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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned the follow ng defi-
ciencies in, an addition under section 6651(a)(1)! to, and
accuracy-rel ated penal ties under section 6662(a) on petitioners’

Federal inconme tax (tax):

Addition to Tax Accur acy-Rel ated Penalty
Year Defi ci ency Under Sec. 6651(a) (1) Under Sec. 6662(a)
1997 $1, 022,612 - - - -
1998 163, 350 - - - -
2000 657, 877 - - - -
2002 771, 330 $20, 959. 40 $154, 266. 00
2004 206, 239 - - 41, 247. 80

The issues remaining for decision are:?
(1) Are petitioners entitled for each of their taxable years
1997, 1998, 2000, 2002, and 2004 to deduct certain clained

busi ness expenses under section 162(a)? W hold that they are

not .

IAIl section references are to the Internal Revenue Code in
effect for the years at issue. Al Rule references are to the
Tax Court Rules of Practice and Procedure.

2l ssues (2), (3), and (4) set forth below are affirmative
i ssues that petitioners raised in the pleadings and that do not
relate to any determnations in the notices of deficiency.
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(2) Are petitioners entitled for their taxable year 1997 to
deduct under section 162(a) certain funds that they claimpeti-
ti oner Peter Ackerman advanced to a certain corporation in order
to protect his business reputation? W hold that they are not.

(3) Is acertain loss with respect to a conpany in which
petitioner Peter Ackerman indirectly owned an interest a passive
activity loss within the neaning of section 469(a) for each of
petitioners’ taxable years 1998 and 2000? W hold that it is.

(4) Are petitioners entitled for their taxable year 2002 to
deduct a clainmed theft |oss under section 165(a)? W hold that
t hey are not.

(5) Are petitioners liable for each of their taxable years
2002 and 2004 for the accuracy-related penalty under section
6662(a)? W hold that they are.

FI NDI NGS OF FACT®

Sone of the facts have been stipulated and are so found
except as stated bel ow.

Petitioners resided in Washington, D.C., at the tinme they

filed the petition in each of these cases.

W found the record in these cases to have been not well
devel oped, inconclusive, and/or not reliable in many respects,
including certain material respects. Although the gaps in the
record are substantial in many instances, and therefore our
findings of fact are inconplete and/or disconnected in those
i nstances, we have not undertaken to note every instance in which
the record does not contain reliable evidence that would have
enabled us to find all the facts relevant to our deciding the
I ssues present ed.



Backgr ound

Pet er Acker man

Petitioner Peter Ackerman (M. Ackerman) received a bache-
lor’s degree from Colgate University and a nmaster’s degree in | aw
and di pl omacy and a Ph.D. degree fromthe Fletcher School of Law
and D pl omacy of Tufts University (Fletcher School).

Fromthe m d-1970s until January 1990, Drexel Burnham
Lanbert (Drexel) enployed M. Ackerman in various positions.*

The first position that M. Ackerman held at Drexel was assistant
to the president. From 1978 to 1989, M. Ackerman was in charge
of Drexel’s so-called special projects group. As head of that
group, M. Ackerman worked on, inter alia, the restructuring and
the financing of various businesses. Drexel received various
types of fees, equity interests, and investnent opportunities in
connection with its special projects work.

In early 1990, M. Ackerman noved to London, England (Lon-
don), where he becane a visiting scholar at the International
Institute for Strategic Studies, a premer think tank that
concentrated on issues relating to international security.

While living in London, M. Ackerman registered with English

authorities as a person undertaking a business and forned, owned

“While at Drexel, M. Ackerman worked on, inter alia, the
restructuring of Penn Central Railroad and Resorts International
and the formation and the financing of a conpany for the purpose
of taking over a certain other conpany that operated supernar-
ket s.
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wWith petitioner Joanne Leedom Ackerman (Ms. Ackerman), and served
as the director of a conpany known as Rockport Capital Limted.
The principal activity of that conpany was providing certain
consul ting services.

From 1990 to 1992, Ms. Ackerman owned a conpany known as
Rockport Consultants, Inc. (Rockport Consultants), that was
i ncorporated as a Del aware corporation on Septenber 5, 1990, and
that filed an election to be taxed as an S corporation on or
about January 1, 1991. Rockport Consultants was engaged in the
busi ness of providing certain consulting services. Wile resid-
ing in London, M. Ackerman served as the director of Rockport
Consul tants and acted on behal f of that conpany in providing
certain consulting services. The consulting services that
Rockport Consultants provided included certain consulting ser-
vices provided to Saatchi & Saatchi Conpany Plc. (Saatchi &
Saatchi) with respect to, inter alia, its financing and its
capital structure. |In exchange for those services, Rockport
Consul tants received from Saatchi & Saatchi fees of nore than $5
mllion.

On or about January 3, 1992, Rockport Consultants changed

its name to Rockport Financial, Inc. (Rockport Financial).
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During each of Rockport Financial’'s taxable years 1992, 1993, and
1994, Ms. Ackerman was its sol e stockhol der.?®

At the end of 1995, M. Ackerman |left London and returned to
the United States. Thereafter, as discussed in nore detail
bel ow, M. Ackerman becane interested in and expl ored vari ous
i nvest ment opportunities.

During each of the years 1997, 1998, 2000, 2002, and 2004,
the years at issue, M. Ackerman devoted 40 to 50 percent of his
time to social and charitable causes. For exanple, M. Ackernman
served on the respective boards of CARE and Freedom House and as
chai rman of the Fletcher School .

Perry Lerner

While M. Ackerman was living in London, he net Perry Lerner
(M. Lerner). M. Lerner received a bachelor’s degree from
Cl arenont McKenna Col | ege and a | aw degree from Harvard Uni ver -
sity. Fromapproximtely 1980 to 1996, M. Lerner practiced | aw
as a tax attorney with the law firmof O Melveny & Myers, LLP
(O Melveny & Myers). In that capacity, M. Lerner represented
M. Ackerman with respect to various legal matters. Around 1996,
M. Lerner resigned fromO Melveny & Myers in order to provide

certain |legal services for M. Ackerman on a full-tinme basis.

SAs di scussed bel ow, on or about Apr. 15, 1996, Rockport
Fi nanci al changed its nane to Rockport Capital, Inc. (Rockport
Capital).
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I n February 1996, M. Lerner formed Rockport Advisors, Inc.
(Rockport Advisors). In January 1997, he fornmed Crown Capita
Goup, Inc. (Crown Capital). As discussed in nore detail bel ow,
M. Lerner used Rockport Advisors and Crown Capital in order to
provide certain services with respect to certain investnent
opportunities that M. Ackerman wanted to expl ore and/or pursue.

Don Acker man

Don Ackerman is the ol der brother of M. Ackerman. From
around 1965 to around the end of 1997, Don Ackerman managed t he
busi ness operations of Econony Color Card, Inc. (ECC), a supplier
of wal | paper sanpl e books and sanple cards for paint, rugs, and
wood pi eces.

Jason Acker man

Jason Ackerman is the son of Don Ackerman and the nephew of
M. Ackerman. Jason Ackerman received an undergraduate degree in
econom cs and busi ness managenent from Boston University.
Begi nni ng around 1990, Jason Ackerman worked as an invest nent
banker (1) for about a year at Drexel and (2) for about seven
years at Donal dson Lufkin Jenrette. Wile serving as an invest-
ment banker, Jason Ackerman worked on several business deal s that
involved the formati on of conpanies for the purpose of taking

over certain other conpanies that operated supermarkets.



Jeffrey Deutschnman

Jeffrey Deutschman (M. Deutschman) received a bachelor’s
degree in history and econom cs from Col unbia University and a
master’s degree in business admnistration fromthe G aduate
School of Managenent of the University of California, Los An-
geles. From 1981 through 1997, M. Deutschman worked for or was
a partner in various private equity firnmns.

M. Deutschman first met M. Ackerman in 1981 while M.
Ackerman was working for Drexel. At that tinme, M. Deutschman
had been working for a private equity firmfor which Drexel had
been interested in financing an acquisition.

Sonerville S Trust and Certain
O her Entities That It Omned

During each of the years at issue, M. Ackerman was treated
as the owner of Sonmerville S Trust, a so-called grantor trust
under section 671. For all relevant taxable years of petition-
ers, all of the income, deductions, and credits of Sonmerville S
Trust were includible in the conputation of their taxable incone
and credits. During each of the years at issue, M. Lerner was
the trustee of Sonerville S Trust and was fully enpowered to
transfer or invest its assets.

On or about April 15, 1996, Rockport Financial changed its

name to Rockport Capital. During each of the years at issue,
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Sonerville S Trust was the sol e stockhol der of Rockport Capital.®
Pursuant to alimted liability conpany agreenent dated

Decenber 10, 1996, Rockport Capital and M. Lerner forned Santa
Moni ca Pictures, LLC (Santa Monica). Since its formation, Santa
Moni ca has been subject to the unified partnership provisions of
sections 6221 through 6234. On Decenber 11, 1996, Sonerville S
Trust becane a nenber of, and received a 99.882-percent profits
interest in, Santa Monica. During 1997 and thereafter, the
menbers of Santa Monica were Sonerville S Trust, Rockport Capi -
tal, and M. Lerner.

Pursuant to a limted liability conpany agreenent dated
Decenber 15, 1997, Sonerville S Trust formed Sonerville, LLC
(Somerville). Fromits formation until Decenber 29, 1997,
Sonerville S Trust was the sole nenber of Sonerville. On Decem
ber 29, 1997, Sonerville S Trust contributed its interest in
Sonerville to Santa Mnica, and Santa Mnica becane, and has

remai ned, the sole nenber of Sonerville.’

5The record does not disclose when or how Sonerville S Trust
acquired its interest in Rockport Capital.

'Somerville was a “disregarded” entity under secs. 301.7701-
2(a) and 301.7701-3(a) and (b)(1)(i1), Proced. & Adm n. Regs.,
and was not required to file a tax return for any of the years at
i ssue. Nonethel ess, as discussed in nore detail below it
prepared Form 1065, U.S. Return of Partnership Incone (Form
1065), for each of those years.



Deena Patri arca

From 1984 until February 1990, Drexel enployed Deena
Patriarca (Ms. Patriarca) as an assistant to M. Ackernan.
Shortly thereafter, Rockport Capital or one of its predecessors
enpl oyed her.® During each of the years at issue, Ms. Patriarca
handl ed (1) the bookkeepi ng, accounting, payroll, and simlar
functions for Rockport Capital and (2) the bookkeeping for
Sonmerville S Trust.

Rockport Advi sors

As di scussed above, in February 1996, M. Lerner forned

Rockport Advisors, which was |ocated in Washington, D.C. ° During

8For several nonths after Ms. Patriarca left Drexel, she
provi ded certain unidentified services for M. Ackerman in his
personal capacity.

The record is very sparse as to the activities of Rockport
Advi sors during each of the years at issue. The record, however
does establish that (1) as of Aug. 25, 1995, Sonerville S Trust
was a nenber of, and had agreed to nmake capital contributions
totaling $100 million to, Cunberland |Investnent Partners, LLC
(Cunmberl and I nvestnent), (2) the purpose of Cunberland I nvestnent
was to invest in securities and other simlar investnents, and
(3) on Mar. 1, 1996, Rockport Advisors agreed to provide certain
unidentified adm nistrative services to Cunberl and | nvest nent.

The record al so establishes that on Mar. 1, 1996, Rockport
Advi sors and two individuals entered into an enpl oynent agreenent
(Rockport Advisors enpl oynent agreenent) under which Rockport
Advi sors was to, and did, enploy those two individuals (two
Rockport Advisors enpl oyees). That agreenent provided that
Sonmerville S Trust was to “bear the costs of the services per-
formed by * * * [the two Rockport Advisors enpl oyees] on behal f
of Rockport Advisors.” The Rockport Advisors enploynent agree-
ment further provided the follow ng nechani sm by which Sonmerville
S Trust was to recoup those costs:

(continued. . .)
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each of the years at issue, M. Lerner was the sole owner of
Rockport Advisors. At all relevant tinmes, Rockport Advisors
mai nt ai ned books and records, had enpl oyees, and generated
i ncone.

Rockport Advisors filed Form 1120, U.S. Corporation |Incone
Tax Return (Form 1120), for each of its taxable years 1997, 1998,
and 2000.% |n each of those returns, Rockport Advisors showed
its business activity as “ADVI SORY SERVI CES" and its product or
service as “CONSULTI NG’

In Form 1120 for its taxable year 1997, Rockport Advisors
reported total incone of $1,600,196, total deductions of
$1, 909, 634, and a |l oss of $309,438. In Form 1120 for its taxable
year 1998, Rockport Advisors reported total incone of $951, 395,

total deductions of $1, 144,857, and a | oss of $193, 462. I n Form

°C...continued)

To allow Sonerville [S Trust] to recoup these costs,

* * * Tthe two Rockport Advisors enpl oyees were to]
cause to be paid to Sonerville [S Trust] 25% of any
per formance-based fees * * * [they] receive in the
future while * * * enployed by Rockport Advisors from
clients other than Cunberland [l nvestnent], until
Sonerville [S Trust] has received an anobunt equal to
t he unrecovered bal ance in its “Recoupnent Account.”

* * %

The record further establishes that in 2000 and 2001 the two
Rockport Advi sors enpl oyees caused $60, 000 and $100, 031. 73,
respectively, to be paid to Rockport Advisors in order for
Sonerville S Trust to recoup the costs that it had incurred with
respect to the services perforned by them

The record does not discl ose whet her Rockport Advisors
filed Form 1120 for any of the other taxable years at issue.
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1120 for its taxable year 2000, Rockport Advisors reported total
i ncome of $1, 296,676, total deductions of $1,239,039, and taxable
i ncome of $57, 637.

Crown Capital

As di scussed above, in January 1997, M. Lerner fornmed Crown
Capital, which was located in New York City. On or about January
1, 1998, Crown Capital filed an election to be taxed as an S
corporation. At all relevant tines, M. Lerner owned 49 percent
and petitioners’ nephew Jason Ackerman owned 51 percent of Crown
Capital. Crown Capital never issued any of its stock to M.

Acker man.

At all relevant tinmes, Crown Capital maintained books and
records, had enpl oyees, and generated incone.! As discussed
bel ow, during at |east certain of the years at issue, Crown
Capital provided certain services, including “consultation,
advi ce and direct managenent assistance * * * with respect to
operations, strategic planning, [and] financing”, to certain
conpanies in which M. Ackerman indirectly invested. In exchange
for those services, those conpani es agreed to pay certai n manage-

ment fees to Crown Capital.

“From 1997 until early 2002, Sheila Innes, an enpl oyee of
Crown Capital, maintained Crown Capital’s books and records.
Around early 2002, Crown Capital began wi nding down its business
operations and shipped its books and records to Ms. Patri arca.
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M. Ackerman, whose reputation in finance far exceeded the
respective reputations of the enpl oyees of Crown Capital, was
involved in the hiring of Crown Capital’s enployees in that he
told Crown Capital whomto hire or consented to its hiring of
certain enployees. By the end of 1997, Crown Capital had about
15 enpl oyees, including M. Lerner, Jason Ackerman, and Don
Ackerman.!? |n 1998, M. Deutschman joined Crown Capital and
served as its managing director. It was M. Deutschnman’s under-
standing that Crown Capital was established to provide certain
services regarding the various conpanies in which M. Ackerman
invested or intended to invest.

M. Lerner, Jason Ackerman, and M. Deutschman were the key
enpl oyees of Crown Capital. M. Ackerman negotiated the respec-
tive salaries that Crown Capital was to pay to those key enpl oy-
ees.

Crown Capital filed Form 1120 for its taxable year 1997 and
Form 1120S, U.S. Incone Tax Return for an S Corporation (Form

1120S), for each of its taxable years 1998 and 2000.%® |n each

12The record does not disclose when Don Ackerman began
working for Crown Capital. W presune that shortly after Don
Acker man st opped managi ng the operations of ECC, which was
sonetinme around the end of 1997, he began working for Crown
Capi tal .

B3The record does not discl ose whether Crown Capital filed
Form 1120S for any of the other taxable years at issue.
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of those returns, Crown Capital showed its business activity as
“CONSULTI NG and its product or service as “I NVESTMENT ADVI CE’

In Form 1120 for its taxable year 1997, Crown Capital
reported total income of $1, 754,632, total deductions of
$1, 735, 293, and taxabl e inconme of $19,339. In Form 1120S for its
t axabl e year 1998, Crown Capital reported total incone of
$5, 649, 920, total deductions of $5,549,062, and “Ordinary incone
* * * fromtrade or business activities” of $100,858. In Form
1120S for its taxable year 2000, Crown Capital reported total
i ncone of $6, 509, 302, total deductions of $6,194,276, and “Odi -
nary incone * * * fromtrade or business activities” of $315, 026.

Petitioners’ Tax Returns

Petitioners jointly filed Form 1040, U.S. Individual |ncone
Tax Return (joint return), for each of their taxable years 1997,
1998, 2000, 2002, and 2004.

Petitioners included Schedule C, Profit or Loss From Busi -
ness (Schedule C), as part of the 1997 joint return (1997 Sched-
ule C, the 1998 joint return (1998 Schedule C), the 2000 joint
return (2000 Schedule C), the 2002 joint return (2002 Schedul e
C), and the 2004 joint return (2004 Schedule C. In each of
t hose schedul es, petitioners showed the “Principal business or
prof ession, including product or service” as “INVESTMENTS AND

BANKI NG' and the “Busi ness nane” as “PETER ACKERMVAN'.
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Petitioners also included Schedul e E, Suppl enental |nconme
and Loss (Schedule E), as part of the 1997 joint return, the 1998
joint return, the 2000 joint return, the 2002 joint return, and
the 2004 joint return. |In each of those schedules, petitioners
reported, inter alia, Somerville S Trust’s allocable share of any
i ncone or |oss, including any dividend i ncone, fromeach of the
limted liability conpanies in which that trust directly or
indirectly invested.

Noti ces of Deficiency

On April 26, 2006, respondent issued to petitioners a notice
of deficiency with respect to their taxable years 1997, 1998, and
2000 (notice for 1997, 1998, and 2000). On Novenber 17, 2006,
respondent issued to petitioners a notice of deficiency with
respect to their taxable years 2002 and 2004 (notice for 2002 and
2004) .

Cl ai ned Busi ness Expense Deducti ons

During the years at issue, various individuals and conpanies
sought M. Ackerman’s advice with respect to certain projects

that those individuals and conpani es were considering. M.

YFor conveni ence, instead of referring to what was reported
by petitioners as Sonerville S Trust’s allocable share of any
i ncome or |loss, including any dividend inconme, fromeach of the
limted liability conpanies in which that trust directly or
indirectly invested, we shall generally refer only to the tax
reporting by those limted liability conmpani es which are invol ved
in certain of the issues presented and in which Sonerville S
Trust was a direct or indirect investor.
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Ackerman and Crown Capital’s key enpl oyees (nanely, M. Lerner,
Jason Ackerman, and M. Deutschman) exam ned each of those pro-
jects in order to determ ne whether it was a project that M.
Ackerman wanted to pursue. M. Ackerman and Crown Capital’s key
enpl oyees (nanely, M. Lerner, Jason Ackerman, and M.

Deut schman) exam ned a total of about six to ten potential pro-
jects for every project that M. Ackerman decided to pursue. It
was M. Ackerman who determ ned which enpl oyees of Crown Capita
were to work on the projects that he wanted to pursue.

During the years at issue, M. Ackerman pursued at | east
five major projects (major projects).?® As discussed in nore
detail below, each of those projects pertained to a conpany in
which M. Ackerman indirectly nade a substantial investnent.® As

part of its business, Crown Capital (1) provided certain due

Except for a project that pertained to a conpany that
purchased cel | ul ar phone spectrum|icenses and that was facing
financial difficulty, the record does not disclose the nunber or
the nature of any projects, other than the five major projects,
that M. Ackernman may have expl ored and/or pursued during the
years at issue.

M. Ackerman did not directly own an interest in any of
the conpanies to which the major projects pertained. Instead, as
di scussed in nore detail below, M. Ackerman invested in each of
t hose conpani es through one or nore entities in which he directly
or indirectly owmed a substantial interest, such as Sonerville S
Trust, Sonerville, and Santa Monica. Although M. Ackerman did
not directly own an interest in any of the conpanies to which the
maj or projects pertained, in discussing those projects, we shall
sonetimes for conveni ence not describe M. Ackerman’s investnents
and ownership interests in those conpanies as indirect invest-
ments and indirect ownership interests.
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diligence services in connection with the major projects and
(2) nonitored the progress of M. Ackerman's respective invest-
ments in the conpanies to which those projects pertained.

M . Ackernman mai ntai ned no books and records with respect to
the projects that he pursued during the years at issue. Nor did
he have any enpl oyees or | ease agreenents with respect to those
proj ects.

