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ARMEN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
ef fect when the petition was filed.! Pursuant to section

7463(b), the decision to be entered is not reviewabl e by any

1 Unl ess otherw se indicated, all subsequent section
references are to the Internal Revenue Code in effect for the
year in issue, and all Rule references are to the Tax Court Rul es
of Practice and Procedure.
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other court, and this opinion shall not be treated as precedent
for any other case.

Respondent determ ned a deficiency in petitioner’s 2005
Federal incone tax of $24,984 and an accuracy-rel ated penalty of
$4,996. 80 under section 6662(a).

After concessions,? the issues for decision are: (1)

Whet her petitioner may claima | oss of $65,000 in 2005 arising
fromhis purported investnment in Fuschia Ltd. Partnership, and
(2) whether petitioner is entitled to Schedule C, Profit or Loss
From Busi ness, deductions for various expenses related to other
cl ai med busi ness activities.

Backgr ound

Sone of the facts have been stipulated, and they are so
found. W incorporate by reference the parties’ stipulation of
facts and acconpanyi ng exhibits. Petitioner resided in
California when the petition was fil ed.

During 2004 and for part of 2005 petitioner worked as a
mechani cal engineer in the field of pharnmaceutical discovery for
IIlumna, Inc. Petitioner left his position as an engineer in

2005 to pursue a career as a full-tinme property devel oper.

2 Petitioner concedes that he received a taxable State tax
refund in 2005 as determned in the notice of deficiency.
Respondent concedes the accuracy-rel ated penalty under sec.
6662(a).
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In 2004 petitioner entered into a partnership agreenent
(agreenent) with Fuschia Limted Partnership (Fuschia).® The
agreenent, in its entirety, reads as foll ows:

July 14, 2004

This is an agreenent between Brett M Ellman * * * and
Fuschia Limted Partnership -- Dennis Cal kins, General
Part ner.

Fuschia Limted Partnership agrees to give Brett M
El | man 20% partnership in numerous projects listed in
the attached Addenduns. Each Addendum nust be signed
and dated by both partners.

Part nershi ps are not transferable without the witten
consent of the other partner.

If for any reason either partner wishes to sell his
per cent age of ownership on a project the other partner
has first option to purchase.

Brett M Ellman will pay a total investnment in the
anount of ($550, 000.00) Five-hundred and fifty thousand
and 00/ 100 doll ars, ($50,000.00) Fifty thousand and

00/ 100 dollars will be paid at the signing of this
agreenent and the balance to be paid within 60 days of
t he above date.

Any di spute or claimarising between either partner out
of this contract or any resulting transaction, which is
not settled by nediation, shall be decided by neutral,
binding arbitration. By agreeing to arbitration, the
parties to this contract expressly give up the right to
litigate any dispute in a court or jury trial.

The agreenent was signed and dated by petitioner and Dennis

Calkins (M. Calkins). Petitioner provided a copy of an addendum

3 Use of the terns “partnership” and “agreenent” (and their
derivatives) are intended for narrative conveni ence only. Thus,
no i nference should be drawn from our use of such terns regarding
any | egal status or relationship.
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which is a handwitten docunent on bl ank paper that reads as
fol |l ows:
Addendum #1 August 10t h 2004
Agreed this date per our Partnership Agreenent dated

July 14th 2004 the followi ng properties are agreed as
bei ng added to the Partnership at 20%to Brett M

El | man
#1) Phase #4 Lot 36 Plan 2
Desert WI I ows Desert Hot Springs CA
Single Fam |y Hone per attached paperwork
#2) Unit #1101 La Jolla De Rosarito condo
Mexi co
2 Bed 2 Bath per attached paperwork
#3) Unit #201 La Jolla De Rosarito condo
Mexi co
2 Bed 2 Bath per attached paperwork

The addendum was signed and dated by petitioner and M. Calkins,
but no additional paperwork was attached to the addendum The
two properties listed on the addendum | ocated in La Jolla de
Rosarito, Mexico, were not owned by Fuschia, but were owned by
another limted partnership called Ransgate. The other property
listed on the addendum | ocated in Desert Hot Springs, California,
was purchased in August 2004 by Panel og Buil ding Systens, Inc.,
and Kristina Kukuli, the wife of M. Calkins.

A nonnegoti abl e purchaser copy of a cashier’s check dated
July 16, 2004, made out to Fuschia Limted Partnership for
$58, 000 was admitted into evidence at trial. Petitioner also

wote a personal check to Dennis Cal kins on Decenber 13, 2004,
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for $20, 000, which check was negoti ated on Decenber 16, 2004.
The nmeno |ine of the personal check reads “Down Paynent”.

