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MVEMORANDUM OPI NI ON

COUVI LLI ON, Special Trial Judge: Respondent determ ned a

deficiency of $7,704 in petitioner’s Federal incone tax for the

year 1998.

The issues for decision are: (1) Wether petitioner is

entitled to al

cl ai med on her

or part of a $38, 046,524 | oss deduction that was

1998 Federal income tax return as a net operating

| oss carryover from 1992, and (2) in the alternative, whether



petitioner is entitled to the foll ow ng deductions claimed at
trial and framed by her as (a) $733,500 for the theft loss of a
pensi on, (b) $225,000 as carryforward | egal expenses, (c) a

$142, 482 investnent |1 oss on a condom niumand lot in Florida, (d)
a $42,500 investnent |l oss on a Sinbari painting, (e) a $561, 375
carryforward business or investnent loss on rare coins, and (f) a
$125, 403 carryforward busi ness or investment |oss on historical
docunents.

Sone of the facts were stipulated, and those facts, with the
annexed exhibits, are so found and are incorporated herein by
reference. At the tinme the petition was filed, petitioner's
| egal residence was M nnetonka, M nnesot a.

Petitioner was previously married to M chael W Bl odgett
(M. Blodgett). She was no longer married to M. Blodgett at the
time of trial, and the record is unclear as to the date of their
divorce. During the year at issue, petitioner was enployed as a
teacher by the M nneapolis public school system Her filing
status in 1998 was head- of - househol d.

M. Blodgett has a doctoral degree in educational
adm nistration. In the 1970s, he founded a business, T.G
Morgan, Inc. (the business), which bought and sold rare coins.
The busi ness began as a sol e proprietorship but was incorporated,
with a subchapter S election, in 1985. During 1992, petitioner

was a 27.5 percent owner of the business. M. Blodgett also
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owned 27.5 percent of the business. The children of petitioner
and M. Bl odgett, Mchael J., Matthew, and Christina, each held
15 percent of the business. The record is silent as to
petitioner’s participation in the business.

The busi ness had a defined benefit pension plan, the T.G
Mor gan Defined Benefit Pension Plan (pension plan). However, the
record is not conplete with respect to the formation,
adm ni stration, and records of the pension plan. Insofar as the
record reveals, its activity was not reported to the Internal
Revenue Service on Form 5500- EZ, Annual Return of One-Participant
(Omers and Their Spouses) Retirement Plan. Petitioner
introduced at trial an unfiled Form 5500-EZ relating to the
pensi on pl an.

Through the financial success of the business, petitioner
and M. Blodgett were able to lead a lavish lifestyle. [In 1989,
M. Bl odgett purchased an original Sinbari oil painting for
petitioner for $85,000. Petitioner admired the artist, and the
pai nting was di splayed in petitioner’s honme. 1In 1990, petitioner
and M. Bl odgett purchased a condom niumand | ot at Key Largo,
Florida (Florida property). They bought furniture and had it
shi pped to the property. They never occupied the property, nor
did they rent it out for any period of tine. They visited the

property once, as M. Blodgett stated, “to tour it”.



It is a matter of public record that M. Bl odgett operated

t he busi ness as a ponzi schene. Stoebner v. FTC 1997 U. S. Dist.

LEXIS 4639 (D. Mnn. Apr. 7, 1997).! There were both civil and
crim nal consequences for this behavior. M. Blodgett was
charged with and convicted of several counts of fraud, for which

he served a prison sentence from 1993 to 1999. United States v.

Bl odgett, 1994 U.S. App. LEXIS 21564 (8th Gr. Aug. 15, 1994).
Petitioner was not charged with crimnal wongdoing. In addition
to the crimnal case, the Federal Trade Comm ssion (FTC)
initiated a civil action (FTC case) against the business and M.
Bl odgett, alleging deceptive trade practices and seeki ng
permanent injunctive relief and consumer redress. See 15 U S.C
sec. 45(a)(2), 53(b) (1988). 1In the FTC case, M. Bl odgett, the
busi ness, and the FTC reached a settlenment that was nmenorialized
in a Final Judgnent and Order (consent order) entered by the U S
District Court for the District of Mnnesota in March 1992. FTIC

v. T.G Morgan, Inc., 1992 U S. Dist. LEXIS 3309 (D. Mnn. Mar.

