PURSUANT TO INTERNAL REVENUE CODE
SECTION 7463(b),THIS OPINION MAY NOT
BE TREATED AS PRECEDENT FOR ANY
OTHER CASE.




T.C. Summary Opinion 2004-77

UNI TED STATES TAX COURT

MELI NDA D. RI VERA, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 16971-02S. Filed May 27, 2004.

Melinda D. Rivera, pro se.

Rebecca S. Duewer, for respondent.

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

the provisions of section 7463 of the Internal Revenue Code in
effect at the tinme that the petition was filed. Unless otherw se
i ndi cat ed, subsequent 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.
The decision to be entered is not reviewable by any other court,

and this opinion should not be cited as authority.
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Respondent determ ned a deficiency in petitioner's Federal
income tax of $4,122 for 2000. After concessions,! the issues
remai ning for decision are: (1) Wether petitioner, during the
year at issue, was a statutory enpl oyee under section
3121(d)(3)(D); (2) whether petitioner is liable for self-
enpl oynent tax; and (3) whether petitioner is entitled to
deductions for either enpl oyee busi ness expenses on Schedul e A,
Item zed Deductions, or trade or business expenses on Schedul e C,
Profit or Loss From Busi ness, under section 162(a).

Backgr ound

The stipulation of facts and the exhibits received into
evi dence are incorporated herein by reference. Petitioner
resided in OGakland, California, at the tinme the petition was
filed.

Petitioner tinely filed her Form 1040, U.S. I ndividual
| nconme Tax Return, for 2000. Attached to the return were three
Forms W2, Wage and Tax Statenent, in petitioner's nane reporting

wages as foll ows:

Big Train, Inc. $35, 142. 29
Peerl ess Coffee Co., Inc. 9, 373. 48
CGCeorge W Riley Professiona

Beauty Center 757. 87

Petitioner conceded at trial that she was not a statutory
enpl oyee of her enployers George Riley and Victoria' s Secret.
Petitioner only worked for Victoria' s Secret for only 1 day.
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Box 15, which indicates "statutory enpl oyee" status, was not
checked on any of the Forns W2. Total wages reported on line 7
of the Form 1040 were $45, 419.

Petitioner filed with her return a Schedule C. The Schedul e
C reported business inconme of $45,419, expenses of $11,506, and
net profit of $33,913.

Respondent sent to petitioner a statutory notice of
deficiency for tax year 2000 determ ning that petitioner is
liable for self-enploynent tax and is entitled to a deduction for
one- hal f that anount.

Big Train, Inc.

Petitioner was hired in January 2000 by Big Train, Inc. (Big
Train), as their northern California sales representative.
Petitioner's enploynment with Big Train was term nated i n August
2000. During this period, petitioner's responsibilities included
out si de sal es and support for new and exi sting custoners as well
as achieving the revenue growh and new store goals set by the
conpany.

Peerl ess Coffee Co.

From about Cctober through Decenber 2000, petitioner worked
for the Peerless Coffee Co. (Peerless) By letter dated Septenber
26, 2000, Peerless offered petitioner enploynment on their sales
team The letter sets forth petitioner's salary and conm ssion

and the availability of health benefits after the conpletion of a
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90-day probationary period. The letter also states that
petitioner would be reinbursed at 26 cents per mle for m|l eage
driven and docunented. Peerless required that it be nanmed as an
additional insured on petitioner's auto policy and that
petitioner provide themw th certificates of insurance on a
regul ar basis. Petitioner's nonthly insurance billing statenents
did not reflect Peerless as an insured.

Di scussi on

The sol e adjustnent determned in the notice of deficiency
is that petitioner is |liable for self-enploynent tax and entitled
to the correspondi ng deduction. The issues regarding
petitioner's status as a statutory enployee and her entitl enment
to clai mdeductions on Schedule C were raised in her petition
herein and were argued by her at trial. Respondent did not file
an answer, and his argunent that petitioner is not entitled to
deduct busi ness expenses on either Schedule C or Schedule A
because of | ack of substantiation was raised for the first tine
in his trial nenoranda.?

