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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MORRI SON, Judge: The IRS deternmined a $7,614 deficiency in
Ms. Liaosheng Zhang's 2003 incone tax, a $7,769 deficiency in her
2004 inconme tax, and a $1, 127 deficiency in her 2005 incone tax,

and added a 20-percent section 6662 accuracy-related penalty on
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the entirety of each of these deficiencies.! Zhang tinely
petitioned for redeterm nation of the deficiencies. She contests
the RS s determ nations that nmedical and living expenses she
paid for her nother in 2003 are not deductible and that |osses
she cl ai ned each year for a supposed website activity are not
deductible. She further contends that she is entirely exenpt
fromfederal incone tax on her wages for each year under a treaty
provision for visiting researchers, that her son was her
dependent in 2003 and 2004, that the IRS audited her returns to
retaliate against her for reporting violations of inmgration |aw
and allegedly unfair college-tuition rates, and that it coerced
her to sign an extension of the tinme for assessnent for 2003.

FI NDI NGS OF FACT

1. Personal History

Zhang is a citizen of the People’ s Republic of China
(China). About 1988, Zhang first cane to the United States.
After going back to China for a time, she returned to the United
States in 1990. For the next several years, she lived in
Phoeni x, Arizona. She studied intermttently at Arizona State
University in Phoenix. Wile she was at the university, she

served as a teaching assistant. |In 1998, she graduated with a

All section references are to the Internal Revenue Code as
in effect for the years in issue, and all Rule references are to
the Tax Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.
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master’s degree in conputer science. Shortly after graduation,
Zhang began working for Honeywell International, Inc., in
Phoeni x. Her duties included creating conputer prograns to
control industrial processes and performng related research. In
April 2005, Zhang stopped working for Honeywell. About that
time, as the addresses |isted for Zhang on several docunents in
the record suggest, Zhang noved in with her son. He was then
attending college in Seattle. Because the tenporary visa that
permtted Zhang to be in this country was conditioned on her
bei ng enpl oyed by Honeywel |, Zhang believed that after her
enpl oynent with Honeywel|l term nated, her presence in the United
States was illegal. She stayed in the United States anyway.
Zhang' s reason for staying, as she expl ained, was to all ow her
son an in-state tuition discount. In 2005 or 2006, she was
grant ed pernmanent-resident inmgration status.

2. Li vi ng and Medi cal Expenses of Zhang' s Mt her

Zhang’s nother is a resident of China. W infer that she is
a citizen of China. (Zhang did not assert otherwise.) In 2003,
Zhang paid $12,208 for care and nedical treatnent of her nother.

3. Pur port ed Wbsi te Busi ness

For 2003, 2004, and 2005, Zhang cl ai ned vari ous busi ness-
expense deductions for what was supposedly a website-based
busi ness call ed “Hotweb Design Conpany”. (The supposed business

was a sole proprietorship with the trade nane “Hotweb Design
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Conmpany”. W call it “Hotweb” for convenience.) Zhang cl ai ned
that she originally contenplated for Hotweb to gather U S.
busi ness news and translate it into Chinese and that she |ater
contenpl ated for Hotweb to operate a used-car brokerage. But we
do not believe that Zhang seriously pursued these or any other
bona-fi de busi ness objectives. Instead, she tried to create the
appearance of working on a website in order to disguise inproper
deductions for personal and fam |y expenditures.

I n 2000, Zhang registered the trade nane “Hotweb Design
Company” with the State of Arizona. She paid a |lawer to help
her do this. She obtained an enployer identification nunber from
the I RS under the trade nane. Under the trade nanme and enpl oyer
identification nunber, she filed Federal enploynent tax returns
(IRS Fornms 941, Enployer’s Quarterly Federal Tax Return), federal
wage information returns (IRS Forns W2, Wage and Tax Statenent),
Washi ngton State tax returns for workers’ conpensation insurance,
and Washington State tax returns for unenpl oynent insurance.
Zhang reported on the returns that she was enpl oying her son to
wor k on Hotweb and that she owed a few hundred dollars in federal
and state enpl oynent taxes per year. The anpunts that she
reported on these returns to have paid her son are consistent
with the amobunts she cl aimed on her federal incone tax returns to

have paid her son. Zhang testified that she registered the
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| nt ernet donmai n nane hot webexpress. com and paid for website-
hosti ng service.

Zhang made | arge paynents to her son and for his benefit,
i ncl udi ng paynment of her son’s college-tuition bills. She
deducted themeither as “wages” or, in the case of the paynents
of coll ege expenses, as “enpl oyee benefits”. 1n 2003, Zhang
cl ai med deductions for $5,200 in wages and $9,045 in “enpl oyee
benefits”; in 2004, $4,134 in wages and $22,000 i n enpl oyee
benefits; and in 2005, $460 in wages and no enpl oyee benefits on
the tax-return Schedules C, Profit or Loss from Business (Sole
Proprietorship), that she conpleted for Hotweb.

