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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
VELLS, Judge: Respondent determ ned a deficiency of $20, 343
in petitioners' 1990 Federal income tax, an addition to tax
pursuant to section 6651(a)(1) of $936, and an accuracy-rel ated
penal ty pursuant to section 6662 of $4, 069.
Unl ess otherwi se indicated, all section references are to

the Internal Revenue Code in effect for the year in issue, and
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all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

The issues to be decided are as foll ows:

1. Wether petitioners are entitled to deduct a | oss
carryforward attributable to the deduction by petitioner P. David
Musgrave's wholly owned S Corporation on its 1988 tax return of
an anount it paid during 1988 to settle a |lawsuit;

2. whether the S Corporation is entitled to a deduction it
claimed on its 1990 return for attorney's fees paid during 1990;
and

3. whether petitioners are liable for an addition to tax
and penalty pursuant to sections 6651 and 6662 for taxable year
1990.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated for trial pursuant to
Rule 91. The parties' stipulations of fact are incorporated
herein by reference and are found as facts in the instant case.

At the tine they filed their petition in the instant case,
P. David Musgrave and Barbara J. Musgrave (petitioners) resided
in Kettering, Ohio.

Petitioner P. David Miusgrave (petitioner) was, at al
relevant tinmes, the sole shareholder of an S Corporati on known
vari ably, in chronol ogical order, as David Miusgrave, CPA Inc.;
Jeffcott & Musgrave CPAs, Inc.; and Miusgrave & Associ ates CPAs,

Inc. (S Corporation).
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Petitioner received his CPA certificate during 1984. At
that time, he began a private accounting practice and
i ncor porated David Musgrave CPA, Inc. (the S Corporation) to
carry on the practice. During February 1986, WIlliamT.
Jeffcott, CPA (now deceased) and petitioner nerged their
respective accounting practices. Petitioner changed the nanme of
the S Corporation to Jeffcott & Musgrave, CPAs, Inc. Petitioner,
however, remai ned the sol e sharehol der of the S Corporation.

Duri ng Septenber 1986, petitioner and M. Jeffcott each
conpleted an application for key man life insurance through a
group plan sponsored by the Anerican Institute of Certified
Publ i c Accountants and underwitten by Prudential |nsurance
Conmpany of Anmerica (Prudential). Each policy provided for
$200,000 life insurance with double indemity in the event of
acci dental death. The applications for both petitioner and M.
Jeffcott stated the insurance beneficiary as "Jeffcott &
Musgrave, CPAs, Inc."

Sonetinme during Decenber 1987, it was discovered that M.
Jeffcott had enbezzl ed approxi mately $165, 000 from Color Q Inc.
(Color Q, aclient of the S Corporation. WM. Jeffcott, an
enpl oyee of the S Corporation at the tine of the enbezzl enent,
was providing services to Color Q pursuant to an engagenent
letter between Color Q and the S Corporation and for which the S

Corporation was paid fees by Color Q On Decenber 16, 1987, M.
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Jeffcott died as a result of injuries sustained in an autonobile
acci dent.

On Decenber 21, 1987, Color Qfiled a Conplaint in the
Common Pl eas Court of Montgonery County, Chio (Mntgonery County
Court), Case Nunmber 87-4055, to recover the noney allegedly
enbezzled by M. Jeffcott (enbezzlenent suit). In its conplaint,
Col or Q naned the follow ng defendants: (1) Teresa L. Jeffcott
(the wife of WlliamT. Jeffcott), (2) JNANA, Inc. (JNANA), a
corporation fornmed by the Jeffcotts and owned by Teresa L.
Jeffcott, (3) petitioner, and (4) the S Corporation. The Estate
of WlliamJeffcott (Estate) was subsequently added as a
def endant on May 10, 1988. Col or Q sought consequential and
incidental |osses that were allegedly sustained as a result of
M. Jeffcott's enbezzlenent, as well as treble damges, costs of
the suit, and attorney's fees pursuant to the Ohio Corrupt
Activities Act.

During Decenber 1987, the S Corporation sent to the Estate's
adm nistrator an "Affidavit in Statenent of Clainmt stating that
the S Corporation was "the owner of a claim against the Estate
for the amount of $193,500 plus interest from Decenber 16, 1987.
The S Corporation stated that the claimwas "contingent on the
out cone" of the insurance suit (described below); i.e., it was
contingent on the S Corporation's being found to be the
beneficiary of the proceeds of the Prudential |ife insurance

policy on M. Jeffcott's life.
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On March 3, 1988, the Estate's admnistrator filed a
Compl ai nt for Declaratory Judgnment in the Court of Common Pl eas
of Warren County, Chio (Warren County Court), Case No. 3-3-88-
102-46883 (insurance suit). 1In the insurance suit, the Estate
sought a judicial determnation of the relative rights of the
Estate, the S Corporation, and petitioner with regard to the
proceeds fromthe Prudential |ife insurance policy on M.
Jeffcott's life (insurance proceeds).

