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VEMORANDUM COPI NI ON
PARR, Judge: Respondent determ ned deficiencies in, and
penal ties on, the Federal inconme tax for 1989, 1990, and 1991 of
Carl E. Jones (petitioner) and Elaine Y. Jones (Ms. Jones) as

foll ows:
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Accur acy-Rel ated Penalties

Year Defi ci ency Sec. 6662
1989 $210, 819 $42, 164
1990 125, 150 25, 030
1991 90, 018 18, 004

Al'l 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 Procedure, unless otherw se
indicated. Al dollar amounts are rounded to the nearest dollar,
unl ess ot herw se indi cated.

After concessions,! the issues for decision are: (1) Wether
petitioner received taxable distributions fromCarl E. Jones
Devel opnent, Inc. (Devel opnent), of $307,976, $261,591, and
$224,827, in 1989, 1990, and 1991, respectively. W hold
petitioner received distributions from Devel opnment the character
and anounts of which are set out below (2) Wether petitioner
had sufficient basis in Devel opnent's indebtedness to himto
deduct pass-through | osses of $163,487 and $21,022 in 1990 and
1991, respectively. We hold he did not. (3) Wether petitioners
had constructive dividend i ncome of $80,051 in 1989 from either
INI, Inc. (INI), or Spalding Partners, Ltd. (Spalding). W hold

they did not. (4) Wether petitioner received constructive

1 Petitioners reported $66, 299 of taxable interest incone on

their return for 1989. Prior to trial, petitioners conceded that
the correct anopunt is $80,120. Petitioner reduced his

shar ehol der | oan account bal ance with Carl E. Jones Devel opnent,
Inc., for a paynent of $54,369 that he made in 1990; respondent
concedes on brief the allowance of this paynent.
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di vi dends of $314,504, $27,298, and $116, 163 in 1989, 1990, and
1991, respectively, fromIN. W hold petitioner received
distributions fromIN the character and amounts of which are set
out below. (5) Whether petitioners realized a $28,248 | o0ss from
a nonbusi ness bad debt in 1991. W hold they did not. (6)
Whet her petitioners are |liable for an accuracy-related penalty
pursuant to section 6662 for 1989, 1990, and 1991. W hold they
are. (7) Wether Ms. Jones qualifies as an innocent spouse
under section 6013(e) for 1989, 1990, and 1991. W hold she does
not . 2

Sone of the facts have been stipulated and are so found.
The stipulated facts and the acconpanyi ng exhibits are
incorporated into our findings by this reference. At the tine
the petition in this case was filed, petitioners resided in

Atl anta, Ceorgia.

2 Respondent determined that for the years at issue certain

conput ati onal adjustnents should be made, which would: (1)
Preclude petitioners fromtaking a deduction for nedical and
dental expenses, (2) reduce petitioners' item zed deductions, (3)
di sall ow petitioners' deduction for exenptions, and (4) preclude
petitioners fromclaimng the Earned I ncome Credit. These are
mat hemati cal adjustnents that the parties can nmake in their Rule
155 conput ati on.

In addition, in the notice of deficiency respondent
di sal |l oned petitioners' claimed | oss of $5,700 fromthe sale by
Devel opnent of certain business property and determ ned that
petitioners had a gain of $8,921 fromthat sale. Respondent's
determ nation is presunmed correct, and petitioners bear the
burden of proving otherwise. Rule 142(a); Welch v. Helvering,
290 U. S. 111 (1933). Petitioners did not address this issue at
trial or on brief; thus, petitioners have failed to neet their
burden of proof. Accordingly, respondent is sustained on this
i ssue.
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For conveni ence, we present a general background section and

conbi ne our findings of fact with our opinion under each separate
i ssue headi ng.

General Backgr ound

A. Petitioners

Petitioners are married and filed joint Federal incone tax
returns (Form 1040) for 1989, 1990, and 1991 with the Internal
Revenue Service Center in Atlanta.

During the years at issue, petitioner was a realtor, a rea
estate devel oper, and an investor in real estate. He owned and
operated several conpanies that built townhouses and expensive
homes, and he engaged in other real estate devel opnent
activities. Petitioner attended 2 years of |aw school but did
not pass the bar exam

Ms. Jones is a nother and a honenmaker. At the tinme of
trial, petitioners had two children, a daughter and a son, 21
years and 8 years of age, respectively. During the years at
i ssue, Ms. Jones received $3,000 each nmonth from petitioner
whi ch she used to pay for utilities and food.

M's. Jones has long suffered from Raynaud's di sease. As a
result of this disease, she had surgery on her feet in 1988 and
again in 1991. During the 1988 surgery, Ms. Jones contracted a
staph infection that conplicated her nedical condition and el uded
detection until 1991.

Petitioners separated tenporarily in Septenber of 1991 and

reunited in May of the followng year. During the separation,
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Ms. Jones recei ved $150, 000, which she had in a bank account in
her nane at the tinme of trial.

B. The Corporations

During the 3 years at issue, petitioner was the sole
shar ehol der and president of INI, a C corporation, and of
Tower gat e Townhones, Inc. (Towergate), and Devel opnent, which are
both S corporations. Also during this tinme, petitioner and Ms.
Jones were each 50-percent owners of Carlsgate Properties, Inc.
(Carlsgate), an S corporation. During 1989 and 1990, petitioner
was president and owner of Wnterchase Townhones, |nc.
(Wnterchase), a C corporation

I NI

| NI operated as a devel oper of real estate and nmanaged a
60, 000- squar e-foot building that was devel oped by a related C
cor poration, Spal ding.

I NI was incorporated on June 25, 1984, at which tine it
i ssued 1,000 shares of stock--500 to petitioner and 500 to Ronald
Cates (Cates). Wen IN was incorporated, petitioner and Cates
each owned 50 percent of Spal ding. Spalding operated as a hol der
of raw | and and a devel oper of real estate.

On Novenber 1, 1984, petitioner and Cates transferred all of
their shares in INl to Spalding, and I Nl becanme a wholly owned
subsidiary of Spalding. Thus, petitioner and Cates each owned 50
percent of Spal ding, and Spal di ng owned 100 percent of the IN

shar es out st andi ng.
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Fromits inception, Spalding filed its returns on the basis
of a fiscal year ending on Septenber 30. Wen Spal di ng becane
t he 100-percent owner of IN, Spalding and INI elected to file
consol idated returns using Spal ding' s Septenber 30 fiscal year.

In 1988, petitioner and Cates reached an inpasse as to the
busi ness direction of Spalding and INI. They agreed to dissol ve
their business relationship according to the terns set forth in
t he Sharehol ders' Agreenment and Plan of Reorgani zation (the
Agreenent) that they signed on Septenber 29, 1988, and the
Agreenment to Amend the Agreenent (the Anendnent) signed on March
1, 1989. The Agreenent was executed to separate Spalding and IN
pursuant to section 355.3

After the Amendnent was executed, Spal ding disposed of its
interest in a general partnership that was engaged in providing
parki ng services at an airport and transferred $80,051 to IN as

part of the division of corporate assets. See IN, Inc. V.

Comm ssioner, T.C Meno. 1995-112, affd. w thout published

opinion 107 F. 3d 27 (11th Gr. 1997).
At the tinme of the separation, Spalding had on its books and

records accounts in which it recorded the | oans the corporation

3 In INI, Inc. v. Conmissioner, T.C. Meno. 1995-112, affd.

wi t hout published opinion 107 F.3d 27 (11th Cr. 1997), this
Court found that by proxies executed on Sept. 29, 1988,
petitioner had transferred his right to vote his Spal ding stock
to Cates, and Spalding had irrevocably transferred its exclusive
right to vote its INI stock to petitioner. W held, therefore,
that as of Sept. 29, 1988, Spalding and INl were no | onger
affiliated as defined in sec. 1504(a) and were not permtted to
file a consolidated return.
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had made to its shareholders. Spalding had I ent petitioner a
total of $128,429 at the tinme of the splitup. As part of the
Agreenent, Spalding transferred the | oan account with the bal ance
owed by petitioner to INI. |IN added the bal ance of the
transferred account to the receivables account it maintai ned on
its books for the loans that it had nmade to petitioner for the
fiscal year ending Septenber 30, 1988.

After the separation, petitioner becane the president and
sol e sharehol der of INI, and Cates becane the sol e sharehol der of
Spal di ng.

Devel opnent

Devel opnent was primarily engaged in building single-famly
homes. Devel opnent was incorporated as a C corporation in 1973,
el ected to be an S corporation in 1986 and ceased doi ng busi ness
in 1991. For the years at issue, Devel opnment had a taxable year
endi ng Sept enber 30. Devel opnent was owned entirely by
petitioner, who was also its president.

Carl sgate

Carl sgate was the marketing armfor the properties built by
Devel opnent. Carlsgate was incorporated in 1984, elected S
corporation status in 1987, and filed its final return in 1991.
Petitioner was the president of Carlsgate fromits inception.

Tower gat e

Towergate was a project of approximately 70 townhouses built

in the md-1980"s that sold for prices ranging from $72,000 to
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$94, 000. Towergate was incorporated in 1981 and elected S
corporation status in 1986. During its taxable years ended
Cct ober 31, 1989 through 1992, petitioner was president and sole
st ockhol der of Towergate.

W nt er chase

W nt er chase Townhones was a 40-unit townhouse project in
which only 34 units were conpleted. Wnterchase was incorporated
in 1983, and was |iquidated on or about Septenber 30, 1990.
During its taxable years ended Septenber 30, 1989 and 1990,
petitioner was president and sol e stockhol der of W nterchase.

C. The Accountants

Petitioner enployed an in-house bookkeeper, Sawat
Lavant ucksi n (Lavantucksin) to maintain his personal books and
hi s corporations' books. Under the direction of petitioner,
Lavant ucksi n prepared the records of the cash transactions and
the nonthly bank statenents and nade the journal entries
recordi ng the amobunts the corporations lent to petitioner, the
anounts petitioner repaid to the corporations, petitioner's
al | eged assunptions of the corporations' indebtedness, the
transfers of the indebtedness between the corporations, and the
transfers between the corporations and petitioner. Lavantucksin
did not testify at the trial.

Petitioner enployed a certified public accountant, Donal d
L. Ricks (Ricks), to prepare his personal and corporate returns.

Ri cks, or his enployee, WIlliam Mrrisett (Mrrisett), checked
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the entries that were nmade by Lavantucksin on the corporate books
for consistency against the entries that were nade by
Lavantucksin on petitioner's personal books. The accountants
then prepared the returns by using the journal entries. Neither
Morrisett nor Ricks verified Lavantucksin's entries by exam ning
the corporate m nutes, bank statenents, cancel ed checks, or other
external sources.

D. Transfers by Journal Entries

Petitioner transferred debt between hinself and his
corporations in two general circunstances. |n one circunstance,
petitioner was indebted to one of his corporations, and the
corporation was going out of business. In this circunstance,
petitioner used journal entries to transfer his indebtedness from
the corporation that was goi ng out of business to another of his
corporations. For instance, petitioner nade wthdrawals from
W nterchase that were recorded on its books as |loans. On
Decenber 31, 1989, when Wnterchase was goi ng out of business,
petitioner's accountants transferred petitioner's $98, 753 of
i ndebt edness from Wnterchase to Devel opnent by maki ng j our nal
entries on each of the corporation's books.

I n anot her circunstance, one of petitioner's corporations
was i ndebted to another of his corporations, and the debtor-
corporation was going out of business. 1In this circunstance,
petitioner "assuned" the latter corporation's indebtedness to the

ot her corporation. For instance, in |late 1990 Devel opnent was
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goi ng out of business and was indebted to INI for $417,978. The
accountants transferred the $417,978 of indebtedness to
petitioner by journal entries, such that after the transfer
Devel opnent was no | onger indebted to INI, petitioner's
i ndebt edness to INl was increased by $417,978, and petitioner's
i ndebt edness to Devel opnent was reduced by $417, 978.

