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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COLVIN, Judge: Respondent determ ned deficiencies in

petitioners’ inconme tax and determ ned that petitioners are

! These cases were consolidated for trial, briefing, and
opi nion by order of this Court on Aug. 19, 1999.
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liable for a penalty as foll ows:

Patrick C. Badell and Lillian A. Badel

Accuracy-rel ated

penal ty
Year Defi ci ency sec. 6662(a)
1994 $10, 253 $2, 050. 60
1995 66, 815 13, 363. 00
1996 87, 210 17, 442. 00

Ronald L. WIlson and Donna M W/ son

Accur acy-rel ated

penal ty
Year Defi ci ency sec. 6662(a)
1994 $9, 550 $1, 910. 00
1995 59, 181 11, 836. 20
1996 87, 650 17, 530. 00

Petitioners Patrick Badell (Badell) and Ronald W1 son
(Wlson) are the sole sharehol ders of Badell and WIlson, P.C
(B&WN, an S corporation. B&Wperforned |egal services for WR
Kel so Co., Inc. (Kelso), and Kel so constructed a roof on the
Badel | s’ residence in B&W's fiscal year 1995.2 Kelso reported
$49, 000 of incone on its 1994 return based on the | egal services
it received in lieu of paynment of $49,000 it billed to B&Wfor
the roof construction. Kelso credited its accounts payable to
B&Win the sanme anmount. B&Wdid not try to collect fromKel so
for the | egal services B&Whad perfornmed in B&Ws 1995 fi scal
year or report as inconme the roofing services it received. After
concessions, the issues for decision are:

1. VWhet her B&W recei ved barter incone of $49, 000 from

2 Badell & Wlson's (B&W fiscal year ended June 30.
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Kel so in the formof roofing services Kelso provided to Badell in
B&W's 1995 fiscal year. W hold that it did.

2. Whet her B&W may deduct costs it advanced on behal f of
its clients of $24,680 for fiscal year 1995 and $37, 799 for
fiscal year 1996. W hold that it may not.

3. Whet her petitioners Patrick Badell and Lillian Badel
(the Badells) and petitioners Ronald WIson and Donna W1 son (the
Wl sons) are liable for the accuracy-rel ated penalty for
negl i gence under section 6662(a) for 1994, 1995, and 1996. W
hol d that they are.

Section references are to the Internal Revenue Code in
effect during the years in issue. Rule references are to the Tax
Court Rules of Practice and Procedure. References to Badell and
Wl son are to Patrick Badell and Ronald WI son, respectively.

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

A. Petitioners

The Badells lived in Indianapolis, Indiana, when they filed
their petition. The WIlsons lived in Rushville, |ndiana, when
they filed their petition.

B. Badell & WIlson, P.C.

Badell and W1 son are attorneys. They each own 50 percent
of the stock of B&W an S corporation incorporated on June 3,

1982. B&W s office is located in Rushville. Badel | was B&W s
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president, and WIlson was its secretary-treasurer during the
years in issue. Badell and WIlson were the only attorneys B&W
enpl oyed during the years in issue.

B&Wis engaged in the general practice of law, and is a
fiscal year, cash-basis taxpayer. B&Wrepresents clients in
mnor crimnal matters, divorces, bankruptcies, and personal
injury cases. B&Wal so prepares inconme tax, Federal estate tax,
and I ndiana inheritance tax returns for its clients. WIson
usual Iy prepares those tax returns.

C. B&W s Paynent of dient Costs

B&W pai d vari ous expenses for its clients during the years
in issue such as court fees, fees for court reporter services,
W t ness fees, and charges for nedical records and inquiries to
t he I ndi ana Bureau of Mdtor Vehicles. B&Wrecorded these
expenses on its books as “Costs Advanced.” B&W al so made cash
advances during the years in issue to clients whomthey believed
were destitute.

B&Wrequired its personal injury clients to agree to
rei mourse B&W for any costs advanced to them and to pay B&Wa
percent age of any recovery. B&Ws personal injury clients agreed
to reinburse B&W for any costs it paid on their behalf,
regardl ess of the outcone of their case. B&Wexpected its
clients to reinburse B&W for these advances. However, B&Ws

clients did not always do so in the taxable year in which B&W



pai d the expense.
B&W deduct ed expenses for client costs of $24,680 for fiscal
year 1995 and $37,799 for fiscal year 1996.

