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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: Respondent determ ned deficiencies in

petitioners' Federal incone tax of $101, 342 for 1991 and $22, 513



for 1992 and accuracy-rel ated penalties under section 6662(a)?! of
$20, 268 for 1991 and $4, 503 for 1992.

After concessions by the parties,? the issues for decision
are:

1. \Wether petitioners may deduct: (a) Loan guaranty
paynents of $18,329 paid in 1991 and $98,000 paid in 1992 as
busi ness bad debts under section 166, and (b) |egal fees
(it ncurred in defendi ng agai nst enforcenent of the | oan
guaranties) of $213,239 paid in 1991 and $45,636 paid in 1992 as
ordi nary and necessary busi ness expenses under section 162;2% and

2. whether petitioners are liable for the accuracy-rel ated

penal ti es under section 6662 for 1991 and 1992.

1Unl ess ot herw se indicated, section references are to the
I nternal Revenue Code in effect for the years in issue and Rule
references are to the Tax Court Rules of Practice and Procedure.

2Petitioners concede that they had unreported interest
i ncone of $947 for 1991 and $1, 337 for 1992. Petitioners further
concede that they are not entitled to Schedul e C deductions (1)
in 1991 of $9,171 for travel, $1,598 for neals, $2,619 for
supplies, $4,228 for doubl e deductions, and $2,976 for interest,
and (2) in 1992 of $4,675 for interest. Wth respect to
di sal l owed travel and entertai nnent expenses reported by
petitioners on Schedule C for 1991, respondent concedes that
petitioners are entitled to deduct $2,002 as enpl oyee expenses
and $579 as sec. 212 expenses on Schedule A for 1991. Respondent
al so agrees that $11,149 of the |legal and professional expenses
for 1992 are deducti bl e under sec. 162 on petitioners' Schedule C
- Medi cal .

3Petitioners concede that none of the |egal fees paid prior
to 1991 are deductible in 1991 or 1992. Respondent concedes that
the legal fees and rel ated expenses paid in 1991 and 1992 are
deductible in those years but only as m scel |l aneous item zed
deducti ons under sec. 165(c)(2) or 212.



- 3 -

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.
The stipulation of facts and the exhibits attached thereto are
i ncorporated herein by this reference.
Petitioners resided in Phoenix, Arizona, when they filed
their petition. Hereinafter, references to petitioner are to
WIlliam J. Fleischaker.

Petitioner’s Medical Education and Training

Petitioner attended the University of Okl ahoma Col |l ege of
Medi ci ne (the nedical school), located in Olahoma City,

Okl ahoma. He graduated as a doctor of nedicine in June 1979 and
was |icensed to practice nedicine by the Okl ahoma Board of
Medi cal Licensure on July 1, 1980.

After graduating from nedi cal school, petitioner began a 3-
year famly practice internship/residency programat the nedica
school. He worked 80 to 120 hours per week as an intern in the
program fromJuly 1, 1979, to June 30, 1980, at which tinme he
took a 2-year |eave of absence. From June 1980 to July 1982,
petitioner was enpl oyed by a group of physicians that staffed two
enmergency clinics in Tul sa, Cklahoma. He worked approxi mately 20
hours per week at the two clinics and occasionally worked
weekends at two ot her energency roons.

Petitioner resuned his participation in the nedical school's

famly practice residency programon July 1, 1982, and conpl eted



the program on June 30, 1984. During the residency, he worked 40
to 80 hours per week.

In July 1984, after conpleting his residency, petitioner
wor ked 40 hours per week at the Eastern Okl ahoma Sports Medi ci ne
Center in Tulsa. Petitioner became board certified in famly
practice in 1985. After |eaving the Eastern Ckl ahoma Sports
Medi cine Center in 1985, petitioner worked 40 hours per week at
the 3 ass-Nel son Cccupational dinic in Tulsa until he noved to
Phoeni x, Arizona, in May 1987.

Adult Living Centers, |nc.

During his second year of nedical school, petitioner had
| earned that, by the tinme he becane 50 years old, 50 percent of
t he popul ation of the United States would be 50 years of age or
ol der. Petitioner decided to specialize in famly medicine
because he recogni zed an opportunity to develop an adm nistrative
type of nedical practice and to pronote new concepts in care for
the el derly.

Wi | e worki ng as an energency room physician during his 2-
year | eave of absence fromthe residency program petitioner
began devel opi ng his concept for an integrated nursing care
facility and |l ooking for investors. Petitioner and three other
i ndividuals, Charles Wtz, John Wetz, and Jerry Col cl azi er
(hereinafter collectively referred to as petitioner's

associates), were interested in the nursing honme business. By



1980, petitioner and his associates formed Adult Living Centers,
Inc. (Adult Living Centers), to own and operate a proposed new
facility in Muskogee, Cklahoma, known as the Van Orden Menori al
Adult Living Center (the Van Orden project). Petitioner invested
approximately $25,000 in the stock of Adult Living Centers and
was a nenber of the board of directors and vice president of the
corporation. None of the individuals, however, had experience in
constructing or operating a nursing hone facility. Charles Wtz
had a degree in hospital adm nistration. M. Colclazier was to
manage the construction of the Van Orden project.