4, 1992). Petitioner signed the consent order as a nonparty

spouse.

! The U. S. Court of Appeals for the Eighth Crcuit
described M. Blodgett’s activity as follows: *“Blodgett * * *
was in the habit of selling single coins to nultiple custoners,
greatly overstating the value of such coins, and using coins he
had al ready sold as collateral to obtain |Ioans for his persona
use.” Hartje v. FTC, 106 F.3d 1406, 1407 (8th Cr. 1997).




The consent order provided for the creation of a “settlenent
estate” and a “litigation estate,” to consist of assets
transferred fromthe business, M. Blodgett, and petitioner. |d.
A receiver was appointed to liquidate the assets in the two
estates and di sburse the noney. The litigation estate was used
to pay litigation expenses for the defense of actual or
reasonably antici pated governnental enforcenent actions agai nst
M. Blodgett or petitioner. The settlenent estate was used to
pay clainms of defrauded custoners of the business. The
litigation estate was established with $300, 000, funded solely
through the liquidation of a so-called Coin Fund. The remaining
proceeds fromthe |liquidation of the Coin Fund were transferred
to the settlenent estate. The settlenent estate al so included
the Florida property and the Sinbari painting, anong other
assets.

After the onset of the FTC case but prior to the consent
order, creditors of the business filed a chapter 7 involuntary
bankruptcy petition against the business pursuant to 11 U S. C
section 303. Although the business converted the case to a
chapter 11 proceedi ng, the bankruptcy court reconverted the case
to a chapter 7 proceedi ng and appoi nted John Stoebner the trustee

on May 28, 1992. See Stoebner v. Vaughan, 179 Bankr. 600, 601

(D. Mnn. 1995). On August 21, 1992, an order was issued by the

US District Court for the District of Mnnesota to the receiver
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in the FTC case to turn over all assets held in the settl enent

estate to the bankruptcy trustee (turnover order).? FICv. T.G

Morgan, Inc., supra. The turnover order specified that those

assets determ ned in the bankruptcy proceeding “to be property of
t he Federal Trade Comm ssion, defendant M chael W Bl odgett, his
spouse Diane Bl odgett, or any entity that is owned or controlled
by M chael W Bl odgett or D ane Bl odgett, such asset or proceeds
t hereof shall be returned by the trustee to the T.G Mbdrgan
Settlenment Estate”. The turnover order further provided: “al
assets determned to be property of the estate of defendant T.G
Morgan, Inc. shall be retained by the trustee.” After the
turnover order, the Florida property and Sinbari painting becane
a part of the bankruptcy estate and were not returned to the
settl enment estate.

As part of the bankruptcy proceedi ngs, the bankruptcy
trustee prepared and filed Fornms 1120S, U. S. Incone Tax Return
for an S Corporation, for the business for the years 1990 through
1998. Petitioner did not participate in the preparation of these
returns. On the 1992 return, filed by the trustee in February
1999, the business reported an ordinary loss in the anount of
$17,202. The trustee prepared and i ssued to the sharehol ders

Schedul es K-1, Sharehol der’s Share of Inconme, Credits,

2 At the tinme of the turnover order, the litigation
estate fund had been exhaust ed.



Deductions, Etc., for the five sharehol ders, including
petitioner. Line 23 of petitioner’s Schedule K-1, Suppl enent al
I nformati on Required To Be Reported Separately to Each
Shar ehol der, stated: “The overall S corporation |oss reported on
this K-1 is deductible only to the extent you have basis in your
S corporation stock. To the best of the bankruptcy trustee’s
know edge your basis is $-0-."

