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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

COHEN, Judge: Respondent determ ned deficiencies and
penalties with respect to petitioner’s Federal incone taxes as

foll ows:



Penal ty
Year Defi ci ency |.R.C. Sec. 6662(a)
2004 $7, 478 $1, 495. 60
2005 3, 606 721. 20
2006 10, 607 2,121. 40

Except as 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, the issues for decision are:

(1) Whether petitioner’s filing status was single during the
years in issue, when he was separated frombut still married to
hi s spouse;

(2) whether petitioner is entitled to deduct attorney’'s fees
and rel ated expenses incurred in defending a crim nal proceeding;
(3) whether petitioner is entitled to deduct expenses on
Schedule C, Profit or Loss From Busi ness, beyond those conceded

by respondent;

(4) whether petitioner is entitled to deduct a net operating
| oss carryforward from 2005 to 2006;

(5) whether petitioner is liable for the additional tax
under section 72(t) for early withdrawals froma retirenment plan;
and

(6) whether petitioner is liable for the section 6662

accuracy-rel ated penalty for each of the years in issue.
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FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference.
Petitioner resided in Pennsylvania at the tine that he filed his
petition. Petitioner has a nmaster’s degree in accounting with a
maj or in tax and has been a certified public accountant (C. P.A)
since 1983. During 2004, 2005, and 2006, petitioner was a
practicing C.P.A licensed in the State of Chio.

From January through August 2004, petitioner used
residential property on Washi ngton Boul evard in G ove City,
Pennsyl vania, as his office. From Septenber 1, 2004, through at
| east Decenber 31, 2006, petitioner used the sane property as his
resi dence.

At all material tinmes petitioner has been married. Although
petitioner’s wife filed for divorce in August 2004 and petitioner
and his wife |ived separate and apart during the years in issue,
they were neither divorced nor parties to a decree of separate
mai nt enance.

During 2004, petitioner perfornmed accounting and tax
preparation services for a nedical services client in Newcastl e,
Pennsyl vani a, approxinmately 40 mles frompetitioner’s hone in
Gove Cty. Anong the client’s enployees was a 20-year-old wonman
whose job included transcribing doctors’ notes, nmaintaining

patient charts, and observing exam nations of fenmale patients by
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doctors. Before May 28, 2004, petitioner and the client’s
enpl oyee had neal s together on two occasions. Petitioner gave the
enpl oyee $1, 000 so that she could buy a car.

On May 28, 2004, petitioner allowed the enployee to drive
himto his hone in his BMN autonobile. They arrived at his honme
about 5 p.m, and she stayed until 10 p.m or 11 p.m, leaving in
his autonobile. Wile she was at petitioner’s hone, petitioner
ki ssed the enpl oyee. Thereafter, the enployee instituted
crim nal charges against petitioner. Petitioner pleaded “no
contest” and was convicted of sinple assault relative to the
events of May 28, 2004. More serious charges that had been filed
agai nst himwere di smssed and expunged from his record.

During the crimnal proceedi ngs against him petitioner was
represented by Paul Gettleman. Petitioner paid Gettlenman $12, 500
during 2004, $25,000 in 2005, and $25,000 in 2006. |n 2004,
petitioner also paid $645 to an investigator hired by Gettl eman.
On Schedules C attached to his Federal incone tax returns for the
years in issue, petitioner deducted the fees paid to Gettl eman
and to the investigator as “legal and professional services”
wi t hout any further disclosure of the context in which they were
incurred. Petitioner also deducted an additional $10,000 in
| egal fees that he clainms was paid in 2005, but he has no

evi dence substantiating that paynent.
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During 2004, 2005, and 2006, petitioner w thdrew $10, 000,
$25, 000, and $20, 000, respectively, fromhis individual
retirement accounts. Petitioner was under 59-1/2 years old
during those years. Petitioner paid qualified higher education
costs for his son totaling $6,001 in 2004, $8,693 in 2005, and
$4,526 in 2006.

Petitioner attached Forns 5329, Additional Taxes on
Qualified Plans (Including IRAs) and O her Tax-Favored Accounts,
to his Federal inconme tax returns for the years in issue. As
directed on those Forns 5329, petitioner reported the “Early
di stributions included in inconme” on line 1. On line 2 of the
Fornms 5329, he clainmed “Early distributions included on line 1
that are not subject to the additional tax” in anmpbunts equal to
the anounts reported on line 1, thus reporting that he owed no
addi tional tax under section 72(t).

