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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

JACOBS, Judge: These cases have been consolidated for
trial, briefing, and opinion. |In separate notices of deficiency,

respondent determ ned deficiencies in petitioners’ Federal incone



-2 -
tax and accuracy-rel ated penalties under section 6662! for 1995,
1996, and 1997 as fol |l ows:

Robert W Tschetter, Docket No. 5271-01:

Year Defi ci ency
1995 $1, 185
1996 1,136
1997 1, 095

Wl f Creek Farm Docket No. 5272-01:

Penal ty
Year Defi ci ency Sec. 6662(a)
1995 $1, 190 $238
1996 1,234 1247
1997 992 1198

1 Amounts are rounded to the nearest dollar.

The issues for decision are:

(1) Wether anounts paid by WIf Creek Farm Inc. (Wolf
Creek Farmor the corporation), to provide nedical care, food,
and |l odging to Robert W Tschetter (M. Tschetter), one of its
sharehol ders, are (a) constructive dividends, as respondent
mai ntains, or (b) enployee nedical care expenses and/ or
rei mbursed enpl oyee expenses that are excluded from M.
Tschetter’s gross incone and deducti ble by Wl f Creek Farm as
ordi nary and necessary busi ness expenses, as petitioners

mai ntai n; and

IAIl 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.
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(2) whether WIf Creek Farmis liable for the accuracy-
related penalty under section 6662(a) for the taxable years ended
Novenber 30, 1995, 1996, and 1997.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference.

When the petitions were filed in these cases, the residence
of M. Tschetter, as well as the principal place of business of
WIlf Creek Farm was in Bridgewater, South Dakot a.

A. M. Tschetter

M. Tschetter has lived with his parents his entire life
(approximately 47 years). The famly residence (the farmouse)
has been in the Tschetter famly for over 70 years. On or about
July 7, 1993, M. Tschetter’s parents gave hi mthe farmouse and
79 acres of farmland on which the farmhouse is |ocated (the
homest ead) .

Since 1988, M. Tschetter has owned another 156 acres (the
Tschetter farm. The Tschetter farmis approximately 1 mle from

t he honest ead.



B. WIf Creek Farm

On Decenber 29, 1993, WIf Creek Farm was i ncorporated under
the laws of the State of South Dakota.? Wl f Creek Farm was
organi zed primarily (1) to buy, distribute, sell, |ease, and deal
inall kinds of farmland and real estate, and (2) to carry on the
busi ness of farmng. On January 27, 1994, M. Tschetter conveyed
t he honmestead, including the farnmhouse, to WIf Creek Farm

M. Tschetter has owned 50 percent of the common stock, and
100 percent of the preferred stock, of WIf Creek Farmsince its
incorporation. His nother, Anna Tschetter, owned the remaining
50 percent of the commobn stock. During the taxable years at
i ssue, M. Tschetter was president, treasurer, and a director,
and his nother was vice president, secretary, and a director, of
Wl f Creek Farm

The first neeting of the board of directors of WIf Creek
Farm was hel d on Decenber 30, 1993. At that first neeting, the
directors adopted a nmedi cal reinbursenent plan covering al
“enpl oyees and officers executing managenent responsibilities”
and their spouses and dependents. The nedical reinbursenent plan
provi des for the paynent of all nedical care costs that would be

“deducti bl e on Form 1040” (before considering limtations).

2Dougl as Bl eeker, counsel for petitioners, prepared the
articles of incorporation, bylaws, m nutes of neetings, and other
corporate docunents for WIlf Creek Farm
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Under the plan, each participant is entitled to a maxi num
rei mbursenent of $12,500 per year.
At a neeting of the directors held on January 4, 1994, the
board of directors of Wil f Creek Farm adopted the follow ng
resol ution:

RESOLVED that all officers and enpl oyees shall be
required to repay to the corporation any nonies for
what ever source which may at any tine be disallowed as
a proper expense expenditure by the Internal Revenue
Service within two (2) years at an interest rate of 3%
bel ow the New York Prine Rate, of the final
determ nation of such matter.

In addition, at that neeting the directors adopted the foll ow ng
resol ution:

RESCLVED t hat the Corporation’s officers and
enpl oyees shall be required to |live at the worksite of
the Corporation to ensure security for the Corporation
property and operations. The officers and enpl oyees
shall be required to live on the worksite to supervise
the care and feeding of the livestock of the
corporation. The Corporation shall supply said
of ficers and enpl oyees all of their food and | odgi ng
while living at said worksite. That all of the
of ficers and enpl oyees shall be considered “on duty”
when at the worksite and therefore entitled to such
benefits.