On her 1998 Federal inconme tax return, which was prepared by
M. Blodgett fromprison, petitioner reported wage incone of
$45, 788. 24 and inconme tax wi thheld of $5,582.56. The return also
i ncluded a $38, 046, 524 | oss deduction on line 12, Business |ncone
or (Loss). This anmount represented the amount |isted on the
proof of claimfiled by the Federal Trade Comm ssion in the
bankruptcy case against T.G Mrgan, Inc. The return clained a
refund of all of petitioner’s wthhol dings for 1998. Aletter
attached to her return entitled “Explanation for Large Loss Carry
Forwards from 1992...for Diane S. Bl odgett” stated:

In 1991, | was a “non-party” spouse signatory and
supposedly a beneficiary of a series of at |east three
“consent settlenment” contracts with the Federal Trade
Comm ssion, and thus and under M nnesota marital property
and contract and RICO | aws, prom sed property or property or
Constitutional rights which by breach of contract,
extortion, alienation, or other RICO or federal or state
civil or crimnal m sconduct were taken from ne.

Docunments suppressed by the parties at that tinme, later

becane avail abl e show ng wongdoi ng and a high | evel
conspiracy involving very powerful people and | awers.
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A lawsuit is currently pending in federal court, Case
98-49, and it has much key evidence proving ny losses. 1In
any case ny entire ERI SA Pension was alienated involving
nore than $1,000,000 in | osses to ne personally, plus the
|l oss of all equity in ny Mnnesota honestead of nore than
$300, 000. The ERI SA and honestead | osses al one nore than
cover any taxes which would otherw se be due but were paid
already . . . please send ne the refund requested.

Si ncerely,
[ si gnat ur e]
Di ane S. Bl odgett
P.S. The State of M nnesota was a party to the contracts
: but has never honored them either
My rent is paid out of ny earnings fromteaching school.
Petitioner clained deductions on her 1994, 1995, 1996, and
1997 returns that were simlar in amount and nature to the | oss
deduction clainmed on the 1998 return.® She clainmed and recei ved
refunds of her annual w thhol dings of $736.36 in 1996 and
$2,722.78 in 1997. The 1996 and 1997 returns al so attached
explanatory letters. In the letter attached to the 1996 return,

petitioner alleged that the FTC stole the pension plan funds

worth $815, 000 and clainmed that the assets turned over to settle

3 On her 1994 return, petitioner reported a $3 nmillion
capital loss and other losses of $5 million. She explained the
| osses on her 1994 return as “loss carry forward, no taxes owed.”
On her 1995 anended return, petitioner reported $3 mllion as a
busi ness loss carryforward, $5 million as a capital |oss
carryforward, and $3 mllion as other |osses. She reported her
adj usted gross incone as an $8 mllion loss carryforward. On her
1996 return, petitioner clained a $9 mllion capital |o0ss
carryforward and $38, 046,524 as other | osses. On her 1997
return, petitioner clainmed a business |oss carryforward of
$41, 046, 524.



the FTC case “were still ‘our’ property when the FTC nade
hundreds of illegal sales in comercially unreasonabl e
manner - —whi | e serving as fiduciary".*

The primary issue for decision is whether petitioner is
entitled to all or part of the $38, 046,524 | oss deduction clai ned
on her 1998 return as the carryover of a 1992 business |oss. At
trial, petitioner stated that she was no | onger claimng the
entire anount of that deduction; yet, she reiterated that she was
entitled to deduct |osses carried forward fromT.G Mrgan, Inc.
In the alternative, petitioner clained the following itens as
deductible | osses: (1) $733,500 for the theft |oss of a pension
fund; (2) $225,000 as carryforward | egal expenses; (3) a $142,482
i nvestnment |loss on a condomniumand lot in Florida; (4) a
$42,500 investnent loss on a Sinbari painting; (5 a $561, 375
carryforward business or investnment loss on rare coins;® and (6) a
$125, 403 carryforward business or investment |oss on historical
docunents (collectively referred to as the enunerated itens).

These enunerated itens, by the Court’s own cal cul ation, total

4 The record does not explain the difference between the
$815, 000 val ue petitioner placed on the pension fund in the
letter attached to her 1996 return and the $733, 500 val ue she
placed on it at trial.

5 Petitioner characterized the | osses on the coins as
rare coins held personally, $302,500; rare coins nishandl ed out
of Safrabank personal |oan account in 1991, $155,650; and rare
m scel | aneous coins lost in 1994-97, $103, 225.
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$1, 830, 260.° Petitioner did not provide a nore precise accounting
of the remaining | osses.

