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M (who together with her husband, P, filed joint
returns for the audit years) assigned her right to
receive certain future annual lottery paynents in
exchange for a |unp-sum paynent to her by W of
$400, 000. M used $250, 000 of the $400,000 to repay
| oans to M which had been secured by the future annual
lottery paynments. O the $250, 000, $186, 000
represented repaynent of the outstanding principal
amount of the | oans and the $64, 000 bal ance qualified
as the paynent of interest.

1. Held: Ms right to receive certain future
annual lottery paynents does not constitute a capital
asset. Davis v. Comm ssioner, 119 T.C. 1 (2002)
fol | oned.

2. Held, further, the $400,000 that Mreceived
fromWis ordinary incone.
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3. Held, further, the $64, 000 interest paynent
constituted the paynent of nondeducti bl e “personal
interest” under sec. 163(h), I.R C

Peter U Boehne and Mary M Boehne, pro sese.

Ronald T. Jordan, for respondent.

VEMORANDUM OPI NI ON

HALPERN, Judge: By notice of deficiency dated March 31,
2000, respondent determ ned deficiencies in petitioners’ Federal
i ncone tax for 1995 and 1996 (the audit years) in the anounts of
$2,985 and $140, 857, respectively. After concessions, the issues
remai ni ng for decision are (1) whether $400, 000 received by
petitioner Mary M Boehne in 1996 in exchange for her right to
receive certain future annual lottery paynents is ordinary incone
or capital gain, and (2) whether petitioners are entitled to
deduct, for 1996, $64,000 paid by Mary in connection with the
repaynent of | oans to her secured by her lottery w nnings.
Petitioners raised the latter issue during a hearing in lieu of
trial (the hearing) w thout objection by respondent.?

Unl ess otherw se indicated, all section references are to

the Internal Revenue Code in effect for the years at issue, and

1 Certain adjustnents to petitioners’ dependency
exenptions and schedule A item zed deductions for 1996 are
derivative of the adjustnents at issue and will be resol ved by
our resolution of those adjustnents.
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all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

Backgr ound

This case was submtted fully stipulated under Rule 122.

The facts stipulated by the parties are so found. The
stipulation of facts (including facts stipulated at the hearing),
w th acconpanyi ng exhibits, are incorporated herein by this

ref erence.

Hereinafter, petitioners (husband and wife) will be referred
to individually as Peter and Mary. At the time the petition was
filed, petitioners resided in Moresville, Indiana.

The following is a summary of the facts necessary for our
di scussi on.

In 1991, while petitioners were residing in Colorado, Mary
won $1.5 mllion fromthe Colorado State Lottery, which was to be
paid over a 25-year period in annual paynents commenci ng Oct ober
10, 1991, and ending October 10, 2015. 1In order to make the 25
lottery paynents, the Colorado State Lottery purchased an annuity
and nanmed Mary as the beneficiary.

On July 19, 1995, Septenber 30, 1995, Novenber 3, 1995, and
March 7, 1996, Mary received four separate |oans (the | oans) from
Met west Services of Spokane, Washington (Metwest). As collateral
for the |oans, Mary pledged 12 future lottery paynents (the 12

future lottery paynents), which were due to be paid to her on
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Cct ober 10, 1996, through Cctober 10, 2007, in the foll ow ng

anounts, before applicable tax w thhol di ngs:

Paynent Date G oss Anpunt
Cct. 10, 1996 $44, 968
Cct. 10, 1997 46, 631
Cct. 10, 1998 48, 356
Cct. 10, 1999 50, 145
Cct. 10, 2000 52, 000
Cct. 10, 2001 53, 924
Cct. 10, 2002 55, 919
Cct. 10, 2003 57, 988
Cct. 10, 2004 60, 133
Cct. 10, 2005 62, 357
Cct. 10, 2006 64, 664
Cct. 10, 2007 67, 056
Tot al 664, 141

On April 30, 1996, Mary and Wodbri dge Fi nancial Corp.
(Wodbri dge) executed a “Lottery Prize Assignnment Agreenent” (the
assi gnnent agreenent) pursuant to which Mary assigned to
Wbodbri dge her rights to receive the 12 future lottery paynents,
before applicable tax w thhol dings, in exchange for a | unp-sum
paynent of $400, 000 payable within 5 days after the Col orado
State Lottery and the annuity conpany funding the lottery
paynments had gi ven their approval of the assignnent.