Petitioner and his associates did not intend the Van Orden
project to be a typical nursing hone facility. Instead, they
envi sioned a nmultifunctional conprehensive facility that would
provide traditional |ong-termcare, integrate internedi ate care
with day care for the elderly, integrate day-care service for
children with day care for ol der individuals, and provide
residences for seniors. Petitioner had the idea of integrating
adult day care with internedi ate care because it would be nore
beneficial to the patients and nore economcal. Petitioner also
t hought that integrating child care with senior care would
provide a nurturing interaction for the children with grandparent
type figures during the day and would stinulate the elderly

(because of the interaction with the children).
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Petitioner viewed the Van Orden facility as a prototype for
devel oping other nultifunctional care facilities in the United
States. H's goal was to own simlar facilities throughout the
country, possibly through a nationw de chain. Petitioner
intended to establish simlar facilities in other States using
di fferent corporations that would be kept under his control.

Wi | e working as an energency room physician during his 2-
year | eave of absence fromthe residency program petitioner
worked with architects, visited other senior service facilities,
and participated in applying for the certificate of need.
Petitioner also located |and for the site of the proposed
facility, negotiated the purchase, and financed the purchase of
the | and.*

Okl ahoma required a proposed operator of a new nursing hone
facility to obtain a certificate of need fromthe Cklahoma Heal th
Pl anni ng Authority (the planning authority). A certificate of
need was required to ensure that there was a need for the
facility in the local service area and to ensure that the
proposed owner had adequate financial backing and experience to
operate the facility successfully. Upon conpletion of the
facility, the operator also needed to obtain a |license fromthe

Okl ahoma St at e Departnent of Heal th.

“Petitioner was |ater repaid the purchase price of the |and.



If the planning authority issued a certificate of need, the
proponent had 6 nonths to submt a construction plan for the
facility. Once the planning authority reviewed and approved the
pl an, construction was required to comence within 2 nonths after
t he approval of the plan and had to be conpleted within 1 year
after the approval of the plan. Failure to neet these deadlines
woul d result in forfeiture of the certificate of need.

In 1980, Adult Living Centers submtted an application to
the planning authority for a certificate of need for the Van
Orden project. The application requested approval for
construction of a new 90-bed nmultifunctional facility in Miskogee
with an estimated construction cost of $1,092,455. Petitioner
was listed on the application (and introduced at the pl anning
authority's hearing on the certificate of need) as the proposed
medi cal director for the facility.

The project did not have any commtnents fromlenders at the
time the application was submtted, but the application indicated
that petitioner's famly menbers were the principal interested
investors in the project. The application included a letter from
petitioner stating that his famly had reviewed the Van Orden
proposal and was interested in the investnent opportunity. The
application also included a letter fromLiberty National Bank and
Trust Co. of Cklahoma City verifying that petitioner's famly had

financial resources available for an investnent in the Van O den
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project and vouching for the famly's business and personal
reput ation.

The planning authority issued a certificate of need for the
Van Orden project on Decenber 17, 1980. After several plan
subm ssions, the planning authority approved the construction
pl an on March 15, 1982. The certificate of need required
construction on the Van Orden project to commence by May 15,

1982, and to be conpleted by March 15, 1983. Adult Living
Centers had difficulty obtaining financing for the Van Orden
proj ect and obtained a 6-nonth extension to Septenber 15, 1983,
for the construction conpletion date.

As of February 1983, the Van Orden project still had no
construction or permanent financing for the project. A planning
authority inspection report, dated February 18, 1983, stated that
no foundations had been poured for the project, and only
prelimnary site work had been perforned for the project.

In the spring of 1983, Adult Living Centers’ sharehol ders,
with the assistance of Phoeni x Federal Savings & Loan Associ ation
(Phoeni x Federal), arranged a financing package for the Van O den
project. Under the financing package, Phoeni x Federal's
subsi di ary, Eastern Cklahoma Service Corp. (Eastern |l ahonma),
acquired 51 percent of Adult Living Centers’ stock. Petitioner's

stock interest was reduced from 48 percent to | ess than 20



percent. As a result, Eastern Okl ahoma had voting control of
Adul t Living Centers.

Phoeni x Federal arranged for a $3, 150,000 | oan from State
Federal Savings & Loan Association (State Federal) to finance the
construction of the Van Orden project. A tax-exenpt bond
facility provided funding for the | oan. Phoenix Federal also
arranged for a takeout commtnent from State Federal. The
t akeout comm tnent provided that, subject to certain conditions,
State Federal would provide funding to pay off the tax-exenpt
bond facility in the event of a mandatory bond redenption or upon
final maturity of the bond issue.

At the March 17, 1983, closing of the State Federal |oan, a
di spute arose as to whether Adult Living Centers' sharehol ders,

i ncluding petitioner, were required to guarantee the | oans nade
to Adult Living Centers. Although petitioner stated his

obj ections, he did sign a guaranty of collection for a
proportionate anmount of the $3,150,000 State Federal |oan (State
Federal |oan guaranty) and a guaranty of paynent for a
proportionate amount of the commtnent fee required by the State
Federal takeout commtnent (State Federal takeout guaranty). The
anounts petitioner guaranteed were based on his proportionate
stock ownership in Adult Living Centers.