Zhang's son filed federal incone tax returns for 2003, 2004
and 2005. He reported as incone the anounts that his nother had
reported that she paid himas “wages”. He did not report, as
i ncone or otherwi se, the anmounts that his nother had reported
that she paid himas “enpl oyee benefits”. He clained a deduction
for a personal exenption for hinmself for each of 2003 and 2004,
but not for 2005. On each year’'s return, he reported very little
income tax liability. Zhang was the preparer of her son’s 2003
return. Her continued practice of segregating coll ege expenses
as “enpl oyee benefits” and her son’s continued practice of not
reporting them suggest that she had a hand in the preparation of

his 2004 return.
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For 2003, though not 2004 or 2005, Zhang clained a | arge
“of fice expense” deduction for Hotweb. Most of this $6, 190
deduction was for the cost of renting an apartnent in Seattle in
whi ch her son lived. Zhang’s son began col |l ege, at the
University of Washington in Seattle, about Septenber 29, 2003.
He continued to study full tinme until he graduated with a degree
in architecture. She explained that her son’s nove to Seattle
woul d both hel p himand hel p her business because the city is a
t echnol ogy-i ndustry hub. (W infer Zhang’s son had lived with
her in Phoeni x, whence she brought himto college.) She also
clainmed that part of the deduction was the rental fee for a
par ki ng space in Seattle. She clained that she rented the space
because her son was in Seattle and because they needed a “travel
car to buy things and for sonmething”. W infer that she deducted
the entire cost of the apartnent and parking space even though it
is obvious that the apartnent was used at least in part for
personal or fam |y purposes.
Zhang cl ai ned on her return deductions for thousands of
dollars in vehicle expenses for each of 2003, 2004, and 2005.
She expl ai ned that these vehicle expenses largely related to
traveling to Seattle, where her son was in college, but said

little about the purpose of these trips.



4.

entri es nost

Zhang' s Ret urns

Zhang tinely filed her 2003, 2004, and 2005 returns.

relevant to this case foll ow

first fromthe main parts of her

| nconme Tax Return,

Deducti ons,

and Schedules C, Profit or

Proprietorship).

then from her Schedul es A,

Forms 1040, U. S.

Her

We present excerpts

| ndi vi dual

[tem zed

Loss from Busi ness (Sol e

Description 2003 2004 2005
Dependent s -0- -0- 11
I ncomre fromwages, etc.? $57, 118 $62, 062 $22, 083
Busi ness (| oss) ($30, 918) ($32,501) ($7, 045)
Movi ng expenses - 0- - 0- ($4, 240)
Iteni zed deductions ($16, 052) ($11, 275) N A
St andar d deducti on N A N A ($7, 300)
Deduction for personal [ hersel f] [ hersel f] [ hersel f and

exenpti ons® * ($3, 050) ($3, 100) her son]
(%6, 400)
Taxabl e i ncone $5, 493 $12, 654 5-0-
Tax (before credits) $548 $1, 391 - 0-
Education credits $1, 500 $2, 000 - 0-
(nonr ef undabl e) ®
Total tax -0- - 0- - 0-

1Zhang cl ai med her son as her dependent for 2005.

2Zhang did not report substantial incone other than wages for 2003,
2004, or 2005.

8Zhang did not have | arge additional deductions beyond those |isted
for 2003, 2004, and 2005. She reported large capital |osses fromshort-term
stock trading but, in accordance with sec. 1211(b)(1), clainmed only $3, 000
per year as deductions agai nst her ordinary income (nostly wages).

4Sec. 151(b) grants an individual taxpayer one deduction of the

exenption amount (roughly $3,000 for each of the years at

or

hersel f,

i ssue) for

hi nsel f

and sec. 151(c) grants one deduction of the exenption anmount for
each dependent.
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5Zhang' s deductions for 2005 exceeded her reported gross income by
just $403.

5Zhang’ s education credits are not at issue. W list Zhang's
deductions and credits which are not in dispute to show that the business

deductions purportedly elimnated what ot herwi se woul d have been substanti al
tax liabilities for 2003, 2004, and 2005.

The follow ng itens constituted Zhang’ s item zed deducti ons,
reported on Schedules A, for 2003 and 2004. Zhang cl ained the

standard deduction instead of item zing deductions for 2005.

Description 2003 2004
Medi cal and dent al ($572) 1($11, 040)
Expenses (total)
7.5% of adjusted gross (1, 845) (2,027)
i ncome (sec. 213(a)
t hr eshol d)
Medi cal and dent al - 0- (9,013)
Expenses (over
t hr eshol d)
State, local and other (3,754) (1, 702)
deducti bl e t axes
Gfts to charity (90) (560)
Job expenses and nost 2-0- -0-

ot her m scel | aneous
deducti ons
(collectively subject
to 2% of - AG

t hr eshol d)

O her m scel | aneous 3(12, 208) -0-
deductions (list type
and anount)

Tot al (16, 052) (11, 275)

1Zhang attached a statenment to her return which described these
cl ai mred expenses as including $2,000 for “Medicines and Drugs”, $560 for
“Med M1les 4000 at .14/Mle”, $7,910 for “Air anbul ance”, $170 for “road
anmbul ance”, and $400 for “taxi to/back hospital”

2Zhang stated on her 2003 Schedule A that she paid $300 in tax-
preparation fees, but that 2 percent of her AG was $492

8Zhang described the entry for “Qther M scel |l aneous Deductions” on her
2003 return as being for “Mther(Living cost, Medical bill, nanny)”.
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Al l of the business | osses Zhang clainmed were listed on

