PURSUANT TO INTERNAL REVENUE CODE
SECTION 7463(b),THIS OPINION MAY NOT
BE TREATED AS PRECEDENT FOR ANY
OTHER CASE.




T.C. Summary Opi ni on 2006- 25

UNI TED STATES TAX COURT

PETER F. & MAUREEN L. SPELTZ, Petitioners Vv.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 5851-04S. Filed February 14, 2006.

Thomas B. Copel and, for petitioners.

Melissa J. Hedtke, for respondent.

KROUPA, Judge: This case was heard pursuant to the
provi sions of section 7463! of the Internal Revenue Code in

effect at the tinme the petition was filed. The decision to be

IAIl section references are to the Internal Revenue Code in
effect for the years at issue, unless otherw se indicated, and
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.
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entered is not reviewabl e by any other court, and this opinion
shoul d not be cited as authority.

Respondent determ ned deficiencies in petitioners’ Federal
i ncome taxes of $9212 for 2000 and $1,082 for 2001. The issues
for decision are:

1. \Wether petitioners, husband and wi fe, had an enpl oyer-
enpl oyee relationship. W find that they did.

2. \Wiether petitioners may exclude from gross incone
nmedi cal benefits of $3,279 in 2000 and $4,539 in 2001 paid by an
enpl oyer - spouse to an enpl oyee-spouse. W find that they nmay.

3. Wiether petitioners may deduct from gross inconme nedical
benefits of $3,279 in 2000 and $4,539 in 2001 paid by an
enpl oyer - spouse to an enpl oyee-spouse. W find that they nmay.

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the acconpanying exhibits are
incorporated by this reference. Petitioners resided in
Rol | i ngstone, M nnesota, at the tine they filed the petition.

Maur een Speltz

Petitioner Maureen Speltz (Ms. Speltz) has operated a sole
proprietorshi p daycare business in petitioners’ honme since 1982.

Ms. Speltz has an el enentary educati on degree, and she has been

2All nonetary amounts have been rounded to the nearest
dol | ar.
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licensed by the State of M nnesota to run the daycare business
since 1987. Ms. Speltz cared for up to 16 children daily during
the years at issue.

Ms. Speltz has managed t he daycare since 1987 through the
years at issue. Ms. Speltz established the daycare’s rul es,
policies, and hours of operation. She established a daycare
busi ness checki ng account and credit card account in her nanme and
purchased a professional pre-school curriculumthat she has used
to instruct the children.® In addition, Ms. Speltz drafted al
parental contracts, addressed parental conplaints, negotiated
daycare rates, collected paynent, adm ni stered bookkeepi ng,
handl ed State of M nnesota regul atory personnel, utilized the
services of M. Speltz, and taught the curricul um

In conparison, M. Speltz, while integral to the daycare,
had a limted and narrowWy defined role during 2000 and 2001.

M. Speltz assisted Ms. Speltz by nonitoring the children from
approximately 2:30 p.m until 6:00 p.m and by perform ng ot her
mai nt enance-type tasks. M. Speltz's part-tinme role was designed
specifically to fit a medical reinbursenent plan that Ms. Speltz
established with the help of a tax adviser.

Medi cal Rei mbur senent | nsurance Pl an

Ms. Speltz established an enpl oyer-provi ded acci dent and

heal th plan for enployees with the help of a tax adviser in 2000.

3The curriculumwas a pre-kindergarten program designed to
teach children colors, letters, and nunbers.



- 4 -
Ms. Speltz executed three docunents in 2000, an enpl oynment
contract, a salary redirection docunent, and a client data sheet.

The enpl oynent contract described M. Speltz’'s job duties.
Ms. Speltz and M. Speltz signed the contract. M. Speltz’'s
duties were described as childcare, |awn care, chopping firewood,
and repairing toys and sundry itens. M. Speltz was al so
required to work an “average” of 12.5 hours weekly in return for
a nedi cal reinbursenment benefit limted to $6,500 per year.

Medi cal benefits, according to the contract, included
deducti bl es, insurance prem uns, and nedi cal costs not covered by
I nsur ance.

The Enpl oyee Sal ary Redirection docunent provided that $542
per nonth would be directed to a flexible spending account on M.
Speltz’'s behalf to pay for M. Speltz’'s insured and uni nsured
heal t hcare costs. M. Speltz signed the enpl oyee sal ary
redirection docunent as an “enpl oyee” and Ms. Speltz as his
“enpl oyer.”

In addition, Ms. Speltz signed a client data sheet
requiring M. Speltz to work a “mnimun? of 12.5 hours a week and
a “mnimunt of 7 nonths a year. The client data sheet al so
stated that M. Speltz’s nedical reinbursenent was limted to
$6, 500 per year.