Several conpeting nursing hone operators objected to the Van

Orden project and closely nonitored the project. In May 1983,
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t he conpetitors sought to have the planning authority revoke the
certificate of need because Adult Living Centers failed to begin
construction wthin 2 nonths of the construction plan approval.
The planning authority initially revoked the certificate of need
but reinstated the certificate on June 23, 1983. The conpeting
operators imedi ately chall enged the planning authority's
reinstatenent of the certificate. Al though Adult Living Centers
ultimately prevailed in the litigation, the |awsuit absorbed sone
of the resources available for the Van Orden project and created
uncertainty as to the project's eventual conpletion

The State Federal |oan enabled Adult Living Centers to
conpl ete construction of the Van Orden project by Septenber 15,
1983. Adult Living Centers filed an Application for License to
Conduct a Skilled Nursing Home Internediate Care Facility or Rest
Honme/ Personal Care Facility (license application), dated
Septenber 12, 1983, with the Okl ahoma State Departnent of Health.
The Gkl ahoma State Department of Health issued Adult Living
Centers a 4-nonth probationary |license to operate the Van O den
facility effective Septenber 15, 1983. Charles Wtz was naned as
the adm nistrator on the license application. Attached to the
application was a certificate (licensed physician certificate)
signed by petitioner that stated:

I, WIlliamJ. Fleischaker, MD, a duly |icensed
physician in the State of Okl ahoma, agree to be called
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for medical care energencies and to act in an advisory
capacity for the Van Orden Adult Living Center
Al t hough petitioner signed the physician certificate

attached to the Van Orden facility's initial |icense application,
he never provided and never intended to provide patient care at
the facility. Petitioner never received any conpensation from
Adult Living Centers as an officer, director, enployee, or

i ndependent contractor.

After the probationary period, the Cklahoma State Departnent
of Health issued Adult Living Centers annual |icenses to operate
the Van Orden facility beginning in January 1984. The copy of
the application for the license effective January 14, 1984, to
January 13, 1985, does not have a |icensed physician certificate
at t ached.

The |icense applications dated Cctober 3, 1984, Cctober 1,
1985, and Cctober 3, 1986, filed with the Cklahoma State
Departnent of Health to operate the Van Orden facility from
January 14, 1985, to January 31, 1988, listed Charles Wtz as the
admnistrator. Petitioner was not the physician who signed the
I i censed physician certificates attached to the applications.

In addition to the nursing care facility, Adult Living
Centers was building a child care center as part of the Van Orden
project. The Van Orden project continued to have construction

cost overruns and operating deficits. By the summer of 1984, the
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directors of Adult Living Centers had becone dissatisfied with
M. Col cl azier's managenent of the construction projects. M.
Col cl azier wanted to | eave the project and sell his Adult Living
Centers stock. He also wanted to be released fromhis |oan
guaranty obligations to State Federal, which required State
Federal ' s approval.

The directors of Adult Living Centers arranged for the
corporation to purchase M. Colclazier's stock. State Federa
agreed to release M. Colclazier fromthe guaranty obligations
provi ded the renai ni ng sharehol ders executed a substitute
guaranty agreenent. On July 25, 1984, State Federal, Eastern
Okl ahoma, petitioner, and Charles Wtz executed a rel ease of
guaranty extinguishing M. Colclazier's obligations to State
Federal. On July 27, 1984, Eastern Okl ahoma, petitioner, and
Charl es Wtz executed a substitute guaranty with respect to the
State Federal |oan and the takeout commtnent (State Federal
substitute guaranty).

During this tinme, in an attenpt to neet the additional cost
overrun and operating deficit, Adult Living Centers obtained a
$600, 000 | oan commi tnent from Phoeni x Federal in the sunmer of
1984. Adult Living Centers, however, was unable to neet all the
requirenents of the witten | oan commtnent, and, on July 11,
1984, Phoeni x Federal notified Adult Living Centers that it would

not advance any funds under the | oan conm tnent.



- 13 -

On July 31, 1984, petitioner borrowed $206, 040 from Phoeni x
Federal and then lent the noney to Adult Living Centers to help
nmeet the cash requirenents. The prom ssory note evidencing
Phoeni x Federal's |loan to petitioner was secured by petitioner's
stock in Adult Living Centers. The note was due on Decenber 31
1984.

On Cct ober 15, 1984, Phoeni x Federal provided a $700, 000
line of credit to Adult Living Centers to help cover cost
overruns and operating deficits. Petitioner executed a limted
guaranty of collection on a portion of the line of credit
(Phoeni x Federal line of credit guaranty) based on his
proportionate stock ownership interest in Adult Living Centers.
Adult Living Centers used funds borrowed on the line of credit to
repay petitioner the $206,040 he had lent to the corporation.
Petitioner then repaid his $206, 040 | oan from Phoeni x Federal .