On May 6, 1996, Mary and Wodbri dge executed an addendumto
t he assignnment agreenent (the addendum) pursuant to which the
parties agreed that Mary woul d use up to $250, 000 of the $400, 000
to be received pursuant to the assignnent agreenment to repay the
bal ance due on the |l oans (anticipated not to exceed $250, 000 by
Mary and Wodbri dge), and that Wodbridge would pay directly to

Mary any out standi ng bal ance in excess of $250,000. The parties
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intended that Mary retain at |east $150,000 after repaynent of
t he out standi ng bal ance of the loans. |n August 1996, $250, 000
was paid in satisfaction of the bal ance due on the |oans, and
$150, 000 was received and retai ned by Mry.

On Schedule D, Capital Gains and Losses, of their 1996
return, petitioners reported a $264,000 long-termcapital |oss
arising out of the foregoing transactions. That |oss was derived
by treating $400,000 as the sales price or anount realized by
virtue of Mary’'s assignnent of the 12 future lottery paynents to
Wbodbridge and treating the gross anount of the assigned paynents
($664,000) as Mary’'s basis in such paynents. Petitioners then
clained a capital |oss deduction of $3,000 in conputing their
total inconme for 1996. Respondent’s notice of deficiency issued
on March 31, 2000, disallowed the $3,000 deduction and determn ned
that the transaction with Wodbridge resulted in $400, 000 of
ordinary inconme to petitioners. During the hearing, petitioners
conceded that the entire $400,000 is includable in inconme, but

they maintain that it should be treated as capital gain.?

2 Although the matter is not specifically addressed by the
parties, they appear to agree that the issue is whether to
characterize the $400,000 as ordinary incone or as long-term
capital gain. Petitioners originally reported the transaction as
generating long-termcapital |oss, and respondent has not raised
an issue as to petitioners’ holding period for the assigned right
to the 12 future lottery paynents. W, therefore, assune that
respondent agrees that such right, which arose in 1991, had been
held for nore than 1 year at the tinme of its sale to Wodbridge
in 1996; and that, assum ng such right constitutes a capital

(continued. . .)
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The principal amunt of the | oans, for which the 12 future
lottery paynents served as collateral, was $186, 000, $100, 000 of
whi ch was used to construct or inprove petitioners’ personal
residence. There is no evidence in the record as to petitioners’
use of the other $86,000. Petitioners’ residence did not serve
as additional collateral or security for the | oans, and that
property was not nortgaged in connection with the loans. The
$250, 000 | oan di scharge paynent consisted of $186,000 in
repaynment of the |oans and $64, 000 of interest or of a
conbi nation of interest plus penalties for early repaynent.?
Petitioners seek to deduct the $64, 000 paynent, which, if
al | omabl e, would partially offset the inclusion of the $400, 000
paid by Wodbridge as consideration for the 12 future lottery

paynments in gross incone.

2(...continued)
asset, its transfer would give rise to long-term capital gain.
See sec. 1222(3).

3 During the hearing, Peter acknow edged that sone portion
of the $64, 000 additional paynent constituted a penalty for
prepaynent of the loans. 1In his brief, respondent characterizes
the entire $64,000 as accrued interest. The distinction is of no
consequence because | oan prepaynent penalties are generally
treated as interest for Federal incone tax purposes. See 12701
Shaker Blvd. Co. v. Conm ssioner, 36 T.C 255, 257-259 (1961),
affd. 312 F.2d 749 (6th Gr. 1963) (loan prepaynent penalty
deductible as interest in the year of paynent); see also Lewis v.
Comm ssi oner, 65 T.C. 625, 630 (1975); Gen. Am Life Ins. Co. V.
Conmi ssioner, 25 T.C. 1265, 1268 (1956); Rev. Rul. 57-198, 1957-1
C.B. 94. Therefore, we shall treat the issue as solely involving
the deductibility of a $64,000 interest paynent.
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Di scussi on

The Capital Gain |ssue

The issue in dispute is whether the $400,000 that Mary
received in exchange for her assignnment of the 12 future lottery
paynments to Wodbridge is ordinary inconme or |ong-term capital
gain. Resolution of that issue depends upon whether Mary’s right
to receive the 12 future lottery paynents constitutes a capital
asset within the nmeaning of section 1221.