Schedul es C for Hotweb, whose relevant parts follow

Description 2003 2004 2005

G oss receipts - 0- - 0- - 0-
Cost of goods sold ($400) ($200) - 0-
Adverti si ng (430) (200) ($100)
Car expenses! (2, 500) (2, 500) (4, 860)
Enpl oyee benefits (9, 045) (22, 000) - 0-
Legal and professional (130) (775) (1, 000)

services
O fice expense (6, 190) (200) - 0-
Repairs, etc. (2,014) - 0- - 0-
Taxes and |icenses (150) (350) (550)
Tr avel (2,460) - 0- - 0-
Meal s and entertai nnent -0- -0-

(after 50% reduction

under sec. 274(n)) (550)
Uilities (1, 135) (300) -0-
Wages (5, 200) (4, 134) (460)
Ct her (259) (1, 220) (75)

Tot al (30, 918) (32, 501) (7, 045)

1Zhang i ndi cated on her returns that the car-expense deductions
rel ated to business driving of 5,000 mles for 2003, 10,000 niles for 2004,
and 6,000 miles for 2005. She checked boxes on the returns to indicate that
she had witten evidence to support the deductions. (The return fornms do
not ask for the specific business purposes of car-expense deductions, only
whet her one has evidence to corroborate them) But, at trial, Zhang
presented very little to show that the driving occurred or that it served a
busi ness purpose.

5. Al l eged | RS M sconduct

a. Retal i ati on

Early in 2004, 2005, and 2006, respectively, Zhang tinely
filed 2003, 2004, and 2005 returns repeatedly show ng substanti al

wage i ncone from her Honeywell job and a business with
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conparatively | arge deductions and no gross receipts for any
year. By the end of 2005, the IRS had begun an audit of Zhang
which ultimately led to the adjustnents at issue in this case.
Later, presunably, the audit was expanded to cover all three tax
years.

I n 2005, apparently, Zhang wote to offices of the United
States Senate to ask for help wwth a dispute about her son’s
college tuition rate. In 2006, Zhang sued Honeywell for, as she
alleged, (1) firing her on the basis of gender, race, national
origin, disability, and age and (2) refusing to re-hire her on
this basis and “because of her opposition to [its] unlaw ul
enpl oynment practices.” |In June 2007, Zhang sued Honeywel | and
I nt ernet technol ogy conpany China Gate, Inc. for, as she all eged,
under paying her. As a part of the same proceedi ng, she sued
several major technol ogy conpanies for, as she alleged, |ater
hiring H 1B visa holders instead of her when she was a permanent
resident. Her lawsuit alleged that these conpanies were
wrongfully using the H 1B tenporary visa programto avoid hiring
American workers, in part to discrimnate on the basis of age and
in part to undercut wage rates. It also alleged that she had
sent a letter to the U S. Senate about H 1B program abuse around
March 2007. On Decenber 28, 2007, the IRS issued the deficiency
notice setting forth its determnations for the years at issue.

Zhang presented to the Court documents showi ng that the U S
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Depart ment of Labor took action in 2008 on inm grant-| abor-
rel ated conpl aints she had nade to the Departnent of Labor at
times not known to us. Zhang al so showed that in 2008 she had
made a conplaint to the Departnent of Labor other than those upon
whi ch she showed it took action in 2008.

b. Coercion

As previously noted, Zhang believed her continued presence
in the United States after she stopped working for Honeywell in
2005 was illegal. Soneone fromthe IRS, she says, “asked for”
her “imm gration status”. She said she understood this to be a
threat to have her deported if she did not comply with the IRS s
request to extend the statutory limtation on the period for tax
assessnent. On June 1, 2006, she signed an I RS Form 872, Consent
to Extend the Time to Assess Tax, to extend the tine for the IRS
to assess her 2003 tax until June 30, 2008.

6. Procedural History

On Decenber 28, 2007, the IRS i ssued Zhang a deficiency
notice for her 2003, 2004, and 2005 tax years. The IRS
determ ned deficiencies of $7,614, $7,769, and $1, 127 for the
respective years. It also determned that Zhang is |liable for an
accuracy-rel ated penalty equal to 20 percent of each deficiency,
on grounds including substantial understatenent of inconme tax and

negl i gence or disregard of rules and regulations. The penalties
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amount to $1,522.80, $1,553.80, and $225.40 for the respective
years.

The bul k of the deficiencies results fromthe deductions
t hat Zhang had clained for Hotweb. The IRS disallowed all the
Hot web deductions on the ground that the activity was not
conducted for profit. Another significant portion of the 2003
deficiency stemmed fromthe deduction Zhang had cl ai ned for her
not her’ s nedical and living expenses. The IRS disallowed that
deduction on the ground that such expenses are “personal”. The
notice of deficiency did not disallowthe 2004 deducti on Zhang
claimed for her own nedical expenses on Schedul e A

Zhang filed a petition to contest the deficiency notice.
Zhang was a resident of Oregon when she filed the petition.
Zhang contests the incone-tax deficiency determ nations for her
2003, 2004, and 2005 taxable years and the accuracy-rel ated
penalty for each year. She further contends that the wages she
recei ved from Honeywel | during 2003, 2004, and 2005 are exenpt
fromtax under a treaty rule for visiting teachers and
researchers, that the IRS audited her returns to retaliate
agai nst her for reporting violations of immgration |aw and
all egedly unfair college-tuition rates, and that the I RS coerced
her to sign the period-of-limtations consent form which is
necessary to the tineliness of notice of the 2003 defici ency, by

hi nti ng at having her deported.



