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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GERBER, Chi ef Judge: Respondent deternined a $24, 921

deficiency in petitioners’ 1996 Federal inconme tax, a $5, 818. 25

addition to tax under section 6651(a)(1),! and a $4, 865. 20

1 Unl ess otherwi se stated, all section references are to the
I nternal Revenue Code in effect for the taxable year in issue.
All Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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accuracy-rel ated penalty under section 6662. After concessions,
the issues remaining for our consideration are: (1) Wether
Kenneth W Graves’s (petitioner) bad debt, which arose in the
course of his business as an enpl oyee, is deductible in conputing
adj usted gross incone or an item zed deduction in conputing
t axabl e i ncome; (2) whether the bad debt is $85,009 as determ ned
by respondent or $86, 040 as now cl ai ned by petitioners; and (3)
whet her petitioners are liable for the addition to tax and
penal ty under sections 6651(a)(1l) and 6662, respectively.

FI NDI NGS OF FACT?

Petitioners resided in San Dimas, California, on the date
their petition was filed. They filed a joint Federal incone tax
return for their 1996 taxable year. Wth respect to their 1996
return, petitioners sought a filing extension to August 15, 1997.
No further extensions were sought after the expiration of the
extension. Twenty nonths later, on April 16, 1999, petitioners
filed their 1996 Federal incone tax return. During 1996,
petitioners received interest incone. Petitioner received
pensi on i nconme and unenpl oynent conpensation as well as a sal ary.
Ms. Gaves® received salary and m scel |l aneous i ncone as an

enpl oyee of two conpani es.

2 The parties’ stipulation of facts is incorporated by this
ref erence.

8  Ms. Gaves is a party in this case because petitioners
filed a joint return for 1996.
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Petitioner was the sol e sharehol der of KPS Trucking Co.,
Inc. (KPS), a corporation with 26 enpl oyees. He also was a
sal ari ed enpl oyee of KPS, managing its daily operations. Before
1996, KPS began experiencing financial difficulties. As a
result, petitioner lent capital to KPS in an attenpt to continue
busi ness operations and to pay salaries. Petitioner made siXx
| oans totaling $86, 040.

KPS voluntarily filed for bankruptcy under chapter 7 of the
Bankruptcy Code during July 1996, and the bankruptcy proceedi ng
concl uded on Decenber 11, 1996. Petitioner’s |loans to KPS were
the lowest in priority anongst the debts for paynent, and there
were insufficient assets in the estate to satisfy KPS s
creditors. Upon the final discharge of KPS s debts, petitioner’s
| oans remai ned unpaid and were worthl ess.

Petitioners reported an $84,734% loss attributable to the
debt due from KPS on Schedule D, Capital Gains and Losses, of
their 1996 return. Schedule D concerns the reporting of capital
asset transactions. Petitioners also deducted the worthless debt
on page 1, line 14 of their 1996 return. Line 14 is denom nated
“Qher gains or (losses)”. The parties disagree as to the
treatment of the loss for tax purposes. Petitioners now contend

that they should have clainmed the bad debt as a deduction on

4 Petitioners deducted $84, 734 as a loss on their 1996
return but were able to substantiate $86, 040 of |loans at trial.
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Schedule C, Profit or Loss From Business, to arrive at their
adj usted gross incone.

The | oans were made in petitioner’s trade or business of
bei ng an enpl oyee and were nmade to enable himto naintain his
enpl oynent with KPS. Although petitioner clained $84,734 as a
busi ness bad debt on his return, at trial he substantiated | oans
to KPS of $86, 040.

Petitioners failed to report the following itens of incone

on their 1996 i ncone tax return:

| ncone ltem Anpount
| nt er est $3, 475
State tax refund 105
Taxabl e pensi ons 29, 835
Conmput ati onal error 10, 000

On their January 9, 2002, notice of deficiency, respondent
al |l oned $85, 009 as a busi ness bad debt deduction and treated it
as an item zed deduction on Schedule A, Item zed Deductions. The
amount respondent allowed is $275 greater than the anmount
petitioners clainmed on their 1996 return.

