
STATE OF NEW YORK

STATE TAX COMMISSION

In  the Mat ter  of  the Pet l t ion
, o t

Lawrence & Caro1e Krug

for  Redeterminat ion of  a Def i -c iency or  Revis ion
of  a Deteru inat ion or 'Refund of  Personal  Income
Tax under Ar t ic le  22 of  the Tax Law for  the Years
1979  -  198 i .

State of New York :  '

s s .  :
County of Albany : :

Davld Parchuck/Connie Hagelund, being duly sworn, deposes and says that
he/she is an employee of the State Tax Cornrnisslon, that he/she is over 18 years
of age, and that on the 24th day of January, 1986, he/she served the wlthln not ice
of Declsion by cert l f ied mai l  upon Lawrence & Carole Krug, the pet l t loner in the
within proceedinB, by enclosing a true copy thereof in a securely sealed
postpald wrapper addressed as fol lows:

Lawrence & Carole Krug
I Winston Court
D i x  H i l l s ,  N Y  I L 7 4 6

and by deposit ing same enclosed
post off ice under the excluslve
Service wlthin the State of New

That deponent further says
herein and that, the address set
of the pet i , t ioner.

Sworn to before ne this
24th day of January, 1986.

ster oaths
sec t lon  174

AFFIDAVIT OF MAILING

ln a postpald properly addressed wrapper in a
care and custody of the Uni. ted States Postal
York .

that the said addressee ls the pet i t ioner
forth on sald wrapper is the last known address

/,r7t;z /J,,/,.;
hbr i zed  to

pursuant to Tax L'aw



S T A T E  O F  N E W  Y O R K
S T A T E  T A X  C O M M I S S I O N

A L B A N Y ,  N E W  Y O R K  L 2 2 2 7

January 24, 1986

Lawrence & Carole Krug
1 Wlnston Court
D ix  H i l l s ,  NY L1746

Dear  Mr .  &  Mrs .  Krug :

Please take not lce of the Decision of the State Tax Cornmission enclosed
herewlth.

You have now exhausted your rlght of revlew at the admlnistrati.ve level.
Pursuant to sect, ion(s) 690 of the Tax Law, a proceeding ln court  to revie\d an
adverse decisl"on by the State Tax Commisslon nray be lnst i tuted only under
Art ic le 78 of the Clvi l  Pract ice Law and Rules, and must be comnenced ln the
Supreme Court of the State of New York, Albany County, vrlthln 4 uonths from the
date  o f  th is  no t ice .

Inquiries concerning the computation of tax due or refund allowed ln accordance
with this decision may be addressed to:

NYS Dept.  Taxat ion and Finance
Law Bureau - Li t lgat ion Unlt
Bui ldtng / /9,  State Campus
Albany, New York 12227
Phone # (5i8) 457-2070

Very truly yours '

STATE TAX COMMISSION

Taxing Bureau's Representat ive



STATE OF'NEI^I YORK

STATE TAX COMMISSION

In the Matter of the Pet i t ion

o f

LAWRENCE KRUG and CAROLE KRUG

for Redet,erminat lon of a Def ic iency or for
Refund of Personal Income Tax under ArtLcLe 22
of  the  Tax  Law fo r  the  Years  1979 th rough 1981.

DECISION

Pet, i t ioners, Lawrence Krug and Carole Krug, 1 Wl.nston Court ,  Dix Hi l ls,

New York LI746, f l led a pet i t ion for redetermlnat ion of a def ic iency or for

refund of personal income tax under Art ic le 22 of the Tax Law for the years

1 9 7 9  t h r o u g h  1 9 8 1  ( F i 1 e  N o .  4 3 2 8 5 ) .

A hearJng was held Ulfor" Al len Caplowalth, Hearlng Off icer,  at  the

off ices of the State Tax Commission, Two World Trade Center,  New York, New

York ,  on  Ju Iy  23 ,  1985 a t  9 :15  A.M. ,  w i th  add i t iona l  in fo rna t lon  to  be  subn i t ted

by August 23, 1985. Pet i t ioners appeared pro se. The Audit  Divis ion appeared

by  John P.  Dugan,  Esq.  (Ange lo  A .  Scope l l i to ,  Esq. ,  o f  counse l ) .

ISSUES

I. Whether the Audlt  Divls ion properly determined that funds withdrawn by

pecitLoner Lawrence Krug from hls professional corporat ion $rere taxable as

sa la ry .