On April 28, 1988, a status conference and hearing were held
in the enbezzlenent suit. During those proceedings, Color Q
agreed that in the event that any of the defendants in the
enbezzl enent suit were adjudicated to be rightful beneficiaries
of the insurance proceeds as a result of the insurance suit,
Col or Q woul d accept the anmount of $190,000 in full and fi nal
settlement of all clainms with respect to all defendants in the
enbezzl enment suit. Additionally, during those proceedi ngs, each
of defendants JNANA, Teresa L. Jeffcott, the S Corporation, and
petitioner agreed that if the court in the insurance suit found
any one of themto be the rightful recipient of the insurance
proceeds, that person or entity would nake paynment of $190,000 to
Color Q which agreed that, upon paynent, it would dismss al
clains against all defendants in the enbezzlenent suit.

On May 11, 1988, in a status conference held in the Probate

Court of Warren County regarding the Estate, the Speci al
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Adm nistrator of the Estate allowed Color Qs claimin the amount
of $190,000 as a clai magainst the assets of the Estate.

In July 1988, a Stipulated Entry, reflecting the settlenent
made in the April 28, 1988, hearing, was signed by all of the
parties to the case and entered in the Montgonery County Court.
The Stipulated Entry provided that Color Q and defendants JNANA
the Estate, Teresa L. Jeffcott, petitioner, and the S Corporation
"in consideration of the nutual relinquishment between plaintiff
and each of the defendants of their respective legal rights and
def enses” agree as foll ows:

1. The Special Adm nistrator of the Estate * * * allows
the claimof Color Qas to the assets of the Estate in the
amount of $190, 000.

2. Defendant * * * [petitioner] acknow edges and agrees he
wi Il make payment to Color Qin the amount of $190, 000 in
the event the court in the Declaratory Judgnent action [the
i nsurance suit] issues its order, judgnment or decree that he
is entitled to the Insurance Proceeds.

3. Defendant * * * [S Corporation] acknow edges and agrees
it will make paynent to Color Q* * * in the amount of
$190,000 in the event the court in the Declaratory Judgnent
action [the insurance suit] issues an order, judgnent or
decree that it is entitled to the Insurance Proceeds.

4. The defendant Teresa L. Jeffcott acknow edges the
stipulations contained in this Entry to be valid, and agrees
that she accepts its ternms, both individually and as natural
guardi an and next of kin for her mnor children.

5. Plaintiff, in consideration of the defendants’
covenants and agreenents as aforesaid, agrees to dismss
with prejudice its Conplaint in Case No. 87-4055 against al
def endants upon paynent to Color Q* * * in the anopunt of
$190,000. Plaintiff will bring no further action based upon
facts set forth in its Amended Conplaint, and will discharge
each defendant fromclains in the Arended Conpl ai nt.



7. It is understood that this resolution is intended to
cover all future clains which may devel op between plaintiff
and JNANA, Inc., the Estate * * * Teresa L. Jeffcott, * * *
[ petitioner], * * * [the S Corporation]. Each defendant
hereby rel eases Color Q from possible clains, demands or
causes of action which he, she or it may have or claimto
have against Color Q* * *,
8. In the event none of the defendants is deened entitled
to the Insurance Proceeds or, in the event Color Q* * * has
not been paid $190, 000 on or before Cctober 15, 1988, then
Color Q* * * will reserve the right to declare this
Stipulated Entry null and of no effect, and to proceed with
all clains which it has, or may have fil ed, agai nst
defendants on the date this Entry is filed with the Court.
Subsequent |y, Prudential paid the insurance proceeds in the
amount of $400,000 (twi ce the face ampbunt because of the policy's
accidental death benefit) plus interest to the Clerk of the
Warren County Court and was di scharged as a party to the
i nsurance suit. On COctober 29, 1988, the Warren County Court
i ssued a "Journal Entry Odering Deposit in Interest Bearing
Account, and Related Matters" in the insurance suit, ordering
that the Gerk of the Warren County Court remt the sum deposited
by Prudential "jointly to both attorneys, to Mark Bogan [sic],
Adm ni strator of the Estate of WlliamT. Jeffcott, Deceased and
to Carl Anthony Craner, Attorney for Defendants P. David Misgrave
and Jeffcott & Musgrave, CPA's, Inc.". The Warren County Court
further ordered that "said attorneys deposit said sumin one or
nore joint interest bearing accounts in both of their nanes as
fiduciaries for their respective clients”". On October 31, 1988,

the Cerk of the Warren County Court issued a check in the anmount
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of $416,632 to "Mark Bogen, Attorney and Carl Anthony Craner,
Attorney". The check was deposited into a Fifth Third Bank
account in the nane of the attorneys as fiduciaries with the
endorsenment "Mark R Bogen" and "Carl Anthony Craner trustee
11/ 16/ 88 deposit in trust only".