The question of whether the right to receive future lottery
paynments, which represent a portion of the total anticipated
payout, constitutes a capital asset does not present an issue of

first inpression. |In Davis v. Comm ssioner, 119 T.C. 1 (2002),

we held that the right to receive such paynents does not
constitute a capital asset within the nmeaning of section 1221.4
In that case, we provided a thorough anal ysis of the casel aw
which led us to that result. No purpose would be served by
repeating the legal analysis in Davis, and we refer to that

anal ysis in support of our holding herein that (1) petitioners’

4 In Davis v. Conm ssioner, 119 T.C. 1 (2002), the
t axpayers assigned a portion of each of 11 future annual lottery
paynments out of a total of 14 such paynents that they were
entitled to receive. 1d. at p.3. |In this case, Mary assigned
all of the 12 future lottery paynments, which also represented a
portion of the total future paynents that she was entitled to
receive. W do not view that distinction as material, and we
view the lottery paynent right assigned in Davis as, in
substance, identical to the lottery paynent right assigned in
this case for purposes of deciding whether such right constitutes
a capital asset.
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right to receive the 12 future lottery paynents does not
constitute a capital asset within the nmeaning of section 1221,
and (2) the $400, 000 received by petitioners from Wodbridge in
exchange for that right constitutes ordinary incone. Accord

United States v. Maginnis, 89 AFTR 2d 2002- 3028, 2002-2 USTC par.

50,494 (D. Or. 2002).

1. Deductibility of the $64,000 I nterest Paynment

A. | nt r oducti on

During the hearing, Peter agreed that $100, 000 of the
proceeds of the | oans was used to construct or inprove
petitioners’ personal residence, such residence was not used as
collateral for the | oans, and no nortgage was placed on the
property in connection with the loans. 1In light of those
stipulated facts, respondent argues that, wth respect to
i ndi viduals, section 163(h) (1) denies any deduction for “personal
interest”, and that there is no evidence to indicate that
petitioners’ interest paynents fall within any of the exceptions
to the definition of “personal interest” set forth in section

163(h) (2).®

5 Sec. 163(h)(2) defines “personal interest”, in pertinent
part, as foll ows:

(2) Personal interest.--For purposes of this
subsection, the term “personal interest” nmeans any
interest allowable as a deduction under this chapter
ot her than--

(continued. . .)
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B. Applicability of Section 163(h)(2)(D)

In particular, respondent argues that petitioners’ interest
paynments fail to satisfy the requirenents for the exception
provided in section 163(h)(2)(D) for “qualified residence
interest”. That is because, although petitioners’ principal
residence neets the definition of a “qualified residence” (see
sec. 163(h)(4)(A(i)(1)), and although the | oans constituted
“acqui sition indebtedness” (which, pursuant to section
163(h)(3)(B)(i)(l), includes indebtedness “incurred in * * *
constructing, or substantially inproving any qualified
resi dence”), repaynent of the |oans was not secured by such
residence as required by section 163(h)(3)(B)(i)(Il).

We agree with respondent that, based upon the stipul ated
facts, the $64, 000 interest paynment does not constitute
“qualified residence interest” within the nmeani ng of section

163(h) (2) (D) and (3).

5(...continued)

(A) interest paid or accrued on indebtedness
properly allocable to a trade or business (other
than the trade or business of perform ng services
as an enpl oyee),

(B) any investnent interest (within the
meani ng of subsection (d)),

* * * * * * *

(D) any qualified residence interest (within
t he neani ng of paragraph (3)),
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C. Applicability of Section 163(h)(2)(A)

Petitioners argue for the first time on brief that the
$64, 000 i nterest paynent is deductible under section 163(h)(2)(A)
as “interest paid or accrued on indebtedness properly allocable
to a trade or business”. W assune that that argunent represents
an attenpt by petitioners to link the loans to Mary’s busi ness
use of petitioners’ personal residence. The Schedule Cs included
in petitioners’ returns for the audit years indicate that Mary
was engaged in a business (conducted on a cash basis) referred
to variously as “nodel train painting” (1995) or “professional
custom pai nting” (1996). The Form 8829, Expenses for Busi ness
Use of Your Hone, for 1995 states that 37.96 percent of
petitioners’ residence was used regularly and exclusively for
busi ness. For 1996, such business use percentage is stated to be
15. 4 percent.