I I .  Whether expenses i-ncurred by pet i t loners durlng 1976 in connect ion

wlth the rental  of  a condomlnium to pet i t l .oner Lawrence Krug's professional

corporat lon were deduct ible as expenses incurred in the product ion of lncome.

I I I .  h lhe ther  pena l t les  imposed pursuant  to  sec t lons  685(a) (1 ) ,  685(a) (2 )

and 685(b) of the Tax Law should be waived.
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FINDINGS OF FACT

1. Pet i t ioners, Lawrence Krug and Carole Krug, f i . led New York State

income tax resident returns for the years 1979 through 1981. They f i led joint

returns for 1979 and 1981 and separately on one return for 1980.

2. On January 12, 1983, the Audit  Divis lon issued three not ices of

def ic iency against pet l - t ioners assert lng personal lncome tax due as fol lows:

Pet l t i one r Years Tax Penal ty Interest Total

Lawrence Krug 1979 6,
Lawrence Krug f980

1 9 8 0

1981  $3 ,921 .83  $  226 .30  $1 ,059 .87  $5 ,208 .00
$4 ,2L9 .48  $ r , 392 .42  $  949 .38  $6 ,561 .28
$  s2 .46  $  tZ .g r  $  r r . ao  $  81 .57Carole Krug

Among the adjustments made on audit ,  pet l t ionerl  ob3ected to t \4to l tems: a

disal lowance of a deduct l"on for a loss incurred fron the rental  of  property and

the lnclusion in incorne of certain funds withdrawn fron pet i t lonerfs professional

corporat ion. A11 other adjustnents, with the except ion of penalt ies'  were

conceded by  pe t l t ioners .

3. Pet i t ioner is a cert l f led publ ie accountant and sole shareholder of a

pro fess lona l  corpora t ion ,  Lawrence M.  Krug,  P .C.  ( " the  P.C. " ) .  Pe t i t ioner  d id

not maintain a personal checking account;  al l  of  his expenses, both personal

and business were pald out,  of  the P.C. checki.ng account.  Any personal expenses

paid out of the P.C. account vrere charged as a debit  to the P.C. withdrawal

account.  I f  pet i t ioner received income from outside the P.C. from municipal

bonds or interest payments, he would occasional ly deposit  such funds in the

P.C. checking account.  These deposits would be posted as credits to the

withdrawal account.  Pet i t ioner thought that he could malntain better control

Unless otherwise lndicated, al l  references to pet i t loner are to pet i t ioner
Lawrence Krug only.
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of his funds by combining his business and personal income and expenses in one

account.  The addit l .on of the outside funds to the P.C. enabled the P.C. to be

in a better cash f low posit ion to carry on corporate act iv i ty and i t  also

al lowed pet i t ioner to heavi ly fund his pension p1an. Pet i t ioner was bul lding

up a prepaid trust account to fund his penslon plan since he had funded l t  for

more than the allowable deduction for such a plan.

4. At the end of the f iscal  year,  when computl .ng his salary for tax

purposes ,  pe t i t ioner  de termlned the  gross  fees  o f  the  P.C.  less  i t s  exPenses

and reported this amount as his salary on his tax returns. On the P.C. books,

pet l t ioner debited salary expense by the amount so computed. He then offset

his contr lbut ions to the P.C. through the withdrawaL account against his

withdrawals for the year. IIe then credlted the withdrawal account by the

amount of net withdrawals in order to have a zexo balance at the end of the

f lscal year.  Pet i t ioner then credited the loans payable to off lcers account by

the di f ference between the computed salary expense and the net withdrawals.

5. On audit  of  the P.C. records, the Audlt  Divis ion found that for the

f lscal year ended July 31, L979, pet i t loner debited the l^r l thdrawal account

$ 7 I , 4 L 7 . 1 3  a n d  c r e d i t e d  t h e  a c c o u n t  $ 3 1 , 3 6 3 . 1 3 .  O f  t h e  a m o u n t  d e b i t e d ,  t h e

audi. tor determined that $19,17I.75 had been erroneously deblted to the withdrawal

account and that said amount should have been debited as a PrePaid asset to the

ret i rement,  t rust account.  Therefore, pet i t ionerts actual wlthdrawals from the

P.C. were computed to be $52,245.38. The audttor determlned the lat ter amount

to  be  pe t i t ioner rs  cor rec t  sa la ry  fo r  the  year .  Pet i t loner  had rePor ted  sa la ry

o f  $ :0 ,625.00  on  h ls  re tu rn ;  thus ,  he  was cons idered to  have $15 '620.38  ln

addit ional salary income. The auditor deemed the non-P.C. income which was

deposited in the P.C. account to be etther contr ibut ions to capltal  or loans to
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the corporat ion which, in ei ther case, could not be offset against pet i t lonerts

wlthdrawals ln conputing salary.