OPI NI ON

In the stipulation, respondent has conceded vari ous
deductions disallowed in the statutory notice of deficiency.
Respondent has al so stipul ated paynents substanti ated by
petitioner but disputed as to deductibility. Certain of the
i ssues, as discussed below, are |egal issues not dependent on

burden of proof.
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As applicable to the factual issues, section 7491(a)

provides in relevant part that the burden of proof shifts from

t he taxpayer to the Comm ssioner if the “taxpayer introduces

credi bl e evidence”, has conplied wth the requirements to

substantiate itens, and has maintained required records. Section

7491(c) inposes on the Conm ssioner the burden of production with

respect to any penalty, but the taxpayer nust then establish that

the penalty does not apply. See generally Hi gbee v.

Comm ssioner, 116 T.C 438 (2001).

Unl ess the burden of proof has shifted under section 7491(a)
or sone exception not present in this case exists, the taxpayer
has the burden of proving that the clai med expenses were ordinary
and necessary busi ness expenses rather than nondeducti bl e

personal expenses. New Colonial Ice Co. v. Helvering, 292 U S

435, 440 (1934); Wlch v. Helvering, 290 U.S. 111, 113-114

(1933); see Rule 142(a).
We are not required to accept testinony that is inprobable

or inplausible. See Geiger v. Conm ssioner, 440 F.2d 688, 689-

690 (9th Cr. 1971), affg. T.C. Meno. 1969-159; Shea v.

Commi ssioner, 112 T.C 183, 189 (1999). 1In this case,

particularly in view of his training and experience as a C. P. A,
t he absence of corroboration of his testinony by w tnesses or

reliable records | eads us to conclude that petitioner has not
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carried his burden of proof as to the factual issues. See Shea

v. Conm ssioner, supra at 188.

Filing Status

Petitioner stipulated that he was married during the years
in issue, but he contends that he was entitled to file his
Federal inconme tax returns for 2005 and 2006 using rates
applicable to single taxpayers. Respondent contends that
petitioner’s filing status is married filing separately. This
issue is thus one of |aw

Petitioner relies on Pennsylvania | aw and cases in other
contexts to argue that his “separate and apart” status determ nes
his rights and those of his wfe and “confers single filing
status.” It appears, however, that the authorities on which
petitioner relies recognize “separate and apart” as a factor only
in determning property rights of the spouses.

Section 7703(a) states the general rule for determ nation of
marital status as of the close of a taxable year and provides
that “an individual legally separated fromhis spouse under a
decree of divorce or of separate maintenance shall not be
considered as married.” Sec. 7703(a)(2). Section 7703(b) sets
out the conditions under which married individuals |living apart
shall not be considered married for purposes of section 151,
personal exenptions and head of household filing status. Neither

subsection allows petitioner to be treated as not nmarri ed.
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In Keibler v. Conm ssioner, T.C. Menob. 1980-75, we concl uded

that only an absolute divorce effects a | egal separation in
Pennsyl vania as relevant to a taxpayer’s filing status on his
Federal inconme tax return. Although we there applied forner
section 153, as applicable to 1974, the decisive | anguage now
appears in section 7703(a). W rejected the taxpayer’s argunent
that living separate and apart was the equival ent of an absol ute
di vorce under Pennsylvania |aw. Petitioner has not cited any
authority that would lead to a different result in this case, and
he acknow edges that “Pennsylvania cases suggest that there is no
such thing as a decree of ‘legal separation’ which a court can
order for married parties who |live apart”. Because petitioner is
neither divorced nor a party to a decree of separate maintenance,
he is not entitled to single filing status.
Legal Fees

The parties agree that the test for deductibility of the
| egal expenses petitioner clainmed in relation to the crimnal
proceedi ngs brought against himis the origin and character of

the claiminvol ved, under United States v. Glnore, 372 U S. 39

(1963). Petitioner asserts that the proceedi ngs agai nst himwere
instituted as retaliation by the client’s enpl oyee because he
repri manded her for m sconduct in the client’s business. Thus,
he argues, the origin of the claimis his business activity,

rendering the |l egal fees that he incurred deducti bl e.



