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PANUTHOS, Chief Special Trial Judge: This case was heard

pursuant to the provisions of section 7463 of the Internal

Revenue Code in effect at the tine that the petition was filed.?

1 Unl ess otherw se indicated, all subsequent section
references are to the Internal Revenue Code (Code) in effect at
relevant times, and all Rule references are to the Tax Court
Rul es of Practice and Procedure. All nonetary anounts are
rounded to the nearest dollar.
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The decision to be entered is not reviewable by any other court,
and this opinion should not be cited as authority.
Respondent determ ned deficiencies in petitioners’ Federal

i ncone taxes as well as accuracy-related penalties as foll ows:

Penal ty
Year Defi ci ency Sec. 6662(a)
1999 $17, 096 $3, 419
2000 16, 469 3,294

After petitioners’ concessions,? the issues for decision
are: (1) \Wether Mtthew Hudack (petitioner) was a statutory
enpl oyee for 1999 and 2000 (years in issue); and (2) whether
petitioners are |iable under section 6662(a) for accuracy-rel ated
penalties for the years in issue.

Adj ustnents to the anmounts of petitioners’ item zed
deductions and the alternative mninmumtax are purely
conput ational matters, the resolution of which depends on our
di sposition of the first disputed issue.

Backgr ound

Sone of the facts have been stipulated, and they are so
found. W incorporate by reference the parties’ stipulation of
facts and the acconpanyi ng exhibits.

At the tinme that the petition was filed, petitioners resided

in Santa Ana, California.

2 For 1999, petitioners concede that they are not entitled
to clai med “busi ness pronotion” expenses of $974 and “cli ent
costs” expenses of $402.
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In 1986, petitioner received his license to sell life
i nsurance products in the State of California. From 1986 to June
1990 and from June 1993 to at |least the date of trial, petitioner
wor ked for the Manufacturers Life Insurance Co. (USA) (Mnulife)
selling life insurance products. Mnulife is a Toronto-based
i nsurance conpany that sells annuities, group pensions, insurance
policies, and col |l ege savings plans and provi des invest nent
account nanagenent services.

On January 1, 1999, petitioner executed a “Regional D rector
Enpl oyment Agreenent” (agreement) wth Manulife, which was in
effect during the years in issue.® The agreenent required
petitioner to serve Manulife full time as a primry
representative and an integral part of Manulife’'s sales service
for an indefinite period. The agreenment also required petitioner
to “agree not to sell, solicit, market or otherw se pronote
financial products for any conpany other than” Manulife and its
subsidiaries wthout Manulife’'s witten consent and to adhere to
all policies, procedures, and witten rules and regul ati ons of
Manul i fe including Manulife's codes of conduct.

Under the agreenent, petitioner was an at-will enpl oyee.
The agreenent provided that petitioner was “attached” to
Manulife’'s Orange County Sales Ofice in Irvine, California

(Irvine office), and assigned himthe southern California sales

8 Manulife has 29 regional directors nationw de.
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territory. The agreenent set petitioner’s conpensation on a
comm ssi on schedul e based on the business category for the
products that he sold.* |In addition, Manulife provided
petitioner with an annual reinbursenent allocation, which
petitioner could use for any business-rel ated expense.?®
Petitioner, however, was responsible for business expenses
exceedi ng his reinbursenent allocation. Mnulife did not pay
petitioner for vacation days, but Mnulife provided that
petitioner was eligible to enroll in its benefit and retirenent
pl ans.

Petitioner’s responsibilities were to identify sales
opportunities for insurance agents, brokers, financial planners,
and st ockbrokers and to provide financial plans for their
clients. As the regional director, petitioner reported his goals
and objectives to the western regional manager. In his sales
presentations, petitioner used financial planning information
packets that were preapproved by Manulife.® Petitioner’s only

office location was the Irvine office. Petitioner purchased his

4 Al though not further explained in the record, it appears
that petitioner received an annual base salary of $60,000 for old
sal es comm ssions as evidenced in his 1999 nonthly conpensati on
st at enent s.

5 The record does not disclose the anbunt of petitioner’s
rei mbursenent allocation, nor does it explain Manulife’'s
rei mbur senent procedures.

6 For 1999, petitioner led the conpany in sales for life
i nsurance products.
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own conputer, fax machine, and cellul ar phone for use in his
sales activities, but he paid no rent or other business expenses
(e.g., utilities, office supplies and equi pnent, furniture, and
copier) in connection with the Irvine office. Those expenses
were paid by Manulife. In the Irvine office, Manulife enpl oyed
two support staff enployees to assist petitioner.