C. Wl f Creek Farnmi s Busi ness

During the years at issue, WIf Creek Farm | eased the
homestead to M. Tschetter under a witten agreenent titled *Farm
Lease”, dated Decenber 1, 1994 (the 1995 lease). The initial
termof the |lease was for 1 year (to Novenber 30, 1995);
thereafter, the | ease continued year to year until otherw se

cancel ed. Under the | ease agreenent, WIf Creek Farmwas to
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receive 30 percent of the “calf crop” and 40 percent of the “crop
produced” on the honestead. M. Tschetter was entitled to the
remai ni ng crops and all anounts recei ved under Feder al
conservation prograns (or any other Federal, State, or | ocal

gover nment al prograns).

M. Tschetter agreed (1) to farmthe land; (2) to provide
all labor and other itens required in producing, harvesting, and
mar keting the crops; (3) to furnish all tools, farminpl enents,
machi nery, hired help, fertilizer, chem cals, and seed necessary
to cultivate and nmanage the farm (4) to protect the crops from
injury and waste; (5) to till the land after harvesting the
crops; and (6) to rotate the crops fromyear to year. WIf Creek
Farm agreed to furnish all necessary materials, and M. Tschetter
agreed to supply all necessary labor, to maintain all fences and
ot her inprovenents on the farm

During the years at issue, WIf Creek Farm conducted farm ng
activities on property it rented fromothers, such as M.
Tschetter’s parents. M. Tschetter, as an enployee of Wl f Creek
Farm did the actual farm ng of those other properties.

D. M. Tschetter’s Separate Busi ness

During the years at issue, M. Tschetter(as a self-enployed
farmer) farmed the Tschetter farm On August 29, 1997, M.
Tschetter acquired an additional 79 acres; this property was

approximately 1 mle fromthe honestead.
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M. Tschetter owned cows, bulls, and heifers. He took care
of the livestock and was in charge of the grain produced on the
honmest ead and the Tschetter farm M. Tschetter’s
responsibilities with respect to the |ivestock included feeding
(nmost tinmes once a day but on occasion, twce a day), routine
care, and treatnment of any sick animals. Once a year (usually in
the winter), M. Tschetter took care of the livestock at cal ving
time which ran 2-3 nonths and required that the cal ves be checked
several tinmes day and night.

M. Tschetter’s responsibilities with respect to the
production of grain included harvesting the grain, storing the
grain in bins, and making the sure the grain did not spoil. Mbst
of the grain produced was used for feeding the |ivestock.

E. Conpensati on and Payment of Food, Lodgi ng, and Medi cal
Expenses

M. Tschetter was the only enpl oyee of WIf Creek Farm He
kept the corporate books and paid its bills. For his services,
M. Tschetter received $400 in 1995, $1,000 in 1996, and $2, 000
in 1997.

Followi ng the transfer of the honmestead to WIf Creek Farm
M. Tschetter and his parents continued to use the farmhouse as
their residence. WlIf Creek Farmpaid for (1) the food consuned

by M. Tschetter (M. Tschetter’'s parents paid for their own
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food) and (2) the utilities, property tax, and insurance for the
farmhouse. In addition, WIlf Creek Farmpaid M. Tschetter’s
medi cal care expenses.

WIf Creek Farmdid not pay dividends for its fiscal years
ended Novenber 30, 1995, 1996, and 1997.

F. | ncone Tax Ret urns

M. Bl eeker (petitioners’ counsel) prepared M. Tschetter’s
Forms 1040, U.S. Individual Income Tax Return, and Wl f Creek
Farm s Fornms 1120, U. S. Corporation Income Tax Return, for the
years at issue.

1. WIf Creek Farm

Wl f Creek Farmfiled tinely its Fornms 1120 for its fiscal
years ended Novenber 30, 1995, 1996, and 1997. On these returns,

Wl f Creek Farmreported total incone and total deductions as

foll ows:
11/ 30/ 95 11/ 30/ 96 11/ 30/ 97
Total incone $38, 269 $53, 676 $46, 793
Tot al deducti ons 38,114 52,963 43, 405
Taxabl e i nconme 155 713 3, 388

I ncluded in the total expenses deducted by Wl f Creek Farm
were the following itenms for food, |odging, and nedi cal expenses
provided to M. Tschetter (anmounts are rounded to the nearest

dol |l ar):
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11/30/95 11/30/96 11/30/97

Food & | odgi ng

Property tax--house $257 $208 $190
Property insurance--house 667 631 --
Food for officers 2,692 2,722 2,441
Uilities--house 1,991 2,016 2,081
Depr eci ati on- - house 569 587 575
Food & | odgi ng expenses 6,176 6, 164 5, 287
Medi cal
Heal t h i nsurance 72 908
Doctor & prescriptions 339 465 417
Hospi t al 1, 345 1,426 -—
d asses —- 170 - -
Medi cal costs 1, 756 2,061 1, 325
2. M. Tschetter’s Returns

