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LARO, Judge: This case was heard pursuant to the
provi sions of section 7463 of the Internal Revenue Code in effect
when the petition was filed.! Pursuant to section 7463(b), the
decision to be entered is not reviewable by any other court, and
this opinion shall not be treated as precedent for any other

case.

Unl ess ot herwi se indicated, section references are to the
appl i cabl e versions of the Internal Revenue Code, and Rul e
references are to the Tax Court Rules of Practice and Procedure.
Some dol | ar amounts are rounded.
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Petitioners petitioned the Court to redeterm ne respondent’s
determ nations relating to their Federal incone taxes for 2004
and 2005. For 2004, respondent determ ned a $4, 038 deficiency
and an $807.60 accuracy-rel ated penalty under section 6662(a).
For 2005, respondent determ ned a $4, 890 deficiency and a $987
accuracy-rel ated penalty under section 6662(a).

At trial, respondent anended his answer to assert an
i ncreased deficiency and accuracy-rel ated penalty for 2004 of
$5, 013 and $1, 002. 60, respectively. Follow ng this amendnent and
certain concessions, we are left to decide the follow ng issues:

1. \Wether petitioners nmay deduct unrei nbursed enpl oyee
busi ness expenses in anobunts greater than those respondent
allowed. W& hold they may not;

2. whether petitioners may deduct passthrough | osses from
their wholly owned S corporation, Appworks Consulting, Inc.
(Appworks). W hold they may not except to the extent stated
her ei n;

3. whether Duke Hwnn (M. Hwnn) is an independent
contractor or an enployee of Appworks. W hold he is an
enpl oyee;

4. whether petitioners are liable for the accuracy-rel ated
penalties. W hold they are not.

Backgr ound

Prelimnaries

The parties have submtted to the Court stipulations of fact

wi th acconpanyi ng exhibits. The stipulated facts and
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acconpanyi ng exhibits are incorporated herein by this reference.
Petitioners are husband and wife, and they filed joint Fornms
1040, U.S. Individual Income Tax Return, for 2004 and 2005. They
resided in California when they petitioned the Court.
1. Appworks

Petitioners forned Appworks, a conputer consulting business,
in 1996. Appworks is taxed as an S corporation, and each
petitioner owns one-half of its stock. M. Hwnn is AppworKks’
president. He is the only person who perforns services on its
behal f, and he is Appworks’ sole source of income. Mchelle
Hwnn, also known as Hui Lu (Ms. Hywnn), is enployed full tine as
a regi stered nurse.

[11. Petitioners’ 2004 Federal |Incone Tax Return

A. Unr eported Wages

Appwor ks paid M. Hwnn $6,500 in wages during 2004.
Petitioners failed to report those wages on their 2004 Feder al
incone tax return. The increase in deficiency asserted in the
amendnent to answer is attributable to respondent’s all egation
that the $6,500 is includable in petitioners’ gross incone for
2004. Petitioners agree with that allegation. W hold w thout
further discussion that the $6,500 is includable in petitioners’
gross incone for 2004.

B. Unr ei mbur sed Busi ness Expenses

Petitioners clainmed on their 2004 return a $6, 930 deducti on
for unrei nbursed enpl oyee busi ness expenses of M. Hwnn,

reporting that he incurred those expenses while working as an
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enpl oyee of Appworks. Petitioners now seek to deduct an
addi tional $16,471 of such expenses. The specifics of these
expenses are as foll ows:

Reported Expenses Additional Expenses

Vehi cl e $3, 750 $6, 978
Parking fees and tolls 150 150
Busi ness 2,780 9, 195
Meal s and entertai nment 250 418

Tot al 6, 930 16, 741

Petitioners elected to use the applicable standard m | eage rate
of 37.5 cents to report the business expenses of their vehicles
and, accordingly, conmputed the $3, 750 of vehicle expenses
reported on their return by nmultiplying 37.5 cents by 10, 000
business mles reportedly driven by M. Hwynn during 2004. The
addi tional vehicle expenses of $6,978 included petitioners’ claim
of sonme of the actual expenses of M. Hwynn’s vehicle.

Petitioners also clained on their 2004 return a $3, 051
deduction for unrei nbursed enpl oyee busi ness expenses of M.
Hwnn, reporting that she incurred those expenses whil e working
as a registered nurse. Petitioners now seek to deduct an
addi ti onal $4, 808 of such expenses. The specifics of these
expenses are as foll ows:

Report ed Expenses Addi ti onal Expenses

Vehi cl e $1, 125 $1, 232
Tr avel 35 415
Busi ness 1,516 1, 590
Meal s and entertai nment 375 1,571

Tot al 3,051 4, 808
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Petitioners conputed the $1, 125 of vehicl e expenses by
mul ti plying the applicable standard m|eage rate of 37.5 cents by
3,000 business mles reportedly driven by Ms. Hwynn during 2004.
The additional vehicle expenses of $1,232 included petitioners’
cl aimof sonme of the actual expenses of Ms. Hwynn’s vehicle.