D. WR Kelso Co.

1. The Rel ati onshi p Bet ween Kel so and Badel

WIlliamKelso (M. Kelso) is the president and owner of
Kel so, an | ndianapolis construction conpany. Badell has known
M. Kelso since before 1992.

Kevin Blune (Blunme) has been the secretary/treasurer of
Kel so since Septenber 1993. Badell has known Bl unme since about
1990 when Badel |l was corporate counsel for another conpany.
Badel |l and Bl une al so know each ot her socially.

2. Legal Services Perfornmed by B&W for Kel so

Badel | has performed | egal services, involving nostly
contracts and collection matters, for Kelso since 1992 or 1993.
B&W bi Il ed Kel so nmonthly for |egal services rendered. B&Whbilled
Kel so $43,998.86 for | egal services provided fromJune 1994 to
Cct ober 31, 1996. Kelso nade four paynments totaling $1,224.50 to
B&W for |egal services provided from October 25, 1994, to Cctober
14, 1996.

B&W usual | y sues clients whose paynents are in arrears if it
believes the bill is collectible. B&Wdid not try to coll ect

fromKel so from June 30, 1994, to October 31, 1996
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3. Roofi ng Services Provided by Kel so

In 1994, Badell hired Kelso to construct a slate roof on the
Badel I s’ residence. Kelso usually gives estinates to custoners
before beginning to work on projects. However, it did not give
B&W or the Badells an estimate of the cost of constructing the
roof on the Badells’ residence. Kelso began to construct the
roof in 1994.

Kel so billed B&W $49, 000 on Decenber 31, 1994, for
constructing the roof on the Badell residence. B&W nmade no
paynents to Kelso until Septenber 1997. Kelso did not try to
coll ect that anobunt for an extended period of time because its
personnel believed B&Wwas “working off” B&Ws charges for |egal
services by constructing the roof on the Badell residence. Kelso
reported the $49,000 as income on its 1994 return, and on its
gross profit report for 1994. Kelso credited its accounts
payable to B&W for | egal services by $49,000 as of Decenber 31,
1994.

Kel so worked on the Badell residence from 1994 to 1999, for

which it billed B&W as fol | ows:
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Date of bill Amount billed Wor k perf or ned
12/ 31/ 94 $49, 000. 00 First house billing
12/ 31/ 95 4, 668. 00 Second year bil
1/ 22/ 97 4,222. 86 1996 annual work
3/ 9/ 99 1, 640. 63 Roof & gutter repairs
3/ 17/ 99 288. 75 Repl ace damaged sl at e;

clean gutters
Kel so perforned roofing work on B&W's office building, for
which it billed B&W $1,572.18 in 1997 and $765.27 in 1999. Kelso
had billed B&W $53, 668 as of Decenber 31, 1995, and $62, 157.69 as
of March 17, 1999, for the work perforned on the Badell residence
and the B&Wroof from 1994 to 1999.

E. Preparation of B&W s Tax Returns for 1995 and 1996

B&W used a conputer programto prepare its Forns 1120S, U. S
I ncome Tax Return for an S Corporation, for fiscal years 1995 and
1996. W I son gathered the information for the return and
reviewed the return when it was conpleted. Badell signed B&W s
returns as B&W s president.

F. Audit of B&W s Returns

A revenue agent began exam ning B&W's returns in July 1996.
The revenue agent al so exam ned the returns of B&W's
shar ehol ders, Badell and W/l son, and net with them separately in
July 1996.

The revenue agent nmet with M. Kelso and Bl unme on Cct ober
21, 1996, to discuss the roofing job on the Badell residence.
M. Kelso and Blune told the revenue agent that B&W i ntended to

“work off” the cost of the roofing job.
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G B&W s and Kel so’s Paynments to Each O her

Kel so pai d B&W $30, 000 on COct ober 31, 1996, $20, 000 on
Septenmber 11, 1997, $25,000 on August 14, 1998, and $10, 000 on
Decenber 17, 1998.

Kel so began trying to collect the anmount owed from B&W aft er
the audit of B&W (di scussed at paragraph F, above) began, and
after the revenue agent spoke to M. Kelso and Bl une in Cctober
1996. B&Wpaid Kelso $10,000 on Septenber 10, 1997, and
$52, 157. 69 on August 4, 1998, for the work done on the Badells’
resi dence and on B&Ws office buil ding.

