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HALPERN, 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

1

Hereafter, unless otherwi se noted, all section references

are to the Internal Revenue Code in effect for the years in

i ssue,

and all Rule references are to the Tax Court Rul es of

Practi ce and Procedure. All dollar anmounts have been rounded to
t he nearest doll ar.
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this opinion shall not be treated as precedent for any other
case.

By notice of deficiency, respondent determ ned deficiencies
in petitioners’ Federal incone taxes of $1,565 and $3,174 for
their taxable (cal endar) years 1999 and 2000, respectively. The
i ssues for decision concern certain anounts petitioners deducted
in conputing petitioner Randall Knowl es’s net profit fromhis
sol e proprietorship.

Backgr ound

| nt r oducti on

Petitioner Sheryl Knowl es was narried to M. Know es
t hroughout 1999 and 2000. During those years, M. Know es was
the sole proprietor of an insurance sal es business (the
busi ness) .

In Septenber 1991, M. and Ms. Know es signed an enpl oynent
contract (the enploynent contract) effective Septenber 1, 1991.
Anmong ot her things, the enploynent contract provides that M.
Know es is enployed to be an office manager and for accounting
services, she is to be paid $200 a nmonth, and M. Knowes is to
establish a nedical reinbursenment plan.

On Septenber 1, 1991, M. Know es executed the plan docunent
for a nedical reinbursenent plan (the nedical plan) effective
that date. Al enployees were eligible to participate in the

medi cal plan. Under the terns of the nedical plan, eligible
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enpl oyees are entitled to rei nbursenent for certain nedical
expenses they incur, including nmajor nedical and hospital
i nsurance premuns for the enployee and famly, accident
i nsurance premuns for the enpl oyee only, and uni nsured nedi cal
expenses, W thout specifying whether for the enpl oyee or the
enpl oyee and famly.

On Septenber 2, 1991, Ms. Know es executed an enpl oyee
application provided by M. Know es for the nedical plan,
el ecting to be covered for major nedical insurance prem uns for
enpl oyee and fam ly, accident insurance prem uns for enployee
only, and uni nsured nmedi cal expenses, w thout specifying whether
for the enpl oyee or the enployee and famly. On that sane date,
M. Know es executed a docunent, “Change of Primary
Pol i cyhol der”, directed to Life Investors, regarding Health
| nsurance Policy No. 110-011546701 (the Life Investors policy),
changi ng the nanme of the primary policyholder fromhinself to M.
Know es and listing hinself as “dependent”.

M. Know es executed a revised plan docunent for the nedical
pl an effective January 1, 1997, under which only full-tine
enpl oyees are eligible to participate in the nedical plan. Full-
time enpl oyees are defined as enpl oyees who work 20 hours or nore

a week.



- 4 -

In 1999 and 2000 M. Knowl es paid the prem uns for a nedical
i nsurance policy (the nedical policy) that covered both himand
Ms. Know es.

During 1999 M. Know es was insured under a disability
i nsurance policy (the disability policy) providing nonthly
paynments if M. Knowl es was di sabled and unable to work. M.
Know es paid the premuns for the disability policy in 1999.

M. Know es did not track or record any hours that M.
Know es worked for himduring 1999 or 2000.

In 1999 and 2000 petitioners maintained one joint checking
account for which Ms. Knowl es was the primary account hol der.
Petitioners used this account both for personal and business
pur poses. Anmpong the itenms shown in that account for 1999 and
2000 are paynents to Life Investors for premuns. Simlarly, in
1999 and 2000 petitioners maintained one joint credit card
account that was used to pay both personal and busi ness expenses.

Ms. Knowl es received no paychecks from M. Know es in either
1999 or 2000.

During 1999 and 2000 Ms. Know es was enployed full time by
Mont ana State University.

Schedul e C Deducti ons

For both 1999 and 2000 petitioners reported M. Know es’s

profit fromthe business on a Schedule C, Profit or Loss From
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Busi ness, attached to their Form 1040, U.S. Individual |ncone Tax
Ret urn.

On the 1999 Schedule C petitioners deducted $1, 788 for
disability policy premuns, $2,020 for medical policy prem uns,
and $3,005 for wages paid to Ms. Know es.

On the 2000 Schedule C petitioners deducted $2,614 for
nmedi cal policy prem unms, $8,078 for out-of-pocket nedical
expenses, and $3,120 for wages paid to Ms. Know es.

Tax Reporting

Forms W2, Wage and Tax Statenent, issued by M. Know es
reported that Ms. Know es received wages of $2,980 and $3, 120
fromhimin 1999 and 2000, respectively. Petitioners included
t hose anmounts in gross inconme on their Fornms 1040. M. Know es
pai d Social Security and Medicare taxes on the wages reported for
Ms. Know es.

Di scussi on

Wages and Medi cal Expenses

Respondent argues that the wages attributed to Ms. Know es
were not ordinary and necessary expenses of the business in 1999
and 2000 because Ms. Knowl es was not a bona fide enpl oyee.
Respondent cl ains that the wages and nedi cal expenses are not an
ordi nary and necessary busi ness expense because Ms. Know es was
not a bona fide enployee of M. Know es in those years.

Respondent further clains that, even if Ms. Know es was a bona
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fide enpl oyee, the nedi cal expenses are not an ordinary and
necessary busi ness expense because Ms. Know es did not work at
| east 20 hours a week in 1999 and 2000 as required to be covered
by the nedical plan. Finally, respondent clains that, if M.
Knowl es was otherwi se eligible to receive benefits under the
medi cal plan, petitioners have failed to prove that Ms. Know es
paid or incurred nedical expenses in 1999 and 2000 for which she
was rei nbursed by the nedical plan.

