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Ps filed a petition seeking redeterm nations of
R s disall owance of several deductions and inposition
of an addition to tax and accuracy-rel ated penalty.
The parties settled nost of the issues regarding the
di sal | oned deducti ons except one regarding certain
Schedul e C deductions. At trial, Ps clained additional
deducti ons on account of a casualty loss, charitable
contributions, unreinbursed enpl oyee expenses, and
Schedul e C and E expenses that were neither clainmed by
Ps on their tax returns nor raised in the notice of
deficiency. The examnation in the instant case took
pl ace after the effective date of sec. 7491, I.R C, as
amended by the Internal Revenue Service Restructuring
and Reform Act of 1998, Pub. L. 105-206, sec. 3001, 112
Stat. 685, 726.

Hel d: Because Ps failed to introduce credible
evidence, Ps failed to neet the requirenents of sec.
7491(a), |I.R C., as anended, so as to place the burden
of proof on R for the factual issues relating to the



deductions in issue.

Hel d, further, to neet his burden of production
pursuant to sec. 7491(c), |I.R C., as anended, R nust
cone forward wth sufficient evidence indicating that
it is appropriate to inpose a penalty, addition to tax,
or additional anount.

Hel d, further, R met his burden of production with
regard to the addition to tax and accuracy-rel ated
penal ty.

Earl G Hi gbee and Lesley A Higbee, pro sese.

Erin K. Huss, for respondent.

OPI NI ON
VASQUEZ, Judge: Respondent determ ned the foll ow ng
deficiencies in, addition to, and accuracy-rel ated penalty on

petitioners’ 1996 and 1997 Federal incone taxes:

Addition to Tax Penal ty
Year Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)
1996 $10, 796 $2, 669 —-
1997 12, 443 - - $2, 488. 60

Unl ess otherw se stated, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice and
Pr ocedur e.

After concessions, we nust deci de whether petitioners are
entitled to the followi ng deductions: (1) $1,328 for a casualty
| oss, (2) $6,937.20 for charitable contributions, (3) $6,468.09

for unrei nbursed enpl oyee expenses, (4) certain anmobunts paid on
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account of a failed business as part of a chapter 13 bankruptcy
proceedi ng, and (5) various expenses related to two rental
properties. Finally, we nust decide whether petitioners are
liable for an addition to tax under section 6651(a)(1l) and an
accuracy-rel ated penalty under section 6662(a).

Backgr ound

Petitioners contest respondent’s determ nations with regard
to their 1996 and 1997 tax years. |In the notice of deficiency,
respondent disallowed the follow ng deductions for 1996: (1) A
$3,000 capital loss, (2) $57,099 in expenses |isted on
petitioners’ Schedule A |Itenized Deductions, (3) $5,487 in
expenses listed on petitioners’ Schedule C, Profit or Loss From
Busi ness, and (4) $25,811 in expenses listed on petitioners’
Schedul e E, Supplenental Incone and Loss. After concessions, the
parties agreed that petitioners are entitled to: (1) The $3,000
capital loss, (2) $7,070 in item zed deductions,! (3) $3,567 in
Schedul e C expenses (with the remainder still in dispute), and
(4) the $25,811 Schedul e E expenses.

Wth regard to the 1997 tax year, respondent disallowed the

foll owi ng deductions: (1) A $3,000 capital loss, (2) $41,172 in

! The parties agreed that petitioners are entitled to
deduct the followi ng amounts: (1) $822 for taxes, (2) $1,189 for
interest, (3) $1,500 for charitable contributions, (4) $484 for
uni on dues, and (5) $3,075 for unreinbursed enpl oyee expenses.

We remnd the parties that when making their Rule 155
cal cul ations, m scell aneous item zed deductions nust be adjusted
for the 2-percent floor. See sec. 67.
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item zed deductions, and (3) $25,965 in Schedul e E expenses.
After concessions, the parties agreed that petitioners are
entitled to: (1) The $3,000 capital loss, (2) $12,083 in
item zed deductions,? and (3) the $25,965 Schedul e E expenses.