OPI NI ON

A. VWhet her B&W Recei ved Barter | ncone of $49,000 From Kelso in
Fi scal Year 1995

1. The Issue

We nust deci de whet her, as respondent contends, B&Wreceived
barter incone of $49,000 fromKelso in fiscal year 1995 in the
formof roofing services Kelso provided for the Badell residence.

Gross incone includes the fair market value of property or
services received in exchange for other services. See sec.

61(a); Baker v. Conm ssioner, 88 T.C 1282, 1288 (1987); sec.

1.61-2(d)(1), Inconme Tax Regs. The fair market val ue of goods
and services is normally the anount charged by the providers of

t he goods and services. See Rooney v. Conm ssioner, 88 T.C. 523,

527-528 (1987).
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2. Petitioners’ Contentions

Petitioners contend that B&Wdid not receive barter incone
in fiscal year 1995 because Kel so and B&W pai d each other in ful
after B&Ws fiscal year 1995.

Badel | testified that he did not tell M. Kelso or Blune
that he would work off the cost of the roofing services. Badel
testified that B&Wdid not try to collect the debt Kelso owed it
because B&W expected that Kelso would pay B&Weventually. Badel
also testified that he did not know whether the work Kel so did on
his roof was a large or small project and that he did not
remenber seeing roofing equipment or naterials at his honme
because he was not home during the day when the roofers were
there. W disagree. W decide whether a witness is credible
based on objective facts, the reasonabl eness of the testinony,
the consistency of statenents made by the witness, and the

deneanor of the witness. See Quock Ting v. United States, 140

U S 417, 420-421 (1891); Wod v. Conm ssioner, 338 F.2d 602, 605

(9th Cr. 1964), affg. 41 T.C. 593 (1964); Pinder v. United

States, 330 F.2d 119, 124-125 (5th G r. 1964); Concord Consuners

Hous. Coop. v. Conm ssioner, 89 T.C 105, 124 n.21 (1987). W

may di scount testinony which we find to be unworthy of belief,

see Tokarski v. Conmm ssioner, 87 T.C 74, 77 (1986), but we may

not arbitrarily disregard testinony that is conpetent, relevant,

and uncontradi cted, see Conti v. Conmmi ssioner, 39 F.3d 658, 664
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(6th Cir. 1994), affg. 99 T.C. 370 (1992) and T.C. Menpo. 1992-
616.

We found Badell’s testinony to be unconvincing and
i nconsi stent with nore convincing evidence in the record. First,
Badel | s testinony was inplausible and incredible. He clained to
not know what roofing services Kelso had perforned at his
residence and at the B&Woffice, despite the fact that he
testified that he did not pay Kelso until the roofing job at his
resi dence was conpleted to his satisfaction. Badell’s testinony
that he did not socialize with Blune is contradicted by Blune’s
testinony that they did occasionally socialize and that they
sonetimes drove to football ganmes together

Second, Kelso treated the transaction as a barter. |t
bil | ed B&W $49, 000 for the roof construction on the Badel
residence in 1994, credited its accounts payable to B&W by
$49, 000, and reported $49,000 as inconme on its 1994 return even
t hough B&W nade no cash paynent to Kelso that year. Third,
al t hough B&W bi | | ed Kel so $43, 998. 86 on COct ober 31, 1996, and
Kel so billed B&W $53, 668 on Decenber 31, 1995, neither Kelso nor
B&Wtried to collect those amounts until after the revenue agent
began the audit. Fourth, the parties did not pay each other in
full until several years after providing the roofing job and
| egal services. B&Wpaid Kelso in Kelso's fiscal years 1998 and

1999, and Kelso paid B&Win B&W's fiscal years 1997, 1998, and
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1999. Fifth, B&Wand Kel so had a | ongstandi ng busi ness
relationship, and Badell and Blunme were friends. Sixth, M.
Kel so and Blunme told the revenue agent who conducted the audit of
B&W and petitioners individually that B&Wintended to “work off”
the cost of the roofing job. Blunme said he did not recall making
this statenment. W see no reason to doubt the revenue agent’s
testinony because it was based on the statenents of both M.
Kel so and Bl une, Blune did not deny making the statenment, and M.
Kel so did not testify.?