6. Pet i t ioner purchased a condominium apartment ln Flor ida Ln 1977 for

$321000.00 intendlng to rent i t  to others year round except for ten days each

year of personal use during Christmas vacat ion. Instead of rent, ing i t  to

o thers ,  he  dec ided to  ren t  i t  to  the  P.C.  s ince  the  P.C.  had severa l  na jo r

cl lents in Flor ida which requlred pet i t ioner to make four to six buslness tr ips

per year to that state. Rather than staying in hotels,  pet i t loner thought he

could save the P.C. money by ut i l lztng the condominlum. Pet i t ioner charged the

P.C.  $400.00  per  month  ren t .  Dur ing  1979,  the  year  in  i ssue '  the  fa i r  rnarke t

rental  value for a furnished apartment simi lar in slze and locat ion to pet i t ionerrs

apartment rdas approxl .mately $500.00 per month on a year-round rental  basis.

7 .  In  1979,  pe t , i t i "oner rs  to ta l  ren t  f rom the  apar tment  rdas  $4 '800.00  less

deprec ia t lon  o f  $1 ,454.00  and o ther  expenses  o f  $+ ,903.23  to t  a  resu l t ing  loss

o f  $1 ,557.23 .  The ren ta l  income and expenses  were  repor ted  on  pe t l t loner ts

Federal  and St,ate returns. In 1980, pet i t l -oner had net income of $193.31 fron

the apartment and, in 1981, the net income rras $13.45. On audit ,  the Audit

Divis ion disal lowed the loss for 1979 stat ing that:  "A loss due to the rental

of property at below fair  rnarket value cannot be al lowed i f  the transactton is

dlrect ly or lndirect ly between related taxpayers."

8. The Internal Revenue Service audited pet i t ionerst L979 Fed,eral  lncome

tax return specif ical ly with respect to rental  i -ncome and expenses and four

other i tems not at issue hereln. On July 31, 1981, the Servi .ce not i f ied

pet l t ioners that no change in the tax reported was required as a result  of  the

examination.
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9. The Audlt  Divis ion asserted a negl igence penalty under sect ion 685(b)

of the Tax Law for 1979 by reason of the fact that pet i t i .oner was an accountant

and the audltor thought he had negl igent ly prepared the 1979 return. For tax

years 1980 and 1981, pet i . t , ioners did not f i le their  returns unt l l  af ter complet lon

of the audit  i .n Septenber,  1982. For 1980, they had received an extension of t ime

to  f i le  un t i l  September  15 ,  1981 and,  fo r  1981,  they  had rece ived an  ex tens lon

of t ime to f i le unt l l  August 15, 1982. The Audit  Divis ion asserted penalt ies

for 1980 and 1981 for fai lure to f i le a return and fal lure to pay the tax under

sec t ions  685(a)  (1 )  and 685(a)  (2 )  o f  the  Tax  Law.  Pet i t ioner  reques ted  tha t  the

penalt ies be wai.ved due to extenuat lng circumstances during the years ln issue,

tncluding the unt lmely death of his mother which resulted in some di f f icul t

emotlonal problems for hiur. He also asserted that he was involved in extensi.ve

lltlgatlon involvi-ng hls business which took hin away from his work for a

lengthy period of t ine. Pet i t ioner,  however,  did not glve any detai ls regardlng

these events such as dates and the length of time over which they occurred.

CONCLUSIONS OF LAW

A. That  the New York adjusted gross income of  a res ldent  lnd iv idual  ls

h is  Federal  adjusted gross income for  the taxable year  wi th cer ta i .n  modi f icat ions.

Tax Law $612(a) .  Federal  adjusted gross income means gross lncome nl"nus

cer ta in deduct ions.  I .R.C.  $62.  Gross income means a l l  income f rom whatever

sou rce  de r i ved  excep t  f o r  t hose  l t ems  spec i f i ca l l y  exc luded .  I .R .C .  S61 .

