PURSUANT TO INTERNAL REVENUE CODE
SECTION 7463(b),THIS OPINION MAY NOT
BE TREATED AS PRECEDENT FOR ANY
OTHER CASE.




T.C. Summary Opi ni on 2003- 27

UNI TED STATES TAX COURT

S. W DEPASTURE, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 615-00S. Filed March 26, 2003.

L. Andrew Smith, for petitioner.

Brandi B. Darwin, for respondent.

CARLUZZO, Special Trial Judge: This case was heard pursuant

to the provisions of section 7463 of the Internal Revenue Code in
effect at the tinme the petition was filed. Except for section

6015 and unl ess ot herw se indicated, subsequent section

! Sec. 6015 was added to the Internal Revenue Code by the
I nt ernal Revenue Service Restructuring and Reform Act of 1998,
Pub. L. 105-206, sec. 3201(a), 112 Stat. 734, effective for any
l[iability for tax arising after July 22, 1998, and any liability
for tax arising on or before July 22, 1998, but remaining unpaid
as of July 22, 1998.
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references are to the Internal Revenue Code in effect for the
years in issue. Rule references are to the Tax Court Rul es of
Practice and Procedure. The decision to be entered is not
revi ewabl e by any other court, and this opinion should not be
cited as authority.
Respondent determ ned deficiencies in, and penalties with

respect to, petitioner’s Federal incone taxes as foll ows:

Year Defi ci ency Sec. 6662(a) Penalty
1994 $20, 184 $4, 005
1995 29, 432 5, 886

The issues for decision for each year are: (1) Whether
sharehol der pro rata incone froman S corporation is understated
on the joint Federal inconme tax return filed by petitioner and
his fornmer spouse; (2) whether petitioner qualifies for relief
fromliability under section 6015; and (3) whether the
under paynent of the tax required to be shown on petitioner’s
return is a substantial understatenent of incone tax.

Backgr ound

Sone of the facts have been stipulated and are so found.
At the tinme the petition was filed, petitioner resided in
Val dosta, Ceorgi a.

Petitioner is, and was during all relevant tinmes, a
certified welder. During each year in issue, petitioner was
enpl oyed as a wel der by, anong ot her enployers, Certified Wl ding

Services, Inc. (CW5), a CGeorgia corporation that he organized
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and incorporated. In 1984, OA5 nmade an S el ection, see sec.
1361, that remained in effect for the years in issue.

Petitioner married Madris GQutierrez (Ms. Qutierrez) in 1975.
They remained married to each other throughout the years in
i ssue, they separated during 1996, and they were divorced in
1997.

At one tine, petitioner and Ms. Qutierrez owed all of the
stock of CWs. Sone tine after the corporation was organi zed,
however, petitioner and Ms. Qutierrez were advised that the
corporation would enjoy certain conpetitive business advant ages
if all of its stock were held in her name. Consequently, prior
to 1994, petitioner transferred his stock in CA5 to M.
Gutierrez. In the divorce proceeding, CA5 was descri bed as
petitioner’s business and, in 1997, in connection with that
proceeding, all of the stock in CA5 was transferred to
petitioner.

Prior to and during his marriage to Ms. Cutierrez, and
before CW5 was formed, petitioner was involved in various other
wel di ng busi nesses. In connection with each busi ness, he
provi ded services as a certified welder. M. Qutierrez is not
a wel der and except for CWS has no experience in welding
busi nesses; prior to CA5 she was enpl oyed as a conputer operator
for various conpanies. Sonetinme before 1987, Ms. Qutierrez also

began witing romance novels. In 1996, she founded New Concepts
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Publ i shing (NCP), an el ectronic publishing conpany dedi cated to
acquiring the rights to romance novels delivered over the

| nternet.

Regardl ess of who owned its stock at any given tinme, CAS
functioned, nore or less, in the sane way fromits inception at
| east through the years in issue. Through its enpl oyees, which
at all times included petitioner and fromtinme to tinme other
wel ders, CW5 provided wel ding services to conpani es involved in
the construction industry. OCW conpeted for and was awarded
contracts at tinmes as a result of petitioner’s reputation in the
i ndustry and at other tinmes based upon estinmates or bids prepared
by petitioner. CW5 s ability to generate i ncone depended upon
petitioner’s efforts to secure contracts and provide the
necessary wel ding services in accordance with such contracts.