One maj or project that M. Ackerman pursued involved the
financing of a resort theater business. On a date not disclosed
by the record, M. Lerner introduced M. Ackerman to an individ-
ual (resort theater devel oper) who had been in the process of
acquiring a small chain of novie theaters located in certain
resort areas and who had been having difficulty financing those
acqui sitions.

On February 18, 1999, Santa Mnica, virtually all of which
M. Ackerman owned indirectly, invested $14 mllion in Resort
Theaters of America, Inc. (Resort Theaters), in exchange for a
100- percent ownership interest in Resort Theaters. On the sane
date, Crown Capital entered into a nmanagenent services agreenent
with Resort Theaters (Resort Theaters managenent service agree-
ment). Pursuant to that agreenent, in exchange for certain fees
to be paid by Resort Theaters to Crown Capital, Crown Capital was
to provide to Resort Theaters certain managenent services, in-

cluding “consultation, advice and direct nmanagenent assistance to
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* * * TResort Theaters] with respect to operations, strategic
pl anni ng, financing and ot her aspects of the business of [Resort
Theaters]”.

On certain dates not disclosed by the record, Crown Capita
and M. Ackerman assisted the resort theater devel oper in obtain-
ing certain financing for Resort Theaters.?

The busi ness operations of Resort Theaters were ultimtely
unsuccessful, and it did not pay to Cown Capital any of the fees
requi red by the Resort Theaters managenent service agreenent.

Santa Monica reported in Form 1065 for its taxable year 2000
a long-termcapital loss of $14 mllion with respect to its
investnment in Resort Theaters.!®

Anot her maj or project that M. Ackernman pursued involved the
formati on of an investnent managenent conpany. M. Ackerman
| earned of that project through Jay Regan (M. Regan), whom M.
Ackerman had known for many years.

On a date not disclosed by the record in or shortly before

1999, M. Regan introduced M. Ackerman to Marek Fludzinski (M.

Y"The record does not disclose whether M. Ackerman assi sted
Resort Theaters in obtaining financing before or after Santa
Moni ca invested in that conpany.

¥l n Form 1065 for its taxable year 2000, Santa Mbnica
reported with respect to its investnment in Resort Theaters that
(1) it had acquired its interest in Resort Theaters on Feb. 18,
1999; (2) its basis in that interest was $14 mllion; and (3) it
had sold that interest on Dec. 31, 2000. 1In that form Santa
Moni ca made no entry in the colum headed “Sales price” with
respect to the interest in Resort Theaters that it reported it
had sol d.
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Fludzi nski). M. Fludzinski had been managing a fund for a | arge
i nvestment partnership and wanted to | eave that partnership in
order to start his own investnent nmanagenent business. From 1999
to 2000, M. Ackerman assisted M. Fludzinski in an undiscl osed
manner in formng Thal es Fund Managenent, LLC (Thal es Fund Man-
agenent), which was to be the manager of an investnent conpany
call ed Thal es Fund, LP (Thales Fund). M. Ackerman asked M.
Lerner to provide assistance with respect to certain of the | egal
matters pertaining to the formati on of Thal es Fund Managenent.
On a date not disclosed by the record, M. Ackerman and M. Regan
made i nvestnents of $30 mllion and $20 million, respectively,
with respect to the project involving the creation of Thal es Fund
Managenent . 1°

Anot her maj or project that M. Ackerman pursued invol ved
starting a towel manufacturing business in Mexico for Davidson

Cotton Hol ding Corp. (Davidson Cotton). M. Ackerman

9The record does not establish what ultimtely happened to
the investnent of $30 million that M. Ackerman made with respect
to the project involving the creation of Thal es Fund Managenent.
Nor does the record establish the specific entity or entities in
whi ch or through which M. Ackerman nmade that investnent.
However, Sonerville reported in Form 1065 distributive shares of
t axabl e i ncome generated by the operations of (1) Thal es Fund
Managenment and Thal es Capital, LLC (Thales Capital), for each of
Sonerville' s taxable years 1999 through 2004 and (2) Thal es Fund,
for each of Sonerville' s taxable years 1999, 2000, 2002, and
2004. W presune from Sonerville’ s Form 1065 for each of its
t axabl e years 1999 through 2004 that M. Ackerman nade his
i nvestment of $30 mllion through Sorerville.
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| earned of that project through his brother Don Ackerman shortly
after Don Ackerman began working for Crown Capital

On Decenber 3, 1999, M. Ackerman invested in Davidson
Cotton.?® On the sanme date, Crown Capital entered into a nanage-
ment services agreenment with Davidson Cotton (Davidson Cotton
managenent services agreenent). Pursuant to that agreenent, in
exchange for certain fees to be paid by Davidson Cotton to Crown
Capital, Crown Capital was to provide to Davidson Cotton certain
“executive managenent services, including consultation, advice
and direct managenent assistance * * * with respect to opera-
tions, strategic planning, financing and other aspects of the
busi ness of” Davi dson Cotton.

On certain dates not disclosed by the record, the key em
pl oyees of Crown Capital (nanely, M. Lerner, Jason Ackernman, and
M. Deutschman) and M. Ackerman assi sted Davidson Cotton in
starting a towel manufacturing business in Mexico. The business
operations of Davidson Cotton were ultimtely unsuccessful, and
t he conpany was |iquidated. Davidson Cotton was able to pay to
Crown Capital only a portion of the fees required by the Davidson

Cott on managenent services agreenent. 2!

2Qur detailed findings of fact with respect to M,
Ackerman’s investnent in Davidson Cotton are set forth in the
attached appendi x A, which is incorporated herein.

2The record does not disclose what ultimately happened to
M. Ackerman’s investnent in Davidson Cotton.
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Anot her maj or project that M. Ackerman pursued invol ved
assisting a conpany known as Equity Marketing, Inc. (Equity
Marketing),? in nmaking certain unidentified acquisitions. In
early 2000, Equity Marketing, through one of M. Ackerman’s
former coll eagues at Drexel, approached M. Ackerman and asked
himto nmake an investnent in the conpany and to provi de advice
wWth respect to the acquisitions that Equity Marketing was seek-
ing to make. M. Ackerman asked Jason Ackerman, M. Deutschman,
and M. Lerner to performcertain due diligence services in order
to determ ne whether Equity Marketing was a conpany in which M.
Acker man shoul d i nvest.

Soneti me before March 22, 2000, M. Ackerman decided to
invest in Equity Marketing through Sonerville, and on that date
M. Ackernman made that investnent (discussed in nore detai
below). From 2000 to 2008, M. Ackerman provided certain advice
to Equity Marketing regarding the acquisitions that it was seek-
ing to nmake.

On March 22, 2000, Sonerville formed Crown Acquisition
Partners, LLC (Crown Acquisition Partners). On March 29, 2000,
Crown Acquisition Partners entered into a securities purchase
agreenent (Equity Marketing securities purchase agreenent) with
Equity Marketing. That agreenent provided that on March 29,

2000, Equity Marketing was to sell to Crown Acquisition for

22Equi ty Marketing was a narketing/advertising agency | o-
cated in Los Angeles, Cal.
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$11, 900,000 (1) certain shares of series A preferred stock in
Equity Marketing, (2) certain warrants to purchase certain shares
of series B preferred stock in Equity Marketing, and (3) certain
warrants to purchase certain shares of series C preferred stock
in Equity Marketing. The Equity Marketing securities purchase
agreenent al so provided that “as soon as practicable” Equity
Mar keting was to sell to Crown Acquisition Partners for
$13, 100,000 (1) certain additional shares of series A preferred
stock in Equity Marketing, (2) certain warrants to purchase
certain additional shares of series B preferred stock in Equity
Mar keting, and (3) certain warrants to purchase certain addi-
tional shares of series C preferred stock in Equity Marketing.

As part of its agreenent to sell to Crown Acquisition Part-
ners certain shares of stock in Equity Marketing and certain
warrants to purchase certain other shares of stock in Equity
Mar keting, Equity Marketing agreed to pay to Crown Acquisition
Partners, or any of its affiliates, including Ctown Capital, a
total conmtment fee of $1,250,000 in 20 quarterly installnents
of $62,500. As required by the Equity Marketing securities
pur chase agreenent, from June 30, 2000, to March 31, 2005, Equity
Marketing paid to Crown Capital that $1,250,000 commtnent fee in
20 quarterly installnments of $62, 500.

On April 28, 2000, Crown Acquisition Partners changed its

name to Crown Emak Partners, LLC (Crown Emak Partners). On a
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date not disclosed by the record, Sonerville contributed its
interest in Ctowm Emak Partners to Crown Emak Investnents, LLC
(Crown Emak Investnents).? As of June 13, 2000, the nenbers of
Crown Emak Investnents were Sonerville, Crown Emak Hol di ngs, LLC
(Crown Emak Hol di ngs), and J. Rothschild Nom nees (Guernsey)
Limted. >

Crown Emak Investnents issued to Sonerville Schedule K-1
Partner’s Share of Inconme, Credits, Deductions, etc. (Schedul e K-
1), for each of Sonerville' s taxable years 2000 t hrough 2006.

Each of those schedul es showed dividend incone paid by Equity

ZAs of June 13, 2000, the nenbers of Crown Emak Partners
were Crown Enmek I nvestnents, Allen Ba (M. Ba), Chris Calise (M.
Calise), and Ken Squire (M. Squire). M. Ba, M. Calise, and
M. Squire were enployed by Crown Capital when they becane
menbers of Crown Emak Partners. Crown Enmak | nvestnents, which
was the managi ng nenber of Crown Emak Partners, owned a 99. 31-
percent interest in Crown Emak Partners, which it had received in
exchange for its contribution to Crown Enak Partners of
$24, 828, 541.

24Sonerville owned a 79. 96-percent interest in Crown Enak
I nvest nents, which it had received in exchange for its contri bu-
tion to Crown Enmak | nvestments of $8,090,000 and its interest in
Crown Enmak Partners valued at $11, 900, 000. Crown Enak Hol di ngs
owned a .04-percent interest in Crown Emak I nvestnents, which it
had received in exchange for its contribution to Crown Enmak
| nvest nents of $10,000. J. Rothschild Nom nees (Guernsey)
Limted owned the remaining 20-percent interest in Cown Emak
| nvest nents, which it had received in exchange for its contri bu-
tion to Crown Emak Investnents of $5 mllion.

As of July 17, 2003, the nenbers of Crown Enmak Hol di ngs were
Sonerville, Jason Ackerman, M. Deutschman, M. Lerner, M.
Squire, Mchael Leraris (M. Leraris), Suneel Kaji (M. Kaji),
and J. Rothschild Nom nees (CGuernsey) Limted. Jason Ackernman,
M . Deutschman, M. Lerner, M. Squire, M. Leraris, and M. Kaji
were enpl oyees of Crown Capital when they becane nenbers of Crown
Emak Hol di ngs.
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Marketing to Crown Emak Partners with respect to the preferred
stock that Crown Emak Partners had acquired pursuant to the
Equity Marketing securities purchase agreenent. That dividend
inconme was the only income reported in the Schedule K-1 that
Crowmn Emak Investnents issued to Sonerville for each of
Sonerville s taxable years 2001 through 2004. %

Crown Emak Hol dings issued to Sonerville Schedule K-1 for
each of Sonerville's taxable years 2000 through 2006. Each of
t hose schedul es showed dividend i ncone paid by Equity Marketing
to Crown Emak Partners with respect to the preferred stock that
Crown Emak Partners had acquired pursuant to the Equity Marketing
securities purchase agreenent. 25

Anot her maj or project that M. Ackernman pursued invol ved

starting an Internet grocery business. The initial concept of

2The respective Schedul es K-1 that Crown Emak | nvestnents
issued to Sonerville for Sonerville' s taxable years 2001 through
2004 are part of the record. The respective Schedul es K-1 that
Crown Emak Investnents issued to Sonmerville for Sonmerville's
t axabl e years 2000, 2005, and 2006 are not part of the record.
Thus, we do not know whether there was any inconme reported in any
of those schedul es other than the dividend incone paid by Equity
Marketing to Crown Emak Partners with respect to the preferred
stock that Crown Emak Partners had acquired pursuant to the
Equity Marketing securities purchase agreenent.

26The respective Schedul es K-1 that Crown Enak Hol di ngs
issued to Sonerville for Sonerville' s taxable years 2000 through
2006 are not part of the record. Thus, we do not know whet her
there was any incone reported in any of those schedul es ot her
than the dividend inconme paid by Equity Marketing to Crown Emak
Partners with respect to the preferred stock that Crown Emak
Partners had acquired pursuant to the Equity Marketing securities
pur chase agreenent.
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t hat business originated with Jason Ackerman. Begi nning around
1999, M. Ackerman, Crown Capital under the | eadership of Jason
Ackerman, and Joe Fedel e, a supermarket executive hired by M.
Ackerman and Crown Capital, spent approximately two years in
creating a business plan for an Internet grocery business.
Around 2000, M. Ackerman, Crown Capital, and/or Joe Fedel e
formed Fresh Direct Holdings, Inc. (Fresh Direct), to operate
t hat busi ness.

Fromthe formation of Fresh Direct until early 2006, M.
Ackerman served as chairman of the board of directors of Fresh
Direct. In early 2006, M. Ackerman resigned as chairman of that
board but continued to serve as a nenber thereof.?’

On a date not disclosed by the record, M. Ackerman invested
in Fresh Direct by purchasing 83 percent of the shares of stock
in that corporation for a penny a share. Thereafter, M.
Ackerman contri buted at | east certain of those shares to Crown
Fresh Direct, LLC (Crown Fresh Direct), that had been forned by

Sonerville on March 1, 2000. 28

2l'n 2006, Rick Braddock (M. Braddock) becane the chairnan
of the board of directors of Fresh Direct. On a date not dis-
cl osed by the record before the date on which M. Braddock becane
the chairman of that board, he had invested in, and entered into
an agreenent to provide certain consulting services to, Fresh
Direct.

28Qur detailed findings of fact with respect to the owner-
ship of Crown Fresh Direct and certain other related entities are
set forth in the attached appendi x B, which is incorporated
her ei n.
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On a date not disclosed by the record before Septenber 2002,
C. Gegory Earls (M. Earls), a well-known businessman i n Wash-
ington, D.C., whom M. Ackerman had known since 1995 or 1996, **
informed M. Ackerman that he had certain clients that woul d be
interested in investing in Fresh Direct. Thereafter, M. Earls
and M. Ackerman each attenpted to raise funds for that corpora-
tion. M. Ackerman successfully raised a substantial anmount of
funds for Fresh Direct. M. Earls advised M. Ackerman to place
those funds in an escrow account in the nanme of M. Earls, which
M. Ackerman did. (W shall refer to the funds that M. Ackernman
raised for Fresh Direct and placed into that escrow account as
the Fresh Direct investor funds in escrow.)

On April 12, 2000, Crown Capital and Fresh Direct entered
into a managenent servi ces agreenent (Fresh Direct managenent
services agreenent), and on April 29, 2003, they entered into an
anmended and restated managenent services agreenent (Fresh Direct
anended nmanagenent services agreenent). Pursuant to those agree-
ments, Crown Capital was to provide to Fresh Direct

advi sory and consulting services in relation to the

affairs of * * * [Fresh Direct] in connection with

strategic financial planning, and other services, in-

cluding, without limtation, advisory and consulting
services relating to the selection, supervision and

retention of independent auditors, the selection, re-
tention and supervision of outside |egal counsel, and

the selection, retention and supervision of investnent
bankers or other financial advisors or consultants.

M. Ackerman net M. Earls when M. Ackernman’s son was in
the sane class at Harvard University as M. Earls’s daughter.
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I n exchange for the services that Crown Capital provided to Fresh
Direct, Fresh Direct paid to Crown Capital the fees required by
the Fresh Direct managenent services agreenent and the Fresh
Direct anmended nanagenent services agreenent.

During each of the years at issue, M. Ackerman, through
Sonerville S Trust, nmade paynents to Crown Capital of the funds
that Crown Capital requested in order to assist it in carrying on
its business activities.® The total ampbunt of paynents that M.

Ackerman made to Crown Capital during each of those years was:

Year Tot al Paynent
1997 1$1, 954, 632
1998 7, 300, 000
2000 26, 687, 520
2002 32,254, 747
2004 1, 000, 000

IO the $1,954,632 that M. Ackernman paid to Crown Capita
during 1997, $200,000 pertained to a failed attenpt to establish
an insurance conpany.

2O the $6,687,520 that M. Ackernman paid to Crown Capita
during 2000, $1,827,418 pertained to certain unidentified aban-
doned projects.

3OF the $2,254,747 that M. Ackernman paid to Crown Capita
during 2002, $663,520 pertained to certain unidentified abandoned
proj ects.

The practice that Crown Capital followed in requesting funds
fromM. Ackerman was to send an invoice for the funds requested

to Ms. Patriarca, who, as discussed above, handl ed the bookkeep-

30The record does not establish how Crown Capital treated
for book and tax purposes the paynents that M. Ackerman made to
it during each of the years at issue.
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ing for Sonerville S Trust.3 After obtaining M. Ackerman’'s
approval, Ms. Patriarca had the funds requested sent to Crown
Capi t al .

Duri ng each of petitioners’ taxable years 1997, 1998, 2000,
and 2002, M. Ackernman nmade paynents to Rockport Advisors of
certain funds that it requested.?® The total ampbunt of paynents
that M. Ackerman paid to Rockport Advisors during each of those

years was: *

Year. Tot al Paynent
1997 $587, 500
1998 950, 000
2000 1, 235, 876
2002 500, 000

During each of the years at issue, M. Ackerman did not

provi de advisory services with respect to the major projects in

31The invoices that Crown Capital sent to Ms. Patriarca are
not part of the record.

32The record not establish how Rockport Advisors treated for
book and tax purposes the paynents that M. Ackernman made to it
during each of petitioners’ taxable years 1997, 1998, and 2002.
However, we note that the anpbunt of “Gross receipts or sales”
t hat Rockport Advisors reported in its Form 1120 for its taxable
year 1998 is equal to the total anobunt of the paynents that M.
Ackerman made to Rockport Advisors during that year. As for
petitioners’ taxable year 2000, Rockport Advisors booked the
total amount of the paynents that M. Ackerman nmade to it during
that year as “ADVI SORY FEE | NCOVE’, and Rockport Advisors re-
ported that anobunt as “G oss receipts or sales” inits Form 1120
for that year.

33The record does not disclose any other information regard-
ing M. Ackerman’s paynents to Rockport Advisors during 1997
1998, 2000, and 2002. Nor does the record disclose whether M.
Acker man made any paynments to Rockport Advisors during petition-
ers’ taxable year 2004.
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exchange for a fee or a comm ssion or with the purpose of selling
his interests in the respective conpani es involved in those
projects in the ordinary course of any business of his. Nor did
M . Ackerman provide advisory services with respect to the major
projects during any of those years in exchange for any other
conpensati on other than the normal investor’s return.

As di scussed above, in petitioners’ Schedule C for each of
the years at issue, petitioners showed the “Principal business or
prof ession, including product or service” as “I NVESTMENTS AND
BANKI NG' and the “Business nanme” as “PETER ACKERVAN'. M.

Acker man mai ntai ned no books and records with respect to the
activity reflected in each of those schedul es.

In the 1997 Schedule C, petitioners reported no incone in
part | and claimed $2, 752,132 as “Qt her expenses” in part Il
consi sting of payments of (1) $1,954,632 to Crown Capital
(2) $587,500 to Rockport Advisors, and (3) $210,000 to Nevada
Media Partners. In that schedule, petitioners clained a net |oss
of $2,752,132. 1In determning the taxable inconme reported in the
1997 joint return, petitioners deducted that net |oss.

In the 1998 Schedule C, petitioners reported no inconme in
part | and clai med $8, 250, 000 as “O her expenses” in part ||
consi sting of payments of (1) $7,300,000 to Crown Capital and
(2) $950,000 to Rockport Advisors. |In that schedule, petitioners

clainmed a net |oss of $8,250,000. In determning the taxable
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incone reported in the 1998 joint return, petitioners deducted
t hat net | oss.

In the 2000 Schedule C, petitioners reported no inconme in
part | and claimed $7,973,649 as “Qt her expenses” in part |1l
consi sting of (1) $50, 253 of expenses for a book that M.
Ackerman had coaut hored on nonvi ol ent resistance®** (M. Ackerman’s
book on nonviol ent resistance) and (2) paynents of
(a) $6,687,520 to Crown Capital and (b) $1, 235,876 to Rockport
Advisors. In that schedule, petitioners clained a net |oss of
$7,973,649. In determning the taxable inconme reported in the
2000 joint return, petitioners deducted that net | oss.

In the 2002 Schedule C, petitioners reported no inconme in
part | and cl ai med $2, 754, 747 as “Qt her expenses” in part |1l
consi sting of paynments of (1) $2,254,747 to Crown Capital and
(2) $500,000 to Rockport Advisors. |In that schedule, petitioners
reported a net loss of $2,754,747. |In determning the taxable
inconme reported in the 2002 joint return, petitioners deducted
t hat net | oss.