M. Tschetter tinely filed his incone tax returns for 1995,
1996, and 1997. On these returns, M. Tschetter reported his
wages from Wl f Creek Farm He reported farm ng incone
(including his share of all crops grown on the honestead) as
sel f-enpl oynent income. He did not report any incone
attributable to his food, |odging-related, and nedi cal expenses
paid by Wwlf Creek Farm On Schedule F, Profit or Loss from
Farm ng, M. Tschetter reported gross incone, total expenses, and
net loss fromhis separate farmng activities for 1995, 1996, and

1997 as foll ows:

1995 1996 1997
Gross i ncone $94, 029 $115, 921 $106, 775
Tot al expenses 94, 429 117,479 107, 745

Net | oss (400) (1, 558) (970)



G Noti ces of Deficiency

On January 31, 2001, respondent tinely mailed to M.
Tschetter a statutory notice of deficiency for 1995, 1996, and
1997 (the Tschetter notice of deficiency). Also on January 31,
2001, respondent tinely nmailed to Wl f Creek Farma statutory
notice of deficiency for its fiscal years ended Novenber 30,

1995, 1996, and 1997 (the WIf Creek Farm notice of deficiency).

In the Wl f Creek Farm notice of deficiency, respondent
di sal l owed the food, |odging, and nedi cal expenses deducted by
Wi f Creek Farm totaling $7,932 for 1995, $8,225 for 1996, and
$6, 612 for 1997. Respondent determined that (1) Wl f Creek Farm
failed to establish that the food and | odgi ng expenses were
ordi nary and necessary busi ness expenses under section 162 and
(2) those itenms constitute M. Tschetter’s personal expenses.
Respondent further determ ned that Wl f Creek Farmwas |iable for
the accuracy-rel ated penalty under section 6662(a).

In the Tschetter notice of deficiency, respondent determ ned
t hat paynents by Wl f Creek Farmof M. Tschetter’s food,
| odgi ng, and nedi cal expenses resulted in constructive dividends

as foll ows:
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11/ 30/ 95 11/ 30/ 96 11/ 30/ 97

Food & | odgi ng? $6, 163 $6, 218 $6, 001
Medi cal 1,756 2,061 1, 325
Tot al di vi dends 7,919 8, 279 7, 326

The record does not explain why the anounts of
di vidends for food and | odgi ng expenses included in M.
Tschetter’s inconme exceed the anmounts disall owed as
deductions to WIf Creek Farm

OPI NI ON

| ssue 1. Expenses I ncurred by Wl f Creek Farm To Provi de Medi cal
Benefits, Food, and Housing to M. Tschetter in 1995,
1996, and 1997

A. Positions of the Parties?

Respondent di sall owed deductions taken by Wl f Creek Farns
for medical costs (health insurance prem uns and ot her nedica
care expenses), food, |odging (including property insurance,
property taxes, and utilities for the farmhouse), and
depreci ation of the farnmhouse. Respondent asserts that the

medi cal costs, food, and | odgi ng expenses are M. Tschetter’s

3Under certain circunstances, sec. 7491 places the burden of
proof or production on the Conm ssioner. Sec. 7491 applies to
court proceedings arising in connection with tax exam nations
begi nning after July 22, 1998. Internal Revenue Service
Restructuring and Reform Act of 1998, Pub. L. 105-206, sec.
3001(a), 112 Stat. 726. Petitioners tinely filed their returns
for the years at issue. Hence, all of the returns were filed on
or before Apr. 15, 1998. The record does not disclose when the
exam nation of petitioners’ tax returns began, and it is possible
that the exam nation began before July 23, 1998. Petitioners do
not contend that sec. 7491 applies in these cases, and they have
not otherw se asserted that respondent has the burden of proof or
production with respect to any issue presented in these cases.
W therefore conclude that sec. 7491 does not apply, and
petitioners have the burden of proof and production.
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personal, famly, and |iving expenses and that paynments of these
expenses by Wl f Creek Farmconstitute constructive dividends to
M. Tschetter. On the other hand, petitioners assert that al
t he expenditures are reasonabl e and necessary busi ness expenses,
deducti ble by WIf Creek Farm and excluded from M. Tschetter’s
i ncone.

Petitioners contend that the nmedical costs are enpl oyee
benefits, deductible by the enployer and excludable fromthe
enpl oyee’ s i ncone under sections 105 and/or 106. Petitioners
further maintain that Wl f Creek Farm provi ded food and | odgi ng
to M. Tschetter in his capacity as an enpl oyee and that such was
done for the conveni ence of WIf Creek Farm Consequently,
petitioners assert that the food and | odgi ng expenses are
enpl oyer - provided “neals and | odging”, the costs for which are
excluded from M. Tschetter’s incone under section 119 and
deducti ble by Wlf Creek Farm Petitioners further assert that,
as owner and | essor of the farmhouse, WIf Creek Farmis entitled
to deduct (1) the expenditures for insurance on the farmouse as
reasonabl e and necessary busi ness expenses under section 162, (2)
the property taxes under either section 162 or 164, and (3) the
depreciation of the farnmhouse under section 167. Petitioners
posit that these |latter expenses are not M. Tschetter’s personal

expenses because he is not the owner of the property.