7. Attenpt To Deceive Court

At trial, Zhang altered a receipt in an attenpt to deceive
us. We infer fromthe facts in the record, which we describe
next, that she bought a | aptop conputer, received a cash-register
receipt for it, and photocopied the receipt. Later the sane day,
we concl ude, she returned the conputer to the store for a refund,
wher eupon a store clerk circled the price of the conputer and
wote a note on the receipt to indicate that the conputer had
been ret urned.

Zhang i ntroduced the photocopy of the receipt into evidence.
The Court commented that the photocopy was hard to read. Zhang
offered to provide the original, and the Court asked for it.

Bef ore handing the original to the clerk, Zhang obscured part of
it wth a black marker. W conclude froma credit-card statenent
showi ng a purchase and refund corresponding to the receipt, and
fromthe store clerk’s note that Zhang had obscured but failed to
obliterate entirely, that what Zhang obscured was the witing
added after the photocopy was made whi ch showed that the | aptop
conput er had been returned the sane day.

Zhang cl ai ned t hat what she obscured was a mark made by the
store for security purposes as she left the store. W disagree.
We believe that the faint x-mark that appears on the original and

the copy was such a nark.



OPI NI ON

1. Treaty Exenption

Zhang argues that her Honeywell wages were exenpted from
income tax by the incone-tax treaty between the United States and
China, the formal title of which is the Agreenent Between the
Government of the United States of Anerica and the Governnent of
the People’s Republic of China for the Avoi dance of Doubl e
Taxation and the Prevention of Tax Evasion wth Respect to Taxes
on Incone, Apr. 30, 1984, T.1.A S. No. 12,065. Article 19 of the
treaty, entitled “Teachers, Professors, and Researchers”,
provi des:

An individual who is, or inmediately before visiting a

Contracting State was, a resident of the other

Contracting State and is tenporarily present in the

first-nmentioned Contracting State for the primary

pur pose of teaching, giving | ectures, or conducting

research at a university, college, school or other

accredited educational institution or scientific

research institution in the first nentioned Contracting

State shall be exenpt fromtax in the first nentioned

Contracting State for a period not exceeding three

years in the aggregate in respect of renmuneration for

such teaching, lectures or research

By its terns, the exenption in article 19 is available only
for persons who are “tenporarily present” in the United States.
After visiting around 1988, Zhang noved to the United States in
1990 and has resided here ever since. She conpleted her studies
in 1998, worked for Honeywell from 1998 to 2005, and noved from
Phoeni x to Seattle in 2005. Nothing before us suggests she or

t he conpany intended her enploynent to last only a short tine,
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and Zhang did not claimto have had any plans to nove out of the
United States. By 2003, 2004, and 2005, Zhang' s presence in the
United States could no | onger be considered tenporary. W
therefore conclude that Zhang is not entitled to an exenption
fromtax on her Honeywel| wages under article 19 of the treaty.
Consequently, we need not address the I RS s additional argunment
t hat Zhang’ s Honeywel | wages were not renuneration for teaching,
| ecture, or research activities within the neaning of that
article.

2. Li vi ng and Medi cal Expenses of Zhang' s Mt her

Section 262 generally denies a deduction for “personal,
living, or famly expenses”. Section 213(a) provides for a
deduction for

expenses * * * for nedical care of the taxpayer, his

spouse, or a dependent (as defined in section 152,

determ ned wi thout regard to subsections (b)(1),

(b)(2), and (d)(1)(B) thereof).

Section 152(b)(3)(A) provides that

The term “dependent” does not include an individual who

is not a citizen or national of the United States

unl ess such individual is a resident of the United

States or a country contiguous to the United States.
Zhang' s not her can be a dependent of Zhang only if Zhang’ s not her
is either (1) a citizen of the United States, (2) a national of
the United States, (3) a resident of the United States, or (4) a
resident of a country contiguous to the United States. The

| nt ernal Revenue Code does not define the term “national of the
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United States”. To define it, we turnto title 8 of the United
States Code, which defines a national of the United States as
either a citizen of the United States or a person who owes
permanent allegiance to the United States. 8 U. S.C

sec. 1101(a)(22) (2006); see Pike-Biegunski v. Conm ssioner, T.C

Meno. 1984-288 (relying on this definition).

Zhang’s nother is not a U S. citizen, a U S. national, a
U S resident, or a resident of a country bordering the United
States. W conclude, therefore, that Zhang is not entitled to a
deduction for the $12,208 of expenses she paid for care and
medi cal treatnment of her nother.

3. Pur port ed Wbsi te Busi ness

We conclude that the itens Zhang cl ai med as busi ness
expenses of Hotweb are not deductible even if she did pay them
because she has not shown that they relate to a business or other

activity conducted for profit.?

2For 2004, Zhang deducted on her Schedule C $22,000 in
“enpl oyee benefit progranms”. At trial Zhang clained that a
portion of this $22,000 consisted of a benefit programfor
herself in the formof paynment of her own nedical expenses. The
portion of the $22,000 that consisted of Zhang’s own nedical
expenses is not deductible. 1In addition to the lack of a profit
notive for the activity to which this and the other Schedule C
expenses al |l egedly relate, Zhang cannot deduct enpl oyee benefits
provided to herself. A sole proprietorship and its proprietor
are the sane entity. See Gsborne v. Comm ssioner, T.C Meno.
2002-11. Moreover, although nedical expenses are deductible
under sec. 213 even if they are expenses not related to a
busi ness, Zhang has not denonstrated that the portion of the
$22, 000 consisting of her own nedical expenses, if any, was not

(continued. . .)




a. Zhang's Credibility

Zhang did not testify credi bly about work supposedly
performed for Hotweb. Her testinony was terse and vague. It
| acked corroboration, aside fromrecords Zhang herself had
created and the receipt she msrepresented.® Zhang failed to
call her son, a central figure in the supposed activity, to
testify.