In the 2004 Schedule C, petitioners reported no incone in
part | and clainmed $1 million as “Qther expenses” in part Il
consisting of a paynent of that amount to Crown Capital. In that

schedul e, petitioners reported a net loss of $1 million. |In

34The $50, 253 of expenses pertaining to M. Ackernman’s book
on nonvi ol ent resistance consisted of expenses for certain
research and publicity and an unidentified “book purchase”.
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determ ning the taxable inconme reported in the 2004 joint return,
petitioners deducted that net |oss.

In the notice for 1997, 1998, and 2000 and the notice for
2002 and 2004 (collectively, the notices), respondent determ ned
that (1) the “Other expenses” that petitioners clainmed in Sched-
ule C “are not attributable to an active trade or business under
| RC Section 162", (2) those expenses are deductible as “expenses
related to the production or collection of inconme under |IRC
Section 212 subject to the 2 percent floor for m scell aneous
deductions”, and (3) therefore petitioners should have reported
t hose expenses in Schedule A--lItem zed Deductions (Schedul e A
i nstead of Schedule C. %

Cl ai red Deduction for the
Protecti on of Busi ness Reputation

In 1918, the maternal grandfather of Don Ackerman and of M.
Ackerman started a business that was the predecessor of ECC. In
1964, the father of Don Ackerman and of M. Ackerman i ncor porated
ECC, a supplier of wallpaper sanple books and sanple cards for
pai nt, rugs, and wood pieces. Around 1965, when the grandfather,

the father, and the uncle of Don Ackerman and of M. Acker man

®Wth respect to the paynment of $210,000 to Nevada Medi a
Partners that petitioners deducted in the 1997 Schedule C, the
parties agree that that paynment constituted a capital expendi -
ture. They further agree that that $210, 000 should not have been
deducted in the 1997 Schedul e C but should have been included as
part of Sonerville S Trust’s basis in its interest in Santa
Moni ca.
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devel oped certain health problens, Don Ackerman took over the
managenent of ECC.

Funds Advanced to ECC

During the early 1990s, ECC operated a successful business.
It generated annual revenue of approximately $25 mllion and had
approxi mately 1,500 enpl oyees. By 1997, at a tinme when Don
Ackerman and Jason Ackernman owned ECC, *® t hat conpany faced dire
financial circunmstances that were due in large part to a reduced
need for wall paper sanpl e books.

On a date in 1997 not disclosed by the record before May 7,
Don Acker man approached his brother M. Ackerman and i nformed him
that ECC was unable to neet its payroll obligations, that ECC
and/ or Don Ackerman had accrued a substantial anmount of bank
debt, and that ECC and Don Ackerman mi ght have to commence a
bankr upt cy proceedi ng.

M. Ackernman, who was not a stockhol der, guarantor, em
pl oyee, or officer of ECC, decided to advance certain funds to
ECC. On the dates indicated, M. Ackerman, through Sonerville S
Trust, advanced to ECC the foll owi ng anounts totaling $7, 850, 000

(%7, 850, 000 of advanced funds):?

36The record does not discl ose when Don Ackernman and Jason
Ackerman acquired their respective stock interests in ECC

3’Al t hough M. Ackerman advanced a total of $7,850,000 to
ECC t hrough Sonerville S Trust, in discussing M. Ackerman’s
advanci ng those funds, we shall sonetinmes for conveni ence not
(continued. . .)



Dat e Anpunt
5/ 7/ 1997 $1, 000, 000
6/ 3/ 1997 1, 000, 000
7/ 2/ 1997 1, 000, 000
7/ 30/ 1997 2,400, 000
8/ 29/ 1997 500, 000
9/ 26/ 1997 500, 000
10/ 28/ 1997 600, 000
11/ 6/ 1997 100, 000
11/ 21/ 1997 750, 000

ECC never repaid the funds that M. Ackerman advanced to it.
Around the tine in 1997 M. Ackerman had deci ded to advance,
and was advanci ng, $7,850,000 to ECC, a decision had been nade to
formInternational Service Investors, LLC (1Sl), Internationa
Service Goup, LLC (1SG, and International Service G oup Hol d-
ings, LLC (ISGH),3% in order to continue the operations of ECC in

nodi fied form?3 Around the sane tine, M. Ackernman al so deci ded

37(...continued)
indicate that M. Ackerman advanced those funds through
Sonerville S Trust.

%1Sl, 1SG and | SGH were fornmed on the foll owi ng dates:
Entity Date of Fornmation
| Sl 8/ 27/ 1997
| SG 8/ 29/ 1997
| SGH 11/ 1/ 1997

3The parties generally refer to ISI, 1SG and | SGH as the
“International Goup”. |In describing the activities of the
International Group in their stipulation of facts, the parties do
not meke cl ear whether each of the three conpanies making up the
I nternational Goup engaged in those activities. It appears from
the record that 1SG was the only conpany engaged i n manufacturing
(continued. . .)
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to make, and was naki ng, through Sonerville an investnent of

$18, 050,000 in the International Goup by investing that amount
in 1Sl.% Those funds enabled ISl and the other conpani es naking
up the International Goup to conduct their operations.

As of Decenber 31, 1997, Sonerville owned a 98- percent
interest, ECC owned a 1l-percent interest, and New Cunber!l and
Corporation, Inc. (New Cunberland),* owned a 1-percent interest
in ISI. In exchange for the 1l-percent interest in ISl that ECC
owned as of Decenber 31, 1997, ECC contributed all of its assets
(di scussed below) totaling $15, 190,903, but none of its liabili-
ties, to 1SlI.* As of Decenber 31, 1997, ISl owned a 1-percent
interest and 1SGH, in which ISI owed a 75-percent interest,®

owned a 99-percent interest in |ISG

39(...continued)
operations. Wen referring to one or nore of the conpanies
maki ng up the group that the parties refer to as the “Interna-
tional Goup”, we shall sonetinmes for conveni ence use the term -
nol ogy that the parties use.

49The record does not disclose the specific date in 1997 on
whi ch Sonerville invested $18, 050,000 in | SI.

At all relevant tinmes, Don Ackernman owned New Cunber!| and.

“2As of Dec. 31, 1997, ISl was the sole stockhol der of ECC.
The record does not disclose how, or the specific date on which,
| SI acquired its stock interest in ECC

43As of Dec. 31, 1997, Jason Ackerman and M. Deut schman
each owned a 7-percent interest, New Cunberland owned a 3. 75-
percent interest, and Crown Capital owned a 7.25-percent interest
in | SCGH.
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I ncluded in the assets that ECC contributed to ISI were a
substantial, but undisclosed, anmobunt of cash, substantial anounts
of inventory, certain accounts receivable, certain intangible
assets in the formof custoner relationships, certain enployee
rel ati onships, certain | easehold interests, and substanti al
anounts of machinery and equi pnent that ECC had used in the
production of sanple cards and packagi ng projects. The assets
that ECC contributed to ISl assisted the International Goup in
continuing the operations of ECC in nodified form

After the International G oup was forned and received from
M. Ackerman, through Sonerville, over $18 mllion and from ECC
over $15 mllion of assets, the International G oup made certain
fundanmental changes to ECC s busi ness nodel and continued ECC s
business in nodified form For exanple, the International G oup
engaged in the manufacture of Pokenon cards and the busi ness of
creating packaging for various conpani es.

From at | east 1998 through 2003, M. Deutschman nanaged the
day-t o-day business operations of the International Goup from
the International Goup’s offices in New Jersey. At all relevant
times, the International Goup carried out its operations in New
Jersey, New York City, Texas, and/or Mexico. |In 1999, at |east
certain of the manufacturing operations of the International

G oup were noved from New Jersey to Mexico
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Book and Tax Treatnent of the $7, 850, 000 of
Advanced Funds by Sonerville and by Santa Mnica

At the direction of M. Lerner, Somerville S Trust booked
t he $7, 850, 000 of advanced funds as a loan from Sonmerville S
Trust to ECC. Consistent with Sonerville S Trust’s treatnent of
t he $7, 850, 000 of advanced funds in its books, ECC booked those
funds as a loan from Sonerville S Trust to ECC. |In Schedule L,
Bal ance Sheets per Books (Schedule L), of Form 1120 for each of
its taxable years ended Novenber 30, 1998 (1998 Schedule L), and
Novenber 30, 1999, ECC included the $7, 850,000 of advanced funds
as part of its “Oher liabilities”.* In Schedule M1, Reconcili-
ation of Incone (Loss) per Books Wth Inconme per Return, of Form
1120 for its taxable year ended Novenber 30, 2000, ECC incl uded
t he $7, 850, 000 of advanced funds as book income fromthe “CANCEL-
LATI ON OF DEBT”.

On Decenber 16, 1997, Sonerville S Trust contributed to
Sonerville a | oan receivable (contributed | oan receivable) with
respect to the $7,850,000 of advanced funds. Sonerville S
Trust’s basis inits interest in Sonmerville included the val ue of
that | oan receivable, and the contributed | oan receivabl e was
anong the assets held by Sonerville when Sonerville S Trust
contributed its interest in Sonerville to Santa Mnica on Decem

ber 29, 1997.

“l'n the 1998 Schedule L, ECC incorrectly identified the
anount of the ECC funds as $7, 750, 000, instead of $7, 850, 000.
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In Schedule L of Form 1065 that it prepared, but did not
file,* for each of its taxable years 1997, 1998, and 1999,
Sonerville included the contributed | oan receivable as part of
its “Other current assets”. In Form 1065 that it prepared, but
did not file, for its taxable year 2000, Sonerville clained an
“Odinary * * * (loss) fromtrade or business activities” of
$9, 171,171 (Somerville s clainmed 2000 ordinary loss). |In calcu-
lating that |loss, Sonmerville deducted a bad debt of $7,850, 000
Wth respect to the contributed | oan receivable.

On July 2, 2001, Santa Mnica, which owned all of
Sonmerville, filed Form 1065 for its taxable year 2000. |In that
form Santa Monica clained an “Odinary * * * (loss) fromtrade
or business activities” of $10, 344,426 (Santa Monica' s cl ai ned
2000 ordinary loss). That ordinary |loss that Santa Mnica claim
ed included Sorerville's clainmed 2000 ordinary |oss.* Santa
Moni ca’s clai med 2000 ordinary | oss was all ocated as foll ows:

99.88 percent to Sonerville S Trust, .059 percent to Rockport

4°See supra note 7.

4The parties stipulated that Santa Mnica's clained 2000
ordinary loss included “an ordinary |l oss in the anmount of
$91, 171,171 from Sonerville LLC.” That stipulation is clearly
contrary to the facts that we have found are established by the
record, and we shall disregard it. See Cal-Mine Foods, Inc. v.
Commi ssioner, 93 T.C 181, 195 (1989). The record establishes,
and we have found, that Santa Monica' s clai ned 2000 ordinary | oss
i ncluded Sonerville’ s clainmed 2000 ordinary |oss of only
$9,171, 171.
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Capital, and .059 percent to Perry Lerner.% |In Schedule E of
their 2000 joint return, petitioners reported Sonerville S
Trust’s and Rockport Capital’s respective all ocable shares of
Santa Mnica' s clainmed 2000 ordi nary | oss. “®

On or about August 8, 2005, petitioners and respondent
executed Form 872, Consent to Extend the Tine to Assess Tax (Form
872), in which they consented to extend to Decenber 31, 2006, the
time wwthin which to assess petitioners’ tax for their taxable
year 2000. That Form 872 did not provide that it applied to any
tax of petitioners attributable to the partnership itens of Santa
Moni ca.

Santa Mnica did not execute Form 872-P, Consent to Extend
the Tine to Assess Tax Attributable to Partnership Itens, with
respect to its taxable year 2000.

In the second anended petition at docket No. 13947-06,
petitioners alleged as an affirmative issue that the $7, 850, 000
of advanced funds is deductible under section 162(a) for peti-

tioners’ taxable year 1997.

4’Bef ore 2000, Santa Monica, Sonerville, and petitioners did
not clai many deductions with respect to the $7, 850,000 of
advanced funds.

“8The record does not discl ose whether M. Lerner reported
in his tax return for his taxable year 2000 his allocable share
of Santa Monica' s clainmed 2000 ordinary | oss.
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Clained Losses Wth Respect to ISl

From around early 1998 t hrough 2003, M. Deutschnman, who
lived in New York City, had a | eadership role in each of the
conpanies (i.e., ISI, 1SG and |ISGH) that made up the Interna-
tional Group.* During each of those years, M. Deutschman spent
nmore than 500 hours managi ng the day-to-day business operations
of the International Goup. M. Deutschman perfornmed his nanage-
ment activities with respect to the business operations of the
International Goup fromthe International Goup’ s offices in New
Jersey. No person spent nore tinme managi ng the busi ness oper a-
tions of the International Goup than M. Deutschman.

During at | east 1998 and 2000, Don Ackerman and Jason
Ackerman al so provided certain unidentified nanagenent services
to the International G oup.

M. Ackerman, who during the years at issue |lived in Wash-
ington, D.C, was not an enployee or officer of any of the conpa-
nies that nade up the International Goup, did not receive any
wages from any of those conpanies, and did not maintain a | og
docunenting the amount of tinme that he devoted to any of those
conpani es.

During 1998 through 2000, M. Ackerman communi cated on

vari ous occasions with M. Deutschman regarding various matters,

“For exanple, from 1998 through 2003, M. Deutschman served
as president of 1Sl.
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i ncl udi ng the busi ness operations and finances of the Interna-
tional Goup and various other investnents of M. Ackerman. M.
Deut schman sent M. Ackerman at | east one nenorandum dated July
9, 1999, regarding the business operations of the International
Goup that served as a basis for discussions between the two of
t hem

During 1998 through 2000, M. Ackerman spent at |east one or
two days in certain weeks in New York City. During that period,
he al so visited New Jersey where his nother and his brother Don
Ackerman lived. Wiile in New York City, M. Ackerman spent tine
on various matters, including matters relating to certain of the
maj or projects in which Crowmn Capital was involved and certain
charitable activities relating to CARE. Wiile in New Jersey, M.
Ackerman, inter alia, occasionally visited M. Deutschnman where
M. Deutschman nanaged the operations of the International G oup.

| SI issued to Sonerville Schedule K-1 with respect to each
of Sonerville's taxable years 1998 (1998 | SI Schedule K-1 issued
to Sonmerville) and 2000 (2000 ISI Schedule K-1 issued to
Sonmerville). In the 1998 ISl Schedule K-1 issued to Sonerville,
| SI showed an “Ordinary * * * (loss) fromtrade or business
activities” of $6,983,996 (1998 ISI loss). |In the 2000 ISl
Schedul e K-1 issued to Sonerville, ISI showed an “Ordinary * * *
(loss) fromtrade or business activities” of $1,771,427 (2000 ISl

| oss).
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In the 1998 joint return and the 2000 joint return, peti-
tioners treated M. Ackerman’s allocable portions of the respec-
tive 1998 ISl |oss and 2000 ISI | oss as passive activity | osses.
In the second anended petition at docket No. 13947-06, petition-
ers alleged as an affirmative issue that the “l osses deducted by
Petitioners as passive losses [with respect to ISI] should be
al l owed as active because M. Ackerman materially participated in
this business activity throughout the years of the deductions.”

C ai nred Theft Loss Deducti on

Around 1996 or 1997, M. Earls approached M. Ackerman with
a proposal to invest in U S. Technologies, Inc. (U S. Technol o-
gies), a publicly traded Del aware corporation that used prison
| abor to manufacture a variety of products. M. Ackerman be-
Iieved that such an investnent would be profitable.

On June 22, 1998, USV Partners, LLC (USV), was forned for
t he purpose of acquiring and hol ding shares of preferred and
comon stock of U S. Technologies. At all relevant tinmes, M.
Earls was the sole director, officer, and enpl oyee of USV and
controlled all of its funds.

Pursuant to various subscription agreenents, fromJuly 10,
1998, through August 27, 2001, M. Ackerman, through Sonerville S
Trust, invested funds totaling $4, 467,610 in USV. Pursuant to
t hose agreenents, those invested funds were to be used by USV to

purchase shares of common and/or preferred stock in U S. Technol -
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ogi es.®® On March 4, 2002, USV distributed to Somerville S Trust
18, 759, 879 shares of common stock in U S. Technol ogi es.

Around Septenber 2002, M. Ackerman asked M. Earls to
return to himthe Fresh Direct investor funds in escrow (dis-
cussed above). M. Earls was unable to do so because he had
renoved fromescrow at |east certain of those funds. M.
Ackerman gave M. Earls a deadline by which he had to return to
himthe full anmpount of the Fresh Direct investor funds in escrow.
M. Earls borrowed a certain anount of noney and returned to M.
Ackerman the full anmount of those funds by the deadline that M.
Acker man set.

When M. Ackerman |learned that M. Earls had renoved from
escrow certain of the Fresh Direct investor funds in escrow, M.
Acker man began to question whether M. Earls had properly handl ed
the funds that M. Ackerman, through Sonmerville S Trust, had
invested in USV. On a date not disclosed by the record before
Decenber 9, 2002, M. Ackerman |earned that M. Earls had used
for his own personal benefit certain of the funds that M.
Ackerman, through Sonerville S Trust, and other nenbers of USV

had invested in USV. Shortly thereafter, M. Ackerman inforned a

0n a date not disclosed by the record, M. Lerner also
invested certain funds in USV. Like the funds that M. Ackerman,
t hrough Sonerville S Trust, invested in USV, the funds that M.
Lerner invested in USV were to be used by USV to purchase shares
of common and/or preferred stock in U S. Technol ogi es.



- 44 -
district attorney in New York® of M. Earls’s conduct with re-
spect to those funds.

On Decenber 9, 2002, in an effort to recover danmages of
approxi mately $5,953,000, Sonerville S Trust and certain other
persons who owned interests in USV filed a conplaint (Decenber 9,
2002 conplaint) in the United States District Court for the
District of Maryland (U S. District Court for Maryland) agai nst
David Ferreira (M. Ferreira) and Ferreira & Isbell, LLC
(Ferreira & Isbell). (W shall refer to that civil action as the
Ferreira litigation.) 1In the Decenber 9, 2002 conpl aint, the
plaintiffs in the Ferreira litigation alleged, inter alia, that
the defendants identified in that conplaint had “negligently and
recklessly failed to exercise due care in performng their review
of USV' s general |edgers and trial balances, in making any ad-
justnents thereto, and in perform ng other accounting services
for USV.”

On Decenber 18, 2002, crimnal conplaints were filed agai nst
M. Earls in the United States District Court for the Southern
District of New York. Thereafter, on March 24, 2003, M. Earls,
who was accused of stealing $13 million of $20 mllion that had

been invested in USV, was indicted in that court on one count of

°1The record does not disclose which district attorney’s
office in New York M. Ackerman informed of M. Earls’s conduct
with respect to the funds that M. Ackerman, through Sonerville S
Trust, and other nenbers of USV had invested in USV.
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securities fraud, 19 counts of wre fraud, and two counts of mail
fraud.

On June 17, 2003, M. Ackerman executed a formal engagenent
letter for representation by the law firmof Jenner & Block, LLC
(Jenner & Block), in connection with the Ferreira litigation and
certain other litigation against M. Earls in the Superior Court
of the District of Colunbia.

On August 19, 2003, Sonerville S Trust entered into three
respective securities and purchase agreenents with (1) M.

Lerner, (2) W5 Investnents, LP (W5 Investnments), and (3) certain
famly trusts that were established for the benefit of certain
nmenbers of M. Ackerman's famly (Ackerman famly trusts). ®
Pursuant to the securities and purchase agreenent entered into by
Sonmerville S Trust and M. Lerner, that trust was to acquire from
M. Lerner for a total purchase price of $150,000 (1) any nenber-
ship interests in USV and shares of stock in U S. Technol ogi es
that M. Lerner owned and (2) any clains that M. Lerner had
against M. Earls or any of M. Earls’'s affiliates with respect
to any fraudul ent conduct of M. Earls concerning those nenber-
ship interests and shares of stock. Pursuant to the securities

and purchase agreenent entered into by Sonerville S Trust and W5

520n a date not disclosed by the record before M.
Ackerman’s di scovery of M. Earls’s conduct with respect to the
funds invested in USV, Sonerville S Trust had transferred as
gifts small portions of its USV nenbership interest to the
Ackerman famly trusts.
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| nvestnents, that trust was to acquire fromW5 I nvestnents for a
total purchase price of $200,000 (1) any nenbership interests in
USV and shares of stock in U S. Technol ogies that W5 I nvestnents
owned and (2) any clains that W5 | nvestnents had agai nst M.
Earls or any of M. Earls’'s affiliates with respect to any fraud-
ul ent conduct of M. Earls concerning those nenbership interests
and shares of stock. Pursuant to the securities and purchase
agreenent entered into by Sonerville S Trust and the Ackernman
famly trusts, Sonerville S Trust was to acquire fromthose
famly trusts for a total purchase price of $50,000 (1) any
menbership interests in USV and shares of stock in U S. Technol o-
gies that the Ackerman famly trusts owned and (2) any clains
that the Ackerman famly trusts had against M. Earls or any of
M. Earls’s affiliates wth respect to any fraudul ent conduct of
M. Earls concerning those nenbership interests and shares of
st ock.

