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DEAN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in

ef fect 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. Unless otherw se indicated, subsequent section references

are to the Internal Revenue Code in effect for the years in
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issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

Respondent issued a notice of deficiency to petitioners in
whi ch he determ ned the follow ng deficiencies, additions to tax,
and penal ty:

Additions to Tax and Penalty

Year Defi ci ency 6651(a) (1) 6662(a)
2003 $11, 695 $2, 769 $2, 339
2004 975 244 - 0-
2005 9,972 - 0- - 0-

After concessions,! the issues for decision are whether
petitioners are: (1) Entitled to a | oss deduction of $1 mllion
for 2003 and correspondi ng net operating | oss (NOL) carryforwards
for 2004 and 2005; (2) liable for a section 6651(a)(1l) addition
to tax for 2003 and 2004; and (3) liable for a section 6662(a)

accuracy-rel ated penalty for 2003.

Petitioners and respondent signed a stipulation of settled
i ssues. For 2003 petitioners concede that they: (1) Failed to
file their Federal incone tax return tinely; (2) failed to report
taxabl e rental inconme of $12,000; (3) failed to report
cancel | ati on of debt incone of $2,024; and (4) failed to report
on Schedule C, Profit or Loss From Busi ness, incone of $18,179.
For 2004 petitioners concede: (1) That they failed to file their
Federal inconme tax return tinmely; (2) that they failed to report
taxabl e rental incone of $13,875; and (3) that they were liable
for a conputational adjustnent to their clainmed nedical expense
deduction that was based on an increase in adjusted gross incone.
For 2005 petitioners concede: (1) That they failed to report
ordinary incone of $46,979; and (2) that they were liable for
conput ational adjustnents to their clainmed nedical expense
deduction and claimed earned inconme credit that were based on an
i ncrease in adjusted gross incone.
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Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by reference. Petitioners resided in Al abama
when they filed their petition.

Johnson & Associ ates Mrtgage Co., Inc. (Johnson &

Associ ates), was incorporated in Del aware on Decenber 28, 1990.
It was a full-service nortgage conpany that originated,
underwrote, closed, and serviced single-famly residenti al

nort gages. Johnson & Associates’ initial capital was 5,000
shares of stock with a par value of $1 per share. On April 6,
1992, Johnson & Associates filed for a certificate of authority
to conduct business in Al abama as a foreign corporation. The
application for the certificate reflects 1,014 issued shares.

M. Johnson (petitioner) was the president, chief operating
of ficer, and chief executive officer of Johnson & Associates. He
was a sal ari ed enpl oyee of Johnson & Associ ates, and upon its
i ncorporation his conpensation included a nonthly sal ary of
$10, 000 pl us bonuses. Petitioner and his father were Johnson &
Associ ates’ majority sharehol ders. Johnson & Associ ates took out
lines of credit with several banks in Birm ngham Al abanma,

i ncl udi ng Regi ons Bank (Regions). The line of credit from

Regi ons was used for operating capital.
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Johnson & Associ ates began to experience financi al
difficulties in either 2000 or 2001. It did not pay petitioner a
salary at that tine because it did not have enough profits to pay
his salary and ot her enpl oyees’ sal ari es.

In 2001 Regions called for paynent of Johnson & Associ ates’
line of credit after the debt reached over $1 million.
Petitioner and his father negotiated a new prom ssory note with
Regi ons on July 13, 2001. Under the new agreenent petitioner in
hi s personal capacity, his father, and petitioner as president of
Johnson & Associates are listed as the borrowers on a Regions
prom ssory note for $1,023,977.52. The loan called for interest-
only paynents until after petitioner’s father’s death. Several
nort gages held by Johnson & Associates and a $500,000 life
i nsurance policy that petitioner’s father owned and that
petitioner was the beneficiary of were given as collateral for
t he | oan.

Petitioner’s father died on Cctober 6, 2003. | n Decenber
2003 the life insurance conpany issued a check to Regions for
$510, 775.28. I n January 2004 petitioner signed another
prom ssory note for $506,558.90 with Regions. Petitioner signed
the prom ssory note in his individual capacity, as executor of
his father’s estate, and as president of Johnson & Associ at es.
This prom ssory note also called for accrued interest-only

paynments and was secured by the sane nortgages that served as
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collateral for the first prom ssory note. The maturity date of
the second prom ssory note was July 23, 2004, at which tinme the
unpai d principal balance and accrued interest would be due. On
July 24, 2004, petitioner wote a personal check to Regions to
pay the bal ance of the second prom ssory note. The funds to pay
the second prom ssory note were obtained frompetitioner’s
personal checking account, his inheritance fromhis father’s
estate, and |oans fromhis children.