Ms. Speltz relied upon an Internal Revenue Service

Coordi nated | ssue Paper, entitled “Health Insurance Deductibility
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for Sel f-Enployed Individuals,” dated March 29, 1999, and Rev.
Rul . 71-588, 1971-2 C.B. 91, in setting up the plan.* Each
docunent permts, under certain circunstances, a sole-proprietor
enpl oyer - spouse to deduct nedical benefits provided to an
enpl oyee- spouse, and the enpl oyee-spouse to exclude those sane
benefits fromhis or her gross incone.
M. Speltz

M. Speltz has provided childcare services (and ot her
general services) for the daycare since 2000 and has been
rei nbursed under the daycare’s accident and health plan for a
limted amount of nedical care expenses and insurance prem uns as
conpensation for his services.

M. Speltz also worked full tinme during the years at issue
as a machinist for Fastenal Conpany, Inc. (Fastenal). M.
Speltz’s hours at Fastenal were from approximately 6 a.m unti
approximately 2:15 p.m M. Speltz had nedical and dental
i nsurance through Fastenal. M. Speltz’s spouse and dependents
were eligible to receive benefits. M. Speltz also had a snow
renmoval and | awncare service during 2000 and 2001.

M. Speltz began working for the daycare when he returned

home fromhis full-time job on weekdays, around 2:30 p.m, and he

‘l nt ernal Revenue Service Coordinated |ssue Papers and
Revenue Rulings are generally not entitled to deference in this
Court. See Lunsford v. Conmm ssioner, 117 T.C. 159, 182 (2001);
see also N. Ind. Pub. Serv. Co. v. Conmm ssioner, 105 T.C. 341,
350 (1995), affd. 115 F.3d 506 (7th Cr. 1997).
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worked until at least 6 p.m, when the daycare closed. M.
Speltz cared for all the children if Ms. Speltz was absent,
usually when Ms. Speltz had doctor or dentist appointnents. For
a short period of tinme, M. Speltz cared for a small boy whose
not her had to work very early from5 a.m until 6 a.m
Cenerally, however, Ms. Speltz directed M. Speltz to nonitor
and care for about five or six older children when he arrived
home.®> M. Speltz nonitored the children indoors and whenever
possi bl e outdoors, where the children could be active playing
ki ckbal |, soccer, and basketball, and sl edding on the vast
stretch of property that petitioners nmaintained according to
State of M nnesota daycare standards. Sonetines M. Speltz took
the children on nature wal ks al ong the creek running through
petitioners’ property. M. Speltz also took the children for
rides in a trailer connected to his tractor, and he often took
them across the many acres of petitioners’ farmto collect
firewood that M. Speltz chopped to heat petitioners’ hone.® In
addition, M. Speltz spent time repairing the children’s toys,
cl eani ng, and organi zing the daycare areas.

M. Speltz also perforned tasks benefiting petitioners

personal Iy, including picking up mail, groceries, chopping

When the children were split into two groups, Ms. Speltz
wat ched t he younger children, whose care involved diapering,
toilet training, and playing wth toys.

°Fi rewood was the only source of heat in their hone.
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firewod, and transporting the wood by tractor fromtheir distant
farmhouse to their hone. [If M. Speltz took the older children
inthe trailer when he picked up the firewod, he m ght spend up
to 2 hours returning because he drove the children around the
property.

During the snow M nnesotan winter nonths, M. Speltz plowed
petitioners’ driveway and shovel ed snow fromthe wal kway to
petitioners’ house. M. Speltz did this several tines daily on
bl ustery days as Ms. Speltz’s clients were usually nothers
carrying small children who dropped them off and picked them up
at several tinmes during the day (M. Speltz sonetines left his
full-time job to do this).

Ms. Speltz directed that M. Speltz performonly childcare
and nmai nt enance tasks, and she nade cont enporaneous notes
detailing his activities. M. Speltz’'s assistance was integral
to Ms. Speltz’'s daycare business. Moreover, as the nature of
M. Speltz's daycare-related work varied little, he required
m nimal instruction. Though petitioners derived a personal
benefit fromsome of M. Speltz’s activities, M. Speltz would
not have spent the anount of tinme or devoted the degree of care

to those activities were there no daycare business.



Trai ni ng

Ms. Speltz directed M. Speltz to take classes in nutrition
and general childcare because the State of M nnesota and County
in which petitioners resided required daycare personnel to have
this training. M. Speltz's training consisted of about 2 hours
of child-nutrition training and about 4 hours of chil d-behavi oral
gui dance.