B.  That  a l l  i -ncome which pet l t loner  recel -ved f rom the P.C.  was proper ly

inc ludib le as income to pet i t ioner .  Funds which pet i t ioner  deposi . ted in  the

P.C.  account  f rom outs ide the corporat lon became corporate funds and could not

be used to of fset  funds wi thdrawn f rom the corporat ion for  personal  use.  The

funds deposi ted in  the P.C.  account ,  were e i ther  contr lbut ions to the capl ta l  o f
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the corporat ion or loans to the corporat ion which, in ei ther case, were used by

the  corpora t ion  fo r  corpora te  purposes ,  whether  to  pu t  the  P.C.  in  a  be t te r

cash f low posit ion or to fund the pension plan. The P.C. was a separate ent i ty

from petitioner and by conmlngllng hls personal and buslness income and expenses

he was attempting to blur the dist lnct ion between the two ent i t ies. Pet i t ioner

treated the P.C. as i f  i t  were a sole proprietorshlp; this was lnproper and the

$52,245.38 received from the P.C. during L979 was includible in lncome for tax

PurPoses .

C. That sect ion 183 of the Internal Revenue Code provl-des general ly that

no deduct ion attr ibutable to an act iv i ty not engaged ln for prof i" t  shal l  be

al lowed except,  as otherwise provided. An act iv l ty not engaged in for prof i t  is

an activity other than one with respect to whlch deductions are allowable under

sect lons L62 ox 2I2 of.  the Internal Revenue Code. Such deduct ions lnclude

deduct ible business expenses for property ei ther used in a crade or business or

held for the product ion of income. Thus, the operat ing expenses and depreciat ion

relat ing to rent lng the apartment to the P.C. would be deduct lble i f  the

property were held for the product ion of lncome.

D.  That  r r l t ]he  key  requ i rement  under  bo th  sec t ion  162 and sec t lon  2L2 is

that the taxpayer must have engaged ln the activlty with an actual and honest

ob jec t ive  o f  mak ing  a  p ro f i t  (c i ta t ions  orn l t ted) .  The taxpayer 's  p ro f i t

object ive must be bona f ide, al though l t  need not be reasonable, and greater

welght is assigned to object lve facts rather than the taxpayerrs stat,ed intent."

Scu l l  v .  Comrn iss loner ,45  T .C.M.  545.  Based on  the  ev ldence presented ,  pe t i t loner

has not  met  hts  burden of  prov ing the requis i te  prof i t  ob ject ive.  F i rs t ,

pet i t ioner  rented the apartment  to a re lated par ty ,  the P.C.  '  which consisted

ent i re ly  of  h lmsel f .  Second,  he rented i t  for  less than fa i r  market  va lue
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knowing this would result  in a loss or at most a negl igible prof i t .  Third, he

cont inued to use the apartment for his vacat ions. Overal l ,  the rental  plan

with the P.C. appears to have been a convenient means of obtaining a deduct ion

for the apartment rather than as a bona fide attempt to make a proflt from its

ownership. The auditor therefore properly dlsal lowed the loss for I979.

E. That sect ion 685(b) of the Tax Law provides for a penalty l . f  any part

of a def ic iency is due to negl igence or intent i"onal disregard of the Tax Law.

Despite the fact that pet i t ioner is an accountant,  the def l"c lency was comprised

prlrnarily of items which had an arguable basis ln fact and law and there \^Ias no

intent ion to disregard t ,he law. Therefore, the penalty imposed under sect lon

685(b)  l s  cance l led

F.  That  sec t ions  685(a)  (1 )  and 685(a)  (2 )  o f  the  Tax  Law prov ide  fo r

penaltles for failure to file a tax return and failure to pay the tax shown on

the return, respect ively,  unless i t  is shown that such fai lure i .s due to

reasonable cause and not due to wl l l fu l  neglect.  Reasonable cause may include

death or ser ious i l lness of the taxpayer,  a member of his fanl ly or hls employer

or unavoidable absence of the taxpayer or employer from his usual place of

bus lness .  20  NYCRR 102.8(b)  (1 )  and (2 ) .  Pe t i t loner ,  however ,  has  fa l led  to

show when any of the hardships occurred and how they affected his abl l i ty to

f i le tax returns when they dld not af fect his abi l i ty to f i le for extensions of

t ime. There was, therefore, no reasonable cause for fai lure to f l le the

returns and pay the tax.

G. That the pet l t ion of Lawrence Krug and Carole Krug ls granted to the

extent lndicated ln Conclusion of La\,r  "E";  that the Audit  Divis ion is directed
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to modl-fy the not ices of def ic iency issued January 12, 1983 accordl-ngly;  and

that,  except as so gtant.ed, the pet i t ion ls in al l  other respects denied.

DATED: Albany, New York STATE TAX COMMISSION

JAN 2 41986

IONER