Respondent concedes that petitioners nay deduct $1, 063 of
t he unrei nbursed enpl oyee busi ness expenses relating to M.
Hwnn. The $1,063 relates entirely to M. Hwnn's use of his
vehicle. Respondent also concedes that petitioners may deduct
$1, 337 of the unreinbursed enpl oyee busi ness expenses relating to
Ms. Hwynn. The $1,337 is attributable to the individual expenses
as follows: $986 for vehicle, $35 for travel, and $316 for
busi ness.

C. Loss From Appwor ks

Petitioners clainmed on their 2004 return a deduction for a
$15, 968 | oss passed through to them from Appworks. Respondent
determ ned that petitioners were not entitled to deduct any of
this | oss because they failed to establish either of their stock
bases i n Appworks.

| V. Petitioners’ 2005 Federal |Incone Tax Return

A. M. Hwnn's Services for Appworks

During 2005, Appworks paid M. Hwnn $5,000 for his
services. Petitioners reported on their 2005 return that M.
Hwnn received the $5,000 as a sel f-enpl oyed i ndivi dual

(1 ndependent contractor). Petitioners clainmed deductions
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totaling $12,378 for M. Hwnn's sel f-enpl oynent expenses
relating to the reported busi ness.

Respondent determ ned that M. Hwynn received the $5,000 as
an enpl oyee of Appworks and that petitioners were not entitled to
deduct any of the $12,378 as a sel f-enpl oynent expense.

Respondent al so determ ned that petitioners could not deduct any
of the $12,378 as a different type of expense (e.g., an

unr ei nbur sed enpl oyee busi ness expense) because petitioners

| acked substantiation as to the anount.

B. Unr ei mbur sed Enpl oyee Busi ness Expenses

Petitioners clainmed on their 2005 return a $15, 498 deducti on
for unrei nbursed enpl oyee busi ness expenses of M. Hwnn,
reporting that she incurred those expenses while working as a
regi stered nurse. Petitioners now seek to deduct an additi onal

$37, 190 of such expenses. The specifics of these expenses are as

foll ows:
Report ed Expenses Addi ti onal Expenses

Vehicl e $1, 213 $7, 984
Parking fees and tolls 415 524
Tr avel 3, 500 3,740
Busi ness 9, 370 22,122
Meal s and entertai nment 1, 000 2,820

Tot al 15, 498 37, 190

Petitioners conputed the $1,213 of vehicle expenses by

mul ti plying the applicable standard m | eage rate of 48.5 cents by
2,500 business mles reportedly driven by Ms. Hwynn during 2005.
The additional vehicle expenses of $7,984 included petitioners’

cl aimof sonme of the actual expenses of Ms. Hwynn’s vehicle.
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Respondent concedes that petitioners nay deduct $3,140 of
t he unrei mbursed enpl oyee busi ness expenses. That anmount is
attributable to the individual expenses as follows: $1,213 for
vehicl e, $203 for parking, and $1, 724 for business.

C. Loss From Appwor ks

Petitioners also clainmed on their 2005 return a deduction
for a $7,309 | oss passed through to them from Appworks.
Respondent determ ned that petitioners were not entitled to
deduct any of this | oss because they had failed to establish
either of their stock bases in Appworks.

Di scussi on

| ncone Tax Defi ciencies

A. Burden of Proof

As to the incone tax deficiencies, petitioners bear the
burden of proving that respondent’s determ nations set forth in
the notice of deficiency are incorrect. See Rule 142(a)(1);

Welch v. Helvering, 290 U S. 111, 115 (1933). Wile section

7491(a) sonetinmes shifts the burden of proof to the Conm ssioner,
that section is not applicable where, as here, petitioners have
failed to satisfy the recordkeepi ng and substanti ation

requi renents of the Code. See sec. 7491(a)(2) (A and (B)

B. Unr ei mbur sed Enpl oyee Busi ness Expenses

Petitioners seek to deduct unreinbursed enpl oyee business
expenses in anounts greater than those respondent allowed. They
have not, however, proven that they are entitled to do so.

Petitioners provided the Court with various receipts, credit card
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i nvoi ces, and ot her docunents in an attenpt to neet their burden
of proof. Those docunents, however, establish that many of the
deductions petitioners clainmed are sinply their personal, |iving,
or famly expenses.? An individual generally nmay not deduct his
or her personal, living, or famly expenses, sec. 262(a), and we
concl ude that no exception to this general rule applies to the
facts at hand. Nor have petitioners established their
entitlenent to deduct any of the remaining expenses. Anpbng ot her
t hi ngs, petitioners have nmet neither the substantiation nor the
recordkeepi ng requirenents that apply to those expenses.?® See
sec. 6001 (providing that taxpayers nust keep sufficient records
to substantiate any deduction that would otherw se be all owed by
the Code); see also sec. 274(d)
(providing that an individual may not deduct a travel,
entertai nment, or vehicle expense unless he or she neets the
strict substantiation requirenments of that section). W sustain
respondent’s determnation as to this issue, as adjusted by his

concessi ons.