Manul i fe issued Forms W2, Wage and Tax Statenent, to
petitioner reporting wages or other conpensation of $496, 053 and
$436, 891 for 1999 and 2000, respectively. The Forns W2 al so
reported that Manulife w thheld the applicable payroll taxes.
The Fornms W2 further indicated that petitioner participated in
Manulife’s health insurance program pension plan, and deferred
conpensation plan. Mnulife did not check box 15 for statutory
enpl oyee. ’

Petitioners tinely filed a Form 1040, U.S. Individual |ncone
Tax Return, for each of the years in issue. Petitioners attached
to each return, inter alia, a Schedule C, Profit or Loss From
Busi ness. On each Schedule C, petitioner identified his
princi pal business or profession as life insurance sales and his
busi ness address as the Irvine office. Petitioner reported the

foll ow ng on the Schedul es C

" W note that the 2000 Form W2 box 15 for statutory
enpl oyee contained a handwitten “X’.
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Year G oss Recei pts! Total Expenses Net Profit
1999 2$526, 773 $98, 890 $427, 883
2000 441, 898 76, 540 365, 358

1 Goss receipts included the anounts reflected on the
respective Forns W2 issued by Manulife as well as self-
enpl oynment i ncome from other sources.

2 In 1999, petitioner received self-enploynent inconme of
$3, 400 from Manulife, which was reported on a Form 1099- M SC,
M scel | aneous | ncone.
Expenses consi sted of advertising, autonobile expenses,
comm ssions and fees, depreciation, insurance, |egal and
prof essi onal services, office expenses, rent or |ease of
equi pnent, supplies, travel, meals and entertainment, utilities,
and ot her expenses.?

Petitioner consulted with his return preparer, WR. Frey
(M. Frey), and discussed the nature of his work. Follow ng the
consultation, M. Frey advised petitioner to file as a statutory
enpl oyee.

In the notice of deficiency, respondent determ ned that
petitioner was a conmon | aw enpl oyee and, therefore, not
permtted to report income and expenses on Schedul e C.

Respondent further determined that petitioners are liable for the

accuracy-rel ated penalty under section 6662(a).

8 W note that petitioner did not report on his return any
rei mbursenent inconme or its associ ated expense because he
considered it a “wash”.
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Di scussi on

A. Petitioner’'s Enpl oynent Status®

Ceneral ly, adjusted gross inconme neans gross incone |ess
trade or business expenses, except in the case of the performance
of services by an enployee. Sec. 62(a)(1l). As relevant herein,
an individual performng services as an enpl oyee nay deduct
expenses incurred in the performance of services as an enpl oyee
only as m scell aneous item zed deductions on Schedule A Item zed
Deductions, and then only to the extent such expenses exceed 2
percent of the individual’s adjusted gross incone. Secs.
62(a)(2); 63(a), (d); 67(a) and (b); 162(a). |In contrast, an
i ndi vidual who qualifies as a statutory enpl oyee as defined under
section 3121(d)(3) is not subject to the section 67(a) 2-percent
[imtation for expenses incurred in the performance of services
as an enployee. Rev. Rul. 90-93, 1990-2 C.B. 33.1 Thus, a
statutory enpl oyee under section 3121(d)(3) is allowed to deduct

expenses from gross inconme on Schedule C that otherw se would be

° W render a decision on the nerits based on the
pr eponder ance of the evidence, without regard to the burden of
proof under sec. 7491(a).

10 Rev. Rul. 90-93, 1990-2 C. B. 33, provides that an
i ndividual treated as a statutory enpl oyee under sec. 3121(d)(3)
for enpl oynent tax purposes who woul d ot herw se be characterized
as an i ndependent contractor is not considered an enpl oyee for
pur poses of secs. 62 and 67, and, therefore, may deduct business
expenses on Schedul e C.
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subject to the 2-percent |limtation of section 67(a). See sec.
62(a)(1).

Petitioner contends that he was a statutory enpl oyee under
section 3121(d)(3)(B) and, therefore, that he nay report his
busi ness-rel ated i ncone and expenses on Schedul e C

Section 3121(d) defines “enpl oyee” for enploynent tax
pur poses as foll ows:

SEC. 3121(d). Enpl oyee.--For purposes of this
chapter, the term “enpl oyee” neans--

(1) any officer of a corporation; or

(2) any individual who, under the usual
comon | aw rul es applicable in determ ning
t he enpl oyer-enpl oyee rel ati onshi p, has the
status of an enpl oyee; or

(3) any individual (other than an
i ndi vidual who is an enpl oyee under paragraph

(1) or (2)) who performs services for
remuneration for any person--

* * * * * * *

(B) as a full-tinme life
i nsurance sal esman;

Under section 3121(d)(3), however, the provisions of section
3121(d)(3)(B) apply only if a full-time life insurance sal esman
does not have the status of an enpl oyee under the usual common
law rul es applicable in determ ning the enpl oyer-enpl oyee

relationship. Lickiss v. Conmi ssioner, T.C Meno. 1994-103.




