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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COLVI N, Judge: Respondent determ ned deficiencies in

petitioners’ income tax of $3,038 for 1999, $3,178 for 2000, and

$27, 549

for 2001 and accuracy-rel ated penalties under section

1

The cases of the follow ng petitioners are consolidated

for trial, briefing, and opinion: Edward & Edith M Arnol d,
docket No. 13293-03, and Edward & Edith M Arnol d, docket No.

1096- 04.
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6662(a) of $607.60 for 1999, $635.60 for 2000, and $69, 217.40 for
2001.

After concessions,? the issues for decision are:

1. Whet her petitioners may deduct | osses from Wstern
Ti nber Farnms, Inc., for 1999, 2000, and 2001. W hold that they
may not.

2. Whet her petitioners are |liable for self-enploynent tax
for 2001. W hold that they are.

3. Whet her petitioners may deduct $28,067 in expenses for
“l eased payroll” for 2001. W hold that they may not.

4. Whet her petitioners are |liable for accuracy-rel ated
penal ti es under section 6662(a) for 1999, 2000, and 2001. W
hol d that they are.

FI NDI NGS OF FACT

A. Petitioners

Petitioners resided in Portland, Oregon, when they filed
their petition. In 1999, 2000, and 2001, Edward W Arnold (M.
Arnol d) was an accountant and Edith M Arnold (Ms. Arnold) was a
real estate agent. M. Arnold has been suspended from practice

before the I nternal Revenue Service since 1981.

2 At trial, respondent reduced the claimfor the accuracy-
rel ated penalty under sec. 6662(a) to $5,509.80 for 2001.

Section references are to the Internal Revenue Code as
anmended and in effect for the years in issue. Rule references
are to the Tax Court Rules of Practice and Procedure.



B. Western Tinber Farm |1 nc.

Petitioners organi zed Western Tinber Farm Inc. (Wstern),
on February 4, 1993. Petitioners alternately served as president
of Western during the years in issue.

On April 20, 1993, Ms. Arnold signed a Form 2553, El ection
by a Small Business Corporation, for Western in which she stated
that Western wanted to adopt a tax year ending January 31. Ms.
Arnold stated on the formthat the year ending January 31 was
Western’s natural business year as provided in Rev. Proc. 87-32,
secs. 4.01 and 4.02(a), 1987-2 C.B. 396, 399.°3

In a letter to Western dated February 12, 1996, respondent
acknow edged recei pt of the Form 2553 and stated that the
acknow edgnent was not an acceptance of the election. 1In a
letter to petitioners dated Decenber 21, 1998, respondent said
that Western’s S corporation election was not valid. In a letter
to respondent dated July 28, 1999, M. Arnold protested
respondent’s denial of Western's S corporation election and
argued that Western was entitled to adopt a fiscal year ending
January 31.

In a letter to M. Arnold dated March 19, 2001, respondent
stated that respondent had reviewed Wstern's Form 1120S, U. S.

| nconme Tax Return for an S Corporation, for 1998. According to

3 Rev. Proc. 87-32, 1987-2 C.B. 396, was in effect in 1999
and 2000. It was superseded by Rev. Proc. 2002-38, 2002-1 C. B
1037, effective for tax years ending on or after May 10, 2002.
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that form Western' s 1998 tax year ended on Novenber 30, 1998.
In the March 19, 2001, letter, respondent stated that Western was
not an S corporation. In a letter to Ms. Arnold dated June 5,
2002, respondent noted that Western had filed an S corporation
return for 1999 even though respondent told petitioners before
they filed that return that Western did not qualify as an S
corporation. In that letter, respondent referred to two revenue
rulings which provide relief to some corporations which make a
|ate S corporation election or an inadvertent term nation.
Respondent asked petitioners to respond if they believed that
Western qualified under either revenue ruling.

In a letter to the Taxpayer Advocate Service dated Decenber
26, 2003, M. Arnold asserted that petitioners’ original S
corporation election for Western was valid.