For the nost part, the construction projects involving CA5
and petitioner were |ocated throughout the United States, usually
a substantial distance fromwhere he maintained his residence at
the tine. Consequently, petitioner spent a significant portion
of any given year traveling away from hone as an enpl oyee of CWS
This was true in 1994, but because he was in the process of
bui l di ng a personal residence during 1995, petitioner’s travel as

an enpl oyee of CA5 was greatly reduced that year
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Al t hough an enpl oyee of CW5, petitioner was not paid a
salary or wages for his services by that conpany. The nethod by
whi ch he was conpensated for the welding services he perforned is
not entirely clear fromthe record, but it appears that fromtine
to tine he was paid in accordance with uni on wage standards by
the contractor (or subcontractor) that had contracted with CA5
Petitioner’s traveling expenses (transportation, neals, |odging,
etc.) in connection with any particular construction project that
he was working on were paid or reinbursed by CWs. CW5 al so
provi ded petitioner with a truck, welding rigs, and various other
t ool s.

CWE mai ntai ned at | east two checking accounts during the
years in issue. Presumably, sonme of the incone that CA5 received
fromvarious contracts was deposited into these accounts. In
general, the traveling expenses incurred by petitioner as an
enpl oyee of CW5 were paid or reinbursed by checks drawn on one of
CWE' s accounts. These checks were usually nade payable to
“cash”. Various other checks were drawn on these accounts, sone
for equi pment, sone for supplies, sonme for wages for individuals
ot her than petitioner, and sonme for food and other personal itens
consuned or used by petitioner and nmenbers of his famly.? Sone

of the checks nmade payable to “cash” were not necessarily used to

2 Sone of these itens were paid for directly, others were
purchased by credit card, and the credit card bill was paid by
CW5 check
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pay or reinburse petitioner for traveling expenses. Mst of the
checks drawn on the accounts were prepared and signed by M.
GQutierrez, but it appears that certain checks, although signed by
Ms. Qutierrez, were actually prepared by soneone el se. Sone
checks, including checks nade payable to cash, were signed by
petitioner.

In 1993, OW5 purchased 94 acres (approxi mate area, including
dry land and a | ake) in Madison, Florida, for $65,550° (the
Mystic Lake property or the property). Wen purchased, the
Mystic Lake property contained four dilapidated structures that
previously had been used as a notel.* Petitioner and M.
GQutierrez, who were then living in Georgia, intended to construct
a personal residence in the |ikeness of a nedieval castle on the
property. They renovated three of the four existing structures
to a condition that allowed each to be used as a residence by
petitioner, Ms. Cutierrez, and other nmenbers of their famly
while the “castle” residence was being built. Renovations on the

fourth structure were conpleted by early 1995. As of March 1995,

3 There is sonme question as to whether the purchase price
was $65, 000, as indicated by each party’'s expert, or $65, 550, as
stipulated by the parties. Because the parties have stipul ated
to the adjusted basis of the property, the discrepancy is of no
si gni ficance.

4 Apparently these structures were in such poor condition
that the local real estate assessnent authority had renoved them
fromthe real estate tax rolls.
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a substantial sunt had been expended in connection with these
renovati ons.

On March 2, 1995, COWS5 distributed the Mystic Lake property
to the petitioner and Ms. CQutierrez (the distribution). Soon
thereafter, petitioner and Ms. Cutierrez obtained a $300, 000
construction loan fromBarnett Bank to fund the construction of
the castle residence that they intended to build on the property.
As of the close of 1995, the castle residence was substantially
conpl et ed.

Petitioner and Ms. Qutierrez filed a tinely joint Federal
inconme tax return for each year in issue. Each return was
prepared by John D. Gaskins,® a certified public accountant whose
license was | ater revoked because he was convicted of Federal
i ncome tax evasion. |ncone of $64,400 is reported on
petitioner’s 1994 return, which incone consists of $34,635 of
sharehol der pro rata i ncone from CW5, $29, 546 of wages; and $219
of interest. Inconme of $33,461 is reported on petitioner’s 1995

return, which incone consists of $18,259 of sharehol der pro rata

> The parties stipulated that the basis of the Mystic Lake
property had increased by $63,949 as of March 1995. As best as
can be determned fromthe record, the addition to the property’s
basis is attributable to the inprovenents nmade to the four
exi sting structures. Sonme of the expenditures now included in
the property’'s basis apparently gave rise to deductions clained
by CWS and di sal |l owed by respondent.

6 M. Gaskins was also involved as a principal with
petitioner in various wel di ng businesses.
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i ncone from CW5, $14, 095 of wages, $178 of interest, and $929 of
capital gains. The distribution is not disclosed on their 1995
joint return.

