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UNI TED STATES TAX COURT

ERNESTI NE FORREST, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 24971-08. Filed January 4, 2011

R determ ned a deficiency in Ps incone tax for the
2005 tax year based on P's unreported dividend incone and a
di sal | oned deduction for an IRA contribution. In an anended
answer, R increased the determ ned deficiency by disallow ng
an income tax w thholding credit of $20,060.89 and Schedul e
C busi ness expense deductions of $29,942.74 for the 2005 tax
year.

Hel d: This Court does not have jurisdiction to decide
the withholding credit issue. Pis liable for the
deficiency arising fromthe disall oned Schedul e C busi ness

expense deducti ons.

Ernestine Forrest, pro se.

M chael K. Park, for respondent.
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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

WHERRY, Judge: This case is before the Court on a petition
for redeterm nation of a Federal incone tax deficiency that
respondent determ ned for petitioner’s 2005 tax year. After
concessions by petitioner,! the issues left for decision are:

(1) Whether petitioner is entitled to a Federal incone tax
wi t hhol ding credit of $20,060.89 for the 2005 tax year;

(2) whether petitioner is entitled to busi ness expense
deductions clainmed on Schedule C, Profit or Loss from Business,
of $29,942.74 for the 2005 tax year;? and

(3) whether petitioner is entitled to a deduction under
section 1341 for amounts subtracted from her pension
di stributions during the 2005 tax year.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts and the acconpanyi ng exhibits are hereby incorporated by
this reference. At the tine she filed her petition, petitioner

resided in California.

Petitioner conceded receiving unreported dividend i ncome of
$90 for the 2005 tax year and that she is not entitled to an | RA
contribution deduction of $4,500 for the 2005 tax year, which
entirely disposes of the original issues in the notice of
defi ci ency.

2Unl ess ot herwi se indicated, all section references are to
the Internal Revenue Code, as anended and in effect for the year
at issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.
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Respondent issued a notice of deficiency on July 7, 2008,
determ ning an incone tax deficiency for petitioner’s 2005 tax
year of $459. Petitioner filed a tinely petition with the Court
on Cctober 14, 2008, alleging a “substantial deduction which wll
w pe out the alleged deficiency”. By an anendnent to the answer,
served on petitioner by respondent on April 29, 2009, respondent
di sal l oned a wi thholding tax credit of $20,060.89 and Schedule C
deductions of $29,942. 74,

The State of California withheld $20,060.89 for Federal
income tax froma termnation of enploynent |awsuit settlenent it
made with and paid to petitioner. It also issued to petitioner a
Form W2, Wage and Tax Statenment, for 2005 reflecting the
wi t hhel d tax of $20,060.89 and the $172, 071 settl ement paynent.
Petitioner clained a credit for the $20,060.89 of allegedly
wi t hhel d tax on her 2005 Federal inconme tax return. She did not,
however, include any of the $172,071 paynent in her taxable
i ncone shown on her 2005 Federal incone tax return.

Respondent’ s exam ning agent initially sought to tax the
$172,071 settlenent payment by increasing petitioner’s 2005
Federal taxable incone by that anmount. Although the evidentiary
record is sparse, it is apparent fromeach party’s statenents in
Court and filed docunents that petitioner eventually convinced
respondent that, notw thstanding the Form W2, she did not

actually receive the $172,071 until 2006. Therefore respondent
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did not, at the conclusion of the exam nation, seek to increase
petitioner’s 2005 Federal taxable income by the $172, 071 anount
of the settlenent paynent.

Respondent’s decision to exclude the $172,071 anmount of the
settlement paynent frompetitioner’s 2005 Federal taxable incone
woul d seemto have the consequence of rendering petitioner’s
cl ai med $20, 060. 89 wi thhol ding credit on her 2005 Federal incone
tax return to be “an overstatenent of the credit for incone tax
w thheld at the source” within the neaning of section 6201(a)(3).
|f so, then, as we note below, “the anpbunt so overstated which
* * * [was] allowed against the tax shown on * * * [petitioner’s
2005] return” could have been summarily assessed by respondent
W t hout being subject to deficiency procedures pursuant to
section 6201(a)(3). However, respondent apparently neglected to
do this. To address this evident oversight respondent instead
sought to anend his answer to chall enge the clained $20, 060. 89
wi t hhol ding credit for 2005.

Petitioner started collecting unenpl oynent conpensation in
2005. She also considered starting a solo | aw practice, a
process that apparently began as far back as 2003. See Forrest

V. Conm ssioner, T.C. Menob. 2009-228. She clained, in connection

wth efforts to find work as a contract attorney, expenses for
of fice supplies and other itenms. The clainmed expenses were

initially reported on Schedule A, Item zed Deductions, of her
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2003 Federal incone tax return but were subsequently clainmed on
Schedul e C of her 2005 Federal inconme tax return as a business
expense.