I n 1985, Phoenix Federal sold its controlling interest in
Adult Living Centers to WIlliam Ri cketts, a Miuskogee busi nessnman.
M. Ricketts and the other principals in Adult Living Centers
determ ned they needed additional cash-flowin order to sal vage
the Van Orden project. M. Ricketts thought an additional
nursing home facility would provi de enough excess cash-flow to
service the Van Orden project debts and provide admnistrative

cost savi ngs.
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Adult Living Centers negotiated to purchase Miuskogee
Conval escent, an existing licensed nursing hone facility | ocated
i n Muskogee, Cklahoma. To finance the purchase, Adult Living
Centers obtai ned an $855, 000 | oan from Phoeni x Federal on
Septenber 11, 1985. Petitioner signed a |limted guaranty of
paynent for a portion of the new $855, 000 Phoeni x Federal | oan
(Phoeni x Federal |oan guaranty) based on his proportionate stock
ownership in Adult Living Centers.

Despite the acquisition of Muskogee Conval escent, however,
Adult Living Centers continued to have financial difficulties and
defaulted on its various obligations to State Federal and Phoeni x
Federal. The lending institutions, or their respective
successors in interest,® commenced coll ection actions and
forecl osure proceedi ngs against Adult Living Centers to coll ect
t he outstandi ng debts and agai nst petitioner to enforce his
obl i gations under the various guaranty agreenents.® Between 1988
and 1992, petitioner was a party to five separate |lawsuits
pertaining to the Phoeni x Federal and State Federal |oans and

commtrments to Adult Living Centers.

°Cimarron Federal Savings & Loan Association (C narron
Federal ) was a successor in interest to Phoenix Federal. The
Resol ution Trust Corporation (RTC) was a successor in interest to
Cimarron Federal and to State Federal.

ln certain instances, the Federal Deposit |nsurance
Corporation (FDI C) supervised the collection of | oans owned by
RTC.
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The first action, Fleischaker v. State Fed. Sav. & Loan

Associ ation, Case No. 88-C 1230-E (the Fleischaker/ State Federa

case), was a declaratory judgnent action filed by petitioner in
the U S. District Court for the Northern District of Oklahoma on
Septenber 12, 1988. The Fleischaker/ State Federal case
pertained to petitioner's State Federal |oan guaranty, State
Federal takeout guaranty, and State Federal substitute guaranty.

By order dated Cctober 11, 1990, the Federal District Court
determ ned that the State Federal |oan guaranty required the bank
to proceed first against Adult Living Centers before proceeding
agai nst petitioner. The court further found that the bank's
failure to do so was a material breach of the agreenent, thereby
rel easing petitioner fromhis obligations under the State Federal
| oan and substitute guaranties. The court, however, found that
petitioner was liable for his share of commtnent fees under the
State Federal takeout guaranty. On Novenmber 19, 1990, a judgnent
in the armount of $18, 329.06 was entered agai nst petitioner in the
Fl ei schaker/ State Federal case. On February 5, 1991, the parties
in the Fleischaker/State Federal case filed a nutual rel ease and
satisfaction of judgment, reflecting that petitioner had fully
satisfied the $18, 329. 06 judgnent.

From 1987 to 1991, petitioner paid the follow ng | egal fees

in the Fl ei schaker/ St ate Federal case:



Year Attorney’'s fees
1987 $2, 735
1988 16, 227
1989 67, 754
1990 17, 643
1991 23,581

The second action, State Fed. Sav. & Loan Associ ation v.

Adult Living Grs., Case No. CJ-88-6322 (the State Federal /Adult

Living Centers case), also pertained to petitioner's State
Federal |oan guaranty, State Federal takeout guaranty, and State
Federal substitute guaranty. The State Federal /Adult Living
Centers case was a collection action filed by State Federal in
the District Court of Tulsa County, Cklahoma, on Cctober 21,
1988. On February 5, 1991, the clainms against petitioner in the
State Federal /Adult Living Centers case were dismssed with
prej udi ce.

From 1989 to 1991, petitioner paid the follow ng | egal fees

in the State Federal /Adult Living Centers case:

Year Attorney’s fees
1989 $8, 963
1990 29, 932
1991 3,128

The third action was brought in 1989 by G marron Feder al
pertaining to petitioner's obligations under the Phoeni x Federal

l[ine of credit guaranty. That case, Cnmarron Fed. Sav. & Loan

Association v. Adult Living Grs., Case No. C89-1402 (the 1989
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Cimarron Federal /Adult Living Centers case), was a collection and
foreclosure action filed by C marron Federal on Septenber 11,
1989, in the District Court of Miskogee County, Okl ahona.

From 1989 to 1992, petitioner paid the follow ng | egal fees

in the 1989 C marron Federal /Adult Living Centers case:

Year Attorney’s fees
1989 $2, 770
1990 5, 144
1991 17, 561
1992 31, 449

The fourth and fifth actions were brought by G marron
Federal pertaining to petitioner's obligations under the Phoeni x

Federal |oan guaranty. The fourth action, G narron Fed. Sav. &

Loan Association v. Adult Living Crs., Case No. C90-62 (the

1990 G marron Federal /Adult Living Centers case), was filed by
C marron Federal on January 23, 1990, in the District Court of

Muskogee County, Oklahoma. The fifth action, G nmarron Fed. Sav.

& Loan Association v. Fleischaker, Case No. CIV 90-522-S (the

C marron Federal /Fl ei schaker case), was filed on Cctober 16,
1990, in the U S District Court for the Eastern District of
| ahoma.