At trial, the only issue remaining with regard to the notice
of deficiency was whether petitioners were entitled to the $1, 920
in Schedul e C deductions reported on petitioners’ 1996 tax return
and di sall owed by respondent. Petitioners, however, raised new
issues at trial by claimng additional deductions for a casualty
| oss, charitable contributions, unreinbursed enpl oyee expenses,
and Schedul e C and E expenses that were neither clained on their
returns nor raised in the notice of deficiency.

We conbi ne our findings of fact and opi ni on under each
separate i ssue heading. Sone of the facts have been stipul ated
and are so found. The stipulation of facts, the suppl enmental
stipulations of facts, and the attached exhibits are incorporated
herein by this reference. At the tine petitioners filed their

petition, they resided in Phoenix, Arizona.

2 The parties agreed that petitioners are entitled to
deduct the followi ng anbunts: (1) $3,263 for taxes, (2) $4,531
for charitable contributions, and (3) $4,289 for unreinbursed
enpl oyee expenses. W note that petitioners clainmed other
expenses on their Schedule Ain the section entitled “Job
Expenses and Most Ot her M scel | aneous Deductions”. Because
petitioners have not raised any argunents with regard to those
anounts, we treat their failure to raise any assignnents of error
as a concession. See Petzoldt v. Conm ssioner, 92 T.C. 661, 683
(1989).
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Di scussi on

Di sal | owed Deducti ons

Deductions are a matter of |egislative grace, and a taxpayer
bears the burden of proving that he is entitled to the deductions

clainmed. See Rule 142(a); INDOPCO,_Inc. v. Conm ssioner, 503

US 79 (1992); New Colonial Ice Co. v. Helvering, 292 U S. 435

(1934). The taxpayer is required to naintain records that are
sufficient to enable the Conm ssioner to determne his correct
tax liability. See sec. 6001; sec. 1.6001-1(a), Incone Tax Regs.
In addition, the taxpayer bears the burden of substantiating the

anount and purpose of the clainmed deduction. See Hradesky v.

Commi ssioner, 65 T.C. 87, 90 (1975), affd. per curiam540 F.2d

821 (5th Gir. 1976).

Section 7491(a), a new provision created by Internal Revenue
Service Restructuring and Reform Act of 1998 (RRA 1998), Pub. L
105- 206, sec. 3001, 112 Stat. 685, 726, places the burden of
proof on respondent with regard to certain factual issues.
Section 7491 applies to exam nations commenced after July 22,
1998. See RRA 1998 sec. 3001(c), 112 Stat. 727. The exam nation
in the instant case commenced after July 22, 1998; accordingly,
we eval uate whet her respondent bears the burden of proof pursuant
to section 7491(a).

Section 7491(a)(1l) provides that if, in any court

proceedi ng, the taxpayer introduces credible evidence with
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respect to factual issues relevant to ascertaining the taxpayer’s
ltability for a tax (under subtitle A or B), the burden of proof
with respect to such factual issues wll be placed on the
Commi ssioner. For the burden to be placed on the Conm ssioner,
however, the taxpayer nust conply with the substantiation and
record- keeping requirenments of the Internal Revenue Code. See
sec. 7491(a)(2)(A) and (B). In addition, section 7491(a)
requi res that the taxpayer cooperate with reasonabl e requests by
t he Comm ssioner for “w tnesses, information, docunents,
nmeetings, and interviews”. Sec. 7491(a)(2)(B). Finally, the
benefits of section 7491(a) are unavailable in the cases of
partnershi ps, corporations, and trusts unless the taxpayer neets
the net worth requirenments of section 7430(c)(4)(A)(ii). See
sec. 7491(a)(2)(0O.