Petitioner reported no inconme fromwrk as a contract
attorney in either 2003 or 2005. The 2003 expenses whi ch she had
sought to recast as Schedul e C busi ness deductions at trial were
rejected on account of the Court’s finding that her work as a
contract attorney was not an active trade or business. See

Forrest v. Conmi ssioner, supra. On Schedule C of her 2005

return, petitioner reported no inconme and cl ai med deductions of
$29,942.74. Petitioner’s planned solo | aw practice never nmade it
past the startup phase to fruition. She acknow edged that none
of her referrals in 2005 resulted in paying clients and that she
never purchased mal practice insurance.

During 2005 petitioner was engaged in extensive litigation
in connection with the decision by the California Departnent of
Corporations to again term nate her enploynent in February 2004.°3
Petitioner explained that the State of California “had active
[itigation trying to get noney back.” Petitioner has incurred
expenses arising fromthis litigation. Her clained $29,942.74

Schedul e C busi ness expense deduction for 2005 included a $15,778

W note that petitioner had previously been ternm nated from
the California Departnent of Corporations in 2000 and was
subsequently reinstated in March 2003 after filing suit against
the State of California in 2003. W take judicial notice of
these facts. See Forrest v. Comm ssioner, T.C Meno. 2009-228.
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deduction for “Litigation re: clear nanme and Establish Self
prof essional | y”.

Atrial was held in Los Angeles, California. Follow ng
trial, the Court, wth agreenent of the parties, set a
si mul t aneous briefing schedul e of Septenber 9, 2009, for opening
briefs, and October 26, 2009, for reply briefs. On Septenber 11,
2009, petitioner filed a notion for an extension of tinme to file
a brief. The Court granted her notion and gave her until Cctober
20, 2009, to file her opening brief and gave both parties until
Decenber 7, 2009, to file a reply brief.

On Cct ober 26, 2009, petitioner filed yet another notion
requesting to extend tinme to file briefs and stating that she
intended to “submt a Brief by Express Mail over the weekend for
delivery on Monday, October 26, 2009”. The Court had still not
received a brief frompetitioner by Novenber 16, 2009, when it
deni ed her notion. Subsequently, on February 1, 2010, petitioner
filed a status report indicating she woul d soon conpl ete her Los
Angel es Superior Court trial matters and address her tax matters.
On April 16, 2010, the Court, still having received no opening
brief frompetitioner, entered an order that it would no | onger

wait for or accept briefs frompetitioner in this case.*

“As she did in her conpanion Federal inconme tax case for
2004, Forrest v. Conm ssioner, docket No. 11513-08, tried
separately at the sane trial session, petitioner has followed a
practice of requesting repeated extensions of time and then
failing to file a brief. W caution petitioner agai nst abusing

(continued. . .)




OPI NI ON

Burden of Proof

As a general rule, the Comm ssioner’s determ nation of a
deficiency is presuned correct, and the taxpayer bears the burden
of proving that the determnation is inproper. See Rule 142(a);

Welch v. Helvering, 290 U S 111, 115 (1933). However, the

wi t hhol ding credit and Schedul e C deduction issues were not
raised in the statutory notice of deficiency and are therefore
new matters within the nmeaning of Rule 142(a). Thus, as
respondent has conceded, with respect to those issues, the burden
of proof lies with respondent. Because petitioner raised the
issue related to the deductions for her pension repaynents, she
carries the burden of proof as to that issue.

1. Whether Petitioner |Is Entitled to a Federal |ncone Tax
Wthholding Credit of $20,060.89 for the 2005 Tax Year

Section 6213(a) allows the taxpayer to seek judicial review
of a proposed deficiency before this Court. Under section
6211(b) (1) a deficiency is determned “w thout regard to paynent

on account of estimated tax, without regard to the credit under

4(C...continued)
our processes and rem nd her that sec. 6673(a)(1l) allows us in
our discretion to require the taxpayer to pay to the United
States a penalty not in excess of $25,6000 whenever it appears
that “(A) proceedi ngs before it have been instituted or
mai nt ai ned by the taxpayer primarily for delay, (B) the
taxpayer’s position in such proceeding is frivolous or
groundl ess, or (C the taxpayer unreasonably failed to pursue
avai |l abl e adm ni strative renedi es”.
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section 31”. Section 31 generally allows the taxpayer to claima
credit for Federal incone tax w thheld fromwages for that
taxabl e year. The anmount of an overstated credit may be
summarily assessed and is not subject to deficiency procedures.