Zhang clains that the substantial paynents she nade to or
for the benefit of her son were conpensation for services he
provi ded. She presented docunents that stated he worked for her
30-40 hours per week during the second half of 2003, 20 hours per
week for the second and third quarters of 2004, and 5-6 hours per
week for the fourth quarter of 2004. They also stated that he
was “laid off” Decenmber 6, 2004. But what, if anything, Zhang' s
son was actually doing is not apparent. Zhang testified that he
assenbl ed conputers, but it is not apparent that a snall website
busi ness woul d have a use for nore than a few conputers. And
there is no evidence that Zhang bought parts for nore than a few

conputers. She also testified that her son reviewed her enails

2(...continued)
al ready deducted on Schedule A.  (The entire $22,000 entry seens
instead to have refl ected Zhang’s son’s col | ege expenses.)

3The fact that the supposed activity centered on creating
docunents, sone to be displayed on a website and others to
instruct a conputer, makes the absence of evidence especially
stri ki ng.
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and ot her docunents for granmar. But Zhang did not corroborate
that her son reviewed any substantial quantity of docunents or
that the docunents related to Hotweb. One of her
unenpl oynent -i nsurance-tax returns describes her son’s work as
“programm ng”, but the record does not show that Zhang’s son
actually worked on any prograns.

Zhang presented no expl anation for these striking om ssions.
Her copious testinony and docunentation on other matters suggest
that her nmenory had not sinply faded. W infer that fuller
evi dence woul d not have been favorable. The absence of a
legitimate explanation for Zhang' s striking failure to
corroborate an activity that supposedly took a great deal of tine
and noney indicates to us that she is not credible generally.

See | gberaese v. Commi ssioner, T.C Mno. 2010-284.

b. Profit Motive

Section 183 provides that a deduction for expenses of an
activity not conducted for profit cannot, generally, exceed gross

income fromthe activity.* Zhang did not report any gross incone

“Sec. 183(c) defines “activity not engaged in for profit” as
“any activity other than one with respect to which deductions are
al l omabl e for the taxable year under section 162 [trade-or-
busi ness expenses] or under paragraph (1) or (2) of section 212
[ expenses for production of income or managenent, etc., of
property held for production of incone].” A “trade or business”
(which we refer to sinply as a “business”), like an activity “for
production of inconme”, requires a profit notive. See
Conm ssioner v. Goetzinger, 480 U S. 23, 35 (1987); Gajewski V.
Conmm ssioner, 723 F.2d 1062 (2d G r. 1983), revg. T.C Meno.

(continued. . .)
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for Hotweb for any of the years at issue. The IRS determ ned
t hat Hotweb was not operated for profit and that therefore Zhang
was not entitled to deduct any of the expenses of the activity.
Whet her an activity is conducted for profit depends on the
taxpayer’s state of mnd. Because we cannot observe this
directly, we ook to all the facts and circunstances of the

activity. See Dreicer v. Conmm ssioner, 78 T.C. 642, 645 (1982),

affd. without opinion 702 F.2d 1205 (D.C. Cr. 1983). As we wll
explain, we find that there was a |l ack of profit notive for the
Hotweb activity (to the extent it was an activity at all).
Section 1.183-2(b), Income Tax Regs., provides that *"al
facts and circunstances with respect to the activity are to be
taken into account” in determning the existence of a profit
nmotive and provides a nonexclusive list of factors to consider in
determ ning whether a profit notive exists. Analysis of these
factors satisfies us that Zhang | acked a profit notive for
Hot web.
The first factor is described by the regulations as foll ows:
Manner in which the taxpayer carries on the activity.--
The fact that the taxpayer carries on the activity in a
busi nessl i ke manner and mai ntains conpl ete and accurate
books and records may indicate that the activity is
engaged in for profit. Simlarly, where an activity is
carried on in a manner substantially simlar to other

activities of the sane nature which are profitable, a
profit notive may be indicated. A change of operating

4(C...continued)
1983- 133.



- 20 -
nmet hods, adoption of new techni ques, or abandonnent of
unprofitable nethods in a manner consistent with an
intent to inprove profitability may al so indicate a
profit notive.

Sec. 1.183-2(b)(1), Incone Tax Regs. W have found an activity

to be conducted in a “businesslike” manner if it involves

pur poseful attention to making a profit. Businesslike conduct is

characterized by careful and thorough investigation of the

profitability of a proposed venture, nonitoring of a venture in

progress, and attention to problens that arise over tine. See

Ronnen v. Conmi ssioner, 90 T.C 74, 93 (1988); Taube v.

Comm ssioner, 88 T.C. 464, 481-482 (1987); Stephens v.

Comm ssioner, T.C Menp. 1990-376. It is not sufficient merely

to record an activity's finances in a manner typical of
sophi sti cat ed busi nesspeopl e--one nust use one’s know edge of the
activity' s progress to, where appropriate, attenpt to inprove

that progress. See Lowe v. Comm ssioner, T.C Meno. 2010-129.