Sufficient proceeds to pay Color Q were noved fromthe Fifth
Third Bank account in the name of the fiduciaries to the S
Corporation's account. On Novenber 16, 1988, a check in the

amount of $193, 500 drawn on an account held in the nane of the S

Corporation was issued to Color Qet al. The check bore the
notation: "In full settlenent of any and all clains per
Mont gonery County Common Pl eas Court Case #87-4055." In issuing

such check, the S Corporation paid to Color Q and Color Qs
attorneys $193,500 in satisfaction of the Color Q claim
On June 22, 1990, the Warren County Court, deciding that the
S Corporation was the beneficiary of the Prudential life
i nsurance policy, awarded to the S Corporation the renaining
proceeds fromthe policy; i.e., the difference between (1)
$400, 000 plus accrued interest and (2) $193,500. By Menorandum
Deci si on and Judgnent Entry, dated Decenber 23, 1991, the Court
of Appeals, Twelfth Appellate District of Chio, Warren County,
affirmed the judgnent of the Warren County Court that the S
Corporation was the |egal beneficiary of the insurance proceeds.
Fromthe day after M. Jeffcott's death in Decenber 1986

until the resolution of the enbezzl enent suit in 1990,
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petitioners were assisted by two attorneys: Carl Anthony Craner
and Tinmothy Tye, of the law firm Tye and Tye. In representing
petitioners, M. Craner and M. Tye worked as a team but out of
different offices. The attorneys rendered services in defense of
both the enbezzl ement suit and the insurance suit.

On its 1988 return, the S Corporation deducted the Color Q
paynment as a "Cient Reinbursenent” and reported a | oss of
$117,602 for the year. Petitioners reported the loss on their
1988 return as petitioner's distributive share of the S
Corporation's loss, resulting in a net operating |oss on
petitioners' 1988 return. On their 1990 return, petitioners
deducted a net operating |oss carryforward of $58, 020, the anpunt
remai ning fromtheir 1988 net operating loss. In the notice of
deficiency, respondent denied petitioners' net operating
carryforward for taxable year 1990, thereby increasing
petitioners' taxable incone in the anmount of $58, 020.
Consequently, only the $58, 020 carryforward anmount is in issue.

On its 1990 return, the S Corporation deducted |egal fees in
t he amobunt of $34, 226 and reported $58, 890 of incone for the
year. Petitioners reported the $58,890 anmbunt on their 1990
return as their distributive share of ordinary incone fromthe S
Corporation. In the notice of deficiency, respondent denied the
S Corporation's deduction of |egal fees, thereby increasing the S
Corporation's ordinary inconme for taxable year 1990 by $34, 226.

Accordi ngly, respondent increased petitioner's ordinary incone
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for taxable year 1990 by $34, 226, petitioner's distributive share
of the S Corporation's ordinary incone.

OPI NI ON

The first issue to be decided is whether petitioner's wholly

owned S Corporation was entitled to deduct on its 1988 tax return
t he paynment of $193,500 that it nade to Color Q during 1988 in
settlenment of Color Qs enbezzlenent suit against the S
Corporation (the Color Q paynent).! Petitioners contend that the
S Corporation was entitled to deduct the Color Q paynent on its
1988 return as an ordi nary and necessary busi ness expense
pursuant to section 162. Respondent contends that, because the S
Cor poration never included M. Jeffcott's enbezzl enent proceeds
inits income, the S Corporation is not entitled to a deducti on.
Respondent relies on a line of cases holding that no deduction
may be taken for an expense that is associated with an incone
itemunl ess that inconme has been reported in the taxpayer's gross
incone for the current year or sone previous year. See, e.(.,

United States v. Skelly QI Co., 394 U S. 678 (1969).

1 The deduction of the Color Q paynent resulted in a |oss
reported by the S Corporation for 1988. Petitioners reported the
| oss on their 1988 return as petitioner's distributive share of
the S Corporation's loss. As a result of their deduction of that
| oss, petitioners reported on their 1988 return a net operating

| oss whi ch subsequently was carried forward to petitioners' 1990
return. It is the disallowance of the | oss carryforward on
petitioners' 1990 tax return that requires an inquiry into the S
Corporation's 1988 tax return and the deductibility of the Color
Q paynent by the S Corporation.
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In the instant case, M. Jeffcott, an enployee of the S
Cor poration, enbezzled approxi mately $165,000 fromColor Q a
client of the S Corporation. At the tine of the enbezzl enent,

M. Jeffcott was an enpl oyee of the S Corporation and was

provi ding services to Color Q pursuant to an engagenent letter
between Color Q and the S Corporation and for which the S
Corporation was paid fees by Color Q During the pendency of the
conplaint in the enbezzlenent suit, Color Q discovered no

evi dence that petitioner had personally participated in M.
Jeffcott's wongful course of conduct. Additionally, the record
contains no evidence and no party alleges that either petitioner
or the S Corporation ultimately received any of the enbezzl enent
proceeds, which we take as a concession that the S Corporation
di d not receive any of the enbezzl enent proceeds.