- 9 -
Therefore, we nust first determ ne whether petitioner was a
conmon | aw enpl oyee during the years in issue.!!

For purposes of section 62(a), subtitle A of the Code does
not define “enpl oyee”. Under these circunstances, we apply
common |aw rules to determ ne whether an individual is an

enpl oyee. Nationwide Mut. Ins. Co. v. Darden, 503 U S. 318, 323-

325 (1992); Weber v. Conmm ssioner, 103 T.C 378, 386 (1994),

affd. 60 F.3d 1104 (4th Gr. 1995). \Whether an individual is a

comon | aw enpl oyee is a question of fact. Profl. & Executive

Leasing, Inc. v. Comm ssioner, 862 F.2d 751, 753 (9th Cr. 1988),

affg. 89 T.C 225 (1987); Sinpson v. Conm ssioner, 64 T.C 974,

984 (1975). Anong the relevant factors in determning the nature
of an enploynent relationship are the followng: (1) The degree
of control exercised by the principal over the details of the
work; (2) the taxpayer’s investnent in the facilities used in the
work; (3) the taxpayer’s opportunity for profit or loss; (4) the
per mmnency of the relationship between the parties; (5) the
principal’s right of discharge; (6) whether the work performed is
an integral part of the principal’s business; (7) what
relationship the parties believe they are creating; and (8) the

provi sion of enployee benefits. NRB v. United Ins. Co., 390

U S 254, 258 (1968); Profl. & Executive Leasing, Inc. v.

11 The parties agree that petitioner otherwi se qualifies as
a full-tinme life insurance sal esman pursuant to sec.
3121(d) (3)(B)
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Conmi ssi oner, supra; Sinpson v. Conmi SSioner, supra. No one

factor is determnative; rather, all the incidents of the

rel ati onship must be assessed and weighed. NLRB v. United Ins.

Co., supra.
1. Deqgree of Control

The crucial test to determ ne the nature of a working

relationship is the enployer’s right to control the manner in

whi ch the taxpayer’s work is perforned. Wber v. Conm ssioner,
supra at 387. It is not necessary for the enployer to exercise
control over the details of the taxpayer’s work; rather, all that
IS necessary is that the enpl oyer have the right to control the

details of the taxpayer’s work. Profl. & Executive Leasing, Inc.

v. Conm ssioner, supra at 754; McQ@ire v. United States, 349 F. 2d

644, 646 (9th G r. 1965); Wber v. Conm ssioner, supra at 388.

To retain the requisite control over the details of an
i ndi vidual’s work, the enpl oyer need not stand over the
i ndi vi dual and direct every nove nmade; it is sufficient that the

enpl oyer has the right to do so. Wber v. Conmm ssioner, supra at

388. Simlarly, the enployer need not set the individuals’s
hours or supervise every detail of the work environnment to

control the individual. Gen. Inv. Corp. v. United States, 823

F.2d 337, 342 (9th Cr. 1987).
Wil e petitioner had control over his own sal es perfornance,

Manulife had the right to control the manner in which he
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performed his work. Manulife set petitioner’s sales conm ssion
schedul e, his sales territory, and his annual rei nbursenent
all ocation. Moreover, Manulife restricted petitioner’s ability
to sell or pronote other conpany’s financial products wthout
Manul i fe’s consent and required petitioner to use preapproved
financial information packets to market Manulife s life insurance
products. In addition, Manulife required petitioner to use the
Irvine office to conduct business and to use Manulife’s support
staff to assist himin his sales activities. These facts suggest
that Manulife generally retained the right to regulate and direct
petitioner’s business activities.

We give little or no weight to the fact that the agreenent
merely required petitioner to adhere to Manulife's policies,
procedures, witten rules, and codes of conduct and that Manulife
required petitioner to report his goals and objectives to the
western regi onal manager because the record does not identify the
procedures for enforcenent of the rules and for reporting
requirenents.