Zhang did not establish that she (or anyone) conducted the
purported website activity very much at all. In order to nake
money froma website, it is generally necessary to actually
create a website, and Zhang has not shown that she tried very
hard to do that. Miinly she attributed to the activity expenses
t hat she woul d have incurred anyway. This factor wei ghs against

a profit notive.
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The second factor is described by the regulation as foll ows:

The expertise of the taxpayer or his advisors.--
Preparation for the activity by extensive study of its
accept ed busi ness, economc and scientific practices,

or consultation with those who are expert therein, may
indicate that the taxpayer has a profit notive where
the taxpayer carries on the activity in accordance with
such practices. Were a taxpayer has such preparation
or procures such expert advice, but does not carry on
the activity in accordance with such practices, a |ack
of intent to derive profit may be indicated unless it
appears that the taxpayer is attenpting to devel op new
or superior techniques which may result in profits from
the activity.

1.183-2(b)(2), Income Tax Regs. Zhang had significant

expertise in conputer programmng generally. But nothing in the

record indicates that she had specific expertise in devel oping

prograns related to news stories, translations, or brokerage or

that she had expertise in admnistering a conplex website or a

busi ness. This factor is neutral.

Sec.

The third factor is described by the regulation as foll ows:

The tinme and effort expended by the taxpayer in
carrying on the activity.--The fact that the taxpayer
devotes nmuch of his personal tine and effort to
carrying on an activity, particularly if the activity
does not have substantial personal or recreational
aspects, may indicate an intention to derive a profit.
A taxpayer’s w thdrawal from another occupation to
devote nost of his energies to the activity may al so be
evidence that the activity is engaged in for profit.
The fact that the taxpayer devotes a |limted anmount of
time to an activity does not necessarily indicate a

| ack of profit notive where the taxpayer enploys
conpetent and qualified persons to carry on such
activity.

1.183-2(b)(3), Income Tax Regs. W infer from Zhang's

striking failure to show anything she or her son acconplished for
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Hotweb that little meaningful effort was put into the activity.
This factor weighs against a profit notive.

The fourth factor is the “expectation that assets used in
[the] activity may appreciate in value.” Sec. 1.183-2(b)(4),

I ncone Tax Regs. There is no indication that Zhang expected any
assets to appreciate, but there is also no indication that
appreci ation of assets would be inportant to the success of the
news service or car brokerage she supposedly expected to operate.
This factor is neutral.

The fifth factor is the success of the taxpayer in carrying
on other activities, whether simlar or dissimlar to the one for
whi ch a busi ness deduction is sought. Sec. 1.183-2(b)(5), Incone
Tax Regs. Zhang had worked as a conputer programer for a | arge
conpany. She would be better situated than nost people to nmake
Hot web succeed. W conclude, therefore, that this factor weighs
nodestly in favor of the existence of a profit notive.

The sixth factor is “The taxpayer’s history of inconme or
| osses with respect to the activity.” Sec. 1.183-2(b)(6), Incone
Tax Regs. This factor weighs against a profit notive. Zhang
consistently reported | osses, w thout any gross incone or even
gross receipts, for Hotweb. In describing this factor, the
regul ation says: “A series of |losses during the initial or
start-up stage of an activity may not necessarily be an

indication that the activity is not engaged in for profit.” 1d.
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But Hotweb’ s supposed activities were not so nuch starting up as
never begun.
The seventh factor, “The ampbunt of occasional profits, if
any, which are earned”, is |ikew se negative. Sec. 1.183-
2(b)(7), I'ncome Tax Regs. The regulation continues:

[Aln opportunity to earn a substantial ultimte profit
in a highly specul ative venture is ordinarily
sufficient to indicate that the activity is engaged in
for profit even though | osses or only occasional snal
profits are actually generated.

Id. But even if Zhang' s business concepts had the potential to
produce large profits, she failed to nake an effort to turn them
into real opportunities.

The eighth factor is described by the regulation as foll ows:

The financial status of the taxpayer.--The fact that

t he taxpayer does not have substantial inconme or

capital fromsources other than the activity may
indicate that an activity is engaged in for profit.
Substantial income fromsources other than the activity
(particularly if the losses fromthe activity generate
substantial tax benefits) may indicate that the
activity is not engaged in for profit especially if
there are personal or recreational elenents involved.

Sec. 1.183-2(b)(8), Incone Tax Regs. Zhang had a substanti al
anount of wage incone during the years at issue. She clained
that Hotweb' s | osses resulted in a significant tax savings for

her.5> The “losses” consisted of expenses she and her son would

5Zhang’s own tax savings did not cone at the cost of a
significant increase in the reported taxes of her son. His
reported tax liabilities were unaffected by Hotweb' s small
purported “wages” because they were offset by the standard

(continued. . .)
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i kely have incurred anyway. Therefore, this factor suggests
that she did not have a profit notive for the activity. See

Engdahl v. Conm ssioner, 72 T.C. 659, 670 (1979); Harrison v.

Conmi ssioner, T.C. Menp. 1996-5009.