Because the S Corporation neither received nor had any claim
of right to any of the enbezzl ement proceeds, we find
respondent’'s reliance on the Skelly line of cases to be
m spl aced. As the enbezzl enent proceeds were appropriated by M.
Jeffcott and not the S Corporation, such proceeds would not be
inconme to the S Corporation. Consequently, we conclude that the
Skelly line of cases is not applicable to the instant case.?

Respondent next argues that the Color Q paynment was not an

"ordi nary and necessary" business expense of the S Corporation

2 Respondent makes no argunent that the deduction of the Col or
Q paynent shoul d be disall owed under sec. 265.



- 12 -
within the neani ng of section 162(a). To qualify as an allowabl e
deduction pursuant to section 162(a), "an itemnust (1) be 'paid

or incurred during the taxable year,' (2) be for 'carrying on any
trade or business,' (3) be an 'expense,' (4) be a 'necessary'

expense, and (5) be an 'ordinary' expense." Comm SSioner V.

Lincoln Sav. & Loan Association, 403 U S. 345, 352 (1971).

Petitioners contend that the Color Q paynment was deductibl e
by the S Corporation based on the application of the "origin of

the claini doctrine (see United States v. Glnore, 372 U S. 39

(1963)).% Citing Janes E. Caldwell & Co. v. Conmi ssioner, 234

F.2d 660 (6th Cr. 1956), revg. 24 T.C 597 (1955), and Gstromyv

Comm ssioner, 77 T.C. 608 (1981), petitioners argue that the

Col or Q paynent was an ordinary and necessary expense of the S
Cor porati on because the enbezzl enent suit arose out of the
ordi nary busi ness operations of the S Corporation.

Respondent argues that Janes E. Caldwell & Co. v.

Conm ssi oner, supra, stands for the proposition that a judici al

determ nation of liability is required for deductibility pursuant
to section 162(a), quoting Judge Bruce’'s dissent, "It is not the
petitioner's culpability but his liability that determ nes his

right to the deduction". Janes E. Caldwell & Co. v.

3 The Suprene Court held that "the origin and character of the
claimw th respect to which an expense was incurred, rather than
its potential consequences upon the fortunes of the taxpayer, is
the controlling basic test of whether the expense was 'business
or 'personal' and hence whether it is deductible or not under 8§
23(a)(2)." United States v. Glnore, 372 U.S. 39, 49 (1963).




- 13 -
Comm ssi oner, 24 T.C. 597, 618 (Bruce, J., dissenting), revd. 234

F.2d 660 (6th Cr. 1956) (citing Judge Bruce's dissent with
approval ). Consequently, respondent argues that, because there
has never been a judicial determ nation that the S Corporation
would be ultimately |liable for the anbunt of the enbezzl enent,
the S Corporation is not entitled to deduct the Col or Q paynent.

We do not agree with respondent. In Janes E. Caldwell & Co.

v. Conm ssioner, supra, the Sixth Grcuit Court of Appeals held,

inter alia, that an anmount paid in satisfaction of a judgnent
rendered agai nst the corporate taxpayer for fraud was deductible
as an ordinary and necessary business expense. W view the

| anguage cited by respondent as support for the taxpayer's
entitlement to the deduction under the facts of the Janes E.

Caldwell & Co. case, not a statenent of |aw that a judicial

determnation of liability is a prerequisite to a deducti on.

| ndeed, we have held to the contrary in Waring Prods. Corp. v.

Comm ssi oner, 27 T.C. 921, 929 (1957) and A d Town Corp. V.

Comm ssi oner, 37 T.C. 845, 859 (1962). Additionally, we have

al l oned a deduction pursuant to section 162(a) for a paynent in
settlenment of a claim even where it has not been ordered by a

court. Od Town Corp. v. Conmi ssioner, supra.

As stated above, M. Jeffcott, who was an enpl oyee of the S
Corporation at the tinme of his enbezzlenment of funds from Col or
Q was providing services to Color Q pursuant to an engagenent

| etter between Color Q and the S Corporation for which the S
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Corporation was paid fees by Color Q The enbezzl enent suit was
brought by Color Qto recover the noney all egedly enbezzl ed by
M. Jeffcott while he was providing services as an S corporation
enpl oyee to Color Q Under such circunstances, we concl ude that
t he enbezzl ement suit arose out of activities of the S
Cor poration's busi ness.