Simlarly, Developnent owed Carl sgate $82, 132 at about the
time that Carl sgate was goi ng out of business, and petitioner was
i ndebted to Devel opnent. On Decenber 31, 1989, petitioner
"assuned" Devel opnment's debt to Carl sgate by nmaki ng journal
entries. After the journal entries, Devel opnent was no | onger
i ndebted to Carl sgate, petitioner owed Carlsgate $82, 132, and his
i ndebt edness to Devel opnment was reduced by that same amobunt. On
t hat same day, petitioner incorrectly "paid" $59, 369 of the
anount he owed Carl sgate by naking creative journal entries that
of fset the Accunul ated Adjustnments Account (AAA) against the |oan
bal ance. *

On Decenber 31, 1990, in anticipation of Carlsgate's
i mm nent dem se, petitioner transferred $11, 374 of the anount he
owed Carlsgate to INl by nmeking journal entries. That is, after

the journal entries, his indebtedness to Carl sgate was reduced by

4 Petitioner first reduced the | oan bal ance by offsetting

$74, 397 agai nst the AAA, but then reduced that offset by $15, 028
to agree wth his anended Schedule K-1 (Form 1120S). Thus, the
net of fset was $59, 369.
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$11, 374, and his indebtedness to INl was increased by that sane
anmount .

When Carl sgate went out of business in 1991, petitioners
each reported one-half of the remaining | oan bal ance, $5, 131
(total $10,262), as long-termcapital gain incone fromthe
exchange of their stock

Through a series of simlar assunptions and transfers
executed by journal entries, on Decenber 31, 1991, petitioner was
indebted to INI, his sole remaining corporation, for $980, 527.

| ssue 1. Whether Petitioner's Wthdrawal s From Devel opnent in
1989, 1990, and 1991 Were Taxable Distributions

Respondent determ ned that Devel opnent made distributions to
petitioner that exceeded his stock basis by $298, 622, $261, 591,
and $224,827 for 1989, 1990, and 1991, respectively. In
addi tion, respondent determned that in 1989 petitioner received
$8, 854 of dividends that Devel opment distributed fromits C
corporation accunul ated earnings and profits. Petitioner asserts
that with respect to all of the years at issue, the w thdrawals
were | oans that Devel opnent nmade to him

1989

On January 1, 1989, Devel opnent had $8, 854 of accumul at ed
earnings and profits on its books and records that it earned when
it was a C corporation. According to the | oan summary prepared
by petitioner's accountants, the 1989 begi nning bal ance in

Devel opnent's | oans to sharehol der account was $427, 368.
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Respondent determ ned that during 1989, the reported increases
(debits) to the | oan account total ed $537,683. The account was
i ncreased for such diverse itens as cash w thdrawal s of $209, 223
that were recorded as | oans,® Devel opnent's assunption of
petitioner's $98, 753 of indebtedness to Wnterchase, and $39, 038
of capitalized interest.®

Petitioner also recorded itens that decreased the account
(credits). Petitioner had credited the account for, anong ot her
itens, $237,269 of cash that petitioner paid into the conpany,
the reclassification of $116, 395 of the |oans as petitioner's
salary, and petitioner's assunption of Devel opnent's
i ndebt edness. Respondent disal |l owed $490, 402 of these credit
itens, and allowed credits totaling $391, 195, which respondent
applied to reduce the begi nning bal ance of the |oan account, not
to offset the increases recorded during 1989.

Respondent determ ned that the alleged sharehol der | oans
were not bona fide but actually were disguised distributions.
Accordi ngly, respondent reduced the | oan account bal ance for
$39, 038 of capitalized interest and increased petitioners' gross

i ncome for $307,976, the anmount of the disguised distributions.

5 Thi s anount includes political contributions of $1,500 that

Devel opnent paid on petitioner's behalf.
6 Devel opnent charged petitioner interest on the all eged

| oans, and when petitioner did not pay the interest due,

Devel opnment capitalized it by debiting the |oan account for the
unpai d anount.
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O the $307,976,7 respondent determ ned that $8,854 was a
dividend paid fromthe C corporation accunul ated earni ngs and
profits, $500 was a nontaxable return of petitioner's stock
basi s, and the $298, 622 bal ance was capital gain incone.

Respondent adjusted the bal ance of the | oan account to
reflect the determnations; that is, respondent recal cul ated the
bal ance to reflect the repaynents of the prior year's |oans but
did not increase the balance for the alleged | oans nmade to
petitioner during the current year nor reduce it for petitioner's
al | eged assunption of Devel opnent's debts. The ending | oan
account bal ance cal cul ated by respondent was $36, 173; the bal ance
on Devel oprment's records was $88,077. Thus, the ending | oan
bal ance cal cul ated by respondent was | ess than the bal ance on
Devel opnment's books and records. Finally, respondent adjusted
Devel opnent's AAA to restore the correct bal ance, $76, 000, as
reported on Devel opnent's anended return.

1990

Respondent al |l owed $527, 318 of the debits (increases) that
were recorded in the account during 1990 and di sal | owed $22, 259.
Respondent al | owed $301, 900 of the credits (decreases) that were
recorded in the account and disall owed $681, 706.

Anong the disall owed anobunts were $479, 035 of credits

recorded for petitioner's alleged assunption of Devel opnent's

" This anpunt is the sumof petitioner's cash w thdrawal s and

hi s i ndebt edness to W nt erchase.
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i ndebt edness; $417,978 that Devel opnment owed to INl; and $61, 057
that it owed to Towergate.

Respondent al so disallowed a $54, 369 credit recorded for
petitioner's paynent of Devel opnent's indebtedness that
petitioner did not substantiate® and disallowed credits totaling
$115, 725 that were for petitioner's unverified deposits in the
cor porate account.

Respondent determ ned that Devel opnent distributed $527, 318
to petitioner, and that he paid a total of $301,900 into the
corporation. Respondent applied the anmpbunts paid to the
corporation first to the beginning | oan bal ance, which accordi ng
to respondent's cal cul ati ons was $36, 173, and the renmai nder as an
offset to the current year wwthdrawals, for a net distribution of
$261, 591.

Respondent determ ned that the distributions nmade to
petitioner in 1989 had exhausted Devel opnent's accunul at ed
earnings and profits and al so consuned petitioner's stock basis.
Thus, respondent adjusted petitioners' 1990 inconme for capital
gains in the anount of the net distribution made by Devel opnent
in 1990, $261,591. Petitioner asserts, inter alia, that he
assunmed Devel opnent’' s i ndebt edness as represented in the | oan

account summary.

8 At trial, petitioner introduced a copy of a check signed by
Ms. Jones made to Cobb Conmercial Bank for $54,369. Respondent
concedes on brief that the amount of the check wll be all owed as
a credit for 1990. See supra note 1.
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1991
Respondent determ ned that in 1991, petitioner wthdrew
$267, 628, all of which had been recorded as increases to the |oan
account,® and that he paid $42,801 to the corporation. Thus,
respondent increased petitioners' 1991 incone for capital gains
in the amount of the net distribution, $224,827. |In naking the
determ nati on, respondent disallowed decreases to the |oan
account for unverified paynments totaling $56,041 that petitioner
asserts he nmade on behal f of Devel opnent.

Petitioner asserts that the withdrawals he made in 1989,
1990, and 1991 were |l oans. However, during the years at issue he
never executed any prom ssory notes in favor of Devel opnent for
the funds he withdrew. Furthernore, although the corporation
charged himinterest on the w thdrawn anmounts, petitioner never
actually paid any interest. The unpaid interest was capitalized
to the | oan account bal ance. Devel opnent never placed a limt on
the anounts petitioner could withdraw nor specified a repaynent
schedule for the withdrawals. Finally, the wthdrawals were not
secured or collateralized.

Di stributions Versus Loans

We nust determ ne whether petitioner's withdrawals were

bona fide | oans, as petitioner contends, or disguised

9 OF the anmpunts recorded as an increase in the | oan account,

$850 was for the transfer of a facsimle nachine to petitioner.
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di stributions taxable as provided under section 1368, as
respondent contends. 1°
The burden of proof is on petitioners to show that the
anounts at issue were bona fide | oans and not taxable

distributions. Rule 142(a); Welch v. Helvering, 290 U S 111

(1933). W also note that we have al ways exam ned transactions
bet ween cl osely held corporations and their sharehol ders with

special scrutiny. Electric & Neon, Inc. v. Conm ssioner, 56 T.C.

1324, 1339 (1971), affd. w thout published opinion sub nom

Jimnez v. Conmm ssioner, 496 F.2d 876 (5th Cir. 1974).

A transfer of noney is a |loan for Federal incone tax
purposes if, at the tine the funds were transferred, the
transferee unconditionally intended to repay the noney, and the
transferor unconditionally intended to secure repaynent. Haag v.

Comm ssioner, 88 T.C. 604, 615-616 (1987), affd. wthout

10 gSec. 1368 provides in the case of an S corporation which has

accunul ated earnings and profits that the portion of any

di stribution of property which is nade with respect to its stock
and whi ch does not exceed the AAA shall not be included in gross
income to the extent that it does not exceed the basis of the
stock. Sec. 1368 (a), (b)(1), (c)(1). |If the anmount of the

di stribution exceeds the basis of the stock, it shall be treated
as gain fromthe sale or exchange of property. Sec. 1368(b)(2).
The portion of the distribution that remains after depletion of
the AAA shall be treated as a dividend to the extent it does not
exceed the accunul ated earnings and profits of the S corporation.
Sec. 1368(c)(2). The portion of the distribution that remains
after depletion of the AAA and depletion of the accumul ated
earnings and profits shall not be included in gross incone to the
extent that it does not exceed the renaining adjusted basis of
stock. If the anount of the distribution exceeds the basis of

t he stock, such excess shall be treated as gain fromthe sale or
exchange of property. Sec. 1368(c)(3), (b).
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publ i shed opinion 855 F.2d 855 (8th Cir. 1988); Litton Bus. Sys.,

Inc. v. Conmm ssioner, 61 T.C 367, 377 (1973); see al so Haber v.

Commi ssioner, 52 T.C 255, 266 (1969), affd. 422 F.2d 198 (5th

Cr. 1970); Saigh v. Comm ssioner, 36 T.C 395, 419 (1961).

Thus, for petitioners to exclude the anmounts received from
Devel opnent, petitioners nust prove that at the tinme of each
w t hdrawal , petitioner unconditionally intended to repay the
anounts recei ved and the corporation unconditionally intended to

requi re paynment. Rule 142(a); Haag v. Comm ssioner, supra at

615-616; Mele v. Conm ssioner, 56 T.C. 556, 567 (1971), affd.

wi t hout published opinion 474 F.2d 1338 (3d G r. 1973).

Al t hough petitioner asserts that the withdrawals were | oans,
a nere declaration by a sharehol der that he intended a w t hdrawal
to constitute a loan is insufficient if the transaction fails to

exhibit nore reliable indicia of debt. WIIlians v. Commi SSi oner,

627 F.2d 1032, 1034 (10th Cr. 1980), affg. T.C. Meno. 1978-306;

Alterman Foods, Inc. v. United States, 505 F.2d 873, 877 (5th

Cir. 1974).1

Whet her sharehol der withdrawal s are bona fide loans is a
guestion of fact, the answer to which nust be based upon a
consideration and eval uation of all surrounding circunstances.

