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PANUTHOS, Chief Special Trial Judge: This case was heard

pursuant to the provisions of section 7463 of the Internal
Revenue Code in effect when the petition was filed. The decision
to be entered is not reviewable by any other court, and this

opi nion should not be cited as authority. Unless otherw se

i ndi cated, all subsequent section references are to the Internal
Revenue Code in effect at relevant tines, and all Rule references

are to the Tax Court Rules of Practice and Procedure.



- 2 -

Respondent determ ned a deficiency in petitioners’ Federal
i ncome tax of $2,182 for 1997. After concessions by respondent,
the issues! for decision are: (1) Wether petitioners are
entitled to a business expense deduction under section 162(a) for
expendi tures nmade on behalf of Intercontinental Tradi ng G oup,
Inc.; (2) in the alternative, whether petitioners are entitled to
a | oss deduction under section 165 or bad debt deduction under

section 166 relating to those expenditures; and (3) whether

! Petitioners clainmed a deduction of $30,067.59 on a
Schedule C, Profit or Loss From Business, attached to their
jointly filed Form 1040, U.S. Individual Incone Tax Return. The
Schedule C reflected a business nane of “International Trading
Co.”. Petitioners identified the amount clainmed on |ine 27 of
Schedul e C as “Qt her expenses”--“Postal Service and Bad Debt”.

On page 2 of the Schedule C, Part V, “OQther Expenses” petitioners
reflected an anount of $30,000. The itemwas further identified
as “Bankruptcy of David Sparks ($30,000 real estate note)”. No

anmount is included on Schedule C, page 2, line 48 as a total.
The instruction on the Schedule C, page 2, line 48 requires a

t axpayer to enter the total clainmed fromline 48 on page 1, line
27.

Fromthe face of the 1997 return, it is unclear whether
petitioners intended to identify the $30,000 reflected on page 2
as part of the total of $30,067.59 clainmed on line 27 or whet her
petitioners failed to carry forward the $30,000 to page 1 of the
Schedule C. The notice of deficiency (explanation of
adj ust rents) disallowed the $30,067 (apparently rounded down by
respondent) as a bad debt deduction. The $30,000 identified at
part V of the Schedule Cis not included as an adjustnent in the
statutory notice. At trial, petitioners asserted that they are
entitled to a $30,000 bad debt deduction, separate from and in
addition to, the $30,067.59 deduction clainmed on Iine 27 of the
Schedul e C.

The parties agree that petitioners are entitled to a
Schedul e C deduction for |egal and professional fees of $4, 229,
for the tax year in issue.
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petitioners are entitled to a | oss under section 166(a) as
secured creditors on two residential properties upon the filing
of bankruptcy by the debtors.

Backgr ound

Sone of the facts have been stipulated, and they are so
found. The first stipulation for trial, the stipulation of
settled issues, and the attached exhibits are incorporated by
this reference. Petitioners resided in Al exandria, Virginia, at
the tine the petition was filed.

Intercontinental Trading Goup (ITGQG

I n Decenber 1992, Kenneth B. Satlin (hereinafter petitioner)
formed Intercontinental Trading G oup, a Del aware corporation
(1TG.2 Petitioner was the senior corporate vice president of
| TG 23 Petitioner forned | TG for the purpose of purchasing used
autonobiles in the United States with the intent of exporting
themto Venezuela. Petitioner intended to sell the vehicles to
t he Venezuel an National Taxicab Association (VNTA).

G ancarl o Jasbon (M. Jasbon), petitioner’s business

associate in this venture, was I TG s corporate president. M.

2 The record does not include any information regarding
| TG s shareholders. Wiile it seens |likely that petitioner was a
sharehol der of ITG we are uncertain and make no findings in this
regard.

3 The record does not indicate whether petitioner was an
enpl oyee of I TG or whether he received a salary fromI TG
Petitioner described the startup phase of ITG as one where he
“Ispent his] entire six nonths exclusively on * * * [I1TQ".
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Jasbon was responsi ble for making arrangenents with his
Governnment contacts in Venezuela so that I TG could enter into an
export/inport contract with the VNTA. The plan was that M.
Jasbon woul d use his contacts to obtain licenses to inport the
aut onobi l es i nto Venezuel a.

