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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

VASQUEZ, Judge: Respondent determ ned a $14, 961 defi ci ency
in petitioners’ 2002 Federal income tax and a $3, 740 addition to

tax under section 6651(a)(1).1

1 Al section references are to the Internal Revenue Code
in effect for the year in issue, and all Rule references are to
the Tax Court Rules of Practice and Procedure.



- 2 -

The issues for decision are whether petitioners are: (1)
Entitled to reduce their gross receipts reported on Schedul e C,
Profit or Loss From Busi ness, by cost of goods sold of $32,4502
or, alternatively, deduct the ambunt as a bad debt under section
166(a); and (2) liable for a $3,740 addition to tax under section
6651(a)(1) for failure to tinely file their 2002 Federal incone
tax return.?

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of facts and the attached exhibits are
i ncorporated herein by this reference. Petitioners resided in
Washi ngton State when their petition was fil ed.

Dani el Hultquist (petitioner) is a college graduate who
wor ked for a Christian m ssion organization in renote parts of

the world for 12 years. Upon returning to the United States in

2 Petitioners reported cost of goods sold of $45,144 on
their 2002 Schedule C. Respondent determ ned that petitioners
were entitled to cost of goods sold of only $7,000. Although
respondent disallowed $38, 144 of petitioners’ reported cost of
goods sold, petitioners introduced evidence only as to why they
are entitled to cost of goods sold of $32,450. Because
petitioners did not introduce evidence as to the remaining
di sal | oned anmount, $5,694, we treat petitioners as conceding this
anmount .

3 W decline to address the nerits of petitioners’
alternative argunent that they are entitled to a deduction for
research or experinental expenditures under sec. 174(a)(1)
because it was raised for the first tine on brief. See Rule
34(b)(4); Messer v. Conm ssioner, 52 T.C. 440, 455 (1969), affd.
438 F.2d 774 (3d Cr. 1971); Solaas v. Conm ssioner, T.C Meno.
1998- 25 n. 2.
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or around 1991 petitioner established Hultquist Construction, a
home constructi on business that he continues to operate.*

In early 1999 petitioner nmet Franklin Duncan (M. Duncan),
who rented a house petitioner owned. M. Duncan showed
petitioner a prototype of a tool that he had designed to nmake it
easier to renove fishhooks and flies (i.e., artificial flies used
as bait in fly-fishing) fromfish. M. Duncan was extrenely
confident about the commercial prospects for this device, which
he woul d eventual |y patent as the “Duncan DeHook’ r” (DeHook’r).
He told petitioner that he hoped to make a “m | lion bucks within
one to two years” but that he | acked the necessary capital to
bring the product to market. He then asked petitioner to help
hi m get the business started.

Later in the year petitioner and M. Duncan informally
agreed to go into business together. M. Duncan agreed to focus
on the design and production of the DeHook’'r in exchange for
petitioner’s commtnent to finance the project on an “as needed”
basis. According to petitioner this meant that instead of giving
M. Duncan a |lunp sum of capital he agreed to pay any expenses

i ncurred.®

4 Petitioner operates Hultquist Construction as a sole
proprietorship and reports its inconme and expenses on a Schedul e
C.

> M. Duncan | ater showed petitioner a knot tying tool for
hooks, flies, jigs, and lures that he patented as the “Duncan
(continued. . .)
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During the initial phase of the business petitioner and M.
Duncan never di scussed how they would share the profits. Instead
they focused on finalizing the product’s design and determ ning
whet her there was significant demand for the DeHook'r.

By the end of 1999 M. Duncan and petitioner had finalized
the design of the DeHook’r and hired a |ocal manufacturer to
produce 500 of them They pronoted the DeHook’ r at various trade
shows and recei ved overwhel m ngly positive feedback. The
foll ow ng year they decided to nove forward with | arge-scale
production of the DeHook’r.