The ninth factor is described by the regulation as foll ows:

El enents of personal pleasure or recreation.--The
presence of personal notives in carrying on of an
activity may indicate that the activity is not engaged
in for profit, especially where there are recreational
or personal elenents involved. On the other hand, a
profit notivation nmay be indicated where an activity

| acks any appeal other than profit. It is not,
however, necessary that an activity be engaged in with
the exclusive intention of deriving a profit or with
the intention of maxim zing profits. * * *

Sec. 1.183-2(b)(9), Inconme Tax Regs. This factor weighs agai nst
a profit nmotive. The primary real activities for which Zhang
cl ai med busi ness-expense deductions were sinply her son’s
activities of living in an apartnent and going to coll ege--her
expendi tures for which would normally just be nondeducti bl e
famly expenses. See sec. 262(a) (“Except as ot herw se expressly
provided * * * no deduction shall be allowable for personal,
living, or famly expenses.”).

We conclude fromthe factors in section 1.183-2(b), Incone
Tax Regs., that Zhang did not conduct Hotweb, the purported

busi ness to which she cl ai med her busi ness-expense deducti ons

5(...continued)
deducti ons and personal exenptions he clainmed. His reported tax
liabilities were unaffected by Hotweb’s | arger “enpl oyee
benefits” because he did not report them as incone.
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related, for profit during any of the years at issue. The nost
i nportant reason for this conclusion is that she failed to
conduct nmuch website activity at all.

C. Connecti on of Expenses Wth Activity

Sections 162 and 212 generally all ow deductions for expenses
that are “ordinary and necessary” to a business or other profit-
notivated activity. (Expenses of an activity that is not profit
notivated generally are not deductible. See sec. 183.) In order
for Zhang to establish that she is entitled to a deduction she
claimed for an expense of Hotweb (her supposed website-based
busi ness), she nmust therefore establish (1) that website-rel ated
activity existed, (2) that the activity was profit notivated, and
(3) that the expense is necessary to the activity.

As di scussed, Zhang failed to establish that her purported
activity even existed to any significant extent and, relatedly,
failed to establish that she had a profit notive for it.
Additionally, she has failed to show that nost of her clainmed
expenses have any connection with a website (including, for
i nstance, by financing or advertising a website). This |ast
failure is an i ndependent ground requiring disallowance of her
cl ai mred deductions for “office expense” (i.e., rent for her son’s
apartnent), “enpl oyee benefit progranms” (i.e., tuition for her
son’s col |l ege education), and “wages” (i.e., noney paid to hin.

Zhang has not shown that the apartnent was not used entirely as
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living space, her explanations of the work her son supposedly
performed i n exchange for the enpl oyee benefits and wages are
scanty and i nplausible, and her relationship to himsuggests that
the rent, tuition, and noney were sinply gifts fromher to him
We decline, however, to consider whether every one of the
expenses Zhang cl ai ned for Hotweb | acked a connection with a
websi te.

4. Status of Zhang' s Son as Dependent

Zhang' s son cl ai ned a personal exenption for hinself for
each of the years 2003 and 2004, but not 2005. On her 2005
return, but not her 2003 or 2004 return, Zhang cl ai ned that her
son was her dependent and accordingly clainmed a personal
exenption for him The IRS did not chall enge Zhang's entitl enent
to claima personal exenption for her son for 2005. She now
clainms that she is also entitled to claimpersonal exenptions for
her son for 2003 and for 2004, which the IRS disputes.

The I RS contends that because Zhang’s son cl ai med exenptions
for himself on his returns, Zhang cannot cl ai m personal
exenptions for him But the fact that Zhang s son cl ai ned
personal exenptions on his own returns is irrelevant in
ascertaining Zhang's entitlenment to personal exenptions for him
Section 151(a) provides a personal exenption for the taxpayer,
and section 151(c) provides the taxpayer additional personal

exenptions if he or she has dependents. The term “dependent”
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includes, but is not limted to, a child of the taxpayer over
one- hal f of whose support the taxpayer provided for the year in
gquestion. Sec. 152(a). The taxpayer’s additional personal
exenption is not contingent on the dependent’s not claimng a
personal - exenpti on deduction on his or her own return.

In support of its contention, the IRS points us to section
151(d)(2). Section 151(d)(2) prohibits a taxpayer who is a
dependent of another fromclaimng a personal -exenption deduction
on his or her own return. But this provision affects only the
dependent. Thus, the nmere fact that Zhang's son clai ned
exenptions for hinmself for 2003 and 2004 does not nean that Zhang
is not entitled to claimhimas a dependent for those two years.
The I RS rai ses no other challenges to the personal -exenption
deduction. On the basis of the record before us, we find that
Zhang is entitled to claimher son as her dependent for 2003 and
2004.% Consequently, she is entitled to an additional personal -

exenption deduction for each of those years.

61f true, Zhang's allegation that she provided her son noney
and covered his coll ege expenses as conpensation for working on
Hot web coul d wei gh against her claimthat he is her dependent.
See sec. 152(a) (taxpayer nust have provided nore than one-half
of dependent’s support); Linpert v. Conmm ssioner, 37 T.C 447,
450 (1961) (ampunts received as conpensati on consi dered support
provi ded by oneself, rather than support provided by payor). But
the I RS has not questioned whether Zhang satisfied the support
test.




5. Al l eged | RS M sconduct

Zhang failed to establish a factual basis for her
al | egations of m sconduct.

a. Retal i ati on

Zhang contends that the IRS audited her returns to retaliate
agai nst her because she “reported H1B fraud and abuse, and al so
reported unfair tuition for US citizens to the US Senate”.

We do not find Zhang to have substanti ated her inference
that the audit was retaliatory. No evidence before us indicates
that Zhang’s imm gration-law or college-tuition-related issues
had any bearing on I RS decisions about auditing her returns.