The totality of the evidence on this factor supports a
finding that Manulife had the right to control the manner in
whi ch petitioner perfornmed his work and that petitioner therefore

was an enpl oyee of Manulife.
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2. | nvestnent in Facilities

During the years in issue, petitioner worked out of
Manulife's Irvine office, which was his only work | ocati on.
| ndeed, petitioner’s business contact information |isted the
Irvine office as his business address.

Mor eover, Manulife enployed at its Irvine office two support
enpl oyees to assist petitioner in his sales activities. Mnulife
was responsible for hiring, supervising, and paying these
enpl oyees. Al though petitioner provided his own conputer and fax
machi ne, he was not otherw se responsi ble for any business
expenses associated with this office, including rent, office
supplies, equipnment, and furniture.

This factor strongly suggests that petitioner was an
enpl oyee of Manulife.

3. Opportunity for Profit or Loss

Petitioner received conm ssions based on his sales
performance. Mnulife also reinbursed petitioner for his
busi ness expenses up to an annual limt.

Conpensation on a conm ssion basis is entirely consi stent

wi th an enpl oyer-enpl oyee rel ationship. Tex. Carbonate Co. v.

Phi nney, 307 F.2d 289, 292 (5th Gr. 1962); Capital Life & Health

Ins. Co. v. Bowers, 186 F.2d 943 (4th Gr. 1951). Wile

petitioner conceivably could have suffered sone |oss as a result

of his sales activities, he may still be an enpl oyee under the
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common law test if his risk of loss was negligible. Lews v.

Conmi ssioner, T.C. Meno. 1993-635; Radovich v. Conm ssioner, T.C.

Meno. 1954-220. Moreover, the risk that he would not receive any
comm ssi ons because of |ow sales performance is commopn to both
enpl oyees and statutory enpl oyees.

O her than his conputer, fax machi ne, cellular phone, and
busi ness expenses that exceeded his annual reinbursenent
all ocation, petitioner did not have any capital investnents or
bona fide liability for expenses (such as salary paynents to
unrel ated enpl oyees) in his sales activities such that he woul d
be subject to a real risk of economc |oss.

This factor supports a finding that petitioner was an
enpl oyee of Manulife.

4. Per manency of Rel ati onship

Since becomng a licensed life insurance sal esman in 1986,
petitioner has worked for Manulife from 1986 to June 1990 and
again fromJune 1993 to at least the date of trial. Moreover
under the agreenent, petitioner was hired to work for an
indefinite period of tine.

This factor supports a finding that petitioner was an
enpl oyee of Manulife.

5. Principal's R ght To D scharqge

The rel ati onship between petitioner and Manulife was

termnable at the will of either party w thout any further
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conpensation. Wth respect to a statutory enpl oyee, the parties
woul d |Iikely have this same right. Therefore, we accord this
factor little or no weight.

6. | nteqral Part of Busi ness

Manulife is in the business of selling its products. Sales
representatives, such as petitioner, are Manulife’' s key
connection with its custoners. This factor supports a finding
that petitioner was an enpl oyee of Manulife. See Lew s V.

Conmi Ssi oner, supra.

7. Rel ationship Parties Believe They Created

Petitioner contends that he was a statutory enployee. On
the Forms W2, however, Manulife did not mark the statutory
enpl oyee box. Further, Manulife paid the applicable payrol
taxes and did not issue a Form 1099. The w thhol ding of such
taxes by Manulife is consistent with a finding that petitioner

was an enployee. See Azad v. United States, 388 F.2d 74, 78 (8th

Cir. 1968); Wber v. Conmm ssioner, 103 T.C at 392.

This factor would support a finding that petitioner was an
enpl oyee.

8. Empl oyee Benefits

Petitioner participated in Manulife's pension plan and
deferred conpensation plan. Mreover, petitioner received health

benefits through Manulife s group health insurance plan.



- 15 -

Typically, statutory enployees are not entitled to
participate in enployee benefit plans. There is an exception,
however, for full-tinme life insurance sal espeople who are treated
as enpl oyees for purposes of certain enpl oyee benefit prograns
mai nt ai ned by a business. Sec. 7701(a)(20). W find this factor
is neutral.

9. Conclusion as to Enpl oynent Status

On bal ance, considering the record and weighing all of the
factors, we conclude that during the years in issue petitioner
was a common | aw enpl oyee, rather than a statutory enpl oyee under
section 3121(d)(3)(B). Therefore, petitioner is not entitled to
report gross income and expenses on Schedule C. Accordingly, we
sustain respondent’s determ nation on this issue.