On January 21, 2000, in anticipation of noving forward with
t he production and marketing of the DeHook’r and the Tail Knott'r,
petitioner forned Maiden Ventures, L.L.C. (Maiden Ventures),® a
single-menber limted liability conpany through which the
DeHook’ r and the Tail Knott'r would be sold. Petitioner continued
to pay expenses as they were incurred, and he gave M. Duncan

noney upon request to use “for the benefit of the conpany”.’

5(...continued)
Tail Knott’r” (Tail Knott’'r). Petitioner financed the devel opnent
and production of the TailKnott’'r as well as the DeHook’'r.

6 Maiden Ventures is a disregarded entity for Federal
i ncome tax purposes. See sec. 301.7701-3(b), Proced. & Adm n.
Regs. Consequently, petitioners reported all of Mi den Ventures’
i ncome and expenses on Schedul es C and included Mai den Ventures’
profits or | osses on their Federal inconme tax returns.

" Petitioner’'s testinony was not clear in this regard. He
di d not explain why he gave M. Duncan funds directly (e.g.,
(continued. . .)
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Petitioner hired an attorney to draft a licensing agreenent that
woul d grant himthe exclusive rights to sell, market, and
manuf acture the DeHook’ r. However, petitioner produced only an
unsi gned version of the agreenent, and it is unclear whether it
was ever executed.

Petitioner soon becane troubled by inefficiencies in the
production process that, in his opinion, prevented M. Duncan and
himfromearning a profit. Since petitioner was the only one
infusing capital into the business, he felt that M. Duncan
| acked sufficient notivation to address the manufacturing issues.
In an effort to notivate M. Duncan and “t[ie] himin
financially”, petitioner clains that he and M. Duncan agreed to
treat all subsequent paynents to M. Duncan as | oans.

From February 9, 2000, through July 12, 2001, petitioner
i ssued 28 checks to M. Duncan totaling $32,450.8 Petitioner
wrote the follow ng descriptions on the checks: (1) “Personal

| oan” (13 checks); (2) “Loan” (6 checks); (3) “Loan from W’ (1

(...continued)
whet her these were out-of -pocket expense reinbursenents), nor is
it clear fromthe docunments he introduced at trial. He
characterized these paynents as “sonething that [M. Duncan]
requested and it was sonething that | gave him How he used [the
funds] |1’ massum ng was for obviously the benefit of the conpany.
* * * ]t wasn’t just going towards his personal [expenses] * * *
what ever | gave himwas for the business”.

8 Petitioner nmade out sone of the checks to M. Duncan’s
wife as a matter of conveni ence when M. Duncan was unable to
cash or deposit the checks.
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check); and (4) “Loan to Duncan” (1 check). Seven checks
contained no description. It is unclear fromthe record what M.
Duncan did with these funds, but petitioner assuned that they
were used in sone way to further the business.

Petitioner did not prepare any |oan docunents, prom ssory
notes, or other agreenents evidencing the |oans. There were no
repaynent schedules, maturity dates, or interest rates.
Petitioner hoped M. Duncan would repay the $32,450 fromhis
share of future profits.

Petitioner never earned enough noney to turn a profit. He
eventual |y stopped funding the project in late 2003 or early
2004, and M. Duncan decided to take his patents el sewhere. M.
Duncan continues to market and sell the DeHook’r and the
Tail knott’r for a different conpany.

Petitioner never attenpted to recover any of the $32,450 he
gave to M. Duncan. He explained that “getting funds from|[M.
Duncan] would be like getting water in the desert because | knew
of his financial situation”.

Petitioners filed their 2002 Federal income tax return |ate,
on June 10, 2004.° They included with their return a Schedule C
that reported Mai den Ventures’ 2002 gross receipts as $43,800 and

cost of goods sold as $45,144. In calculating Miiden Ventures’

® Petitioners were granted an extension of time to file
their 2002 Federal incone tax return and had until GCct. 15, 2003,
totimely file.
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cost of goods sold petitioners reported opening and cl osing
inventories of zero and purchases nade during the year of
$45, 144. Petitioners, on the advice of their accountant,
i ncluded the $32,450 that petitioner gave to M. Duncan in 2000
and 2001 as purchases made during the 2002 tax year.1
Respondent disallowed all but $7,000 of the cost of goods sold on
the grounds that petitioners failed to establish that they nade
purchases during the year in excess of that anount.