On January 15, 1993, petitioner sent M. Jasbon $32, 408. 98
by electronic transfer from R ggs Bank to Caracas, Venezuel a.
Petitioner advanced the funds to M. Jasbon to pay business
expenses for the office that M. Jasbon established for TG in
Caracas, Venezuela. Petitioner obtained the funds through cash
advances using his personal credit cards.

In March 1993, petitioner traveled to Venezuela to neet with
M. Jasbon to assist in the process of obtaining an inport
license. Sonetine during 1993, and after petitioner transferred
funds to M. Jasbon, the President of Venezuela resigned after
bei ng accused of corruption. M. Jasbon |ost his business
contacts with representatives of the Venezuel an Gover nnent
because of the political unrest. Petitioner and M. Jasbon were
unable to obtain an inport |icense.

Nei t her petitioner nor M. Jasbon, as corporate officers of
| TG ever obtained an inport |icense fromthe Venezuel an
Government to transport autonobiles fromthe United States to
Venezuel a. No autonobil es were ever purchased or shipped to

Venezuel a. After 1993, neither petitioner, nor M. Jasbon, nor
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| TG attenpted to export or ever exported any autonobiles fromthe
United States to Venezuel a.

I n Septenber 1993 and again in March 1994, petitioner
traveled to Florida to speak with M. Jasbon about the
possibility of entering into a business opportunity in
Switzerland. Petitioner returned to Florida sonetine in June
1994 “to get sone answers” from M. Jasbon regarding the funds
petitioner had sent himin January 1993. Once in Florida,
petitioner |earned that M. Jasbon had noved. In 1996,
petitioner had a tel ephone conversation with M. Jasbon regarding
anot her busi ness opportunity. During this conversation M.
Jasbon prom sed to repay petitioner. After this tel ephone
conversation, petitioner faxed a business proposal to M. Jasbon
for his review, however, M. Jasbon did not respond. Petitioner
and M. Jasbon had no further conmmunications after 1996.

On April 1, 1994, ITG s corporate charter was term nated for
failure to pay corporate dues. After March 1994, petitioner did
not performany duties as | TG s senior corporate vice president.

Secured Creditor Status

On July 7, 1983, petitioners sold two residential properties
to David P. Sparks and Wanda M Sparks (hereinafter the debtors).
The properties were at 3513 and 3532 Buffalo Court in Wodbridge,

Virginia. Petitioners received two notes secured by two deeds of
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trust on the 3513 property* and three notes secured by three
deeds of trust on the 3532 property.?® Bank of Anerica was al so
a lienholder on the 3513 and the 3532 properties. Bank of
Anmerica foreclosed on both properties sonetine in 1996.

The debtors stopped paying on the notes in either 1995 or
1996. On May 21, 1997, the debtors filed for bankruptcy
protection under chapter 7. Petitioners were secured creditors
in the debtors’ bankruptcy proceeding. There were no
distributions to any creditors in the bankruptcy proceedi ng, and
the debtors received a discharge in bankruptcy. At sonme point
the debtors filed for chapter 13 bankruptcy. Petitioners were
not included as creditors in the debtors’ chapter 13 bankruptcy

proceedi ng; thus, petitioners were not entitled to any paynents.?®

4 Note 1, in the anbunt of $8,833.43, was secured by
property at 14470 Filarette Street, in Prince WIIliam County,
Va., and Note 2, in the amobunt of $34,000, was secured by
property at 1009 Monroe Street, in Anne Arundel County, M.

5> Note 1, in the anount of $17,891.88, was secured by
property at 4413 Henm ngway, in Prince WIliam County, Va.; Note
2, in the amount of $15,000, was secured by property at 1235
Hlltop Drive; and Note 3, in the anpbunt of $10, 000, was secured
by property at 14470 Filarette Street, in Prince WIIliam County,
Va.

6 The record is unclear regarding the commencenent date of
the debtors’ ch. 13 bankruptcy. The deadline to file a Conpl ai nt
(bjecting to Discharge of the Debtor or to Determ ne
Di schargeability of Certain Types of Debts was Aug. 23, 1997. It
appears that petitioners did not file a tinely claimas secured
creditors in the ch. 13 proceeding. Oher secured creditors were
included in the debtors’ ch. 13 bankruptcy proceeding.
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Petitioners did not seek to enforce their security interests on
the 3513 and the 3532 properties.

