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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CERBER, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone tax and penalties for the taxable

years 1994 and 1997 as foll ows:

Penal t vy
Year Defi ci ency Sec. 6662(h)
1994 $22, 319 $8, 928

1997 22,318 8, 927
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Al'l section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.

After concessions,! the sole issue for our consideration is
whet her petitioners have shown entitlenent to a deduction for
rent paynents as ordinary and necessary busi ness expenses under
section 162(a).

FI NDI NGS OF FACT?

Petitioners Mchael Chin and Julie Hedrich Chin resided in
Corona, California, at the tine their petition was filed in this
case. Mchael Chin® (petitioner) graduated from nedical school
in 1984 and becane |icensed to practice nedicine as both a
physi ci an and surgeon in California on Decenber 16, 1985.
Petitioner’s primary nedi cal practice specialty is general
surgery, and his secondary practice specialty is vascul ar
surgery. During the years at issue, petitioner |eased or

subl eased two offices in Corona, California, and one office in

'I'n the statutory notice of deficiency, respondent
determ ned accuracy-rel ated penalties due to a gross valuation
m sst at ement under sec. 6662(h). Respondent conceded the sec.
6662(h) penalties in his posttrial brief.

2 The parties’ stipulations of facts are incorporated by
this reference.

3 Petitioner Julie Hedrich Chin is a party to this case by
reason of the fact that she filed joint Federal incone tax
returns with Mchael Chin for the years at issue.
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W domar, California, to operate his nedical practice. Al three
offices were wwthin Riverside County limts, and petitioner paid
aggregate rent for the offices of $31,760 in 1994 and $24,039 in
1997.

At all pertinent tinmes petitioner maintained appropriate
State, county, and |ocal |icenses to conduct business at all of
his office locations in R verside County and mai ntai ned hospital
privileges at several hospitals in Riverside County. Petitioner
al so mai ntai ned both general business and surgical tel ephone
listings in three | ocal R verside County tel ephone directories
and was a nenber of the R verside County Medical Association.

For the 1994 and 1997 tax years, petitioner reported on his
Schedule C, Profit or Loss From Busi ness, gross receipts of
$1, 056, 961 and $1, 253,902, respectively. Al of these gross
recei pts were derived frompetitioner’s nedical practice at the
three Riverside County offices. Further, for 1994 and 1997,
petitioner reported taxable income of $620,115 and $737, 341,
respectively, and was in the 39.6-percent tax rate bracket.

I n Novenber 1989, petitioner’s nother, Chi Ying Chin,
acquired a commercial building at 13732 Ventura Boul evard,
Sherman Oaks, California (Sherman Gaks Property). Sherman Qaks,
California, i1s approximately 10 mles northwest of Los Angel es

and approximately 70 mles west of Riverside County.



On Novenber 18, 1991, the Skin Service Cub, Inc. (Skin
Service Cub), was incorporated as a C corporation under
California | aw Petitioner and his brother, David Sywehong
Chin, each owned 50 percent of the Skin Service O ub stock. Two
years | ater, on Novenber 15, 1993, the Skin Service Cub elected
to be taxed as an S corporation.

The Skin Service Cub conducted business at the Sherman Caks
Property in 1992, 1993, and 1994. Petitioner, however, did not
acquire, in his nane, any Gty of Los Angeles permts or |icenses
needed to conduct business in the town of Sherman Caks. In
addition, petitioner never maintained a nmedical or surgical
listing in any Sherman Oaks tel ephone directory, and he was not a
menber of the Los Angel es County Medi cal Society.

For both years at issue, the Skin Service Cub reported zero
gross receipts. Further, the Skin Service Club did not generate
any revenue fromthe tine of its conversion to an S corporation
t hrough Decenber 30, 1996, when the conpany was di ssol ved.

During its entire period of operation, the Skin Service Cub did
not claimany rent expense relating to the Sherman OGaks Property.

On Novenber 13, 1991, petitioner executed a 10-year | ease on
suite B of the Sherman Oaks Property, with petitioner’s nother as
| andl ord. Under the terns of the | ease, petitioner nade rent
paynments to his nother of $52,000 in 1994 and $48,000 in 1997.

