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PANUTHOS, Chief Special Trial Judge: These cases were heard

pursuant to the provisions of section 7463 of the Internal
Revenue Code in effect at the time the petitions were filed. The
decisions to be entered are not reviewabl e by any other court,
and this opinion should not be cited as authority. Unless

ot herwi se i ndi cated, subsequent section references are to the

I nternal Revenue Code in effect for the years in issue, and al
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Rul e references are to the Tax Court Rules of Practice and
Pr ocedur e.

Respondent determ ned deficiencies of $4,586 and $3,929 in
petitioners’ 2000 and 2001 Federal inconme taxes, respectively.
After concessions by petitioners,! the issue for decision is
whet her petitioners are entitled to expense deductions in the
t axabl e years 2000 and 2001 related to a sole proprietorship.

Backgr ound

These two cases were consolidated for purposes of trial,
briefing, and opinion. Sone of the facts have been sti pul at ed,
and they are so found. The stipulation of facts and the
suppl enental stipulation of facts wth attached exhibits, as well
as an additional exhibit admtted during trial, are incorporated
herein by this reference. Petitioners Gunasundran R Pillay (M.
Pillay) and Kal ai vani Govender are married and resided in G trus
Hei ghts, California, when the petition in each docket was fil ed.
Unl ess otherw se indicated, all references to petitioner are to

M. Pillay.

! Petitioners concede that a $1,175 State inconme tax refund
they received in 2001 is taxable. Petitioners also concede
certain expense deductions clainmed on their Schedule C, Profit or
Loss From Busi ness, which are discussed infra. The renaining
adjustnents in the notices of deficiency are conputational;
therefore, we do not address them
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During the years at issue, petitioner was a 50-percent owner
of Worl dwi de Technol ogy Solutions, Inc. (the corporation).? The
corporation placed consultants with busi nesses and gover nnent
agencies for a fee. Petitioner also operated a simlarly naned
sole proprietorship called Wrldw de Technol ogy Sol utions (WS).
Petitioner described WIS as a business consulting firm He
expl ai ned that WIS provi ded direct consulting services, whereas
the corporation provided consultants. It is not clear why WIS
and the corporation had nearly identical nanes.

In addition to his involvenent with the corporation and WIS,
petitioner worked full tinme for the California State Board of
Equal i zati on (SBOE) as a program manager. SBCE was al so one of
the corporation’s clients in 2000 and 2001. Petitioner could not
recall whether WIS had any clients in 2000. WS had one client
in 2001, a conpany called “3conf. WS perforned a feasibility
study for 3com and nade a proposal to update 3com s busi ness
software. 3comdid not accept the proposal and instead
contracted wwth the corporation for a consultant. WS was not
paid for the study it perforned.

The corporation was operated froman office in Sacranento.

WS was operated frompetitioners’ honme, but it also | eased

2 The corporation’'s tax liability is not at issue. At
trial, however, the parties nade frequent reference to the
corporation for purposes of conparing it with the sole
proprietorship. W therefore include information about the
corporation necessary to address the parties’ argunents.
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of fice space fromthe corporation. Petitioner explained that
al though WIS was a hone- based busi ness, he wanted nore
prof essi onal surroundi ngs when he net WIS clients. WS paid one-
hal f of the rent for the Sacranmento office.

The corporation reported gross receipts of $922,843 in
2001. WS had no gross incone during the years at issue. On
their jointly filed 2000 and 2001 Federal incone tax returns,
petitioners clained WIS-rel ated expense deductions totaling
$45, 520 and $18, 353, respectively.® Respondent issued a notice
of deficiency for each year disallow ng the deductions in full.
Before trial, petitioners conceded certain expense deductions but
al so clained additional expense deductions beyond those clai ned
on their tax returns. Petitioners now claimthe follow ng

Schedul e C expense deducti ons:*

2000 2001
Adverti sing $248 ----
Car and truck 6, 085 $6, 085
Conmmi ssions and fees 38, 372 .-
Rent 852 12,973
Suppl i es 2,236 1, 030
Tr avel ---- 2,018
Meal s and entertai nment 571 1, 926
Utilities 897 1,717
Total s 49, 261 25,749

3 The $18,353 figure includes $12,488 that petitioners
originally clainmed as unrei nbursed enpl oyee busi ness expenses on
Schedule A, Item zed Deductions, but which they now claimas
addi tional Schedul e C expense deducti ons.