On Decenber 18, 1991, petitioner paid $98,000 to RTCto
settle the C marron Federal/Fl ei schaker case. Under the
settl ement docunent, petitioner was released fromclains raised

against himin the Cmarron Federal/Fl ei schaker case and the 1990



- 18 -

C marron Federal /Adult Living Centers case. The settlenent,
however, did not release petitioner fromclains raised in the
1989 Cimarron Federal /Adult Living Centers case. The record in
this case does not disclose the resolution of the 1989 C marron
Federal / Adult Living Centers case.

From 1990 to 1992, petitioner paid the follow ng | egal fees

in the 1990 C marron Federal /Adult Living Centers case:

Year Attorney’s fees
1990 $19, 114
1991 1, 131
1992 98

From 1990 to 1992, petitioner paid the follow ng | egal fees

in the G marron Federal /Fl ei schaker case:

Year Attorney’s fees
1990 $4, 069
1991 167, 838
1992 14, 089

In 1991, Petitioner also incurred and paid $3,293 in travel
expenses associated with his attenpts to settle the C marron
Feder al / Fl ei schaker case.

Petitioners’ 1991 and 1992 Federal |ncone Tax Returns

Petitioners tinely filed joint individual Federal inconme tax
returns for 1991 and 1992, reporting no tax for 1991 and total
tax of $53,464 for 1992. The return for each year contained two
Schedules C, Profit or Loss From Business, for which petitioner

was identified as the sole proprietor. One business was



- 19 -

identified as "WIlliamJ. Fleischaker, MD." for which the
princi pal business was the provision of nedical services. The
ot her business was identified as "Deborah Fl ei schaker, et. al"
for which the principal business was oil and gas production. On
the Schedules C for oil and gas production activity, petitioners
cl ai med | egal and professional expenses of $439,871 for 1991 and
$51, 950 for 1992. None of the claimed | egal and professional
expenses were related to the oil and gas production activity.
Except for $11,149 of the fees clained in 1992, the fees clai ned
as |l egal and professional fees fromoil and gas production were
for paynents made by petitioner under his guaranty obligations
for Adult Living Center debts and legal fees incurred in

def endi ng agai nst those obligations. The remaining $11, 149
clainmed in 1992 was related to petitioner's nedical services
activity.

In the notice of deficiency, respondent disallowed a
deduction for all $439,871 of legal fees clained on the 1991
return and $40,801 of the fees clained in 1992. Respondent did
not disallow the $11, 149 of fees clainmed as a deduction rel ated
to gas and oil production in 1992 that were related to

petitioner's medical services activity.
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OPI NI ON

| ssue 1. Whether petitioners may deduct | oan guaranty paynents
and rel ated | egal fees under sections 166 and 162

Respondent contends that petitioner's paynments in settl enent
of his obligations under the various guaranties are deductible as
nonbusi ness bad debts, and the attorney’s fees paid by petitioner
i n defendi ng agai nst actions to enforce the guaranties are
deducti bl e as m scel | aneous expenses under section 212 or 165
(c)(2) rather than as ordinary and necessary busi ness expenses.
Petitioners contend the guaranty paynents are deductible as
busi ness bad debts under section 166, and the attorney' s fees are
deducti ble as ordinary and necessary busi ness expenses under
section 162.

A taxpayer may deduct debts that beconme worthless in the
taxabl e year. See sec. 166(a)(1l). Section 166 distinguishes
bet ween busi ness and nonbusi ness bad debts. Nonbusi ness bad
debts of taxpayers other than corporations are short-term capital
| osses. See sec. 166(d)(1)(B). A nonbusiness debt is a debt
other than "(A) a debt created or acquired (as the case may be)
in connection with a trade or business of the taxpayer, or (B) a
debt the loss fromthe worthl essness of which is incurred in the
taxpayer's trade or business.” Sec. 166(d)(2). "The crucial
part in the definition of nonbusiness bad debts are the words,

"trade or business.'" Deely v. Conm ssioner, 73 T.C. 1081, 1092
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(1980). To qualify as a business bad debt, the debt nust bear a
proxi mate relation to the taxpayer’s trade or business. See sec.

1.166-5(b), Inconme Tax Regs.; see also United States v. Ceneres,

405 U. S. 93, 103 (1972); Deely v. Comm ssioner, supra at 1092.

Paynents nade to di scharge an obligation as a guarantor
general ly are deducti bl e under section 166 as busi ness bad debts
if (a) the taxpayer was engaged in a trade or business when he
made the guaranty, and (b) the guaranty was proximately rel ated

to the conduct of that trade or business. See Scofield v.

Conmi ssioner, T.C. Menp. 1997-547; Jones v. Conmi ssioner, T.C

Meno. 1997-368; Weber v. Commi ssioner, T.C. Meno. 1994-341; sec.

1.166-9, Incone Tax Regs.

A taxpayer may deduct ordinary and necessary expenses paid
or incurred in carrying on a trade or business. See sec. 162(a).
A taxpayer may deduct | egal expenses under section 162 if the
origin of the clains with respect to which the expenses were
incurred relates to the trade or business of the taxpayer. See

Wodward v. Conm ssioner, 397 U S. 572, 577-578 (1970);

Commi ssioner v. Tellier, 383 U S. 687, 689 (1966); United States

v. Glnore, 372 U S 39 (1963).