Alterman Foods, Inc. v. United States, supra at 875. Courts have

11 In Bonner v. Gty of Prichard, 661 F.2d 1206, 1209 (1ith
Cir. 1981) (en banc), the Court of Appeals for the El eventh
Circuit adopted as binding precedent all of the decisions of the
former Court of Appeals for the Fifth Grcuit handed down prior
to the cl ose of business on Sept. 30, 1981.
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considered the follow ng factors in deciding whet her
distributions froma C corporation to a sharehol der are | oans:
(1) The extent to which the sharehol der controls the
corporation, (2) the earnings and dividend history of the
corporation, (3) the magnitude of the w thdrawal s and whether a
ceiling existed to limt the anount the corporation advanced, (4)
how the parties recorded the withdrawals on their books and
records, (5) whether the parties executed notes, (6) whether
interest was paid or accrued, (7) whether security was given for
the loan, (8) whether there was a set maturity date, (9) whether
the corporation ever undertook to force repaynment, (10) whether
t he sharehol der was in a position to repay the wthdrawals, and
(11) whether there was any indication the sharehol der attenpted
to repay wwthdrawals. 1d. at 877 n.7. Due to the factual nature
of such inquiries, the above factors are not exclusive, and no
one factor is determnative.

Al t hough these factors traditionally have been used in
deci di ng whether distributions to a shareholder of a C
corporation are | oans or dividends, with the exception of the

second factor,! the factors are equally applicable to decide

12 In general, the earnings and profits of a C corporation are

not taxed to its shareholders until the sharehol ders receive a

di vidend. Secs. 301, 316. Therefore, in deciding whether a

distribution froma C corporation to a shareholder is a loan or a

di vidend, a corporate history of not declaring and paying

di vidends in spite of the existence of substantial earnings and

profits weighs on the side of a constructive dividend. Although

an S corporation is subject to the earnings and profits concept,
(continued. . .)
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whet her withdrawal s by a sharehol der of an S corporation are
| oans or distributions that nust be included in gross incone.

Accordingly, with the foregoing factors in mnd, we turn to
the facts and circunstances surrounding the withdrawal s at issue
to determ ne whether at the tine of each wi thdrawal petitioner
entered into a bona fide creditor-debtor relationship with
Devel opnent .

Petitioner was the president and owner of Devel opnent from
the tinme of its incorporation in 1973 until its termnation in
1991. Petitioner had conplete control of Devel opnent and the
authority to nmake decisions as to the timng, anount, and use of
the funds he withdrew. Petitioner did not execute any notes to
evi dence the | oans nor provide any security for the w thdrawn
anounts. Furthernore, the w thdrawn anounts were provi ded
wi t hout any date for repaynent, and Devel opnment nade no demands

for repaynent.

12¢ . conti nued)

sec. 1371(a)(1l), S corporations generally do not produce any
current earnings and profits, sec. 1371(c)(1). Furthernore, sec.
1366 provides, in general, that the gross inconme of an S
corporation is included pro rata in the gross incone of its

shar ehol ders, and sec. 1367 provides the general rule that the
basi s of each shareholder's stock is increased by the itens of S
corporation incone included in the shareholder's incone. Since
an S corporation's incone is allocated to its sharehol ders when
realized by the corporation, regardless of whether it is actually
distributed to the sharehol ders, the second factor under Alternman
Foods, Inc. v. United States, 505 F.2d 873, 877 (5th Cr. 1974),
whi ch considers earnings and profits and dividend history, is not
generally applicable to S corporations.
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Petitioner made nore than 40 withdrawals in 1989, nore than
70 withdrawal s in 1990, and 9 in the first nmonth of 1991.% The
amounts wi t hdrawn ranged from $350 to $98, 753 in 1989, $10 to
$166, 904 in 1990, ' and $62 to $12,704 in the first nmonth of
1991. It is clear fromthe nunber of wthdrawals, the w de range
of the anmpbunts wi thdrawn, and the uses of the w thdrawn anmounts
that petitioner used the corporation as his personal pocketbook
fromwhich he could extract funds at wll and to which he could
deposit funds at his convenience. Moreover, if there was a
ceiling on the anbunts that petitioner could withdraw, he did not
reach it before Devel opnment ceased doi ng business in 1991.

Devel opnent recorded the withdrawals on its books and
records as loans to petitioner. Wile this factor does weigh in
favor of finding the amounts withdrawn were |oans, this factor is
not determ native w thout further evidence substantiating the

exi stence of bona fide | oans. Baird v. Comm ssioner, 25 T.C.

387, 394-395 (1955).

13 The evidence submitted of petitioner's withdrawals from

Devel opnment is |imted to the first nonth in 1991.
14 The expl anation on Devel opnent's books for the $98, 753
increase is "Corporation's assunption of stockholder's liability
to Wnterchase Townhones, Inc."

15 The explanation for the $166, 904 withdrawal recorded on
Devel opnment's records is "Transfer of Wnterchase |Iots to El aine
Jones (net of liabilities assuned)." Al though the transfer of
property was to Ms. Jones, the amount of the transfer was
recorded as an increase (debit) to the | oan account.
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Devel opnent accrued interest at the rate of 10 percent on
the wi t hdrawn anobunts and increased the | oan bal ance for the
anmount of the unpaid interest. The accrued interest was reported
as S corporation incone by petitioners on their returns.

Al t hough petitioners' inclusion of the interest income on their
returns is a factor that weighs in favor of finding that interest
was charged, the fact that no interest actually was paid is a
fact that weighs against finding that the withdrawal s are | oans.
The tax savings that would result by reporting the distributions
as loans, and then reporting the interest that accrued on the

di stributions as incone, are obvious. Reporting the interest
accrued on the loans as inconme was a relatively painless way for
petitioners to give the withdrawal s the protective col oration of
| oans.

Devel opnent credited the | oan account for petitioner's
repaynents. Petitioner contends that his "repaynents”
denonstrate his intention to repay the anounts w t hdrawn.

Usual Iy, a sharehol der's repaynents are strong evidence that a
w t hdrawal was a | oan. The repaynents, however, nust be bona

fide. Crowey v. Comm ssioner, T.C. Menp. 1990-636, affd. 962

F.2d 1077 (1st Cir. 1992). Petitioner's purported repaynents
were made in the formof debt assunptions and reclassification of
| oans as sal ary which petitioner applied against the outstanding

| oan bal ance.
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Petitioner alleged that he assunmed nmuch of the debt that
Devel opnment owed to petitioner's other wholly owned corporations.
These "assunptions"” w thout actual paynents are nerely
bookkeepi ng entries designed to give the illusion of repaynents.
Moreover, with regard to the | oan anounts that were reclassified
as salary, we are mndful that petitioner had the authority to
determ ne the size of his salary. Petitioner's use of his salary
to credit his | oan account was sinply a bookkeeping entry
designed to give his withdrawals the color of loans. 1d.

On the basis of our exam nation of the entire record, we
find that petitioner has not established that he entered into a
bona fide creditor-debtor relationship wth Devel opnent at the
tinmes of the wwthdrawals at issue. Petitioner sinply used the
corporation as his own personal pocketbook, depositing and
w thdrawi ng funds at wll.

Petitioner argues on brief that, if this Court should find
that the wthdrawal s are not bona fide | oans, then the anmount of
the distributions subject to tax is the net anount by which the
distributions over the 3 years at issue exceed the total anopunt
of the repaynents nmade over the sane tine period. Petitioners

cite Epps v. Commi ssioner, T.C Meno. 1995-297, and Stovall v.

Comm ssioner, T.C Menp. 1983-450, affd. 762 F.2d 891 (11th Gr

1985), as authority for conbining the years at issue and taxing

t he net anpunt.
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Petitioners' reliance on Epps and Stovall as authority for
the nmethod of calculating the anmount of the annual distributions
is well placed. However, petitioners' interpretation of the
hol dings in these cases is erroneous. Federal incone tax is
conputed on the basis of an annual accounting. Sec. 441; Burnet

v. Sanford & Brooks Co., 282 U S. 359 (1931). Consistent with

annual accounting, Epps and Stovall hold that the distributed
anount is the net anount distributed each year, not the net
anount distributed over multiple years. See also Leaf v.

Comm ssioner, 33 T.C. 1093, 1096 (1960) (repaynent in |later year

had no effect on the taxpayer's control over the funds in year at
issue), affd. 295 F.2d 503 (6th Gr. 1961).

Thus, the anmount distributed by Devel opnent to petitioner is
the excess of the total amount he w thdrew during each year |ess
the anpbunt he paid to the corporation during the sane year. 1t

Accordingly, we find that in 1989, 1990, and 1991 t he anount
that petitioner paid to the corporation in any year in excess of
t he amount that he withdrew in that year is a contribution to
capital, and the amobunt that he withdrew in any year in excess of
the amount that he repaid in that year is taxable to petitioner

in accordance with section 1368. A Rule 155 cal cul ation, made in

16 Consistent with this calculation, the anobunt paid to the

corporation in excess of the anmount withdrawn in any year is a
contribution to capital. See Stovall v. Conm ssioner, T.C Meno.
1983-450, affd. 762 F.2d 891 (11th G r. 1985).
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accordance with this holding, will be necessary to determ ne the
net anounts of the distributions.

Finally, in 1991 Devel opnent went out of business. W have
deci ded that petitioner's wthdrawals were disguised
di stributions, not |oans, and that petitioner's paynents in
excess of withdrawals, if any, actually were contributions to
capital. Therefore, at the tine of the corporate dissolution in
1991, the ending balance in the | oan account was the sane as the
begi nni ng bal ance in 1989, $427, 368, plus accrued interest on
this amount. Accordingly, we find that upon dissol ution
petitioner received a distribution in the anount of that
i ndebt edness. See sec. 1.301-1(m, Incone Tax Regs.

Assunpti on of Devel opment's | ndebtedness to IN

Respondent determ ned that petitioner did not assune
Devel opnent's i ndebtedness to INl in 1990. Petitioner asserts
that he validly assuned Devel opnent's indebtedness to IN in
1990, such that Devel opment owed petitioner $417,978, and
petitioner owed INl the same anount.?’

Morrisett testified that R cks and he made journal entries

transferring Devel opnent’'s indebtedness to petitioner because

7 |'n deternmining petitioners' deficiencies for 1989, 1990, and

1991, respondent disallowed all of the debt transfers and
assunptions, whether transferred between corporations or between
petitioner and a corporation. Petitioner asserts that all of the
transfers and assunptions are valid. Qur analysis and concl usion
regarding the transfer of the $417,978 is equally applicable to
the other debt transfers and assunptions disall owed by
respondent.
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Devel opment was goi ng out of business, and petitioner was "the
comon factor" anong the corporations.

The question before us is whether petitioner actually
assunmed Devel opnent' s i ndebtedness to INI. |If petitioner
actual ly assuned Devel opnent's i ndebtedness to INI, a debtor-
creditor relationship woul d have been created between petitioner
and INl. Therefore, we think that the factors for determ ning
whet her a transfer of noney between related parties creates a
debtor-creditor relationship are the sane factors to use in
deci di ng whet her petitioner actually assunmed Devel opnent's
i ndebt edness to I N.

A transfer of noney is a |loan for Federal incone tax
purposes if, at the tine the funds were transferred, the
transferee unconditionally intended to repay the noney, and the
transferor unconditionally intended to secure repaynent. See
supra p. 16.

Thus, for this Court to find that petitioner and INl entered
into a valid debtor-creditor rel ationship, petitioner nmust prove
that at the time of the alleged assunption, he unconditionally
intended to repay $417,978 to INI, and that IN intended to
unconditionally secure repaynent of that anmount. Rule 142(a);

Welch v. Helvering, 290 U.S. at 115.

The determ nation of whether a transfer was made with a real
expectation of repaynment and an intention to enforce the debt

depends on all the facts and circunstances including whether: (1)
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There was a prom ssory note or other evidence of indebtedness,
(2) interest was charged, (3) there was security or collateral
(4) there was a fixed maturity date, (5) a demand for repaynment
was made, (6) any actual repaynent was nade, (7) the transferee
had the ability to repay, (8) any records naintai ned by the
transferor and/or the transferee reflected the transaction as a
| oan, and (9) the manner in which the transaction was reported

for Federal tax is consistent with a | oan. See Zi nmer nan V.