Respondent next argues that the S Corporation did not
"substantively pay" Color Q and that the S Corporation therefore
did not, within the nmeaning of section 162, "pay" or "incur" an
"expense" during 1988 with respect to the settlenent of Color Qs
claim Al though respondent acknow edges that "the [Color Q
paynment was routed through the S Corporation's checking account
on Novenber 16, 1988", respondent nonethel ess argues that "the
anmount paid to Color Qwas not reduced to the S Corporation's
possession, and neither the [Mntgonery County Court] nor the
other parties intended that it be reduced to the S Corporation's
possession. "

We think that respondent's focus on the source of the funds
used to make the Color Q paynent is msplaced. The fact that the
parties to the insurance suit agreed that the insurance proceeds
woul d be used to settle the enbezzl enent suit does not di m nish

the fact that the S Corporation ultimately issued its own check*

4 As set forth above in our findings of facts, the record
contains a check drawn on the S Corporation's account to Color Q
et al. in the amount of $193,500 in full settlenment of the

(continued. . .)
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in satisfaction of Color Qs claim The S Corporation could have
received the funds to cover that check froma nunber of sources,
such as | oans, capital contributions, inconme from operations, or
ot her sources. The source of those funds is not material. Wat
is controlling is the fact that the S Corporation nmade the Col or
Q paynent fromits own account. Accordingly, we find it
unnecessary to trace the source of those funds. Consequently, we
conclude that the Color Q paynent was an "expense" of the S
Corporation that it "paid or incurred" during 1988 within the
meani ng of section 162(a).

Respondent next argues that M. Jeffcott's enbezzl enent
activity was not "ordi nary" because enbezzlenent is not part of
the trade or business of being an enpl oyee, citing Yerkie v.

Comm ssioner, 67 T.C. 388, 393 (1976). We think that

respondent’'s argunent is msplaced in that it focuses on the
wong party. In the instant case, the issue is not whether M.
Jeffcott can deduct the Color Q paynent; rather, the issue is

whet her the S Corporation is entitled to deduct the Color Q

paynment as an ordinary and necessary expense of its business.

We think that the proper analysis of the instant case can be

found in OAd Town Corp. v. Conmissioner, 37 T.C. at 858-859. I n

Od Town Corp., we set forth the standards to deci de whet her an

expense paid to settle a lawsuit is "necessary” wthin the

4(C...continued)
enbezzl enent suit.
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meani ng of section 162(a) of the 1954 Code. W asked the
follow ng questions: (1) Was the taxpayer entirely confident
that any suit which the plaintiff mght bring could not succeed?
(2) did the taxpayer make the paynment in question only for the
pur pose of avoiding the damage to the taxpayer's credit,
reputation, and busi ness generally which mght result fromsuch a
suit? and (3) was any such fear which the taxpayer may have had,
so far justified that a reasonable person in the taxpayer's pl ace
woul d have thought a settlenent at that figure |less than the
damage which would follow fromsuch a suit? 1d.

The record establishes that the S Corporation nmade the Col or
Q paynent as a result of M. Jeffcott's actions perfornmed while
he was an S Corporation enpl oyee and pursuant to an engagenent
| etter between Color Q and the S Corporation for which Color Q
paid fees to the S Corporation. The S Corporation was naned as a
defendant in Color Qs enbezzlenment suit and was potentially
liable for the damages fromthe suit, treble damages under the
Chio Corrupt Activities Act, the costs of the suit, and the
attorney's fees.

Applying the standards of O d Town Corp., we are satisfied

that it was reasonable to conclude that Color Qs claimm ght
succeed. The record shows that petitioner viewed Color Qs claim
seriously and that he sought the advice of his counsel, who
advised himto settle the claim W are also satisfied that the

S Corporation nmade the paynent in question to avoid damage to its
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credit, reputation, and business generally which m ght result
fromsuch a suit. Petitioner testified that he was new in the
practice, that he thought he was going to | ose clients because of
the publicity, and that he would be held to a higher standard
because he was in a position of integrity and trust. Petitioner
also testified that the potential risk fromthe suit was treble
damages and that "It wasn't worth it."