B. Section 6662(a) Accuracy-Related Penalty

The final issue for decision is whether petitioners are
liable for accuracy-rel ated penalties under section 6662(a) for
the years in issue.

Section 6662(a) inposes a penalty equal to 20 percent of any
under paynent of tax that is attributable to either negligence or
di sregard of rules or regulations, or a substanti al
understatenment of incone tax. See sec. 6662(a) and (b)(1) and
(2).

The term “negligence” includes any failure to make a

reasonabl e attenpt to conply with the provisions of the internal
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revenue |laws. Sec. 6662(c); sec. 1.6662-3(b)(1), |Incone Tax
Regs. The term “disregard” includes any carel ess, reckless, or
intentional disregard. Sec. 6662(c); sec. 1.6662-3(b)(2), Incone
Tax Regs.

An understatement of inconme tax is “substantial” if it
exceeds the greater of 10 percent of the tax required to be shown
on the return, or $5,000. Sec. 6662(d)(1)(A). An
“understatenent” is defined as the excess of the tax required to
be shown on the return over the tax actually shown on the return.
Sec. 6662(d)(2)(A).

Whet her the accuracy-related penalty is applied because of
negl i gence or disregard of rules or regulations, or a substanti al
under statenent of tax, section 6664 provides an exception to
inposition of the accuracy-related penalty if the taxpayer
est abl i shes that there was reasonabl e cause for the
understatenent and that the taxpayer acted in good faith with
respect to that portion. Sec. 6664(c)(1l); sec. 1.6664-4(b),

I ncone Tax Regs.; see United States v. Boyle, 469 U S. 241, 242

(1985). Although not defined in the Code, “reasonable cause” is
viewed in the applicable regulations as the “exercise of ordinary
busi ness care and prudence”. Sec. 301.6651-1(c)(1), Proced. &

Adm n. Regs.; see United States v. Boyle, supra at 246. The

determ nation of whether a taxpayer acted with reasonabl e cause

and in good faith is nade on a case-by-case basis, taking into
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account all the pertinent facts and circunstances. Sec. 1.6664-
4(b) (1), Inconme Tax Regs. Cenerally, the nost inportant factor
is the extent of the taxpayer’s effort to assess the proper tax
l[tability, including reliance on the advice of a tax return
preparer. 1d.

By virtue of section 7491(c), respondent has the burden of
production with respect to the accuracy-related penalty. To neet
this burden, respondent nmust produce sufficient evidence
indicating that it is appropriate to inpose the penalty. See

H gbee v. Conm ssioner, 116 T.C 438, 446 (2001). Once

respondent neets this burden of production, petitioner nust come
forward with persuasive evidence that respondent’s determ nation

is incorrect. Rule 142(a); see Hi gbee v. Conm ssioner, supra.

As a defense to the penalty, petitioner bears the burden of
proving that he or she acted with reasonabl e cause and in good

faith. See sec. 6664(c)(1l); see also Hi gbee v. Conm ssioner,

supra; sec. 1.6664-4(b)(1), Incone Tax Regs.

Respondent satisfied his burden of production under section
7491(a) (1) because the record shows that petitioners
substantially understated their incone tax for the years in

i ssue. See sec. 6662(d)(1)(A)(ii); H gbee v. Conm ssioner, supra

at 442. Accordingly, petitioners bear the burden of proving that
the accuracy-related penalty should not be inposed with respect

to any portion of the understatenent for which they acted with
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reasonabl e cause and in good faith. See sec. 6664(c)(1l); Hi gbee

v. Conm ssioner, supra at 446. The mere fact that we held

agai nst petitioners with respect to petitioner’s enpl oynent
status does not, in and of itself, require holding for respondent

on the accuracy-related penalty. See Hitchins v. Conm ssioner,

103 T.C. 711, 719 (1994).

Petitioners contend that they are not |liable for accuracy-
related penalties because they reasonably relied on their tax
return preparer. On the basis of the entire record in this case
and in light of the nature of petitioner’s occupation as a life
i nsurance sal esperson, we find that petitioners’ reliance on
their tax return preparer that petitioner was a statutory
enpl oyee was reasonable. Therefore, petitioners are not |iable
for the accuracy-related penalties for the years in issue.
Accordingly, respondent’s determ nation on this issue is not
sust ai ned.

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

Revi ewed and adopted as the report of the Small Tax Case

Di vi si on.
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To reflect our disposition of the disputed issues, as well

as petitioners’ concessions,

Deci sion will be entered

for respondent as to the

deficiencies in taxes and for

petitioners as to the penalties.