The Court finds on the basis of the entire record that
petitioner received adequate notice, and was not surprised or
undul y prejudi ced by respondent's position. Accordingly, the

Court deens the issues raised and tried by consent of the parties

2This case was set for trial twice. Respondent raised the
issue in both trial nenoranda.
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under Rule 41(b) and properly before the Court. See Christensen

v. Comm ssioner, T.C Meno. 1996-254, affd. w thout published

opinion 142 F. 3d 442 (9th G r. 1998).

| f sustained, respondent’'s disallowance of petitioner's
cl ai med deductions totaling $11,506 may result in a deficiency
hi gher than that determned in the notice of deficiency. Section
6214(a) provides that this Court shall have jurisdiction to
redeterm ne the correct anount of the deficiency even if the
anount so redetermned is greater than the anount determ ned by
the Comm ssioner in the notice of deficiency if the Comm ssioner
asserts a claimat or before the hearing or rehearing.
Consistent with the general mandate of section 6214(a), this
Court generally will exercise its jurisdiction over an increased
deficiency only where the matter is properly pleaded. Markwardt

v. Conmm ssioner, 64 T.C 989, 997 (1975); MGee v. Conm ssioner,

T.C. Meno. 2000-308 (citing Estate of Petschek v. Conm ssioner,

81 T.C. 260, 271-272 (1983), affd. 738 F.2d 67 (2d Cir. 1984)).
Rul e 41(b) (1), however, provides that when an issue not

raised in the pleadings is tried with the express or inplied

consent of the parties, that issue is treated in all respects as

if it had been raised in the pleadings. Thus, where the

Conmi ssioner raises an issue that could result in an increased

deficiency without formally anending his pleading and that issue

is tried with the taxpayer's express or inplied consent, the
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requi renment in section 6214(a) that the Comm ssioner make a claim
for the increased deficiency is satisfied. See MGee v.

Conmm ssi oner, supra (citing Wods v. Conm ssioner, 91 T.C. 88, 93

(1988)); see also Pallottini v. Conmi ssioner, 90 T.C. 498, 500

(1988).
Taxpayers generally bear the burden of proving that the
Comm ssioner's determ nations are incorrect. Rule 142(a); Welch

v. Helvering, 290 U S 111, 115 (1933). However, the

Comm ssi oner bears the burden of proof in respect of any new

matter or increases in deficiency. Rule 142(a); Powerstein v.

Comm ssioner, 99 T.C. 466, 473 n.4 (1992). The resolution of the

remai ni ng i ssues does not depend on which party has the burden of
proof. The Court resolves those issues on the preponderance of
the evidence in the record; therefore section 7491 does not apply
her e.

| . Petitioner's Enploynent Status and Liability for Self-
Empl oyment Tax

Adj usted gross inconme generally consists of gross incone
| ess trade or business expenses, except in the case of the
performance of services by an enployee. Sec. 62. Wth
exceptions not relevant here, an individual performng services
as an enpl oyee may deduct expenses incurred in the performance of
services as an enployee only as m scel |l aneous item zed deductions
on Schedule A and then only to the extent such expenses exceed 2

percent of the individual's adjusted gross incone. Secs. 63(a),
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(d), 67(a) and (b). The deduction for business expenses under
section 162 is not enunerated in section 67(b) and thus is
included in m scell aneous item zed deductions. Sec. 67.

The Conm ssioner has ruled that an individual who is a
statutory enpl oyee under section 3121(d)(3), which relates to
enpl oynent taxes, is not an enpl oyee for purposes of sections 62
and 67, and, therefore, a statutory enpl oyee under section
3121(d)(3) is not subject to the section 67(a) 2-percent
limtation for expenses incurred by such enployee in the
performance of services as an enployee. Rev. Rul. 90-93, 1990-2
C.B. 33. Thus, an individual who is a statutory enpl oyee under
section 3121(d)(3) is allowed to deduct expenses from gross
i ncone that otherw se would be subject to the 2-percent
limtation of section 67(a).