Ms. Speltz substantiated that M. Speltz worked 525. 25
hours in 2000 and 735 hours in 2001, an average of 12.84 hours a
week in 2000 and 14.13 hours a week in 2001.

Li cense

Ms. Speltz had a State of M nnesota issued daycare |icense.
From 1987 t hrough February 1999, Ms. Speltz’s license |isted her
name only. In February 1999, the State issued the license in
Ms. Speltz’s and M. Speltz’'s nanes. M. Speltz did not apply
for the license and took no part in interviews or inspections
required to obtain the license. The State of Mnnesota listed
Ms. Speltz’s and M. Speltz’'s nanes nost |ikely because they
were listed as co-owners of the home where Ms. Speltz maintained
t he daycare. The license issued in August 2001 omtted M.
Speltz’'s nane and listed only Ms. Speltz’' s nane.

Tax Returns

Petitioners reported daycare i ncone and expenses on

Schedules C, Profit or Loss From Business, of their joint Federal
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inconme tax returns for 2000 and 2001, listing their principal
business as “child care.” Petitioners deducted $3,279 as an
enpl oyee benefit program expense in 2000, including $705.82 for
heal th i nsurance prem uns. Petitioners deducted $4,539 as an
enpl oyee benefit program expense in 2001, including $968. 06 for
heal th i nsurance prem uns.

Respondent disallowed petitioners’ claimed enployee benefit
program expense deducti ons because respondent found petitioners
failed to establish that the anmounts were ordinary and necessary
busi ness expenses or that M. Speltz was a bona fide enpl oyee of
the daycare. Respondent nailed petitioners a deficiency notice
on February 23, 2004, and petitioners tinmely filed a petition.

Di scussi on

We are presented with two issues, the excludability of
medi cal prem unms and rei nbursenents from petitioners’ gross
i ncone and the deductibility of those sane anmounts fromthe
daycare business incone. Regarding the excludability issue, we
must determ ne whether petitioners entered into a valid
arrangenment for the paynent of health benefits under section
105(b) and whether M. Speltz was a bona fide enpl oyee of the
daycare. Regarding the deductibility issue, we nust determ ne
whet her the deduction amobunt was an ordi nary and necessary

busi ness expense of the daycare.



- 10 -

Respondent nmakes a nunber of alternative argunents to
di sal | ow t he deductions and excl usions. Respondent argues that
petitioners’ section 105(b) plan was inproper and/or failed on
its owmn ternms, that M. Speltz was not a bona fide enpl oyee of
the daycare, and that the expenses were not ordinary and
necessary busi ness expenses. Petitioners counter that the
medi cal prem uns and rei nbursenents shoul d be excluded from M.
Speltz’'s gross incone because petitioners set up a proper section
105(b) plan for daycare enpl oyees and that M. Speltz was a bona
fide enployee. Petitioners also contend that the nedical
prem uns and rei nbursenents are deductible fromthe daycare
busi ness i ncone because they were ordi nary and necessary busi ness
expenses of the daycare. W first address the burden of proof.

| . Burden of Proof

The Conm ssioner’s determ nations are presunptively correct,
and the taxpayers bear the burden of proving that the
Comm ssioner’s determ nations are erroneous. Rule 142(a); see

Welch v. Helvering, 290 U S 111, 115 (1933). Taxpayers also

bear the burden of proving that they are entitled to the clainmed

deducti ons. | NDOPCO, Inc. v. Conmi ssioner, 503 U.S. 79, 84

(1992); New Colonial lIce Co. v. Helvering, 292 U S. 435, 440

(1934).
A taxpayer’s burden, however, may shift to the Comm ssioner

if the taxpayer introduces “credi ble evidence” conplete with the
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necessary substantiation and docunentation. See sec. 7491(a);

H gbee v. Conmi ssioner, 116 T.C. 438, 440-443 (2001). To shift

t he burden, the taxpayer must al so have conplied with

requirenents to cooperate with the Conm ssioner’s reasonabl e
requests for w tnesses, information, docunents, neetings, and
interviews. Sec. 7491(a)(2). The taxpayer has the burden to

prove the requirenments have been net. Snyder v. Conm SSioner,

T.C. Meno. 2001-255 (citing H Conf. Rept. 105-599, at 240-241
(1998), 1998-3 C.B. 747, 994-995).

Petitioners reasonably conplied with respondent’s requests
for information, docunents, and neetings. Petitioners also
produced credi bl e evidence to establish that M. Speltz worked a
sufficient nunber of hours and the nature of the activities he
performed.” Accordingly, we find that section 7491 shifts the
burden of proof to respondent. Respondent therefore bears the
burden of proving that petitioners are not entitled to exclude or
deduct M. Speltz’'s reinbursenents for insurance prem uns and
medi cal expenses.