Al though the standards for deductibility under sections 166
and 162 are articulated differently, they share at |east one
common feature. Under both sections, a taxpayer nust establish

that he had a trade or business to which the paynent in question
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related. We turn, therefore, to an exam nation of whether
petitioner’s involvenent with Adult Living Centers qualified as a
trade or business within the nmeaning of either section 166 or

162.

In Wiipple v. Comm ssioner, 373 U S. 193 (1963), the Suprene

Court held that the taxpayer's advances to one of a nunber of
corporations he owned did not result in business bad debts,
because the advances were not sufficiently related to the

t axpayer's trade or business (as opposed to the trade or business

of the taxpayer's corporation). In Wipple v. Conm Ssioner,

supra at 202, the Suprene Court st ated:

Devoting one's tinme 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
investnent, this return is distinctive to the process
of investing and is generated by the successful
operation of the corporation’s business as
di stingui shed fromthe trade or business of the
taxpayer hinself. Wen the only return is that of an
investor, the taxpayer has not satisfied his burden of
denonstrating that he is engaged in a trade or business
since investing is not a trade or business and the
return to the taxpayer, though substantially the
product of his services, legally arises not fromhis
own trade or business but fromthat of the corporation.
Even if the taxpayer denonstrates an independent trade
or business of his own, care nust be taken to
di stingui sh bad debt |osses arising fromhis own
busi ness and those actually arising fromactivities
peculiar to an investor concerned wth, and
participating in, the conduct of the corporate
busi ness.
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In this case, although petitioner devoted tine and energy to
the affairs of Adult Living Centers, Wipple confirnms that such
efforts of the taxpayer do not constitute a trade or business of
t he taxpayer when there is no intention of devel oping the
corporation as a going business for sale in the ordinary course.
Al t hough a taxpayer’s activities on behalf of the corporation in
whi ch he owns stock may create inconme or gain, the inconme or gain
is nmore closely related to the successful operation of the
corporation’s business than that of the taxpayer. See id. A
t axpayer who actively engages in serving his own corporation for
t he purpose of creating future incone through the corporation is
not in a trade or business. See id. at 202.

Petitioner’s activities in this case are qualitatively
different fromthose of a taxpayer who devel ops and sells
busi nesses for profit. Developing and selling businesses for
profit is a trade or business. However, the separate trade or
busi ness of pronoting busi nesses “nust be conducted for a fee or
conmmi ssion or with the i medi ate purpose of selling the
corporations at a profit in the ordinary course of that

busi ness.” Deely v. Comm ssioner, 73 T.C. 1081, 1093 (1980).

Buyi ng and selling businesses for profit may constitute a trade
or business even though a pronoter does not receive a fee,
conmi ssion, or other “noninvestor” conpensation. The pronoter,

however, “nmust show that the entities were organized with a view
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to a quick and profitable sale after each business had becone
established, rather than with a view to | ong-range investnent

gains.” 1d. at 1093 (citing Gblin v. Comm ssioner, 227 F.2d 692

(5th Gir. 1955)).

In Deely, we found that the taxpayer was not in the trade or
busi ness of devel opi ng and pronoti ng busi nesses. In Deely, the

t axpayer qui ckly abandoned or sold 11 unprofitable conpanies. O
16 profitable conpanies, he held 7 for nore than 13 years, and an
additional 6 entities sold for profit were held from 17 to 39
years. See id. at 1094.

In Farrar v. Conmm ssioner, T.C. Menp. 1988-385, we found

that the taxpayer was in the trade or business of devel oping and
pronoti ng businesses. |In the Farrar case, the taxpayer bought
and sold at |east 31 banks and i nsurance conpanies, as well as
ot her busi nesses and i ncone-producing real estate. He trained
| ocal managers and contenpl ated selling the businesses to the
| ocal managers as the busi nesses becane viable. For each of the
t hree businesses involved in the Farrar case, the taxpayer had a
plan ainmed at earning a profit through the sale of the business;
he did not acquire or hold the businesses as |ong-term
i nvestnments.

In this case, petitioner was not working for a fee or
commi ssion and did not organize Adult Living Centers with a view

to a quick and profitable sale after the business of the
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corporation had beconme established. Petitioner guaranteed Adult
Living Centers' loans so that the corporation could build its
facilities and cover operating expenses. He intended to profit
fromhis long-termstock ownership in the corporation

Petitioner hoped to profit fromowning nultiple nursing hone
facilities throughout the country using different corporations
under his control. Petitioner intended to keep control of the
corporations. He did not organize Adult Living Centers or intend
to organi ze other future corporations with a viewto a quick and
profitable sale after each busi ness had becone established. See

MIlsap v. Comm ssioner, 46 T.C 751 (1966), affd. 387 F.2d 420

(8th Cir. 1968); see also Smith v. Conm ssioner, 62 T.C. 263

(1974); Schwartz v. Conm ssioner, T.C Meno. 1964-247; cf. Farrar

v. Conm ssioner, supra.