Di scussi on

Deductions are a matter of |egislative grace, and a taxpayer
general ly bears the burden of proving that he or she is entitled

to the deductions clainmed. See Rule 142(a); INDOPCO, Inc. V.

Commi ssioner, 503 U.S. 79 (1992); New Colonial Ice Co. v.

Hel vering, 292 U. S. 435 (1934). The taxpayer is required to

mai ntain records that are sufficient to enable the Conm ssioner
to determine his or her correct tax liability. See sec. 6001;
sec. 1.6001-1(a), Incone Tax Regs. In addition, the taxpayer
bears the burden of substantiating the anount and purpose of the

cl ai mred deduction. See Hradesky v. Comm ssioner, 65 T.C. 87, 90

(1975), affd. per curiam540 F.2d 821 (5th Cr. 1976).

Cenerally, the Conm ssioner’s determnations set forth in a
notice of deficiency are presuned correct, and the taxpayer bears
the burden of showng that the determnations are in error. Rule

142(a); Welch v. Helvering, 290 U. S. 111, 115 (1933). Pursuant

to section 7491,7 the burden of proof as to factual matters

shifts to the Conmm ssi oner under certain circunstances.

7 Sec. 7491 applies to court proceedings arising in
connection wth exam nati ons commenci ng after July 22, 1998.
I nt ernal Revenue Service Restructuring and Reform Act of 1998,
Pub. L. 105-206, sec. 3001(c), 112 Stat. 727. It appears that
the exam nation of petitioners’ 1997 tax return conmenced after
the effective date of sec. 7491.
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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, nmaintain al
requi red records, and cooperate fully with respondent’s
reasonabl e requests.

| . Expendi tures on Behalf of I TG

Section 162(a) allows a deduction for all the ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on any trade or business, including a taxpayer’s trade

or business as an enployee. See Prinuth v. Conm ssioner, 54 T.C.

374, 377-378 (1970).
As a general rule, a taxpayer’s paynent of another person’s
obligation is not an ordinary and necessary busi ness expense.

Deputy v. du Pont, 308 U. S. 488 (1940). For Federal incone tax

pur poses, a corporation’ s business is separate fromthe business
of its shareholders, officers, and enpl oyees. See Leany v.

Commi ssioner, 85 T.C. 798 (1985) (sharehol ders, officers and

enpl oyees nmay not deduct as personal expenses those expenses that
further the business of the corporation).

Because a corporation’s business is distinct fromthat of
its sharehol ders, officers, and enpl oyees, such persons my not
deduct expenses which pronote the business of the corporation.

Leany v. Commi ssioner, supra; Kahn v. Conm ssioner, 26 T.C. 273

(1956); Das v. Conmmi ssioner, T.C Meno. 1998-353. Paynment s by
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sharehol ders, officers, and enpl oyees constitute either capital
contributions or loans to the corporation and are deductible, if

at all, only by the corporation. Deputy v. du Pont, supra at

393; Rink v. Comm ssioner, 51 T.C 746, 751 (1969).

The $32, 408.98 petitioner sent to M. Jasbon was apparently
for the purpose of establishing an office in Venezuela for ITG
and for the paynent of business expenses of |ITG For the reasons
di scussed above, petitioner, as an officer of ITG cannot deduct,
on his individual return, expenditures made to pronote the
corporation’ s business. Respondent is sustained on this issue.

1. Loss or Bad Debt

The record is not entirely clear as to the nature of the
arrangenment anong petitioner, ITG and M. Jasbon. W are
uncertain whether the funds transferred to M. Jasbon in January
1993 were an investnent or a loan, and if a | oan, whether the
loan was to I TG or M. Jasbon. There are no docunents in the
record indicating the nature of the advance. W therefore
consider the | oss provisions under section 165 and the bad debt
provi si ons under section 166 to see whether they provide any
relief for petitioners.

Section 165(a) provides for the deduction of |osses
sustai ned during the taxable year for which no conpensation is
received. In the case of individuals, section 165(c) limts the

deduction to losses incurred in a trade or business or in any
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transaction entered into for profit. |In order to be deductible,
a |l oss nust be evidenced by a cl osed and conpl eted transacti on,
fixed by identifiable events, and actually sustained during the

taxabl e year. Boehmv. Conm ssioner, 326 U S. 287, 291-292

(1945); sec. 1.165-1(b), Incone Tax Regs. A loss is deductible
only for the taxable year in which it is sustained. Sec. 1.165-
1(d) (1), Incone Tax Regs. The determ nation of whether a |oss

occurred during a particular taxable year is purely one of fact.