Petitioners contend that “work off” nmeans that B&W and Kel so
agreed to pay the other in noney for their services. W
di sagree. W construe “work off” to nean that B&Wintended to
trade | egal services for Kelso' s roofing services.

Petitioners contend that respondent’s barter theory would
i nproperly convert B&W from a cash basis of accounting to an
accrual basis. W disagree. Respondent’s barter theory
accelerates into B&Ws 1995 fiscal year inconme which B&Wreported
inits 1997, 1998, and 1999 fiscal years. Al itens of gross
i ncone, including cash, property, or services, are included in
the taxabl e year of the cash basis taxpayer in which the anount
was actually or constructively received. See sec. 1.446-

1(c)(1)(i), Inconme Tax Regs. B&Wand Kel so entered into a

3 The parties agreed that M. Kel so was unavailable to
testify.
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bartering transaction under which Kel so provided roofing services
to B&Win B&Ws 1995 fiscal year.

3. Concl usi on

We hold that B&W nust include the $49, 000 of roofing
services in incone in its 1995 fiscal year, the year in which
Kel so provi ded the services.

B. VWhet her B&W May Deduct Expenses Advanced on Behal f of
Cients for Fiscal Years 1995 and 1996

Petitioners contend that B&W nmay deduct as ordinary and
necessary busi ness expenses for fiscal years 1995 and 1996
anounts it advanced on behalf of its clients for filing and
recording fees, court costs, and simlar expenses in those years.
W di sagr ee.

Expenses paid by a taxpayer under an agreenent that he or
she will be reinbursed for those expenses are | oans or advances

and are not deducti bl e busi ness expenses. See Herrick v.

Commi ssioner, 63 T.C. 562, 569 (1975); Canelo v. Comm ssioner, 53

T.C 217, 224 (1969) (attorney’s reinbursable costs are not
deductible), affd. per curiam 447 F.2d 484, 485 (9th Cr. 1971);

Hearn v. Conm ssioner, 36 T.C. 672, 674 (1961), affd. 309 F.2d

431 (9th Gr. 1962); Patchen v. Conm ssioner, 27 T.C. 592, 600

(1956), affd. in part and revd. on other grounds 258 F.2d 544
(5th Cir. 1958).
Petitioners contend that B&W can deduct the costs advanced

for its clients because, according to petitioners, repaynent of
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t he advanced costs was contingent upon the outcone of the
underlying litigation (i.e., a gross fee arrangenent). See

Boccardo v. Conmm ssioner, 56 F.3d 1016, 1018 (9th G r. 1995),

revg. T.C. Meno. 1993-224. W disagree. |In Boccardo v.

Comm ssi oner, supra, the U S. Court of Appeals for the Ninth

Circuit held that an attorney’ s paynent of costs and charges in
connection with his or her client’s litigation is deductible if
the client is under no obligation to repay the noney spent.
Unlike the clients in Boccardo, B&Ws clients were obligated to
rei mourse B&W for the costs it paid on their behalf regardl ess of
the outconme of the client’s case. Thus, Boccardo does not help
petitioners.

Simlarly, B&W may not deduct as busi ness expenses advances
it made to those clients it believed were destitute. See Hearn

v. Conmm ssioner, supra (unreinbursed expenses advanced by

attorney to clients were nondeductible |oans in year paid, even
t hough attorney believed it “doubtful” he would collect these
itens).

Petitioners contend that, in the sane tax year B&W advanced
costs, B&Wwas reinbursed by its clients in an anmount greater
t han conceded by respondent. W agree in part and disagree in
part. In fiscal year 1995, B&Ws clients reinbursed B&W $2, 311
for costs paid in fiscal year 1995, over and above those conceded

by respondent, and B&W may reduce its gross receipts for that
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year accordingly. However, petitioners have not shown that B&W
was rei nbursed in an anount greater than that conceded by
respondent for fiscal year 1996.

Petitioners contend that respondent’s disall owance of B&W s
deduction of those costs would have the effect of inproperly
putting B&Won the accrual nethod of accounting. W disagree.

Al t hough cash-basi s taxpayers nmay deduct business expenses in the
t axabl e year paid, the costs advanced by B&W for its clients were
in the nature of reinbursable | oans and were not deducti bl e.
Respondent’ s di sal |l owance of those deductions did not put B&W on
t he accrual nethod of accounting.