B. Medi cal Expenses

We first shall decide whether the paynents by Wl f Creek
Farm of the nedical expenses are excludable from M. Tschetter’s
gross incone under sections 105 and 106 and deducti bl e by the
corporation as ordinary and necessary busi ness expenses under
section 162(a).

Under section 106, “an enpl oyee’ s gross incone does not
i ncl ude enpl oyer - provi ded coverage (e.g., accident and health
i nsurance prem uns) under an accident and health plan.” Rugby

Prods. Ltd. v. Comm ssioner, 100 T.C 531, 535 (1993). The

enpl oyer may provi de coverage under an accident or health plan by
payi ng the prem um (or a portion of the prem um on an acci dent
or health insurance policy covering one or nore enpl oyees or by
contributing to a separate trust or fund. Sec. 1.106-1, I|ncone
Tax Regs.

Under the general rule of section 105(a), anmounts received
by an enpl oyee through accident and health i nsurance for personal
injury or sickness, to the extent attributable to nontaxed
enpl oyer contributions, are includable in the enpl oyee’s gross
i ncone. Anounts received under an accident or health plan for
enpl oyees are treated as anounts received through acci dent or
heal th insurance. Sec. 105(e). An exception to the general rule
al l ows an enpl oyee to exclude fromgross incone anounts received

to rei mburse the enpl oyee for expenses incurred by the enpl oyee
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for the nedical care (as defined in section 213(d)) of the

enpl oyee and t he enpl oyee’s spouse and dependents. Sec. 105(b).
For the reasons set forth below, we agree with petitioners

that pursuant to sections 105 and/or 106 paynents by Wl f Creek

Farm for rei nbursenent of nedical care costs (including

rei mbursenment for the health insurance prem uns) need not be

included in M. Tschetter’s incone for 1995, 1996, and 1997.
Section 105(e) requires first, that the benefits be received

under a “plan”, and second, that the plan be “for enpl oyees”,

rather than for sonme ot her class of persons such as sharehol ders

and their rel atives. Larkin v. Commi ssioner, 48 T.C. 629, 635

(1967), affd. 394 F.2d 494 (1st GCr. 1968). After giving due
consideration to the record before us, we conclude that Wl f
Creek Farmi s nmedi cal reinbursenent plan satisfies both the “plan”
and “for enpl oyees” requirenents of section 105(e).

Section 1.105-5(a), Inconme Tax Regs., provides guidelines as
to what constitutes an accident or health plan. A plan may cover
one or nore enployees, and different plans nmay be established for
different enpl oyees or classes of enployees. Sec. 1.105-5(a),
| ncone Tax Regs. The regulations do not require that there be a
witten plan or that there be enforceabl e enpl oyee rights under
the plan, so long as the participant has notice or know edge of

the plan. Waqutow v. Comm ssioner, T.C Mno. 1983-620.
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In the instant cases, a plan (as defined in section
1.105-5(a), Income Tax Regs.) existed. WIf Creek Farm adopted a
written medical reinbursenment plan identifying who was eligible
to participate, what expenses woul d be rei nbursed, and how
participants were to make clainms for reinbursement. The plan was
adopted at the first neeting of the board of directors.

M. Tschetter had know edge of the nedical reinmbursenment
pl an. Moreover, the nedical reinbursenents provided under the
witten plan included rei nbursenent for all “medical care” costs
deducti bl e on Form 1040, which include health insurance costs.
Sec. 213(d)(1)(D). And finally, we are satisfied that the
corporation’s nedical plan was for M. Tschetter’s benefit as an
enpl oyee of Wl f Creek Farm and not for his benefit as one of
the corporation’ s sharehol ders.

Plans |imted to enpl oyees who are al so sharehol ders are not
per se disqualified under section 105(b). Larkin v.

Conm ssi oner, supra at 635 n.5. In this regard, we have

sustained plans for corporate officers who were al so sharehol ders
because those officers had central managenent roles in conducting

t he busi ness of the corporation. Wgutow v. Conm SSioner, supra;

Epstein v. Conmi ssioner, T.C Meno. 1972-53; Seidel v.

Conmi ssioner, T.C. Menp. 1971-238; Smith v. Conmmi ssioner, T.C

Meno. 1970-243; Bogene, Inc. v. Conmm ssioner, T.C. Menp.

1968- 147.
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Respondent has stipulated that during the years at issue M.
Tschetter was an enpl oyee of Wil f Creek Farm | ndeed, M.
Tschetter was the corporation’s only enployee. And wthout M.
Tschetter’s invol venent, WIf Creek Farm coul d not have conducted
its farm ng operations.