Petitioner deducted these anpbunts as busi ness expenses on his
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Schedul e C attached to his Fornms 1040, U.S. Individual Incone Tax
Return, for each tax year. Notw thstanding petitioner’s 1997
rent paynments, the Sherman Oaks Property was vacant during this
entire year.

Petitioner’s nother reported the paynents received from
petitioner as rental incone on her 1994 and 1997 tax returns. In
1994, despite $52,000 in rent receipts frompetitioner,
petitioner’s nother had zero taxable inconme after deductions. In
1997, petitioner’s nother had taxable incone of $56,778 and was
in the 28-percent tax rate bracket.

During 1994 and 1995, petitioner’s brother filed three
busi ness nanme registrations in the State of California, each
desi gnating the Sherman Caks Property as the place of business.
One of the filings, that of G eat Western Kingdom specifically
designated suite B of the Sherman OGaks Property as the conpany’s
pl ace of business. |In 1994, petitioner paid his brother $36, 000
i n nonenpl oyee conpensation, which petitioner reported using a
Form 1099-M SC, M scel | aneous | nconme, and petitioner’s brother
reported on his Schedule C as gross receipts from G eat Wstern
Ki ngdom

OPI NI ON

The question we consider is whether petitioner is entitled

to deduct the Sherman Caks Property rent paynents (rent paynments)

made to his nother as ordi nary and necessary busi ness expenses
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under section 162. Section 162(a) allows a deduction for *al
the ordinary and necessary expenses paid or incurred during the
taxabl e year in carrying on any trade or business”. Section
162(a) (3) specifically includes “rentals or other paynents
required to be nmade as a condition to the continued use or
possessi on, for purposes of the trade or business, of property to
whi ch the taxpayer has not taken or is not taking title or in
whi ch he has no equity” as deductions that qualify as ordinary
and necessary.

The question as to whether an expenditure satisfies the

requi renents of section 162 is one of fact. Conm ssioner v.

Hei ni nger, 320 U. S. 467 (1943). In addition, “intrafamly
transactions resulting in the distribution of incone wthin a

famly unit are subject to the closest scrutiny.” Van Zandt v.

Conmm ssioner 40 T.C 824, 830 (1963) (citing Conmm ssioner V.

Tower, 327 U. S. 280 (1946); Helvering v. difford, 309 U S 331

(1940)), affd. 341 F.2d 440 (5th Cr. 1965).

Petitioner maintains that the Sherman Oaks Property rent
paynments were made as part of an oral agreenent between hi mand
hi s brother when incorporating the Skin Service Club in 1991. In
return for the contribution of day-to-day managenent services to
the corporation by petitioner’s brother, petitioner wuld be
solely obligated to nmake rent paynents on the Sher man OCaks

Property | ease. Petitioner further maintains that the agreenent
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called for petitioner’s brother to perform cosnetol ogy services
and to refer his clients to petitioner for sclerotherapy
treatment of varicose veins.

Petitioner argues that he conducted his nedical practice at
t he Shernman Oaks Property as a part of the business activity of
the Skin Service Club. Petitioner further argues that, despite
the fact that the Skin Service Club is a corporation,
petitioner’s rent paynents for the years at issue were deductible
on petitioner’s Schedule C as ordinary and necessary business
expenses relating to petitioner’s personal nedical practice. On
t he ot her hand, respondent argues that petitioner was not
involved in any business activity at the Sherman Oaks Property
during the years at issue, and therefore petitioner’s rent
paynments were not incurred to carry on a trade or business under
section 162. Respondent further argues that the rent paynents
were in actuality a redistribution of incone frompetitioner, who
was in the highest tax bracket, to his nother, who was in a | ower
tax bracket. W agree with respondent.

W note that a “deduction is a matter of |egislative grace
and that the burden of clearly showing the right to the clained

deduction is on the taxpayer.”* |NDOPCO, Inc. v. Conm Sssioner,

503 U.S. 79, 84 (1992); see also Rule 142(a). Therefore,

4 The exam nation commenced before July 22, 1998.
Accordingly sec. 7491 burden of proof and production standards
are not applicable. See sec. 7491.



- 8 -

petitioner must establish that his Sherman Oaks Property rent
paynments were incurred in carrying on his trade or business.