OPI NI ON

The issues we consider arise fromcircunstances under which
petitioner lent his solely owned corporation capital so that it
could continue its operations, including the paynent of salaries.
Petitioner was a sal aried enpl oyee of the corporation and was in
t he busi ness of being an enpl oyee. The | oans becane worthl ess

during the 1996 tax year, and petitioner clainmed the loss in
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connection with the conputation of adjusted gross incone.
Respondent, on the other hand, allowed the loss as an item zed
deduction in arriving at taxable income. There is also a dispute
about whether the loss is $85,009 or $86,040. Finally, we nust
deci de whet her petitioners are |iable for an addition to tax
under section 6651(a)(1) and/or an accuracy-rel ated penalty under
section 6662.

Treatnent of the Bad Debt

Section 166 provides that a business bad debt is deductible
as an ordinary deduction for the year in which the debt becones
wort hl ess. Specifically, section 166(a)(1l) provides: “There
shal |l be allowed as a deduction any debt which becones worthl ess
within the taxable year.” Section 166(d)(1)(A) further provides
that in the case of a taxpayer other than a corporation
“subsection (a) shall not apply to any nonbusi ness debt”.

Section 166(d)(2)(A) and (B) defines a nonbusiness debt as a debt
ot her than:

(A) a debt created or acquired * * * in connection
with a trade or business of the taxpayer; or

(B) a debt the loss fromthe worthl essness of
which is incurred in the taxpayer’s trade or business.

Therefore, subsection (a) allows an ordinary | oss deduction only

f or busi ness bad debts.
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Taxpayers bear the burden of showing entitlenent to
deductions and nust show that a bona fide debt existed and that
t he debt becane worthless in the year clained.® See sec. 166;

Rul e 142(a); Dixie Dairies Corp. v. Conm ssioner, 74 T.C. 476,

493 (1980). The existence of a bona fide debt can be shown by
proof of a “debtor-creditor relationship based upon a valid and
enforceabl e obligation to pay a fixed or determ nable sum of

nmoney.” Sec. 1.166-1(c), Inconme Tax Regs.; see Dixie Dairies

Corp. v. Commi ssioner, supra. Wether a bona fide debtor-

creditor relationship exists is a question of fact to be
determ ned upon a consideration of the relevant facts and

circunstances. See Fisher v. Conm ssioner, 54 T.C. 905, 909

(1970).
It is established that being an enpl oyee nay be a trade or

busi ness for purposes of section 166. Trent v. Conmm ssioner, 291

F.2d 669 (2d Gr. 1961), revg. 34 T.C. 910 (1960). It may be
necessary for an enployee to |l end noney to an enpl oyer to

mai ntain the enployee’s enploynent. In this case, naintaining
hi s enpl oynment was petitioner’s dom nant notivation.
Accordingly, petitioner made the loans in his trade or business

of being an enpl oyee for purposes of section 166. Cf. id.

> No question has been raised with respect to the burden of
proof or production under sec. 7491(a).
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Respondent concedes that petitioner’s |oans were bona fide
debts that arose in the course of his trade or business of being
an enpl oyee of KPS. The parties stipulated that petitioner nade
the loans to maintain his enploynent with KPS. The | oans becane
wort hl ess during 1996 because of the bankruptcy of KPS. Finally,
petitioner was not in the trade or business of |ending noney;
rather, he was in the trade or business of operating a trucking
company.

In the notice of deficiency, respondent allowed $85,009 as a
bad debt deduction. However, petitioner is now claimng $86, 040
for the bad debt deduction.® The remining question is whether
t he bad debt should be allowed as a deduction from gross incone
to arrive at petitioners’ adjusted gross inconme, or is to be
treated as an item zed deduction in conputing their taxable

i ncone. ’

5The di screpancy between $85, 009 and $86, 040 will be
addressed |l ater in the opinion.