Korn v. Conm ssioner, 524 F.2d 888, 890 (9th Gr. 1975), affg.

T.C. Meno. 1973-258. A critical inquiry is the year in which the
t axpayer | oses control over and possession of the property at

i ssue. United States v. S.S. Wite Dental Munufacturing Co., 274

U S 398 (1927). Respondent suggests that to the extent
petitioners incurred a |l oss, the | oss occurred before 1997. To
the extent the advance of funds was an investnent in ITG it
woul d appear that the |oss occurred when | TG becane defunct in
1994. | TG s corporate charter was termnated in 1994, and no
busi ness was ever conduct ed.

No portion of the loss wth respect to which rei nbursenent
may be received is sustained, for purposes of section 165, until
it can be ascertained with reasonabl e certainty whether such
rei nbursenent will be received. Sec. 1.165-1(d)(2)(i), Incone

Tax Regs. Petitioner did not seriously pursue reinbursenent of
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the funds after 1993. Petitioner continued to di scuss business
opportunities with M. Jasbon in 1994 and 1996.

We cannot conclude that there were any events which occurred
in 1997 that created sone certainty as to | ack of repaynent or
rei nbursenent by M. Jasbon. Petitioner has not presented
sufficient evidence that would cause us to conclude that it
becane a reasonable certainty in 1997 that there was no prospect

of reinbursenent. See Halliburton Co. v. Comm ssioner, 93 T.C.

758, 770 (1989), affd. 946 F.2d 395 (5th Cr. 1991); Colish v.

Comm ssioner, 48 T.C. 711, 715 (1967); sec. 1.165-1(d)(2)(1),

I ncone Tax Regs. (whether a reasonabl e prospect of recovery
exists is a question of fact).

We now consi der whether petitioners are entitled to a bad
debt deduction, treating the advance as a loan to I TGor to M.
Jasbon. Section 166(a) generally allows a deduction for any debt
t hat beconmes worthless during the taxable year. Bad debts nay be
characterized as either business bad debts or nonbusi ness bad
debts. Sec. 166(d). Section 166(d)(1)(B) provides that
nonbusi ness bad debts are deductible as short-term capital
| osses. A bad debt is characterized as a business bad debt if it
is incurred in connection with a trade or business of the
taxpayer. Sec. 166(d)(2).

Petitioner did not provide evidence that he was in the

busi ness of |ending noney to individuals or that there are any
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ot her circunstances that woul d persuade us to characterize the
advance as a business bad debt. Thus, petitioner’s clained bad
debt deduction would be characterized as a nonbusi ness bad debt
deduction. To the extent that the advance of funds was a loan to
| TG for the sane reasons di scussed above as to section 165 it
woul d appear that the debt becane worthl ess when the corporation
becane defunct. Thus, petitioners would not be entitled to a bad
debt deduction in 1997.

To the extent that the advance may have been a |oan to M.
Jasbon, petitioner has failed to present sufficient evidence to
establish that he is entitled to a deduction for a nonbusi ness
bad debt. There is nothing in this record that establishes that
t he debt becane worthless in 1997. 1In order to be entitled to a
bad debt deduction, petitioner nust prove that the debt had val ue
at the beginning of 1997 and becanme worthl ess during that year.

See Ml enbach v. Comm ssioner, 106 T.C. 184, 204 (1996), affd. in

part and revd. in part 318 F.3d 924 (9th G r. 2003).
In conclusion, there is no scenario that would permt
petitioners to claima |loss or a bad debt deduction in 1997.

[, Bad Debt Deduction as Secured Creditor

Section 166(a) generally allows a deduction for any bona
fide debt that beconmes worthless during the taxable year. To
establish entitlenent to a bad debt deduction, a taxpayer nust

prove that a bona fide debt existed and that the debt becane
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worthless in the year that the deduction is clainmed. Rule

142(a); Am O fshore, Inc. v. Conmm ssioner, 97 T.C 579, 593

(1991); sec. 1.166-1(c), Inconme Tax Regs. A bona fide debt is
defined as one which arises froma debtor-creditor relationship
and which is based upon a valid and enforceabl e obligation to pay
a fixed or determ nable sum of nobney. Sec. 1.166-1(c), |ncone
Tax Regs.