On August 21, 2003, in an effort to recover damages of at
| east $5, 952,860, Sonerville S Trust, which was represented by
Jenner & Block, filed a conplaint (August 21, 2003 conplaint) in
the United States District Court for the District of Colunbia
(U.S. District Court for the District of Colunbia) against, inter
alia, M. Earls, USV Partners, and U S. Technol ogies. The clains
set forth in the August 21, 2003 conplaint included the clains

that were assigned to Sonerville S Trust by M. Lerner, W5 In-
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vestnments, and the Ackerman famly trusts pursuant to the respec-
tive securities and purchase agreenents descri bed above.
Sonmerville S Trust alleged in that conplaint, inter alia, that
M. Earls had “devised and inplenented a fraudul ent investnent
schenme by which he enbezzl ed and m sappropriated funds from
investors for his own personal benefit.”

On Novenber 26, 2003, the parties involved in the Ferreira
litigation filed a stipulation of dismssal inthe US. Dstrict
Court for Maryl and.

By |letter dated March 19, 2004, Jenner & Block sent M.
Ackerman a check in the amount of $1,882.73, which had been
recovered froma personal bank account of M. Earls. In that
letter, Jenner & Block advised M. Ackerman that “W have re-
cently served additional subpoenas and attachnment orders on
various banks where Earls had or has accounts”.

On April 23, 2004, M. Earls was convicted on all 22 counts
on which he had been indicted on March 24, 2003, and was sen-
tenced to prison for ten years.

By |etter dated January 11, 2005, Jenner & Bl ock sent M.
Ackerman a check in the amount of $772.86, which had been recov-
ered from anot her personal bank account of M. Earls. In that
letter, Jenner & Block advised M. Ackerman of the difficulties
and prohibitive costs of recovering any nore funds fromthat

account.
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On a date not disclosed by the record, Sonerville S Trust
recei ved a nmenorandum dat ed February 14, 2005, that had been sent
to the common sharehol ders of U S. Technol ogi es by an indivi dual
nanmed Adam Joseph (M. Joseph).® M. Joseph concluded in that
menor andum  “Gven the outstanding liabilities of the conpany
and the illiquid state of the remaining investnent portfolio,
amnot optimstic that * * * [U S. Technol ogi es] sharehol ders
will realize value.”

On May 26, 2005, Sonerville S Trust filed a notion to dis-

m ss the August 21, 2003 conplaint against M. Earls, USV Part-
ners, and U.S. Technol ogi es.® On June 6, 2005, the U.S. District
Court for the District of Colunbia granted that notion.

From around 2002 t hrough 2005, petitioners paid nore than
$2.2 mllion in legal and investigative fees pursuing recovery of
any | osses sustained as a result of any fraudul ent conduct of M.
Earls with respect to the funds invested in USV.

In the 2002 joint return, petitioners clained a |ong-term
capital loss of $4,467,610 with respect to the funds that M.

Ackerman, through Sonerville S Trust, invested in USV. 1In the

53The record does not disclose any other information regard-
ing M. Joseph.

%4As di scussed above, Sonerville S Trust alleged in the
August 21, 2003 conplaint, inter alia, that M. Earls had “de-
vi sed and inpl enented a fraudul ent investnent schene by which he
enbezzl ed and m sappropriated funds frominvestors for his own
personal benefit.”
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2004 joint return, petitioners again clainmed a |ong-term capital
| oss in the sane anbunt with respect to that investnent.

In the notice for 2002 and 2004, respondent did not make any
determ nations regarding the long-termcapital |oss of $4, 467,610
that petitioners clained in both the 2002 joint return and the
2004 joint return with respect to the funds that M. Ackerman,

t hrough Sonerville S Trust, invested in USV. In the anended
petition at docket No. 26400-06, petitioners acknow edged that
they are not entitled to deduct that long-termcapital |oss for
both of their taxable years 2002 and 2004. In that anmended
petition, petitioners further alleged as an affirmative issue
that the long-termcapital loss that they clained in both the
2002 joint return and the 2004 joint return with respect to the
funds that M. Ackerman, through Sonerville S Trust, invested in
USV is “deductible as a theft loss” for their taxable year 2002.

Accur acy- Rel ated Penalty Under Section 6662(a)

Joseph MIler (M. Mller) prepared petitioners’ joint
return for each of the years at issue. M. Patriarca was respon-
sible for sending to M. MIller certain records and schedul es
that were pertinent to the preparation of each of those returns.

Grant Thornton, LLP (Grant Thornton), prepared the respec-
tive tax returns of Sonerville, Santa Mnica, and Crown Capit al

for each of the years at issue.
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I n February 2001, respondent began an exam nation of peti-
tioners’ taxable years 1997, 1998, and 2000 (exam nation of 1997,
1998, and 2000). The only issue involved in that exam nation was
whet her the “Qther expenses” that petitioners clained in Schedul e
C for each of their taxable years 1997, 1998, and 2000 should
have been clainmed in Schedule A instead of Schedule C

Howard Levinton (M. Levinton), an accountant who has been
enpl oyed by Grant Thornton since 1987, represented petitioners
with respect to the examnation of their taxable years 1997
1998, and 2000. M. Levinton presented to respondent’s revenue
agent (revenue agent) who was assigned to that exam nation cer-
tain information that that agent requested.

During the exam nation of 1997, 1998, and 2000, M. Levinton
al so presented to the revenue agent an anended joint return for
petitioners’ taxable year 1999 (1999 anended joint return). In
t hat anended return, petitioners clainmed a refund of $1, 857, 106.
Petitioners included Schedule C as part of the 1999 anended j oi nt
return (1999 Schedule C). In that schedule, petitioners showed
the “Principal business or profession, including product or
service” as “I NVESTMENTS AND BANKI NG’ and the “Busi ness name” as
“PETER ACKERMAN'. In the 1999 Schedule C, petitioners nade no
entries in the section entitled “lIncome” and clainmed “C her
expenses” of $9, 694, 269 consisting of “INVESTMENT ADVI SORY FEES”

of that amount. Petitioners explained in the 1999 anended j oi nt
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return that “TAXPAYERS | NCORRECTLY DEDUCTED | NVESTMENT ADVI SORY
FEES AS AN | TEM ZED DEDUCTI ON RATHER THAN DEDUCTI NG THEM AS A
TRADE OR BUSI NESS EXPENSE ON SCHEDULE C."*®°

Around Septenber 2002, respondent issued to petitioners a
30-day letter with respect to their taxable years 1997, 1998, and
2000 (respondent’s 30-day letter). In Cctober 2002, M.
Levinton, on petitioners’ behalf, appealed to respondent’s Ap-
peals Ofice (Appeals Ofice) the adjustnents proposed in that
letter (petitioners’ appeal). M. Levinton continued to repre-
sent petitioners throughout that appeal process.

Around early 2005, over a year after petitioners filed the
2002 joint return on Novenber 21, 2003, M. Levinton infornmed M.
Lerner of respondent’s position with respect to petitioners’
cl ai mred Schedul e C expenses for 1997, 1998, and 2000. Soneti ne
thereafter in 2005, M. Levinton asked M. Lerner to acconpany
M. Levinton to a conference with the Appeals Ofice (Appeals
O fice conference) regarding the adjustnents proposed in respon-

dent’s 30-day letter with respect to those years. %5

*®I'n view of respondent’s position on the clained Schedule C
deductions that are at issue in these cases, we presune that
respondent did not approve the refund that petitioners clainmed in
the 1999 anended joint return.

56The Appeals O fice conference that M. Levinton asked M.
Lerner to attend was rescheduled froma date in 2005 not dis-
closed by the record to a date in Decenber 2005 not disclosed by
the record.
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M. Ackerman had di scussions with M. Levinton and M.
Lerner regarding the propriety of petitioners’ clainmed Schedule C
deductions. M. Ackerman had those discussions (1) with M.
Levinton on a date not disclosed by the record after respondent
began the exam nation of 1997, 1998, and 2000 but before peti-
tioners filed the 2002 joint return and (2) with M. Lerner® on a
date in 2005 not disclosed by the record after M. Levinton
i nformed hi m about respondent’s position wth respect to peti-
tioners’ clainmed Schedul e C deductions for 1997, 1998, and 2000
and over a year after petitioners filed the 2002 joint return.

When M. Ackerman discussed the propriety of petitioners’
cl aimed Schedul e C deductions with M. Levinton and M. Lerner,
he informed themthat the expenses for which petitioners clainmed
t hose deductions were “for ny business” and “Basically to create
busi ness, to create revenue”. Based upon what M. Ackerman told
them M. Levinton and M. Lerner advised M. Ackerman that they
believed that petitioners’ clainmed Schedul e C deductions were
proper .

I n Decenber 2005, the Appeals Ofice held the Appeals Ofice

conference with M. Levinton and M. Lerner regarding the adjust-

1t is not clear fromthe record whether M. Levinton was
present at the discussions that M. Ackerman had with M. Lerner
regarding the propriety of petitioners’ claimed Schedule C
deducti ons.
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ments proposed in respondent’s 30-day letter with respect to
petitioners’ taxable years 1997, 1998, and 2000.

At a tinme not disclosed by the record before Novenber 17,
2006, respondent began an exam nation of petitioners’ taxable
years 2002 and 2004. Neither M. Levinton nor M. Lerner was
i nvol ved in that exam nation

As di scussed above, in the notice for 1997, 1998, and 2000
and the notice for 2002 and 2004, respondent determned (1) that
petitioners’ claimed Schedul e C expenses “are not attributable to
an active trade or business under |IRC Section 162", (2) that
t hose expenses are deducti bl e under section 212 subject to the 2-
percent floor inposed by section 67(a), and (3) that therefore
petitioners should have reported those expenses in Schedule A
instead of Schedule C. 1In the notice for 2002 and 2004, respon-
dent also determned that petitioners are liable for each of
their taxable years 2002 and 2004 for the accuracy-rel ated pen-
alty under section 6662(a).% The respective accuracy-rel ated
penal ti es under section 6662(a) that respondent determ ned for
petitioners’ taxable years 2002 and 2004 are inposed on respec-
tive underpaynents for those years that are attributable solely

to respondent’s disall owance of petitioners’ respective Schedul e

In the notice for 1997, 1998, and 2000, respondent did not
determ ne that petitioners are liable for the accuracy-rel ated
penal ty under sec. 6662(a).
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C deductions clainmed in the 2002 joint return and the 2004 joint
return.

OPI NI ON

Burden of Proof

Petitioners do not dispute that they bear the burden of
proof wth respect to (1) the affirmative issues that they raised
in the pleadings and that remain at issue and (2) the determ na-
tions in the notice for 2002 and 2004 to i npose the accuracy-
related penalty. Nor do petitioners dispute that they bear the
burden of proof with respect to the determnations in the notices
to disallow their clainmed Schedul e C deductions. See Rule

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

ers argue, however, that the burden of proof with respect to the
determ nations to disallow those cl ai med deductions shifts to
respondent under section 7491(a).

In order for the burden of proof to shift to the Conmm s-
sioner of Internal Revenue under section 7491(a), the taxpayer
must (1) provide credi ble evidence with respect to any factual
issue relevant to determning the tax liability of the taxpayer
and (2) conply with the applicable requirenents of section
7491(a)(2). Although section 7491(a) does not define the term
“credi bl e evidence”, the legislative history of the statute does.
The | egislative history of section 7491(a) states in pertinent

part:
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Credi bl e evidence is the quality of evidence which,
after critical analysis, the court would find suffi-

ci ent upon which to base a decision on the issue if no
contrary evidence were submtted (wthout regard to the
judicial presunption of IRS correctness). * * * The

i ntroduction of evidence will not neet this standard if
the court is not convinced that it is worthy of belief.

* * %

H Conf. Rept. 105-599, at 240-241 (1998), 1998-3 C.B. 747, 994-
995.

In support of their argunent that the burden of proof shifts
to respondent under section 7491(a) with respect to the determ -
nations in the notices to disallow their clainmed Schedule C
deductions, petitioners assert:

The extensive testinony of M. Ackerman and others
about his Schedule C activity certainly constitutes
“credi bl e evidence” with respect to all pertinent fac-
tual issues. No expense was chall enged for |ack of
substantiation or failure to maintain records. * * *
Accordingly, the burden of proof on this issue should
shift to respondent. * * *

Respondent counters that

Petitioners rely heavily on the testinony of petitioner
and rel ated individuals, nuch of which was overly
broad, vague, m sl eadi ng, and uncorroborated by any
docunentary evidence. This testinony does not consti -
tute credi bl e evidence under section 7491(a)(1). * * *
Furthernore, section 7491(a)(2) specifies certain re-
qui rements that nust be nmet before section 7491(a)(1)
can apply. Specifically, the taxpayer nust have nai n-
tained all records required by the Internal Revenue
Code. I.RC 8§ 7491(a)(2)(B). * * * Petitioner did not
mai ntai n any books or records with respect to his
Schedule C activity. * * *

As di scussed below, there are material factual issues rele-

vant to determ ning whether petitioners are entitled under sec-
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tion 162(a) to their claimed Schedul e C deductions as to which
t hey have not introduced credi ble evidence within the neaning of
section 7491(a)(1).°*°

On the record before us, we find that the burden of proof
does not shift to respondent under section 7491(a) with respect
to any factual issues that pertain to the Schedul e C deductions
that petitioners are claimng for each of the years at issue.

Eval uati on of Evidence on Wiich Petitioners Rely

Petitioners rely on certain testinonial evidence and certain
docunentary evidence in order to satisfy their burden of proof
with respect to each of the issues presented.

Testi noni al Evi dence

The testinonial evidence on which petitioners rely is the
respective testinonies of M. Ackerman, M. Lerner, Jason
Acker man, Don Ackerman, M. Deutschman, M. Levinton, M.

Br addock, and Ms. Patri arca.

®Assum ng arguendo that petitioners had introduced credible
evidence within the nmeaning of sec. 7491(a)(1) with respect to
the factual issues relevant to determ ning whether petitioners
are entitled under sec. 162(a) to their clained Schedule C
deductions, the burden of proof with respect to that issue
nonet hel ess woul d not shift to respondent under sec. 7491(a)(1).
That is because we have found that M. Ackerman mai ntai ned no
books and records with respect to the activity reflected in
petitioners’ Schedule C for each of the years at issue. See sec.
7491(a) (2)(B)
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M. Ackerman’'s Testi nony

We found the testinony of M. Ackerman to be in certain
materi al respects general, conclusory, vague, anbi guous, confus-
i ng, questionable, self-serving, and/or evasive. W shall not
rely on M. Ackerman’s testinony to establish petitioners’ re-
spective positions on the various issues to which that testinony
pert ai ned.

M. Lerner’s Testinbny

We found the testinmony of M. Lerner to be in certain mate-
rial respects vague, anbiguous, questionable, and/or serving the
interests of his longtinme associate M. Ackerman, who retained
M. Lerner to provide certain | egal services for himand who
pl ayed a significant role in enabling M. Lerner to be enpl oyed
by Crowmn Capital. W shall not rely on M. Lerner’s testinony to
establish petitioners’ respective positions on the various issues
to which that testinony pertained.

Don Ackerman’' s Testi nony

We found the testinmony of Don Ackerman to be in certain
materi al respects general, conclusory, vague, anbi guous, ques-
tionabl e, and/or serving the interests of his brother M.
Ackerman, who played a significant role in enabling Don Ackerman
to be enployed by Crown Capital after the business of ECC that

Don Acker man was managi ng began facing dire financial circum
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stances.® W shall not rely on Don Ackernman's testinobny to
establish petitioners’ respective positions on the various issues
to which that testinony pertained.

Jason Ackerman’ s Testi nony

We found the testinony of Jason Ackerman to be in certain
mat eri al respects vague, anbi guous, questionable, and/or serving
the interests of his uncle and |longtine associate M. Ackerman,
who played a significant role in enabling Jason Ackerman to be
enpl oyed by Crown Capital. W shall not rely on Jason Ackerman’s
testinmony to establish petitioners’ respective positions on the
various issues to which that testinony pertained.

M. Deutschman’s Testi nobny

We found the testinony of M. Deutschman to be in certain
mat eri al respects vague, anbi guous, questionable, and/or serving
the interests of his longtinme associate M. Ackerman, who pl ayed
a significant role in enabling M. Deutschman to be enpl oyed by
Crown Capital. W shall not rely on that testinony to establish
petitioners’ respective positions on the various issues to which
that testinony pertained.

Ms. Patriarca s Testinony

We generally found the testinony of Ms. Patriarca to be

credi ble. However, that testinony, together with other reliable

60See supra note 12.
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evidence in the record, did not enable us to sustain petitioners’
position on any of the issues to which that testinony pertained.

M . Braddock’'s Testi nony

We generally found the testinony of M. Braddock to be
credi ble. However, that testinony, together with other reliable
evidence in the record, did not enable us to sustain petitioners’
position on the issue to which that testinony pertained.

M. Levinton's Testinony

We found the testinmony of M. Levinton to be questionable in
certain material respects. W shall not rely on M. Levinton's
testinmony to establish petitioners’ respective positions on the
various issues to which that testinony pertained.

Docunent ary Evi dence

The docunentary evidence on which petitioners rely includes,
inter alia, the notices, the respective tax returns of petition-
ers and certain entities that petitioners directly or indirectly
owned, certain witten agreenents,® certain travel itineraries of
M. Ackerman, and certain newspaper articles regarding M. Earls.
Al t hough the docunentary evi dence on which petitioners rely is

vol um nous, that documentary evidence, together with the reliable

61The written agreenents on which petitioners rely include,
inter alia, the Equity Marketing securities purchase agreenent
and certai n managenent service agreenents entered into between
Crown Capital and each of certain corporations in which M.
Acker man i nvest ed.
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testinmonial evidence in the record, did not enable us to sustain
petitioners’ position on any of the issues presented.

Cl ai ned Busi ness Expense Deducti ons

It is petitioners’ position that the clainmed Schedule C
expenses that remain at issue are deductibl e under section
162(a).% |In support of that position, petitioners argue that M.
Ackerman incurred those expenses in carrying on the business of
advi si ng conpani es about their finances and nmanagenent. ©3

It is respondent’s position that the clainmed Schedule C
expenses that remain at issue are deductible under section 212(1)
and that therefore those expenses are subject to the 2-percent
fl oor inposed by section 67(a). In support of that position,

respondent argues that M. Ackerman incurred the clainmed Schedul e

2Virtually all of the expenses that petitioners clained in
Schedul e C for each of their taxable years 1997, 1998, 2000,
2002, and 2004 and that remain at issue, see supra note 35,
consi st of paynents that M. Ackerman nade during each of those
years to Rockport Advisors and/or Crown Capital. The only
expenses that remain at issue and that do not consist of paynents
to Rockport Advisors and/or Crown Capital are $50, 253 of expenses
for M. Ackerman’s book on nonvi ol ent resistance that petitioners
clainmed in the 2000 Schedule C. See supra note 34. The parties
agree, and we have found, that petitioners paid $50, 253 of
expenses for that book. However, petitioners nake no argunent as
to why they are entitled for their taxable year 2000 to deduct
t hose expenses under sec. 162(a). W conclude that petitioners
have abandoned that argunent.

8For conveni ence, we shall sonetines refer to M.
Ackerman’s cl ai ned busi ness of advi sing conpani es about their
finances and managenent as the all eged busi ness of providing
advi sory servi ces.



- 61 -

C expenses that remain at issue as an investor and not in carry-
ing on a trade or business within the neaning of section 162(a).

Section 162(a) generally allows a deduction for ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on any trade or business. Section 212(1) allows an
i ndi vidual a deduction for ordinary and necessary expenses paid
or incurred during the taxable year for the production or collec-
tion of incone.

In support of their claimthat during each of the years at
i ssue M. Ackerman was engaged in the business of advising conpa-
ni es about their finances and managenent, petitioners presented
evi dence with respect to the major projects® and advance what we
understand to be two argunents.® W address each of those argu-
ment s bel ow.

Petitioners’ Cost Conpany or Agency Argunent

As we understand it, petitioners are arguing that during
each of the years at issue Rockport Advisors and/or Crown Capita

were cost conpani es and/or agents of M. Ackerman. Consequently,

64See supra note 15. The record does not disclose what
portion of petitioners’ claimed Schedul e C deductions for each of
the years at issue that renmains at issue pertained to the mgjor
proj ects.