1. Excludability of Medical Prem unms and Rei mbursenents

G oss incone generally includes all inconme from whatever

source derived. Sec. 61(a). This section has been interpreted

'Petitioners conceded that sone of the hours Ms. Speltz
not ed were personal and could not be counted. Ms. Speltz
subtracted those hours fromthe tabulation of the hours M.
Speltz spent perform ng daycare-rel ated tasks.
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broadly to enconpass all gains except those specifically excluded

by Congress. See Commi ssioner v. denshaw dass Co., 348 U. S

426, 430 (1955).

Consistent with this rule, paynents by an enployer to an
enpl oyee t hrough accident and health insurance for personal
injuries or sickness are generally included in gross incone.

Sec. 105(a). An exception exists, however. Enployees may
exclude fromgross incone enpl oyer-paid “rei nbursenents” for
nmedi cal care expenses. See secs. 105(b), 106(a), 213(d); Schm dt

v. Conm ssioner, T.C. Menob. 2003-325; see also Rev. Rul. 71-588,

1971-2 C. B. 91 (sanctioning paynents from an enpl oyer-spouse to
an enpl oyee-spouse).® W nust therefore detern ne whether the
exception applies and whet her petitioners may exclude benefits
fromincone.

To qualify for excludability, benefits nust be received
under a proper plan, notice or know edge of the plan nust be

reasonably avail able to those covered, and there nust be a bona

%W are aware that revenue rulings are not binding on this
Court or other Federal courts. Rauenhorst v. Conmm ssioner, 119
T.C. 157, 171 (2002); Frazier v. Comm ssioner, 111 T.C 243, 248
(1998). The public has a right, however, to rely on positions
taken by the Comm ssioner in published guidance. Alunmax, Inc. v.
Comm ssioner, 109 T.C 133, 163 n.12 (1997), affd. 165 F.3d 822
(11th Gr. 1999); Am Canpaign Acad. v. Conm ssioner, 92 T.C
1053, 1070 (1989); Ni ssho Iwai Am Corp. v. Comm ssioner, 89 T.C
765, 778 (1987); see also Rev. Proc. 89-14, sec. 7.01(5), 1989-1
C.B. 814, 815 (taxpayers may rely on published revenue rulings in
determining the tax treatnent of their own transactions).
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fide enpl oyee. See secs. 105(b),(e), and 106(a); Larkin v.
Commi ssioner, 48 T.C 629, 635 (1967), affd. 394 F.2d 494 (1st

Cr. 1968); Tschetter v. Conm ssioner, T.C Menp. 2003-326 (there

need not be a witten plan or enforceabl e enpl oyee rights under
the plan so long as the participant has notice or know edge of
the plan); sec. 1.105-5(a), Incone Tax Regs.

Respondent argues that M. Speltz’s nedical prem uns and
rei mbursenments should not be excluded from petitioners’ incone
because there was no proper plan under section 105(b).
Alternatively, if there was a proper plan, respondent argues that
noti ce or know edge of the plan was not reasonably available to
M. Speltz. Respondent also argues that M. Speltz did not neet
his contractual obligations under the “client data sheet” to work
12.5 hours each week. Finally, respondent argues that M. Speltz
was not an enpl oyee of the daycare. W address each argunent in
turn.

VWhet her There WAs a Proper Pl an

Section 105(b) and the underlying regul ati ons provide
gui delines as to what constitutes an accident and heal th pl an.
See sec. 105(e); sec. 1.105-5(a), Incone Tax Regs. A plan may be
nonfunded or funded, insured or uninsured, it nmay cover one or
nore enpl oyees, and different plans may exist for different

cl asses of enployees. See sec. 105(e); Wagutow v. Comm ssioner,

T.C. Meno. 1983-620 (the regulation contenplates a plan for the
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benefit of a single enployee); sec. 1.105-5(a), Incone Tax Regs.
So long as the participant has notice or know edge of the plan,
there is no requirenent that it be in witing or that an

enpl oyee’ s rights under the plan be enforceable. See Wqutow v.

Conmi sSsi oner, supra.

The daycare accident and health plan is detailed in Ms.
Speltz’'s “client data sheet,” which states that the nedical
benefits plan would be effective in March 2000, that enpl oyees
were eligible to receive up to $6,500 a year in reinbursenents,
and that enployees had to work a mninmumof 12.5 hours a week to
be eligible to receive benefits. On these facts, we find that
t he daycare established a proper accident and heal th pl an.