OPI NI ON

Respondent’s determ nations in the statutory notice of

deficiency are presuned to be correct, and petitioners bear the
burden of proving that respondent erred in his determ nations. !

See Rule 142(a); Welch v. Helvering, 290 U S. 111, 115 (1933).

|. Cost of Goods Sold

A manuf acturing or merchandi sing business calculates its

gross incone by subtracting cost of goods sold from gross

10 Petitioner used Quickbooks to keep track of the
busi ness’ finances. For the period ending Dec. 31, 2002, his
trial bal ance showed inventory of $35,067.79 and cost of goods
sold of $8,370.24. Petitioner included the $32,450 he gave to
M. Duncan in 2000 and 2001 in inventory.

Petitioner showed the trial balance to his accountant,
Wesl ey L. Delaney (M. Delaney), who advised petitioner to
include the inventory total in cost of goods sold. M. Del aney
advi sed petitioner to do this because “[Maiden Ventures is] a
cash basis taxpayer, and a cash basis taxpayer is not going to
have inventory”.

11 Petitioners have neither clainmed nor shown that they
satisfied the requirenents of sec. 7491(a) to shift the burden of
proof to respondent.



- 8 -
receipts. Sec. 1.61-3(a), Incone Tax Regs. Cost of goods sold
i ncludes the cost of itens acquired for resale and the costs of
producing itens for resale. Sec. 1.162-1(a), Incone Tax Regs.
Though cost of goods sold is technically an adjustnent to gross
i ncome and not a deduction, substantiation of the anounts cl ai ned

as cost of goods sold is required. See Rodriguez v.

Comm ssioner, T.C Menp. 2009-22. Were taxpayers do not have

adequate records but the record indicates that they clearly
incurred an offset to gross inconme, we nmay estimte the offset on

the basis of the evidence. Cohan v. Conmi ssioner, 39 F.2d 540,

543-544 (2d G r. 1930); Jackson v. Conm ssioner, T.C Meno. 2008-

70.

Petitioners argue that they are entitled to include the
anounts given to M. Duncan in 2000 and 2001 in their cost of
goods sold for 2002 because the paynents were nmade in
antici pation of devel opi ng and marketing the DeHook’r and the
Tail Knott’'r and the related costs were incurred in 2002.
Respondent counters that petitioners are not entitled to include
any of the $32,450 in their 2002 cost of goods sol d because
petitioners are cash basis taxpayers and therefore deduct
expenses in the year in which they are paid. Respondent further
argues that petitioners have not shown that M. Duncan used any
of the paynents to pay expenses that allow for a correspondi ng

deducti on.
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Petitioners have introduced no evidence as to how M. Duncan
used the $32,450. |In fact, petitioner testified that he is not
sure how M. Duncan used the $32,450 although he assunes M.
Duncan used it to further Miiden Ventures’ business. Petitioner
did not obtain an accounting from M. Duncan of how he used the
$32, 450, and petitioners failed to introduce receipts or invoices
showi ng that any of the $32,450 went towards the manufacturing of
the DeHook’r or the TailKnott'r.?? Petitioners also failed to
call M. Duncan to testify as to how he spent the $32,450. The
burden is on petitioners to show that the anmount clainmed as cost
of goods sold is accurate. Petitioner’s assunption that M.
Duncan used the noney to further Mii den Ventures’' business is
insufficient to substantiate the $32,450 as cost of goods sol d.