" The significance of the parties’ dispute lies in the fact
that item zed deductions are |imted by certain thresholds and
restrictions, whereas deductions used to arrive at adjusted gross
inconme are not. In particular, an item zed deduction in the
setting of this case would be subject to the 2-percent floor
under sec. 67.
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Respondent relies on section 62 and the rel ated regul ati ons
in contending that bad debt deductions in connection with the
trade or business of being an enployee are treated as item zed
deductions. Section 62 provides in part:

SEC. 62(a). Ceneral Rule.--For purposes of this
subtitle, the term“adjusted gross incone” neans, in the
case of an individual, gross inconme mnus the follow ng
deduct i ons:

(1) Trade and busi ness deductions. --The
deductions allowed by this chapter (other than by
part VIl of this subchapter) which are
attributable to a trade or business carried on by
the taxpayer, if such trade or business does not
consist of the performance of services by the
t axpayer as an enpl oyee. [Enphasis added.]

The statute provides, with exceptions none of which are
appl i cabl e here, that a taxpayer may not deduct as a trade or
busi ness deduction itens connected with the performance of
services as an enployee. The parties stipulated that
petitioner’s trade or business of operating KPS consisted of his
performance of services as an enployee. Under the statute, itens
connected with the perfornmance of those services are not
deductible in arriving at adjusted gross incone.

Section 1.62-1T(d), Tenporary |Incone Tax Regs., 53 Fed. Reg.
9874 (Mar. 28, 1988), further anplifies this point as foll ows:
“For the purpose of the deductions specified in section 62, the
per formance of personal services as an enpl oyee does not
constitute the carrying on of a trade or business, except as

ot herw se expressly provided.” Because petitioner’s trade or
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busi ness consists of the performance of services as an enpl oyee,
he may not deduct the business bad debt to arrive at adjusted
gross incone under section 62. Accordingly, petitioner’s

busi ness bad debt nust be treated as an item zed deducti on under
section 63(d).

Because the business bad debt is deductible as an item zed
deduction, it is subject to the 2-percent floor under section 67.
Section 67(a) provides in pertinent part: “In the case of an
i ndi vidual, the m scell aneous item zed deductions for any taxable
year shall be allowed only to the extent that the aggregate of
such deductions exceeds 2 percent of adjusted gross incone.”
Section 67(b) defines m scell aneous item zed deductions as
item zed deductions that are not listed therein. Section 166
busi ness bad debts are not |isted under section 67(b).

Therefore, we hold that petitioner’s business bad debt deduction
is a mscellaneous item zed deduction and is subject to the 2-
percent floor under section 67.

Amount of Busi ness Bad Debt

We next consider the anmount of petitioner’s business bad
debt deduction.® The parties disagree on the anount to be
deducted. Petitioners initially deducted $84, 734 on their

Federal inconme tax return. After exam nation, respondent allowed

8 As previously noted, no question has been raised with
respect to the burden of proof or production under sec. 7491(a).
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$85,009. Petitioners are now clainmng $86,040 for the business
bad debt deducti on.

Petitioners contend that an anended return was sent to the
| nt ernal Revenue Service claimng $86,040 for the business bad
debt on Schedul e C and correcting the pension inconme. Respondent
has no record of receiving the anended return. Irrespective of
whet her an anended return was filed, petitioners bear the burden
of showi ng the anobunts of deductions. Specifically, petitioners
bear the burden of proving they are entitled to the deductions

claimed. See INDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84

(1992); Higbee v. Comm ssioner, 116 T.C. 438, 440 (2001).

Respondent al |l owed an $85, 009 busi ness bad debt deduction in
the notice of deficiency. That allowance was $275 nore than the
$84, 734 petitioners clainmed on their original return. At trial,
petitioner, by means of testinony and docunents, substantiated
that the loans to KPS total ed $86,040. On the basis of this
evidence, we hold petitioners are entitled to a deduction for the
busi ness bad debt in the amount of $86, 040.