Deductions are a matter of |egislative grace, and the
t axpayer bears the burden of proving entitlenent to any

deductions clained. Rule 142(a);’ INDOPCO, Inc. v. Comnm ssioner,

503 U.S. 79, 84 (1992). The taxpayer is required to identify
each deduction avail able and show that all requirenents have been

nmet . New Colonial Ice Co. v. Helvering, 292 U.S. 435, 440

(1934). Petitioner concedes that she bears the burden of proof.
A sharehol der of an S corporation can deduct a proportionate
share of the corporation’s net operating loss to the extent the
| oss does not exceed the sum of the adjusted basis of the
sharehol der’s stock in the corporation and any i ndebtedness of
the S corporation to the shareholder. Sec. 1366(d)(1). Here,
under section 1366, petitioner is not entitled to deduct in 1998
a business carryover |loss from 1992. She failed to present any
evi dence to establish her basis in the stock of the S
corporation, T.G Morgan, Inc. Further, there is no evidence

that the business was indebted to her. Wthout basis in her

6 On briefs, petitioner nmade separate references to the
total as equaling $1, 830,250 and $1, 830, 225; there is no
explanation in the record for these discrepancies.

! Unl ess otherw se indicated, all section references are
to the Internal Revenue Code in effect for the year at issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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stock or qualifying debt with respect to her ownership of T.G
Morgan, Inc., petitioner may not deduct any portion of a net
operating | oss of that corporation.

Even if petitioner could deduct a portion of the |oss, the
anmount of her |oss has not been established. T.G Mrgan, Inc.
reported a loss in 1992 of $17,202. |If that amount is correct,
petitioner’s share of that |oss, 27.5 percent, would be
$4,730.55. Sec. 1366(a)(1l). Yet, petitioner presented neither
evi dence of the transactions giving rise to the clainmed | oss nor
evi dence of how nmuch of that | oss was absorbed in prior years.

Bohannon v. Commi ssioner, T.C Meno. 1997-153 (NOL carryforwards

denied to taxpayer who failed to show that the | osses had not
been absorbed in prior years).

Petitioner clainmed that the inconme tax returns filed by the
bankruptcy trustee on behalf of T.G Mrgan, Inc., were false.
However, no evidence was presented to establish that any action
was instituted in the bankruptcy court to conpel a correction of
the incone tax returns filed by the trustee. Mreover, as noted
earlier, petitioner’s clainmed |loss on her return is not based on
the Schedule K-1, which was issued to her by the bankruptcy
trustee (and which reflected a | oss of $17,202 of the business),
but instead is based on a proof of claimin the anount of
$38, 046,524 filed by the FTC as a creditor in the T.G Mbrgan

I nc., bankruptcy proceeding. The record of this case does not
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establish that petitioner was the sole beneficiary for whomthe
proof of claimwas filed; what amounts were turned over to the
FTC in satisfaction of this claim or whether petitioner filed a
proof of claimon her own behalf in the T.G Mrgan, Inc.
bankruptcy proceeding. Petitioner has not net her burden of
proving she is entitled to deduct a 1992 net operating | oss of
T.G Mrgan, Inc., as clained in 1998.

Petitioner argued that, because she received refunds from
respondent in prior years based on the reported net operating
| oss carryovers, the carryover deduction should not now be
treated differently. The Court rejects this argunent. Each
t axabl e year stands al one, and the Conm ssioner may challenge in
a succeedi ng year what was condoned or agreed to in a prior year.

Rose v. Conmm ssioner, 55 T.C. 28 (1970). Thus, a taxpayer nust

abi de by the Internal Revenue Code even if an inproper deduction
is clained and all owed by the Internal Revenue Service in a prior
year. Accordingly, the refunds petitioner received in past years
are inapposite to the decision in this case. Respondent is
sustai ned on the issue of the net operating | oss carryover
deducti on.