An enpl oyee for enploynent tax purposes is defined in
pertinent part by section 3121(d) as foll ows:

SEC. 3121(d). Enpl oyee.— For purposes of this
chapter, the term "enpl oyee" neans--

(1) any officer of a corporation; or

(2) any individual who, under the usual
common | aw rul es applicable in determning the
enpl oyer - enpl oyee rel ationshi p, has the status of
an enpl oyee; or

(3) any individual (other than an individual
who i s an enpl oyee under paragraph (1) or (2)) who
perfornms services for remuneration for any person

* * %
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(D) as a traveling or city sal esman,
other than as an agent-driver or conmm ssion-
driver, engaged upon a full-tinme basis in the
solicitation on the behalf of, and the
transm ssion to, his principal (except for
side-line sales activities on behalf of sone
ot her person) of orders from whol esal ers,
retailers, contractors, or operators of
hotel s, restaurants, or other simlar
establi shnments for nerchandi se for resale or
supplies for use in their business
oper ati ons;

if the contract of service contenplates that substantially
all of such services are to be performed personally by such
i ndi vi dual ; except that an individual shall not be included
in the term"enpl oyee" under the provisions of this
paragraph if such individual has a substantial investnent in
facilities used in connection with the performance of such
services (other than in facilities for transportation)

***.

An individual is a statutory enpl oyee under section
3121(d)(3) only if such individual is not a cormmon | aw enpl oyee
under section 3121(d)(2).

Whet her an individual is a common | aw enpl oyee under section

3121(d)(2) is a question of fact. Profl. & Executive Leasing,

Inc. v. Conmm ssioner, 89 T.C 225, 232 (1987), affd. 862 F.2d 751

(9th Cir. 1988); Sinpson v. Comm ssioner, 64 T.C. 974, 984

(1975). Anmong the relevant factors in determ ning the substance
of an enploynent relationship are the followng: (1) The degree
of control exercised by the principal over the details of the
work, (2) the taxpayer's investnent in facilities, (3) the

t axpayer's opportunity for profit or loss, (4) permanency of the

rel ati onship between the parties, (5) the principal's right of
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di scharge, (6) whether the work perforned is an integral part of
the principal's business, (7) what relationship the parties
believe they are creating, and (8) the provision of enpl oyee

benefits. NLRB v. United Ins. Co., 390 U S. 254, 258 (1968);

Garrett v. Phillips MIls, Inc., 721 F.2d 979, 981 (4th G

1983); Sinpson v. Conmm ssioner, supra at 984-985; sec.

31.3121(d)-1(c)(2), Enploynent Tax Regs. (setting forth criteria
for identifying comon | aw enpl oyees). No one factor is

determnative. Cnmy. for Creative Non-Violence v. Reid, 490 U. S.

730, 752 (1989). Instead, all the incidents of the relationship

must be assessed and weighted. NLRB v. United Ins. Co., supra at

258: Si npson v. Commi ssioner, supra at 985. The factors shoul d

not be weighted equally but should be wei ghted according to their

significance in the particular case. Aynes v. Bonelli, 980 F. 2d

857, 861 (2d Cir. 1992); Matt v. Conmm ssioner, T.C Meno.

1990- 209.

A. Deqr ee of Control

The control factor is the "crucial test" to determ ne the

nature of a working relationship. Wber v. Conm ssioner, 103

T.C. 378, 387 (1994), affd. per curiam 60 F.3d 1104 (4th Gr.
1995). The degree of control necessary to find enpl oyee status
varies with the nature of the services the worker provides.

