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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

CARLUZZO, Special Trial Judge: Respondent determ ned a

deficiency of $8,041 in petitioner's 1995 Federal incone tax.
The issue for decision is whether petitioner, who was an

of ficer and sharehol der of a closely held corporation, is

entitled to a deduction for a | ease cancellation fee (the fee)

paid to release the corporation fromliability under a | ease.
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FI NDI NGS OF FACT

Sonme of the facts have been stipulated and are so found.
At the tinme the petition was filed, petitioner resided in
G endal e, Arizona.

During 1995 petitioner was enpl oyed as a sal es
representative for two conpani es that manufactured construction
mat erials. She was an independent contractor for one and an
enpl oyee of the other.

Wth the assistance of |egal counsel, petitioner and Richard
Schuster, a long-tinme friend with netal fabrication experience,

i ncorporated Drywal |l Cornerbead, Inc. (Drywall). According to
Drywal l's Articles of Incorporation, which were filed June 9,
1995, the corporation was organi zed "for the purpose of
transacting any and all |awful business for which corporations
may be incorporated under the laws of the State of Arizona."™ |Its
initial purpose was "to conduct in the State of Arizona the

busi ness of manufacturing and distributing drywall and plastering
products.”

Petitioner opened a checking account for Drywall and
deposited $100 of her noney into the corporation's account. An
Arizona sales tax exenption certificate was issued to Drywall, as
was a Federal enployer identification nunber. Drywall secured
wor kers' conpensation insurance, although the corporation had no

enpl oyees other than its officers.
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In June 1995, Drywall, as the | essee, and Marchant
Corporation (Marchant), as the |essor, entered into a | ease
agreenent for certain industrial property (the |ease). The
property was to be used by Drywall for manufacturing and
di stribution purposes. The termof the | ease was 3 years
begi nni ng on August 1, 1995. Base rent, which increased from
year-to-year, was initially $4,998.30 per nonth. A $5,664.74
security deposit was due when the | ease was signed but the
deposit was not nade at that time. Petitioner and M. Schuster
signed the | ease as officers of Drywall; neither signed the |ease
in an individual capacity. Corwon J. Finley, petitioner's
personal friend and busi ness associate, was a guarantor on the
| ease, as was a corporation that he apparently controll ed.

By checks dated June 20, 1995, drawn on her personal
checki ng account and nade payable to Marchant, petitioner:

(1) Made the security deposit required under the | ease; and (2)
paid the first nmonth's rent, which was due August 1. The rent
check was for $5,255.71. The parties did not explain why the
anount was hi gher than required under the |ease.

Soon after the | ease was signed, M. Schuster decided that
he no | onger wanted to be involved with Drywall. Petitioner
bel i eved that she could not successfully operate Drywal |l w thout

M. Schuster and deci ded to abandon the project.



- 4 -
The | ease was cancel ed, and Drywal |l was rel eased from
l[iability under the lease in return for the paynment of $9, 996. 60

(the | ease cancellation fee). The |ease cancellation fee was
pai d by cashier's check nade payable to Marchant. The cashier's
check was purchased by M. Finley, either in his individual
capacity or as an officer of a corporation that he controll ed.
M. Finley delivered the check to petitioner, who in turn
delivered it to Marchant.

Drywal I was dissolved on August 31, 1995. Drywall did not
i ssue stock, conduct an organi zational neeting, adopt bylaws, or
file a Federal incone tax return. The balance in Drywall's
checki ng account (petitioner's initial $100 deposit) was
wi t hdrawn by petitioner, and the account was cl osed.

Petitioner's 1995 Federal inconme tax return was tinely
filed. On a Schedule Cincluded with that return petitioner
reported various itens attributable to her self-enploynent as an
i ndependent sal es representative. Relevant for our purposes, on
t hat Schedul e C she claimed a $26, 918 deduction for rent on
busi ness property. O this anpbunt, $15,997 was disallowed in the
notice of deficiency because petitioner "did not establish that
the * * * expense * * * was paid or incurred during the taxable
year and that the expense was ordi nary and necessary to * * *
[ her] business”. Oher adjustnments nmade in the notice of

defici ency have been resolved by the parties.
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OPI NI ON

The rent deduction clainmed on petitioner's return is
attributable to the | ease and takes into account: (1) The
security deposit; (2) rent for the first nonth; and (3) the | ease
cancel |l ation fee. The bal ance of the deduction ($6,000) has not
been identified. The controversy between the parties focuses on
whet her petitioner is entitled to include the | ease cancellation
fee in the rent deduction.