VWhether M. Speltz Had Notice or Know edge of the Pl an

Respondent al so argues that notice or know edge of the plan
was not reasonably available to M. Speltz. W disagree. M.
Speltz signed a docunent indicating that his salary would be in
the form of reinbursenments for insurance prem uns and nedi ca
expenses up to $6,500 a year, he credibly testified that he had
know edge of the accident and health plan, and nost inportantly,
M. Speltz used the plan. See id. (a taxpayer’s signing the
docunent declaring the plan is evidence that the taxpayer had

know edge of the plan); see also Charles Schneider & Co. V.

Comm ssi oner, 500 F.2d 148, 155 (8th Cr. 1974) (the Court is the

exclusive judge of the credibility of the wwtnesses in nmaking its
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factual findings), affg. T.C. Meno. 1973-130. W therefore find
that M. Speltz had notice and know edge of the plan.

VWhether M. Speltz Met the Hourly Requirenent

Respondent al so argues that M. Speltz worked | ess than the
m ni mal hour requirenment and, consequently, failed to fulfill his
contractual obligations under the accident and health plan. Mre
specifically, respondent cites Ms. Speltz's “client data sheet,”
whi ch states that enployees are to work a “mninmuni of 12.5 hours
a week and a mninmumof 7 nonths a year. Respondent interprets
the term“mnimunt as requiring M. Speltz to work 12.5 hours
“every” week, rather than an average of 12.5 hours a week.

Interpreting the client data sheet, as respondent contends,
torequire M. Speltz to work 12.5 hours every week woul d render
the 7 nonth a year m ni num requirenent superfluous-—-M. Speltz
woul d by definition have to work 12 nonths a year. Moreover,
petitioners’ enploynent contract requires enployees to work an
“average” of 12.5 hours a week, not a “mninmuni of 12.5 hours.

W find that Ms. Speltz intended enployees to work an average of
12.5 hours a week.

Interpreting the client data sheet in this manner produces
consi stency anong the client data sheet, the enploynent contract,
petitioners’ stated intent that M. Speltz work an average of
12.5 hours a week, and that petitioners docunented that M.

Spel tz worked an average of 12.5 hours a week. Accordingly, M.
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Speltz fulfilled his contractual obligations under the accident
and health plan. W next determ ne whether M. Speltz was a bona
fi de enpl oyee of the daycare.

VWhether M. Speltz WAs an Enpl oyee

Whet her an enpl oyer-enpl oyee rel ationship exists is a

factual question. See Profl. & Executive Leasing, Inc. V.

Comm ssi oner, 862 F.2d 751, 753 (9th Cr. 1988), affg. 89 T.C

225 (1987); Air Terminal Cab, Inc. v. United States, 478 F.2d

575, 578 (8th Cr. 1973); Packard v. Conmm ssioner, 63 T.C 621,

629- 630 (1975); see al so Haeder v. Conmm ssioner, T.C Meno.

2001-7. Courts typically apply a common | aw agency test to
det erm ne whet her an enpl oyer-enpl oyee rel ati onship exists. See,

e.g., Nationwide Mut. Ins. Co. v. Darden, 503 U. S. 318, 323-324

(1992); Comunity for Creative Non-Violence v. Reid, 490 U. S.

730, 751-752 (1989); Mtthews v. Conmm ssioner, 92 T.C 351, 360

(1989), affd. 907 F.2d 1173 (D.C. Cr. 1990). Moreover, where a
famly relationship is involved, close scrutiny is required to
determ ne whether a bona fide enpl oyer-enpl oyee relationship

exi sted and whet her paynents were nade on account of the

enpl oyer - enpl oyee rel ationship or on account of the famly

relationship. See Denman v. Conmm ssioner, 48 T.C 439 (1967);

Haeder v. Commi ssioner, supra; Shelley v. Comm ssioner, T.C.

Meno. 1994-432; NMartens v. Comm ssioner, T.C. Mno. 1990-42,

affd. wi thout published opinion 934 F.2d 319 (4th Gr. 1991);
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Jenkins v. Commi ssioner, T.C Meno. 1988-292, affd. w thout

publ i shed opinion 880 F.2d 414 (6th Cr. 1989); Furmanski V.

Conmi ssioner, T.C Meno. 1974-47. Because we shifted the burden

under section 7491, respondent has the burden to prove that M.
Speltz was not a bona fide enpl oyee of the daycare during the
years at issue.