Respondent argues that because petitioners have failed to
nmeet the requirenents of section 7491(a)(1) and (2), the burden
of proof should remain with petitioners as to the remaining issue
associated with respondent’s determ nation of petitioners’ 1996
tax liability. W therefore exam ne the evidence to establish
whet her petitioners have presented credible evidence and have net
the other requirenents of section 7491(a)(1) and (2) so as to

pl ace the burden of proof on respondent.



A. Casualty Losses

Pursuant to section 165(a) and (c)(3), a taxpayer is allowed
a deduction for an unconpensated | oss that arises fromfire,
storm shipweck, or other casualty. Section 165(h), however,
states that any “loss * * * shall be allowed only to the extent
that the amount of the loss to such individual arising from each
casualty * * * exceeds $100” and only to the extent that the net
casualty | oss “exceeds 10 percent of the adjusted gross incone”.

When property is damaged rather than totally destroyed by
casualty, the proper neasure of the anmobunt of the | oss sustained
is the difference between the fair market value of the property
i medi ately before and after the casualty, not to exceed the
property’s adjusted basis. See sec. 1.165-7(b)(1), Incone Tax
Regs. The fair market values required by the Treasury
regul ati ons must generally be ascertai ned by conpetent appraisal.
See sec. 1.165-7(a)(2)(i), Inconme Tax Regs. As an alternative,
the Treasury regul ations provide that if the taxpayer has
repaired the property damage resulting fromthe casualty, the
t axpayer may use the cost of repairs to prove the casualty | oss.
See sec. 1.165-7(a)(2)(ii), Incone Tax Regs. In general,
estimates of the cost of repairs are not evidence of the actual
costs of repairs unless the repairs are actually nade. See

Lanphere v. Comm ssioner, 70 T.C 391, 396 (1978); Farber v.

Conmi ssi oner, 57 T.C. 714, 719 (1972).
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Petitioners claima casualty | oss deduction in the anmount of
$1, 328 on account of alleged damage to their home and personal
property which was not deducted on their tax return. M. Hi gbee
testified that the $1, 328 represents the danage to petitioners’
property which was not reinbursed by their insurance conpany but
awarded by a small clainms court.® In support, petitioners
provi ded a form docunent entitled “Small C ains
Conpl ai nt/ Summons/ Answer” whi ch appears to be issued by the
A endal e Justice Court in dendale, Arizona, but which does not
bear any type of notation or certification by a governnental
of ficial.

In order for section 7491(a) to place the burden of proof on
respondent, the taxpayer nust first provide credible evidence.
The statute itself does not state what constitutes credible
evi dence. The conference conmttee s report states as foll ows:

Credi bl e evidence is the quality of evidence which,

after critical analysis, the court would find

sufficient upon which to base a decision on the issue

if no contrary evidence were submtted (w thout regard

to the judicial presunption of IRS correctness). A

t axpayer has not produced credible evidence for these

purposes if the taxpayer nerely makes inpl ausible

factual assertions, frivolous clains, or tax protestor-

type argunents. The introduction of evidence will not

nmeet this standard if the court is not convinced that

it is worthy of belief. |[If after evidence from both

sides, the court believes that the evidence is equally

bal anced, the court shall find that the Secretary has

not sustained his burden of proof. [H Conf. Rept.
105-599, at 240-241 (1998), 1998-3 C.B. 747, 994-995.]

3 Petitioners assert that the judgnent remains unpaid.
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Further, the conference report explains the purpose of the
[imtations set forth in section 7491(a)(2):

Not hing in the provision shall be construed to
override any requirenent under the Code or regul ations
to substantiate any item Accordingly, taxpayers nust
nmeet applicabl e substantiation requirenents, whether
general ly inposed!® or inposed with respect to specific
itens, such as charitable contributions or neals,
entertai nment, travel, and certain other expenses.
Substantiation requirenents include any requirenent of
the Code or regulations that the taxpayer establish an
itemto the satisfaction of the Secretary. Taxpayers
who fail to substantiate any itemin accordance wth
the I egal requirenent of substantiation will not have
satisfied the legal conditions that are prerequisite to
claimng the itemon the taxpayer’s tax return and wl |
accordingly be unable to avail thenselves of this
provi sion regardi ng the burden of proof. Thus, if a
t axpayer required to substantiate an itemfails to do
so in the manner required (or destroys the
substantiation), this burden of proof provision is
i nappl i cabl e.