We al so think that a reasonable person, standing in the
pl ace of petitioner or the S Corporation, would have thought that
the settlenent with Color Q would be warranted in light of the
exposure to damages fromthe suit. The record shows that the
accounting firm Arthur Andersen, perfornmed an audit for Color Q
whi ch showed that M. Jeffcott had, inter alia, changed nanmes on
checks. Additionally, petitioner's counsel advised himto settle
the claim and that advice appears reasonabl e under the
circunstances. In light of the S Corporation's potenti al
l[tability for the danages fromthe suit, treble damages under the
Chio Corrupt Activities Act, the costs of the suit, and the
attorney's fees, we conclude that petitioner's fears were
reasonable. W think that a reasonabl e person woul d have thought
that the settlenent paynment in the anount of $193, 500 was | ess
than the danages that could be assessed if Color Qs suit
prevail ed. Additionally, we conclude that there was
justification for the belief that there existed sufficient

exposure to liability that a conprom se was necessary. Od Town
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Corp. v. Commi ssioner, supra at 859. Based on the record in the

i nstant case, we conclude that the Col or Q paynent neets all of
the requirenents of section 162(a).

Because we have decided that the Color Q paynent is an
ordi nary and necessary busi ness expense of the S Corporation that
i s deductible pursuant to section 162(a), we need not consider
the parties' argunents regarding the deductibility of the paynent
as a |loss pursuant to section 165.° W have considered the
parties' remaining argunents concerning the deductibility issue
and find themto be without nerit. Consequently, we hold that
the Color Q paynment is an ordi nary and necessary busi ness expense
to the S Corporation for its 1988 taxable year. Accordingly, we
conclude that petitioners are entitled to a net operating | oss
carryforward of $58,020 for their 1990 taxabl e year attributable
to the S Corporation's deduction of the Color Q paynent for its

1988 taxabl e year.

5 Cting Johnson v. Comm ssioner, 66 T.C 897 (1976), affd.
574 F.2d 189 (4th Cr. 1978), respondent contends, inter alia,
that the S Corporation's "l oss" was "conpensated for by

i nsurance"” wthin the neaning of sec. 165. Johnson is

di sti ngui shabl e because we concluded in that case that the

t axpayer's insurance policy on the life of his partner "was
intended to conpensate the * * * [taxpayer] for the |loss of his
investnment [in the partnership], and that is precisely what it
did." Johnson v. Conm ssioner, supra at 903. |In the instant
case, however, we are satisfied that the S Corporation's life

i nsurance policies in the names of petitioner and M. Jeffcott
were not purchased to conpensate for potential enbezzl enment
restitution paynents. Consequently, we conclude that, were we to
consider the |oss issue, Johnson would not be dispositive of the
i nstant case.
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The next issue to be decided is whether the S Corporation is
entitled to deduct, pursuant to section 162(a), attorneys' fees
in the amount of $34,226 for its 1990 taxable year. The parties
agree that section 265(a)(1) disallows a deduction for attorneys'
fees paid by the S Corporation in recovering the insurance
proceeds. Petitioners, however, contend that the attorneys' fees
were incurred in the defense of both the enbezzl enent suit and
the insurance suit. Petitioners contend that 65 percent of the
total attorneys' fees were incurred to defend the enbezzl enent
suit and are deductible pursuant to section 162(a). Respondent
concedes that the S Corporation paid $34,226 in attorneys' fees
during 1990 but contends that petitioners did not establish that
any portion of such fees related to the enbezzl enent suit.

Taxpayers are required to naintain records that are
sufficient to enable the Conm ssioner to determne their correct
tax liability. See sec. 6001; sec. 1.6001-1(a), |ncone Tax

Regs.; Menequzzo v. Comm ssioner, 43 T.C 824, 831-832 (1965).

Addi tionally, a taxpayer who clains a deduction nust bear the
burden of substantiating the anmount and purpose of the item

clainmed. Hradesky v. Comm ssioner, 65 T.C 87, 90 (1975); sec.

1. 6001-1(a), Income Tax Regs. Under certain circunstances, if a
t axpayer establishes the entitlenent to a deduction but does not
establish the amount of the deduction, we nmay estimte the anount

al | owabl e, Cohan v. Conm ssioner, 39 F.2d 540 (2d G r. 1930), if
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t he taxpayer provides sone rational basis upon which an estimate

may be made. Vanicek v. Comm ssioner, 85 T.C. 731, 743 (1985).

In the instant case, respondent concedes that the S
Corporation paid $34,226 in attorneys' fees during 1990.
Consequently, we only consider whether petitioners have
established that a portion of the attorneys' fees was incurred in
def ense of the enbezzlenent suit. At trial, M. Craner and M.
Tye, who provided the | egal services and billed the attorneys'
fees in issue, testified that, in their enploynent, they worked
as a teambut out of different offices. M. Cranmer and M. Tye
provi ded | egal services beginning in Decenber 1987, and M.
Cramer continued to provide services until the trial of the
i nstant case.