2ln fact, M. Hwnn admtted during his direct testinony
t hat he caused Appworks to pay nost of petitioners’ |iving
expenses, including their rent, neals, and vehicl e expenses.

3Petitioners also seek to deduct their paynment of parking
tickets and simlar citations. Such expenses are fines or
penal ties that are nondeductible, even if related to Appworks’s
busi ness. See sec. 162(f). W also note that petitioners (as
they conceded at trial) are not entitled to deduct the actual
operating expenses of their vehicles (e.g., gas, repairs) in that
they reported those expenses using the applicable standard
m | eage rates.



C. Passt hr ough Losses

Respondent disallowed petitioners’ deduction of the | osses
passed through to them from Appwor ks because petitioners failed
to establish that either petitioner had any basis in Appworks. A
shar ehol der may not deduct a | oss passed through to himor her
froman S corporation to the extent that the | oss exceeds the sum
of the shareholder’s adjusted basis in his or her stock in the S
corporation, plus the sharehol der’s adjusted basis of any debt
that the S corporation owes to the sharehol der. See sec.
1366(d)(1). Petitioners have not produced any evidence that
woul d establish the requisite bases. W sustain respondent’s
di sal l owance of the reported passthrough | osses.

D. Status as Enpl oyee or | ndependent Contractor

For 2005, respondent determ ned that M. Hwnn was an
enpl oyee of Appworks. Thus, respondent determ ned, the $5, 000
that M. Hwynn received from Appworks was taxable to himas wages
and petitioners were not entitled to deduct any expense rel ated
to M. Hwnn's work for Appworks as a sel f-enpl oynent expense.
We agree with these determ nations. An officer such as M. Hwnn
who performs substantial services for a corporation and who
recei ves renmuneration in any formfor those services is
considered to be an enpl oyee of that corporation. See sec.

3121(d)(1); Charlotte’'s Ofice Boutique, Inc. v. Conm Ssioner,

121 T.C. 89, 104 (2003), affd. 425 F.3d 1203 (9th Cr. 2005). W
sustain respondent’s determnation that M. Hwnn was an enpl oyee

of Appworks and that petitioners are not entitled to deduct any
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of the $12,378 as a sel f-enpl oynent expense. W further hold for
reasons simlar to those discussed above as to the unreinbursed
enpl oyee busi ness expenses that petitioners are not entitled to
deduct any of the $12, 378.

1. Accuracy-Rel ated Penalties

Respondent determ ned that petitioners are liable for
accuracy-rel ated penalties under section 6662(a) and by way of an
amendnent to answer increased the accuracy-rel ated penalty for
2004 by $195. Respondent clarifies in his pretrial nmenorandum
that the accuracy-related penalty applies to both years because
of a substantial understatenent of inconme tax in each year.

Section 6662(a) and (b)(2) inposes a 20-percent
accuracy-rel ated penalty for any portion of an underpaynent that
is attributable to a substantial understatenent of incone tax.

An under statenent of inconme tax is the excess of the amount of
income tax required to be shown on the return for the taxable
year over the anount of inconme tax inposed that is shown on the
return, reduced by any rebate. See sec. 6662(d)(2)(A). An
understatenent is substantial if it exceeds the greater of 10
percent of the tax required to be shown on the return for the

t axabl e year or, in the case of an individual, $5,000. See sec.
6662(d) (1) (A .

The Comm ssioner bears the burden of production with respect
to the applicability of an accuracy-related penalty determ ned in
a notice of deficiency. See sec. 7491(c). That burden requires

that the Comm ssioner produce sufficient evidence that it is
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appropriate to i npose an accuracy-rel ated penalty. Once he has
met his burden, the burden of proof is upon the taxpayer to prove
that the accuracy-rel ated penalty does not apply because of
reasonabl e cause, substantial authority, or the like. See secs.

6662(d)(2)(B), 6664(c); Hi gbee v. Comm ssioner, 116 T.C. 438, 449

(2001). As to respondent’s allegation of a $195 increase in the
accuracy-rel ated penalty for 2004, respondent bears the burden of
proof as to that anobunt. See Rule 142(a)(1).

Respondent argues that he has net his burdens through the
inclusion in evidence of the notice of deficiency. W disagree.
Petitioners’ understatenent for each year may be substantial only
if it exceeds $5,000. See sec. 6662(d)(1)(A). The notice of
deficiency determ ned the 2004 deficiency as $4,038 and the 2005
deficiency as $4,890. Wile respondent now asserts that the
deficiency for 2004 is actually $5,013 on account of his
amendnent to answer, we do not believe that respondent’s anending
of his answer validates his earlier determnation in the notice
of deficiency that the accuracy-related penalty is appropriate.
We do not sustain respondent’s determnation as to the accuracy-

rel ated penalty for either year.

Deci sion will be entered

under Rul e 155.