In determ ning whether a hired person is an enpl oyee under
t he general conmmon | aw of agency, we consi der several non-

exclusive factors.? See Nationwide Mut. Ins. Co. v. Darden,

supra; NLRB v. United Ins. Co., 390 U S 254, 258 (1968); Profl

& Executive Leasing, Inc. v. Conmissioner, 89 T.C 225, 232

(1987), affd. 862 F.2d 751, 753 (9th Cir. 1988). Inevitably
cases turn on the particular facts of each case, and no one

factor is controlling. See Profl. & Executive Leasing, Inc. v.

Conmi Ssi oner, supra.

The “fundanmental ” test of whether an enpl oyer-enpl oyee

rel ationship exists is whether the hiring party has the “right to

°Courts have |l ooked to factors including the hiring party’s
right to control the enployee, the skill required, the source of
the instrunentalities and tools, the location of the work, the
duration of the relationship between the parties, whether the
hiring party has the right to assign additional projects to the
hired party, the extent of the hired party’s discretion over when
and how long to work, the nethod of paynent, the hired party’s
role in hiring and paying assistants, whether the work is part of
t he regul ar business of the hiring party, whether the hiring
party is in business, provides enployee benefits, and the tax
treatment of the hired party. See Community for Creative
Non-Vi ol ence v. Reid, 490 U. S. 730, 751-752 (1989).
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control” the activities of the individual whose status is in

issue. See Profl. & Executive Leasing, Inc. v. Comm SSioner,

supra; McQiire v. United States, 349 F.2d 644, 646 (9th G

1965); Packard v. Conm ssioner, supra at 629; Wber v.

Commi ssioner, 103 T.C. 378, 387 (1994), affd. 60 F.3d 1104 (4th

Cr. 1995); see also Alsco StormWndows, Inc. v. United States,

311 F.2d 341, 343 (9th Gir. 1962); secs. 31.3401(c)-1(b),
31.3121(d)-1(c)(2), Enploynent Tax Regs. W consider this factor
first.

M. Speltz was contractually obligated to work for the
daycare, and he credibly testified that he understood Ms. Speltz

had the right to control his activities. See Charles Schneider &

Co. v. Conm ssioner, 500 F.2d at 155. Wen M. Speltz arrived

home, Ms. Speltz generally split the children into two groups,
directing which children M. Speltz cared for and where he cared
for them Ms. Speltz also controlled the amount of conpensation
M. Speltz received, and she had the contractual right to
di scharge M. Speltz.

Further, M. Speltz did not require repetitious instruction.

H s tasks were limted and consistent. See BEwens & Mller v.

Comm ssioner, 117 T.C 263, 270 (2001) (the enployer need not

supervi se every detail of the work environnment or set the

enpl oyee’ s hours to control the enployee) (citing Gen. Inv. Corp.

v. United States, 823 F.2d 337, 342 (9th Cir. 1987)); Wber v.
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Commi ssi oner, supra at 387 (the degree of control necessary to

find enpl oyee status varies with the nature of the services
provided). Ms. Speltz provided a sufficient |evel of direction
and control for M. Speltz to performhis required duties under
the circunmstances. W find on the record that Ms. Speltz had
the right to control M. Speltz.

In addition to the control factor, other factors support
petitioners’ enployer-enpl oyee characterization. For instance,
Ms. Speltz’s calendar notations during the years at issue
confirmthat M. Speltz consistently worked for the daycare, she
paid M. Speltz in enployee benefits, M. Speltz’'s work was
integral to the daycare’ s operation, M. Speltz was trained to
work in childcare, and petitioners’ enploynent contract evidences
petitioners’ intent to create an enpl oyer-enpl oynent arrangenent.

See generally Community for Creative Non-Violence v. Reid, 490

U.S. 730, 751-752 (1989).

Moreover, this case is distinguishable fromcases finding
that no enpl oyer-enpl oyee rel ati onship existed anong fam |y
menbers, usually where the taxpayers failed to substantiate the

services provided. See, e.g., Shelley v. Conm ssioner, supra

(taxpayer did not docunent any services the taxpayer’s spouse

performed); Martens v. Conmm ssioner, supra (little to no records

substantiated the services provided). Petitioners substantiated

the tasks M. Speltz perfornmed in detail.
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We al so find Haeder v. Conmi ssioner, supra, which respondent

cited, distinguishable. In Haeder, the Court found no enpl oyer-
enpl oyee rel ationship exi sted between two spouses, where one
spouse had a | egal practice at honme and the other spouse assisted
with secretarial, clerical, bookkeeping, and cleaning services.