M. Tschetter’s conpensation for services rendered to Wl f
Creek Farmwas his salary and enpl oyee benefits. Respondent does
not contend that M. Tschetter received excessive conpensati on.
| ndeed, respondent contends that M. Tschetter was
under conpensated for his services. 1In addition, we are m ndful
that Wl f Creek Farmdid not pay nedi cal expenses or health
i nsurance premuns of its other shareholder, M. Tschetter’s
not her .

On the basis of the record before us, we concl ude that
medi cal paynments made for the benefit of M. Tschetter were nmade
under a plan for enployees and not for sharehol ders.

Accordingly, during the years at issue, the nedical paynents made
by Wl f Creek Farm pursuant to its nedical plan are excl udable
fromM. Tschetter’s gross inconme under section 105(Db).

Section 162(a) permts a taxpayer to deduct all ordinary and
necessary expenses incurred during the taxable year in carrying
on the taxpayer’s trade or business. An expense is ordinary if
it is customary or usual within a particular trade, business, or

industry or relates to a transaction “of comon or frequent
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occurrence in the type of business involved.” Deputy v. du Pont,

308 U. S. 488, 495 (1940). An expense is necessary if it is
appropriate and hel pful for the devel opnent of the business. See

Conm ssioner v. Heininger, 320 U S. 467, 471 (1943).

When paynents for nedical care are properly excludable from
an enpl oyee’ s i ncone because they are nmade under a “plan for
enpl oyees,” they are deductible by the enployer as ordinary and
necessary busi ness expenses under section 162(a). Sec.
1.162-10(a), Inconme Tax Regs. Consequently, WIf Creek Farmis
entitled to deduct the insurance prem uns and ot her nedi cal
rei nbursenent paynents under section 162(a).

C. Food, Utilities, Property |lnsurance, Property Taxes, and
Depr eci ati on

1. Section 119: Empl oyver - Provi ded Meal s and Loddgi ng

We next deci de whether the food and | odgi ng-rel ated expenses
are enpl oyer-provided neals and | odgi ng expenses, excludable from
M. Tschetter’s inconme under section 119 and deducti bl e by Wl f
Creek Farm under section 162.

Meal s and | odgi ng furnished to an enpl oyee by his enpl oyer
are excluded fromthe enpl oyee’s gross i ncone under section 119
if the neals and | odging are provided for the conveni ence of the
enpl oyer on the prem ses of the enployer. In the case of
| odgi ng, the enployee nust be required to accept the |odging on
t he busi ness prem ses of his enployer as a condition of

enpl oynent .
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Meal s and | odging are furnished for the “conveni ence of the
enployer” if there is a direct nexus between the neal s and
| odgi ng furni shed and the asserted business interests of the

enpl oyer served thereby. MDonald v. Conm ssioner, 66 T.C 223,

230 (1976).

Petitioners assert that M. Tschetter, as the corporation’s
sol e enpl oyee, was required to be avail able for duty 24 hours a
day.

Wl f Creek Farm | eased the honestead to M. Tschetter. WoIf
Creek Farmcontracted with M. Tschetter as a tenant, not as its
enpl oyee, to performall necessary work.

It is well settled that “Ordinarily, taxpayers are bound by
the formof the transaction they have chosen; taxpayers nay not
i n hindsight recast the transaction as one that they m ght have

made in order to obtain tax advantages.” Framatone Connectors

USA Inc. v. Commi ssioner, 118 T.C. 32, 70 (2002) (citing Estate

of Leavitt v. Conm ssioner, 875 F.2d 420, 423 (4th Gr. 1989),

affg. 90 T.C. 206 (1988), and G ojean v. Conm ssioner, 248 F.3d

572, 576 (7th Cir. 2001), affg. T.C Menop. 1999-425). Here,
i nasmuch as M. Tschetter farned the honestead as a tenant, and
not as an enpl oyee of WIf Creek Farm the food and | odging in

guestion were not furnished to M. Tschetter as a corporate
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enpl oyee for the conveni ence of his enployer. Thus, the food and
| odgi ng expenses at issue are not section 119(a) neals and

| odgi ng expenses.

2. Deductibility of Expenses Related to the Leasing of the
Honest ead

During the years at issue, WIf Creek Farm busi ness
activities included | easing the honestead. It |eased the
homest ead, including the farnmhouse, to M. Tschetter and received
rent in the formof a percentage of the crops grown on the farm
Therefore, we ook to the terns of the farm|ease to determ ne
whet her expenses for utilities, depreciation, and taxes are the
expenses of Wl f Creek Farmor M. Tschetter.

a. Property | nsurance

Wl f Creek Farm deducted $667 in 1995 and $631 in 1996 for
property insurance. “Certain business-related insurance expenses

unquestionably are deducti bl e under section 162(a).” Metrocorp,

Inc. v. Conmm ssioner, 116 T.C 211, 245 (2001) (citing section

1.162-1(a), Income Tax Regs.). The farm|lease does not require
M. Tschetter to provide property insurance covering the
farmhouse or other inprovenents on the property. The property

i nsurance is an ordinary and necessary busi ness expense of Wl f
Creek Farm (the owner of the property) and not a personal,
famly, or living expense of M. Tschetter. W hold, therefore,
WIf Creek Farmis entitled to deduct the insurance expenses as

clainmed in each of the years at issue.



b. Uilities
Wl f Creek Farm deducted utilities expenses of $1,991 in
1995, $2,016 in 1996, and $2,081 in 1997. UWilities expenses nmay
be deducti bl e under section 162(a) if the expenses incurred are
ordinary and necessary in carrying on a trade or business.