United States, 318 F.2d 611, 613 (9th Cr. 1963); Estate of

Maxwel | v. Comm ssioner, 98 T.C 594, 604 (1992), affd. 3 F.3d

591 (2d Cir. 1993); Estate of Kelley v. Conmm ssioner, 63 T.C

321, 323-324 (1974); Rude v. Conm ssioner, 48 T.C. 165, 173

(1967); dark v. Conm ssioner, 18 T.C 780, 783 (1952), affd. 205

F.2d 353 (2d Cir. 1953). The factors are not exclusive, and no
one factor controls. Rather, our evaluation of the various
factors provides us wth an evidential basis upon which we make
our ultimate factual determ nation of whether a bona fide

i ndebt edness existed. See Litton Bus. Sys., Inc. V.

Conmi ssioner, 61 T.C. at 377.

Wth those factors in mnd, we turn to the facts and
ci rcunst ances surroundi ng the transfer of indebtedness at issue
to determ ne whether at the tinme of the alleged assunption
petitioner entered into a bona fide debtor-creditor relationship

with INl.
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1. Proni ssory Note or O her Evidence of |ndebtedness

Petitioner never signed any prom ssory note with respect to
t he debt assunptions at issue. Wile it is true that petitioner
never executed a note or other singular debt instrunment, we do
not consider the absence of such an instrunent a significant
factor in this particular case. It is quite clear that a valid
debt may exi st between parties even where no formal debt
instrument exists. 1d. This is particularly true in the case of
related parties since formal debt paraphernalia of this type
bet ween a sharehol der and his wholly owned corporation are not
necessary to insure repaynent as the case nmay be between
unrelated entities. |1d. at 377-378.

However, petitioner did not introduce any other evidence,
e.g., corporate mnutes, to substantiate his assertion that he
assuned his corporations's indebtedness, or that I Nl substituted
him for Devel opnment as the debtor. W consider this to be a
significant factor that wei ghs against petitioner.

2. Interest

Petitioner allegedly assunmed Devel opnent's i ndebtedness to
INI in two transactions, both of which were recorded by adjusting
journal entries on Decenber 31, 1990. The first anount recorded
was $377,800; and the second amount was $40,178. Neither entry

provi des any indication that the assumed debt was to bear
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interest.'® Nor is there any evidence that interest was paid or
accrued on the indebtedness at issue.

3. Security or Collateral for the Transfers

There is no evidence that petitioner provided, or was even
requested to provide, any security or collateral for the | oans.

4. Fi xed Maturity Date for Repaynent

There was no fixed date for repaynent of the assuned debt.

5. Demand for Repaynment

Al though INI's records show that petitioner's indebtedness
to INl was substantial,? and that INl reported | osses and no
gross receipts or sales on its returns filed for 1990 and 1991,
it apparently made no demand on its | argest debtor for paynent.

6. Actual Repaynents

Petitioner offered no evidence, e.g., cancel ed checks, bank
statenents, etc., of actual repaynent.

7. Ability to Repay

Petitioners reported adjusted gross incone of $93,164 and
$15,010 in 1990 and 1991, respectively, and negative taxable

income in both years. Petitioner reported that the bal ance of

8 The journal entries merely state that the entries "Reclassify
anmount due from Carl E. Jones Devel opnent at 5-31-90 per WP 143"
and "Recl assify the remai ni ng anount due from Carl E. Jones

Devel opnent at 9-30-90".

19 1n 1989, petitioner's indebtedness to INl was reported on
Schedule L of INI's return (Form 1120) as $928,420; in 1990 as
$981, 202; and in 1991 as $954,026. The | oan account was,
therefore, 94.06 percent, 99.99 percent, and 97.57 percent of
INI's total assets in 1989, 1990, and 1991, respectively.
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the | oan account on January 1, 1990, before the addition of the
amount at issue, was $483, 144.

The record does not establish that petitioners' incone was
sufficient to cover all of their personal living expenses and
also to permt themto accunul ate sufficient assets to repay the
transferred anount. Rather, the ever-increasing reported | oan
bal ance is an indication that petitioners' annual inconme was not
sufficient to allowthemto nmaintain their lifestyle and repay
their obligations. Therefore, petitioners have not shown that
there was a reasonabl e expectation that they could have repaid
the loan fromtheir annual incone.

Not wi t hst andi ng petitioners' insufficient incone as a source
of repaynent, a review of petitioners' tax returns for the years
at issue indicates that they owned substantial rental property
whi ch coul d have been used to repay the anmount at issue. There
is no indication in the record, however, that the corporation
woul d or could have required petitioners to sell or nortgage
those assets for that purpose.

On the record before us, petitioner has failed to establish
that he reasonably believed that he would be able to repay the
anmount at issue on demand.

8. Records of Assunpti on

The only records relating to the assunption at issue are the

journal entries.



- 30-

9. Reporting the Assunption for Federal Tax Purposes

I NI reported the increased anount of the sharehol der | oan
account on its returns for the years at issue.

On the basis of our exam nation of the entire record, we
find that petitioner has not established that he entered into a
bona fide creditor-debtor relationship wwth INl at the tinme of
the transactions at issue. W therefore sustain respondent's
determ nations on this issue.
| ssue 2. \Wether Petitioner Had Sufficient Basis in

Devel opnent's | ndebt edness to H m To Deduct Pass-Through Losses
of $163,487 and $21,022 in 1990 and 1991

Devel opment was indebted to the Carl E. Jones Trust No. 1
(the Trust) for $153,847. Petitioner "assunmed" Devel oprment's
i ndebt edness to the Trust by making a journal entry that
transferred the liability to him Petitioner "paid" the
i ndebt edness by nmaking journal entries offsetting the annuity
paynments owed himby the Trust agai nst the anmount he owed the
Trust. Petitioners reported the annuity income on their joint
tax returns for 1989, 1990, 1991, and 1993; however, petitioner
did not issue any checks to the Trust or provide any credible
evidence to verify that he actually nade paynents to the Trust.
Devel opnent was indebted to Carlsgate for $82, 132.
Petitioner "assunmed" this indebtedness by making a journal entry

that transferred the liability to him Petitioner "paid" this
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anount by decreasing the bal ance of the account Devel opnent
mai ntai ned for recording the amounts petitioner owed Devel opnent.

At the end of Devel opnment's 1990 fiscal year, Ricks and
Morrisett made journal entries in Devel opment's books that
purported to transfer $417,978 of Devel opnent's indebtedness to
INI to petitioner.

On Schedule L of its 1990 and 1991 U.S. Incone Tax Return
for an S Corporation (Form 1120S), Devel opnent reported that the
1990 endi ng bal ance and the 1991 begi nni ng bal ance in the account
it maintained for loans that it received frompetitioner was
$340, 916.

Devel opnent incurred | osses of $53, 084, $163, 487, and
$21,022 in 1989, 1990, and 1991, respectively. Petitioners
deducted these | osses on their 1989, 1990 and 1991 returns.

Respondent determ ned that the bal ance in Devel opnent's
account for loans that it received fromits sharehol ders was not
the result of an actual economi c outlay; rather, the reported
anount was the cunulative result in 1990 of petitioner's alleged
assunptions of Devel opnent's indebtedness to petitioner's other
whol |y owned corporations. Accordingly, respondent determ ned
that petitioner did not have sufficient basis in Devel opnent to

deduct the pass-through losses in 1990 and 1991.2%° Specifically,

20 Respondent did not determne that Devel opnent did not incur

t he | osses.
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respondent determ ned that petitioner's basis in his stock was
consuned by prior year distributions, and that Devel opnent was
not indebted to petitioner. (See supra Issue 1 for our hol ding
on the prior year's distributions.)

Petitioner asserts that in 1989 he assuned Devel opnent's
i ndebt edness to Carl sgate and the Carl E. Jones Trust No. 1 in
t he anpbunts of $82,132 and $153, 847, respectively, and that in
1990 he assuned Devel opnent's i ndebtedness to INl in the anmount
of $417,978. Petitioner contends that his assunption of
Devel opnment' s i ndebt edness provided hima basis for taking the
| osses, but that he had sufficient basis in his stock to deduct
the | osses without considering his basis in any indebtedness of
Devel opnent to him 2!

A shareholder in an S corporation is required to decrease
the basis in his S corporation stock (but not bel ow zero) by,
anong other itenms, the shareholder's pro rata share of the S
corporation's | osses and deductions. Sec. 1367(a)(2)(B) and (C

Section 1368(d) provides that the adjustnents to the

sharehol der's basis in his stock required by subsections (b) and

2L \Wether petitioner had sufficient basis in his stock in 1990
and 1991 to deduct the | osses, without considering his basis in
Devel opnent's i ndebtedness to him is a question of fact. The
record in this case is not sufficient for this Court to conpute
the basis petitioner had in his Devel opnent stock in 1990 and
1991. That basis nust be ascertained by the parties in the Rule
155 conmputation. Thus, we limt our finding on this issue to
whet her petitioner had a basis in Devel opment's indebtedness to
hi m
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(c) of section 1368 for distributions of property to the

shar ehol der shall be applied by taking into account the
adjustnents to the basis of the shareholder's stock described in
section 1367. Thus, the adjustnents to the sharehol der's basis
in his stock for the | osses and deductions of the S corporation
must be made before the adjustnents required for distributions.

If a shareholder's basis in his stock is reduced to zero by
t he shareholder's pro rata share of the S corporation's |osses
and deductions, section 1367(b)(2) requires that the anmount of
t he | osses and deductions that exceed the shareholder's basis in
his stock be applied to reduce (but not bel ow zero) the
sharehol der's basis in any indebtedness of the S corporation to
t he shareholder. Sec. 1367(b)(2)(A).

The aggregate amount of the | osses and deductions taken into
account in determining the tax of a shareholder for any taxable
year, however, shall not exceed the sum of the adjusted basis of
the shareholder's stock in the S corporation and the adjusted
basis of any indebtedness of the S corporation to the
sharehol der. Sec. 1366(d)(1).

Thus, petitioner's basis in his Devel opnent stock woul d be
reduced first for the | osses and deductions (but not bel ow zero),
and if the | osses and deducti ons exceeded his stock basis, the
excess woul d then reduce petitioner's basis in Devel opnent's

i ndebt edness to him (but not bel ow zero). The adjustnments to
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petitioner's basis in his stock required in each year by section
1368 for distributions of property made to himnust be taken into
account after the adjustnents required by section 1367 for the
| osses and deducti ons.

Econom c Qutl ay

Respondent argues that actual economc outlay is required
before a shareholder in an S corporation may increase his basis
in the corporation for the corporation's indebtedness to the
sharehol der; that in this case petitioner nerely nmade paper
changes in the indebtedness between his corporations and hinself;
that petitioner failed to show he actually paid out noneys on
behal f of Devel opnent; and that shifting of journal entries did
not | eave petitioner in a materially poorer situation. W agree
w th respondent.

I n Underwood v. Comm ssioner, 63 T.C. 468 (1975), affd. 535

F.2d 309 (5th G r. 1976), we faced a simlar question. In that
case the taxpayers, husband and wife, were the sol e sharehol ders
of two corporations operating cafeterias specializing in

bar becue. One of the corporations, Al buquerque, nade an el ection
to be treated as an S corporation. The other corporation,
Lubbock, was a C corporation and was very profitable. Lubbock
made a series of |loans to Al buquerque in return for demand notes

bearing 6-percent interest.
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In order to increase their basis to be able to absorb the S
corporation's | osses, Lubbock surrendered the demand notes it was
hol di ng, the taxpayers substituted a personal note to replace it,
and the S corporation issued a demand note for the sanme anmount to
the taxpayers. The net effect was that, after the paper
transactions, the taxpayers owed Lubbock for the loan it had
originally made to the S corporation, and the S corporation owed
noney to the taxpayers.