Petitioners claimthat they may deduct as busi ness expenses
anounts advanced on behalf of clients just as farners may deduct
their expenses for fertilizers, chemcals, and fuel. W
di sagree. Tax rules for farnmers do not nake B&W s paynent of
client costs deductible.

Petitioners contend that respondent permtted B&Wto deduct
as busi ness expenses advances for client costs in prior years,
and claimthat its identical treatnent of client costs during the
years in issue nust simlarly be accepted. W disagree. First,
petitioners offered no evidence of a prior exam nation or audit
of B&Ws tax returns and thus have not shown that respondent
al l oned B&Wto deduct client advances in prior years. Second,

respondent is not precluded fromraising an i ssue even if
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respondent did not raise it in a prior year. See Hawkins v.

Conm ssioner, 713 F.2d 347, 351-352 (8th Gr. 1983), affg. T.C

Meno. 1982-451; Easter v. Conm ssioner, 338 F.2d 968, 969 (4th

Cr. 1964), affg. per curiamT.C Menp. 1964-58.

Petitioners point out that the amounts B&W deducted as
advanced costs were less than 5 percent of its total incone for
fiscal years 1994 and 1995 and argue that no material distortion
of income or expenses would result from deducting those costs.
Petitioners’ argument m sses the mark. Respondent did not
determ ne that B&Ws incone was distorted by its deduction of
advanced client costs; instead, respondent determ ned, and we
agree, that B&W may not deduct advanced client costs because they
wer e nondeductible loans to its clients.

C. VWhet her Petitioners Are Liable for the Accuracy-Rel ated
Penalty for Negli gence

Petitioners contend that they are not liable for the
accuracy-rel ated penalty for negligence for 1994, 1995, and 1996.
W di sagree.

Taxpayers are |liable for a penalty equal to 20 percent
of the part of the underpaynent attributable to negligence or
di sregard of rules or regulations. See sec. 6662(a) and (b)(1).
Negl i gence includes failure to nake a reasonable attenpt to
conply with internal revenue |aws or to exercise ordinary and
reasonable care in preparing a tax return. See sec. 6662(c). To

avoid liability for negligence, the Badells and WIsons nust show
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that they acted reasonably and exercised due care in preparing
their 1994, 1995, and 1996 tax returns. See sec. 6664(c)(1).

Petitioners concede that B&W shoul d not have deducted as
of fice expenses in fiscal years 1995 and 1996 the cost of buying
PTC Bancorp stock, that the Badells should have included in
income for 1994, 1995, and 1996 Badell’s fringe benefit incone
fromB&Win the formof personal use of corporate-owned
aut onobil es and health and life insurance for which B&Wpaid the
prem uns, and that the WIsons should have included in incone
Wl son's fringe benefit inconme fromB&Win the form of personal
use of corporate-owned autonobiles and life insurance for which
B&W paid the premuns. They contend that they should not be held
Iiable for negligence because they readily conceded these errors.
We disagree. Petitioners provided no evidence as to the
reasonabl eness of their position regarding these itens. They did
not explain how they decided to treat these itens on their
returns or claimthat they investigated the proper treatnent of
or had authority for their treatnent of these itens. The fact
that they conceded their errors does not show they were not

negligent. See McCullen v. Comm ssioner, T.C Meno. 1997-280.

Petitioners argue that B&Ws tax treatnent of advanced
client costs was not negligent because B&W has used the sane
met hod of accounting for costs since B&Wwas fornmed and

respondent had not previously challenged it. Finally,
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petitioners contend that, because (according to petitioners) B&W
did not receive barter incone fromKelso, they are not negligent
for their failure to report that incone.
I n deci di ng whet her Badell and WIson were negligent, we
consider their |l egal education and their years of |egal

experience. See Tippin v. Conm ssioner, 104 T.C 518, 534

(1995); denn v. Comm ssioner, T.C Menop. 1995-399, affd. 103

F.3d 129 (6th Cr. 1996). Petitioners have not shown that they
acted with reasonabl e cause and in good faith with respect to
these issues. They did not explain how they prepared their

i ndividual returns for 1994, 1995, and 1996, or provi de any
authority for the positions they took on those returns. W
conclude that petitioners are liable for the accuracy-rel ated

penalty for negligence for 1994, 1995, and 1996.

Decisions will be entered

under Rul e 155.