C. M. Arnold s Accounting and Tax Preparation Activities and
Pacific Controller, Inc.

On a date not stated in the record, M. Arnold organized
Pacific Controller, Inc. (Pacific), an S corporation he owned.
During the years in issue Pacific used Controller International,
Inc.’s enployer identification nunber. Controller International,
Inc., is the sane entity as or the predecessor entity to Pacific.
The last tax return filed by Pacific was for a tax year ending
January 31, 1997.

M. Arnold assigned to Pacific the paynents he received from

custoners for his personal accounting services. Pacific has
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never paid wages or a salary to M. Arnold. Petitioners treated
all of the anpbunts distributed to M. Arnold from Pacific as
loans. M. Arnold signed a promi ssory note in the anmount of the
bal ance due at the end of each year. Pacific did not w thhold
payroll taxes on paynents to M. Arnold. Petitioners reported
$41, 544 of incone as flowthrough from Pacific on the Schedul e E,
Suppl emental | ncome and Loss, attached to their Form 1040, U. S.
| ndi vi dual | ncone Tax Return, for 2001.

D. Ms. Arnold' s Real Estate Activities and Edith Arnold, P.C

Ms. Arnold held a license to sell real estate in 2000 and
2001. In those years, Ms. Arnold was a real estate agent for
t he Col dwel|l Bank Barbara Sue Seal Agency (Seal), a real estate
brokerage. Ms. Arnold signed a Form W9, Request for
| dentification Nunber and Certification, on January 10, 1999, and
wote on the bottomof the form “Please do not issue a 1099 for
ne.”

Seal and Ms. Arnold signed an addendumto an i ndependent
contractor agreenent on Cctober 30, 2000, and anot her independent
contractor agreenent in January 2001. Seal nade paynents to Ms.
Arnol d in her nane.

Edith Arnold, P.C. (EAPC), is an S corporation owned by Ms.
Arnol d and incorporated on a date not stated in the record. Ms.
Arnol d was president of EAPC. Ms. Arnold assigned the

conm ssions and inconme she received from Seal to EAPC during the
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years EAPC existed, including 2001. EAPC has never paid wages or
a salary to Ms. Arnold. Petitioners treated anounts EAPC
distributed to Ms. Arnold as |loans from EAPC. Ms. Arnold
signed a prom ssory note in the anmount of the bal ance due at the
end of each year. EAPC did not wi thhold payroll taxes on any
paynments to Ms. Arnold

E. Petitioners’' |Incone Tax Returns

M. Arnold prepared the inconme tax returns for petitioners,
Western, EAPC, and Pacific. Wstern reported its incone and
expenses on the basis of a taxable year endi ng Novenber 30 for
the years ending in 1994-2000. EAPC reported $65,509 of incone
fromtrade or business activities for the fiscal year ended
January 31, 2001.

Petitioners’ tax years ended on Decenber 31. On their
i ndi vidual inconme tax returns for 1999, 2000, and 2001,
petitioners deducted nonpassive S corporation |osses from Wstern
of $10,093 for 1999, $10,579 for 2000, and $14,544 for 2001.
Petitioners reported $65,509 of income from EAPC on t he Schedul e
E attached to their Form 1040 for 2001.

On their Form 1040 for 2001, petitioners reported on
Schedule E, Part |, Incone fromRental Real Estate and Royalties,
i nconme from*“leased payroll” of $17,995. Petitioners deducted in
Part | of Schedule E a total of $28,067, consisting of $3,200 for

repairs and inprovenments, $10,471 for interest expense, and
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$14,396 for labor. Petitioners subtracted $28, 067 from $17, 995
of income and reported a | oss of $10,072 for that activity.
OPI NI ON

A. Whet her Petitioners May Deduct Losses From Western in 1999,
2000, and 2001

1. Petitioners’ Contentions and Background

Petitioners contend that (1) they properly elected S
corporation status for Western, (2) Western was an S corporation
(3) they substantiated the | osses they deducted, (4) respondent
erroneously determ ned before 1999 that Western's S corporation
el ection was invalid, and (5) they may deduct Western s | osses
for 1999, 2000, and 2001.4 We di sagree.