We found petitioners’ argunments on brief in support of
their position that during each of the years at issue M.
Acker man was engaged in the business of providing advisory
services and that therefore the clainmed Schedul e C expenses are
deducti bl e under sec. 162(a) to be confusing. W state our
under st andi ng of those argunents.
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according to petitioners, they are entitled for each of the years
at issue to deduct under section 162(a) the respective paynents
that M. Ackernman made during each of those years to Rockport
Advi sors and/or Crown Capital. It is not clear frompetitioners’
briefs whether petitioners are arguing (1) that during each of
the years at issue Rockport Advisors and/or Crown Capital were
cost conpanies of M. Ackerman and that therefore those conpanies
were his agents or (2) that during each of those years Rockport
Advi sors and/or Crown Capital were M. Ackerman’s agents regard-
| ess of whether they were cost conpanies of M. Ackerman. On the
record before us, we reject both argunents.

We turn first to whether, as petitioners appear to be argu-
i ng, Rockport Advisors and/or Crown Capital were cost conpanies
of M. Ackerman and that therefore those conpanies were his
agents during each of the years at issue. In support of that
argunent, petitioners rely on Revenue Ruling 56-542, 1956-2 C. B
327 (Revenue Ruling 56-542). In that ruling, the Internal Reve-
nue Service (Service) concluded that the stockhol ders of a cap-
tive mning conpany (mning conpany) that had been established as
a cost conpany were entitled to certain depletion deductions
under section 611 of the Internal Revenue Code of 1954.

In Revenue Ruling 77-1, 1977-1 C. B. 161 (Revenue Ruling 77-
1), the Service revoked Revenue Ruling 56-542. As a result,

petitioners’ reliance on Revenue Ruling 56-542 is msplaced. 1In
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Revenue Ruling 77-1, the Service concluded that “all corporations
operating as cost conpanies” within the neaning of Revenue Ruling
56-542 “will be treated as separate taxpayers and will be re-
quired to conpute their own incone, deductions, credits and tax
liabilities.” Rev. Rul. 77-1, 1977-1 C.B. at 161

Even if the Service had not revoked Revenue Ruling 56-542 in
Revenue Ruling 77-1, we nonethel ess woul d, and do, concl ude that
petitioners’ reliance on Revenue Ruling 56-542 is m spl aced.
That is because the facts that we have found on the record before
us are materially distinguishable fromthe facts involved in
Revenue Ruling 56-542. Revenue Ruling 56-542 described the facts
i nvol ved therein as foll ows:

Certain manufacturing corporations, which require for
their normal operations several grades and several
kinds of ore, unite and join with other manufacturers
in an arrangenent for the acquisition, by fee or |ease,
of mning property and for the exploration, devel opnent
and operation of such property. The nmanufacturers
organi ze a corporation to own and operate the property,
subscribe to the corporation’s capital stock, and ad-
vance all funds needed both for capital and operative
pur poses. The m ning conpany, referred to as a ‘cost
conpany,’ executes a contract with its stockhol di ng
manuf act uring corporations. The contract provides
essentially that the participants, each in proportion
to its stock ownership, shall advance all funds, both
capital and operative, necessary for the m ning conpany
to operate and shall share in the same proportion in
the ore produced. Under an agreenent signed with its
st ockhol di ng manuf acturing corporations, the m ning
conpany will not sell any ore and will have no net
income. |Its operations, as well as the disposition of
the products mned, wll at all times be under the
control of the participants.
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Thus, the basic issue for consideration is whether

the economc interest in the ore thus being produced,

with the resultant right to claimdepletion, is in the

captive mning conpany or its stockholding corpora-

tions.

Rev. Rul. 56-542, 1956-2 C B. at 327.

In concluding in Revenue Ruling 56-542 that the stockhol ders
of the m ning conpany involved therein were entitled to certain
depl eti on deductions under section 611 of the Internal Revenue
Code of 1954, the Service indicated that the m ning conpany nust
“file a corporate return showi ng no income and no deductions on
its face, but containing schedul es showi ng the gross incone and
deductions allocable” to its stockhol ders.

Al t hough during each of the years at issue M. Ackerman nade
certain paynents to Rockport Advisors and/or Crown Capital, M.
Ackerman was not a stockhol der of those entities. Moreover,
Rockport Advisors and Crown Capital did not file tax returns as
cost conpani es described in Revenue Ruling 56-542 in which they
cl aimed no i nconme and no deductions. Instead, (1) Rockport
Advisors filed Form 1120 for each of its taxable years 1997
1998, and 2000% in which it reported income and deducti ons that

were attributable to its business activities, and (2) Crown

Capital filed Form 1120 for its taxable year 1997 and Form 1120S

66See supra note 10.
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for each of its taxable years 1998 and 2000% in which it reported
i ncome and deductions that were attributable to its business
activities.?®s

On the record before us, we find that petitioners have
failed to carry their burden of establishing that during each of
the years at issue Rockport Advisors and/or Crown Capital were
cost conpanies of M. Ackernman.

We turn now to whether, as petitioners appear to be arguing,
Rockport Advi sors and/or Crown Capital were M. Ackerman’s agents
during each of the years at issue regardl ess of whether they were
cost conpanies of M. Ackerman. Petitioners state: “A taxpayer
may deduct paynments for business expenses made by * * * his agent

on his behal f.”% 1In support of that statenent, petitioners cite,

6’See supra note 13.

%petitioners also rely on Kenco Rests., Inc. v. Conmi s-
sioner, T.C Menp. 1998-342, affd. 206 F.3d 588 (6th Cr. 2000),
for the proposition that the “concept of centralizing costs for

several projects in one entity still exists.” Petitioners’
reliance on that case is msplaced. Unlike the instant case,
Kenco Rests., Inc. involved the reallocation under sec. 482 of

deductions clainmed by coomonly control |l ed corporations, one of
whi ch had been established as a “cost conpany” that provided
managenent and adm ni strative support services to the remaining
comonly control |l ed corporations there involved. Mreover, the
“cost conpany” involved in Kenco Rests., Inc. is materially

di stingui shable fromthe cost conpany described in Rev. Rul. 56-
542, 1956-2 C.B. 327.

However, in these cases petitioners did not claimas
Schedul e C deductions the respective expenses that Rockport
Advi sors and/or Crown Capital incurred during each of the years
at issue. Instead, petitioners clained as Schedul e C deductions
(continued. . .)
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inter alia, Comm ssioner v. Bollinger, 485 U S. 340 (1988), in

whi ch the Suprene Court of the United States (Suprene Court)

di scussed and applied the four indicia and two requirenents of
cor porate agency (discussed below).” Although petitioners cite
Bol li nger, they do not analyze and apply those indicia and re-
gui renents to Rockport Advisors and to Crown Capital.™

Before turning to Conm ssioner v. Bollinger, supra, we shal

consider Natl. Carbide Corp. v. Conmmi ssioner, 336 U S. 422

(1949), the sem nal case of the Suprene Court addressing how to

determ ne the existence of a corporate agency. |n addressing

89(...conti nued)
in the joint return for each of the years at issue certain
paynents that M. Ackerman nmade during each of those years to
Rockport Advi sors and/or Crown Capital, and Rockport Advisors
and/or Crown Capital clainmed as deductions in their respective
tax returns the respective expenses that they incurred during
each of those years.

Ol n support of their statenment that “A taxpayer nmay deduct
paynments for business expenses nade by * * * his agent on his
behal f7, petitioners also cite, inter alia, N.Y. Guandong Fin.
Inc. v. Conmm ssioner, T.C Menp. 2008-62. In that case, we
di scussed and applied the four indicia and two requirenents of
corporate agency that the Suprene Court discussed and applied in
Comm ssioner v. Bollinger, 485 U S. 340, 346-347 (1988). W
concluded in N.Y. Guandong Fin., Inc., that the facts therein did
not establish the existence of a corporate agency.

I n advanci ng what appears to be petitioners’ argunent that
Rockport Advi sors and/or Crown Capital were cost conpanies of M.
Ackerman and that therefore those conpanies were his agents
during each of the years at issue, petitioners claimthat “Crown
[Capital] operated for the account of M. Ackerman”. |If the
record had established that “Crown [Capital] operated for the
account of M. Ackerman”, which we find it does not, as discussed
bel ow, that alleged fact woul d have been an indicium of agency.
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that issue, the Suprene Court set forth the follow ng four indi-
cia and two requirenents that are to be considered in maki ng such
a determ nation

Whet her the corporation operates in the nane and for
the account of the principal, binds the principal by
its actions, transmts noney received to the principal,
and whether receipt of incone is attributable to the
servi ces of enployees of the principal and to assets
bel onging to the principal are sone of the rel evant
considerations in determ ning whether a true agency

exists. If the corporation is a true agent, its rel a-
tions with its principal nmust not be dependent upon the
fact that it is owed by the principal, if such is the
case. Its business purpose nust be the carrying on of
the normal duties of an agent. * * * [Fn. refs. omt-
ted.]

ld. at 437. (The above-quoted indicia and requirenents of corpo-
rate agency are commonly referred to, and we shall refer to them

as the six National Carbide factors.) |In Natl. Carbide Corp.

the Suprenme Court applied the six National Carbide factors and

concluded that the facts therein did not establish the existence
of a corporate agency.

In Conmi ssioner v. Bollinger, supra, the Suprene Court again

addressed how to determ ne whether a corporate agency exists. In
addressing that issue, the Suprene Court restated the six Na-

tional Carbide factors, id. at 346-347, and observed that those

factors are designed to ensure “the genui neness of the agency
relationship”, id. at 349. According to the Suprene Court,

t he genui neness of the agency relationship is ad-

equately assured * * * when the fact that the corpora-
tion is acting as agent for its shareholders with re-
spect to a particular asset is set forth in a witten
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agreenent at the tine the asset is acquired, the corpo-
ration functions as agent and not principal with re-
spect to the asset for all purposes, and the corpora-

tion is held out as the agent and not principal in al
dealings with third parties relating to the asset.

* * %

Id. at 349-350. 1In Bollinger, the Supreme Court concluded that
the facts therein established “the genui neness of the agency
relationship”. [d.

In order to determ ne whet her Rockport Advisors and/or Crown
Capital were M. Ackerman’s agents during each of the years at

i ssue, we shall apply and anal yze the six National Carbide fac-

tors. W turn first to Rockport Advisors. As discussed above,
the record is very sparse as to the activities of Rockport Advi-
sors during each of the years at issue, ’? including 1997, 1998,
2000, and 2002, the only years in which M. Ackerman nade certain
paynments to that conpany that petitioners clained as expenses in
their respective Schedules C for those years.” W note initially

that the requirenment included as one of the six National Carbide

factors that the corporation’s “relations wwth its principal nust
not be dependent upon the fact that it is owned by the princi-

pal ”, Natl. Carbide Corp. v. Conm ssioner, supra at 437, is

irrelevant to our resolving whet her Rockport Advisors was M.

Ackerman’s agent during each of petitioners’ taxable years 1997,

?See supra note 9.
3See supra note 33.
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1998, 2000, and 2002. That is because the parties do not dispute
that during each of those years M. Ackerman did not have an

ownership interest in Rockport Advisors. See Shenker v. Conm s-

sioner, 804 F.2d 109, 113 (8th Cr. 1986), affg. T.C. Meno. 1985-
301.

Wth respect to the remaining five National Carbide factors,

on the record before us, we find that petitioners have failed to
carry their burden of establishing that during each of their
t axabl e years 1997, 1998, 2000, and 2002 (1) Rockport Advisors
acted in the nanme, and for the account, of M. Ackerman; (2)
Rockport Advisors bound M. Ackerman by its actions; (3) Rockport
Advi sors transmtted noney received to M. Ackerman; (4) the
recei pt of inconme by Rockport Advisors was attributable to the
services of the enpl oyees of M. Ackerman and the assets bel ong-
ing to M. Ackerman; or (5) the business purpose of Rockport
Advi sors was the carrying on of the normal duties of an agent.
On the record before us, we find that petitioners have
failed to carry their burden of establishing that during each of
petitioners’ taxable years 1997, 1998, 2000, and 2002 Rockport
Advi sors was M. Ackerman’s agent.
W turn nowto Crown Capital. W note initially that, as
was true with respect to Rockport Advisors, the requirenent

i ncl uded as one of the six National Carbide factors that the

corporation’s “relations with its principal nust not be dependent
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upon the fact that it is owed by the principal”, Natl. Carbide

Corp. v. Commi ssioner, 336 U.S. at 437, is irrelevant to our

resol ving whether Crown Capital was M. Ackerman’s agent during
each of the years at issue. That is because the parties do not
di spute that during each of those years M. Ackernman did not have

an ownership interest in Ctown Capital. See Shenker v. Conm s-

si oner, supra at 113.

Wth respect to the remaining five National Carbide factors,

on the record before us, we find that petitioners have failed to
carry their burden of establishing that during each of the years
at issue (1) Crown Capital acted in the name, and for the ac-
count, of M. Ackerman;’™ (2) Crown Capital bound M. Ackernman by
its actions; (3) Crown Capital transmtted noney received to M.
Ackerman; (4) the receipt of inconme by Crown Capital was attrib-
utable to the services of the enployees of M. Ackerman and the
assets belonging to M. Ackerman;’” or (5) the business purpose of
Crown Capital was the carrying on of the normal duties of an

agent . ’®

“See supra note 71.

Al t hough M. Ackernman paid Crown Capital the funds that it
requested in order to assist it in carrying on its business
activities, after he did, those funds becane the funds of Crown
Capital and no | onger belonged to M. Ackerman.

®Mbr eover, on the record before us, we find that petition-
ers did not establish the follow ng facts that woul d have been
hel pful in ensuring “the genui neness of the [clained] agency
(continued. . .)
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On the record before us, we find that petitioners have
failed to carry their burden of establishing that during each of
the years at issue Crown Capital was M. Ackerman’s agent.

Petitioners’ Conpensation Argunent

As we understand it, petitioners are arguing that during
each of the years at issue M. Ackerman received conpensation
ot her than the normal investor’s return for the advisory services
t hat he provided during each of those years with respect to the
maj or projects. Consequently, according to petitioners, under
appl i cabl e casel aw, during each of the years at issue M.
Ackerman was engaged in a trade or business of providing advisory
services within the nmeaning of section 162(a). The princi pal

case on which petitioners rely to support that argument is Gblin

v. Comm ssioner, 227 F.2d 692 (5th Cr. 1955), revg. T.C Meno.

®(...continued)
rel ati onshi p”, Conm ssioner v. Bollinger, 485 U S. at 349,
between Crown Capital and M. Ackerman: (1) There was a witten
agreenent that set forth that CGown Capital was an agent of M.
Ackerman during any of the years at issue; (2) Crown Capita
functioned for any purpose as an agent with respect to the major
projects that he pursued during those years; and (3) Crown
Capital was held out as an agent of M. Ackerman in all dealings
with third parties relating to those projects during those years.
To the contrary, we have found that during the years at issue
Crown Capital, inits ow nanme, entered into various managenent
service agreenents with the respective conpanies involved in
certain of the projects that M. Ackerman pursued. Pursuant to
t hose agreenents, in exchange for certain fees to be paid by
t hose respective conpanies to Crown Capital, Crown Capital was to
provide certain services to them
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1954-186. 77 According to petitioners, “M. Ackerman’'s busi ness
was not dissimlar [to that of the taxpayer in Gblin], as he
hel ped people create and structure transactions.” Wat petition-
ers fail to understand or choose to ignore is that the fact that
M. Ackernman may have “hel ped people create and structure trans-
actions” in providing advisory services during the years at issue
wWith respect to the major projects is not determ native of
whet her for each of those years he was engaged in a trade or
busi ness of providing those services within the neani ng of sec-
tion 162(a).

In Gblin v. Conm ssioner, supra, the United States Court of

Appeals for the Fifth Crcuit (Court of Appeals for the Fifth
Circuit) addressed whether the taxpayer “was regularly engaged in
t he busi ness of seeking out business opportunities, pronoting,
organi zing and financing them contributing to them substantially
50% of his tinme and energy and then disposing of themeither at a
profit or loss”. The Court of Appeals for the Fifth Crcuit held
that the taxpayer was engaged in that business. 1In so holding,

that Court relied on, inter alia, Foss v. Comnmi ssioner, 75 F.2d

"Petitioners also rely on certain other cases to establish
that during each of the years at issue M. Ackerman was engaged
in a trade or business of providing advisory services within the
meani ng of sec. 162(a). W have carefully considered each of
those other cases. W find all of themto be materially distin-
gui shable fromthe instant cases and petitioners’ reliance on
themto be m spl aced.
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326 (1st Cir. 1935), and Sage v. Comm ssioner, 15 T.C 299

(1950). dblin v. Conm ssioner, supra at 696

In Wiipple v. Comm ssioner, 373 U. S. 193, 203 n.10 (1963),

whi ch the Suprene Court decided after G blin, the Suprene Court
expressly di sapproved of any statenents and hol dings in Foss and
Sage that were contrary to its statenents and hol dings in

Wi pple. In Wipple, the Suprenme Court addressed whet her a

t axpayer who had furnished regular services to several corpora-
tions in which he was an i nvestor was engaged i n an i ndependent
trade or business. The Suprene Court held that “Absent substan-
tial additional evidence, furnishing managenent and ot her ser-
vices to corporations for a reward not different fromthat flow
ing to an investor in those corporations is not a trade or busi-
ness”. 1d. at 203 (fn. ref. omtted). |In so holding, the Su-
preme Court stated:

Devoting one’s time and energies to the affairs of
a corporation is not of itself, and without nore, a
trade or business of the person so engaged. Though
such activities may produce incone, profit or gain in
the formof dividends or enhancenent in the value of an
investnment, this return is distinctive to the process
of investing and is generated by the successful opera-
tion of the corporation’s business as distingui shed
fromthe trade or business of the taxpayer hinself.
Wen the only return is that of an investor, the tax-
payer has not satisfied his burden of denonstrating
that he is engaged in a trade or business since invest-
ing is not a trade or business and the return to the
t axpayer, though substantially the product of his ser-
vices, legally arises not fromhis own trade or busi-
ness but fromthat of the corporation. Even if the
t axpayer denonstrates an i ndependent trade or business
of his own, care nust be taken to distinguish bad debt
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| osses arising fromhis own business and those actually
arising fromactivities peculiar to an investor con-
cerned with, and participating in, the conduct of the
cor por at e busi ness.

If full-tinme service to one corporation does not
al one anount to a trade or business, which it does not,
it is difficult to understand how the sane service to
many corporations would suffice. To be sure, the pres-
ence of nore than one corporation mght |end support to
a finding that the taxpayer was engaged in a regul ar
course of pronoting corporations for a fee or comm s-
sion, * * * or for a profit on their sale, see Gblin
v. Conmm ssioner, 227 F.2d 692 * * *  but in such cases
there is conpensation other than the normal investor’s
return, incone received directly for his own services
rather than indirectly through the corporate enterprise

* * %

Id. at 202-203.
Al t hough, as quoted above, the Suprene Court in Wipple

cited Gblin v. Conm ssioner, 227 F.2d 692 (5th Gr. 1955), it

cited Gblin only for the narrow proposition that “the presence
of nore than one corporation mght |end support to a finding that
t he taxpayer was engaged in a regular course of pronoting corpo-

rations * * * for a profit on their sale”. Wipple v. Conm s-

sioner, supra at 202-203. In citing Gblin for that narrow

proposition, the Suprenme Court enphasized that in order to con-
clude that a taxpayer is engaged in a trade or business “there
* * * [nust be] conpensation other than the nornmal investor’s
return, inconme received directly for * * * [the taxpayer’s] own
services rather than indirectly through the corporate enter-

prise”. 1d. W nust read Gblin in a manner that is consistent
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with Wiipple. W did so in Deely v. Comm ssioner, 73 T.C. 1081

(1980), a case that petitioners do not cite.

In Deely, we addressed whether a taxpayer who had organi zed
and financed 26 conpani es was engaged in the trade or business of
pronoting, organi zing, financing, and/or dealing in corporations.
We held in Deely that the taxpayer was not engaged in that trade
or business. [d. at 1096. In so holding, we stated:

In order to establish a business separate from
that of his corporations, * * * [the taxpayer] nust
show t hat the conpensation he seeks fromhis activities
is other than the normal investor’s return and that
incone received is directly for his services rather
than indirectly through the successful operation of the
corporate enterprise. Wipple v. Conmm ssioner, supra
at 203.

* * * [The taxpayer] contends that he was in the
separate business of pronoting, organizing, financing,
and/or dealing in corporations. It seens clear from
Wi pple that to qualify such activities as a separate
busi ness they nust be conducted for a fee or comm ssion
or with the i medi ate purpose of selling the corpora-
tions at a profit in the ordinary course of that busi-
ness. * * * There is no evidence in this case that
* * * [the taxpayer] received any fees or comm ssions
for organizing, financing, or pronotional activities;
instead, he usually invested or took an equity interest
in the entities that he organi zed, pronoted, or fi-
nanced. * * *

Id. at 1093.