CW5 filed a tinely Form 1120S, U.S. Incone Tax Return for an
S Corporation, for 1994 and 1995. Each return was prepared by
M. Gaskins and signed by Ms. Gutierrez as CW5's president. Sone
of the expenditures made in connection wth renovations nmade to
exi sting buildings on the Mystic Lake property were clainmed as
busi ness expense deductions on CA5's returns for 1994 and 1995.
Sone of the expenditures nmade in connection with the construction
of the castle residence were al so clainmed as busi ness expense
deductions on CA5's 1995 return. The inconme reported on CAE' s
1995 return did not include inconme attributable to the
di stribution, nor was the distribution otherw se disclosed on
that return.

Respondent exam ned the 1994 and 1995 returns of COA5 and, as
a result, disallowed various business expense deductions cl ai ned
on each return. For 1995, respondent also determ ned that CW\5

realized a capital gain of $102,939 fromthe distribution.’

" Conputed as follows in the notice of deficiency:

Fair market value of Mystic Lake property

as of Mar. 2, 1995: $168, 489
M nus adj usted basi s: (65, 550)
Capi tal gain: 102, 939
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These adjustnents formthe basis of the adjustnents to the
sharehol der pro rata incone of CA5 here in dispute. For each
year in issue, respondent also determ ned that the underpaynent
of tax required to be shown on petitioner’s return is due to
negl i gence and/or a substantial understatenent of incone tax.
Di scussi on

1. Shar ehol der Pro Rata | ncone From QA5

Petitioner now agrees that the shareholder pro rata incone
fromCWS reported on his return for each year is understated and
that the understatenent is neasured by the disall owed business
expense deductions clainmed by CA5. Furthernore, although he
di sputes respondent’s conputation of the anount, petitioner
now agrees that CA5 realized capital gain incone fromthe
distribution of the Mystic Lake property, see secs. 311(b),

1371(a); Martin lce Cream Co. v. Conm ssioner, 110 T.C 189,

219-220 (1998); Eustice & Kuntz, Federal |ncone Taxation of

S Corporations, par. 1.03(2)(d)(ii), at 1-61, par. 8.02(1)(a),
at 8-24, par. 8.04(9), at 8-79 (4th ed. 2001), and that a |ike
anount of capital gain should have been included in the
sharehol der pro rata incone reported on petitioner’s 1995
Federal income tax return. According to petitioner, however,
respondent’ s conputation of the capital gain is overstated
because respondent overstated the fair market val ue of the

property and understated the adjusted basis of the property.
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The parties now agree that the adjusted basis in the Mystic
Lake property as of the date of the distribution was $129, 499.
Consequently, we turn our attention to the fair market val ue of
that property as of the date it was distributed.

Each party enpl oyed a val uation expert to determne the fair
mar ket val ue of the Mystic Lake property as of March 2, 1995.
Bot h experts appraised the |and separately fromthe inprovenents,
and each expert relied, at least in part, on conparable sales in
formul ating his opinion of the property’s fair market val ue.

According to petitioner’s expert, Janes Searcy, the fair
mar ket val ue of the Mystic Lake property as of the date of the
di stribution ranged from $104, 444 (i ncome approach) to $135, 780
(cost m nus depreciation approach, allocating $77,000 to | and and
$58, 780 to inprovenents). M. Searcy deternmined that the “final
reconciliation of value” was $125, 000, which also represented his
estimate of the property’s fair market value using the narket
approach to valuation. |In arriving at his cost estinate of
value, M. Searcy used the cost m nus depreciation approach. He
estimated the replacenent cost of the three small structures to
be $137, 700, but reduced this anount by 60 percent to $55,080 to
account for depreciation. M. Searcy considered the |argest of
the four structures |located on the property to be functionally
obsol ete on the date of the distribution and assigned no value to

that structure. Applying the allocation between |Iand and
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i nprovenents as set forth in M. Searcy’s “cost approach to
value” to his “final reconciliation of value” of $125,000 results
in an allocation between | and and i nprovenents in the respective
anounts of $70, 887 and $54, 113.

According to respondent’s expert, Harry Smth, the fair
mar ket val ue of the Mystic Lake property as of the date of
the distribution was $168, 489, all ocated between | and and
i mprovenents in the respective anounts of $48, 102 and $120, 387.
M. Smth estimated the fair market val ue of the |argest of the
four structures to be $38, 670.

Respondent’s estimate of the fair market value of the Mystic
Lake property as of the date of the distribution exceeds
petitioner’'s estimate by $43,489.8 This difference is the result
of several factors; however, it closely approxi mates the val ue of
the |l argest of the four structures as valued by M. Smth. M.
Searcy assigned no value to this structure because he determ ned
that it was functionally obsolete on the rel evant date.