Petitioners reported a | oss of $960,902 on line 21, O her
i ncome, of their 2003 Form 1040, U.S. Individual Incone Tax
Return. “SEE STATEMENT 1” is typed on line 21 of Form 1040.
Statenment 1, Form 1040, line 21, Oher incone, |lists petitioners’

ot her incone as the foll ow ng:

Descri ption Amount

NCL carryover to 2001 ($25, 943)
Mur phy & Johnson |, LLC 16, 000
Bank One--debt cancell ation 15, 992
Chase--debt cancel | ati on 7,148
MBNA- - debt cancel | ati on 29, 746
Operating | oss Johnson &

Associ at es (1, 000, 000)
Less expenses 10,681 miles (3, 845)

Tot al (960, 902)

Petitioners reported an NOL carryover of $953,405 on line 21
of their 2004 Form 1040. The statenent 1 acconpanying the 2004
return is for Schedule E, Supplenental |Incone and Loss, and does

not include any additional information concerning the NOL. Only
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page 2 of Schedule E is attached to the return. No other
statenents acconpany the return.
Petitioners reported a | oss of $901,623 on line 21 of their
2005 Form 1040. “SEE STATEMENT 1" is typed on |line 21.

Statenent 1 |ists petitioners’ other incone as the foll ow ng:

Description Anmount
Debt cancel |l ati on--USAA Savi ngs $7, 698
Hare, Wnn Newel | and Newt on 30, 838
Prior year NCL (940, 159)
Tot al (901, 623)

Respondent issued petitioners a notice of deficiency for
2003, 2004, and 2005 that disallowed their initial loss claimfor
2003 and their NOL carryforwards for 2004 and 2005. Respondent
al so determned that petitioners were |liable for a section
6651(a) (1) addition to tax for 2003 and 2004 and a section
6662(a) accuracy-rel ated penalty for 2003.

Di scussi on

CGenerally, the Comm ssioner’s determ nations are presuned
correct, and the taxpayer bears the burden of proving that those

determ nations are erroneous. Rule 142(a); see I NDOPCO, Inc. V.

Commi ssioner, 503 U.S. 79, 84 (1992); Wl ch v. Helvering, 290

U S 111, 115 (1933). 1In sone cases the burden of proof with
respect to relevant factual issues may shift to the Comm ssioner
under section 7491(a). Petitioners did not argue or present

evi dence that they satisfied the requirements of section 7491(a).

Therefore, there is no burden shift under section 7491.
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The 2003 Loss O aimand the 2004 and 2005 NOL Carryf orwards

Petitioners argue that they should be allowed a deduction
for a bad debt because petitioner had to personally “guarantee”
both of the prom ssory notes.

Petitioners’ argunent that the |oan paynents constitute a
bad debt is wong. Petitioner was |isted as a separate borrower
on both of the Regions prom ssory notes. He was not a guarantor
of the loans but instead was primarily liable for each of themin
hi s personal capacity. “*Deductions are not permtted on account

of the repaynent of loans.’” Brenner v. Conm ssioner, 62 T.C

878, 883 (1974) (quoting Crawford v. Conmm ssioner, 11 B. T. A

1299, 1302 (1928)).
Deductions are all owed under section 162 for the ordinary
and necessary expenses of carrying on an activity that

constitutes the taxpayer’'s trade or business. Gantner V.

Comm ssioner, 91 T.C. 713, 725 (1988), affd. 905 F.2d 241 (8th

Cir. 1990); Hewett v. Conm ssioner, 47 T.C 483, 488 (1967). The

performance of services as an enpl oyee constitutes a trade or

business. O Malley v. Comm ssioner, 91 T.C 352, 363-364 (1988).

When deci di ng which taxpayer, an individual or a corporation, is
entitled to deduct certain expenses, it is inportant to renenber
that a corporation is a separate entity fromits sharehol ders for

tax purposes. See Moline Props., Inc. v. Conmm ssioner, 319 U. S.

436 (1943).
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It is well established that officers, enployees, or
shar ehol ders nmay not deduct the paynent of corporate expenses on

their individual returns. Craft v. Commi ssioner, T.C Mno.

2005-197 (citing Deputy v. du Pont, 308 U S. 488, 494 (1940),

Nol and v. Conmi ssioner, 269 F.2d 108 (4th Cr. 1959), affg. T.C

Meno. 1958-60, and Rink v. Conmm ssioner, 51 T.C. 746, 751

(1969)). “Such paynents constitute either capital contributions
or loans to the corporation and are deductible, if at all, only
by the corporation.” Gantner v. Comm ssioner, supra at 725

(citing Deputy v. du Pont, supra at 494, and Rink v.

