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GOLDBERG, 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. The decision to be
entered i s not reviewabl e by any other court, and this opinion

shoul d not be cited as authority. Unless otherw se indicated,
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subsequent section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure.

In a notice of deficiency, respondent determ ned that
petitioner is liable for deficiencies in Federal incone taxes for
the tax years 1994 and 1995 in the anpbunts of $3,014 and $31, 949,
respectively. Respondent al so determ ned accuracy-rel ated
penal ti es under section 6662(a) for the tax years 1994 and 1995
in the anounts of $603 and $6, 343, respectively.

After concessions nade by petitioner,! the issues for
decision are: (1) Wiether petitioner is entitled to deduct on
his 1994 Federal inconme tax return his pro rata share of
partnership loss attributable to a bad debt, and (2) whether
petitioner is liable for accuracy-rel ated penalties under section
6662(a) for the tax years 1994 and 1995.

Sone of the facts have been stipulated and are so found.

The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine the petition

was filed, petitioner resided in Dewitt, M chigan.

1 Petitioner concedes all adjustnents to inconme in the
notice of deficiency, except the disallowed partnership |oss
deduction of $65,419 and accuracy-rel ated penalties which are the
i ssues before us. There appears to be a mathematical error in
the partnership | oss deduction anount; the correct anount should
be $64, 559.



Backgr ound

In 1976, petitioner and his brother, Janes Fedewa, and
cousin, Bernard Fedewa, forned a partnership known as BBJ
I nvestnents (BBJ). BBJ is a Mchigan partnership in the business
of acquiring and operating residential real estate. Initially,
the partnership was owned equally by the three partners. On July
6, 1987, Janmes Fedewa relinquished his one-third interest in BBJ
to petitioner. Since 1987, petitioner has held a two-thirds
interest in BBJ. Petitioner was al so either a sharehol der or
partner in Fedewa Enterprises, Fedewa Buil ders, Fedewa Realty
World, and Construction Redi-Mx (collectively the rel ated
entities). The related entities were involved in the devel opnent
and construction of residential and commercial properties through
t he 1980s.

In 1975, BBJ purchased land to build a 50-unit apartnent
conpl ex known as North Scott Villa. |In order to conplete the
North Scott Villa project, Bernard E. Fedewa, Janes R and Mary
Ann Fedewa, and Robert E. and Julia |. Fedewa, as the “borrower”
secured a $712,500 | oan bearing 8.5-percent interest (FnHA | oan),
fromthe Departnment of Agriculture Farnmers Home Adm nistration
(FHA) in 1975. Pursuant to the | oan agreenent, the borrower was
required to provide annual budgets, annual operating plans, and
mai nt ai n books and records relating to the housing project’s

financial affairs, causing such books and records to be audited
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at the end of each fiscal year. The borrower was al so required
to mai ntain various reserve or escrow accounts (collectively
reserve accounts) so long as the | oan obligation renai ned
unsatisfied. In the event the borrower failed to conply with the
terms of the |oan agreenent, the Governnent could declare the
entire anount of the | oan obligation i mediately due and payabl e,
and, enforce all other available renedies. The Governnent also
had an option to wai ve any provision of the |oan agreenent.

On January 1, 1978, Janes Fedewa, on behal f of Fedewa
Bui l ders, Inc., executed a prom ssory note for $28,056.41 to BBJ
(1978 prom ssory note). The 1978 prom ssory note, bearing 8-
percent interest, did not state a due date.? Fedewa Buil ders and
Fedewa Enterprises ceased business operations in 1987.

In 1979, Touche Ross & Co., BBJ' s certified public
accountants, conducted an audit of BBJ's books and records. On
its books and records appeared an asset account of $109, 540 for
notes receivable due fromtwo related entities.® Despite the
related party transaction, Touche Ross & Co. gave BBJ a “cl ean”
financi al opinion. However, beginning in 1982 and through 1988,

BBJ failed to obtain “clean” financial opinions and received

2 W note that the photocopy of the 1978 prom ssory note
is illegible and testinony by petitioner’s sole wtness, M chael
A. Comto, did not provide such information.