Before the transactions the S corporation had never made any
paynments of principal or interest on the loans. Sonetine |ater
the S corporation paid all of the interest owng to Lubbock. The
taxpayers al so made an interest paynent. A year later the S
corporation nmade anot her interest paynent to Lubbock.

Approxi mately a year after that the taxpayers nade anot her
paynment for interest and ultimately paid off the |oan.

In holding that the transaction did not serve to increase
the taxpayers' basis in the S corporation, both the Tax Court and
the Court of Appeals for the Fifth Grcuit anal ogi zed the
transaction to a | oan guaranty. Furthernore, in affirmng the
Tax Court decision the Court of Appeal s stated:

In the transaction at issue in this case, the taxpayers
in 1967 nmerely exchanged demand notes between thensel ves and
their wholly owned corporations; they advanced no funds to
ei ther Lubbock or Al buquerque. Neither at the tine of the
transaction, nor at any other tine prior to or during 1969
was it clear that the taxpayers would ever nmake a demand

upon thensel ves, through Lubbock, for paynent of their note.
Hence, as in the guaranty situation, until they actually
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paid their debt to Lubbock in 1970 the taxpayers had made no
addi tional investnent in Al buquerque that woul d increase
their adjusted basis in an indebtedness of Al buquerque to
them* * * [535 F.2d at 312; fn. refs. omtted.]

In Estate of lLeavitt v. Conm ssioner, 90 T.C. 206 (1988),

affd. 875 F.2d 420 (4th Gr. 1989), we reiterated our position
that the guaranty of a | oan wi thout actual econom c outlay does
not increase a shareholder's basis in the corporation. However,
the Court of Appeals for the Eleventh Circuit held in Selfe v.

United States, 778 F.2d 769 (11th G r. 1985), that although

economc outlay is required to increase a shareholder's basis, it
is not always necessary for the shareholder to actually absol ve
the corporation's debt to pass the test. |If the facts
denonstrate that in substance the sharehol der borrowed funds and
advanced themto the corporation, an increase in basis is
warranted. The instant case is appealable in the El eventh
Crcuit, and we are constrained to follow the Iaw in that

circuit. Golsen v. Conm ssioner, 54 T.C. 742 (1970), affd. 445

F.2d 985 (10th Cr. 1971). However, the facts of the case before
us do not fall within the scope of the Court of Appeals' holding
in Selfe.

In Selfe, the sharehol ders made | oan guaranties to
disinterested third parties in arm s-length transactions.
Clearly, acting as a guarantor in an arms-length loan with a
disinterested party is not the sanme as interjecting oneself as

the m ddl eman in several | oan obligations between one's wholly
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owned corporations. See Htchins v. Conmm ssioner, 103 T.C. 711

718 & n.8 (1994). Consequently, the result here is not
controlled by the Court of Appeals' opinion in Selfe.

In this case petitioner is attenpting to alter his basis in
the S corporation by way of journal entries. There does not
appear to be any econom c substance to these transactions.
Petitioner did not introduce cancel ed checks, bank account
records, or any other evidence to provide verification of actual

paynment. Cf. Underwood v. Comm ssioner, supra at 470-471 (the

t axpayer and the corporation exchanged interest-bearing notes,
and the taxpayer actually paid interest and principal). The only
evi dence of petitioner's assunption and paynent of the corporate
debt at issue is the journal entries nade by Lavantucksin. 22

Maki ng journal entries attributing indebtedness to
petitioner is not equivalent to economc outlay in ternms of
section 1366(d). Therefore, we hold petitioner has not net his
burden of proving that he had any basis in the indebtedness of
Devel opnent in 1990 or 1991. Accordingly, respondent is
sustained on this issue.

| ssue 3. VWhether Petitioners Had Constructive Dividend | ncone,
or Incone Fromthe Forgi veness of | ndebtedness of $80,051 in 1989

FromEi ther I Nl or Spal ding

This issue incorporates sone of the facts and the hol di ng of

INI, Inc. v. Comm ssioner, T.C Menpo. 1995-112. For clarity,

22 Ppetitioner's payment of $54,369 to Cobb Commercial Bank is
not an anount that Devel opnent owed to INI. See supra note 8.
Therefore, this paynent did not provide hima basis in

Devel opnment's i ndebtedness to I N
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however, we begin with a brief summary of sone of the facts found
therein and al so nake sone additional findings pertinent to this
opi ni on.

As di scussed above, Spal ding was the 100-percent owner of
INI. The consolidated entity through Spalding was a partner in
Airport Parking Venture | (Carport Partnership), a general
partnership engaged in providing parking services at an airport.
On Septenber 30, 1988, as part of their agreenent to splitup
Spal ding and INI, Jones (petitioner in this case) and Cates
executed irrevocabl e voting proxi es that deconsolidated Spal di ng
and I NI.

In INI, Inc. v. Commi ssioner, supra, this Court found as

fact that pursuant to the Amendnent executed on March 1, 1989,
Spal ding was to dispose of Spalding's interest in the Carport
Partnership and transfer to INl $100, 000 | ess one-half of the
expense associated with disposing of Spalding's interest in the
partnership. Thereafter, Spalding disposed of its interest in
the Carport Partnership, and pursuant to the Amendnent Spal di ng
paid I NI $80,051. Although the paynent bel onged to I NI
respondent introduced evidence at trial in this case which shows
that the check for $80,051 was actually made payable to
petitioner.

Respondent determ ned that the $80, 051 paid by Spalding to
I NI was dividend incone paid by Spalding to petitioner. At
trial, respondent argued that petitioner received the $80, 051 as

di vidend inconme fromeither Spalding or IN.



-39-
Respondent i ntroduced the copy of the check issued by
Spal di ng Partners, dated March 1, 1989, and nade payable to Carl

E. Jones for $80,051. Respondent concedes that this sane

evi dence was before the Court in IN, Inc. v. Comi SSioner,

supra. We found in IN, Inc. that petitioner was president of

I NI, and as of Septenber 29, 1988, its sole director, and that
Spal di ng i ssued the $80,051 check to INl pursuant to the March 1
1989, anendnent to the agreenment to splitup the corporations.
There is no evidence that petitioner deposited the check in his
personal account or any evidence that petitioner expended the
nmoney for his personal benefit. Therefore, although the check is
evi dence that petitioner actually received the anount at issue,

it 1s not persuasive evidence that petitioner received the check

as a sharehol der of I N

Therefore, in conformty with our holding in IN, Inc., we
find that although the check was nmade payable to petitioner, it
was payable to himin his capacity as president and director of
I NI pursuant to the March 1, 1989, anendnent to the agreenent to
splitup the corporations, and that he received it on behal f of
the corporation. Accordingly, it is not dividend inconme to
petitioner.

| ssue 4. \Whether Petitioners Received Constructive D vidends
FromIN in 1989, 1990, and 1991

As part of the corporate reorgani zati on and separation of
Spal ding and I Nl pursuant to section 355, Spalding transferred to

I NI the account Spalding nmaintained for the loans it had nmade to
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petitioner. |IN added the balance of the transferred account,
$128,429, to the account it rmaintained to record the amounts IN
lent to petitioner for its year ended Septenber 30, 1988.

According to the | oan sunmmary prepared by Mrrisett, the
| oan account bal ance had bal | ooned to $980, 527 on Decenber 31,
1991. The increase was due largely to petitioner's all eged
assunption of his other corporations' indebtedness to IN
capitalized interest, and INI's distributions of property to
petitioner that were recorded as | oans.

For instance, in 1990 when Carl sgate and Devel opnent were
goi ng out of business while indebted to INI for $11,374 and
$417,978, respectively, petitioner allegedly assuned Carl sgate's
and Devel opnent's indebt edness.? These all eged assunptions were
recorded on the books of INl as increases to the account it
mai ntai ned to record |loans nade to its shareholder. Petitioner
did not enploy any of the traditional indicia of debt to
menorialize the assunptions; the only evidence of the assunptions
consists of his testinony and the | oan account summary prepared
by Morrisett fromthe journal entries which were nade by
Lavantucksin at the direction of petitioner.

I n Novenber 1990, Ms. Jones purchased a townhouse (Westfair
No. 6) fromIN . The bal ance due on the townhouse, $34,987, was
recorded as an increase to petitioner's |oan account in 1991.

INI also distributed a one-half interest in a |lot on Spal ding

23 See supra Issue 1
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Drive to petitioner, which was recorded as an increase of $23,718
to the account. In 1991, the |oan account was increased by
$46, 794 for the earlier distribution of a lot on Paperm || Road
to Ms. Jones.

In 1989, petitioner as a corporate officer of IN authorized
a $175,000 salary paynent to hinself. |IN credited the account
it maintained for |oans to sharehol ders for $175,000, issued
petitioner a FormW2 for this anount, and deducted $175,000 as a
sal ary expense on the consolidated return filed by Spal ding for
t he year ended Septenber 30, 1989. Petitioner then changed his
m nd about taking the $175,000 as a salary paynent, and instead
decided to take the amobunt as a |loan. To docunent the
reclassification of the anount as a | oan, petitioner signed an
i nterest-bearing prom ssory note dated Decenber 15, 1989, for
$175,000. |IN reversed the previous journal entries by crediting
sal ary expense and debiting the | oans to sharehol der account but
did not file an anended return to reflect the changed anount of
the sal ary expense.

In preparing their individual income tax return (Form 1040)
for 1989, petitioners used a corrected Form W2 that did not
i nclude the $175,000 as sal ary incone.

Respondent determ ned that petitioner received constructive
di vidend i ncone fromIN of $314,504,2* $27,298, and $116, 163 in

1989, 1990, and 1991, respectively. |In each year at issue, the

24 Thi s anobunt does not include the $80,051 that we found

Spalding transferred to INl in 1989. See supra |Issue 3.
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adjustnents to petitioners' incone are due to respondent's
determ nation that certain amounts that INl recorded as increases
to the sharehol der | oan account were actually constructive

di vidends. Petitioners assert that the anmpbunts at issue were

| oans, not divi dends.

In determi ning the $314, 504 constructive dividend incone for
1989, respondent included the follow ng as constructive dividend
i ncone: $11, 075 of cash distributions; $128,429, the transferred
shar ehol der | oan account; and $175,000, the reclassified |oan.

In determ ning the $27, 298 constructive dividend inconme for
1990, respondent included distributions of cash and INI's one-
half interest in a lot on Spalding Drive, valued at $23,717, as
constructive dividends.

In determining the $116, 163 constructive dividend incone for
1991, respondent included the follow ng as constructive
di vidends: $1, 241 of cash distributions; $46,794, the val ue of
the I ot on Paperm || Road; and $34,987, the bal ance due on the
t ownhouse.

In addition, respondent determned that I Nl ceased doi ng
busi ness in 1991; thus, respondent contends that petitioner
received income fromthe cancellation of indebtedness for the
anount of the |loan account in that year. Respondent determ ned
t hat the bal ance of the account in 1991 was $21, 767, or in the
alternative if we should decide that the earlier distributions

were bona fide | oans, respondent contends the bal ance was
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$981, 202. Respondent bears the burden of proving the increased
deficiency. Rule 142(a).

Section 61 defines gross incone as inconme from whatever
source derived, including dividends. Sec. 61(a)(7). In general,
the term"dividend" neans any distribution of property nmade by a
corporation out of its earnings and profits of the taxable year
or out of its accunmul ated earnings and profits. Sec. 316(a).

The portion of a distribution of property made by a corporation
wWith respect to its stock which is a dividend shall be included
in gross income. Sec. 301(c)(1). The portion of the
distribution which is not a dividend shall be applied against and
reduce the sharehol der's adjusted basis in his stock. Sec.
301(c)(2). That portion of the distribution which is not a

di vidend, to the extent it exceeds the basis of the stock, shal
be treated as gain fromthe sale or exchange of property. Sec.
301(c)(3).