See Ewens & MIller, Inc. v. Conmm ssioner, 117 T.C. 263, 270

(2001); Weber v. Conmm ssioner, supra at 388.
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Al'l that is necessary is that the principal have the right

to control the details of the person's work. MGQiire v. United

States, 349 F.2d 644, 646 (9th Cr. 1965); Thomas Kiddie, MD.

Inc. v. Conm ssioner, 69 T.C 1055, 1058 (1978). It is not

necessary for the principal actually to exercise that control.

Potter v. Commi ssioner, T.C Meno. 1994- 356.

"Where the inherent nature of the job nmandates an
i ndependent approach, a | esser degree of control exercised by the
principal may result in a finding of an enpl oyer-enpl oyee

status." Youngs v. Conm ssioner, T.C. Mnob. 1995-94, affd.

wi t hout published opinion 98 F.3d 1348 (9th Cr. 1996); Potter v.

Conmi sSsi oner, supra.

To retain the requisite control over the details of an
i ndividual's work, the enployer need not stand over the
i ndi vi dual and direct every nove nmade by the individual; it is
sufficient if the enployer has the right to do so. Wber v.

Conm ssi oner, supra at 388. Simlarly, the enployer need not set

t he enpl oyee's hours or supervise every detail of the work

environment to control the enployee. Gen. Inv. Corp. v. United

States, 823 F.2d 337, 342 (9th Cr. 1987). Wrkers who set their
own hours are not necessarily independent contractors. |d.;

Ewens & MIller, Inc. v. Comm ssioner, supra at 270.

The record shows that Peerless dictated petitioner's

conpensati on and expense rei nbursenent. The description of
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petitioner's position with Big Train indicates that petitioner's
duties, performance goals, and sales territory were set by the
conpany's national sales nmanager. Additionally, petitioner was
required to report the status of her accounts and work, as well
as her schedule, to the national sal es manager.

B. | nvestnent in Facilities

The record does not contain any information as to
petitioner's working conditions while she was enpl oyed by
Peerless. Petitioner testified that while enployed by Big Train,
she worked mainly fromher honme and faxed or mailed her work and
expenses to them Petitioner has not provided any evidence as to
any expendi tures she may have made to establish or conforma
wor kspace in her honme in order to performthe duties of her job.
In any event, naintenance of a hone office al one would not be a
sufficient basis for a finding that petitioner was an i ndependent

contractor rather than an enployee. Lewis v. Comm ssioner, T.C

Menmo. 1993-635.

C. Opportunity for Profit or Loss

Petitioner received a salary fromBig Train as well as
comm ssions on her sales. Big Train also paid sone of her travel
expenses.

Petitioner received a biwekly base salary from Peerl ess and
comm ssions on her sales. Peerless also reinbursed petitioner

for her m | eage.



- 12 -
Conpensation on a conm ssion basis is entirely consi stent

with an enpl oyer-enpl oyee rel ati onship. Texas Carbonate Co. v.

Phi nney, 307 F.2d 289, 292 (5th Gr. 1962); Capital Life & Health

Ins. Co. v. Bowers, 186 F.2d 943 (4th Cr. 1951).

Wil e petitioner could conceivably have suffered sone | oss
as a result of her sales activities, she may still be an enpl oyee
under the common |law test if her risk of |oss was negligible.

Lewis v. Commi ssioner, supra; Radovich v. Comm ssioner, T.C.

Meno. 1954-220.

Petitioner did not purchase or own the products she sold.
G ven her guaranteed base salaries from her enployers,
petitioner's risk of loss fromher sales activities was
negligi ble at best.

D. Per manency of Rel ati onship

There is no information in the record with respect to this
factor.

E. Principal's R ght To D scharqge

There is no information in the record with respect to this
factor as it pertains to Peerless; however, petitioner was
subject to a 90-day probationary period at the begi nning of her
enpl oynent with the conpany. Petitioner's enploynent with Big
Train, however, was termnated by Big Train in August 2000. This

is consistent with enpl oyee stat us.
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F. | nteqral Part of Busi ness

Peerless and Big Train are in the business of selling their
products. Sales representatives, such as petitioner, are their
key connection with their custoners. This factor supports a
finding that petitioner was an enpl oyee of Peerless and Big

Train. See Lewis v. Conmmi Ssioner, supra.