Addition to Tax and Accuracy-Rel ated Penalty

Respondent determ ned an addition to tax under section
6651(a) (1) and an accuracy-rel ated penalty under section 6662(a).
Section 7491(c) requires the Conm ssioner to carry the burden of
production in any court proceeding with respect to the liability

of any individual for any penalty, addition to tax, or additional
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anount. To neet this burden, the Conm ssioner nust cone forward
with sufficient evidence indicating that it is appropriate to

i npose the relevant penalty. See Higbee v. Comm ssioner, supra.

| f the Comm ssioner carries this burden, taxpayers then bear the
burden of showing that the addition or penalty does not apply;
i.e., that there was reasonabl e cause, substantial authority,
etc. 1d.

Petitioners failed to tinely file their 1996 return. In
order to be relieved of the addition to tax, petitioners nust
establish that their failure was due to reasonabl e cause and not
wllful neglect. 1d.; see sec. 6651(a)(1l). Reasonable cause is
shown when “the taxpayer exercised ordinary business care and
prudence and was neverthel ess unable to file the return within
the prescribed tine”. Sec. 301.6651-1(c)(1), Proced. & Adm n.
Regs.

Petitioners’ 1996 return was due on August 15, 1997, upon
expiration of their filing extension. Petitioners did not
request a second extension. Instead, petitioners contend they
were not able to file their return until April 16, 1999, because
they were waiting for the final loss figure fromthe KPS
bankruptcy proceeding. Petitioners’ argunent falls short,
however, because they knew the anount of the | oans nade to KPS.
In addition, petitioners could have filed a tinely return and

|ater anended it if the informati on changed for any reason,
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i ncl udi ng sone event in the bankruptcy proceedi ng. Petitioners
have not shown reasonabl e cause for their failure to tinmely file.
Respondent has net his burden of production with regard to this
addition to tax. Accordingly, we hold petitioners are |iable for
the addition to tax under section 6651(a)(1).

Respondent al so determ ned petitioners are subject to a
penal ty under section 6662(a). This penalty is inposed on any
portion of an underpaynment of tax required to be shown on a
return when the underpaynent is due to negligence or disregard of
rules or regulations, or a substantial understatenent of incone
tax. See sec. 6662(a) and (D).

A substantial understatenent of tax is defined as an
understatenent of tax that exceeds the greater of 10 percent of
the tax required to be shown on the tax return or $5,000. See
sec. 6662(d)(1)(A) (i) and (ii). The understatenent nay be
reduced by an anmount attributable to any itemfor which there was
adequat e di scl osure and a reasonabl e basis for which there was
substantial authority. See sec. 6662(d)(2)(B). Section 6662(c)
defines negligence as “any failure to make a reasonabl e attenpt
to conmply with the provisions of this title”, and disregard nmeans
any “careless, reckless, or intentional disregard.”

Respondent relies on the record, which reflects that there
was a substantial understatenent in this case. That satisfies

respondent’s burden of production as to the substanti al
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under statenment penalty. Accordingly, petitioners nust show t hat
the accuracy-related penalty should not be inposed with respect
to any portion of the understatenent for which they acted with
reasonabl e cause and in good faith. See sec. 6664(c)(1); Hi gbee

v. Conm ssioner, supra at 448. The deci sion as to whet her

petitioners acted with reasonable cause and in good faith is one
t hat depends on all the facts and circunstances. See sec.

1. 6664-4(b) (1), Incone Tax Regs. An honest m sunderstandi ng of
fact or law that is reasonable in Iight of the experience,

know edge, and education of the taxpayer may indicate reasonable

cause and good faith. See Higbee v. Conmm ssioner, supra at 449

(citing Reny v. Conm ssioner, T.C Meno. 1997-72).