The Court next addresses petitioner’s alternative clains,
the deductibility of various other |losses. At trial, petitioner
claimed the theft [ oss of a pension plan of $733,500, based on

all egations of fraud, theft, estoppel, and breach of fiduciary
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duty by the bankruptcy trustee and Internal Revenue Service
officials. In particular, she disputed the bankruptcy court’s
treatnent of various assets as belonging to the business when
t hose assets were not returned to the settlenent estate. Again,
no evi dence was presented to show what, if any, actions were
taken by her in the bankruptcy court to rectify these clains.
Section 165(a) allows as a deduction any | oss sustained by a
t axpayer during the taxable year that is not conpensated for by
i nsurance or otherwise. |In order to sustain a theft |oss
deduction, a taxpayer has the burden of proving a | oss di scovered
in the taxable year was incurred as a result of a casualty or

theft and the anmobunt of such loss. Axelrod v. Conni ssioner, 56

T.C. 248, 256 (1971). The taxpayer mnmust also prove ownership of

the stolen property. Draper v. Conm ssioner, 15 T.C. 135, 135

(1950); Jensen v. Conmm ssioner, T.C Menp. 1979-379; Silvernman v.

Conmi ssioner, T.C. Meno. 1975-255; Wiiteman v. Conm ssioner, T.C.

Meno. 1973-124.

For several reasons, petitioner is not entitled to a theft
| oss deduction. First, the record does not establish to the
Court’s satisfaction the existence of a pension plan or the
anmount of any contributions made to the plan. There can be no
theft of an asset whose existence is not firmy established, with
an ascertai nabl e value, as belonging to the taxpayer. See sec.

1.165-8(d), Inconme Tax Regs. (“the term‘theft’ shall be deened
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to include, but shall not necessarily be |[imted to, |arceny,

enbezzl enent, and robbery”); Witenan v. Conm Ssioner, supra,

(taxpayer denied theft |oss deduction as to jewelry and furs
because he failed to establish both their value and ownership).
Further, theft |osses are treated as sustai ned during the taxable
year in which the taxpayer discovers the loss. Sec. 165(e).

Not wi t hstandi ng the fact that petitioner’s clainms of theft by
Governnent officials in the bankruptcy case, the FTC case, and
the IRS audit are neritless, petitioner “discovered” these events
wel | before 1998, the year at issue. She is not entitled to a
theft |loss deduction in 1998. Respondent is sustained on this

i ssue.

Next, petitioner clainmed entitlenment to a deduction of
$225,000 as carryforward | egal expenses. To the extent this
deduction is related to the | egal expenses of the business, such
expenses woul d be reflected in the net incone or |oss of the
busi ness that would flow through to the individual sharehol ders.
As noted earlier, petitioner had no basis in the S corporation
entitling her to deduct |osses fromthe business. Moreover,
petitioner advanced no ot her convincing evidence or argunent that
woul d entitle her to deduct the | egal expenses. She has failed
to prove that her costs, if any, for defending herself and M.

Bl odgett fromcivil or crimnal liability connected with the

busi ness were ot her than nondeducti bl e personal expenses. Mtula
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v. Conmm ssioner, 40 T.C 914, 917-918 (1963) (costs and fees for

defending suits and indictnments for torts and crines are personal
expenses and not deductible). Respondent is sustained on this
i ssue.

Petitioner claimed a $142,482 investnent | oss on the Florida
property.® The Florida property becane part of the settlenent
estate in the FTC case, which was used to pay cl ains of defrauded
custoners of the business, and was eventually transferred to the
bankruptcy trustee.

Section 165 allows a deduction for losses incurred in
connection wth any transaction entered into for profit, though
not connected with a trade or business. Sec. 165(c)(2). The
burden of proof is on the taxpayer to denonstrate the necessary

profit objective. Rule 142(a); Golanty v. Conmm ssioner, 72 T.C

411, 426 (1979), affd. without opinion 647 F.2d 170 (9th G r
1981). A taxpayer enters a transaction with a profit objective
if "the facts and circunstances * * * indicate that the taxpayer
entered into the activity, or continued the activity, with the
actual and honest objective of making a profit." Dreicer v.