G Rel ationship Parties Believe They Created

Petitioner believes that she was a statutory enpl oyee. The
statutory enpl oyee boxes on the Forns W2 from Peerless and Big
Train were not checked. Further, Peerless and Big Train w thheld
appl i cabl e payroll taxes and did not issue Forns 1099 to
petitioner.

H. Empl oyee Benefits

Peerl ess offered petitioner nedical, dental, and vision
benefits upon conpletion of her 90-day probationary peri od.
There is no evidence in the record as to whether petitioner
recei ved any benefits fromBig Train.

Consi dering the record and weighing all the factors, the
Court concludes that petitioner was a conmon | aw enpl oyee under
section 3121(d)(2) and, therefore, was not a statutory enpl oyee
under section 3121(d)(3). Petitioner is not entitled to report
gross incone and deduct expenses on Schedule C. Respondent is

sustai ned on this issue.
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Further, the Court finds and holds that petitioner is not
liable for self-enploynment tax because of the exclusion accorded
enpl oyees by section 1402(c)(2).

1. Petitioner's Deductions

In light of the Court's holding that petitioner is not
entitled to deduct expenses on Schedule C, the Court nust now
deci de whether petitioner is entitled to deduct expenses incurred
in connection with her enploynent on her Schedule A See sec.
67(a).

Deductions are a matter of |egislative grace, and generally
t he taxpayer bears the burden of proving the entitlenent to any

deductions clained. See INDOPCO, Inc. v. Commi ssioner, 503 U S.

79, 84 (1992). In this case, however, the burden of proof is on
respondent because respondent raised a new natter and has
asserted an increased deficiency. See Rule 142(a). Respondent,
therefore, nust prove that petitioner is not entitled to the
deductions she clained on her return.

Section 162(a) allows a taxpayer deductions for ordinary and
necessary busi ness expenses paid or incurred during the taxable
year in carrying on a trade or business. Cenerally, a taxpayer
must establish that expenses deducted pursuant to section 162 are
ordi nary and necessary busi ness expenses and nust nmaintain
records sufficient to substantiate the anounts of the deductions

clainmed. Sec. 6001; sec. 1.6001-1(a), Inconme Tax Regs. Section
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262, however, expressly provides that no deduction shall be
al l owed for personal, living, or famly expenses.

The parties stipulated various copies of petitioner's
recei pts, organized into the follow ng categories: (1) Parking;
(2) dry cleaning; (3) shopping; (4) postage; (5) parking and
taxis; (6) Staples and Kinko's; (7) neals; (8) Jiffy Lube; (9)
cellular tel ephone; (10) tel ephone; (11) O fice Max; (12)

i nsurance; (13) vehicle registration; (14) Unocal (auto repair);
and (15) an airline ticket and receipt. It is not apparent how,
or if, the expenses relate to petitioner's enpl oynent.

Petitioner's receipts included expenditures for personal dry
cl eaning, clothes, bicycle equipnent, haircuts, and groceries.
She admtted that she did not keep any records as to her clained
nmeal s and travel expenses. Respondent's counsel elicited
testinmony frompetitioner which denonstrated that petitioner was
unable to identify a business purpose for any of the expenses she
cl ai med as deducti ons.

Petitioner testified that she put all her receipts in a box
and |l et her accountant sort themout. Petitioner's accountant
admtted at trial that he mstakenly included in petitioner's
deducti ons expenses that were not deductible and that he agreed

with sonme of respondent's adjustnents.
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The Court holds that respondent has carried his burden of
proving that petitioner is not entitled to the deductions cl ai ned
on her return.

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

Deci sion will be entered

under Rul e 155.