* * * * * * *

1°See e.g., Sec. 6001 and Treas. Reg. sec. 1.6001-

1 requiring every person liable for any tax inposed by

this Title to keep such records as the Secretary may

fromtime to tine prescribe, * * *,

[1d. at 241, 1998-3 C. B. at 995; certain fn. refs.

omtted.]

Petitioners’ evidence does not neet the requirenents of
section 7491(a). Besides the fact that the form docunent
entitled “Small C ai ns Conpl ai nt/ Summons/ Answer” does not
actually indicate whether litigation in small clains court was
comenced or conpl eted, the docunent itself does not qualify as a
conpetent appraisal or reliable estimate of the cost of any

repairs. Because petitioners have failed to provide credible
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evi dence of a casualty |loss, the burden of proof as to this issue
is not placed on respondent. Further, for simlar reasons
regardi ng our discussion of petitioners’ evidence for purposes of
section 7491, we conclude that petitioners have not net their
burden of proof. See Rule 142(a). Consequently, we reject
petitioners’ claimed casualty |oss deduction.

B. Charitable Contributions

Section 170(a)(1) provides that a taxpayer may deduct “any
charitable contribution * * * paynment of which is made wthin the
taxabl e year. A charitable contribution shall be allowable as a
deduction only if verified under regulations prescribed by the
Secretary.” Pursuant to the Treasury regul ations, contributions
of noney are required to be substantiated by cancel ed checks,
recei pts fromthe donee organi zati ons show ng the date and anount
of the contributions, or other reliable witten records show ng
t he nane of the donee, date, and amount of the contributions.

See sec. 1.170A-13(a)(1l), Incone Tax Regs. Simlarly,
contributions of property other than noney nust be substanti ated,
at a mninum by a receipt fromthe donee show ng the nane and
address of the donee, the date and | ocation of the contribution,
and a description of the property in detail reasonably sufficient
under the circunstances. See sec. 1.170A-13(b)(1), Incone Tax
Regs. Were it is unrealistic to obtain a receipt, taxpayers

must maintain reliable witten records of their contributi ons.



See id.

To substantiate additional charitable contributions of
$6, 937.20 for 1996 not previously clained on their return for
that year, petitioners offered several docunents to the Court.
Sonme of the docunments do not have any indication of being
provi ded by a donee organi zati on but instead appear to have been
generated by petitioners. Oher docunents consist of preprinted
forms issued by alleged charitabl e organizations which
petitioners filled in with the type and nunber of itens donated
and the estimted value of the donation. |In addition,
petitioners submtted checks and recei pts which appear to be for
t he purchase of goods and services. Lastly, at trial,
petitioners attenpted to buttress their clains by describing the
types of goods all egedly donat ed.

VWiile the preprinted forns appear authentic, we neverthel ess
conclude that petitioners’ self-generated receipts and ot her
docunents are not credible evidence of the order necessary to
substantiate the deductions clained in the instant case. See

Tokh v. Comm ssioner, T.C. Mnpb. 2001-45. Further, we do not

find petitioners’ testinony credible. W hold that petitioners
have failed to introduce credi ble evidence to substanti ate the

actual itens contributed and their fair market values.* See sec.

4 For instance, on one of the preprinted forns, petitioners
listed a charitable contribution of $700 for “cribs” and $200 for
“baby clothes”. Because petitioners have failed to establish how
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7491(a)(1) and (2)(A). Consequently, the burden of proof is not
pl aced on respondent. Because petitioners have failed to present
us with any credible evidence, they have not net their burden of
proof pursuant to Rule 142(a) to support their clained
deductions. W therefore hold that petitioners are not entitled
to a deduction for charitable contributions in excess of the
$1, 500 that respondent has al ready all owed.