Sec. 6201(a)(3); Bregin v. Comm ssioner, 74 T.C. 1097, 1104-1105

(1980) (“[T]here is no indication that section 6214(a) was
intended to provide himw th an alternative nethod for recovering
on such a claim Furthernore, if the Conmm ssioner is allowed to
raise his claimin this proceedi ng, he would be allowed to
recover on a claimthat would otherwi se be barred by the statute
of limtations.”).

Since the withholding credit issue is not a factor in
determ ning the tax deficiency, we have no jurisdiction to
consider it and therefore may not deci de whether petitioner is
entitled to a Federal income tax withholding credit of $20,060. 89
for the 2005 tax year. W note that under section 6201
respondent may, if he acts tinely, assess any overstated
wi thhol ding credit as “a mathematical or clerical error” in the
manner specified by section 6213(b).

[11. VWhether Petitioner Is Entitled to $29,942.72 of Schedule C
Busi ness Expense Deductions for the 2005 Tax Year

A. CGeneral Rul es

Deductions are a matter of |egislative grace, and the
t axpayer must naintain adequate records to substantiate the

anmounts of any deductions or credits clainmed. Sec. 6001 (the
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t axpayer “shall keep such records”); I NDOPCO, Inc. v.

Commi ssioner, 503 U.S. 79, 84 (1992); sec. 1.6001-1(a), Incone

Tax Regs. Taxpayers nmust nmaintain records relating to their
i nconme and expenses and must prove their entitlenment to al
cl ai mred deductions, credits, and expenses in controversy. See

sec. 6001; Rule 142(a); I NDOPCO, Inc. v. Conm ssioner, supra at

84: Welch v. Helvering, supra at 115. However, as di scussed

above the withholding credit and Schedul e C deduction issues were
not raised in the statutory notice of deficiency, and, as
respondent has conceded, with respect to those issues, the burden
of proof lies with respondent.

Section 162(a) authorizes a deduction for “all the ordinary
and necessary expenses paid or incurred during the taxable year
in carrying on any trade or business”. A trade or business
expense is ordinary for purposes of section 162 if it is nornal
or customary within a particular trade, business, or industry and
is necessary if it is appropriate and hel pful for the devel opnent

of the business. Conmnissioner v. Heininger, 320 U S. 467, 471

(1943); Deputy v. du Pont, 308 U S. 488, 495 (1940).

B. Petitioner’'s Schedule C O her Expense Deducti ons

1. Startup Expenditures

On her tax return for 2005, in connection with her all eged
practice of |law, petitioner clainmed Schedul e C other expense

deductions for, anong other items: “Business use of Tel ephone”,
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“Post age”, “Supplies (toner cartridges, paper, clips, etc.)”,
“Copies”, “Publications, semnars, training, travel”, “Fees re:
travel |egal conventions and neetings, hotels”, “Business

associ ations provi de networki ng, equi pnent use re: travel and

ot her professional support”. On Schedule C of her 2005 tax
return, petitioner reported no inconme generated by her | aw
practice but clainmed $29,942. 74 of deducti bl e expenses, producing
a loss of the sane amount. Petitioner testified at trial that
her solo law practice was a “fledgling effort.” She wanted to
“figure out what kind of work * * * [she] was going to do. A lot
of it was maki ng expenditures, maeking contacts, doing the

net wor ki ng” .

On the basis of the record, including petitioner’s
testinony, we find that the expenses reported on Schedul e C of
her return for 2005, insofar as related to her |egal practice,
were not incurred in “carrying on” a business. The expenses were
incurred before it becanme (if it ever did) a business or profit-

seeking activity. See sec. 162; Toth v. Conm ssioner, 128 T.C. 1

(2007). Al though “Section 162 generally allows a deduction for
all the 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

t axpayer’s trade or business that is functioning as a business at

the tine the expenses were incurred.” Wody v. Conm SsSioner,
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T.C. Meno. 2009-93, affd. w thout published opinion No. 09-1193
(D.C. Cr., Dec. 16, 2010) (enphasis added).
Consequently, petitioner may not deduct any of those expenditures
for 2005.

2. Legal Fees

It is well established * * * that, even though a
t axpayer’s enpl oyee status may be regarded as a trade or
busi ness, | egal fees stemm ng froma taxpayer’s enpl oyee
status are not deductible in conputing adjusted gross incone
but are to be treated only as m scell aneous item zed
deductions, subject to the AMI and to a 2-percent fl oor.
See sec. 62(a)(1) * * *.

Kenton v. Commi ssioner, T.C Meno. 2006-13.