At trial, petitioner explained that his understanding of the
agreenent was that Fuschia was a joint venture with a purpose of
devel opi ng properties in Mexico and that the properties listed in
t he addendum were al ready constructed and served as coll ateral
for future projects. After sone tinme, petitioner said he began
asking M. Cal kins about the progress of the projects, but M.
Cal ki ns’ responses were allegedly vague and “standoffish”
Petitioner clainmed that he al so requested witten confirmation of
the projects but never received any. Petitioner said he finally
began meki ng verbal requests for a return of his noney, but M.
Cal kins did not return petitioner’s calls. Although petitioner
made verbal requests for the return of his noney, petitioner
stated he never sought the services of a nediator or arbitrator
to resolve his dispute with M. Calkins. Petitioner stated that
in 2005 he did not think that the $78,000 he paid to Fuschia and
M. Cal kins woul d be returned.

Petitioner further stated that M. Calkins still resides in
San Diego County, California, the sane county in which petitioner
resides. Petitioner continues to maintain social contacts with
M. Calkins and stated that he had, in fact, seen M. Calkins

within the | ast few weeks. Wen asked about the nature of his
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recent conversation with M. Calkins, petitioner stated it “does
not relate to this case.”

Al t hough he is not fluent in Spanish, petitioner allegedly
started his own independent business in 2004 devel opi ng
properties in Mexico. As part of this business petitioner
purchased property for devel opnment in Puerto Nuevo, Mexico. In
the fall of 2004 petitioner created a Mexican corporation, “MX
Vistas S. de RL. de CV.”. In 2005 petitioner created a
U S S corporation, “MX Vista, Corp.” The two corporations did
not have income in 2004 or 2005 but had sone incone in 2006 and
2007.

In 2005 petitioner incurred various expenses related to the
non- Fuschi a property devel opnent in Mexico for bank charges,
contractors, Internet, outside services, and tel ephone. The
| ar gest expenditure was for contractors and included costs for:
(1) Environnmental inpact reports to determ ne whether a plot of
| and was buil dable; (2) architectural plans including blueprints
and engi neering cal cul ations; and (3) excavation of |and to nake
it appealing to investors. Petitioner did not provide an
expl anation for the bank charges, or Internet, outside services,
and tel ephone expenses.

Petitioner filed a 2005 Federal inconme tax return. On a
Schedul e C, petitioner clainmed deductions for “Other Expenses” as

foll ows:



-7 -

Debts from Sal es or Service $65, 000
Bank Charges 372
Contractors 18, 094
| nt er net 132
Qut si de Servi ces 200
Tel ephone 1, 790

The deduction for “Debts from Sal es or Service” of $65, 000
relates to petitioner’s paynents to Fuschia and M. Cal kins of
$78,000.4 The deductions for bank charges, contractors,
I nternet, outside services, and tel ephone are expenses from
petitioner’s non-Fuschia property devel opnment activities in
Mexi co.

During the audit process of petitioner’s 2005 Federal incone
tax return, petitioner submtted a witten statenent to the
exam ner that reads:

An agreenent to conduct business as a joint venture
with Fushia [sic] Limted Partnership was initiated on
July 14, 2004. Business with Fushia [sic] did not go
as planned and in 2005 it was realized that funds of
$78,000 given to Fushia [sic] in 2004 should be
considered a loss. Current legal actions nmay allow ne
to realize gains for ny future tax returns. On ny 2005
tax return ny accountant incorrectly listed these

| osses as “Bad Debts: $65,000” and “Contractors:
$18,094.” This was listed incorrectly. They should
have been listed as “Bad Debts: $78, 000" and
“Contractors: $5,094.” $5094 was paid in cash.

[ Enphasi s added. ]

The statenent was signed by petitioner and dated August 15, 2007.

At trial, petitioner disavowed the statenent, explaining that

4 Petitioner seeks to explain the discrepancy between

$78,000 and $65,000 in the witten statement discussed in the
fol |l ow ng paragraph of the text.
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this was “not an accurate statenent” and stated that “there were
no current legal actions”. Petitioner further stated:

| had thought * * * in 2007 * * * maybe | could go

after this now, after speaking with [the exam ner] and

maybe | really should go after this. And so | had

t hought to nyself | mght seek * * * |egal actions.

But | never did.

In a notice of deficiency, respondent determ ned, inter
alia, that petitioner was not entitled to the clainmed Schedule C
deductions for “OQther Expenses”, including the noney paid to
Fuschia and M. Cal kins, and the non-Fuschi a busi ness

expendi t ur es.

Di scussi on

A. Burden of Proof

CGenerally, the Comm ssioner’s determ nations are presuned
correct, and the taxpayer bears the burden of proving that those

determ nations are erroneous. Rule 142(a); Welch v. Helvering,

290 U. S, 111, 115 (1933). Deductions are a matter of legislative
grace, and the taxpayer bears the burden of proof to establish
that he or she is entitled to any deduction or credit clained.