Haeder v. Commi ssioner, T.C Meno. 2001-7. | n Haeder, the

taxpayer-attorney admtted that the law practice had few clients
during the years at issue and required little assistance.
Moreover, only the taxpayer-attorney testified, and the Court
found that testinony vague, generalized, and conclusory. Nor did
t he taxpayers docunent the spouse’s purported work activities or
the tinme spent working. 1d.

Qur case is therefore distinguishable from Haeder. Wile
the record in Haeder was “devoi d” of credible evidence that an
enpl oyer - enpl oyee rel ationship existed, petitioners submtted
credi bl e evidence and testinony concerning the nature of M.
Speltz’'s activities and Ms. Speltz's direction of those
activities.

Finally, we have applied close scrutiny to the facts and
find that the daycare paynents were made on account of the
enpl oyer - enpl oyee rel ati onship and not on account of the famly

relationship. See Denman v. Conmm ssioner, 48 T.C 439 (1967);

Haeder v. Commi ssioner, supra; Shelley v. Comm ssioner, T.C.

Menp. 1994-432; NMartens v. Comm ssioner, T.C. Mnob. 1990-42. V.
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Speltz’'s activities were essential to the daycare business
operations. Accordingly, we find that paynents made under the
daycare’s nedi cal benefits plan in the form of reinbursenents are
excl udable frompetitioners’ gross income under section 105(b).

[11. Deductibility of Medical Prem uns and Rei nbursenents

We next determ ne whether Ms. Speltz may deduct the nedi cal
cost of insurance prem uns and nedi cal reinbursenents paid on M.
Speltz’'s behalf from daycare business inconme. Petitioners may
deduct medical costs attributable to M. Speltz if they
substanti ated the anmount deducted and established that the
amounts were ordinary and necessary and reasonable in anount.

VWhet her Payments to M. Speltz Were Ordi nary and Necessary
Busi ness Expenses

Respondent argues that petitioners’ enployee benefit program
expense shoul d be disall owed because petitioners deducted, in
part, personal expenses, which are not ordinary and necessary
busi ness expenses and are therefore not deductible. Petitioners
aver that the amounts deducted were ordinary and necessary
busi ness expenses and that the personal characteristics of the
activities M. Speltz performed should not supplant the
predom nant busi ness purpose of those activities.

Taxpayers may deduct all ordinary and necessary expenses

paid or incurred during the taxable year in carrying on a trade

10\WWe previously determ ned that an enpl oyer-enpl oyee
relati onshi p exi sted.
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or business, including a reasonable allowance for salaries or
ot her conpensation for personal services actually rendered. Sec.
162(a)(1). An expense is considered “ordinary” if comonly or
frequently incurred in the trade or business of the taxpayer.

Deputy v. du Pont, 308 U S. 488, 495-496 (1940). An expense is

“necessary” if it is appropriate or helpful in carrying on a

taxpayer’s trade or business. Comm ssioner v. Heininger, 320

U S. 467, 475 (1943): Welch v. Helvering, 290 U.S. at 113.

Ordinary and necessary busi ness expenses include paynents to
enpl oyees for sickness, hospitalization, nedical expense, or a
simlar benefit plan. Secs. 162(a), 213(a); sec. 1.162-10(a),
| ncone Tax Regs. The test for deductibility in the case of
conpensati on paynents i s whether they are reasonable in anmount

and are in fact paynents purely for services. See Cardwell v.

Comm ssioner, T.C Menp. 1982-453 (citing United States v. Haskel

Engg. & Supply Co., 380 F.2d 786, 788 (9th Cir. 1967)): sec.

1.162-7(a), Income Tax Regs. Expenses nust also be directly or
proximately related to the taxpayer’s trade or business. Deputy

v. du Pont, supra at 494-495; sec. 1.162-1, Incone Tax Regs.

Wi |l e taxpayers may generally deduct ordinary and necessary
expenses paid or incurred in carrying on a trade or business,
t axpayers may not deduct personal, living, or famly expenses.

See secs. 162(a), 262; see also Feldman v. Conm ssioner, 86 T.C

458, 464 (1986); Sharon v. Conm ssioner, 66 T.C 515, 522-525

(1976), affd. 591 F.2d 1273, 1275 (9th GCr. 1978). Moreover,
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where there is a mxture of business and personal aspects, sone
discretion is permtted to determ ne which considerations
predom nate and whether any part of the expenditure may qualify

for a deduction. See Feldman v. Conm ssioner, supra at 464;

Hei neman v. Conmi ssioner, 82 T.C. 538, 542 (1984) (the

di stinction between business expenses and personal expenses is
based on a wei ghi ng and bal anci ng of the facts and circunstances

in each case); Sharon v. Conm ssioner, supra at 524 (a wei ghi ng

and bal ancing of the facts is required to give the business and
personal characteristics their proper order of inportance).

