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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COHEN, Judge: Respondent determ ned deficiencies of $4, 879,
$4,594, and $4,546 in petitioners’ Federal incone taxes for 2001,
2002, and 2003, respectively. Respondent al so determ ned
accuracy-rel ated penalties under section 6662(a) of $975. 80,

$906. 60, and $909. 20 for the years in issue, respectively.
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After concessions by the parties, the issues for decision
are:

(1) Whether petitioners are entitled to bad debt deductions
of $34,500, $34,000, and $35,000, for 2001, 2002, and 2003,
respectively;

(2) whether petitioners are entitled to deductions for
advertising expenses of $1,500 and of fice expenses of $2,500 in
2001; and

(3) whether petitioners are liable for the accuracy-rel ated
penalties for the years in issue.

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

FI NDI NGS OF FACT

Sone of the facts have been stipul ated, and the stipul at ed
facts are incorporated in our findings by this reference.
Petitioners resided in Babylon, New York, at the tinme that they
filed the petition.

During the years in issue, Joseph Schnell (petitioner) was
pl unber, and Marl ene Schnell (Schnell) (collectively,
hereinafter, referred to as petitioners) was a |l egal secretary.

Petitioners are cash basis taxpayers.
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On March 31, 1986, petitioner incorporated Barad Pl unbing
Corp. (Barad) in the State of New York, County of Suffol k. Barad
has never filed corporate Federal incone tax returns. To date,
Barad has not dissolved, but its status is listed by the NYS
Department of State, Division of Corporations, as inactive.

Sonetinme after petitioner was |licensed as a nmaster plunber
and i ncorporated Barad, he, as agent for Barad, entered into
contracts with the Gty of New York (the Cty). Barad was |ater
declared to be in default of those contracts. Barad ceased
perform ng plunbing services around 1989.

Petitioners filed Form 1040, U.S. Individual I|ncone Tax
Return, for 2001 reporting Schnell’s wages of $46, 406 and
cl ai mi ng busi ness | osses of $38,500. On Schedule C, Profit or
Loss From Busi ness, for Barad, petitioner clained $34,500 of bad
debts, $1,500 of advertising expenses, and $2,500 of office
expenses. A tax refund of $3,946, the anount of Federal incone
tax withheld from Schnell’s wages for the year, was requested by
petitioners.

For 2002, petitioners reported Schnell’s wages of $48, 461.91
and cl ai ned busi ness | osses from bad debts of $34,000. A tax
refund of $3,532, the amount of Federal incone tax wi thheld from
Schnell s wages for the year, was requested by petitioners.
Simlarly, for 2003, petitioners reported Schnell’s wages of

$50, 587. 63 and cl ai ned busi ness | osses from bad debts of $35, 000.
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A tax refund of $3,653, the ampbunt of Federal income tax w thheld
from Schnell’ s wages for the year, was requested by petitioners.

For each of the years in issue, the Schedule C for Barad
reflected zero gross receipts and zero cost of goods sol d.
Therefore, petitioners did not report any gross incone for Barad.
It was the practice of petitioners, over many years (including
the years in issue), to calculate and claimthe amount of bad
debt necessary in order to arrive at zero taxable incone and to
request a refund in the amobunt equal to Schnell’s Federal incone
tax withhol dings for that year. Petitioner did not consult any
tax professional regarding his tax returns.

OPI NI ON

Bad Debt Deduction and Advertising and Ofice Expense Deductions

Section 166(a) allows a deduction for “any debt which
beconmes worthless within the taxable year.” However, worthless
debts arising fromunpai d wages, fees, and simlar itens of
t axabl e i ncone are not deductible as a bad debt unless the
t axpayer has included the anmount in inconme for the year for which
the bad debt is deducted or for a prior tax year. See Certz v.

Commi ssioner, 64 T.C 598, 600 (1975); sec. 1.166-1(e), Incone

Tax Regs.; see also Prowse v. Conm ssioner, T.C Meno. 2006-120;

Crosson v. Comm ssioner, T.C. Menp. 2003-170. “‘I1t is well

settled that a taxpayer is not allowed to reduce ordinary incone

actually received by the anount of incone he failed to receive.’”
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Ratcliff v. Conmm ssioner, T.C Meno. 1983-636 (citing Hendricks

v. Conmm ssioner, 406 F.2d 269, 272 (5th Gr. 1969), affg. T.C

Meno. 1967-140). Petitioners used the cash nethod for reporting
i ncone and deductions. Fees for services by Barad that allegedly
were owed by the City have never been included in inconme, and
unpai d amounts, even if earned, do not constitute "bad debts"

wi thin the neaning of section 166 for which a deduction for

wort hl essness may be clainmed. See Crosson v. Conmm ssSioner,

supra. Therefore, as a matter of law and without regard to the
burden of proof, respondent properly disallowed the bad debt
deductions for each of the years in issue.