8 It is unclear which two related entities generated the
notes receivable referenced in the Touche Ross & Co. audit.
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“di sclainmer” opinions. FnHA raised concerns about BBJ's failure
to maintain the reserve accounts required under the FnHA | oan
agreenent. FnHA refused to waive BBJ' s nonconpliance under the
| oan agreenent. In 1989, FnHA began forecl osure proceedi ngs
against BBJ for its failure to maintain adequate reserve
accounts.

In 1994, Yeo and Yeo, P.C, certified public accountants,
audited the North Scott Villa Apartnents project for years 1992
and 1993. Yeo and Yeo provided a disclainmed opinion based on the
fol | ow ng:

As discussed in Note 6 to the financial statenents,

North Scott Villa Apartnents is in violation of certain

covenants of its |loan agreenents with the United States

Department of Agriculture Farnmers Honme Adm nistration.

The | ender has the option to demand i nmredi at e paynent

of the nortgage note. On January 9, 1989, the owners

of North Scott Villa Apartnents were notified by the

Untied [sic] States Departnent of Agriculture Farnmers

Hone Adm nistration of the acceleration of the nortgage

note and i medi ate paynent of the nortgage note. * * *

The financial statenments do not include any adjustnent

relating to the recoverability and cl assification of

recorded assets and liability anounts that m ght be
necessary should North Scott Villa Apartnents be unable

to continue in existence.

Petitioner tinely filed his 1994 Federal incone tax return
wherein he reported $64,559 reflecting his pro rata share of
partnership loss attributable to a business bad debt. Petitioner
clainms that the bad debt deduction is attributable to uncollected

accounts receivable due fromthe following entities:



Fedewa Enterprises $20, 638
Fedewa Realty World 435
Construction Redi -M x 3,229
Fedewa Bui l ders 72,371
FCC 165
Tot al $96, 83811

1 Petitioner’s pro rata share of the accounts receivable is
$64, 559 based upon his two-thirds interest in BBJ. (2/3 X
$96, 838 = $64, 559)
The followng is a schedule of BBJ's notes receivabl e | edger from

1976 through 1988:

Year Not es Recei vabl e Pri nci pal
1976 $5, 008. 92
1977 32, 956. 41
1978 55, 022. 53
1979 109, 540. 00
1980 105, 495. 00
1981 91, 794. 00
1982 87,942. 00
1983 87, 895. 00
1984 96, 588. 00
1985 96, 838. 00
1986 96, 838. 00
1987 96, 838. 00
1988 96, 838. 00

No paynents of interest or principal were received after 1984.
Petitioner could not explain the origin of the initial $5,008.92
note receivable in 1976. The 1978 note receivable is reflected
in the 1977 year-end anount |isted above. Besides the 1978 note
recei vable, there is no docunentation nenorializing any additions
to principal or incone and/or principal paid. Mreover, the
record does not provide a description of the surrounding
circunstances or the purpose for the increases in the notes

recei vabl e account.
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In the notice of deficiency, respondent disallowed for
t axabl e year 1994 petitioner’s partnership | oss deduction of
$64,559 attributable to his pro rata share of a business bad
debt.* Respondent also determ ned for taxable years 1994 and
1995 accuracy-rel ated penalties on the business bad debt and
ot her issues petitioner has conceded.
Di scussi on

Section 166(a) generally allows a deduction for bona fide
debts that becone wholly or partially worthless wthin the
taxabl e year. A business bad debt is fully deductible from
ordinary incone. Sec. 166(d)(1l). A bona fide debt “arises from
a debtor-creditor relationship based upon a valid and enforceabl e
obligation to pay a fixed or determ nable sum of noney.” Sec.
1.166-1(c), Income Tax Regs. Wiether the parties actually
i ntended the transactions to be | oans depends on whet her the
advances were made “wth a reasonabl e expectation, belief and

intention that they would be repaid.” Goldstein v. Conmm Ssioner,

T.C. Menob. 1980-273.
The objective indicia of a bona fide debt includes whether a
note or other evidence of indebtedness exi sted and whet her

interest was charged. dark v. Comm ssioner, 18 T.C. 780, 783

(1952), affd. 205 F.2d 353 (2d Cir. 1953). W also consider the

exi stence of security or collateral, the demand for repaynent or

4 See supra note 1.
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a fixed schedule for repaynent, records that may reflect the
transaction as a |loan, and the borrower’s solvency at the tinme of
the loan. 1d. at 783-784. The key factor is whether the parties
actually intended and regarded the transaction as a |oan. Estate

of Van Anda v. Commi ssioner, 12 T.C 1158, 1162 (1949), affd. per

curiam 192 F.2d 391 (2d G r. 1951).