We agree with respondent that the hours M. Speltz spent
pi cking up mail and groceries and those spent transporting
firewood without children are not sufficiently business oriented
to warrant an expense deduction. Nonetheless, M. Speltz
conpl eted a substantial nunber of hours of business-oriented
services for the daycare that Ms. Speltz credi bly substanti ated.
We therefore find that the nedi cal expense deductions
attributable to M. Speltz’' s business-oriented activities were
ordi nary and necessary busi ness expenses of the daycare.

VWhet her the Paynents Were Reasonabl e in Amount

We nust al so determ ne whet her the anounts paid to M.
Speltz as conpensation were reasonable in anobunt. M. Speltz was
paid $3,279 in 2000 and $4,539 in 2001. Whether anounts paid as
wages are reasonabl e conpensation for services rendered is a

question of fact to be decided on the basis of the facts and
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ci rcunst ances of each case. See Estate of Wall ace v.

Commi ssioner, 95 T.C 525, 553 (1990), affd. 965 F.2d 1038 (1l1lth

Cr. 1992). Further, there are no fixed rules or exact standards
for determ ning what constitutes reasonabl e conpensation. See

&ol den Constr. Co. v. Conm ssioner, 228 F.2d 637, 638 (10th Cr

1955), affg. T.C. Meno. 1954-221. Wth these rules in mnd, we
determ ne whet her the conpensation M. Speltz received for
busi ness-rel ated services was reasonable in anmount.

Ms. Speltz recorded that M. Speltz worked 517.25 hours in
2000 and 655 hours in 2001. During those years, M. Speltz
recei ved nedi cal benefits of $3,279 and $4, 255. 58, respectively.
M. Speltz therefore received approxi mtely $6.34 an hour in 2000
($3,279/517.25) and $6.50 an hour in 2001 (%$4, 255.58/655). M.
Speltz’s hourly rate is conparatively |ow considering the $13 an
hour that Ms. Speltz testified she would have had to pay a
daycare substitute. Elimnating even half of M. Speltz’s hours
woul d produce a not unreasonabl e anmobunt of conpensation at $12. 69
an hour in 2000 ($3,279/258.5) and $13.06 an hour in 2001
(%4, 255. 58/ 325. 75). Even assum ng arguendo, therefore, that half
the hours Ms. Speltz |logged for M. Speltz were personal and
di sal | owabl e, we woul d nonetheless still find the conpensation
provided M. Speltz in the years at issue reasonable in anpount.

V. VWhether Petitioners May Deduct |nsurance Preni uns

In the alternative, respondent argues that the “insurance

prem unf conponent of M. Speltz’'s rei nbursenments is not
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deducti bl e under section 162(1). On the contrary, petitioner
contends that section 162(1) applies only to self-enployed
i ndi vidual s and that because the deductions are attributable to
M. Speltz, an enployee, section 162(1) does not apply. W
agr ee.

Under section 162(1), a self-enployed taxpayer may deduct
the cost of nedical insurance prem uns under certain conditions.
A sel f-enpl oyed taxpayer may not deduct the cost of nedical
i nsurance prem uns, however, if the self-enployed taxpayer is
eligible to participate in a subsidized health plan of another
enpl oyer of the taxpayer or of a spouse’s enployer. Sec.

162(1) (2)(B)

Ms. Speltz is self-enployed. She deducted on the daycare
Schedul es C the cost of nedical insurance premuns paid for M.
Spel tz under the daycare’s accident and health plan for
enpl oyees, and she was eligible to receive nedical benefits
through M. Speltz’'s subsidized health plan wth Fastenal, his
full-time enpl oyer.

Wil e section 162(1) applies to Ms. Speltz because she is
sel f-enpl oyed, section 162(1) does not apply to M. Speltz. See
secs. 162(1)(1)(A), 401(c)(3). Because the prem uns were paid

for nmedical insurance for M. Speltz, the limts of section

1The deduction anounts of $705.82 in 2000 and $968.06 in
2001 constituted nedical, dental, and cancer insurance prem uns.
The full anounts deducted were $3,279 in 2000 and $4, 539 in 2001.
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162(1) and section 162(1)(2)(B) do not apply. Accordingly,
petitioners are entitled to deduct their expenses for nedical
i nsurance premuns for M. Speltz.
I n reaching our holding, we have considered all argunents
made, and, to the extent not nentioned, we conclude that they are
moot, irrelevant, or without nerit. To reflect the foregoing and

t he concessions of the parties,

Deci sion will be entered

for petitioners.