In regard to the advertising and offices expenses, section
162(a) permts a deduction for all *“ordinary and necessary
expenses paid or incurred during the taxable year in carrying on
any trade or business”. Petitioners bear the burden of proving
their entitlenent to the clai med deductions. Rule 142(a);

| NDOPCO, Inc. v. Conmm ssioner, 503 U S. 79, 84 (1992); see also

Banker v. Conm ssioner, T.C Meno. 1999-351. Taxpayers mnust

establish that expenses deducted are ordinary and necessary and
must maintain records sufficient to substantiate the anmounts of
the deductions clainmed. Sec. 6001; sec. 1.6001-1(a), Incone Tax
Regs. |If the taxpayers do not retain the required records and
produce credi bl e evidence, the burden of proof does not shift to

respondent. Sec. 7491(a)(2)(A) and (B). Petitioners failed to
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produce any evidence to substantiate the advertising and office
expenses clainmed by them Therefore, respondent properly

di sal | oned the advertising and office expense deductions in 2001.

Section 6662(a) Accuracy-Rel ated Penalty

Section 6662(a) inposes a penalty in an anmobunt equal to
20 percent of the underpaynent of tax attributable to one or nore
of the itens set forth in section 6662(b). Respondent asserts
that the underpaynent attributable to the disall owed deductions
was due to negligence or disregard of rules or regulations. See
sec. 6662(b)(1). Section 6662(c) defines “negligence” as
including any failure to nake a reasonable attenpt to conply with
the provisions of the Internal Revenue Code and defi nes
“di sregard” as including any carel ess, reckless, or intentional
di sregard. Negligence also includes a failure to keep adequate
books and records or to substantiate itens properly. Sec.
1.6662-3(b) (1), Inconme Tax Regs. Negligence is strongly
i ndi cated where “a taxpayer fails to nake a reasonable attenpt to
ascertain the correctness of a deduction * * * on a return which
woul d seemto a reasonabl e and prudent person to be ‘too good to
be true’ under the circunstances”. Sec 1.6662-3(b)(21)(ii),
I ncone Tax Regs. Disregard of the rules and regulations is
“careless” if the taxpayer does not exercise reasonable diligence
to determine the correctness of a return position and is

“reckless” if “the taxpayer makes little or no effort to
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determ ne whether a rule or regul ati on exists, under
ci rcunst ances whi ch denonstrate a substantial deviation fromthe
standard of conduct that a reasonabl e person woul d observe.”
Sec. 1.6662-3(b)(2), Incone Tax Regs.
The section 6662(a) penalty is not inposed wth respect to
any portion of the underpaynent as to which the taxpayer acted

wi th reasonabl e cause and in good faith. Sec. 6664(c)(1); see

al so Hi gbee v. Comm ssioner, 116 T.C. 438, 448 (2001). The
decision as to whether a taxpayer acted with reasonabl e cause and
in good faith is made by taking into account all of the pertinent
facts and circunstances. Sec. 1.6664-4(b)(1), Income Tax Regs.
Rel evant factors include the taxpayer’s efforts to assess his or
her proper tax liability, including an honest m sunderstandi ng of
fact or law that is reasonable in light of all of the facts and
circunmstances. |1d.

Petitioner has nmade no argunent that penalties should not be
sustained. Petitioner argues:

The Petitioner, over the years, would try many
different ways to resolve his losses. This was a major
m stake and a costly one on the Petitioner’s part in
| earni ng that goi ng agai nst a mnunici pal agency with
unlimted funds is an inpossible task, especially when
you have no inconme. This is why the Petitioner started
witing off his |osses as a bad debt knowi ng the IRS
[I nternal Revenue Service] would pick it up and
chal l enge his clainms and provide the Petitioner with an
avenue for a ruling by a U S. court, granting the
Petitioner the right to declare the Gty of New York a
“bona fide debt”.
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Petitioner’s statenent is an adm ssion that he knew that his
clains were likely to be disallowed by the IRS. He disregarded
the applicable rules or regulations. He never consulted a tax
prof essional to determ ne whether his return position was
correct. W conclude that he knew that his clainms were inproper.
Therefore, the accuracy-related penalties for the years in issue
are sust ai ned.

We have considered the argunents of the parties that were
not specifically addressed in this opinion. Those argunents are
either without nmerit or irrelevant to our deci sion.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