We find that petitioner was not in the trade or business of
devel opi ng, pronoting, and selling businesses. Thus, petitioner
may not deduct as a business bad debt the paynents attri butable
to the discharge of his guaranties and may not deduct as ordinary
and necessary busi ness expenses the legal fees incurred in
def endi ng agai nst enforcenent of those guaranties.

| ssue 2. \Whether petitioners are liable for the accuracy-rel ated
penal ti es under section 6662 for 1991 and 1992

Respondent determ ned that petitioners are liable for

accuracy-rel ated penalties under section 6662(a) and (b)(2) for
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1991 and 1992. Section 6662(a) and (b)(2) inposes a penalty
equal to 20 percent of the portion of an underpaynent of incone
tax attributable to any substantial understatenent of tax. A
substanti al understatenent occurs when the anount of the
under st at ement exceeds the greater of 10 percent of the anmount of
tax required to be shown on the return or $5,000 ($10,000 for
corporations). See sec. 6662(d)(1). The anmpbunt of an
under st at ement agai nst which the penalty is inposed wll be
reduced by the portion of the understatenent that is attributable
to the tax treatnent of an item (1) that was supported by
"substantial authority"” or (2) for which the relevant facts were
"adequately disclosed in the return or in a statenent attached to
the return." Sec. 6662(d)(2)(B). Additionally, no penalty wll
be i nposed with respect to any portion of an underpaynment if it
is shown that there was a reasonabl e cause for such portion and
the taxpayer acted in good faith with respect to such portion.
See sec. 6664(c)(1).

Substantial authority exists when the weight of authority
supporting the treatnent of an itemis substantial as conpared to
the weight of authority for the contrary treatnent. See sec.
1.6662-4(d)(3)(i), Income Tax Regs. In determ ning whether there
is substantial authority, all authorities relevant to the tax
treatment of an item including those authorities pointing to a

contrary result, are taken into account. See id. For this
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pur pose, authorities include statutory and regul atory provisions,
| egi slative history, admnistrative interpretations of the
Comm ssi oner, and court decisions, but not conclusions reached in

treatises or legal periodicals. See Booth v. Conmm ssioner, 108

T.C. 524, 578 (1997); sec. 1.6662-4(d)(3)(iii), Income Tax Regs.
Petitioners' position is not supported by any well-reasoned
construction of the relevant statutory provisions. The cases
petitioners have cited on brief are readily distinguishable and,
to the extent they are pertinent, undermne their position.
Cases that are factually distinguishable are not substanti al

authority. See Antonides v. Conm ssioner, 91 T.C. 686, 702-703

(1988), affd. 893 F.2d 656 (4th G r. 1990); see also Estate of
Rei nke v. Conmi ssioner, 46 F.3d 760, 765 (8th Cr. 1995), affgqg.

T.C. Meno. 1993-197. W have rejected the factual basis of
petitioners' claim and, thus, the authority they cite is not
relevant to the facts of this case and cannot constitute
substantial authority.

Petitioners assert that they adequately disclosed the tax
treatnent of the attorney’s fees and guaranties. The adequate
di scl osure requirenment can be satisfied by providing information
that "reasonably nay be expected to apprise the Internal Revenue
Service of the identity of the item its anmount, and the nature
of the potential controversy". Sec. 1.6661-4(b)(3), Incone Tax

Regs.; see also Craner v. Comm ssioner, 101 T.C 225, 255 (1993),
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affd. 64 F.3d 1406 (9th G r. 1995). The regul ations authorize
two types of disclosure under section 6662(b)(2): (1) Disclosure
in attachnments to the return, see sec. 1.6662- 4(f)(1), Incone
Tax Regs., and (2) disclosure on the return, see sec. 1.6662-
4(f)(2), Income Tax Regs. Petitioners did not file any separate
di scl osure statenent; therefore, they nust denonstrate that they
adequately disclosed all relevant information on their tax
returns.

Petitioners assert that they adequately disclosed the itens
at issue on their 1991 and 1992 returns. The return for each
year contained two Schedul es C for businesses for which
petitioner was identified as the sole proprietor, one for
"WIlliamJ. Fleischaker, MD." for which the principal business
was the provision of medical services and another for "Deborah
Fl ei schaker, et al." for which the principal business was oil and
gas production. On the Schedules C for petitioner's oil and gas
production for 1991 and 1992, petitioner clained | egal and
prof essi onal expenses of $439,871 for 1991 and $51, 950 for 1992.
None of the clainmed | egal and professional expenses were rel ated
to petitioner’s oil and gas production activity. Except for
$11, 149 of the fees clained in 1992, the fees clained as | egal
and professional fees fromoil and gas production were for

paynments made by petitioner under his guaranty obligations for
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Adult Living Centers’ debts and | egal fees incurred in defending
agai nst those obligations.