Respondent argues that the enbezzl enent suit was concl uded
nore than 17 nmonths prior to the S Corporation's 1990 taxable
year and that the record does not establish that the attorneys
rendered any services in defense of the enbezzl enment suit during
1990, the year during which the attorneys' fees were paid.
Respondent argues that the record, however, does establish that
the attorneys perfornmed substantial services in defense of the
i nsurance suit during 1990.

Petitioner, however, testified that "the vast majority" of
M. Cranmer's and M. Tye's time during the period from 1987 to
1990 was related to the enbezzl enent suit. Petitioner also

testified that substantial legal fees were paid prior to 1990 but
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that, by agreenment, the paynment of $34,226 during 1990 was in
part a deferral of fees fromyears prior to 1990.

M. Craner testified that, during the period from 1987 to
1990, he and M. Tye spent "nore tine and energy and adrenalin
and research” on the enbezzlenent suit than on the insurance
suit. M. Craner testified that his and M. Tye's work on the
enbezzl enent suit versus the insurance suit during the period
from 1987 to 1990 "coul d have been 80/20 in favor of the
enbezz| enent case but at |east 50/50."

W are satisfied by the record in the instant case that sone
of the $34,226 in attorneys' fees paid during 1990 were incurred
in defense of the enbezzlenment suit. Petitioners, however, have
not established the precise amount of the deduction; i.e., the
actual anount of attorneys' fees that were incurred in defense of
t he enbezzl enment suit. Nonethel ess, because petitioners have
established that they are entitled to a deduction in sone anount,
we shall nmake a reasonabl e approxi mati on of the anount all owabl e,
"bearing heavily * * * upon the taxpayer whose inexactitude is of

his own making." Cohan v. Conm ssioner, supra at 543-544,

M. Craner estimated that between 50 and 80 percent of his
and M. Tye's tine was spent on the enbezzl enent suit during the
period from1987 to 1990. As we stated above, petitioners
proposed that 65 percent of the total attorneys' fees be
considered attributable to the enbezzlenent suit. W are

per suaded by petitioner's testinony that the attorneys' fees paid
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during 1990 were a deferral fromprior years. Petitioner,
however, testified that the fees in issue were only in part a
deferral fromyears prior to 1990. Consequently, bearing heavily
agai nst petitioners as authorized by Cohan, we will approxi mate
that 40 percent of the attorneys' fees paid during 1990 were
incurred for services rendered in defense of the enbezzl enent
suit. Accordingly, we hold that the S Corporation is entitled to
deduct $13,690.40 in attorneys' fees for its 1990 taxabl e year,
and we sustain respondent's increase in petitioners' distributive
share of income fromthe S Corporation to the extent of

$20, 535. 60.

The final issue to be decided is whether petitioners are
liable for an addition to tax and penalty pursuant to sections
6651 and 6662 for taxable year 1990. Section 6651(a)(1l) inposes
an addition to tax for failure to file tinely a tax return unl ess
it is shown that such failure is due to reasonabl e cause and not
willful neglect. A taxpayer can establish reasonabl e cause by
showi ng that, despite the exercise of ordinary care and prudence,
the taxpayer was unable to file the required tax return within

the prescribed tine. United States v. Boyle, 469 U S 241, 246

(1985); Crocker v. Comm ssioner, 92 T.C 899, 913 (1989); sec.

301.6651-1(c)(1), Proced. and Adm n. Regs. WIIful neglect has
been defined as a conscious, intentional failure or reckless

indifference to tinely filing a return. United States v. Boyle,
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supra at 250. Petitioners have the burden of proof. Rule
142(a).

It is undisputed that petitioners did not tinely file their
i ndividual tax return for taxable year 1990. Petitioners argue
that they m ssed the deadline "Due to exigent business
ci rcunstances”. Petitioners also argue that they, "in good
faith, had no expectation that any tax was due."

We concl ude that petitioners have not net their burden of
proof. Petitioners did not explain the "exigent business
ci rcunst ances” that prevented a tinely filing. Moreover, an
unverified belief that no taxes are owi ng does not constitute
reasonabl e cause of the sort that will allow petitioners to
escape the addition to tax pursuant to section 6651(a)(1l). Jdsen

v. Conm ssioner, T.C. Mnob. 1993-432, and cases cited therein.

The question is not whether petitioners thought that they owed
tax but whether they knew or should have known that they needed

to file a return. Jackson v. Conm ssioner, 864 F.2d 1521, 1527

(10th Cr. 1989), affg. 86 T.C. 492 (1986); dsen v.

Commi ssi oner, supra. Consequently, we hold that petitioners have

not established reasonable cause for their failure to file tinely
their 1990 tax return. Accordingly, petitioners are |iable for
the section 6651(a)(1l) addition to tax relating to their tax
ltability for taxable year 1990.