Petitioner was a truck driver who was able to gradually
purchase nore equi pnent and hire enpl oyees to drive the trucks.
Petitioner’'s skills are in the trucking business. Petitioner
attenpted to conplete his owmn tax return for 1996. Hi s confusion
as to how to properly conplete the formis evidenced by his use
of Schedule D, which is used for reporting capital gains and
| osses. Under section 1211(b), which applies to capital gains
and | osses, petitioner would have been limted to a $3, 000
deduction. Petitioner intended to claima bad debt deduction of
$86, 040.

Petitioner was forthright and fully disclosed the anount of

t he busi ness bad debt. Petitioner made an honest and good faith
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attenpt at accurately reporting the bad debt. The fact that
petitioner m stakenly placed the $86, 040 deducti on on the w ong
line on the first page of the 1996 return corresponds with his
confusion in using Schedule D. On the basis of petitioners’
position and their reporting on page 1 of their 1996 return, they
shoul d have reported the | oss on Schedule C. Even if petitioners
had used a Schedul e C, respondent contends that they woul d have
been negligent because the | oss should have been shown on a
Schedul e A as an item zed deducti on.

In light of petitioner’s educational background, the
ci rcunstances of this case, and the nultiplicity of possibilities
for claimng business bad debts, petitioner has shown good faith
and reasonabl e cause for the way he reported the bad debt
deduction. W hold that the accuracy-rel ated penalty does not
apply to the portion of the understatenent attributable to the
adj ust nent concerning the bad debt.

Petitioners concede that they failed to report incone from
interest, a State tax refund, and pensions in the total anmount of
$33, 415, resulting in a substantial underreporting of incone.
Petitioners further concede that they “m ssed” or overl ooked
Forms 1099 with the result that they underreported incone.

The unreported inconme was substantial in anmount because the
under statenment of inconme tax exceeds the greater of 10 percent of

the tax required to be shown on the tax return or $5,000. The
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tax shown on the 1996 return was $1,174. The tax required to be
shown on the return was $26,095. Ten percent of $26,095 is
$2,609.50. The anount of the understatenent of tax on
petitioners’ return is $24,921. Respondent has therefore
denonstrated that petitioners have substantially understated
their incone tax for 1996.

Further, according to the regul ati ons, negligence includes
“any failure by the taxpayer to keep adequate books and records”.
Sec. 1.6662-3(b), Incone Tax Regs. In this instance petitioners
were negligent by failing to keep adequate books or records and
report the incone itens. Therefore, on the basis of substantial
understatenent of incone tax and petitioners’ failure to keep
adequate records, the accuracy-related penalty applies to the tax
on $33, 415 of underreported incone.

Petitioners concede that they made a $10, 000 conput ati onal
error on their original return which resulted in an
underreporting of inconme. This conputational error resulted in a
32. 88-percent understatenent of the income petitioners reported.
Petitioners have not provided a reasonabl e explanation for the
resulting portion of the understatenent of inconme tax or shown
that they exercised reasonable care in the preparation of their
tax return. See sec. 1.6662-3(b)(1), Incone Tax Regs.
Accordingly, petitioners are liable for the accuracy-rel ated

penalty with regard to the $10, 000 error.
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Petitioners also concede that they erroneously deducted
sel f-enpl oynent tax. The regul ations provide that negligence is
shown when “A taxpayer fails to nmake a reasonable attenpt to
ascertain the correctness of a deduction * * * on a return which
woul d seemto a reasonabl e and prudent person to be ‘too good to
be true’ under the circunstances”. See sec. 1.6662-3(b)(1)(ii),
| ncone Tax Regs. |In these circunstances, petitioners did not
report any self-enploynent tax on their return, nor did they
attach the requisite schedule for such tax.

Petitioners have not provided a foundation or predicate for
claimng a self-enploynent tax deduction. It was not reasonable
for themto claima deduction for self-enploynent tax.
Accordingly, petitioners are liable for the section 6662
accuracy-rel ated penalty with respect to the anount of the
understatenment of income tax attributable to the self-enpl oynent
t ax deducti on.

We have considered all of petitioners’ argunments, and to the
extent that they are not nentioned herein, we find themto be
noot or without nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