Vani cek v. Comm ssioner, 85 T.C 731, 742 (1985); Sengpiehl v.

Conmi ssioner, T.C. Menp. 1998-23; Geen v. Commi ssioner, T.C

Menmo. 1989- 599.

Here, the farmlease did not contain any provisions
regarding the utilities for the farmhouse. Petitioners did not
produce any utility bills, canceled checks, or testinony to
identify that, if any, portion of the utility expenses related to
the corporation’ s business. W have no basis for making any
al l ocation of the expenses. Thus, petitioners have failed to
establish that Wlf Creek Farmis entitled to any deduction for
utilities expenses.

C. Depr eci ati on

Wl f Creek Farm deducted $569 in 1995, $587 in 1996, and
$575 in 1997 for depreciation of the farmhouse. Section 167(a)
all ows a depreciation deduction fromgross incone for property
used in the taxpayer’s trade or business or held for the
production of incone. Odinarily, depreciation or anortization
is available to an owner of an asset with respect to the owner’s

basis in the asset. WIf Creek Farm owned t he homest ead,
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i ncludi ng the farmhouse. One of the business activities of Wl f
Creek Farm was the | easing of the honestead, including the
farmhouse. Thus, the farmhouse is property used in the
corporation’ s trade or business.

We hold that Wolf Creek Farmis entitled to a deduction for
depreci ation of the farnmhouse for each of the years at issue as
cl ai med.

d.  Taxes

Wl f Creek Farm deducted property taxes of $257 in 1995,
$208 in 1996, and $190 in 1997 attributable to the farnhouse.
Wl f Creek Farm owned the honestead. Section 164(a)(1) allows
the owner of property a deduction for real property taxes
regardl ess of whether they are paid or incurred in a trade or
business. W hold, therefore, that Wl f Creek Farm nmay deduct
property taxes as clained in the years at issue.

e. Summary of Food and Lodgi ng Expenses

To summarize, WIf Creek Farm may deduct the foll ow ng
expenses for the years at issue:

11/ 30/ 95 11/30/96 11/30/97

Property tax--house $257 $208 $190
Property insurance--house 667 631 -—
Depr eci ati on- - house 569 587 575

Tot al 1,493 1,426 765

Wl f Creek Farm may not deduct the follow ng food and

| odgi ng expenses:
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11/ 30/ 95 11/30/96  11/30/97

Food for enpl oyees $2, 692 $2,722 $2, 441
Utilities--house 1,991 2,016 2,081
Tot al 4,683 4,738 4,522
3. | nclusion of Paynents in M. Tschetter's G oss | ncone

When a corporation nmakes an expenditure that primarily
benefits the corporation’s sharehol ders, the anount of the
expenditure may be taxed to the sharehol ders as a constructive

di vidend. Hood v. Comm ssioner, 115 T.C. 172 (2000); Magnon v.

Commi ssioner, 73 T.C. 980, 993-994 (1980); Am lInsulation Corp.

V. Conm ssioner, T.C. Mnob. 1985-436. W have found that

expenses for food and utilities paid by Wlf Creek Farmare M.
Tschetter’s expenses. Petitioners contend that the paynents are
not constructive dividends because M. Tschetter was required to
repay any anmounts that Wl f Creek Farm coul d not deduct for
Federal incone tax purposes. Petitioners cite Cepeda V.

Comm ssioner, T.C Meno. 1993-477, to support their position.

Cepeda, however, is inapposite. In that case, the taxpayers
cl ai mred that advances nade by the corporation were | oans rather
t han enpl oyee conpensation or constructive divi dends.
Petitioners do not contend that the corporate paynents of M.
Tschetter’ s expenses were | oans.

For Federal inconme tax purposes, a transaction wll be
characterized as a loan if there was “an unconditional obligation

on the part of the transferee to repay the noney, and an
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uncondi tional intention on the part of the transferor to secure

repaynent.” Haag v. Conmm ssioner, 88 T.C 604, 616 (1987), affd.

wi t hout published opinion 855 F.2d 855 (8th Cir. 1988). 1In the
i nstant cases, when the paynents were made there was no

uncondi tional obligation on the part of M. Tschetter to repay a
specific dollar amunt to the corporation. H's obligation to
repay any of the paynents was in general terns. The anmount of
repaynent could not be determ ned when the paynents were nade.
Any obligation to repay any anmount could not arise before
respondent disallowed the deduction for the expenses; i.e, when
the Wl f Creek Farm notice of deficiency was issued in January
2001. Thus, the paynments were not |oans. Since the paynents
when made by Wil f Creek Farm did not constitute business expenses
of the corporation or loans to M. Tschetter, the conclusion is
i nescapabl e that the paynents constituted distributions by Wl f
Creek Farmto M. Tschetter.

