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GOLDBERG, Special Trial Judge: This case was heard pursuant

to the provisions of section 7463 of the Internal Revenue Code in
effect when the petition was filed. Pursuant to section 7463(Db),
the decision to be entered is not reviewable by any other court,
and this opinion shall not be treated as precedent for any other
case. Unless otherw se indicated, all subsequent section

references are to the Internal Revenue Code in effect for the
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year in issue, and all Rule references are to the Tax Court Rul es
of Practice and Procedure.
Respondent determ ned a deficiency of $4,841 in petitioners’
2003 Federal inconme tax. The sole issue for decision is whether
petitioners are entitled to a deduction for interest of $42,950
paid on a hone nortgage | oan during the year in issue.

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. Petitioners resided in
California at the tinme they filed their petition.

In 1974 petitioners formed California Digital, Inc., a
closely held corporation. Petitioners are the sole sharehol ders
of the corporation, each holding 50 percent of the outstanding
stock. Petitioner husband serves as the president and secretary
of the corporation, and petitioner wfe serves as the
corporation’s treasurer. Although California Digital, Inc., once
occupi ed a 40, 000-square-foot facility, the corporation is
presently operated out of a spare bedroomin petitioners’ hone.

In 1981 petitioners purchased a single-famly hone for
$775,000. The sellers had two nortgages on the property at the
time of the sale. A first nortgage in the anount of $247,537.29
was held by G braltar Savings Bank, and a second nortgage in the

amount of $327,462.71 was held by City National Bank.
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Petitioners paid the sellers a $200, 000 downpaynent and agreed to
purchase the home subject to and assum ng both of the existing
nort gages on the property.

On March 3, 1988, petitioners paid approximately $247,000 to
G braltar Savings Bank in full satisfaction of the first nortgage
on the property. On Cctober 23, 1987, petitioners paid
approximately $25,000 to City National Bank in full satisfaction
of the anmount remaining due on the second nortgage. A ful
reconveyance of title and deed of trust in favor of petitioners
was executed and recorded on February 25, 1988.

Petitioners tinely filed their 2003 Form 1040, U.S.
| ndi vi dual | ncone Tax Return, on which they reported: (1)
$18,884 of taxable interest; (2) $5,111 of ordinary dividends;
(3) $7,763 of capital gain; and (4) $56,518 of incone on Schedul e
E, Supplenental Inconme and Loss. On Schedule A Item zed
Deductions, attached to the return, petitioners clainmed a $42, 950
home nortgage interest deduction that was not reported on a Form
1098, Mortgage Interest Statenent. Since no Form 1098 was
i ssued, petitioners indicated (as required under such
ci rcunstances by the instructions on line 11 of the Schedule A
that they had made nortgage paynents to California Digital, Inc.-
-the “person” from whom petitioners purchased the hone.

As the sole sharehol ders and officers for California

Digital, Inc., petitioners filed Form 1120, U.S. Corporation
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| ncome Tax Return, for the corporation for taxable year 2003
(California Digital return). The California Digital return
reported $601,514 of total assets, which included $450, 000! of
nortgage and real estate |oans, and a $301, 703 | oan from
sharehol ders. The value of this | oan at the begi nning of the tax
year was $304, 523--a difference of $2,820.

On March 7, 2006, respondent sent petitioners a notice of
deficiency disallow ng the $42,950 hone nortgage interest
deduction claimed on their return.

Di scussi on

Ceneral ly, taxpayers bear the burden of proving the
Comm ssioner’s determ nations are erroneous. Rule 142(a); Wlch

v. Helvering, 290 U S. 111, 115 (1933). Deductions are strictly

a matter of |egislative grace, and taxpayers bear the burden of

proving they are entitled to any clai med deductions. | NDOPCO

Inc. v. Conmi ssioner, 503 U S. 79, 84 (1992); New Colonial Ice

Co. v. Helvering, 292 U S. 435, 440 (1934). Taxpayers are

required to maintain records sufficient to substantiate the
anount s of deductions cl ai nmed.

The sol e issue before us is whether petitioners are entitled
to claima Schedul e A deduction for nortgage interest paynents.

Section 163(a) and (h)(2)(D) generally allows a deduction for al

! This anbunt was the sane at the beginning and at the end
of the corporation’s taxable year.
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interest paid or accrued within the taxable year on indebtedness
on a qualified residence. “Qualified residence” wthin the
meani ng of section 163 is the taxpayer’s principal place of
residence. Sec. 163(h)(4)(A). As with any deduction, however,
petitioners nmust be able to substantiate the amount cl ained. See
sec. 6001; sec. 1.6001-1(a), Inconme Tax Regs.

Respondent di sal |l owed petitioners’ home nortgage interest
deduction for |ack of substantiation that they paid such interest
in 2003.