Conm ssi oner, supra at 751).

During his testinony, petitioner often referred to the
“royal we” when di scussing whether he, his father, or Johnson &
Associ ates took certain actions. Petitioner introduced no
evi dence that the paynent of the |oan was an ordinary and
necessary expense related to his trade or business of being an
enpl oyee of Johnson & Associates. Petitioner testified that he
“felt a noral obligation, in addition to the I egal obligation” to
repay the loan and that he did not want to ruin his nanme and
reputation in the real estate community. The repaynent of the
| oan does not norph into a deducti bl e expense just because
petitioner made the paynent to protect his reputation. See

Brenner v. Comm ssioner, supra at 883. Even if petitioner had

paid off the loan to protect his equity interest in Johnson &
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Associ ates, the paynents would be capitalized and not considered

deducti bl e expenses to petitioner. See Craft v. Conm ssioner,

supra.

Petitioner has failed to prove that the repaynent of the
Regi ons | oan was any nore than that, the repaynent of a | oan.
Therefore, respondent’s determnation to disallow the 2003 | oss
cl ai m and subsequent 2004 and 2005 NCOL carryforwards is
sust ai ned. 2

Il. Additions to Tax and Accuracy-Rel ated Penalty

A. Section 6651(a)(1) Additions to Tax for Failure To File
Tax Return Tinely

Petitioners concede that they failed to file their 2003 and
2004 returns tinely. A taxpayer wll not be responsible for an
addition to tax under section 6651(a)(1l) if the taxpayer can show
that the failure to file was due to reasonabl e cause and not due

to wllful neglect. United States v. Boyle, 469 U S. 241, 245-

246 (1985). Reasonabl e cause exists when a taxpayer exercises
ordi nary business care and prudence and i s nonet hel ess unable to
file his or her return within the date prescribed by |aw. Sec.
301. 6651-1(c) (1), Proced. & Adm n. Regs. WIIful neglect is
defined as a “conscious, intentional failure or reckless

indifference.” United States v. Boyle, supra at 245.

2Because the Court finds that petitioners did not incur
| osses that m ght give rise to NOLs, we need not discuss whet her
petitioners properly elected to waive their NOL carrybacks before
cl ai mng NOL carryforwards.
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Petitioners did not provide any evidence that their failure
to file their 2003 and 2004 returns tinely was due to reasonabl e
cause and not due to willful neglect. Accordingly, respondent’s
determ nation of the failure to file additions to tax for 2003
and 2004 is sustai ned.

B. Section 6662(a) Accuracy-Rel ated Penalty

Section 6662(a) and (b)(2) inposes a 20-percent accuracy-
related penalty on the portion of an underpaynent that is
attributable to a substantial understatenment of incone tax.® An
understatenment of inconme tax is the excess of the anount of
incone tax required to be shown on the return for the taxable
year over the anount of inconme tax 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 $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. Sec. 7491(c). In order to neet that
burden, the Conmm ssioner need only nmake a prima facie case that
inposition of the penalty is appropriate. Higbee v.

Commi ssioner, 116 T.C. 438, 446 (2001). Once that burden is net,

3The Court need not determ ne whether petitioners are |iable
for the accuracy-rel ated penalty due to negligence.
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t he taxpayer bears the burden of proving that the accuracy-
related penalty does not apply because of reasonabl e cause,
substantial authority, or the like. Secs. 6662(d)(2)(B)

6664(c); Hi gbee v. Comm ssioner, supra at 449. Respondent has

met his burden of production for an accuracy-rel ated penalty
based on a substantial understatenent of incone tax because
petitioners’ understatenent of incone tax exceeds $5, 000.

An accuracy-related penalty is not inposed on any portion of
t he under paynment as to which the taxpayer acted with reasonabl e
cause and in good faith. Sec. 6664(c)(1l). Section 1.6664-

4(b) (1), Inconme Tax Regs., incorporates a facts and circunstances
test to determ ne whether the taxpayer acted with reasonabl e
cause and in good faith. The nost inportant factor is the extent
of the taxpayer’s effort to assess his or her proper tax
liability. Id.

Petitioners provided no evidence that they acted in good
faith and with reasonabl e cause. Additionally, petitioners
conceded that they failed to report tens of thousands of dollars
of incone for the years in issue. Accordingly, respondent’s
determ nation of the accuracy-related penalty is sustained.

We have considered the parties’ argunents, and, to the
extent not nentioned, we conclude the argunents to be noot,

irrelevant, or without nerit.



To reflect the foregoing,

Deci sion will be entered

for respondent.