In NN Am QI Consol. v. Burnett, 286 U S. 417, 424 (1932),

the Suprene Court stated:

| f a taxpayer receives earnings under a claimof right
and without restriction as to its disposition, he has
received income which he is required to return, even
though it may still be clainmed that he is not entitled
to retain the noney, and even though he may still be
adjudged liable to restore its equivalent. * * *

It is clear, therefore, under the claimof right doctrine, the

anounts paid by Wl f Creek Farmin 1995, 1996, and 1997 were
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taxable to M. Tschetter in those years. See Pahl v.

Conmm ssi oner, 67 T.C. 286, 289 (1976).

If a taxpayer is required to repay incone recogni zed under
the claimof right doctrine in an earlier tax year, section 1341
permts the taxpayer, in effect, to elect to conpute his taxes
for the year of repaynent in a manner that gives the taxpayer the
equi valent of a refund (wthout interest) of tax for the earlier
year. Specifically, section 1341(a)(5) permts the tax for the
year of repaynent to be reduced by the anmount of the tax paid for
the year of receipt that was attributable to the inclusion of the

repaid anmount in that year’s gross incone. United States v.

Skelly Q1 Co., 394 U S 678, 682 (1969). Section 1341, however,

requi res actual repaynent, restoration, or restitution. Chernin

v. United States, 149 F.3d 805, 816 (8th Cr. 1998); Kappel v.

United States, 437 F.2d 1222, 1226 (3d Cr. 1971); Estate of

Smth v. Comm ssioner, 110 T.C 12 (1998).

Al though the directors of Wl f Creek Farm adopted a
resolution that required M. Tschetter to repay anounts for which
the corporation is disallowed a deduction, M. Tschetter does not
claimthat he has repaid the disallowed amunts. |ndeed, there
is no evidence in the record to show that he did. Therefore,
section 1341 does not apply. W hold that Wl f Creek Farnis
paynment of M. Tschetter’s food and utilities expenses

constitutes incone to M. Tschetter
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Petitioners argue that the expenses are neals and | odgi ng
expenses excl udabl e under section 119. W have found to the
contrary. Thus, the costs of food and utilities are M.
Tschetter’s personal |iving expenses.

Personal, famly, or living expenses are not deductible
except as otherw se expressly permtted. Sec. 262. A taxpayer’s
expenses for his or her own neals and | odgi ng are personal
because they woul d have been incurred whether or not the taxpayer

had engaged in any business activity. Christey v. United States,

841 F.2d 809, 814 (8th Cr. 1988); Mss v. Conmm ssioner, 80 T.C

1073, 1078 (1983), affd. 758 F.2d 211 (7th Cr. 1985). In order
for personal living expenses to qualify as a deducti bl e business
expense under section 162(a), the taxpayer nust denonstrate that
the expenses were different from or in excess of, what he woul d

have spent for personal purposes. Sutter v. Comm ssioner, 21

T.C. 170, 173 (1953). Petitioners did not produce any bills,
cancel ed checks, or testinony to substantiate any portion of the
utilities expenses that relates to M. Tschetter’s separate
farm ng business. Thus, petitioners have failed to establish
that M. Tschetter is entitled to a deduction for any portion of

t he expenses under section 162.4

‘Except as ot herw se provided, an individual is not allowed
a deduction with respect to the use of a dwelling unit that is
used by the individual as a residence. Sec. 280A(a). The
i ndi vi dual, however, may deduct expenses allocable to portions of
(continued. . .)
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4. Rental Val ue of Resi dence

M. Tschetter | eased the honestead, including the farnmouse,
fromWlf Creek Farm Wolf Creek Farmreceived rent in the form
of 30 percent of the calf crop and 40 percent of the other crops
produced on the farm M. Tschetter included only his 70/60
percent of the crop revenues in his incone. He excluded the
entire 30/40 percent paid to WIf Creek Farmas rent, including
the portion attributable to the farmhouse. |In effect, he
deducted the portion of the rent paid for the farnmhouse. The
rent of the farmhouse is his personal expense and is not
deducti ble. See sec. 262.

The farm | ease does not specify that portion of the rent to
be paid for use of the farmhouse. Nor has M. Tschetter provided
any evidence to show that portion of the rent properly
attributable to the farmouse.

The anount of the constructive dividends respondent
determned in the Tschetter notice of deficiency exceeds the
amount of the deductions disallowed in the WIf Creek Farm notice

of deficiency. The record does not explain that excess.