In reaching our holding in Deely v. Conm ssioner, supra at

1093, we considered Gblin v. Conm ssioner, supra. W concluded

in Deely that in order to come within the holding in Gblin a
t axpayer nust show that the taxpayer organized the entities in

whi ch the taxpayer invested “wth a viewto a quick and profit-
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abl e sale after each busi ness had becone established, rather than
with a view to |long-range investnent gains.”’ |[d.

In contrast to the taxpayer in Gblin v. Conm ssioner,

supra, petitioners do not claim and presented no evidence, |et
al one credible evidence, see sec. 7491(a), establishing, that
during each of the years at issue M. Ackerman provided advisory
services pertaining to the finances and managenent of the respec-
tive conpanies involved in the major projects with the purpose of
selling his respective interests in those conpanies at a profit
in the ordinary course of his alleged business of providing those
services.” W find Gblin to be materially distinguishable from
the instant cases and petitioners’ reliance on that case to be
m spl aced.

On the record before us, we find that petitioners have
failed to carry their burden of establishing that during each of
the years at issue M. Ackerman provi ded advi sory services with

respect to the major projects with the purpose of selling his

®\WW& observed in Deely v. Conm ssioner, 73 T.C. 1081, 1093
n.11 (1980), that “it would appear that Gblin v. Conmm ssioner,
227 F.2d 692 (5th G r. 1955), has been sapped of sone of its
vitality by the opinions of the Fifth Grcuit in Bodzy v. Conm s-

sioner, 321 F.2d 331 (5th Gr. 1963); and United States v. Byck,
325 F.2d 551 (5th Gr. 1963).”

®I ndeed, on the record before us, we find that petitioners
have failed to establish that M. Ackerman sold any of his
respective interests in the conpanies involved in the mjor
projects in the ordinary course of his alleged business of
provi di ng advi sory servi ces.
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interests in the respective conpanies involved in those projects
at a profit in the ordinary course of his alleged business of

provi ding those services.?® See Wipple v. Conm ssioner, 373 U.S.

at 202-203; Deely v. Conm ssioner, supra at 1093; cf. Gblin v.

Conmi sSsi oner, supra.

We shal |l address now whet her during each of the years at
i ssue M. Ackerman provi ded advi sory services with respect to
each of the major projects in exchange for a fee or a conm ssion
or any other conpensation other than the normal investor’s re-

turn. See Wiipple v. Conmm ssioner, supra at 202-203; Deely v.

Conmi ssi oner, supra at 1093.

Wth respect to the major project pertaining to Equity
Mar keting (Equity Marketing project), petitioners claimthat M.
Ackerman received a fee in exchange for the advisory services
that he provided with respect to that project.® To support that
claim petitioners rely on the testinony of M. Ackerman on which
we are unwilling to rely to establish petitioners’ position with

respect to their clainmed Schedule C deductions. In this regard,

80See supra note 79.

8petitioners reported no incone, |et alone income fromthe
Equity Marketing project, in Schedule C for each of the years at
i ssue. Moreover, petitioners do not claim and the record does
not establish, that they reported in any other part of their
joint returns for any of the years at issue the fee that peti-
tioners claim M. Ackerman received in exchange for the advisory
services that he provided with respect to the Equity Marketing
proj ect .
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M. Ackernman testified that he received a fee in exchange for the
advi sory services that he provided wwth respect to the Equity
Mar keting project. Qur understanding is that the fee to which
M. Ackerman referred in his testinony is the commtnent fee that
Equity Marketing agreed to pay to Crown Acquisition Partners, or
any of its affiliates, as part of Equity Marketing s agreenent to
sell to Crown Acquisition Partners certain shares of its stock
and certain warrants to purchase certain other shares of its
stock. There is no reliable evidence in the record establishing
that Equity Marketing was required to, and did, pay the commt-
ment fee required in the Equity Marketing securities purchase
agreenent in exchange for any advisory services that M. Ackerman
provided to Equity Marketing. W have found that that comm t nent
fee was required to be paid to Crown Acquisition Partners or one
of its affiliates as part of Equity Marketing s agreenment to sel
to Crown Acquisition Partners certain shares of its stock and
certain warrants to purchase certain other shares of its stock
and that it was paid to Cown Capital, one of Crown Acquisition
Partners’ affiliates. That commtnment fee was not required to

be, and was not, paid to M. Ackerman. &

82The record does not establish, and petitioners do not even
claim that they reported in any of their joint returns for the
years at issue the commtnent fee required in the Equity Market-
ing securities purchase agreenent. See supra note 81.
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Petitioners claimnot only that M. Ackerman received a fee
i n exchange for the advisory services that he provided with
respect to the Equity Marketing project, but also that he re-
cei ved dividends in exchange for those services. The parties do
not dispute that petitioners received, and reported in their
joint return for each of their taxable years 2000 t hrough 2006,
certain dividend inconme fromEquity Marketing that had fl owed
through, inter alia, Sonmerville. However, that fact does not
support petitioners’ position that M. Ackerman received conpen-
sation other than the normal investor’s return in exchange for
t he advisory services that he provided with respect to the Equity
Mar keting project. The receipt of dividends is “distinctive to
the process of investing and is generated by the successful
operation of the corporation’s business as distinguished fromthe

trade or business of the taxpayer”. \Whipple v. Conm Ssioner,

supra at 202.

On the record before us, we find that petitioners did not
i ntroduce credi bl e evidence, see sec. 7491(a)(1), and have failed
to carry their burden of, establishing that M. Ackerman provided
advi sory services with respect to the Equity Marketing project in
exchange for a fee or a comm ssion or any other conpensation
ot her than the normal investor’s return.

Wth respect to the major project pertaining to Thal es Fund

Managenent (Thal es project), petitioners claimthat M. Ackerman
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recei ved as conpensation other than the normal investor’s return
certain equity interests in Thal es Fund Managenent and/or one of
its related entities in exchange for the advisory services that
he provided with respect to that project. To support that claim
petitioners rely on the respective testinonies of M. Ackerman
and M. Lerner on which we are unwilling to rely to establish
petitioners’ position with respect to their claimed Schedule C
deductions. Al though we have found that M. Ackerman indirectly
owned certain equity interests in Thal es Fund Managenent, Thal es
Capital, and Thal es Fund, on the record before us, we find that
petitioners have failed to carry their burden of establishing
that M. Ackernman received those respective equity interests as
conpensation other than the normal investor’s return for the

advi sory services that he provided with respect to the Thal es

proj ect . 83

8petitioners reported no incone, |et alone income fromthe
Thal es project, in Schedule C for each of the years at issue.
Nonet hel ess, petitioners argue that “Amounts received for ser-
vices for Thal es Fund Managenent were reported [by petitioners]
t hrough Sonerville”. |In advancing that argunent, petitioners
point to the fact that Sonerville reported in its Form 1065 its
respective distributive shares of taxable incone that were
generated by the respective operations of (1) Thal es Fund Manage-
ment and Thal es Capital for each of Sonerville's taxable years
1999 through 2004 and (2) Thales Fund for each of Sonmerville's
t axabl e years 1999, 2000, 2002, and 2004. Those respective
distributive shares of taxable incone that were generated by the
respective operations of Thal es Fund Managenent, Thal es Capital,
and Thal es Fund did not represent conpensation for M. Ackerman’s
advi sory servi ces.
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On the record before us, we find that petitioners did not
i ntroduce credi bl e evidence, see sec. 7491(a)(1), and have failed
to carry their burden of, establishing that M. Ackerman provided
advi sory services with respect to the Thal es project in exchange
for a fee or a conm ssion or any other conpensation other than
the normal investor’s return.

Wth respect to the major project pertaining to Fresh D rect
(Fresh Direct project), petitioners claimthat M. Ackerman
recei ved as conpensation other than the normal investor’s return
certain ““free’ equity” in exchange for the advisory services
that he provided with respect to that project.® To support that
claim petitioners rely on the respective testinonies of M.
Ackerman and Jason Ackerman on which we are unwilling to rely to
establish petitioners’ position with respect to their clained
Schedul e C deductions. In this regard, M. Ackerman testified at
trial that (1) in exchange for the advisory services that he
provided to Fresh Direct, he was able to purchase 83 percent of
the stock of that conpany for the nom nal anount of a penny a

share, (2) the value of each of those shares eventually rose to

8Ppetitioners reported no incone, |let alone incone fromthe
Fresh Direct project, in Schedule C for each of the years at
i ssue. Moreover, petitioners do not claim and the record does
not establish, that they reported in any of the joint returns for
the years at issue any incone, let alone inconme in the form of
conpensation other than the normal investor’s return, fromthe
Fresh Direct project.
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$2, and (3) therefore he received “free equity” in Fresh Direct
that had a value of $135 nmillion.

M. Ackerman’s testinony that, in exchange for the advisory
services that he provided to Fresh Direct, he was able to pur-
chase 83 percent of the stock of Fresh Direct for the nom nal
anount of a penny a share is apparently based on the assunption
that the stock of Fresh Direct was worth nore than a penny a
share at the time M. Ackerman purchased 83 percent of that
stock--an alleged fact that we are unable to find on the record
before us. M. Ackerman’s testinony that the value of the shares
of stock of Fresh Direct that he purchased for a penny a share
eventually rose to $2 a share and that therefore he received
“free equity” in Fresh Direct valued at $135 million is appar-
ently based on the assunption that any increase in the val ue of
the Fresh Direct stock that he purchased establishes that he
recei ved conpensation other than the normal investor’s return for
the advisory services that he provided with respect to the Fresh

Direct project—a conclusion that is contrary to Wipple v.

Comm ssioner, 373 U S. 193 (1963). Any enhancenent in the val ue

of the Fresh Direct shares that M. Ackerman purchased “is dis-
tinctive to the process of investing and is generated by the
successful operation of the corporation’s [Fresh Direct’s] busi-
ness as distinguished fromthe trade or business of the taxpayer

[ M. Ackerman] hinself.” 1d. at 202.
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On the record before us, we find that petitioners did not
i ntroduce credi bl e evidence, see sec. 7491(a)(1), and have failed
to carry their burden of, establishing that M. Ackerman provided
advi sory services with respect to the Fresh Direct project in
exchange for a fee or a comm ssion or any other conpensation
ot her than the normal investor’s return.

Wth respect to the major project pertaining to Resort
Theaters (Resort Theaters project), petitioners claimthat M.
Ackerman recei ved as conpensation other than the normal inves-
tor’s return certain “equity conpensation” in Resort Theaters in
exchange for the advisory services that he provided with respect
to that project.® To support that claim petitioners rely on the
testinony of M. Lerner on which we are unwilling to rely to
establish petitioners’ position with respect to their clained
Schedul e C deductions. W have found (1) that on February 18,
1999, Santa Monica, virtually all of which M. Ackerman owned
indirectly, invested $14 mllion in Resort Theaters in return for
whi ch Santa Mnica received a 100-percent ownership interest in
Resort Theaters and (2) that Santa Mnica reported in Form 1065

for its taxable year 2000 a long-termcapital |oss of $14 million

8Ppetitioners reported no incone, |let alone inconme fromthe
Resort Theaters project, in Schedule C for each of the years at
i ssue. Moreover, petitioners do not claim and the record does
not establish, that they reported in any of the joint returns for
the years at issue any incone, let alone inconme in the form of
conpensation other than the normal investor’s return, fromthe
Resort Theaters project.
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wWith respect to its investnent in Resort Theaters. On the record
before us, we find that petitioners have failed to carry their
burden of establishing that M. Ackernman received that indirect
equity interest in Resort Theaters as conpensation other than the
normal investor’s return for the advisory services that he pro-
vided with respect to the Resort Theaters project.

On the record before us, we find that petitioners did not
i ntroduce credi bl e evidence, see sec. 7491(a)(1), and have failed
to carry their burden of, establishing that M. Ackernman provided
advi sory services with respect to the Resort Theaters project in
exchange for a fee or a comm ssion or any other conpensation
ot her than the normal investor’s return.

Wth respect to the major project pertaining to Davidson
Cotton (Davidson Cotton project), petitioners claimthat M.
Ackerman recei ved as conpensati on other than the normal inves-
tor’s return what he characterized at trial as an “override” in
exchange for the advisory services that he provided with respect
to that project.® To support that claim petitioners rely on the
testimony of M. Ackerman on which we are unwilling to rely to

establish petitioners’ position with respect to their clained

8Ppetitioners reported no incone, |let alone inconme fromthe
Davi dson Cotton project, in Schedule C for each of the years at
i ssue. Moreover, petitioners do not claim and the record does
not establish, that they reported in any of the joint returns for
the years at issue any incone, let alone inconme in the form of
conpensation other than the normal investor’s return, fromthe
Davi dson Cotton project.
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Schedul e C deductions. W understand the ordinary nmeani ng of the
term*®“override”. However, we do not understand the neani ng or
the nature of the “override” to which M. Ackerman referred in
his testinony.® W have found (1) that on Decenber 3, 1999,
Sonmerville, virtually all of which M. Ackerman owned indirectly,
invested $15 mllion in Crown Davidson Partners and (2) that on
the sanme date Crown Davi dson Partners acquired 15,000 shares of
preferred stock in Davidson Cotton.® On the record before us, we
find that petitioners have failed to carry their burden of estab-
lishing that M. Ackerman received conpensation other than the
normal investor’s return for the advisory services that he pro-

vided with respect to the Davidson Cotton project.

8M . Ackerman testified as follows with respect to the so-
cal l ed overri de:

And we negotiated, we went to Jacob Rothschild and
basically negotiated an i nvestnent that he woul d cone
in on on which we negotiated an override and with an

ot her Mexi can investor where we negotiated an overri de.

Now what | nean by we, * * * | neant Jeff
Deut schman, Jason [ Ackerman], and Perry [Lerner], and
me as well, as a participant in the overrides we woul d
get fromthese other people.

For exanple, with Jacob Rothschild, we negotiated
a 20 percent override. The relationship, each of the

other three — Perry, Jason and Jeff — received three
and a third percent of that override, of that 20 per-
cent; | received ten percent of that override.

88See appendi x A
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On the record before us, we find that petitioners did not
i ntroduce credi bl e evidence, see sec. 7491(a)(1), and have failed
to carry their burden of, establishing that M. Ackerman provided
advi sory services with respect to the Davidson Cotton project in
exchange for a fee or a comm ssion or any other conpensation
ot her than the normal investor’s return.

On the record before us, we find that petitioners have
failed to carry their burden of establishing that M. Ackernman
provi ded advi sory services with respect to the major projects in
exchange for a fee or a comm ssion or any other conpensation

other than the normal investor’'s return. See Whipple v. Conmm s-

sioner, 373 U S. at 202-203; Deely v. Commi ssioner, 73 T.C. at

1093.

It appears fromthe record before us, including the respec-
tive testinonies of M. Ackerman and M. Deutschman, that during
the years at issue M. Ackerman provi ded advi sory services with
respect to the mpjor projects as part of an investnent strategy
designed to determ ne whether to nmake investnents in the respec-
tive conpanies involved in those projects and how to enhance the

val ue of any such investnments nade.® By way of illustration, M.

8]t was petitioners thensel ves who described M. Ackerman’s
“Principal business or profession, including product or service”
in their Schedule C for each of the years at issue as “I NVEST-
MENTS AND BANKI NG'. Petitioners do not claim and the record
does not establish, that M. Ackernman was engaged in the business
of banking during any of the years at issue.
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Ackerman testified with respect to the Equity Marketing project
that Equity Marketing

cane to ne and asked nme to nmake an equity investnent

and to also provide direct advice for themin the ac-

qui sition process.

VWhat | then did was went to Jason [ Ackerman],

* * * [M. Deutschman] and * * * [M. Lerner] and said

woul d you do the due diligence to see whether, nunber

one, we had an investnent that was of interest to us;

and then to see nore inportantly as [to] whether we

coul d add value froman advisory point of viewin terns

of their negotiating strategy.
By way of further illustration, M. Deutschman, the managing
director of Crown Capital, testified with respect to M.
Ackerman’s relationship with Crown Capital ®® that “Crown Capita
was a private equity investnent business set up to acquire con-
trol of m ddl e-market conpanies or perhaps the seed, the growh
pl ans, of conpanies that exhibited attractive grown [sic] oppor-
tunities for the benefit of primarily Peter Ackerman.” According
to M. Deutschman, “The people in New York [i.e., the enpl oyees
of Crown Capital] were responsible for doing diligence, doing a
| ot of detail work, reporting back to the managi ng directors and
Peter [Ackerman] as to the progress in various investnents”.

Based upon our exam nation of the entire record before us,

we find that petitioners have failed to carry their burden of

establishing that during each of the years at issue M. Ackernman

Crown Capital was the recipient of substantially or virtu-
ally all of the paynents that petitioners clainmed in Schedule C
for each of the years at issue.
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was carrying on a trade or business of advising conpani es about
their finances and managenent within the neaning of section
162(a). On that record, we further find that petitioners have
failed to carry their burden of establishing that they are enti-
tled for each of those years to deduct under section 162(a) the
Schedul e C expenses that petitioners are claimng.

Cl ai red Deduction for the
Prot ecti on of Busi ness Reputation

It is petitioners’ position that they are entitled for their
t axabl e year 1997 to deduct under section 162(a) the $7, 850, 000
that M. Ackerman, through Sonmerville S Trust, advanced to ECC
and that was booked by both Sonerville S Trust and ECC as a | oan.
I n support of that position, petitioners argue (1) that the
$7, 850,000 that M. Ackerman advanced to ECC did not constitute a
loan and (2) that M. Ackerman’s primary notive in advancing
those funds to ECC was to protect his business reputation.

It is respondent’s position that petitioners are not enti-
tled for their taxable year 1997 to deduct under section 162(a)
t he $7,850,000 that M. Ackerman, through Sonerville S Trust,
advanced to ECC. In support of that position, respondent argues
that the transfer of those funds constituted a | oan from
Sonerville S Trust to ECC. Respondent further argues:

It is clear that the transfers in gquestion were
part of a substantial capital investnent by Somerville
S Trust in the International Goup. The transfers were

cont enporaneous with the formation in 1997 of the indi-
vi dual nmenbers of the International G oup. Econony
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Color Card was acquired by ISl in 1997, and its assets

and operations were absorbed into the International

G oup. Not only did the International Goup carry on

t he busi ness of Econony Color Card, it also sought to

devel op new areas of business. Cearly the transfers

were part of a larger investnent in the International

GOUp. * % x[91]

We need not resolve the parties’ dispute over whether for
tax purposes the $7,850,000 that M. Ackerman advanced to ECC
constituted a loan from Sonerville S Trust to ECC. That is
because, even if we were to find, as petitioners contend, that
that transfer did not constitute a | oan, any such finding would
not affect our ultimate finding with respect to the deductibility
under section 162(a) of the $7,850,000 of advanced funds.

Petitioners acknow edge that generally a taxpayer may not
deduct the expenses paid on behalf of another. See Wlch v.
Hel vering, 290 U. S. 111 (1933). Petitioners nonethel ess argue
that they are entitled to deduct under section 162(a) the
$7, 850, 000 of advanced funds because M. Ackerman’s prinmary
notive in advanci ng those funds was to protect his business
reputation and not to acquire any capital asset or protect an

investnment. In support of that argunent, petitioners rely on,

inter alia, Allen v. Conm ssioner, 283 F.2d 785 (7th G r. 1960),

%IRespondent argues in the alternative that petitioners are
“barred by * * * the TEFRA partnership provisions” fromclaimng
a deduction with respect to the $7,850, 000 of advanced funds for
their taxable year 1997. See infra note 96
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affg. in part and revg. in part T.C Meno. 1959-227, and Lohrke

v. Conm ssioner, 48 T.C. 679 (1967) (discussed bel ow).

Although it is not altogether clear, petitioners appear to
be arguing that the business reputation that M. Ackerman was
seeking to protect was his reputation in his alleged business of
advi si ng conpani es about their finances and managenent. W have
found that petitioners have failed to carry their burden of
establishing that during any of the taxable years at issue,

i ncluding 1997 for which petitioners are claimng a deduction
with respect to the $7,850,000 of advanced funds, M. Ackernan
was carrying on a trade or business of advising conpani es about
their finances and managenent within the neaning of section
162(a).

Assum ng arguendo that petitioners had carried their burden
of establishing that during their taxable year 1997 M. Ackerman
was carrying on a trade or business of advising conpani es about
their finances and managenment within the neaning of section
162(a), on the instant record, we nonethel ess woul d, and do
bel ow, reject petitioners’ contention that M. Ackerman, through
Sonerville S Trust, advanced $7,850,000 to ECC in order to pro-
tect his reputation in that alleged business.