M. Know es testified convincingly as to his wife’'s duties
as his enpl oyee under the enploynent contract:

She cat egori zes expenses for the preparation of Federal
and state tax returns. Reports data using Quicken
conputer software. Provides counsel on business
decisions. Verifies deposits. Reconciles the business
checkbook. Reconciles credit card statenents.
Schedul es invoi ce paynents. Escorts * * * [ne] to

busi ness neetings and conferences. Chauffeurs * * *
[me] to business neetings and CLE Institutes. Prepares
data for CPA and other office duties as assigned. She
al so acts as the nedical plan adm nistrator and
perfornms various duties such as processing clainms and
mai ntai ning records. * * * [she entertains] clients

t hrough | uncheons and di nners hosted at the office.

The mai nt enance and physical upkeep of the 900 square
foot office and conference area are al so part of her
responsibilities, and she used vacation tinme from her *
* * [Montana State University job] to perform sone of

t hese duti es.

Ms. Knowl es also testified convincingly as to her duties. She
expl ai ned that, since she and M. Know es mai ntai ned only one
checki ng account for their personal and the business expenses, it
made no sense for M. Knowes to wite wage checks to her on that

account that she would then deposit back into the account. Wile
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we understand her reasons for that practice, it clouds a
situation that requires us to determ ne whether Ms. Know es was
an enployee in M. Know es’s business. M. Know es did, however,
report Ms. Know es’s wages for w thhol ding and wage tax purposes.
On bal ance, petitioners have convinced us that Ms. Know es was
enployed in M. Know es’s business during 1999 and 2000 and
recei ved wages for her labor in at |east the amounts reported on
the 1999 and 2000 Fornms W2, and we find accordingly.

We al so believe that Ms. Know es worked in the business at
| east 20 hours a week in each of the years at issue. M.
Know es’s failure to track or record Ms. Knowl es’s work hours
wei ghs agai nst petitioners, Ms. Know es neverthel ess credibly
testified that she worked approximately 20 to 22 hours a week.
Respondent questions whet her, generally, M. Know es’s descri bed
duties legitimately could occupy her for 20 hours a week. Wile
the question is close, we are persuaded that they could and find
that they did.

Petitioners were entitled to deduct wages reported as paid
to Ms. Knowl es on the Fornms W2 issued by M. Know es of $2, 980
and $3, 120, for 1999 and 2000, respectively.

At trial, respondent conceded that the anmounts cl aimed on
petitioners’ 2000 Schedule C for prem uns on the nedical policy
and for out-of-pocket nedical expenses were actually paid for

t hose purposes, and we find accordingly. W find the same for
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1999. Wile the evidence is sparse as to whether the Life
I nvestors policy is in fact the nmedical policy, petitioners’ bank
account records for 1999 and 2000 show paynents to Life Investors
for prem um paynents, and we assune and find they are the sane
policy. W also find that Ms. Know es was the primary
pol i cyhol der under the nedical policy during 1999 and 2000. W
further find that M. Know es paid the prem uns on the nedi cal
policy for 1999 and 2000, thus entitling petitioners to deduct
the paynents in determining the profits of the business, see sec.
1.162-10, Inconme Tax Regs., and entitling Ms. Know es to excl ude
the paynents from gross incone, see sec. 106(a). The 2000 out-
of - pocket expenses are a different story. There is no evidence
that they were paid solely for Ms. Know es and, with respect to
the nmedical plan, while famly nmenbers are included for purposes
of maj or nedical and hospital insurance prem uns rei nbursenent,
the nmedical plan fails to specify whether famly nenbers are
i ncl uded for purposes of reinbursenment of uninsured nedical
expenses. Petitioners have failed to show that the 2000 out - of -
pocket nedi cal expenses were paid pursuant to the nedical plan
and are therefore deductible under section 162. W sustain
respondent’s di sall owance of $8,078 deducted on petitioners’

2000 Schedul e C for out-of-pocket nedical expenses.



The Disability Policy

There is a question as to who owned the disability policy
during 1999. The parties have stipulated a copy of an undated
application for a disability insurance policy from Ghio National
Li fe Assurance Corporation/Ci ncinnati (the insurance
application). The insurance application shows M. Knowl es as the
proposed insured and has three boxes under the headi ng “Omer
I nformation”, apparently allow ng a check mark to show who the
owner shall be. The three boxes are | abeled “Proposed | nsured”,
“Applicant”, and “Oher (Print Below)”. “Applicant” is checked,
al t hough Ms. Know es’s nane and address are printed bel ow the box
marked “Qther (Print Below)”. There is no indication on the
i nsurance application as to who the applicant is. The parties
have al so stipulated a docunent that contains the policy
specifications for a disability insurance policy from Chio
Nati onal Life Assurance Corporation/C ncinnati (the policy
specifications) insuring M. Know es and show ng himas the owner
of the policy. The policy specifications show that the policy
was issued on January 16, 1996. The insurance application is
anbi guous as to who is the owner of the policy; i.e., the unnaned
applicant or Ms. Knowles. W therefore rely on the policy
specifications to find that M. Knowl es was the policy owner

during 1999. W find that he was the owner during 1999 of the
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disability policy. The policy prem uns are nondeducti bl e
personal expenses. See sec. 262.

Concl usi on

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