Conm ssioner, 78 T.C. 642, 645 (1982), affd. w thout opinion 702

F.2d 1205 (D.C. Gr. 1983); Surloff v. Comm ssioner, 81 T.C 210,

8 This amount is derived froma faulty cal cul ati on of
petitioner’s basis in the Florida property. However, it is
unnecessary for the Court to determ ne the correct basis.
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233 (1983). Geater weight is given to objective facts than to

the parties’ nere statenents of intent. Engdahl v. Conm ssioner,

72 T.C. 659, 666 (1979). In determ ning whether an activity was
entered into for profit, the following factors are consi dered:
(1) The manner in which the taxpayers carried on the activity;
(2) the expertise of the taxpayers or their advisers; (3) the
tinme and effort expended by the taxpayers in carrying on the
activity; (4) an expectation that the assets used m ght
appreciate in value; (5) the success of the taxpayer in carrying
other simlar or dissimlar activities; (6) the taxpayer’s

hi story of inconme or | osses with respect to the activity; (7) the
anount of occasional profits earned; (8) the financial status of
t he taxpayer; and (9) the existence of elenents of personal

pl easure in carrying out the activity. Sec. 1.183-2(b), Incone
Tax Regs.

On this record, the Court concludes that the purchase of the
condom nium and | ot was not engaged in for profit, either from
busi ness or investnent. The Court reaches this conclusion based
on petitioner and M. Blodgett’s |ack of expertise in the real
estate business, their insufficient tinme and effort expended in
carrying out any rental of the condom nium a |ack of market
anal ysis on the appreciation potential of the property, and the
| ack of credibility of the witnesses at trial. Although

petitioner clainmed she and M. Bl odgett purchased the Florida
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property to rent it out, they never carried through with an
intention to do so. Moreover, this Court is not bound to accept
a taxpayer's self-serving, unverified, and undocunented

testinony. Tokarski v. Conm ssioner, 87 T.C. 74, 77 (1986).

Petitioner has sinply not shown to the Court’s satisfaction that
t he purchase of the condom niumwas for profit from business or

i nvestment; thus, no deduction under section 165(c)(1) or (2) is
allowed. The Court further holds that the property was purchased
for personal, living, and famly purposes. As a result, under
section 262, its loss is not deductible. See Austin v.

Comm ssioner, 298 F.2d 583 (2d Cr. 1962), affg. 35 T.C 221

(1960). Respondent is sustained on this issue.

Petitioner also clained a $42,500 investment |oss on a
Sinbari painting.® The painting was transferred to the settl enent
estate in the FTC case and never returned to petitioner. The
| oss of the painting is not deductible by petitioner under
section 165(c)(1) or (2) as a loss froma transaction entered
into for profit. The painting was di splayed in petitioner’s hone
and was never used for a business or investnent purpose. Despite
M. Blodgett’s claimto have bought the painting as an

i nvestnment, no credi ble evidence was presented as to petitioner's

° The purchase price of the painting was $85, 000.
Because she jointly owed the painting wwth M. Bl odgett,
petitioner clainmed one-half of its cost as her | oss deduction.
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or M. Blodgett’s expertise in art, the obtaining of a market
anal ysis on the painting, or a history of investnents in art.
M. Bl odgett’s expectation of 500 percent or nore appreciation in
the value of the painting can best be described as a specul ative
hope. Mreover, the elenment of personal pleasure fromowning the
pai nting was evident from M. Blodgett’s description of buying it
for his wife. The Court holds that personal pleasure was the
primary reason for having the painting. Its |loss was a
nondeducti bl e personal, living, or famly expense. Sec. 262.
Respondent is sustained on this issue.

Finally, petitioner clainmed carryforward business or
i nvestment | osses of $561,375 on rare coins and $125, 403 on
hi stori cal docunments. She characterized the |osses on the coins
as rare coins held personally, $302,500; rare coins m shandl ed
out of Safrabank personal |oan account in 1991, $155, 650; and
rare m scel |l aneous coins lost in 1994 to 1997, $103, 225.
Petitioner presented scant evidence regarding the historical
docunents. Petitioner did not neet her burden of proof with
respect to the ownership, the value, and the transfer of the

coins and rare docunents. The Court disregards petitioner’s
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sel f-serving statenents. Tokarski v. Conm ssioner, supra.

Respondent is sustained on this issue.

Deci sion will be entered

for respondent.