Rul e 142(a); Deputy v. du Pont, 308 U S. 488, 493 (1940); New

Colonial Ice Co. v. Helvering, 292 U S. 435, 440 (1934).

Taxpayers are required to maintain sufficient records to enable
the Conm ssioner to determne their correct tax liability. Sec.

6001.
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Under section 7491(a)(1), the burden of proof may shift from
the taxpayer to the Comm ssioner if the taxpayer produces
credi bl e evidence with respect to any factual issue relevant to
ascertaining the taxpayer’s liability. Petitioner has not
al l eged that section 7491 applies, nor did he introduce the
requi site evidence to invoke that section; therefore, the burden
of proof remains on him

B. Schedule C Fuschi a Loss

As a general rule, section 165(a) allows as a deduction any
| oss sustained during the taxable year and not conpensated for by
i nsurance or otherwi se. However, in the case of an individual,
section 165(c) limts the deduction to: (1) Losses incurred in a
trade or business; (2) losses incurred in any transaction entered
into for profit; and (3) |osses of property not connected with a
trade or business or with a transaction entered into for profit,
if such losses arise fromfire, storm shipweck, or other
casualty, or fromtheft.

A loss is treated as sustained during the taxable year in
whi ch the | oss occurs as evidenced by cl osed and conpl et ed
transactions and as fixed by identifiable events occurring in
such taxable year. Sec. 1.165-1(d)(1), Inconme Tax Regs.; see
al so sec. 1.165-1(b), Incone Tax Regs. However, if there exists
a claimfor reinbursenent with respect to which there is a

reasonabl e prospect of recovery, no portion of a loss with
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respect to which rei nbursement nmay be received is “sustained”
until it can be ascertained wth reasonable certainty whether or
not such reinbursenent will be received. Sec 1.165-1(d)(2)(i),
| ncome Tax Regs.

Under section 165(e), a loss arising fromtheft is sustained
during the taxable year in which the taxpayer discovers the |oss.
See secs. 1.165-1(d)(3), 1.165-8(a)(2), Inconme Tax Regs. The
term“theft” includes, but is not imted to, |arceny,
enbezzl enent, and robbery. See sec. 1.165-8(d), Incone Tax Regs.
“Whet her a theft |oss has been sustai ned depends upon the | aw of
the jurisdiction wherein the particular |oss occurred.”

Mont el eone v. Comm ssioner, 34 T.C. 688, 692 (1960).

Section 484 of the California Penal Code (West Supp. 2010)
states the general definition of “theft” as foll ows:

(a) Every person who shall feloniously steal
take, carry, lead, or drive away the personal property
of another, or who shall fraudulently appropriate
property which has been entrusted to himor her, or who
shal | know ngly and desi gnedly, by any fal se or
fraudul ent representation or pretense, defraud any
ot her person of noney, |abor or real or personal
property, or who causes or procures others to report
falsely of his or her wealth or nercantile character
and by thus inposing upon any person, obtains credit
and thereby fraudulently gets or obtains possession of
nmoney, or property or obtains the | abor or service of
another, is guilty of theft. * * *

Petitioner urges the Court to find that the noney he paid to
Fuschia and M. Calkins was lost to theft in 2005. However, the

record does not permt any such finding. But even assum ng that
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the noney was | ost to theft, petitioner has not denonstrated that
such loss was actually “sustained” in 2005. See sec. 1.165-
1(d)(2)(i), Income Tax Regs. Petitioner admtted at trial that
in 2007 he consi dered whet her he shoul d pursue rei mbursenment of
the noneys paid to Fuschia and M. Calkins and included in his
letter to the IRS exam ner that “Current |egal actions may all ow
me to realize gains for nmy future tax returns.” In addition,

al t hough petitioner maintains social contacts with M. Cal kins
and M. Calkins resides in San D ego County, petitioner did not
call (or subpoena) M. Calkins to testify on his behalf. 1In the
absence of such testinony, we infer that it woul d have been

unfavorable to petitioner. See Wchita Term nal Elevator Co. v.

Comm ssioner, 6 T.C 1158, 1165 (1946), affd. 162 F.2d 513 (10th

Cr. 1947). Thus, we hold that in 2005 petitioner had not
ascertained with reasonable certainty whether or not

rei mbursenent woul d be received and, therefore, that he may not
claimas a deduction in that year anmounts paid to Fuschia and M.