Section 6662(a) inposes a 20 percent penalty on the portion

of an underpaynent of tax that is attributable to, inter alia,
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(1) negligence or disregard of rules or regulations or (2) any
substantial understatenment of incone tax. The term "negligence"
includes any failure to make a reasonable attenpt to conply with
the provisions of the Code, including failure to exercise due
care, failure to do what a reasonabl e person would do under the
circunstances, or failure to keep adequate books and records or
to substantiate itens properly. Sec. 1.6662-3(b)(1), Incone Tax
Regs. The term "disregard” includes any carel ess, reckless, or
i ntentional disregard of the Code or the tenporary and final
regul ations issued pursuant to the Code. Sec. 6662(c); sec.
1.6662-3(b)(2), Income Tax Regs. A substantial understatenent of
tax is defined as the anobunt which exceeds the greater of 10
percent of the tax required to be shown on the return for the
t axabl e year, or $5,000. Sec. 6662(d)(1)(A).

The accuracy-rel ated penalty does not apply to any portion
of an underpaynent with respect to which it is shown that there
was a reasonabl e cause for such portion and that the taxpayer
acted in good faith with respect to such portion. Sec.
6664(c)(1). The decision as to whether the taxpayer acted with
reasonabl e cause and in good faith depends upon all pertinent
facts and circunstances. Sec. 1.6664-4(b)(1), Income Tax Regs.
The nost inportant factor is the extent of the taxpayer's efforts
to assess the proper tax liability. 1d. G rcunstances that may
i ndi cat e reasonabl e cause and good faith include an honest

m sunder st andi ng of fact or law that is reasonable in |ight of
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t he experience, know edge, and education of the taxpayer. I1d.
Petitioners nust establish error in respondent’'s determ nation
that they are liable for the penalty provided by section 6662(a).

Rul e 142(a); Estate of Monroe v. Conm ssioner, 104 T.C 352, 366

(1995).

Petitioners contend that the portion of the underpaynment
resulting fromthe deduction of legal fees is not attributable to
negl i gence or disregard of rules or regulations. Petitioners
argue that they "made a reasonable attenpt to conply with the tax
| aw and did not disregard rules or regulations", as evidenced by
petitioner's belief "that the vast majority of the legal fees
were incurred in connection with the enbezzl enent suit and were
attributable to years prior to 1990", which "was supported by the
testinony of M. Craner”. Additionally, petitioners argue that
t he anobunt of the understatenent subject to the penalty should be
reduced because petitioner, a certified public accountant,
"researched the issues" and believed that the deductions were
supported by "substantial authority".

Respondent, on the other hand, argues that petitioners were
negligent in claimng a deduction for attorneys' fees incurred to

recover tax exenpt inconme. Respondent contends that there is "no
evi dence that the attorneys' fees were paid for services rendered
for any purpose other than in pursuit of the life insurance

proceeds."” Additionally, respondent argues that the section 6662
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penal ty applies because of petitioners' substanti al
under st at enent of tax.

As to the portion of the underpaynent resulting from our
hol ding that the S Corporation is not entitled to the entire
anount deducted for attorneys' fees, although we cal cul ate that
no substantial understatenent of tax exists, we conclude that
petitioners have not established that they kept adequate books
and records. Sec. 6662; sec. 1.6662-3(b)(1), Incone Tax Regs.
As evidence of the propriety of the deduction of attorneys' fees,
petitioners rely only on petitioner's own belief, "supported" by
the testinony of one of the attorneys who rendered services, that
the "vast majority" of the attorneys' fees were incurred in
connection wth the enbezzlenent suit. Petitioners, however,
produced no bills or checks docunenting the nature of the $34, 226
clainmed as a deduction for attorneys' fees. Mreover, M.
Cranmer's testinmony was far from conclusive as to the anmount of
fees attributable to the enbezzlenent suit. Consequently, we
conclude that petitioners have not satisfied the requirenents of
section 1.6662-3(b)(1), Incone Tax Regs.

Nevert hel ess, no penalty may be inposed pursuant to section
6662 if petitioners establish that there was a reasonabl e cause
for the portion of the underpaynent and that they acted in good
faith with respect to such portion. Sec. 6664(c)(1). In light
of the experience, know edge, and education of petitioner, a

certified public accountant, we believe that he should have kept
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accurate records to show t he purpose of the paynent for
attorneys' fees in order to allocate properly the fees between
the insurance suit and the enbezzlenent suit. Because petitioner
failed to do so, we are not persuaded that he nmade a reasonabl e
attenpt to conply with the regulations, and petitioners have not
shown reasonabl e cause for such failure. Secs. 1.6664-4(b)(1),
1.6662-(3)(b)(1), Income Tax Regs. Accordingly, we conclude that
the portion of petitioners' underpaynent relating to the
di sal | oned anount of the deduction of attorneys' fees is
attributable to negligence.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