C. Unr ei mbursed Enpl oyee Expenses and Schedule C
and E Expenses

Petitioners argue that they are entitled to a deduction of
$6, 468. 09 for unrei nbursed enpl oyee expenses instead of the
$3,075 deduction returned on their Schedule A for 1996. Aside
fromMs. Hi gbee's self-serving testinony at trial that these
addi tional expenses related to her enploynent at a beauty sal on,
petitioners have failed to provide us with sufficient and
credi bl e evidence for us to rule in their favor.

Petitioners also claimadditional Schedule C deductions of
$8,087.26 for 1996 and $8,590.48 for 1997 on account of anounts
all egedly owed and paid wwth regard to their failed beauty sal on

busi ness. Petitioners contend that they paid these anounts while

they arrived at those fair market values, we are unable to all ow
such deductions. Further, petitioners have not produced any

ot her independent and credi bl e evidence indicating that those
donations were actually nade.
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in a chapter 13 bankruptcy proceeding.® |n support, petitioners
submtted to the Court a docunment entitled “Debtor Receipts and
Di sbursenments Summary” whi ch provides general infornmation about
the deposits nmade by petitioners with the trustee of the
bankruptcy estate and the disbursenents to creditors by the
trustee. As to the bankruptcy-rel ated expenses cl ai ned,
petitioners have failed to provide us with sufficient credible
evi dence that petitioners had outstandi ng busi ness debts which
were paid while in bankruptcy. Further, petitioners have failed
to explain the origin of these expenses in sufficient detail for
us to find that these expenses woul d be allowable for the tax
years in issue. Petitioners have failed to neet the
substanti ation and record-keeping requi renents of section
7491(a). The burden of proof therefore is not placed on
respondent. Finally, we conclude that petitioners have not net
their burden of proof to support the clai ned deductions, and
therefore we sustain respondent’s determnation as to this issue.
See Rule 142(a).

Petitioners also claimadditional Schedule E deductions with
regard to their rental activities for repairs ($5,976.31 for 1996
and $2,080 for 1997), |legal expenses ($5,217 for 1996),

aut onobi | e expenses ($475.64 for 1996), and insurance ($139 for

5 The clai med deduction of $8,087.26 for 1996 enconpasses
the $1,920 still in dispute with regard to respondent’s
deficiency determ nation.
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1996) not previously deducted on their tax returns. Again, we
reiterate that petitioners have failed to provide this Court with
credi ble evidence for us to allow petitioners’ clainms with
respect to the disallowed deductions. W therefore reject all of
petitioners’ contentions as to these issues.

I[I. Addition to Tax and Accuracy-Rel ated Penalty

Under RRA 1998, Congress al so enacted a provision, section
7491(c), requiring the Comm ssioner to carry the “burden of
production” in any court proceeding with respect to the liability
of any individual for any penalty, addition to tax, or additional
anount (penalties). Although the statute does not provide a
definition of the phrase “burden of production”, we concl ude that
Congress’ intent as to the nmeani ng of the burden of production is
evident fromthe legislative history. The |legislative history of
section 7491(c) sets forth:

in any court proceeding, the Secretary nust initially
cone forward wth evidence that it is appropriate to
apply a particular penalty to the taxpayer before the
court can inpose the penalty. This provision is not
intended to require the Secretary to introduce evidence
of elenments such as reasonabl e cause or substanti al
authority. Rather, the Secretary nust cone forward
initially with evidence regardi ng the appropri ateness
of applying a particular penalty to the taxpayer; if
t he taxpayer believes that, because of reasonable
cause, substantial authority, or a simlar provision,
it is inappropriate to inpose the penalty, it is the
t axpayer’s responsibility (and not the Secretary’s
obligation) to raise those issues. [H Conf. Rept.
105-599, supra at 241, 1998-3 C. B. at 995.]