When a corporation confers an econom c benefit upon a
sharehol der, in his capacity as such, w thout an expectation of
rei mbursenent, that econom c benefit becones a constructive

di vi dend, taxable as such. Loftin & Wodard, Inc. v. United

States, 577 F.2d 1206, 1214 (5th Cr. 1978). Accordingly, an
expendi ture made by a corporation for the personal benefit of its
sharehol ders may result in the receipt of constructive dividends.

Ireland v. United States, 621 F.2d 731, 735 (5th G r. 1980);

Ni cholls, North, Buse Co. v. Commi ssioner, 56 T.C. 1225, 1238

(1971).
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I n determ ni ng whet her constructive dividends have been
recei ved, the key factors are whether the sharehol ders received
econom ¢ benefits fromthe corporation w thout expectation of
paynment, and whet her the conpany-provi ded benefits nmade avail abl e
to the shareholders were primarily of a personal nature rather

than in the business interests of the corporation. |[reland v.

United States, supra at 735; Loftin & Whodard, Inc. v. United

States, supra at 1215-1217

It is undisputed that the distributions of property to
petitioner, and to Ms. Jones through petitioner, provided
petitioners econom c benefit and served no busi ness purpose of
INI. Therefore, for petitioners to exclude the value of the
di stributed property fromtheir gross inconme they nmust prove that
| NI expected paynent for the property petitioners received.

Petitioner asserts that the property (including cash and
real property) he and Ms. Jones received fromIN was the
proceeds of |oans, not dividends. As discussed above in Issue 1
for petitioners to exclude the wthdrawals fromtheir inconme as
| oans, they must prove that at the tine of each w thdrawal,
petitioner unconditionally intended to repay the anmounts received
and I Nl unconditionally intended to require paynent. Rule

142(a); Haag v. Comm ssioner, 88 T.C. at 615-616; Litton Bus.

Sys., Inc. v. Comm ssioner, 61 T.C. at 377; see al so Haber .

Conmi ssioner, 52 T.C. at 266; Saigh v. Commi ssioner, 36 T.C. at

419.
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Whet her sharehol der withdrawal s are bona fide loans is a
guestion of fact, the answer to which nust be based upon a
consideration and eval uation of all surrounding circunstances.

Alterman Foods, Inc. v. United States, 505 F.2d at 875.

As its sol e sharehol der and president, petitioner was in
conplete control of the corporation. Petitioner nade frequent
wi t hdrawal s of both cash and property, and although the account
bal ance on the records of IN steadily increased to nearly $1
mllion, there was no apparent ceiling. There was no repaynment
schedul e, no fixed date of maturity, nor any indication that at
sonme future point the suns advanced would be repaid. No interest
was ever actually paid, nor was any collateral provided. |IN
made no systematic effort to obtain repaynent, nor did petitioner
actual ly make paynents.

Consi dering the circunmstances surrounding the distributions
of property, we can find no support for petitioners' assertion
that the distributions were | oans, not dividends. The sole

Al terman Foods factor favorable to petitioners' assertion is that

I NI apparently did not have current earnings and profits in 1990

and 1991.2° The fact that a corporation has no current earnings

25 In 1989, INl reported taxable income of $23,386. In 1990

and 1991, it reported net losses. This Court is aware that

al t hough ordi nary tax-accounting principles are applicable to the

conputati on of earnings and profits, there are a nunber of

differences. See, e.g., sec. 1.312-6, Incone Tax Regs. Thus,

t he amount reported by a corporation as its taxable incone is not

necessarily the sane anount as its earnings and profits.

Nonet hel ess, for the years at issue in this case, the adjustnents

that nmust be made to taxable incone to determ ne earnings and
(continued. . .)
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and profits is a factor that weighs in favor of the shareholder's
argunent that the distribution was a loan. The returns filed by
I NI, however, indicate that it had substantial retained earnings
in each of the years at issue fromwhich it could have paid

di vi dends.?® Therefore, even if IN did not have earnings and
profits in 1990 and 1991, that factor is outweighed by all of the

other Alternman Foods factors, none of which are favorable to

petitioners.

Furthernore, with only one exception, the withdrawal s from
NI were made wi thout any of the standard indicia of
i ndebt edness. The one exception was the prom ssory note
petitioner signed for $175,000. Petitioner's attenpt to change
what was initially recorded as a loan into a sal ary expense, and
then back into a loan, is illustrative of the ganme petitioner was
playing wwth the journal entries. After considering the facts
and circunstances, we are convinced that the prom ssory note for
the $175, 000 represented not hing other than a strategic nove in
petitioner's gane.

Accordi ngly, respondent is sustained in the determ nation

that the anmounts distributed to petitioner by INl in the years at

25(. .. conti nued)

profits either are not present or are inconsequential.

26 |NI reported retained earnings of $528, 168, $527,381, and
$523, 796 in 1989, 1990, and 1991, respectively. This Court is
aware that retained earnings are not the sane as accunul at ed
earnings and profits, see supra note 25; however, we think the
presence of substantial retained earnings is a likely indicator
that there are accunul ated earnings and profits.
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i ssue were made with respect to its stock and were not | oans.

W note, however, that the $128,429 that respondent
determ ned was a dividend received by petitioner in 1989 was not
a distribution made by INI. This anmount was distributed to
petitioner by Spalding, and it was recorded as a |loan in an asset
account that was transferred by Spalding to INl as part of the
di vision of assets in the splitup of the two corporations.

Respondent did not contend that petitioner did not receive
the funds from Spalding as a | oan; rather, respondent taxed
petitioner on the $128,429 as a constructive dividend fromIN in
1989 "because he received the benefit of it" when the corporate
di vision was conpleted in that year. W do not think that the
splitup of INl and Spal di ng pursuant to section 355 by itself is
an event that requires petitioner to recognize a | oan he received
from Spal di ng as dividend incone fromIN . Therefore, we find
for petitioner on this adjustnent.

Di scharge of | ndebt edness

Respondent determ ned that in 1991 petitioner received
$21,767 fromIN as income fromthe discharge of indebtedness.
At trial respondent contended in the alternative that if we
decided that the earlier distributions frompetitioner's
corporations were in fact |oans, then petitioner had $981, 202 of

income fromthe discharge of indebtedness when NIl went out of
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busi ness in 1991.% Respondent bears the burden of proving the
anount of the increased deficiency. Rule 142(a).

Petitioner contends that INl did not cease doing business in
1991, and that it is a corporation in good standing with the
State of Georgia. Petitioner submts that INI's participation in
the earlier case tried before this Court, and in an appeal of our
decision in that case to the Court of Appeals for the El eventh
Crcuit, is evidence of its business activity. Furthernore,
petitioner contends that the Internal Revenue Service's (IRS)
notice of levy issued to Nl on June 18, 1992, is evidence that
the RS continues to deal with INl as an active, viable entity.
Thus, petitioner asserts that he did not receive inconme fromthe
di scharge of indebtedness in 1991.

Both parties rely on the returns filed by INl for its fiscal
years ended 1990 through 1994 to prove their respective
positions.

The issue is not whether INI, Inc., was in business in 1991,
but whet her petitioner received incone fromthe discharge of
i ndebt edness in that year. The forgiveness of an indebtedness is
deenmed to have occurred when it becones reasonable to assune that

the debt will probably never be paid. Exchange Sec. Bank v.

United States, 492 F.2d 1096, 1099 (5th G r. 1974) (cancellation

2"\ have found that the $128, 429 of petitioner's indebtedness
to Spal ding that was transferred to INl in the splitup was not a
distribution to petitioner. Therefore, the balance of the |oan
account at the end of 1991 was at |east $150,196 ($21, 767 plus
$128, 429).
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of debt is effective upon agreenment, not when renoved from

books);?® Bear Manufacturing Co. v. United States, 430 F.2d 152,

154 (7th Cr. 1970) (inconme is realized when the liability

termnates as a practical matter); Fidelity-Philadel phia Trust

Co. v. Conm ssioner, 23 T.C. 527, 530 (1954) (the inportant

consideration is that it was unlikely as a matter of fact that
the obligor would have to honor its obligation to the obligee);

Estate of Marcus v. Comm ssioner, T.C Meno. 1975-9 (the

decedent's estate realized income in the year of the decedent's
deat h because the executors did not intend to satisfy certain
debts and the creditor's nmanagenent did not intend to enforce
those clains). For tax purposes, it is well settled that the
substance of a transaction as reveal ed by the evidence as a whol e
controls over the formenployed; i.e., the veil of formis
pierced and the entire transaction is carefully scrutinized.

Commi ssioner v. Court Holding Co., 324 U. S. 331, 334 (1945); Haag

v. Comm ssioner, 334 F.2d 351, 355 (8th Gr. 1964), affg. 40 T.C

488 (1963). Thus, we consider the evidence submtted to decide
whet her in 1991 IN, Inc., intended to enforce repaynment of
petitioner's indebtedness to it.

Onits return filed for fiscal year ended Septenber 30,
1990, IN reported that it had gross receipts of $171, 287 and
total inconme of $215,187. On Schedule L of its return IN

reported that at the beginning of the year it had total assets of

28 See supra note 11
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t he endi ng bal ance was $987, 027.

was conposed of the foll ow ng assets,

begi nni ng and endi ng val ues:

assets,

$928, 420; rea

and ot her depreciabl e assets,

$414, 701 and $11, 374,

estate | oans,

and their
Cash, $886 and $439;

| oans to sharehol ders,

$13, 847 and zero.

The total

reported

asset val ue

ot her current
$483, 144 and

$70,511 and $46, 794; and buil di ngs

The gross recei pts and endi ng bal ances in the accounts in

the fiscal years ending Septenber 30, 1991 through 1995, are as
fol |l ows:

1991 1992 1993 1994 1995
&G oss Receipts - 0- - 0- - 0- - 0- - 0-
O her incone 3$57, 849 - 0- 4$481 $165, 073 | “$1, 515
Total assets $981, 329 $977, 744 $970, 932 | $945, 531 | $918, 583
Cash $127 - 0- - 0- - 0- - 0-
O her current assets ! - 0- - 0- $1, 683 - 0- $5, 302
Real estate |oans -0- -0- -0- - 0- - 0-
O her investments 2 - 0- $23, 718 $23, 718 - 0- - 0-
Loans to sharehol der $981, 202 $954, 026 $945, 531 | $945, 531 | $913, 281
Shar ehol der | oan 99. 99 97. 57 97. 38 100. 00 99. 42

account percentage

1 Asset account for tax refunds receivable.

2 The "ot her

Drive to I N
petitioners,
t he | oan account.
to IN

about a tax liability froma prior year
Petitioner treated the contribution

i nvest nent s"
contribution of the one-half

filed a consolidated return.
as a $23,718 | oan paynent.
distribution of the property to petitioner was not a | oan.
Consistent with that finding, we hold that petitioner's return of
the property to the corporation was a contribution to capital.
The lot was sold in 1994 to pay the tax liability fromthe

account
i nt er est

after a neeting with respondent’'s agent,

reflected petitioner's

in the lot on Spalding
that the corporation had earlier distributed to

and that had been recorded as a $23,718 increase to
Petitioner agreed to contribute this property
Carolyn Hi I,

in which Spalding and I N

W have found that the earlier
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consolidated filing year, and INl reported a | ong-term capital
gai n of $165,073 fromthe sale.
8 Capital gain inconme of $56,630 fromthe sale of the Westfair
Townhouse No. 6 to Ms. Jones; and other incone of $1,219.
4 Incone from State tax refund.