An el ection of a corporation to be an S corporation under
sections 1361(a) and 1362(a)(1l) nust be conplete, properly filed,
and made in accordance with regul ati ons prescribed by the

Secretary. Sec. 1377(c); Pestcoe v. Comm ssioner, 40 T.C 195,

197 (1963). A corporation electing S corporation status nust
file a properly conpl eted Form 2553 containing the information

required by that form Sec. 1.1362-6, |Incone Tax Regs.

4 Respondent’s determ nation is presuned to be correct and
petitioners bear the burden of proof on all issues in this case.
See Rule 142(a)(1l); Welch v. Helvering, 290 U S. 111, 115 (1933).
Petitioners do not contend that respondent bears the burden of
proof under sec. 7491(a). However, respondent bears the burden
of production under sec. 7491(c) as to the accuracy-rel ated
penal ty under sec. 6662(a).
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2. VWhet her Western Used a Permtted Tax Year

An S corporation may use only a permtted year as its
taxabl e year. Sec. 1378(a). A permtted year is a year ending
Decenber 31, or any other accounting period for which the
corporation establishes a business purpose to the satisfaction of
the Secretary. Sec. 1378(b).

Western stated in its S corporation election that a tax year
endi ng January 31 was its natural business year as provided in
Rev. Proc. 87-32, secs. 4.01 and 4.02(a). Rev. Proc. 87-32,
supra, provides a procedure under which a corporation electing S
corporation status nmay have a tax year ending on a date other
t han January 31 that coincides wth its natural business year.
CGenerally, a 12-nonth period is a taxpayer’s natural business
year if at |east 25 percent of the gross receipts of the
enterprise are regularly earned in the last two nonths of the
annual period. I1d.

A taxpayer cannot establish a natural business year under
Rev. Proc. 87-32, sec. 4.01(1)(d), if the taxpayer (and any
predecessor organi zation) has not had gross receipts for a period
of at least 47 nonths. Petitioners did not offer evidence
show ng the anount of Western's gross receipts fromsales and
services for any period. Thus, petitioners have not established

that Western may use a tax year other than a cal endar year. W



- 9 -
conclude that Western did not use a permtted year as defined in
section 1378(b) for any year before or during the years in issue.

3. VWhet her Western Is an S Corporation

Petitioners contend that under Rev. Proc. 97-48, 1997-2 C. B
521, Western was an S corporation during the years in issue
because Western foll owed procedures required to qualify as an S
corporation, including filing Forms 1120S for 1994-2002. W
di sagree. Corporations which file a late election for S
corporation status nmay be eligible for relief under Rev. Proc.
97-48, supra. As previously discussed, Western failed to qualify
as an S corporation because it did not use a tax year permtted
under section 1378(a), not because it filed its S corporation
el ection late. Thus, Western is not eligible for relief under
Rev. Proc. 97-48, supra.

Petitioners contend that respondent failed to act on their
el ection of S corporation status for Western and that this
failure resulted in deened approval. W disagree that respondent
failed to act. By letter to petitioners dated Decenber 21, 1998,
respondent stated that respondent had rejected S corporation
status for Western before the returns for the years in issue were
due.