Additionally, we are unable to estimte an anount of cost of
goods sol d under the Cohan rule. For the Cohan rule to apply, a
basi s nmust exist on which we can make an approxi mation. Vani cek

v. Comm ssioner, 85 T.C. 731, 742-743 (1985). Petitioners have

i ntroduced no evidence that provides us with such a basis, e.g.,
the cost of manufacturing the DeHook’rs and the Tail Knott’'rs and

t he nunber manufactured in 2002.

12 \W also note that petitioner wote “loan” on nbst of the
checks he issued to M. Duncan, including “personal |oan” on 13
of the checks, and believe this to be contradictory to the
proposition that petitioner nmay treat the noney as a cost of
goods sol d.
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Accordingly, we shall sustain respondent’s downward
adjustnment to the cost of goods sold.

1. Section 166 Busi ness Bad Debt Deduction

Al ternatively, petitioners argue that the paynents to M.
Duncan were | oans and that they are entitled to a bad debt
deduction under section 166(a).

Section 166(a) provides as a general rule that a deduction
shal |l be allowed for any debt which becones worthless within the
taxable year. Only a “bona fide” debt can be deducted, however.
Sec. 1.166-1(c), Inconme Tax Regs. A bona fide debt arises when a
debtor-creditor relationship is forned as a result of an
uncondi tional, valid, and enforceable obligation to pay a fixed

or determ nable sum of noney. Boatner v. Conm ssioner, T.C

Meno. 1997-379, affd. wi thout published opinion 164 F.3d 629 (9th
Cir. 1998); sec. 1.166-1(c), Inconme Tax Regs. The objective
indicia of a bona fide debt include a note or other evidence of

i ndebt edness and an interest charge. See Cdark v. Conm ssioner,

18 T.C. 780, 783 (1952), affd. 205 F.2d 353 (2d Cir. 1953). Also
considered are the existence of security or collateral, the

demand for repaynent, records that may reflect the transaction as
a loan, and the borrower’s solvency at the tinme of the | oan. See

Schenk v. Conm ssioner, T.C. Mno. 1996-113.

Petitioners have not established the exi stence of a bona

fide debt. Petitioner and M. Duncan never agreed to a repaynent
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schedul e setting forth how often paynents were to be nade, nor
did they specify a maturity date for the |oans. Petitioner never
made any demands for repaynent despite the fact that he was aware
that M. Duncan continued to sell the patented fishing
accessories w th another conpany.

We al so believe that any repaynent was conditional on the
future success of the business. Petitioner stated that “we were
hoping that [M. Duncan] could be paying nme back each year off of
the incone that we were generating”. W interpret petitioner’s
statenent to nmean that he expected to be repaid only if the
busi ness becane profitable, which underm nes the unconditi onal
obligation requirement specified in the regulations. See sec.
1.166-1(c), Inconme Tax Regs. Moreover, at the tinme he advanced
the funds to M. Duncan, petitioner was aware that M. Duncan was
unenpl oyed and had no source of incone aside fromany potenti al
profits earned fromtheir business venture.

Accordingly, we find that petitioners have not established
that they are entitled to a bad debt deduction under section
166(a), and respondent’s determ nation is sustained.

[11. Section 6651(a)(1) Addition to Tax

Section 6651(a)(1l) inposes an addition to tax for failure to
file a return on the date prescribed (determned with regard to
any extension of tinme for filing), unless the taxpayer can

establish that such failure is due to reasonabl e cause and not
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willful neglect. Respondent bears the burden of production with
regard to the addition to tax under section 6651(a)(1l). See sec.
7491(c).

Petitioners’ 2002 tax return was due on Cctober 15, 2003.
They filed their return on June 10, 2004. Petitioners have
presented no evidence indicating that their failure to tinely
file was due to reasonabl e cause or that respondent’s
determ nation is otherwi se incorrect. Accordingly, petitioners
are liable for the addition to tax under section 6651(a)(1).

I n reaching our holdings herein, we have consi dered al
argunents nade by the parties, and to the extent not nentioned
above, we find themto be irrelevant or without nerit.

To reflect the foregoing,

Deci sion will be entered

for respondent.