As we view the matter, petitioner’s expert erred by failing
to assign any value to the |largest of the four structures |ocated
on the property. Qher evidence in the record, including
petitioner’s testinony, denonstrates that this building had been

renovated and was in use at the tine the property was

8 Curiously enough, petitioner’'s estimate of the fair market
value of the land is actually higher than respondent’s estinmate
of the value of the |and.
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distributed. W could accept petitioner’s estimte of the val ue
of the | and and respondent’s estimate of the value of the
i nprovenents, except by doing so the overall value would then
exceed the estimte of each party.

Under the circunstances, we accept respondent’s estimte of
the fair market value of the Mystic Lake property. In so doing
we find the resulting capital gain realized by CA5 to be $38, 990
(9$168,489 fair market value as determ ned here, mnus $129, 499
adj usted basis of the property, as stipulated). Therefore, in
accordance with the foregoing, we sustain respondent’s
determ nation that shareholder pro rata capital gain inconme from
CWE is understated on petitioner’s 1995 return. In addition, we
sustain respondent’s determ nation that shareholder pro rata
ordinary income from CA5 is understated on petitioner’s return
for each year in issue.

2. Caimfor Relief Under Section 6015

In general, “spouses filing a joint tax return are each
fully responsible for the accuracy of their return and for the

full tax liability.” Butler v. Conm ssioner, 114 T.C 276, 282

(2000); see sec. 6013(d)(3). “Section 6015, however, provides
vari ous nmeans by which a spouse can be relieved of this joint and

several obligation.” At v. Conm ssioner, 119 T.C 306, 311

(2002). Petitioner nmakes a claimfor such relief in this case

under section 6015(c) and (f) in the petition filed in this case.



- 13 -
Except as otherw se provided in section 6015(c), petitioner bears
the burden of proof that he is entitled to section 6015 relief.

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

Request for Relief Under Section 6015(c)

Section 6015(c) limts an individual’s liability for any
deficiency to the portion of the deficiency properly allocable to
t hat individual under section 6015(d). 1In general, an itemthat
gives rise to a deficiency on a joint return will be allocated to
the individuals who file the return in the sane manner as that
item woul d have been allocated had those individuals filed
separate returns. See sec. 6015(d)(3)(A). Relief under section
6015(c) is subject to various conditions, all of which have been
satisfied in this case. See sec. 6015(c)(1), (3)(A(i).

In support of his claimfor relief under section 6015(c),
petitioner argues that pursuant to section 6015(d), all of the
sharehol der pro rata incone attributable to CAW5 is allocable to
Ms. Qutierrez during the years in issue because during those
years she was the sol e sharehol der of CWs. See sec. 6015(c)(2).
Assumi ng, without finding, that petitioner is correct in this
regard,® we consider whether petitioner’s claimfor relief is
precl uded by the provisions of section 6015(c)(3)(C), which,
except under circunstances not rel evant here, provides that

relief under section 6015(c) is not available if the Conm ssioner

° Respondent does not contend that Ms. Gutierrez was
petitioner’s nomnee with respect to her stock in CAS
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denonstrates that the individual who seeks such relief has actua
knowl edge at the tinme the individual signed the return of any
itemgiving rise to a deficiency.

According to petitioner, he was unaware that Ms. Qutierrez’s
sharehol der pro rata share of CAS s incone was not properly
reported on their joint Federal income tax return for either year
in issue. Petitioner further maintains that Ms. CGutierrez, as
the corporation’s sole sharehol der and president, rather than
hi msel f, ran CW5 and had excl usive control over the corporation
and corporate funds. However, petitioner’s professional
background, his involvenent in the construction industry over the
years, and his connection with CAS5 greatly underm ne petitioner’s
claimon this point, which, for the follow ng reasons, we reject.

Petitioner organized CA5 in 1984. He is a certified wel der
by profession, and CA5 is a wel ding services conpany that
functioned through petitioner. Prior to the organi zation of CA5
petitioner was involved in other welding operations. M.
Qutierrez is not a welder and, except for her involvenment with
CW5 t hrough her relationship with petitioner, has no practical
experience in the welding services industry. M. Qutierrez’s
primary vocational interest before, during, and after the years
in issue was witing and publishing romance novels. She canme to
be sol e sharehol der and president of CA5 only because of her

relationship with petitioner. Furthernore, she was CA5' s sol e
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sharehol der so that the corporation m ght conpete successfully
for certain contracts.