Al t hough the | ease cancellation fee was paid with a
cashier's check purchased by M. Finley, petitioner considers
that the paynent was nade by her. According to petitioner, she,
in effect, borrowed the funds fromM. Finley and repaid himover
a period of tine. Petitioner contends that the deduction is
al | omabl e under section 162,! which, in general, allows a
t axpayer to deduct "all the ordinary and necessary expenses paid
or incurred during the taxable year in carrying on any trade or
busi ness. "

Respondent argues that petitioner is not entitled to a
deduction for the | ease cancellation fee because the fee was not
paid by her. According to respondent, the fee was paid by M.
Finley as the guarantor on the | ease. Respondent further argues

that the fee, even if paid by petitioner, was an expense of

1Section references are to the Internal Revenue Code of
1986, as anended and in effect for the year 1995. Rule
references are to the Tax Court Rules of Practice and Procedure.
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Drywal I, and, if deductible, could only be deducted by Drywall.
Because we agree with respondent on this point, we need not
address the controversy between the parties as to whether the
| ease cancell ation fee should be considered to have been paid by
petitioner or M. Finley.
A corporation fornmed for |legitimte business purposes is an

entity separate fromits sharehol ders. See Mline Properties,

Inc. v. Conm ssioner, 319 U S. 436 (1943). Furthernore, the

busi ness of a corporation is separate and distinct fromthe

busi ness of its shareholders. See id.; Deputy v. du Pont, 308

U S. 488, 494 (1940); Crook v. Conm ssioner, 80 T.C 27, 33

(1983), affd. without published opinion 747 F.2d 1463 (5th G r
1984). Consequently, a sharehol der generally is not entitled to
a deduction for the paynent of corporate expenses. See Deputy v.

du Pont, supra; Hewett v. Comm ssioner, 47 T.C 483 (1967).

Petitioner agrees with these general |egal principles but argues
that the principles do not apply because Drywal|l's existence
shoul d be di sregarded for Federal incone tax purposes. According
to petitioner, Drywall did not take sufficient, if any, action to
further its corporate business purpose. W disagree.

A corporation will be recognized for Federal incone tax
purposes as a taxable entity separate fromits shareholders if
(1) the purpose of incorporation was the equival ent of business

activity, or (2) the corporation carried on business after



-7 -

incorporation. See Mdline Properties, Inc. v. Conm Ssioner,

supra.

Drywal | ' s corporate existence was effective as June 9, 1995,
the date that its articles of incorporation were filed. See
Ariz. Rev. Stat. sec. 10-056 (1995) (repeal ed, effective January
1, 1996). Drywall was incorporated in connection with
petitioner's intention to start a business. Her decision to
conduct the business in corporate formwas deliberate, reasoned,
and made with the assistance of |egal counsel. Thereafter,
Drywal | opened a checki ng account, obtained an Arizona sal es tax
exenption certificate, was issued a Federal enployer
i dentification nunber, and secured workers' conpensation
i nsurance. Through the | ease Drywall arranged for a physi cal
plant that furthered its manufacturing and distribution
obj ecti ves.

The obligation to make the | ease cancell ation fee arose
under the | ease. Because petitioner did not sign the |lease in
her i ndividual capacity, she enjoyed the limted liability aspect
of the corporate form of business, which, no doubt, was one of
the reasons that Drywal |l was established. Any obligation, |egal
or otherw se, that petitioner mght have owed to M. Finley in
connection with the | ease cancellation fee did not arise fromthe

| ease.
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Havi ng el ected to conduct the business in corporate form
petitioner is bound by the Federal inconme tax consequences of

that election. See Higgins v. Smith, 308 U S. 473 (1940).

Drywal | ' s corporate existence cannot be disregarded for Federal
i ncome tax purposes, and petitioner's argunent that it should be
is rejected. Because the |ease cancellation fee was an expense
of Drywall, petitioner is not entitled to include the paynent of
the fee in the rent expense deduction claimed on her return.
Respondent's determ nation in this regard i s sustai ned.

To reflect the foregoing and the concessions of the parti es,

Deci sion will be entered

under Rul e 155.