Therefore, with regard to section 7491(c), we conclude that for

t he Comm ssioner to neet his burden of production, the
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Comm ssi oner must cone forward with sufficient evidence
indicating that it is appropriate to inpose the relevant penalty.

The legislative history to section 7491(c), however, also
di scl oses that the Conm ssioner need not introduce evidence
regardi ng reasonabl e cause, substantial authority, or simlar
provisions. In addition, the legislative history indicates that
it is the taxpayer’s responsibility to raise those issues. W
therefore conclude that the taxpayer bears the burden of proof
with regard to those issues.

Finally, we note that Congress placed only the burden of
production on the Conm ssioner pursuant to section 7491(c).
Congress’ use of the phrase *“burden of production” and not the
nmore general phrase “burden of proof” as used in section 7491(a)
indicates to us that Congress did not desire that the burden of
proof be placed on the Commi ssioner with regard to penalties.?®
See sec. 7491(c). Therefore, once the Comm ssioner neets his
burden of production, the taxpayer nust conme forward with
evi dence sufficient to persuade a Court that the Comm ssioner’s

determ nation is incorrect.

6 W note that sec. 6665(a)(2) provides that any reference
to tax shall be deened also to refer to penalties. However, the
application of sec. 6665(a)(2) is |[imted by the | anguage “Except
as otherwi se provided in this title”. Considering that limting
| anguage of sec. 6665(a)(2), the reference in sec. 7491(a) to tax
l[Tabilities inposed by subtitle A or B (whereas penalties are
i nposed by subtitle F), and the structure of sec. 7491 as a
whol e, we believe that Congress intended for sec. 7491(c) (and
not sec. 7491(a)) to apply to penalties.
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Havi ng descri bed the franmework of section 7491(c), we
eval uate whet her respondent has net his burden of production with
regard to the section 6651(a)(1l) addition to tax and the section
6662 accuracy-related penalty. W also discuss whet her
petitioners have presented any evidence which woul d cause us not
to sustain respondent’s determnations with regard to the
addition to tax and the accuracy-rel ated penalty.

Section 6651(a)(1l) inposes an addition to tax for a
taxpayer’s failure to file a required return on or before the
specified filing date, including extensions. The anmount of the
liability is based upon a percentage of the tax required to be
shown on the return. See sec. 6651(a)(1l). The addition to tax
i s inapplicable, however, if the taxpayer’'s failure to file the
return was due to reasonabl e cause and not to willful neglect.
See sec. 6651(a)(1l). Under section 7491(c), as noted above, the
Comm ssi oner bears the burden of production with regard to
whet her the section 6651(a)(1) addition to tax is appropriate,
but he does not bear the burden of proof wth regard to the
“reasonabl e cause” exception of section 6651(a).

Respondent determ ned that petitioners are liable for a
section 6651(a)(1l) addition to tax with regard to their 1996 tax
return. The parties have stipulated that petitioners filed their

1996 return on April 18, 1998, approximately 1 year after it was
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due.’” Accordingly, we conclude that respondent has produced
sufficient evidence to show that the section 6651(a)(1) addition
to tax is appropriate, unless petitioners prove that their
failure to file was due to reasonabl e cause.

Petitioners have not provided any evidence indicating that
their failure to file was due to reasonabl e cause. Therefore, an
addition to tax of 25 percent of the anount required to be shown
as tax on the return is sustained in the instant case. Because
the parties have nmade several concessions, respondent’s original
section 6651(a)(1l) addition to tax conputation nust be adjusted
to reflect such changes. As a final matter, we note that there
is a discrepancy in the record with regard to petitioners’ anount
of withholding.® See sec. 6651(b)(1) (providing that the anount
required to be shown as tax on the return for purposes of the
section 6651(a)(1l) addition to tax shall be reduced for tinely
paynments or credits allowed to be clainmed on the return). The
parties are asked to consider this discrepancy in their Rule 155
conput at i ons.