- 9 -

Petitioner’s posttrial brief asserts many facts that are
not in the record and cannot be considered. See Rules 143(Dhb),
151(e)(3). Petitioner’s factual assertions, however, suggest
that corroborating w tnesses should have been available if his
clainms are accurate. He did not call Gettleman as a w tness,
even t hough an unsubstanti ated anount of $10,000 all egedly paid
to Gettleman in 2005 is in dispute. He did not call any other
w tness who m ght have been available to corroborate his claim
that the enpl oyee was di shonest in her services to the client.

Respondent contends that the fees relating to the crim nal
proceedi ngs were nondeducti bl e personal expenses conparable to
those in cases involving crimnal assault charges, such as Nadi ak

v. Conmm ssioner, 356 F.2d 911 (2d Gr. 1966), affg. T.C Meno.

1964-291; Kelly v. Commi ssioner, T.C. Meno. 1999-69; Si ket v.

Conmi ssioner, T.C. Meno. 1978-124; and Mchaelis v. Conm ssioner,

T.C. Meno. 1971-199. As denonstrated in the cases cited by
respondent, successful defense of crimnal charges is not
determ native under the origin of the claimtest.

Respondent relies on petitioner’s testinony regarding the
events of May 28, 2004, as establishing the personal nature of
the rel ati onship between petitioner and his client’s enpl oyee.
As petitioner testified: The alleged assault occurred at
petitioner’s residence 40 mles fromthe client’s place of

busi ness, after the enployee drove petitioner to his residence in
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petitioner’s car and spent 5 or nore hours at his house between 5
p.m and 11 p.m Petitioner had gone to dinner with the enpl oyee
on at least two prior occasions, kissed her on May 28, 2004, and
did not deny kissing her on other occasions. Petitioner had
gi ven the enpl oyee $1, 000 so that she could buy a car.

We agree with respondent. The preponderance of the evidence
is that the I egal fees for defending the crimnal proceedings
arose out of a personal relationship and are not deductible
busi ness expenses.

O her Schedul e C Expenses

At trial petitioner presented a spreadsheet representing
various itens clained as busi ness expense deductions. He did
not, however, establish by his testinony any itens that
respondent had not previously conceded in the stipulation. He
asserts that all of the clainmed deductions were ordinary,
necessary, and substantiated and that his returns were correct
when filed. He admtted during his testinony, however, that a
portion of his deductions for nortgage interest on the property
that he occupied as his office and his residence had been
duplicated as item zed deductions on Schedule A Item zed
Deducti ons, and as busi ness expenses on Schedule C. He deducted
vehi cl e expenses using a conbination of actual expenses and
busi ness m | eage, rather than an acceptable alternative of either

but not both. See sec. 1.274-5(j)(2), Inconme Tax Regs.; Rev.
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Proc. 2004-64, sec. 5.03, 2004-2 C.B. 898, 900; Rev. Proc. 2005-
78, sec. 5.03, 2005-2 C.B. 1177, 1179; see also, e.g., Nash v.

Commi ssioner, 60 T.C 503, 520 (1973); dark v. Conm ssioner,

T.C. Meno. 2002-32. He clains that he is entitled to use section
280A(d) (4)(A) to deduct all of the expenses concerning the hone
used as an office before Septenmber 1, 2004, but that section
relates only to rental property. The property petitioner
occupi ed was not rental property during any of the years in

i ssue.

Petitioner did not establish during trial the portion of the
residential property that was used exclusively for business, as
requi red by section 280A(c), and he apparently deducted as
busi ness expenses unallocated itens, such as utilities and
repairs, that related to the residence. Respondent nonethel ess
conceded a portion of the clainmed hone office expense, and
petitioner has not shown that he is entitled to a greater anount.

Petitioner did not substantiate travel and neal s expenses by
time, place, and busi ness purpose as required by section 274(d),
and he testified that he did not know whether he reduced the cost
of business neals by 50 percent as required by section 274(n).

He also testified that some of the other anounts clained on his
returns were only estimates. Petitioner’s general assertions as
to deductibility are thus unreliable, and no deductions beyond

t hose respondent conceded are al |l owed.