The question of whether a debt has becone worthless is one
of fact, to be determ ned by an exam nation of all surroundi ng

facts and circunstances. Am O fshore, Inc. v. Conm ssioner,

supra at 594.

A taxpayer may establish the worthl essness of a debt by
of fering proof of identifiable events which establish that the
debt will not be paid in the future. Therefore, a taxpayer’s
subj ective opinion that a debt is uncollectible, standing al one,
is not sufficient evidence that the debt is worthless. Fox v.

Comm ssioner, 50 T.C. 813, 822 (1968), affd. per curiam per order

25 AFTR 2d 70-891, 70-1 USTC par. 9373 (9th Gir. 1970).

Anmong the objective factors considered by courts to
determ ne worthl essness are: The debtor’s earning capacity;
events of default, whether major or mnor; insolvency of the
debtor; the debtor’s refusal to pay; actions of the creditor in
pursuing collection, i.e., whether the creditor failed to take

coll ection action before claimng the deduction; subsequent
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deal i ngs between the parties; and |ack of assets. Am O fshore,

Inc. v. Conm ssioner, supra at 594-595. No single factor is

conclusive. |d. at 595.
Respondent argues that petitioners did not show that the
not es evi dencing the debt owed them becane worthl ess. Respondent
further argues that petitioners’ respective security interests in
t he 3513 property and the 3532 property survived the bankruptcy
and that petitioners failed to institute forecl osure proceedi ngs.
A debtor’s petition in bankruptcy is not conclusive of a

debt’s total worthl essness. Estate of Mann v. United States, 731

F.2d 267, 276 (5th Cr. 1984); Dallneyer v. Conm ssioner, 14 T.C.

1282, 1292-1293 (1950). Odinarily, liens and other secured

interests survive bankruptcy. Farrey v. Sanderfoot, 500 U. S.

291, 297 (1991). A lien on real property passes through

bankruptcy unaffected. Dewsnup v. Tinmm 502 U S. 410, 418

(1992). A bankruptcy di scharge extingui shes only one node of
enforcing a claim-nanely, an action against the debtor in
personam -whil e | eaving intact another--nanely, an action agai nst

the debtor in rem Johnson v. Hone State Bank, 501 U S. 78, 84

(1991).

Petitioners established that a debtor-creditor relationship
exi sted, as evidenced, in part, by two settlenent statenents
dated July 7, 1983, which detailed the sale of the 3513 property

and the 3532 property to the debtors. The record establishes
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that petitioners held five notes that were secured by four
di fferent properties.

Petitioners, as secured creditors, could have instituted
forecl osure proceedi ngs on the four properties securing the
debt.® In June 2003, petitioners were infornmed by Thomas F
DeCaro, the trustee in the bankruptcy matter, that they could
enforce their security interests in the respective properties.
Petitioners did not take any action to enforce their security
i nterests.

According to the debtors’ bankruptcy records, petitioners
had an enforceabl e, secured claimagainst the debtors in 1997;
however, petitioners took no foreclosure action to collect the
debt. A holder of a secured note and a deed of trust is not
entitled to a bad debt deduction where the note is a bona fide
debt that has becone due and the noteholder has failed to

establish that the debt has becone worthl ess. Robertson v.

Comm ssioner, T.C Meno. 2004-217. By failing to exercise al

their rights with respect to the secured property, petitioners

8 Petitioners received approxi mately $34,000 froma senior
| i enhol der for one of the notes secured by the 3513 property.

Three of the five notes were satisfied. The property
securing the note for 4413 Hemm ngway was rel eased on Mar. 25,
1997. The property securing the note for 1235 Hilltop Drive was
rel eased on Nov. 23, 1990. The 3532 property was the security
for these notes. The property securing the note for 14470
Filarette Street was rel eased on Nov. 23, 1990. The 3513
property was the security for this note.
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have failed to establish that the notes were worthless in 1997.
Respondent is sustained on this issue.
Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

To reflect the foregoing and the concessions of the parties,

Deci sion will be entered

under Rul e 155.