4. VWhet her Petitioners Substantiated Their d ai ned
FIl owt hr ough Losses From Western

Petitioners contend that they substantiated the anmounts of

Western’s | osses they deducted (as fl owt hrough) on their income
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tax returns for 1999, 2000, and 2001. W disagree. Petitioners
of fered no evidence substantiating Western’s | osses.
5. Concl usi on
Petitioners nmay not deduct any |osses from Wstern in 1999,
2000, and 2001.
B. Whet her Petitioners Are Liable for Self-Enploynent Tax for

2001 on Incone From Their Accounting and Real Estate
Activities

1. Contentions of the Parties and Backqgr ound

Petitioners contend that they are not liable for self-
enpl oynent tax for 2001 because they perforned services as
enpl oyees of their respective corporations in 2001. Respondent
contends that petitioners inproperly assigned their personal
service incone to their S corporations in 2001 and thus the
income at issue was petitioners’ inconme fromself-enploynent in
2001.

The tax on income fromself-enploynent is inposed on net
ear ni ngs of $400 or nore derived by an individual froma trade or
busi ness. Sec. 1402(a) and (b); sec. 1.1401-1(c), Incone Tax

Regs.; see also Parrish v. Conmm ssioner, T.C Meno. 1997-474,

affd. 168 F.3d 1098 (8th Cr. 1999). The performance of services
as an enployee is generally not subject to self-enploynent tax.

Sec. 1402(c)(2) and (3).
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2. VWhet her Petitioners I mproperly Assigned | ncone From
Accounting and Real Estate Services to Their
Cor por ati ons

Petitioners contend that they did not inproperly assign M.
Arnol d’s accounting incone to Pacific and Ms. Arnold s real
estate comm ssions to EAPC. Petitioners contend that their
corporations earned that incone. Petitioners contend that the
incone at issue is not taxable to them under the assignnent of
i ncone doctrine because the inconme was earned by their validly
organi zed and operated corporations. W disagree.

The exi stence of a validly organi zed and operat ed
corporation does not preclude taxation of inconme to the service

provi der instead of the corporation. WIlson v. United States,

530 F.2d 772, 777-778 (8th Cr. 1976), Haag v. Conm ssioner, 88

T.C. 604, 610-611 (1987), affd. w thout published opinion 855

F.2d 855 (8th G r. 1988); see al so Conm ssioner v. Cul bertson,

337 U.S. 733, 739-740 (1949). Deciding whether the corporation
or the service provider earned the incone requires that we decide
whet her the corporation or its service-perform ng agent or

shar ehol der controls the earning of the inconme. Johnson v.

Commi ssioner, 78 T.C. 882, 891 (1982) (and cases cited therein),

affd. w thout published opinion 734 F.2d 20 (9th Cir. 1984).
A corporation earns the incone if: (a) The service provider
is an enpl oyee of a corporation which has the right to direct or

control that enployee in sone neani ngful sense; and (b) there
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exists a contract or simlar arrangenent between the corporation
and the person or entity using the services which recogni zes the
corporation’s right to direct or control the work of the service

provider. Haag v. Conm ssioner, supra at 611; Johnson v.

Conmi ssi oner, supra at 891; see also Leavell v. Commi ssioner, 104

T.C 140, 151-152 (1995). W discuss these requirenents next.

a. Whet her Petitioners Were Enpl oyees of Their
Cor por ati ons

Petitioners were enpl oyees of their corporations because
they were officers of those corporations. See secs. 3121(d)(1),

1401, 1402; Robinson v. Comm ssioner, 117 T.C. 308, 320-322

(2001) .

b. Whet her Contracts Exi sted Between Petitioners
and Their Corporations Recognizing the R ghts of
the Corporations To Direct or Control Their
Perf ormance of Services

Petitioners make no argunent on this point. There is no
evi dence of a contract or simlar arrangenent between M. Arnold
and Pacific or between Pacific and its clients. Thus,
petitioners have not shown that Pacific controlled M. Arnold s
per f or mance of services.

Simlarly, there is no evidence that Ms. Arnold contracted
with her corporation to performreal estate services or that EAPC
contracted wwth clients to performreal estate services. The
contracts between Ms. Arnold and Seal and Seal’'s records with

respect to Ms. Arnold s real estate sales and conm ssions show
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that Seal paid Ms. Arnold, not EAPC. W conclude that EAPC did
not control Ms. Arnold s perfornance of real estate services.?®

C. Concl usi on

We sustain respondent’s determ nation that petitioners are
subject to self-enploynent tax in 2001 on incone fromtheir

accounting and real estate activities.