As a general rule, this Court wll not consider issues
raised by a party for the first tine on brief when to do so w |l
prevent the opposing party from presenting evidence or argunents

t hat m ght have been offered had the issue been tinely raised.

G ahamv. Comm ssioner, 79 T.C 415, 423 (1982). 1In this case,
respondent notified the Court of his intention not to file a
reply brief for the reason that his opening brief “adequately

di sposes of the relevant factual and | egal aspects of this case.”

Respondent has thereby failed to object to petitioners’ argunent
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on the basis of tineliness. Therefore, we shall consider
petitioners’ argunment on the nerits.

On the basis of the record before us, we decline to hold
that any portion of the $64,000 interest paynent is deductible
pursuant to section 163(h)(2)(A). |In order to fall within that
provi sion, an interest paynent nust qualify as “[i]nterest
expense allocated to a trade or business expenditure”. Sec.
1.163-8T(a)(4)(i)(A), Tenporary Incone Tax Regs., 52 Fed. Reg.
24999 (July 2, 1987). A “trade or business expenditure” is one
t hat has been incurred “in connection with the conduct of * * *
[a] trade or business”. Sec. 1.163-8T(b)(7), Tenporary | ncone
Tax Regs., 52 Fed. Reg. 24999 (July 2, 1987). There is nothing
in the record to indicate that any portion of the |oans was used
to nodify or inprove that portion of petitioners’ residence
devoted to the conduct of Mary’'s business. |In fact, the Forns
8829 attached to the returns for the audit years indicate that
none of the proceeds of the |oans was used for such purpose.®

Therefore, we find that no portion of the $64, 000 interest

6 The Form 8829 for 1995 states that, out of a total area
of 3,240 square feet, 1,230 square feet were used “regularly and
excl usively” for business. According to the Form 8829 filed for
1996, the conparable figures are 4,090 square feet (total area)
and 630 square feet (business use area). Thus, while total area
i ncreased between 1995 and 1996, presumably as a result of the
i nprovenent paid for by a portion of the proceeds of the |oans,

t he anbunt devoted to business use decreased by al nbst 50 percent
during that sane peri od.
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paynment is excepted fromthe definition of nondeductible
“personal interest” pursuant to section 163(h)(2)(A).

D. Applicability of Section 163(h)(2)(B)

Petitioners’ Exhibit 13, placed in evidence during the
heari ng, consists of a copy of the instructions for preparing
| . R'S. Form 4952, Investnent |Interest Expense Deduction (the Form
4952 instructions). At the hearing, Peter noted that the Form
4952 instructions state that property held for investnent
i ncl udes property that produces incone fromannuities. Although
petitioners have failed to el aborate further, either at the
hearing or in their brief, we interpret Peter’s introduction of
the Form 4952 instructions as an attenpt to argue that at |east a
portion of the $64,000 interest paynent is deductible as
“Investnent interest” pursuant to section 163(h)(2)(B), and, nore
specifically, that such interest was “paid * * * on indebtedness
properly allocable to property held for investnent” (i.e., the
annuity purchased by the Colorado State Lottery to fund the
|ottery paynents to Mary). Sec. 163(d)(3)(A).

Assum ng that we have accurately described petitioners’
argunent, we find it to be without nerit. The annuity allegedly
“held for investnment” was held by the Colorado State Lottery, not
by Mary who incurred the interest expense. More significantly,
petitioners explicitly stipulated that the | oans, to the extent

of $100, 000, were used to purchase or inprove petitioners’
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princi pal residence, which does not qualify as “property held for
investnment”. See sec. 163(d)(5)(A). (As noted previously, there
is no evidence in the record as to petitioners’ use of the
$86, 000 bal ance of the loans.) Thus, the $64, 000 interest
paynment is not allocable to an “investnment expenditure”, which is
defined, in pertinent part, as “an expenditure * * * properly
chargeable to capital account with respect to property held for
investnment”. See sec. 1.163-8T(a)(4)(C, (b)(3), Tenporary
I ncone Tax Regs., 52 Fed. Reg. 24999 (July 2, 1987). As a
result, no portion of the $64,000 interest paynent qualifies as
“investment interest” wthin the nmeaning of section 163(h)(2)(B)

E. Concl usi on

The $64, 000 interest paynent constituted the paynent of
nondeducti bl e “personal interest” under section 163(h).

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