Cal kins. See sec. 1.165-1(d)(2)(i), Incone Tax Regs.?®

> Petitioner has at tines intimated that the anount
deducted is allowable as a bad debt. See generally sec. 166.
However, even if petitioner’s investnent in Fuschia represented a
bona fide loan, petitioner failed to prove (inter alia) that the
“debt” becanme worthless in 2005. See secs. 1.166-2 and 1. 166- 3,
| ncome Tax Regs.
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C. Non- Fuschi a Schedul e C Busi ness Expendi tures

Section 162 generally allows a deduction for all ordinary
and necessary expenses paid or incurred during the taxable year
in carrying on any trade or business. Such expenses nust be
directly connected with or pertain to the taxpayer’s trade or
busi ness. Sec. 1.162-1(a), Inconme Tax Regs. Wether an

expenditure satisfies the requirenents of section 162 is a

question of fact. Conm ssioner v. Heininger, 320 U S. 467, 475
(1943) .

However, under section 263(a), no deduction is allowable for
any anount paid out for new buildings or for permanent
i nprovenents or betternments nmade to increase the value of any
property or estate. Such capital expenditures include: (1) The
cost of acquisition, construction, or erection of buildings,
machi nery and equi pnent, furniture and fixtures, and sim/l ar
property having a useful |ife substantially beyond the tax year,
and (2) any anount expended for architect’s services. Sec.
1.263(a)-2(a), (d), Incone Tax Regs.

In addition, section 195(a) provides: “Except as otherw se
provided in this section, no deduction shall be allowed for
start-up expenditures.” Section 195(c) (1) defines “start-up
expendi ture” as:

(1) * * * any anount--

(A) paid or incurred in connection wth--
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(1) investigating the creation or acquisition
of an active trade or business, or

(1i) creating an active trade or business, or
(ti1) any activity engaged in for profit and
for the production of incone before the day on
whi ch the active trade or business begins, in
anticipation of such activity becom ng an active
trade or business, and
(B) which, if paid or incurred in connection with

the operation of an existing active trade or business

(in the sane field as the trade or business referred to

i n subparagraph (A)), would be all owable as a deduction

for the taxable year in which paid or incurred.

The di sal | owance of deducti ons under sections 263(a) and
195(a) does not apply to research and experinental expenditures
deducti bl e under section 174(a). Secs. 195(c), 263(a)(1)(B)
However, section 174(c) provides that no deduction is allowable

under section 174(a) for any expenditure for the acquisition or

i nprovenent of land. See TSR, Inc. & Sub. v. Conm ssioner, 96
T.C. 903 (1991) (explaining that the phrase “research and
experinmental” for purposes of section 174 refers to scientific or
technol ogi cal research); see also sec. 1.174-2(a), Incone Tax
Regs. Because petitioner’s non-Fuschia Schedul e C expenditures
were for the “acquisition or inprovenent of |and”, those
expendi tures are not deducti bl e under section 174(a). See sec.
174(c).

Al t hough a taxpayer may not deduct the full amount of
capital expenditures or startup expenses in the year in which the

expense is incurred, a taxpayer may be able to anortize or
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depreci ate these expenditures if the taxpayer is engaged in an
active trade or business for profit. Secs. 162(a), 167(a), 183,
195(b)(1). Carrying on a trade or business requires a show ng of
nore than an initial investigation of business potential. Dean

v. Conmm ssioner, 56 T.C 895, 902 (1971); dotov v. Conm ssioner

T.C. Meno. 2007-147. Rather, the taxpayer’s business operations
must actual ly have commenced. A taxpayer has not “‘engaged in
carrying on any trade or business’ wthin the intendnent of
section 162(a) until such tinme as the business has begun to
function as a going concern and perforned those activities for

which it was organized.” Richnond Television Corp. v. United

States, 345 F.2d 901, 907 (4th Cr. 1965), vacated and remanded
on ot her grounds 382 U. S. 68 (1965); see also Kinney v.

Commi ssioner, T.C Menp. 2008-287 (taxpayer constructed buil ding

and | ocated key client but expenditures not deductible because
wel di ng busi ness had not started operating).

Petitioner contends that he incurred costs for contractors,
bank charges, Internet, outside services, and tel ephone as a
result of his non-Fuschia property devel opnent activities.
Petitioner testified that the contractor fees included
envi ronnmental inpact reports, architectural plans, and excavation
of land to attract investors. Petitioner did not provide any
expl anation or other evidence regarding the bank charges, or

I nternet, outside services, and tel ephone expenses.
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During 2005 petitioner had not started devel opi ng any

property; therefore, on the record before us we are unable to
find that petitioner’s non-Fuschia property devel opnent
activities were nore than nmere preparations for entering into
busi ness. Accordingly, we hold that in 2005 petitioner’s non-
Fuschi a property devel opnent expenditures were not incurred by an
active trade or business and therefore are nondeducti bl e.

Concl usi on

We have considered all of the argunments made by petitioner,
and, to the extent that we have not specifically addressed them
we conclude that they are irrelevant, noot, or without nerit.

To reflect the foregoing,

Deci sion will be entered

for respondent as to the

deficiency and for petitioner

as to the penalty.