4(C...continued)
the dwelling that are exclusively used for business purposes.
Sec. 280A(c). M. Tschetter did not argue that the utilities
expenses are deducti bl e under sec. 280A. Therefore, we do not
address the question of whether the utilities expenses nay be
deducti bl e under that section. W note, however, that M.
Tschetter made no showi ng that the farmhouse, or any portion
t hereof, was used exclusively for business purposes.
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Mor eover, since the depreciation respondent disallowed as a
deduction to WIf Creek Farm was not an expenditure, we assune
that adjustnments in the Tschetter notice of deficiency did not
i ncl ude the depreciation.

We have conputed the fair rental value of the farmouse that
was included in respondent’s adjustnent to M. Tschetter’ incone
as follows:

11/30/95 11/30/96  11/30/97

Wl f Creek Farm notice of deficiency

Di sal | owed food & | odgi ng deducti ons $6, 176 $6, 164 $5, 287
Less depreciation on residence 569 587 575
Food & | odgi ng expenditures 5, 607 5,577 4,712

Tschetter notice of deficiency adjustnent

for food & | odgi ng provi ded by corporation $6, 163 $6, 218 $6, 001
Food & | odgi ng expenditures 5, 607 5,577 4,712
Adj ustment for rental val ue of residence 556 641 1, 289

M. Tschetter has not shown that the portion of the rent
attributable to the farnmhouse is |l ess than the amounts for the
years at issue, as conputed above. W therefore hold that those
anounts are properly included in M. Tschetter’s inconme for the
years at issue.

5. Summary of Adjustnents to M. Tschetter’'s | ncone

M. Tschetter’s income fromfarnmng is increased by $556 in
1995, $641 in 1996, and $1,289 in 1997 to reflect the
di sal | owance of deductions for the rental value of the farnmhouse.
In addition, paynents by Wl f Creek Farmfor food and utilities

are included in M. Tschetter’s incone as constructi ve divi dends
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in the anounts of $4,683 in 1995, $4,738 in 1996, and $4,522 in
1997.

| ssue 2. Accuracy-Related Penalty Under Section 6662(a)

Respondent determ ned that Wl f Creek Farmis liable for the
accuracy-rel ated penalty under section 6662(a). As pertinent
here, section 6662(a) inposes a 20-percent penalty on the portion
of an under paynent attributable to negligence or disregard of
rules or regulations. Sec. 6662(b)(1). Negligence includes any
failure to make a reasonable attenpt to conply with the
provi sions of the Internal Revenue Code. Sec. 6662(c); sec.
1.6662-3(b) (1), Inconme Tax Regs.

The penalty under section 6662(a) does not apply to any
portion of an understatenent of tax if it is shown that there was
reasonabl e cause for the taxpayer’s position and that the
t axpayer acted in good faith with respect to that portion. Sec.
6664(c)(1). The determ nation of whether a taxpayer acted with
reasonabl e cause and in good faith is made on a case-by-case
basis, taking into account all the pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Inconme Tax Regs. The nost
inportant factor is the extent of the taxpayer’s effort to assess
hi s/ her proper tax liability for the year. 1d. The good faith
reliance on the advice of an independent, conpetent professional
as to the tax treatnent of an itemmmay neet this requirenent.

Sec. 1.6664-4(b), Incone Tax Regs.
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Despite the fact that petitioners have the burden of proof,
see supra note 3, petitioners have made no show ng that they nade
an attenpt to conply with the tax rules and regulations with
regard to those deductions taken by Wl f Creek Farmfor the years
at issue which have been disallowed. Hence, with respect to
t hose deductions, petitioners have failed to show that Wl f Creek
Farm was not negligent. Nor have petitioners showed that they
acted in good faith with respect to, or that there was reasonabl e
cause for, the position they took.

Further, petitioners do not claimthat they relied on M.

Bl eeker or any other professional as to the tax treatnent of the
expenses for food and lodging.® Petitioners sinply assert that
the accuracy-rel ated penalty does not apply because Wl f Creek
Farm properly cl ai ned the deductions under section 162(a) and M.
Tschetter properly excluded the paynents under section 119. W

have found to the contrary.

Before the trial in these cases, respondent filed a notion
to disqualify M. Bleeker fromhis representation of petitioners.
Respondent’s notion was based, in part, on the premse that, if
petitioners contend that they reasonably relied on M. Bl eeker’s
advice with respect to the proper tax treatnent of the paynents
at issue, then M. Bleeker would be required to testify as a
witness in the trial of these cases. The Court held a tel ephone
conference call with M. Bl eeker and counsel for respondent to
di scuss respondent’s notion. During that call, M. Bl eeker
informed the Court that petitioners did not intend to raise
reasonabl e reliance on a tax professional as a defense to the
accuracy-rel ated penalties.
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Under these circunstances, we are conpelled to hold that
Wl f Creek Farmis liable for the accuracy-related penalty for
the years at issue.
To reflect the foregoing,

Deci sions will be

entered under Rul e 155.