Petitioners testified that foll owm ng the success of
California Digital, Inc., in the md-1980s, they borrowed funds
fromthe corporation to pay off the outstandi ng bal ances due on
the nortgages on the property, and that after making these
payoffs, they began to pay back the corporation by nmaking
nortgage paynents to it. Petitioners testified that they agreed
to pay California Digital, Inc., $450,000 at an annual rate of
9. 544 percent, payable in full on or before February 13, 2008.

As evidence of this arrangenent, petitioners point to the
California Digital, Inc. return for 2003 which shows a $450, 000

| oan to shareholders. Petitioners also testified that a

prom ssory note secured by deed of trust was executed on or about
February 13, 1988, between petitioners and California D gital,

| nc.
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Petitioners’ position is that because they nmade interest-
only honme nortgage paynents on a $450, 000 | oan secured by their
home to the corporation, they are entitled to claima honme
nort gage interest deduction for 2003. Respondent argues that
there is no valid proof that petitioners nade such paynents. For
the reasons discussed infra we agree with respondent.

Contrary to petitioners’ testinony, no creditworthy
prom ssory note secured by deed of trust was produced at trial.
Petitioners attenpted to have the Court receive into evidence a
docunent entitled “Prom ssory Note Secured by Deed of Trust”.
This docunent recited a prom se on the part of petitioners to
repay California Digital, Inc., $450,000 at an annual interest
rate of 9.544 percent. Upon exam nation of the docunent, the
Court suspected that it was self-serving and inauthentic. To
wi t, although the paper was lightly affixed with a raised,
notary’'s stanp, it appeared in all other ways (printed on an ink-
jet printer; nmultiple grammar and spelling errors; undated on
signature line; not witnessed or signed by the notary) to be a
poor reconstruction of a purported prom ssory agreenent between
petitioners and their corporation, California Digital, Inc. Wen
further questioned by the Court, petitioners finally admtted
that the docunent was not an authentic copy of a prom ssory note
but rather their attenpt to reconstruct the terns of the | oan

that they testified was entered into between themand California
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Digital, Inc., in 1988. Petitioners insisted that a prom ssory
note was, in fact, executed in 1988 but that they were unable to
presently find a copy of it. Because petitioners did not produce
an authentic copy of any prom ssory note evincing the existence
of any loan, the presunption is that such evidence--if it indeed
exi st ed--woul d not have been favorable to petitioners. See

Wchita Terminal Elevator Co. v. Conm ssioner, 6 T.C 1158

(1946), affd. 162 F.2d 513 (10th Cir. 1947).

Second, and al so contrary to petitioners’ testinony, there
was no recordation of any nortgage on the property held by
California Digital, Inc. Petitioners testified that the nortgage
was recorded on the property on the norning of the Tax Court
trial, 9 years after the purported title transfer. Over
respondent’s objections, petitioners attenpted to have a copy of
the recordation received into evidence, contendi ng that because
the recordation referenced the prom ssory instrunent, the
recordation should suffice as evidence that a prom ssory note did
exist. The Court sustained respondent’s objections and refused
to receive the recordation into evidence.

Third, and finally, petitioners’ testinony as to how their
nort gage paynents were made to California Digital, Inc., was
contradictory, self-serving, and incredible. First, petitioners
testified that they nade nortgage paynents to the corporation

during 2003 out of the salary that California Digital, Inc., paid
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to petitioner husband. Petitioners’ 2003 return does not reflect
that petitioners received any salary incone in 2003, and the
California Digital return does not show that the corporation paid
any salaries to any of its officers or enployees during the year
in issue. Wen the foregoing was brought to petitioners’
attention at trial, they changed their account, testifying that
the paynents were made to the corporation by personal check and
that the paynents were recorded as corporate journal entries.
When questioned further by the Court as to any evidence of such
journal entries, petitioners again changed their testinony.
Petitioners then testified that the paynents were recorded by the
corporation as book entries, although only their accountant--who
was not in court--could confirmthis. Finally, petitioners
testified that the paynents--totaling $42, 950--were subtracted
froma $304,523 | oan that petitioners had previously made to the
corporation. The California Digital, Inc. return, however, shows
that the anount of the | oan decreased by only $2,820--and not
$42,950--during the year in issue. Accordingly, we conclude that
petitioners’ confusing and constantly changing |line of testinony
with respect to the paynents is entirely incredible, and supports
respondent’s position that petitioners cannot substantiate that
any hone nortgage interest paynents were nade to California

Digital, Inc., during 2003.
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In sum petitioners provided no docunentation before,

during, or after trial, such as cancel ed checks, that would
substantiate their claimthat they paid $42,950 of home nortgage
interest, the deduction for which respondent disall owed.
Accordi ngly, w thout any credible evidence that petitioners
actually paid the $42,950, we sustain respondent’s determ nation
Wi th respect to petitioners’ 2003 inconme tax liability.

To reflect the foregoing,

Deci sion will be entered

for respondent.