The Comm ssi oner, by annual revenue procedure (or
ot herwi se), may prescribe the circunstances under which
di scl osure of information on a return in accordance with
applicable forns and instructions is adequate. See sec. 1.6662-
4(f)(2), (5), Inconme Tax Regs. The Conm ssioner issued Rev.
Proc. 92-23, 1992-1 C.B. 737, applicable to 1991 returns, and
Rev. Proc. 93-33, 1993-2 C.B. 470, which extended the application
of Rev. Proc. 92-23, 1992-1 C.B. 737, to 1992 returns. The
revenue procedures identify circunstances under which the
di scl osure on a taxpayer's return of a position wth respect to
an itemis adequate disclosure for purposes of reducing the

under st at ement of i nconme tax under section 6662.7

'Rev. Proc. 92-23, 1992-1 C.B. 737, 738, provides in part:

Addi tional disclosure of facts relevant to, or
positions taken with respect to, issues involving any
of the itens set forth below is unnecessary for
pur poses of reducing any understatenent of incone tax
under section 6662(d) of the Code provided that the
forms and attachnments are conpleted in a clear manner
and in accordance with their instructions. The noney
anounts entered on the forms nust be verifiable, and
the information on the return nmust be disclosed in the
manner descri bed bel ow. For purposes of this revenue
procedure, a nunber is verifiable if, on audit, the
t axpayer can denonstrate the origin of the nunber (even
if that nunber is not ultimtely accepted by the
I nt ernal Revenue Service) and the taxpayer can show
good faith in entering that nunber on the applicable

(continued. . .)
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The procedures require the taxpayer to conplete the forns and
attachnments in a clear manner and in accordance with their
instructions. See Rev. Proc. 92-23, 1992-1 C.B. 738. The
instructions for the Schedules C require a taxpayer to conplete
separate schedul es for each business of the taxpayer. See
Instructions for Schedule C, Profit or Loss from Business, for
1991 and 1992.

Petitioners filed two Schedules C for each of the years at
i ssue, one for petitioner's oil and gas production activity and
anot her for petitioner's nedical services practice. Petitioner
does not contend that either activity included petitioner's
activity with regard to Adult Living Centers or the devel opnent

of facilities for the elderly. Petitioners did not conplete a

(...continued)
form

(b) Certain Trade or Business Expenses (which, for
pur poses of this revenue procedure, include the
foll ow ng six expenses as they relate to the rental of

property):

* * * * * * *

(2) Legal Expenses: The anount clainmed nust be
stated. This revenue procedure does not apply,
however, to anounts properly characterized as capital
expendi tures or personal expenses, including anmounts
that are required to be (or that are) anortized over a
period of years.

(3) Specific Bad Debt Charge-off: The anount
witten off nust be stated.
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Schedule C for petitioner's activity related to Adult Living
Centers. Instead, petitioners clainmed the deductions at issue on
Schedules C for the oil and gas production activity. Petitioners
deducted the paynents of petitioner's guaranties as |egal and
professional fees. It is clear that petitioner did not nmake a
good-faith effort in entering the amounts of the clainmed expenses
on the Schedules C. Petitioners did not conply with the revenue
procedures, and, therefore, the safe harbor provided by the
revenue procedures does not apply.

A taxpayer may al so satisfy the requirenents for adequate
di scl osure by providing sufficient information on the face of the
return that enables the Comm ssioner to identify the potenti al

controversy. See Schirmer v. Conmm ssioner, 89 T.C 277, 285-286

(1987); Hernandez v. Conmmi ssioner, T.C Menp. 1998-46; Elliott v.

Commi ssioner, T.C Meno. 1997-294, affd. w thout published

opinion 149 F.3d 1187 (8th G r. 1998); Horw ch v. Conm ssi oner,

T.C. Meno. 1991-465. This nmethod of disclosure requires nore
than a production of a "clue" with respect to the nature of the

controversy. See Horw ch v. Conm ssioner, supra.

Petitioners' disclosure was unquestionably inadequate given
the disparity between the claimthey were asserting and the
facts. Their nethod of reporting the expenses disguised rather
than di scl osed the true substance of the paynents. The nere

decl aration of a deduction does not entitle a taxpayer to a
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reduced penalty for understatenent of tax. See Accardo v.

Comm ssi oner, 942 F.2d 444, 453 (7th CGr. 1991), affg. 94 T.C. 96

(1990) (taxpayer's statement that his deduction of $207,000 was
for "Legal fees re conservation of property held for production
of income" falls short of the exposition of relevant facts

requi red under section 6661(b)(2)(B)(ii)); Schirnmer v.

Commi ssi oner, supra at 285-286 (nmere listing of incone, expenses

and cl ai ned depreciation did not constitute disclosure of

rel evant facts); see also Zdun v. Conm ssioner, T.C Meno. 1998-

296 (“Reporting income actually earned as a dentist as incone
earned froman apple orchard is m srepresentation, not

di sclosure."); Lester v. Comm ssioner, T.C Menp. 1995-317

(Taxpayers' use of the term"Financial Trading" in the title
portion of their Schedule C was not sufficient to frame the
controversy or to adequately disclose their position.); Mers v.

Comm ssioner, T.C Meno. 1994-529 (Even if "COWOD Tl ES" was

adequat e di scl osure for deductions on Schedule C, the commodity
contract | osses were deducted on Schedule F, which is conpletely
unrelated to petitioners' "disclosure” on Schedule C)

Petitioners did not attach any disclosure statenent to their
return, and they did not provide sufficient information for
respondent to identify the potential controversy on their return.
To the extent the Rule 155 conputation indicates a substanti al

understatenment of petitioners' income tax within the neani ng of
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section 6662(d) for 1991 or 1992, respondent's determ nation
under section 6662(a) wll be sustained.

To reflect the foregoing and concessions by the parties,

Deci sion will be entered

under Rul e 155.