Notwi t hst andi ng the transfer of |egal ownership of CWs to
Ms. Qutierrez, petitioner continued to prepare CA5 bids for
wel di ng projects and secure wel ding contracts based on his
reputation in the welding industry. It was his know edge that
enabl ed CW5 to conpete for and obtain contracts. No doubt, M.
Qutierrez was, to sonme extent, active in the corporation. She
arranged for the filing of the corporate inconme tax returns and
paid corporate bills. But it appears that she did what she did
as a convenience to petitioner who was frequently away from hone
wor ki ng on contracts he secured for CA5. Petitioner negotiated
t he i ncone-generating contracts that CA5 was awarded; he worked
on the jobs pursuant to those contracts; and he nust have been
aware of the profitability of each job and the overall financial
situation of CA5. Furthernore, having drawn no conpensation from
CWE during the years in issue, he also nust have been aware that
the corporation was paying for a variety of his and his famly’s
personal expenses, including the renovations of the existing
structures and the construction of the castle residence on the
Mystic Lake property.

Petitioner’s actual connection with CA5 as opposed to any
formal status as a stockholder during the years in issue, is

further evidenced by the fact that all of the stock in the
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corporation was transferred from M. CQutierrez to him pursuant to
their marital settlenent agreenent.

As noted, petitioner was obviously aware that many of his
and his famly’ s personal expenses were being paid by CAS5 during
each year in issue. He wote checks drawn on corporate accounts,
and very well m ght have prepared other checks for the signature
of Ms. GQutierrez. He was equally aware that during 1995 CW\5
transferred the Mystic Lake property to Ms. Cutierrez and
himself. W find that respondent has denonstrated that
petitioner had actual know edge that the sharehol der pro
rata share of CAS' s income was not properly reported on his
joint Federal incone tax return for either year in issue.
Consequently, petitioner is not entitled to relief under section
6015(c) for either year, regardless of howitens giving rise to
the deficiencies would be all ocated under section 6015(d).

Request for Relief Under Section 6015(f)

To the extent that petitioner is not entitled to relief
under section 6015(c), he requests relief under section 6015(f).
Section 6015(f) allows for relief fromjoint and several
l[iability stemm ng froma joint Federal incone tax return if,
taking into account all of the facts and circunstances, it is
i nequitable to hold the requesting individual |iable for any
unpaid tax or any deficiency or any portion thereof. Sec.

6015(f) (1).
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As relevant here, a nonexclusive |list of factors the
Commi ssioner will consider in allowng relief under section
6015(f) is set forth in section 4.03 of Rev. Proc. 2000-15, 2000-
1 CB 448. No single factor is determ native; rather, al
factors are considered and wei ghed appropriately. See Mellen v.

Conmi ssioner, T.C. Meno. 2002-280; Penfield v. Conm ssioner, T.C.

Meno. 2002- 254.

Knowl edge of an itemgiving rise to the deficiency “is an
extrenely strong factor weighing against relief.” Rev. Proc.
2000- 15, sec. 4.03(2)(b), 2000-1 C.B. 449. As we have previously
di scussed, petitioner was aware of the itens that give rise to
the deficiencies in this case.

Furthernore, relief mght not be appropriate under section
6015(f) if the individual who requests such relief benefited from
the unpaid liability or itenms giving rise to the deficiency. See
Rev. Proc. 2000-15, sec. 4.03(2)(c), 2000-1 C.B. 449. In this
case, petitioner significantly benefited fromthe itens that
resulted in the deficiencies here under consideration. Sone of
his personal and famly living expenses were paid by CA5 during
each year in issue, and, in 1995, he received from CA5 an

ownership interest in a valuable piece of real estate.
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Taking into account all of the facts and circunstances, it
woul d not be inequitable to hold petitioner |liable for the
deficiencies here in dispute. Consequently, respondent’s
inplicit denial of petitioner’s request for equitable relief
under section 6015(f) is not an abuse of discretion.

3. Section 6662(a) Penalty

For each year in issue, respondent determ ned that
petitioner is liable for a penalty under section 6662(a). That
section inposes an accuracy-related penalty if, anong ot her
t hi ngs, an underpaynent of tax required to be shown on a return
is a substantial understatenment of inconme tax. Sec. 6662(a) and
(b)(2).

In this case, the understatenent of incone tax for each
year in issue is conputed in the sanme manner as and is equal to
the deficiency. See sec. 6662(d). W find that, for each year
in issue, the understatenment of incone tax is substantial within
t he nmeani ng of section 6662(d) because it exceeds the greater of
$5, 000 or 10 percent of the tax required to be shown on the
return for the taxable year. Sec. 6662(d)(1)(A). Consequently,
the penalty inposed by section 6662(a) is applicable, and
respondent’s determination in this regard is sustained for both
years.

Revi ewed and adopted as the report of the Small Tax Case

Di vi si on.



To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