4 All amounts are rounded to the nearest doll ar.
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Di scussi on

Deductions are a matter of |egislative grace, and the
t axpayer bears the burden of proving that he is entitled to any

deduction clained. Rule 142(a); New Colonial lce Co. V.

Hel vering, 292 U. S. 435, 440 (1934). This includes the burden of
substanti ating the anount and purpose of the cl ai ned deducti on.

See Hradesky v. Conm ssioner, 65 T.C. 87, 90 (1975), affd. per

curiam540 F.2d 821 (5th Cr. 1976). The taxpayer is required to
mai ntain records that are sufficient to enable the Conm ssioner
to determne his correct tax liability. See sec. 6001; sec.
1.6001-1(a), Inconme Tax Regs.

Pursuant to section 7491(a), the burden of proof as to
factual matters shifts to respondent under certain circunstances.
Petitioners have neither alleged that section 7491(a) applies nor
established their conpliance with the requirenents of section
7491(a)(2)(A) and (B) to substantiate itens, maintain records,
and cooperate fully with respondent’s reasonabl e requests.
Petitioners therefore bear the burden of proof.

Section 162(a) generally allows a deduction for ordinary and
necessary busi ness expenses. To qualify as an all owabl e
deduction under section 162(a), an itemmnust: (1) Be paid or
incurred during the taxable year; (2) be for carrying on any
trade or business; (3) be an expense; (4) be a necessary expense;

and (5) be an ordinary expense. Comm ssioner v. Lincoln Sav. &
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Loan Association, 403 U S. 345, 352 (1971); EMR Corp. & Subs. v.

Conm ssioner, 110 T.C 402, 414 (1998).

Section 274(d) inposes strict substantiation requirenents
for listed property as defined in section 280F(d)(4), gifts,
travel, entertainnent, and neal expenses. Sec. 1.274-5T(a),
Tenporary I ncone Tax Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985).
Li sted property includes passenger autonobiles and any ot her
property used as a neans of transportation. Sec.
280F(d)(4)(A) (i) and (ii). To obtain a deduction for a listed
property, travel, neal, or entertai nnent expense, a taxpayer mnust
substanti ate by adequate records or sufficient evidence to
corroborate the taxpayer’s own testinony the anount of the
expense, the tinme and place of the use, the business purpose of
the use, and, in the case of entertai nnment, the business
relationship to the taxpayer of each person entertained. Sec.
274(d); sec. 1.274-5T(b), Tenporary |Incone Tax Regs., 50 Fed.
Reg. 46014 (Nov. 6, 1985).

According to respondent, petitioners have not denonstrated
that WIS was a separate business activity in the years at issue.
Respondent therefore contends that none of petitioners’ clainmed
deductions were paid or incurred in carrying on a trade or
busi ness. Respondent notes that WIS and the corporation had
simlar nanes and shared office space, that WIS had only one

client, and that WIS had no gross incone, whereas the corporation
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had gross receipts of $922,843 in 2001. Respondent argues that
to the extent expenses were paid or incurred, they were either
petitioners’ personal expenses or expenses of the corporation.

Petitioner contends that WIS was an active business that was
distinct fromthe corporation and that WIS paid or incurred the
expenses in question. Although WIS had few clients in 2000 and
2001, petitioner contends WIS “was naki ng proposals all over the
country” trying to generate business.

We agree with respondent that it is unclear whether WIS was
a separate business. WS reported no gross receipts in the years
at issue. It conducted limted activities and had only one
client, which eventually chose to do business with the
corporation. Although petitioner clains WIS was attenpting to
gener ate business, he did not provide WIS brochures, marketing
materials, or other evidence of WIS s sales efforts. Petitioner
i ntroduced a bal ance sheet and incone statenent for the
corporation, but petitioner did not produce any accounting
records for WIS. Wile petitioner maintains that WIS was
separate fromthe corporation, he testified that he “mde no
di stinction between * * * [his] enploynent and * * * [his] home-
based busi ness because * * * they were one and the sanme thing.”