Net Operating Losses

Petitioner clainmed a $25, 744 net operating | oss carryover
from 2005 to 2006. The loss clained for 2005 included $35, 000
of erroneously deducted | egal fees, $10,000 of which was
unsubstantiated. The clainmed |oss also included | esser itenms now
di sall owed. Therefore petitioner did not establish that he was
entitled to any net operating |oss carryover.

Section 72(t)

Section 72(t) inposes a 10-percent additional tax on early
distributions fromretirenent plans, subject to certain
exceptions. The exceptions petitioner asserts are for
distributions used to pay qualified higher education expenses
under section 72(t)(2)(E) and nedical insurance costs for
unenpl oyed i ndi vi dual s under section 72(t)(2)(D).

Respondent has conceded the anounts petitioner paid for his
son’s tuition, fees, books, supplies, and equi pnent and an
al l omance for room and board, |ess schol arshi ps received. The
parties dispute whether transportati on expenses incurred in
relation to petitioner’s son’s attendance at college are
qual i fi ed hi gher education expenses.

Section 72(t)(2)(E) provides the exception to the 10-percent
additional tax on early distributions fromretirenment plans for

hi gher educati on expenses defined under section 72(t)(7), which
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in turn incorporates section 529(e). Respondent argues that
transportation costs are not included in the definitions of
qualified expenses in section 72(t)(7) or 529(e)(3) and, in any
event, petitioner has not proven the anount of transportation
expenses he actually incurred. Petitioner wishes to incorporate
transportati on expenses into the definition of qualified expenses
on the basis of section 472 of the H gher Education Act of 1965,
20 U.S.C. section 108711, and clains deductions based on
estimates in the catalog of the college attended by his son.

Section 529(e)(3) does not include transportation expenses
as qualified higher education expenses and incorporates section
472 of the Hi gher Education Act of 1965 only as a limtation on
an all owance for roomand board. There is neither |ogic nor
authority supporting petitioner’s attenpt to add transportation
expenses as a qualified higher education expense for purposes of
section 72(t)(2)(E), and he is not entitled to use third-party
estimates rather than evidence to prove that he actually incurred
expenses.

Section 72(t)(2)(D) provides that the 10-percent additi onal
tax on early distributions does not apply to distributions for
heal th insurance prem uns. Under section 72(t)(2)(Dy(iii) a
sel f-enpl oyed individual may qualify for this exception if he
woul d have recei ved unenpl oynent conpensation but for the fact

that he was sel f-enployed. Petitioner has not established that
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he woul d be eligible for unenpl oynent conpensation if he had not
been sel f-enpl oyed or that he used any part of the distributions
fromhis retirenent plan to purchase heal th insurance.

Petitioner clains that he receives health insurance through his
spouse’ s enpl oyer and seeks to deduct anmounts that he paid to his
spouse for honmeowner’s and aut onobil e insurance as the equival ent
of health insurance prem uns. Again petitioner’s uncorroborated
testi nony and generalized assertions do not satisfy his burden of
provi ng the amobunt of the expenditures or that they qualify for
the exenption fromthe section 72(t) additional tax.

Finally, petitioner argues that respondent incorrectly
cal cul ated the section 72(t) additional tax on the early
distribution after allowi ng for conceded qualified higher
educati on expenses. Section 72(t) inposes a tax on early
wi t hdrawal s because they “frustrate the intention of saving for
retirement, and section 72(t) discourages this from happening.”

Dwer v. Conm ssioner, 106 T.C 337, 340 (1996) (citing S. Rept.

93-383, at 134 (1973), 1974-3 C.B. (Supp.) 80, 213). The tax is
i nposed on “the portion of such anount [received froma qualified
pl an] which is includible in gross incone.” Sec. 72(t)(1).
Respondent does not contest the portion includible in gross

inconme as reported by petitioner on his returns.
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Petitioner argues that the amobunts excepted under section
72(t)(2) should be deducted solely fromthe distribution
includible in gross incone. For exanple, the portion of the
wi t hdrawal of $10,000 for 2004 that was includible in gross
i ncome was $6,400. The conceded anount of qualified higher
education expenses is $6,001. Petitioner argues that the tax is
10 percent of $399 ($6,400 - $6,001).