We al so note that Zhang cl ai med deductions that were
facially dubious, such as thousands of dollars of vehicle
expenses for a small website business. This suggests that the
I RS sinply audited her returns in order to determ ne whether they
were correct.

b. Coer ci on

As previously noted, Zhang signed a consent formthat
extended the tinme for the IRS to i ssue notice of the 2003
deficiency. Zhang did not testify that the IRS specifically
t hreatened her with deportation or any other adverse inm gration-
| aw consequence to induce her to sign the consent form She

testified only that an unnamed person at the I RS asked about her
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i mmgration status, and she presented no evidence to corroborate
that the conversation took place.

She also testified that an unknown person called her at hone
and told her that he or she knew Zhang was in the country
illegally and asked her for noney. She said that not many people
knew her presence in the United States was unlawful and that the
caller therefore nust have been fromthe IRS. She said there was
a police record of these incidents but did not introduce the
police record as evidence. She did not corroborate these all eged
calls or testify about themin detail.

Zhang tried to deceive us by altering a receipt in court.
She also tried to deceive us, as she had for years tried to
deceive the IRS, by disguising famly expenses as expenses of an
essentially fictitious business. Therefore, we give her vague,
uncorroborated testinony little weight and do not concl ude that
the alleged incidents occurred. Even if the alleged harassing
tel ephone call did occur, Zhang s contention that the I RS was
i nvolved is nothing nore than specul ati on.

6. Penal ty

As nmentioned earlier, the IRS i nposed 20-percent section
6662 accuracy-rel ated penalties upon Zhang for her underpaynents
for all three years (which, it determ ned, were equal to the
deficiencies). See sec. 6664. One of the grounds the IRS

asserted for the penalty is “substantial understatenent of incone
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tax”. Another is “negligence or disregard of rules and
regulations”. It is undisputed that Zhang had under paynents
equal to the correct amounts of her deficiencies (which she has
petitioned the Court to redeterm ne).

Zhang argued that her tax returns were correct. As we have
expl ai ned, they were not. The additional personal-exenption
deductions to which Zhang’s son’s status as her dependent
entitles her for 2003 and 2004 do, however, reduce her
deficiencies, underpaynents, and penalties for those years.

Under section 7491(c), the IRS nust conme forward with
sufficient evidence that it is appropriate to inpose

penalties. See Hi gbee v. Conm ssioner, 116 T.C. 438, 446 (2001).

However, once the IRS has net this burden of production, the
burden of proof remains with the taxpayer, including the burden
of proving that the penalties are inappropriate because of
reasonabl e cause or substantial authority. See Rule 142(a);

Hi gbee v. Commi ssioner, supra at 446-447.

Even with the additional personal -exenption deducti ons,
Zhang's “understatenents” of inconme tax for 2003 and 2004 are
“substantial” because they exceed both (1) 10 percent of the tax
required to be shown on the returns and (2) $5,000 for each

year.” The IRS has net its burden of producing evidence of the

'Sec. 6662(d)(2)(B) excludes fromthe definition of
“understatenent” for this purpose a deduction supported by
(continued. . .)
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deficiency, and the substantial understatenent undi sputedly
follows as a conputational matter

Zhang does not have a “substantial understatenent” of incone
tax for 2005. But Zhang s contrivance of the supposed Hotweb
activity to claimbusi ness-expense deductions for nunerous
personal and famly expenses not only neets the IRS s burden of
production but persuades us that as to its deductions, the source
of her deficiency for that year, she neglected or disregarded her
tax obligations.

Section 6664(c) provides that no penalty shall be inposed
under section 6662 wth respect to any portion of an underpaynent
if it is shown that there was a reasonabl e cause for, and the
t axpayer acted in good faith with respect to, such portion.

Zhang did not specifically argue that we should apply the
r easonabl e- cause- and- good-faith exception to any part of any of
her underpaynents, and the facts in the record do not establish
that the exception applies. Zhang used a return-preparation
conput er program each year. She clainms that she took a tax

course froma return-preparation firmin 2003. But nothing

(...continued)
“substantial authority” or a “reasonabl e basis” and di scl osure.
Zhang has not expl ai ned what substantial authority or reasonable
bases may have existed for her erroneous deductions. Nor do we
find on our own that her positions had substantial authority or
reasonabl e bases. See sec. 1.6662-3(b)(3), (d)(2), Inconme Tax
Regs. (describing the “reasonabl e basis” and “substanti al
authority” standards for support of a tax position which
ultimately proves to be erroneous).
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before us indicates that any error in Zhang's return resulted
froman erroneous explanation of tax |aw provided by a tax
instructor, IRS enployee, or conputer program or from an
erroneous conputation perfornmed by a program She clains that in
the course of preparing one of her returns, she asked an I RS
enpl oyee what address to use for Hotweb (Schedule C asks for the
“busi ness address”), and the enpl oyee suggested she use her son’s
apartnment address. But Zhang did not explain why it woul d be
reasonabl e for her to think, on the basis of this suggestion,
that the apartment was deducti ble. W observe that Zhang's
erroneous deduction for her nother’s living and nedi cal expenses
coul d have followed froma m sunderstandi ng of a conpl ex issue:
section 213 does allow a deduction for nedical and | ong-termcare
expenses of a taxpayer and certain dependents. But Zhang fail ed
to indicate specifically what led her to claimthis deduction.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