It is not entirely clear what petitioner neant by this comrent;
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however, at the very least his testinony casts doubt on his
assertion that WIS was a separate business.?®

Even if WIS was a separate busi ness, each of the clained
expense deductions fails to satisfy one or nore requirenents to
be deductible. Wth respect to travel, neals, and entertai nnent
expenses, petitioner has not net the substantiation requirenents
of section 274(d). Although petitioner introduced a nunber of
recei pts, they do not describe the business purpose of the
expenses or the business relationship to petitioner of the
persons he entertained. See sec. 274(d); sec. 1.274-5T(b),
Tenporary I nconme Tax Regs., supra.

Petitioner testified that he purchased a vehicle that he
used exclusively for WIS-rel ated busi ness, even though title to
the vehicle was held in petitioners’ nanes rather than in WIS s
name. Because the vehicle was |isted property as defined in
section 280F(d)(4)(A), deductions related to the vehicle are al so
subj ect to the hei ghtened substantiation requirenents of section
274(d). Petitioner did not keep a m |l eage | og, however, or
ot herwi se corroborate his testinony concerning the business
purpose of the vehicle. See sec. 274(d); sec. 1.274-5T(c),

Tenporary Income Tax Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985).

> Petitioner’s belief that WIS was related to his enpl oynent
with SBOE may explain why he originally clainmed the $12, 488 of
addi ti onal Schedul e C deductions as unrei nbursed enpl oyee
expenses. See supra note 3.
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Wth respect to advertising and supplies expenses,
petitioner has not established the business purpose of these
expenditures or that they were WIS s expenses, as opposed to
personal expenses or the corporation’s expenses. The sane is
true for utilities expense. For exanple, petitioner introduced a
nunber of invoices fromAT&T Wrel ess. The invoices are
addressed to petitioner, however, and do not reference WIS. In
addition, sone of the invoices |ist petitioners’ hone address,
while others list the office in Sacranento that WIS shared with
the corporation. Petitioner did not introduce evidence |inking
t he tel ephone nunber |isted on the invoice to WIS, such as a WIS
busi ness card or WIS | etterhead. Nor did petitioner provide
evi dence of his personal utilities expense or the corporation’s
utilities expense, which may have been circunstantial evidence
that WIS used the AT&T Wrel ess service and incurred the expense
i n question.

WIS paid one-half of the rent for the office space it shared
with the corporation. Wile rent generally is an ordinary
busi ness expense, petitioner testified that the office space was
“only a professional front” for WS; i.e., WIS used it solely to
nmeet clients. Gven the limted use that WIS nade of the office
space, as well as the dearth of clients in the years at issue, it
appears that this expenditure may not have been a necessary

expense. See Alondra Indus., Ltd. v. Conm ssioner, T.C Meno.
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1996- 32 (“Excessive rental paynents do not constitute ordinary
and necessary busi ness expenses and are therefore not
deductible.”). Only the reasonable portion of the rent is

al |l owed as a deducti on. Hopki ns v. Conm ssioner, T.C. Meno.

2005-49. There is nothing in the record which indicates that any
portion of the rent paid by WIS was reasonabl e.

Finally, petitioner testified that the conmm ssions and fees
expense of $38,372 in 2000 represents the cost of conputer
software that he conm ssioned a conpany called “R Systens” to
devel op. The software was designed to aid in the electronic
filing of State sales tax returns. Petitioner had hoped to sel
or |ease the software to SBOE but was unable to do so.

For the sanme reasons discussed supra, it is not clear that
WIS paid or incurred the cost of acquiring the software. Even if
WS did pay or incur this cost, software generally nust be
depreci ated rather than currently deducted. See secs. 167(f),
197; sec. 1.167(a)-14(b)(1), Incone Tax Regs. The period for
depreci ati on of an asset begins when the asset is placed in
service. Sec. 1.167(a)-10(b), Incone Tax Regs. The record does
not indicate when, if ever, WIS placed the software in service.
Accordi ngly, petitioners cannot deduct any costs associated with

the software. See Hahn v. Conmmi ssioner, T.C Meno. 1990-43.

We conclude that the WIS-rel ated expense deducti ons t hat

petitioners claimare not ordinary and necessary busi ness
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expenses. Accordingly, respondent’s determ nations are
sust ai ned.
Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

To reflect the foregoing,

Deci sions will be entered

for respondent.