C. VWhet her Petitioners’ Tax Treatnent of “Leased Payroll” Is
Correct
1. Whet her the $17,995 of “Leased Payroll” | ncone That

Petitioners Reported on Their 2001 Return Is Self-
Enpl oynment | ncone

M. Arnold testified that: (a) He personally obtained and
contracted with enpl oyees and i ndependent contractors to provide
services to Pacific; (b) he charged Pacific 25 percent nore than
the workers were paid; and (c) the 25 percent difference was
rental income to himand not subject to self-enploynent tax.

CGenerally, income fromthe rental of property is not self-
enpl oynent inconme. Sec. 1402(a)(1l). Petitioners reported that
t hey received $17,995 of “leased payroll incone” as rental
income. Petitioners contend that the $17,995 of “leased payrol
i ncone” is not self-enploynment inconme. W disagree.

M. Arnold s testinony establishes that the $17, 995 t hat

petitioners reported as | eased payroll incone: (a) Was not

5> W do not consider respondent’s argunent based on Ms.
Arnold’ s Wb site because evi dence about the Wb site is not from
2001.
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incone fromreal estate rentals; and (b) was derived from M.
Arnol d’ s personal services. Thus, petitioners received $17, 995
in self-enploynent inconme that Pacific paid to M. Arnold in 2001
for | abor provided by M. Arnold. W sustain respondent’s
determ nation that the $17,995 that petitioners reported as
| eased payroll inconme is self-enploynent incone.

2. Whet her Petitioners May Deduct $28,067 As Leased
Payrol |l Expenses

Petitioners contend that they may deduct the follow ng
$28,067 in expenses related to their |eased payroll activity:
(a) $14,396 for labor; (b) $10,471 for interest; and (c) $3, 200
for repairs and inprovenents. W disagree for reasons stated
bel ow.

a. Labor Expenses

Petitioners contend that M. Arnold paid $14,396 for |abor
in 2001. Petitioners rely on Forms W2, Wage and Tax Statenent,
and Forns 1099-M SC, M scel |l aneous | ncone, show ng paynents made
to various individuals in 2000. A taxpayer may deduct ordinary
and necessary expenses paid or incurred during the taxable year
in carrying on any trade or business. Sec. 162(a).

The fornms have several different enployer identification
nunbers (EIN), none of which match petitioners’ Social Security
nunbers. The fornms do not show that either petitioner paid
$14,396 for labor or that the paynments relate to M. Arnold s

| eased payroll activity. Petitioners do not explain why 2000
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expenses are deductible for 2001. Petitioners may not reduce the
$17,995 received in 2001 by anmounts they claimto have paid for

| abor .

b. | nt er est Expense

Petitioners reported interest incone totaling $10,491 for
2001 as follows: (1) $1,253 from Western; (2) $7,387 from EAPC,
(3) $1,831 fromPacific; and (4) $20 from*“other”. Petitioners
contend that they had interest expenses in that anount. W
di sagree. The interest was not an expense of petitioners if it
was paid to themby their S corporations. Statenents in a tax
return are adm ssions and are not overcone w thout cogent

evi dence that they are wong. Waring v. Conm ssioner, 412 F.2d

800, 801 (3d Cir. 1969), affg. per curiamT.C Menp. 1968-126;

Estate of Hall v. Comm ssioner, 92 T.C 312, 337-338 (1989); Lare

v. Comm ssioner, 62 T.C. 739, 750 (1974), affd. w thout published

opinion 521 F.2d 1399 (3d G r. 1975). There is no evidence that
petitioners had $10,471 of interest expenses in 2001.