I n deci ding whether petitioners are entitled for their
t axabl e year 1997 to deduct under section 162(a) the $7, 850, 000

of advanced funds, we nust determ ne whether M. Ackernman’s



- 91 -
primary notive in advancing those funds to ECC was to protect his
reputation in his alleged business of providing advisory ser-

vices. See Capital Video Corp. v. Commi ssioner, 311 F.3d 458,

464 (1st Gr. 2002), affg. T.C. Meno. 2002-40; Lohrke v. Conmm s-

si oner, supra.

In support of their claimthat M. Ackerman’s primary notive
i n advanci ng $7, 850,000 to ECC was to protect his reputation in
his all eged busi ness of providing advisory services, petitioners
rely on the respective testinonies of M. Ackerman, Jason
Ackerman, Don Ackerman, and M. Lerner on which we are unwlling
torely to establish petitioners’ position with respect to their
cl ai med deduction under section 162(a) of the $7, 850,000 of
advanced funds. They also rely on the testinony of M. Braddock.

M. Braddock testified that he knew not hi ng about the busi -
ness of ECC. M. Braddock also testified that he was not even
aware at the tinme in 1997 M. Ackerman made advances totaling
$7,850,000 to ECC that M. Ackerman was maki ng those advances.
M. Braddock thus could not have known at that tinme, and he did
not testify about, why M. Ackerman advanced a total of
$7,850,000 to ECC. W are unable to find from M. Braddock’s
testinmony that M. Ackerman’s primary notive in advancing those
funds to ECC was to protect M. Ackerman’s reputation in his

al | eged busi ness of providing advisory services.
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W turn nowto Allen v. Conmm ssioner, supra, and Lohrke v.

Conmm ssi oner, supra, on which, inter alia, petitioners rely to

support their position that they are entitled to deduct under
section 162(a) the $7,850,000 of advanced funds. ®

In Allen v. Conmi ssioner, supra, the United States Court of

Appeal s for the Seventh Circuit (Court of Appeals for the Seventh
Circuit) addressed whether the president (M. Allen) of a corpo-
ration (Tucson corporation), who was a stockhol der of that corpo-
ration, was entitled to deduct as an ordinary and necessary

busi ness expense $10, 000 ($10, 000 of Tucson funds) that he had
advanced to that corporation so that it could nmake certain pay-
ments to its creditors. That court held that M. Allen was
entitled to do so. 1d. at 791. 1In so holding, the Court of
Appeal s for the Seventh Circuit examned M. Allen’s purpose in
advanci ng those funds. 1d. at 790. That court found that M.
Al'l en advanced the $10, 000 of Tucson funds “to protect the repu-
tation and credit standing” of his sole proprietorship. 1d. In
maki ng that finding, the Court of Appeals for the Seventh G rcuit
noted that the Tucson corporation was in the process of |iquidat-

ing when M. Allen advanced $10,000 to it and that “The condition

“petitioners also rely on certain other cases to establish
that they are entitled to deduct under sec. 162(a) the $7, 850, 000
of advanced funds. W have carefully considered each of those
other cases. W find all of themto be materially distinguish-
able fromthe case at docket No. 13947-06 and petitioners’
reliance on themto be m spl aced.
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of the [Tucson] corporation and its business belie any intention
of making an investnent in the corporation or its business.”®
Id. That Court further reasoned that

the record denonstrates, as taxpayer testified and
contends, he nmade the paynent to protect the reputation
and credit standing of his MIwaukee busi ness oper a-
tion, a highly successful venture. Default and bank-
ruptcy of the Tucson corporation under his presidency
and managenent could but reflect adversely on the busi-
ness reputation of taxpayer’s simlar M| waukee enter-
prise as a sole proprietor. * * *

In Lohrke v. Comm ssioner, 48 T.C. 679 (1967), the Tax Court

of the United States, a predecessor of this Court, addressed

whet her a taxpayer (M. Lohrke), who owned a substantial interest
in a corporation (Textiles), was entitled to deduct as an ordi -
nary and necessary busi ness expense a paynent (Textiles paynment)
that he had nade to a customer of that corporation. That Court
held that M. Lohrke was entitled to do so. [|d. at 689. 1In so
hol di ng, the Tax Court of the United States exam ned M. Lohrke’s

purpose in making the Textiles paynent. 1d. at 688-689. That

%The Court of Appeals for the Seventh Circuit further held
in Allen v. Conmm ssioner, 283 F.2d 785, 791 (7th Cr. 1960),
affg. in part and revg. in part T.C. Meno. 1959-227, that M.
Allen was not entitled to deduct as ordinary and necessary
busi ness expenses certain other paynents that he had advanced to
t he Tucson corporation before it was in the process of |iquidat-
ing. The Court of Appeals for the Seventh Circuit held that
t hose paynents, which were advanced as working capital, did not
“bear the requisite relationship to the taxpayer’s business to
qualify themfor treatnent as other than capital | osses or non-
busi ness | osses”. 1d.
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Court found that M. Lohrke’s ultimte purpose in nmaking that
paynment was to protect or pronote his own business, and not to
keep Textiles in existence. 1d. at 689. The Tax Court of the
United States found in Lohrke:

W are inclined to believe that the [taxpayer’s]
* * * primary notive was the protection of his |icens-
i ng business. That business was providing himwith a
substantial inconme, and therefore, we can believe him
when he says that he acted to protect that business.
On the contrary, Textiles was unprofitable, and the
prospects were that it would remain so. Thus, we think
that the nost |likely explanation is that he acted to
protect his profitable individual business.

Id. at 689.

We find the respective facts in Allen v. Conm ssioner, 283

F.2d 785 (7th G r. 1960), and Lohrke v. Conm ssioner, supra, to

be materially distinguishable fromthe facts before us and peti -
tioners’ reliance on those cases to be msplaced. Unlike the
respective facts in Allen and Lohrke, here, around the tinme in
1997 M. Ackerman had deci ded to advance, and was advanci ng,
$7,850,000 to ECC, a decision had been made to formthe Interna-
tional Goup® in order to continue ECC s operations in nodified
form In addition, unlike the respective facts in Allen and
Lohrke, around the time in 1997 M. Ackerman had decided to
advance, and was advanci ng, $7,850,000 to ECC, he al so decided to

make, and was maki ng, through Sonerville an investnent of

%The International Goup consisted of ISI, I1SG and | SGH
See supra note 39.
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$18, 050,000 in the International Goup by investing that amount
in1Sl.®%

On the record before us, we find that petitioners have
failed to carry their burden of establishing that M. Ackerman’s
primary notive in advancing $7, 850,000 to ECC was to protect his
reputation in his alleged business of providing advisory ser-
vices. It appears fromthat record that M. Ackerman’s primary
notive in advancing those funds to ECC was to protect the invest-
ment that he intended to, and did, make in the International
G oup, a group of conpanies forned in order to continue ECC s
operations in nodified form

Based upon our exam nation of the entire record before us,
we find that petitioners have failed to carry their burden of

establishing that they are entitled for their taxable year 1997

%ECC was al so an investor in ISI. ECC contributed to ISl
over $15 mllion of assets, including a substantial anmount of
cash, in return for which it received a 1l-percent interest in
ISI. Included in the assets that ECC contributed to ISI were
substantial anobunts of inventory, certain accounts receivable,
certain intangi ble assets in the formof custoner rel ationships,
certain enpl oyee rel ationships, certain | easehold interests, and
substantial anmounts of machinery and equi pnment that were used in
t he production of sanple cards and packagi ng projects. Those
assets, along with the substantial anmount of cash that ECC
contributed to I SI, assisted the International G oup in continu-
ing the operations of ECCin nodified form The record does not
di scl ose how ECC, a conpany facing dire financial circunstances
in 1997, had a substantial anmount of cash to contribute to ISl or
whet her the cash that ECC contributed to ISI consisted of a
portion of the $7,850,000 that M. Ackerman had advanced to ECC.
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t o deduct under section 162(a) the $7,850,000 that M. Ackernman,
t hrough Sonerville S Trust, advanced to ECC. %

Clained Losses Wth Respect to ISl

It is petitioners’ position that M. Ackerman’s all ocabl e
portions of the respective 1998 ISl |oss and 2000 ISl |oss are
not passive activity losses within the neaning of section 469(a).
That is because, according to petitioners, M. Ackerman should be
treated as having materially participated in |ISI’s business

during each of petitioners’ taxable years 1998 and 2000. %

%®Respondent argues in the alternative, see supra note 91,
that petitioners are “barred by * * * the TEFRA partnership
provisions” fromclaimng a deduction with respect to the
$7, 850, 000 of advanced funds for their taxable year 1997. In
this regard, Santa Mnica, which owned Sonerville during each of
the years at issue and which was subject to the provisions of
secs. 6221 through 6234 for each of those years, included in Form
1065 for its taxable year 2000 the bad debt deduction of
$7, 850,000 that Sonmerville claimed with respect to those funds in
Form 1065 that it prepared for its taxable year 2000 but did not
file because it was a disregarded entity. See supra note 7.
During each of the years at issue, M. Ackerman owned virtually
all of Santa Monica through Sonerville S Trust. Pursuant to sec.
6222(a), petitioners reported in Schedule E of their 2000 joint
return Sonerville S Trust’s allocable share of Santa Monica’'s
cl ai med 2000 ordinary | oss, which included Sonerville' s clained
bad debt deduction of $7,850,000. Petitioners now want to
deviate fromnot only the bad debt tax treatnment that Santa
Moni ca, as the owner of Sonerville, clained for the $7, 850, 000 of
advanced funds but also the year (i.e., 2000) for which Santa
Monica clained that treatnment. Petitioners here claima deduc-
tion for their taxable year 1997 for the $7,850,000 of advanced
funds as an ordinary and necessary busi ness expense under sec.
162(a). Sec. 6222(a) does not allow themto do so.

9The parties do not dispute that if M. Ackernman materially
participated in the business of ISl during each of petitioners’
t axabl e years 1998 and 2000, petitioners are entitled (1) for
(continued. . .)
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Pursuant to section 469(a), a passive activity loss of an
i ndividual for the taxable year is generally not allowed as a
deduction for that year.® For this purpose, the passive activity
| oss for the taxable year is generally the amount, if any, by
whi ch the passive activity deductions for the taxable year exceed
t he passive activity gross inconme for such year. Sec. 469(d)(1).
As pertinent here, section 469(c)(1l) defines the term “passive
activity” to include any activity which involves the conduct of
any trade or business and in which the taxpayer does not materi -
ally participate. For purposes of section 469(c)(1)(A), the term
“trade or business” is defined in section 469(c)(6) to include
any activity in connection with a trade or business or any activ-
ity with respect to which expenses are allowable as a deduction
under section 212.

Section 469(h)(1) provides that generally an individual is
to be treated as materially participating in an activity only if
such individual is involved in the operations of the activity on
a basis that is regular, continuous, and substantial. Congress
expressly authorized the Secretary of the Treasury to prescribe

regul ati ons as may be necessary or appropriate to carry out the

(. ..continued)
their taxable year 1998 to deduct M. Ackerman’ s all ocable
portion of the 1998 ISI loss and (2) for petitioners’ taxable
year 2000 to deduct his allocable portion of the 2000 ISl | oss.

%A disall owed passive activity loss for a taxable year is
generally treated as a deduction allocable to a passive activity
for the next year. Sec. 469(b).



- 98 -
provi sions of section 469, including regulations that specify
“what constitutes * * * material participation”. Sec. 469(1)(1).

Both tenporary and final regulations relating to the nmeaning
of the terns “participation” and “material participation” have
been promul gated under section 469. Wth respect to the term
“participation”, final regulations issued under section 469
provi de that generally

any work done by an individual (wthout regard to the

capacity in which the individual does the work) in
connection wth an activity in which the individual

owns an interest at the tinme the work is done shall be

treated for purposes of this section as participation

of the individual in the activity.

Sec. 1.469-5(f)(1), Inconme Tax Regs. Tenporary regul ations

i ssued under section 469 provide certain exceptions to that
definition of participation. As pertinent here, section 1.469-
5T(f)(2)(ii)(A), Tenporary Incone Tax Regs., 53 Fed. Reg. 5727
(Feb. 25, 1988), provides that work done by an individual in such
i ndi vidual’s capacity as an investor in an activity is not to be
treated as participation by the individual in the activity unless
the individual is involved in the day-to-day managenent or opera-
tions of the activity. For this purpose, work done by an indi-
vidual in such individual’s capacity as an investor in an activ-
ity includes:

(1) Studying and review ng financial statenents or
reports on operations of the activity;
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(2) Preparing or conpiling sunmaries or anal yses
of the finances or operations of the activity for the
i ndi vi dual’s own use; and

(3) Monitoring the finances or operations of the
activity in a non-nmanagerial capacity.

Sec. 1.469-5T(f)(2)(ii)(B), Tenporary Incone Tax Regs., 53 Fed.
Reg. 5727 (Feb. 25, 1988).

As pertinent here, tenporary regulations relating to when a
taxpayer is to be treated as “materially participating” in an
activity for purposes of section 469(h)(1) provide that in gen-
er al

an individual shall be treated, for purposes of section
469 and the regul ations thereunder, as materially par-
ticipating in an activity for the taxable year if and
only if--

(1) The individual participates in the activity
for nore than 500 hours during such year * * *

Sec. 1.469-5T(a), Tenporary Incone Tax Regs., 53 Fed. Reg. 5725
(Feb. 25, 1988).

As al so pertinent here, section 1.469-5T(f)(4), Tenporary
| ncone Tax Regs., 53 Fed. Reg. 5727 (Feb. 25, 1988), provides
t hat

The extent of an individual’s participation in an ac-
tivity may be established by any reasonabl e neans.
Cont enpor aneous daily time reports, logs, or simlar
docunents are not required if the extent of such par-
ticipation may be established by other reasonable
means. Reasonabl e neans for purposes of this paragraph
may include but are not Iimted to the identification
of services performed over a period of tine and the
approxi mat e nunber of hours spent perform ng such ser-
vices during such period, based on appoi nt nent books,
cal endars, or narrative summari es.



- 100 -

According to petitioners, M. Ackerman should be treated for
each of their taxable years 1998 and 2000 as having materially
participated in ISI’s business within the neaning of section
469(h) (1) because he participated in ISlI’s business for nore than
500 hours during each of those years and therefore satisfies
section 1.469-5T(a)(1), Tenporary |Inconme Tax Regs., supra.®
Respondent counters (1) that any “participation” by M. Ackerman
in1Sl's activities was performed in his capacity as an investor
and (2) that petitioners have failed to carry their burden of
establishing that during each of their taxable years 1998 and
2000 M. Ackerman participated in I1SI’'s business for nore than
500 hours. W need not address respondent’s contention that any
“participation” by M. Ackerman in ISlI’'s activities was perforned
in his capacity as an investor. That is because, assumn ng
arguendo that we were to agree with petitioners that the work
done by M. Ackerman with respect to ISI's activities was not
done in his capacity as an investor, we nonethel ess would, and do
bel ow, find that petitioners have failed to carry their burden of
establishing that during each of their taxable years 1998 and
2000 M. Ackerman participated in ISlI’'s business for nore than

500 hours.

“Petitioners do not rely on any of the other provisions in
sec. 1.469-5T(a), Tenporary Incone Tax Regs., 53 Fed. Reg. 5725-
5726 (Feb. 25, 1988), in support of their position that M.
Ackerman shoul d be treated as having materially participated in
| SI' s business within the neaning of sec. 469(h)(1).
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In support of their position under section 1.469-5T(a)(1),
Tenporary Income Tax Regs., supra, petitioners rely principally
on the respective testinonies of M. Ackernman, 1 M. Deutschnan,
and Don Ackerman on which we are unwilling to rely to establish
petitioners’ position with respect to whether M. Ackerman’s
al l ocabl e portions of the respective 1998 ISl |oss and 2000 | SI
| oss are passive activity losses within the nmeaning of section
469(a). Al though we are unwilling to rely on M. Deutschman’s
testinmony to establish that position of petitioners, we have
found based on, inter alia, his testinony that during 1998
t hrough 2000 M. Ackerman conmmuni cated on various occasions with
M . Deutschman regarding various matters, including the business
operations and finances of the International G oup and various
ot her investnents of M. Ackerman. However, we have not found
any reliable evidence in the record establishing the anount of
time that M. Ackerman spent during each of the years 1998 and
2000 communi cating with M. Deutschman on matters relating to the
I nt ernati onal G oup.

We have al so found based on, inter alia, M. Deutschman’s

testinony that during 1998 through 2000 M. Ackernman spent at

10The | ack of know edge that M. Ackerman exhibited at trial
regarding the affairs of the International G oup, which consisted
of I'Sl, I1SG and |ISGH, belies his clained participationin ISl’s
busi ness. For exanple, M. Ackerman was unable to answer certain
gquestions at trial regarding the affairs of the International
G oup, including whether the International Goup’ s production
facility had been noved and whether the International G oup
conducted any operations in New York City.
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| east one or two days in certain weeks in New York City and that
during that period he also visited New Jersey where his nother
and his brother Don Ackerman |ived. W have further found on the
record before us (1) that while in New York Gty M. Ackerman
spent tinme on various matters, including matters relating to
certain of the major projects in which Crown Capital was involved
and certain charitable activities relating to CARE, and (2) that
while in New Jersey M. Ackerman occasionally visited M.
Deut schman where M. Deut schman managed the operations of the
| nternational Goup. However, we have not found any reliable
evidence in the record establishing the amount of tine, if any,
that M. Ackernman spent during each of the years 1998 and 2000 in
New York and/or New Jersey on matters relating to the Interna-
tional G oup.

I n support of their position under section 1.469-5T(a)(1),
Tenporary I ncone Tax Regs., supra, petitioners also rely on the
foll ow ng docunentary evidence: (1) A nenorandum dated July 9,
1999, from M. Deutschman to M. Ackerman and Jason Ackernman
(1999 nenorandum that addresses (a) | SG s expected cashfl ow for
the six-nonth period July through Decenber 1999, (b) a review of
| SG s then current operations in Mexico, (c) certain adjustnents
that were to be made with respect to a deal in which | SG was
i nvol ved, and (d) a prelimnary forecast of |1SG s operations for

2000; (2) a printed copy of an e-mail dated July 15, 1999, from
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M. Deutschman to M. Ackerman (1999 e-mail), which sets forth
t he anount of funding that |1SG needed for July and August 1999
and to which was attached a schedule of legal fees that | SG and
certain “related entities”! incurred at the end of 1998 and in
1999; and (3) certain travel itineraries of M. Ackerman (M.
Ackerman’s itineraries) covering the periods April 28, 1998,
t hrough June 24, 1999, and Septenber 27 through Decenber 5, 2001.

Wth respect to the 1999 nenorandum that docunent estab-
lishes that M. Ackerman was involved in certain matters relating
to the business operations of the International G oup. However,
t he 1999 nenorandum does not establish the anmount of tine that
M. Ackerman spent during each of the years 1998 and 2000 on
matters relating to the International G oup

Wth respect to the 1999 e-mail and the attachnent thereto,
t hose docunents establish that M. Deutschman infornmed M.
Ackerman that |SG and/or certain of its related entities needed
funding and/or had incurred certain | egal fees. However, the
1999 e-mail and the attachnent thereto do not establish the
anmount of tinme that M. Ackerman spent during each of the years
1998 and 2000 on matters relating to the International G oup.

Wth respect to M. Ackerman’s itineraries covering the
periods April 28, 1998, through June 24, 1999, and Septenber 27

t hrough Decenber 5, 2001, those itineraries establish that during

101The record does not disclose the related entities of |SG
to which the 1999 e-mail was referring.
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those two periods M. Ackerman was scheduled to take certain
trips to New York City and/or New Jersey. However, those itiner-
aries do not establish that on any of those trips M. Ackerman
spent tine during each of the years 1998 and 2000 on matters
relating to the International Goup, let alone the anmount of tine
that M. Ackerman m ght have spent during each of those years on
any such matters.

Based upon our exam nation of the entire record before us,
we find that petitioners have failed to carry their burden of
establishing that for each of their taxable years 1998 and 2000
M. Ackerman participated in ISI’s business for nore than 500
hours and that therefore he should be treated as having materi -
ally participated in I SI’s business under section 1.469-5T(a)(1),
Tenporary I ncone Tax Regs., supra. On that record, we further
find that petitioners have failed to carry their burden of estab-
lishing that M. Ackerman’s all ocable portions of the respective
1998 1Sl |oss and 2000 ISI | oss are not passive activity | osses
wi thin the neaning of section 469(a).

C ai nred Theft Loss Deducti on

It is petitioners’ position that they are entitled for their
t axabl e year 2002 to deduct under section 165(a) a theft |oss
with respect to the $4, 467,610 that M. Ackernman, through
Sonmerville S Trust, invested in USV (clainmed theft loss). In

support of that position, petitioners argue that the actions of
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M. Earls with respect to that investnent constitute theft under
the law of the District of Colunbia (D.C. law) and that as of the
end of their taxable year 2002 there was no reasonabl e prospect
of recovery with respect to the loss resulting fromthat theft.