Respondent contends that section 72(t)(2)(E) refers to gross
or total distributions, not just distributions includible in
gross incone. Respondent’s position is that the additional tax
i nposed by section 72(t)(1) is on the lesser of the distribution
includible in gross income or the gross distribution remaining
after reduction for qualified higher education expenses. As a
result, the amobunts excepted fromthe 10-percent additional tax
are deducted first fromthe portion of the distribution not
includible in gross inconme. Respondent does not cite, and we
have not found, any authority supporting respondent’s
cal cul ati on.

The amount subject to additional tax under section 72(t) (1),
i.e., the anmount includible in gross inconme, is reduced for
di stributions used for certain specified purposes listed in
section 72(t)(2), including qualified higher education expenses
specified in section 72(t)(2)(E). Respondent has given us no

reason why, in the context of section 72(t), exceptions to the
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10- percent additional tax should be used first to offset
nont axabl e distributions. Petitioner’s nethodology is consistent
with the Fornms 5329 prescribed by the Internal Revenue Service
and submtted with petitioner’s returns for the years in issue.
On this point, we agree with petitioner.

Section 6662 Accuracy-Rel ated Penalty

Section 6662(a) and (b)(1) and (2) inposes a 20-percent
accuracy-rel ated penalty on any underpaynent of Federal incone
tax attributable to a taxpayer’s negligence or disregard of rules
or reqgulations, or a substantial understatenent of incone tax.
Section 6662(d)(1)(A) defines “substantial understatenment of
i ncome tax” as an anmount exceeding the greater of 10 percent of
the tax required to be shown on the return or $5,000. In this
case, a Rule 155 conputation will be required because of
respondent’ s concessions and our determ nation with respect to
the section 72(t) additional tax conputation. Respondent asserts
that a substantial understatenent of incone tax will exist for
2006 but that the penalty should be based on negligence for 2004
and 2005.

Respondent argues that petitioner was a well -educated
C.P.A, with a master’s degree in accounting and a major in
taxation, who has practiced since 1983. Respondent points out
that petitioner deducted travel expenses w thout mnaintaining the

substantiating records required under section 274(d) or reducing
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the anounts clainmed by 50 percent of the neals as required under
section 274(n); he duplicated nortgage expense deductions; he
deducted utilities and repairs on his office in the honme w thout
regard to the incone limtations of section 280A(c)(5); he used
an i nproper nethod for vehicle expenses; and he cl ai ned | egal
fees as a business deduction when he should have known that those
expenses were personal .

The accuracy-rel ated penalty under section 6662(a) will not
be i nposed with respect to any portion of the underpaynent as to
whi ch the taxpayer acted with reasonabl e cause and in good faith.
Sec. 6664(c)(1). The decision as to whether a taxpayer acted
Wi th reasonabl e cause and in good faith is made by taking into
account all of the pertinent facts and circunstances. Sec.
1.6664-4(b) (1), Incone Tax Regs.

Petitioner asserts that “All accounting neasures are
estimates subject to nultiple interpretations.” He clains to
have researched all of the contested deductions, but he has
provi ded no substantial authority for those that have been
di sal | oned as bei ng personal | egal expenses or deductions clained
contrary to the express provisions of section 274(d) or 280A. See
sec. 6662(d)(2)(B)(i); sec. 1.6662-4(d)(3), Income Tax Regs. He
clains that “disclosure was conplete” for the deduction of |egal
fees paid to Gettleman, but there is no disclosure on his returns

of “the relevant facts affecting the itenmis tax treatnment”. See
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sec. 6662(d)(2)(B)(ii). He clains that “all contested deductions
wer e supported by docunentation”, but that claimis contradicted
by the record. Petitioner’s training and experience are rel evant
factors in considering whether he is liable for the penalty. See

sec. 1.6664-4(b)(1), Incone Tax Regs.; see also Reynolds v.

Comm ssi oner, 296 F.3d 607, 618 (7th Gr. 2002), affg. T.C. Meno.

2000-20. Hi s training and experience support the conclusion that
he was negligent in claimng the disallowd deductions. The
penal ty under section 6662(a) will be sustained for each year.

I n reaching our decision, we have considered all argunents
made by the parties. To the extent not nentioned or addressed,
they are irrelevant or without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