Al though INl reported that its business purpose is real
estate devel opnent, it is clear fromexamning INI's returns that
since 1990 its only activities have been settling tax
liabilities, disposing of business assets, and hol di ng
petitioner's loans. Furthernore, it has earned no gross
receipts, and its only inconme has been fromthe sale of its
assets and the return of previously deducted taxes. ©Nbreover,
the reported anount of petitioner's indebtedness to INl as well
as its value relative to INI's other assets has remai ned very
high. 1In fact, petitioner's |loan account is alnost its only
asset. For instance, the reported value of the |loans as a
percentage of the total value of its assets was 94. 06, 99.99,
97.57, 97.38, 100, and 99.42 percent for fiscal years ending
1990, 1991, 1992, 1993, 1994, and 1995, respectively.

I n deciding whether INI, Inc., intended to enforce repaynent
of the funds advanced petitioner, we need not decide whether IN
Inc., has gone out of business. It is clear fromthe evidence
that INI's purpose in remaining in existence is to wnd up its
affairs and retain petitioner's loans on its books of account.
Upon consi deration of all the facts and circunstances of this
case, we do not find the fact that INl, Inc., retained

petitioner's |l oans on its books of account persuasive evidence

that it intended to enforce repaynent of the amobunts it advanced
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to petitioner. To the contrary, the evidence as a whol e shows
that it is very unlikely that the debt will ever be paid.
Accordingly, we find that petitioner has not net his burden
of proving that he did not receive incone fromthe di scharge of
i ndebt edness in 1991, and that respondent has net the burden of
provi ng the increased deficiency.

| ssue 5. Whether Petitioners Realized a Short-Term Capital Loss
in 1991

Devel opnent sold a house to Ben (Ben) and Kathy (Kathy)
Johnson (the Johnsons), taking back a note. On Septenber 30,
1990, Devel opnment distributed the note it took on the sale to
petitioner, recording the distribution as a $22,000 increase to
t he sharehol der | oan account.

Petitioners reported a | oss of $28,248 on Schedul e D of
their 1991 Individual Incone Tax Return (Form 1040) as the total
of three separate |osses: A nonbusiness bad debt |oss of $14, 500
from Ben Johnson; a loss of $7,249 from"J. Bradley"; and a | oss
of $6,499 from"Ext Wall Vent".

Respondent determ ned that the $28, 248 | oss was not
al | owabl e because petitioners did not establish that the itens
were worthless or that petitioners incurred any |oss for that
year. Petitioners assert that the reported itens are | osses from
nonbusi ness bad debts that becane worthl ess during the taxable
year and are deductions that are all owabl e under section 166.

Section 166(a) provides there shall be allowed as a

deduction any debt that beconmes worthl ess during the taxable
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year. The anount of the deduction for a bad debt is limted to
t he taxpayer's adjusted basis in the debt as provided by section

1011. Sec. 166(b); Perry v. Comm ssioner, 92 T.C 470, 477-478

(1989), affd. wi thout published opinion 912 F.2d 1466 (5th G
1990).

Section 166(d)(1)(B) provides that where any nonbusi ness bad
debt becomes worthless within the taxable year, the |oss
resulting therefromshall be considered a |loss fromthe sale or
exchange, during the taxable year, of a capital asset held for
not nore than 1 year.

There is no standard test or fornula for determning
wort hl essness wthin a given taxable year; the determ nation nust
depend upon the particular facts and circunstances of the case.

Crown v. Conmm ssioner, 77 T.C 582, 598 (1981); sec. 1.166-2(a),

| ncone Tax Regs. However, it is generally accepted that the year
of worthlessness is to be fixed by identifiable events which form
t he basis of reasonabl e grounds for abandoni ng any hope of

recovery. Crown v. Conm ssioner, supra. The taxpayer bears the

burden of proving that the debt had val ue at the begi nning of the
taxabl e year and that it became worthless during and prior to the

end of that year. MIllsap v. Conm ssioner, 46 T.C. 751, 762

(1966), affd. 387 F.2d 420 (8th G r. 1968).
Petitioners offered no testinony or evidence about the
| osses from"J. Bradley" or "Ext Wall Vent" that they reported on

their return. Rather, in describing the loss at trial,
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petitioner attributed the entire reported anount, $28,248, to the
Johnsons' defaul t.

Petitioner testified that in selling the house to the
Johnsons, he took back a second nortgage of approximtely
$33, 000, which was payable in three annual installnents, and that
t he Johnsons defaulted after meking the first paynent.
Petitioner further testified that he pursued collection of the
debt owed himby the Johnsons, and that he obtained a $40, 000
j udgnment agai nst Ben and a $20, 000 judgnment agai nst Kat hy, which
he recorded in the counties where the Johnsons now resi de.

Petitioner relies on only his testinony to carry the burden
of proving the loss; he failed to produce any corroborating
evidence to support his testinony. Thus, the issue is one of
credibility wherein we nust determ ne the extent to which the

proffered testinony is believable. See Schad v. Conm ssioner, 87

T.C. 609, 620 (1986), affd. w thout published opinion 827 F.2d
774 (11th Gr. 1987). It is well established that we are not
required to accept self-serving testinony in the absence of

corroborating evidence. N edringhaus v. Conm ssioner, 99 T.C

202, 212 (1992); Tokarski v. Conm ssioner, 87 T.C. 74, 77 (1986).

Moreover, the rule is well established that the failure of a
party to introduce evidence within his possession and which, if
true, would be favorable to him gives rise to the presunption
that if produced it would be unfavorable to him Wchita

Termnal Elevator Co. v. Comm ssioner, 6 T.C 1158, 1165 (1946),

affd. 162 F.2d 513 (10th Cir. 1947). This is particularly true
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where, as here, petitioner's testinony at trial does not agree
with the return that he fil ed.

The unexpl ai ned i nconsi stency between petitioner's testinony
and the return, coupled with his failure to produce any
corroborating evidence of his alleged collection activities,
casts doubt upon petitioner's credibility. Furthernore,
petitioner's testinony that he sold the house and took the note
is contrary to Devel opnent's records, which show Devel opnent sold
the house and later distributed the note to him Thus, there is
no credi ble evidence of petitioners' basis in the note, if any,
or that they suffered | osses in the amounts fromthe sources they
reported on their return.

On the basis of the entire record, we sinply do not believe
that petitioners suffered the |osses they reported. W find,
therefore, that petitioners have not nmet their burden of proving
they actually incurred any | osses. W hold that respondent is
sustained on this determ nation.

| ssue 6. Whether Petitioners Are Liable for an Accuracy-Rel at ed
Penalty Pursuant to Section 6662 for 1989, 1990, and 1991.

Respondent determ ned that petitioners are liable for an
accuracy-rel ated penalty pursuant to section 6662 for 1989, 1990,
and 1991. Respondent asserts that the section 6662 penalty is
due to either a substantial understatenent of tax, or negligence
or disregard of rules or regulations. Sec. 6662(b)(1) and (2).
Petitioners assert that they are not liable for the section 6662

penal ty because for all of the years at issue their returns were
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prepared by reputable certified public accountants to whomthey
di scl osed all relevant facts.

Section 6662(a) inposes a penalty in an anpbunt equal to 20
percent of the portion of the underpaynent of tax attributable to
one or nore of the itens set forth in subsection (b). The
accuracy-rel ated penalty does not apply with respect to any
portion of the underpaynent if it is shown that there was
reasonabl e cause for such portion and that the taxpayer acted in
good faith with respect to such portion. Sec. 6664(c)(1). The
determ nati on of whether a taxpayer acted with reasonabl e cause
and in good faith is nade on a case-by-case basis, taking into
account all the pertinent facts and circunstances. Sec. 1.6664-
4(b) (1), Income Tax Regs. The nost inportant factor is the
extent of the taxpayer's effort to assess its proper tax
liability for the year. [|d.

Petitioners contend that the accuracy-related penalty is
i nappropriate in this case because they relied on their certified
public accountant, Ricks, to prepare their tax returns
accurately. Cenerally, the duty of filing accurate returns
cannot be avoided by placing the responsibility on a tax return

preparer. Metra Chem Corp. v. Conm ssioner, 88 T.C. 654, 662

(1987). However, reliance on a qualified adviser nmay denonstrate
reasonabl e cause and good faith if the evidence shows that the
t axpayer relied on a conpetent tax adviser and provided the

adviser with all necessary and rel evant information. Jackson v.

Comm ssioner, 86 T.C. 492, 539-540 (1986), affd. 864 F.2d 1521
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(10th GCr. 1989); Daugherty v. Conm ssioner, 78 T.C. 623, 641

(1982); Maqgill v. Conmm ssioner, 70 T.C 465, 479 (1978), affd.

651 F.2d 1233 (6th Gr. 1981); Pessin v. Conmm ssioner, 59 T.C

473, 489 (1972).

Under section 1.6664-4(b)(1), Incone Tax Regs.,
ci rcunst ances that may establish reasonabl e cause and good faith
i ncl ude an honest m sunderstanding of fact or law that is
reasonable in light of the experience, know edge, and educati on
of the taxpayer. Reliance on the advice of a professional (such
as an attorney or an accountant) does not necessarily denonstrate
reasonabl e cause and good faith. Reliance on professional advice
constitutes reasonabl e cause and good faith if, under all the
ci rcunst ances, such reliance was reasonabl e and the taxpayer
acted in good faith. I1d.

The record shows that petitioner directed Lavantucksin to
make certain journal entries on the corporate records which Ricks
and Morrisett then used to prepare the returns. Morrisett
testified that he used the journal entries nmade by Lavantucksin
to reconcile the corporate books with petitioner's personal
books, but he did not verify the entries with bank statenents,
cancel ed checks, the corporate m nutes, or other external
sources. Therefore, the accountants unreasonably relied on
uncorroborated journal entries prepared at petitioner's
direction. Under these circunstances, petitioners' reliance on

t he accountants was not reasonabl e.
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Furthernore, petitioner's failure to provide his accountants
all of the necessary and relevant information is an indication
that he did not make an effort to assess the proper tax liability
for each of the years at issue.

On the basis of the record as a whole, we concl ude that
petitioners have not carried their burden of proving that they
acted with reasonabl e cause and in good faith. W hold that
petitioners are liable for the accuracy-rel ated penalty under
section 6662 for 1989, 1990, and 1991.

| ssue 7. Whether Ms. Jones Qualifies Under Section 6013(e) as
an | nnocent Spouse

Ms. Jones contends that she is not liable for the
under st atenent of tax because she qualifies as an innocent spouse
pursuant to section 6013(e).

Spouses who file a joint return generally are jointly and
severally liable for its accuracy and the tax due, including any
addi tional taxes, interest, or penalties determ ned on audit of
the return. Sec. 6013(d). However, section 6013(e) provides an
exception. A spouse (commonly referred to as an innocent spouse)
is relieved of tax liability if that spouse proves: (A A joint
return was filed for the years in issue; (B) the return contained
a substantial understatenent (defined in section 6013(e)(3) as
any understatenment over $500) of tax attributable to grossly
erroneous itens of the other spouse; (C) in signing the return,

t he spouse seeking relief did not know, and had no reason to

know, of the substantial understatenent; and (D) it would be
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inequitable to hold the relief-seeking spouse liable for the
deficiency attributable to the understatenent. Sec. 6013(e)(1);

Flynn v. Conmm ssioner, 93 T.C 355, 359 (1989).

For purposes of section 6013(e)(1)(B), section 6013(e)(2)
defines the term"grossly erroneous itens" to nean, with respect
to any spouse, (A) any itemof gross incone attributable to such
spouse that is omtted fromgross incone, and (B) any claimof a
deduction, credit, or basis by the spouse in an anount for which
there is no basis in fact or law.?® There is no basis in |aw or
fact if the claimis fraudul ent, phony, frivolous, or groundl ess.

Fel dman v. Conm ssioner, 20 F.3d 1128, 1135 (11th Cr. 1994),

affg. T.C. Meno. 1993-17; Russo v. Conmm ssioner, 98 T.C. 28, 32

(1992). The disallowance of an itemis not, in and of itself,

proof of the lack of basis in fact or law. Feldnan v.