Petitioners’ Schedule B is inconsistent with their claimfor
a $10,471 interest deduction because it states that petitioners’
corporations paid $10,471 to petitioners. Thus, M. Arnold did
not nmake these interest paynents, and apparently, these paynents

do not relate to M. Arnold s | eased payroll activity.
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C. Repairs and | nprovenents

Petitioners contend that they may deduct fromthe $17, 995
anount $3,200 for repairs and inprovenents. W disagree.
Petitioners have failed to show that they paid those anounts or
that those anmobunts were ordinary and necessary expenses of M.
Arnol d s | eased payroll activity.?®

d. Concl usi on

Petitioners have not shown that they are entitled to deduct
any armount fromthe $17,995 they received from Pacific because of

M. Arnold s | eased payroll activity.

D. VWhet her Petitioners Are Liable for the Accuracy-Rel at ed
Penal ty

Petitioners contend that they are not liable for the

accuracy-rel ated penalty under section 6662(a) because they

6 In their reply brief, petitioners request that we reopen
the record to admt into evidence (1) docunents stating that they
pai d $3,200 for repairs and i nprovenents and (2) schedul es
relating to their clains of double taxation of incone, illegal
seizures, and failure to issue refunds.

A court generally will not reopen the record unless the
evi dence relied on probably woul d change the outcone of the case.
Butler v. Conm ssioner, 114 T.C 276, 287 (2000). The docunents
stating that petitioners paid $3,200 for repairs and inprovenents
woul d probably not change the outcone of these cases because they
do not purport to show that they were ordinary and necessary
expenses of M. Arnold s | eased payroll activity. The schedul es
probably woul d not change the outcone of these cases because the
data in the schedules is uncorroborated. Petitioners do not
explain why they did not offer these docunents into evidence at
trial. It is not appropriate to reopen the record under these
ci rcunst ances.
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foll owed regul ati ons and procedures when preparing records and
the returns at issue in these cases. W disagree.

1. Burden of Production

Section 7491(c) places on the Comm ssioner the burden of
produci ng evidence that it is appropriate to inpose a particular
penalty. To nmeet that burden, the Comm ssioner need not produce

evidence relating to defenses such as reasonabl e cause or

substantial authority. Hi gbee v. Conmm ssioner, 116 T.C. 438, 446
(2001); H. Conf. Rept. 105-599, at 241 (1998), 1998-3 C.B. 747,
995. Once the Comm ssioner neets the burden of production, in
order to not be found |iable for the penalty the taxpayer nust
produce evi dence showi ng that the Comm ssioner’s determnation is

i ncorrect. Hi gbee v. Commi ssi oner, supra at 447.

Respondent has net the burden of production under section
7491(c) wth respect to the accuracy-rel ated penalty under
section 6662(a) by showng: (a) Western did not report its
incone on a permtted tax year; (b) respondent notified
petitioners in witing that Western was not an S corporation; (c)
petitioners disregarded statutes and the regul ati ons thereunder
in claimng | osses fromWstern for 1999, 2000 and 2001; (d)
petitioners performed personal services and clainmed that their
corporations earned the inconme received for personal services
provided for tax year 2001; and (e) M. Arnold and not Pacific

earned the $17,995 that petitioners reported as | eased payrol
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i ncone on their 2001 return and that the $17,995 is self-
enpl oynent i ncone.

2. VWhet her Petitioners Have Shown They Were Not Negli gent

Petitioners argue that they were not negligent because they
are correct on the nerits of this case and they followed the
Secretary’s regul ations and procedures. W disagree. As
di scussed above, we conclude that petitioners are incorrect on
the nerits of this case. Petitioners did not conply with Rev.
Proc. 87-32, 1987-2 C.B. 396. Petitioners make no argunent and
of fered no evidence to show that they had reasonabl e cause. W
conclude that petitioners are liable for the accuracy-rel ated
penal ty under section 6662(a) for 1999, 2000, and 2001.

To reflect concessions and the foregoing,

Deci sions will be

entered under Rul e 155.