As pertinent here, section 165(a) allows a deduction for any
theft |loss sustained during the taxable year that is not conpen-
sated for by insurance or otherwise. See sec. 165(c)(3). A
theft loss is sustained during the taxable year in which the
t axpayer discovers it. Sec. 165(e). However,

if in the year of discovery there exists a claimfor

rei nbursenent with respect to which there is a reason-

abl e prospect of recovery, no portion of the loss with

respect to which reinbursenment nay be received is sus-

tai ned, for purposes of section 165, until the taxable

year in which it can be ascertained wth reasonable

certainty whether or not such reinbursenent wll be

recei ved.

Sec. 1.165-1(d)(3), Inconme Tax Regs. As this Court concluded in

Vi ehweq v. Commi ssioner, 90 T.C 1248, 1255-1256 (1988), “If in

the year of the discovery of the loss there exists a claimfor
rei mbursenent with respect to which there is a reasonabl e pros-
pect of recovery, then there is no closed and conpl eted transac-
tion fixed by identifiable events and thus no deductible |o0ss.”
A reasonabl e prospect of recovery exists when the taxpayer
has a bona fide claimfor recoupnent and there is a substanti al
possibility that such claimw || be decided favorably for the

t axpayer. Ransay Scarlett & Co. v. Conm ssioner, 61 T.C. 795,

811 (1974), affd. 521 F.2d 786 (4th Cr. 1975). \Wether a rea-
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sonabl e prospect of recovery exists is determ ned as of the end
of the taxable year for which the deduction is clained. 1d.

Petitioners argue, and respondent does not dispute, that
D.C. |law determ nes whether the actions of M. Earls with respect
to the $4, 467,610 that M. Ackernman, through Sonmerville S Trust,
invested in USV constitute theft. Petitioners and respondent
di sagree over whether those actions constitute theft under D.C.
law. We need not resolve that disagreenent. That is because,
assum ng arguendo that we were to find that the actions of M.
Earls with respect to the $4,467,610 that M. Ackerman, through
Sonmerville S Trust, invested in USV constituted theft under D.C
law, on the instant record, we nonethel ess would, and do bel ow,
reject petitioners’ position that they are entitled for their
t axabl e year 2002 to a deduction under section 165 with respect
to the clainmed theft | oss.

We have found that M. Ackerman becanme aware of the clained
theft loss in 2002 and that on Decenber 9, 2002, in an effort to
recover damages of approxi mately $5,953,000 with respect to that
| oss, Sonmerville S Trust and certain other parties filed a | aw
suit in the US District Court for Maryland against M. Ferreira
and Ferreira & Isbell. Sonmerville S Trust pursued that |awsuit
until Novenber 26, 2003, when the parties involved in the
Ferreira litigation filed a stipulation of dismssal. W have

al so found that on August 21, 2003, in an effort to recover
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damages of at | east $5,952,860 with respect to the clainmed theft
| oss, Sonerville S Trust filed a lawsuit in the U S. D strict
Court for the District of Colunbia against, inter alia, M.
Earls, USV Partners, and U S. Technol ogi es. The pendency of the
above-described [awsuits to recover the clainmed theft |oss gives
rise to an inference that as of the end of their taxable year
2002 Somerville S Trust had a claimfor reinbursenment that pro-
vi ded a reasonabl e prospect of recovery with respect to that

clainmed | oss. 19?2 See Dawn v. Conmmi ssioner, 675 F.2d 1077, 1078

(9th Gr. 1982), affg. T.C. Meno. 1979-479; Gle v. Conm ssioner,

41 T.C. 269, 276 (1963).

Based upon our exam nation of the entire record before us,
we find that petitioners have failed to carry their burden of
establishing that as of the end of 2002 there was no reasonabl e

prospect of recovery of the $4, 467,610 that M. Ackernman, through

125omerville S Trust did not file the lawsuit in the U S.
District Court for the District of Colunbia against, inter alia,
M. Earls, USV Partners, and U. S. Technol ogies until Aug. 21
2003. However, that fact does not negate the inference that as
of the end of their taxable year 2002 Sonmerville S Trust had a
claimfor rei nbursenent that provided a reasonabl e prospect of
recovery with respect to the clained theft |loss. See Dawn v.
Comm ssi oner, 675 F.2d 1077, 1078 (9th GCr. 1982), affg. T.C
Menmo. 1979-479; Natl. Hone Prods., Inc. v. Conm ssioner, 71 T.C.
501, 523, 525-526 (1979). Moreover, on the record before us, we
are unable to find that the lawsuits that Sonerville S Trust
filed on Dec. 9, 2002, and Aug. 21, 2003, were “‘specious,
specul ative, or wholly without nmerit’”. Gale v. Conmm ssioner, 41
T.C. 269, 274 (1963) (quoting Estate of Scofield v. Conm ssioner,
266 F.2d 154, 159 (6th Cr. 1959), revg. on this issue 25 T.C.
774 (1956)).
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Sonmerville S Trust, invested in USV. On that record, we further
find that petitioners have failed to carry their burden of estab-
lishing that they are entitled for their taxable year 2002 to
deduct under section 165(a) the clained theft | oss.

Accur acy- Rel ated Penalty Under Section 6662(a)

In the notice for 2002 and 2004, respondent determ ned that
petitioners are |iable for each of those years for the accuracy-
related penalty under section 6662(a). According to respondent,
petitioners are liable for those penalties because of substanti al
understatenents of tax under section 6662(b)(2) that are attrib-
utable solely to the respective Schedul e C deductions clained in
the 2002 joint return and the 2004 joint return.

Section 6662(a) inposes an accuracy-related penalty equal to
20 percent of the underpaynent of tax attributable to, inter
alia, a substantial understatenent of tax, sec. 6662(b)(2). An
understatenent is equal to the excess of the anobunt of tax re-
quired to be shown in the tax return over the anount of tax shown
inthe tax return, sec. 6662(d)(2)(A), and is substantial in the
case of an individual if it exceeds the greater of 10 percent of
the tax required to be shown or $5,000, sec. 6662(d)(1)(A).

The amount of the understatenent is to be reduced to the
extent that it is attributable to, inter alia, the tax treatnent
of an itemfor which there is or was substantial authority. See

sec. 6662(d)(2)(B)(i). In order to satisfy the substanti al
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authority standard of section 6662(d)(2)(B)(i), petitioners mnust
show t hat the weight of authorities supporting their tax return
is substantial in relation to those supporting a contrary posi -

tion. See Antonides v. Conm ssioner, 91 T.C 686, 702 (1988),

affd. 893 F.2d 656 (4th G r. 1990). That standard is not so
stringent that a taxpayer’s treatnent nust be one that is ulti-
mately upheld in litigation or that has a greater than 50-percent
i kelihood of being sustained in litigation. Sec. 1.6662-

4(d) (2), Income Tax Regs. A taxpayer nmay have substantial au-
thority for a position even where it is supported only by a well -
reasoned construction of the pertinent statutory provision as
applied to the relevant facts. See sec. 1.6662-4(d)(3)(ii),

| ncone Tax Regs. There may be substantial authority for nore

t han one position wth respect to the sane item Sec. 1.6662-
4(d) (3) (i), Inconme Tax Regs.

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent if it is shown that there
was reasonabl e cause for, and that the taxpayer acted in good
faith with respect to, such portion. Sec. 6664(c)(1l). The
determ nati on of whether the taxpayer acted wi th reasonabl e cause
and in good faith depends on the pertinent facts and circum
stances, including the taxpayer’s efforts to assess such tax-
payer’s proper tax liability, the know edge and experience of the

t axpayer, and the reliance on the advice of a professional, such
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as an accountant. Sec. 1.6664-4(b)(1), Inconme Tax Regs. Reli-
ance on the advice of a professional does not necessarily denon-
strate reasonabl e cause and good faith unless, under all the
ci rcunst ances, such reliance was reasonabl e and the taxpayer
acted in good faith. 1d. In this connection, a taxpayer nust
denonstrate that the taxpayer’s reliance on the advice of a

pr of essi onal concerning substantive tax | aw was objectively

reasonable. &oldman v. Conm ssioner, 39 F.3d 402, 408 (2d G

1994), affg. T.C. Meno. 1993-480. A taxpayer’s reliance on the
advice of a professional will be objectively reasonable only if
t he taxpayer has provi ded necessary and accurate information to

the professional. Neonatology Associates, P.A v. Conmm Ssioner,

115 T.C. 43, 99 (2000), affd. 299 F.3d 221 (3d CGr. 2002); see

al so Ma-Tran Corp. v. Conm ssioner, 70 T.C. 158, 173 (1978).

Petitioners argue that they are not |iable for each of their
t axabl e years 2002 and 2004 for the accuracy-related penalty
under section 6662(a) because respondent has failed to “introduce
sone evidence that it was appropriate to assert” that penalty.
As we understand it, petitioners are arguing that respondent has
not satisfied respondent’s burden of production under section
7491(c) wth respect to those accuracy-related penalties. On the

record before us, we reject that argunent.
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To neet respondent’s burden of production under section
7491(c), respondent nust cone forward with sufficient evidence
showing that it is appropriate to inpose the accuracy-rel ated
penal ty under section 6662(a) for each of petitioners’ taxable

years 2002 and 2004. See Hi gbee v. Conm ssioner, 116 T.C 438,

446 (2001). The accuracy-related penalty that respondent deter-
m ned for each of petitioners’ taxable years 2002 and 2004 is
i nposed on an under paynent of tax for each of those years that is
attributable to a substantial understatenent of tax resulting
fromrespondent’s disall owance of petitioners’ clainmed Schedule C
deductions, which we have sustained. On the record before us, we
find that respondent has satisfied respondent’s burden of produc-
tion under section 7491(c) with respect to the accuracy-rel ated
penal ty under section 6662(a) that respondent determ ned for each
of petitioners’ taxable years 2002 and 2004.

Al t hough respondent bears, and has satisfied, the burden of
production with respect to the accuracy-related penalties at
i ssue, respondent “need not introduce evidence regarding reason-
abl e cause, substantial authority, or simlar provisions. * * *
t he taxpayer bears the burden of proof with regard to those

i ssues.” Higbee v. Commi ssioner, supra at 446. As discussed

above, petitioners do not dispute that they bear the burden of
proof with respect to the accuracy-rel ated penalty under section

6662(a) that respondent determ ned for each of their taxable
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years 2002 and 2004. Instead, petitioners argue that they are
not |iable for each of those years for that penalty because
(1) there was substantial authority to support their tax return
position with respect to their respective clained Schedule C
deductions for 2002 and 2004 (petitioners’ substantial authority
argunent), and (2) they acted with reasonabl e cause and in good
faith in taking that position (petitioners’ reasonable cause
argunent) .

We turn first to petitioners’ substantial authority argu-
ment. It is petitioners’ position that they had substanti al
authority for their respective clainmed Schedul e C deductions in
the 2002 joint return and the 2004 joint return that respondent
di sal l owed, thereby resulting in a substantial understatenent of
tax for each of those years. According to petitioners, they
cl ai mred those Schedul e C deducti ons because during each of peti -
tioners’ taxable years 2002 and 2004 M. Ackerman was engaged in
a trade or business of providing advisory services wthin the
meani ng of section 162(a). The principal authorities on which
petitioners rely to establish their claimabout M. Ackerman’s

al | eged busi ness are Revenue Ruling 56-542 and G blin v. Conm s-

sioner, 227 F.2d 692 (5th Gr. 1955). W found those authorities

to be materially distinguishable fromthe instant cases and
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petitioners’ reliance on those authorities to be msplaced.® On
the record before us, we reject petitioners’ substantial author-
ity argunent.

We turn now to petitioners’ reasonabl e cause argunent. As
we understand it, it is petitioners’ position that they acted
Wi th reasonabl e cause and in good faith in claimng the respec-
tive Schedul e C deductions in the 2002 joint return and the 2004
joint return because they relied on M. Levinton and M. Lerner
in claimng those deductions. 1%

M. Ackerman’s own testinony underm nes petitioners’ reason-
abl e cause argunent. The trial transcript reflects that the
fol |l ow ng exchange took place between petitioners’ counsel and
M. Ackerman on direct exam nation:

Q M., Ackerman, are there ever situations, and

|’ mtal king the period 1997 through 2004, where tax

reporting issues conme to your attention before a tax

returnis filed? Do you renenber any situations?

A No.

Q Vel l, how about the deduction of the Schedul e
C busi ness expenses for 2002 and 20047

A l’msorry. | was told that that was at is-
sue.

103\W¢ al so found the other cases on which petitioners rely to
establish that during each of the years at issue M. Ackerman was
engaged in a trade or business of providing advisory services
wi thin the neaning of sec. 162(a) to be materially distinguish-
able fromthe instant cases and petitioners’ reliance on those
ot her cases to be msplaced. See supra note 77

4. M I ler prepared the 2002 joint return and the 2004
joint return.
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Q Ckay. * * * Why did you understand or what
were you told in terns of it being at issue?

A M. Levinton and M. Lerner said that they
were told that certain of nmy expenses for the busi-
nesses that I was in would not be accepted for a deduc-
tion.

Q Ckay. And what did you and they discuss
about them if anything?

A Well, frankly, | was incredul ous because how
could they not be since | was in the business, so |
asked them | reaffirned, what is your opinion about
t hese appropriate deductions for ny business, and they
sai d absolutely.

Q And was this a conversation you had with
respect to both returns, the 2002 and the 20047

A It was a conceptual discussion about how
t hese expenses whi ch continued during those periods of
ti me shoul d be handl ed.

Q But ny question nore specifically is do you
recall that discussion with themw th respect to both
your 2002 and 2004 returns?

A Only upon | earning that these deductions
woul d not be al | owed.

Q Ckay.

A But this issue basically existed before then

because of a dispute over Schedule C and Schedul e A,
and it’s the sane issue, and I went to ny accountants
and | went to ny |lawers and | said, am| accounting
for these things properly? They said, well, what did
you spend it for? Basically to create business, to
create revenue, to create the things that |’ve
described. They said, well, these are Schedul e C de-
ductions plain and sinple.

Q And this is M. Howard Levinton and M. Perry
Ler ner?

A Yes. [Reproduced literally.]
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Except for the above-quoted testinony of M. Ackerman about
what he told M. Levinton and M. Lerner, there is no evidence in
the record establishing what M. Ackerman told M. Levinton and
M. Lerner when he discussed with themthe propriety of petition-
ers’ clainmed Schedul e C deductions. On the record before us, we
find that petitioners have failed to carry their burden of estab-
lishing that M. Ackerman provi ded necessary and accurate infor-
mation to M. Levinton and M. Lerner regarding petitioners’
cl aimed Schedul e C deductions. On that record, we further find
that petitioners have failed to carry their burden of establish-
ing that M. Ackerman reasonably relied on the advice of M.
Levinton and M. Lerner in claimng the respective Schedule C
deductions in the 2002 joint returni® and the 2004 joint return.

See Neonat ol ogy Associates, P.A. v. Conm ssioner, 115 T.C. at 99;

Ma-Tran Corp. v. Conmm ssioner, 70 T.C. at 173.

On the record before us, we find that petitioners have
failed to carry their burden of establishing that there was
reasonabl e cause for, and that they acted in good faith with

respect to, the underpaynment for each of their taxable years 2002

105 ndeed, on the record before us, we find that petitioners
coul d not have relied on any advice of M. Lerner in deducting
the clai med Schedul e C deductions in petitioners’ 2002 joint
return. That is because M. Lerner testified, and we have found,
that he did not even becone aware of respondent’s position with
respect to the respective clai med Schedul e C deductions for 1997,
1998, and 2000 until around early 2005, which was nore than a
year after petitioners filed the 2002 joint return on Nov. 21,
2003.
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and 2004 that is attributable to petitioners’ clained Schedule C
deducti ons.

Based upon our exam nation of the entire record before us,
we find that there is a substantial understatenent of tax for
each of petitioners’ taxable years 2002 and 2004. On that re-
cord, we further find that petitioners have failed to carry their
burden of establishing that they are not liable for each of their
t axabl e years 2002 and 2004 for the accuracy-related penalty
under section 6662(a).

We have considered all of the contentions and argunments of
the parties that are not discussed herein, and we find themto be
w thout nmerit, irrelevant, and/or noot.

To reflect the foregoing, the concessions of respondent, and

t he concession of petitioners, 1%

Deci sions will be entered

under Rul e 155.

106See supra note 35 describing the concession by both
respondent and petitioners with respect to the paynent of
$210, 000 to Nevada Media Partners that petitioners deducted in
the 1997 Schedul e C and that respondent disallowed in the notice
for 1997, 1998, and 2000.
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APPENDI X A

On Novenber 17, 1999, Sonerville, virtually all of which M.
Ackerman owned indirectly, fornmed Crown Davidson Partners, LLC
(Crown Davidson Partners). On Decenber 3, 1999, (1) Sonerville
invested $15 mllion in Crown Davidson Partners and (2) Crown
Davi dson Partners acquired 15,000 shares of preferred stock of
Davi dson Cott on.

On June 14, 2000, Sonerville contributed its interest in
Crown Davi dson Partners, as well as $4,990, 000, to Crown Davi dson
| nvestnents, LLC (Crown Davi dson Investnents),” in return for
whi ch Somerville received a 62.47-percent interest in Crown
Davi dson I nvestnments. As of June 13, 2000, Crown Davidson In-
vestnments owned a 99. 8-percent interest and Kevin Gay owned a . 2-
percent interest in Crown Davidson Partners. 108

As of June 13, 2000, Crown Davi dson Hol dings, LLC (Crown
Davi dson Hol dings), owned a .03-percent interest, GARD | nvest-

ments, Inc., owed a 25-percent interest, and J. Rothschild

17The record does not establish the percentage interest that
Sonerville owned in Crown Davidson Partners and contributed to
Crown Davidson I nvestnents; nor does it establish the date on
which Sonerville acquired that interest. It is not clear from
the record whether Sonerville acquired the percentage interest
that it owned in Crown Davidson Partners and contributed to Crown
Davi dson I nvestments in exchange for the $15 nmillion that it
invested in Crown Davidson Partners.

108As of June 13, 2000, Crown Davi dson | nvestnents was the
“managi ng nenber” of Crown Davi dson Partners.
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Nom nees (CGuernsey) Limted owed a 12.5-percent interest in
Crown Davi dson | nvestnents.
As of June 13, 2000, the nmenbers of Crown Davi dson Hol di ngs
were Crown Davi dson Managenent, LLC (Crown Davi dson Manage-

nent ), 1 and GARD | nvest nents. 110

109The record does not disclose the identities of the nenbers
of Crown Davi dson Managenent. The record does establish that, as
of June 13, 2000, M. Deutschman served as the nmanager of that
entity.

110The record does not disclose the respective percentages of
Crown Davi dson Hol di ngs that Crown Davi dson Managenent and GARD
| nvest nent s owned.
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APPENDI X B

On dates not disclosed by the record after the formation of
Crown Fresh Direct, Sonerville acquired an interest in Crown
Fresh Direct. Thereafter, Sonerville contributed that interest
to Crown Fresh Direct Investnents, LLC (Crown Fresh Direct In-
vest nents) . !

As of April 29, 2003, the follow ng owned the percentage

interests listed in Ctown Fresh Direct: 112

Onner Per cent age | nt er est
Crown Fresh Direct |nvestnents 98. 1836
M. Ba . 1534
M. Calise . 3835
M. Squire . 8959
Judith Leedom Tyrer . 0890
L-A & A Gft Trust for the . 1473
Benefit of Nat hanael Leedom
Acker man
L-A & A Gft Trust for the . 1473
Benefit of Elliot Leedom
Acker man
As of April 29, 2003, Crown Fresh Direct Il, LLC (Crown

Fresh Direct I1), owned a 100-percent interest in Crown Fresh

Direct |nvestnents. 3

11The record does not disclose the percentage of Crown Fresh
Direct that Sonerville acquired and contributed to Crown Fresh
Direct Investnents.

H2As of Apr. 29, 2003, Crown Fresh Direct |nvestnments was
t he “managi ng nenber” of Crown Fresh Direct.

13As of Apr. 29, 2003, Crown Fresh Direct Managenment, LLC
(Crown Fresh Direct Managenent), was the “managi ng nenber” of
Crown Fresh Direct Investnents.
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As of April 29, 2003, Sonerville owned a 100-percent inter-
est in Crown Fresh Direct I|I.%4
As of April 29, 2003, the follow ng owned the percentage

interests listed in Crown Fresh Direct Managenent:

Omner Percent age | nt erest
M . Deut schman 66. 6
M. Lerner 25.9
M. Squire 2.5
M. Leraris 2.5
M. Kaji 2.5

114As of Apr. 29, 2003, Sonerville was the “managi ng nmenber”
of Crown Fresh Direct Il. As of that date, Jason Ackernan was
al so a nenber of Crown Fresh Direct I1.