Conmi ssi oner, supra; Russo v. Conmi Ssioner, supra.

The spouse seeking relief bears the burden of proving that
each of the four requirenents has been satisfied. Rule 142(a);

Stevens v. Conm ssioner, 872 F.2d 1499, 1504 (1i1th G r. 1989),

affg. T.C. Menp. 1988-63; Russo v. Conm ssioner, supra at 31-32;

Sonnenborn v. Conm ssioner, 57 T.C. 373, 381 (1971). Failure to

prove any one of the four statutory requirenments wll prevent

22 |f the itens are clains of deduction, credit, or basis, the

tax liability attributable to these itenms nust exceed a certain
percentage of the spouse's 1992 adjusted gross incone; i.e., the
preadj ustment year. Sec. 6013(e)(4). See Bokumv. Conm ssioner,
94 T.C. 126, 138 (1990), affd. 992 F.2d 1132 (11th Cr. 1993).
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i nnocent spouse relief. Stevens v. Conm ssioner, supra; Bokumv.

Comm ssioner, 94 T.C 126, 138-139 (1990), affd. 992 F.2d 1132

(12th Gr. 1993).

The parties have stipulated that petitioners filed a joint
return for the years at issue, and respondent concedes t hat
except for the distributions of property that were ultimtely
received by Ms. Jones, the om ssions fromincone are
attributable to petitioner.?

Thus, the controversy herein focuses on three itens: (1)
Whet her the substantial understatenent is attributable to grossly
erroneous itens; (2) whether Ms. Jones did not know, and had no
reason to know, of the substantial understatenent when she signed
the return in each of the years at issue; and (3) whether it
woul d be inequitable to hold Ms. Jones liable for the incone tax
deficiency attributable to such substantial understatenent.

We concl ude that the om ssions of the corporate
distributions fromincone are grossly erroneous itens, but that
the claimfor the bad debt deduction is not a grossly erroneous
item that Ms. Jones knew or had reason to know of the
under st at enents when she signed the returns; and that it is not

inequitable to hold her Iiable for tax.

30 Respondent concedes that except for the Wnterchase |ots and

the lot on Paperm || Road, which were transferred to Ms. Jones,
and the incone fromthe cancellation of the debt owed on the
Westfair townhouse, the omtted incone itens are attributable to
petitioner.
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G ossly Erroneous ltens

To be entitled to relief as an innocent spouse, Ms. Jones
must show that it the substantial understatement of tax is
attributable to grossly erroneous itenms. Sec. 6013(e)(1)(B)

Respondent concedes that, except for certain distributions
of property, the itens of omtted incone are attributable to
petitioner. Therefore, these itens are grossly erroneous. Sec.
6013(e) (2) (A .

However, we find that the clainmed deduction in 1991 for the
bad debt loss is not a grossly erroneous item |In order to be a
grossly erroneous item deductions nust have been claimed w t hout
any basis in fact or law. Deductions disallowed for |ack of

substantiation are not per se "grossly erroneous". Douglas v.

Conm ssioner, 86 T.C. 758, 763 (1986).

M's. Jones has not shown that the deductions disallowed by
respondent were disallowed for the reason that the | osses had
never in fact been incurred or that there was no basis in |law for
t he deductions. The deductions were disallowed solely for |ack
of substantiation. Petitioner testified about the Johnsons
default but offered no evidence regarding | osses from"J.

Bradl ey" and "Ext Wall Vent". Petitioner maintained throughout
that the Johnsons had defaulted on the note, and that he had
sought paynent and attenpted coll ection, but other than
petitioner's testinony, there was no evidence to substantiate the

claim The understatenent of tax attributable to the claimfor
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the bad debt loss, therefore, is not due to a grossly erroneous
item Accordingly, Ms. Jones is not entitled to i nnocent spouse
status with regard to this adjustnent.

Know edge of Understatenents on the Returns

To be entitled to relief as an innocent spouse, Ms. Jones
must show that, in signing the joint returns for the years in
i ssue, she did not know and had no reason to know of the
substantial understatenments of tax. Sec. 6013(e)(1) (0O

In Stevens v. Conm ssioner, supra, the Court of Appeals for

the Eleventh Circuit, in refusing to grant innocent spouse
relief, approved our application of its "reason to know'

standard. The Court of Appeals stated that the "reason to know'
standard is based on whether a "reasonably prudent taxpayer under
the circunstances of the spouse at the tine of signing the return
coul d be expected to know that the tax liability stated was
erroneous or that further investigation was warranted.” 1d. at

1505; see also Sanders v. United States, 509 F.2d 162 (5th G

1975). The test establishes a "duty of inquiry" on the part of

the all eged innocent spouse. Stevens v. Conm Sssioner, supra. As

pointed out in Mysse v. Comm ssioner, 57 T.C. 680, 699 (1972), a

spouse cannot close her eyes to facts that m ght give her reason
to know of unreported incone. Furthernore, the alleged innocent
spouse's rol e as honenmaker and conpl ete deference to the
husband' s judgnment concerning the couple's finances, standing

al one, are insufficient to establish that a spouse had no "reason

to know." Stevens v. Conmi ssioner, supra at 1506.
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I n deci di ng whether Ms. Jones had "reason to know' of the
substantial understatenents when she signed the returns, we take
into account: (1) Her level of education; (2) her involvenent in
the famly's business and financial affairs; (3) the presence of
expenditures that appear |avish or unusual when conpared to the
famly's past levels of incone, standard of living, and spending
pattern; and (4) the cul pabl e spouse’'s evasi veness and deceit

concerning the couple's finances. Kistner v. Conmm ssioner, 18

F.3d 1521, 1525 (11th Cr. 1994), revg. T.C Meno. 1991-463;

Stevens v. Conmi ssioner, 872 F.2d 1499 (11th Cr. 1989). The

foregoing factors are consi dered "because, ordinarily, they
predi ct what a prudent person would realize regardl ess of the

ot her spouse's evasiveness or deceit." Bliss v. Conm ssioner, 59

F.3d 374, 379 (2d Cr. 1995), affg. T.C. Meno. 1993-390.
Petitioners reported that they had $49, 976 of taxable incone
in 1989 and negative taxable inconme in 1990 and 1991. 1In 1990
and 1991, Ms. Jones received the Wnterchase |ots and the
Paperm || Road property, which had fair market val ues of $166, 904
and $46, 794, respectively, and the bal ance due on her townhouse,
$34,987, was effectively canceled. Petitioners did not report
the value of these distributions as inconme on the joint returns
they filed in 1990 and 1991.
Ms. Jones was not involved in the day-to-day operation of
petitioner's business; however, she was 50-percent owner of
Carl sgate Properties, Inc., an S corporation, and had been the

owner of her own decorating business, Delane's Decorating
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Service. Although Ms. Jones testified that she had never been a
pr of essi onal decorator, she listed "Decorator" as her occupation
on each return for the years at issue. Therefore, in considering
her | evel of education, we find that Ms. Jones had a practical
education in business.

Furthernore, petitioners concede that petitioner did not
prevent Ms. Jones from exam ning the returns, dom nate or abuse
her, or otherw se coerce her into signing the returns. Cf

Ki stner v. Comm ssioner, supra at 1527 (a reasonably prudent

taxpayer living an affluent life for many years, fearful of
physi cal violence, and uninvolved in the financial affairs of the
busi ness, at the tine of signing the return could not be expected
to know that the tax liability stated was erroneous or that
further investigation was necessary).

We think that a reasonably prudent person woul d have
i nqui red how she coul d receive distributions of val uable real
estate free of encunbrances w thout reporting themas incone.
M's. Jones had reason to know that the tax liability stated was
erroneous or that further investigation was warranted.

Not Equitable To Hold Ms. Jones Liable

To be entitled to relief as an innocent spouse, Ms. Jones
must show that it would be inequitable to hold her liable for the
deficiencies in tax for the years at issue. Sec. 6013(e)(1) (D

In deciding whether it is inequitable to hold a spouse
liable for a deficiency, we consider whether the purported

i nnocent spouse significantly benefited beyond normal support,
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either directly or indirectly, fromthe unreported incone.

Hayman v. Conmi ssioner, 992 F.2d 1256, 1262 (2d Cir. 1993), affg.

T.C. Meno. 1992-228; Belk v. Conmissioner, 93 T.C. 434, 440

(1989); Purcell v. Conm ssioner, 86 T.C 228, 440 (1986), affd.

826 F.2d 470 (6th G r. 1987); sec. 1.6013-5(b), Incone Tax Regs.
Evi dence of direct or indirect support nmay consist of transfers
of property, including transfers which may be received several
years after the year in which the omtted incone should have been
included in gross incone. Sec. 1.6013-5(b), Incone Tax Regs.

Ms. Jones contends that she did not enjoy any economc
benefit beyond normal support, either directly or indirectly,
fromthe substantial understatenent of inconme by her husband. In
support of her contention, Ms. Jones points to the fact that
during the years at issue she drove an ol der nodel Mercedes with
over 100,000 mles on it, and at the tine of trial she was
driving an ol der nodel Mercedes with approxi mately 240,000 mles
on it. Furthernore, in contrast to the $900, 000 house she and
petitioner owed until Septenber of 1991, at the tinme of trial
she and petitioner were living in a house for which they paid
$325, 000.

Al t hough Ms. Jones may now have a | ess affluent standard of
living than she had during the years at issue, it is not true
that she did not significantly benefit fromthe understatenents
on petitioners' 1989, 1990, and 1991 returns. In 1990 and 1991,
Ms. Jones received the Wnterchase |ots and the Paperm || Road

property, which had fair market values of $166, 904 and $46, 794,
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respectively, and the bal ance due on her townhouse, $34,987, was
effectively cancel ed. These transfers exceed nornmal support.
Furthernore, sonetinme between Septenber of 1991 and May of
1992, petitioner transferred $150,000 to Ms. Jones, which she
had in a bank account in her name at the tinme of trial. Ms.

Jones cites Terzian v. Comm ssioner, 72 T.C 1164 (1979), as

support for her contention that the receipt of a | unp-sum paynent
in the nature of support from her husband does not preclude the
grant of innocent spouse relief.

W agree with Ms. Jones that a paynent in the nature of
ordi nary support is not an equitable bar to innocent spouse
relief. However, the facts in Terzian which led this Court to
conclude in that case that a spouse's one-tine transfer of
$155,000 to the taxpayer was for ordinary support are not present
in the instant case. At the tine of trial in that case, Ms.
Ter zi an had been separated from her husband, Dr. Terzian, for
nore than 2 years and had a suit for divorce pendi ng agai nst him
that becane final shortly after the trial concluded. 1In the
di vorce proceeding no claimfor alinony was nmade, and none was
awarded. [d. at 1165 n.2, 1172. In his answer to the taxpayer's
conplaint for divorce, Dr. Terzian alleged that he had
transferred funds to the taxpayer for support. [d. at 1172 n. 4.

Moreover, at the time of trial, Ms. Terzian had spent
$20, 000 of the transferred funds for living expenses and in

connection wth her daughter's education. Finally, Ms. Terzian
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had a very nodest |ifestyle; she and her daughter were living in
a small two-bedroomapartnent with a rent of $275 a nonth.

On the basis of the record, we concluded in Terzian that the
$155, 000 was a one-tinme transfer to the taxpayer of an amount in
lieu of alinony or support and that these funds woul d not provide
a wonman of the taxpayer's age and | ack of business experience
with nore than ordinary support throughout the remai nder of her
life. 1d. at 1172. 1In contrast, in the case at hand, there is
no evidence that the transfer was made in |ieu of support or
alinony, or that Ms. Jones has, or will ever, use the
transferred funds for ordinary support.

We conclude that Ms. Jones is not an innocent spouse under
section 6013(e).

Deci sion will be entered

under Rul e 155.