Pursuant to section 6662(a), a taxpayer may be liable for a
penalty of 20 percent on the portion of an underpaynent of tax

(1) attributable to a substantial understatenent of tax or (2)

" In addition, the 1996 tax return, which is part of the
record, reflects that it was not tinely fil ed.

8 Petitioners clainmed withholding of $154.46 on their 1996
tax return. It appears that respondent did not give credit for
such withholding in the notice of deficiency.
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due to negligence or disregard of rules or regulations. See sec.
6662(b). A substantial understatenent of tax is defined as an
understatenent of tax that exceeds the greater of 10 percent of
the tax required to be shown on the tax return or $5,000. See
sec. 6662(d)(1)(A). The understatenent is reduced to the extent
that the taxpayer has (1) adequately disclosed his or her
position and has a reasonabl e basis for such position or (2) has
substantial authority for the tax treatnment of the item See
sec. 6662(d)(2)(B). In addition, section 6662(c) defines
“negligence” as any failure to nmake a reasonable attenpt to
conply with the provisions of the Internal Revenue Code, and

“di sregard” neans any carel ess, reckless, or intentional

di sregard.

Whet her applied because of a substantial understatenent of
tax or negligence or disregard of the rules or regulations, the
accuracy-related penalty is not inposed with respect to any
portion of the understatenent as to which the taxpayer acted with
reasonabl e cause and in good faith. See sec. 6664(c)(1). The
deci sion as to whether the taxpayer acted with reasonabl e cause
and in good faith depends upon all the pertinent facts and
circunstances. See sec. 1.6664-4(b)(1), Inconme Tax Regs.

Rel evant factors include the taxpayer's efforts to assess his
proper tax liability, including the taxpayer’s reasonable and
good faith reliance on the advice of a professional such as an

accountant. See id. Further, an honest m sunderstandi ng of fact
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or law that is reasonable in |light of the experience, know edge,
and education of the taxpayer may indicate reasonabl e cause and

good faith. See Reny v. Comm ssioner, T.C Meno. 1997-72.

For the 1997 tax year, respondent determ ned that
petitioners are |liable for an accuracy-related penalty
attributable to a substantial understatenment of tax or, in the
alternative, due to negligence or disregard of rules or
regul ations. Petitioners have conceded that they are not
entitled to $30,245 in item zed deductions relating to NOL
carryovers ($28,036) and certain taxes ($2,209) clained on
Schedule A of their 1997 tax return. Wth regard to respondent’s
determ nation that petitioners were negligent and di sregarded
rules and regul ati ons, respondent argues that he has nmet his
burden of production under section 7491(c) through petitioners’
above concessions, along with evidence in the record indicating
that petitioners were experienced in business affairs. Further,
respondent contends that because petitioners have failed to
i ntroduce any evidence to indicate that they were not negligent,
petitioners have failed to neet their burden of proof, which they
retain despite the application of section 7491(c).

Respondent has shown that petitioners have failed to keep
adequat e books and records or to substantiate properly the itens
in question. Such a failure in the instant case is evidence of
negli gence. See sec. 1.6662-3(b), Incone Tax Regs.

Consequently, we conclude that respondent has met his burden of
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production for his determ nation of the accuracy-related penalty
based on negligence or disregard of rules or regul ations.
Additionally, wth regard to that determ nation, petitioners have
failed to neet their burden of proving that they acted with
reasonabl e cause and in good faith. W therefore sustain
respondent’s determination that petitioners are liable for the
accuracy-rel ated penalty on the underpaynent associated with the
di sal l oned item zed deductions conceded by petitioners.?®

I n reaching our holdings herein, we have consi dered al
argunents nade, and to the extent not nentioned above, we find
themto be noot, irrelevant, or without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

® Because of respondent’s concessions (see supra p. 4), we
conclude that the accuracy-rel ated penalty based on a substanti al
understatenent of tax is not applicable as the understatenent
does not exceed the greater of 10 percent of tax required to be
shown on the return or $5,000. See sec. 6662(d)(1).