I ncluded in petitioner’s $29,942. 74 of clai ned busi ness
expense deductions was a Schedul e C busi ness expense deducti on
for “Litigation re: clear nane and Establish Self
professionally”. This litigation arose fromthe decision by the
California Departnment of Corporations to termnate petitioner’s
enpl oynent. Because petitioner’s litigation relates to her
status as an enployee, she is not entitled to a Schedule C
busi ness expense deduction. Instead, petitioner may be entitled
to a Schedule A m scell aneous item zed deduction for such

litigation expenses.® See Kenton v. Conmmi ssioner, supra.

W note that under sec. 62(a)(20) as anmended, effective

Cct. 22, 2004, “attorney fees and court costs” paid by the

t axpayer in connection with discrimnation |law suits “paid after

Cct. 22, 2004, with respect to any judgnent or settlenent

occurring after that date are allowed as a deduction in conputing

adj usted gross incone, with the result that they are not subject

to the AMI, and are not subject to the 2-percent floor.” Kenton
(continued. . .)
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V. VWhether Petitioner |Is Entitled to a Deduction Under Section
1341 for Anpounts Deducted From Her Pension Distributions
During the 2005 Tax Year

Section 1341 provides a deduction for an item of incone that
was included in gross incone in a prior tax year that was
required to be repaid in a subsequent tax year. The provision
has three basic requirenents: (1) The item nust have been
i ncluded as gross incone for a prior taxable year because “it
appeared that the taxpayer had an unrestricted right to” it, (2)
the “deduction is allowable for the taxable year [at issue]
because it was established after the close of” the prior taxable

year that the taxpayer did not have an unrestricted right to it,

and (3) “the anobunt of such deduction exceeds $3,000”. Sec.
1341(a). If all of these requirenents are net, the taxpayer may
deduct the itemfromthe current years taxes. 1d.

Petitioner reported pension distributions of $17,434.36 as
i ncone for the 2005 tax year. She was required to nmake
repaynents on pension distributions fromearlier tax years out of
her current year’s distribution. Because petitioner clains that
she had previously included the pension distribution that she was

required to repay in sonme prior tax year and at which tinme it had

5(...continued)
v. Comm ssioner, T.C Meno. 2006-13. However, as petitioner has
not included in her gross incone for 2005 any proceeds froma
j udgnment or settlenent of the litigation in which she incurred
the | egal expenses, she is not entitled to deduct those fees
under sec. 62(a)(20).
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appeared that she had an unrestricted right to it, she is
entitled to deduct, in 2005, the anounts repaid in 2005.

At trial petitioner proffered only three nonthly
distribution statenments. These statenents do not indicate
whet her the anounts |isted under “recover overpaynment”
hi ghl i ghted by petitioner were included or excluded fromthe
gross pension distribution.® |If petitioner’s pension
di stributions were gross amounts, she mght be entitled to a
section 1341 deduction, provided she net the $3, 000 deduction
floor. |If, however, anmobunts to cover repaynents were deducted

fromor netted against petitioner’s pension paynent and al so

Respondent objected to petitioner’s nonthly distribution
statenents’ being admtted into evidence on grounds of relevance.
We deferred ruling on the adm ssibility of those statements to
give petitioner nore tine to gather additional docunentation of
the distributions as well as the statenents for the m ssing
months. Petitioner failed to submt any such additi onal
docunent ati on.

Fed. R Evid. 401 defines “Rel evant evidence” as “evidence
havi ng any tendency to make the exi stence of any fact that is of
consequence to the determnation of the action nore probable or
| ess probable than it would be without the evidence.” The
distribution statements are relevant to show that petitioner nmade
repaynments on her pension distributions fromearlier tax years.
However, we note that these docunents constitute hearsay; and
because they are not acconpanied by any type of certification or
Wi tness identification, they do not fall within the business
records exception to hearsay under Fed. R Evid. 803(6) and
902(11). Respondent did not raise a hearsay objection at trial
and thus waived it. See Fed. R Evid. 103(a)(1). W now
overrul e the objection on the basis of rel evance; however, we
note that had these docunents been denied adm ssion, it would not
have changed the result because petitioner failed to submt
addi ti onal docunentation to clarify whether the deductions had
been included in gross distributions or had al ready been
deduct ed.
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deducted from her total Form 1099 yearend tax statenent or other
tax information reporting form then she was already naking the
repaynment with pretax inconme and a section 1341 deduction woul d
in effect give her a second deduction. Petitioner presented no
evi dence that she had included the prior pension distributions in
a prior tax year, nor that the deduction would have net the
$3,000 floor. As discussed above, the burden of proof for this
i ssue rests on petitioner. She has failed to carry her burden
and is not entitled to a deduction under section 1341.

The Court has considered all of petitioner’s contentions,
argunents, requests, and statenents. To the extent not discussed
herein, we conclude that they are neritless, noot, or irrelevant.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