Respondent contends that petitioner failed to substantiate
t he amount of the purported business bad debt and to denonstrate
t hat such debt was bona fide. Petitioner asserts that the notes
recei vabl e were substantiated by the 1987 prom ssory note, the
1980 Touche Ross & Co. audit report, and the 1994 Yeo and Yeo
audit report. W disagree.

At trial petitioner produced the $28,056.41 prom ssory note
signed by Janes Fedewa on January 1, 1978. Although the 1978
prom ssory note bore interest of 8 percent, the note did not
provi de a di scernable due date; thus, we find the enforcenent or
demand of repaynent on this note highly suspect. Furthernore,
petitioner failed to provide any credible evidence to establish
the origin of the $5,008.92 note receivable in 1976, to which
princi pal the 1978 prom ssory note added, or the subsequent
i ncreases from 1978 t hrough 1984. Al though the origin of the
notes receivable is unclear, petitioner does not dispute that the
purported debt in issue arose fromrelated party transactions.

The record is devoid of any hel pful information as to the
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creation, purpose, or paynent on the notes receivable principal
bal ance from 1976 through 1985.

We also find petitioner’s reliance on the audit reports of
Touche Ross & Co. and Yeo and Yeo m spl aced. These reports cover
a span of over a decade and clearly state that the auditors
relied on information provided by, and exclusively in the control
of the owners. There is no information in the auditing firms
reports that they nade an i ndependent verification of the notes
recei vabl e account.

Li kew se, FnHA' s recognition of the notes receivable debt is
i napposite to the primary issue of substantiation. The FnHA | oan
is not the subject of the bad debt for which petitioner is
claimng a partnership | oss deduction in this case. Pursuant to
the | oan agreenent, the borrower nmust naintain certain reserve
accounts while the | oan obligation remained outstandi ng.
According to FnHA, petitioner and the other borrowers failed to
mai ntai n these accounts. Al though FnHA began forecl osure
proceedi ngs for the failure to maintain adequate reserve
accounts, FnHA did not attenpt collection on the notes
recei vable. FnmHA was not a party to any of the transactions that
gave rise to the underlying debt in issue. FnmHA' s interest
focused on the funding of the reserve accounts, from whatever
sour ce.

Based upon the above, we find that the balance in the notes
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recei vabl e accounts was not verified and further does not
constitute a bona fide debt. Accordingly, petitioner is not
entitled to the partnership | oss deduction during the years in
i ssue. Respondent is sustained on this issue.

Accur acy- Rel ated Penalty

Section 6662(a) inposes an accuracy-related penalty of 20
percent of the portion of the underpaynent which is attributable
to negligence or disregard of rules or regulations. Sec.
6662(b)(1). Negligence is the |ack of due care or failure to do
what a reasonable and ordinarily prudent person would do under

t he circunstances. Neely v. Commi ssioner, 85 T.C. 934, 947

(1985). The term “disregard” includes any carel ess, reckless, or
intentional disregard. Sec. 6662(c). No penalty shall be
inposed if it is shown that there was reasonabl e cause for the
under paynment and the taxpayer acted in good faith with respect to
t he under paynent. Sec. 6664(c).

On the basis of the record, we find that petitioner has
failed to denonstrate that he was not negligent and did not
disregard rules or regulations. W hold that petitioner is
liable for the accuracy-related penalty under section 6662(a) for
each year in issue.

We have considered all argunents by the parties, and, to the
extent not discussed above, conclude that they are irrel evant or

Wi thout nerit.
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Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

Deci sion will be entered

under Rul e 155.