Petitioner has not shown that he ever conducted his nedical
practice at Sherman Oaks Property. The only evidence petitioner
offered was his own self-serving testinony that he had an oral
agreenent with his brother and that he saw patients at Sherman
Caks Property in 1991 and 1992. As we do not need to accept
self-serving testinony w thout corroborating evidence, this
testinmony, by itself, is not enough to establish that petitioner
conduct ed business activity at the Sherman Gaks Property during

1994 and 1997. N edringhaus v. Conm ssioner, 99 T.C 202 (1992).

Further, even if we accepted petitioner’s testinony, it does not
relate to business activity at the Sherman Caks Property for the
1994 and 1997 tax years. Petitioner offers no evidence

i ndi cating that he conducted his nmedical practice at the Sherman
Caks Property in either 1994 or 1997.

Many facts, however, indicate an absence of business
activity by petitioner at the Sherman Oaks Property during the
years at issue. Petitioner did not take any of the customary
steps of starting up a nedical practice at Sherman Oaks Property
that he had taken in Riverside County. Petitioner did not
acquire business permts or |licenses, did not naintain any type
of local tel ephone listing, did not have any |ocal hospital

privileges, and was not a nenber of the Los Angel es County
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Medi cal Society. Even if petitioner was to rely on his brother
for patient referrals, these customary business steps were not
taken to attract clients in addition to the referrals.

Most notably, petitioner fails to explain how he could have
conducted his nedical practice at the Sherman Caks Property while
failing to generate any revenue. 1In 1994, petitioner reported
Schedul e C gross receipts of $1,056,961. None of these gross
recei pts were shown to be derived fromactivity at the Sherman
Caks Property. Further, the Skin Service Cub reported zero
gross receipts on its S corporation tax return. |If petitioner
had conducted his nedical practice at the Sherman OCaks Property
at any tinme in 1994, such activity woul d have generated revenue
reportable on either petitioner’s Schedule C or the Skin Service
Club’s corporate return.

Respondent concedes that the Skin Service C ub conducted
sonme business activity at the Sherman Oaks Property during 1994.
However, the business activity was mninal at best, with zero
revenue and m ni mal expenses. There is no evidence indicating
that petitioner was involved with the Skin Service Cub’s
busi ness activity during 1994.

In 1997, none of petitioner’s $1, 253,902 Schedul e C gross
recei pts were derived fromactivity at the Sherman Oaks Property.
Further, the Skin Service Cub was dissolved before 1997, and the

Sherman OGaks Property was conpletely vacant for the entire year.
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G ven these facts, no business activity was conducted by anyone
at the Sherman Oaks Property in 1997.

Al t hough there was little or no business activity during the
years at issue, petitioner had entered into a | ease for the
property, paid rent, and had sone type of informal understanding
or arrangenent with his brother relating to the Skin Service
Club. These facts, at least in form suggest the expectation of
possi bl e business activity. However, according to the record and
i n substance, petitioner’s rent paynents nerely benefited
petitioner’s brother and nother. Petitioner’s brother was
provided with a place to operate various of his business
ventures, and petitioner’s nother received nonthly incone
paynents. In addition, petitioner has not shown any relationship
bet ween the rent paynents and any incone-producing activity of
petitioner, including his nedical practice. Although
petitioner’s rent paynents reflect his generosity to his famly,
they fall short of the section 162 standard for deductibility.

Accordingly, we hold that petitioner did not conduct any
busi ness activity at the Sherman Oaks Property during 1994 or
1997. We further hold that petitioner’s relationship to his
brot her and/or the Skin Service C ub does not provide a basis for
petitioner to claima deduction for rental expenses on his
personal Schedule C. Any business activity that did occur at the

Sherman OGaks Property during the years at issue could only have
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been that of one of the several ventures entered into by
petitioner’s brother.® Petitioner’s rent paynents were personal
expenditures unrelated to his nmedical practice and designed to
support his brother’s business interests while shifting incone to
his nother, who was in a | ower tax bracket.

To the extent not herein discussed, we have considered al
ot her argunents nade by the parties and conclude that they are
nmoot or without nerit.

To reflect the foregoing and concessions of the parties,

Deci sion will be entered

for respondent.

> Petitioner did not argue that the rent paynents were a
type of investment or contribution of capital in the Skin Service
Club entitling hi mto deductions for one-half of the rent
paynents via the S corporation pass-through rules.



