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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

JACOBS, Judge: Respondent determ ned an $11, 644 deficiency in
petitioners’ 1990 Federal inconme tax, and a $2, 329 section 6662(a)
accuracy-rel ated penalty for such year.

The principal 1issue for decision concerns the proper
characterization of paynents petitioners received fromor through
an entity known as Pioneer Mdrtgage in 1990 totaling $44, 396 (vi z,

whet her said paynents should be characterized as interest incone,
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as respondent contends, or as a return of capital, as petitioners
contend). 1In the event we accept respondent’s characterization of
t hese paynents, then we nust further deci de whet her petitioners are
liable for the section 6662(a) accuracy-related penalty.

Al'l section references are to the Internal Revenue Code for
the year in issue, all Rule references are to the Tax Court Rules
of Practice and Procedure, and all dollar anmounts have been
rounded.

Sone of the facts have been stipulated and are found
accordingly. The stipulation of facts and the attached exhibits
are incorporated herein by this reference.

FI NDI NGS OF FACT

At the time they filed their petition, petitioners Max M and
Joan E. Greenberg, husband and wfe, resided in San D ego,
California. They tinely filed a joint Federal inconme tax return
for 1990.

Pi oneer Mortgage, |nc.

Pi oneer Mortgage, Inc. (Pioneer Mirtgage or the conpany) was
i ncorporated by Morrie Naiman (M Nai man) on July 12, 1967. I n
1975, M Naiman died; thereafter his nephew, Gary Nainman (G
Nai man) continued the business previously conducted by his uncle
(viz, the secondary nortgage market in the San Diego area) using

t he Pioneer Mortgage nane for several interrelated conpanies.! G

! G Nai man operated and controlled the foll ow ng
(continued. . .)
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Nai man was president and chief executive officer of Pioneer
Mortgage fromthe m d-1970's until the conpany filed for bankruptcy
in January 1991.

Pi oneer Mbrtgage origi nated and serviced real estate | oans and
sold investnents purportedly related to these loans to third
parties. The |oans originated by Pioneer Mrtgage generally were
of a short-term duration and were secured by real estate. The
| oans were commonly known as "equity | oans” because t hey were based
primarily on the borrower's equity in the real estate securing the
| oan, as opposed to the borrower’s creditworthi ness. The interest
rate and origination fees on equity | oans were comensurate to the
relatively high degree of risk involved.

Pi oneer Mortgage offered several types of investnents rel ated
to the equity loans it originated. The primary investnment it
of fered was a purported fractionalized interest in a note and deed
of trust from the borrower to Pioneer Mortgage. This type of
i nvestment was portrayed to the investor as safe and conservati ve.
Potential investors were advised that the borrower had sufficient
equity in the collateralized property to support the |oan.

Anot her type of investnent offered by Pioneer Mrtgage was a

nor t gage pool investnment known as a Col |l ateral Mrtgage Obligation

Y(...continued)
conpani es under the Pioneer Mirtgage unbrella: Naiman Fi nanci al
Corp.; Nainpro, Inc.; Nainco-Clairenont, Inc.; Nainto, Inc.;
Al varado I nvestnent Corp.; and Frontier Service Corp. As used
herei nafter "Pioneer Mirtgage" refers to Pioneer Mirtgage and its
interrel at ed conpani es.
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(CMO). The conmpany bundled different "assets" (such as limted
partnership interests and subordi nated deeds of trust) and pl aced
them in a trust account to secure the CM. Pi oneer Mortgage
adm ni stered the CMO investnent. The investor received a CMO
certificate, whichrepresented his proportionate ownership interest
in the bundl ed assets, as well as a note from Pi oneer Mortgage.

For his investnent, the investor received purported nonthly
interest paynents drawn on Pioneer Mrtgage's bank account.
Pioneer Mortgage paid interest at a rate higher than that
obt ai nabl e from conventional savings accounts, Treasury bills, or
nmoney mar ket accounts. Pioneer Mirtgage forwarded nonthly paynents
to the investors regardl ess of whether the borrower had at the tine
remtted its paynent to the conpany.

The investors and Pioneer Mrtgage typically entered into a
| oan service agreenment pursuant to which the investor authorized
Pi oneer Mortgage to col |l ect paynents on, and ot herw se service, the
borrower's note. The | oan service agreenent provided that Pioneer
Mort gage coul d grant the borrower an extension of time toremt the
requi red nonthly paynents. |[If the borrower failed to make tinely
the interest paynent, Pioneer Mrtgage could and normally did
advance the borrower an anount equal to that which was due. The
| oan service agreenent further provided that if Pioneer Mrtgage
made a paynent to the investor to cover the paynent due fromthe

borrower, such paynent would constitute an advance and would be
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repaid to Pioneer Mortgage upon receipt of the |ate paynent from
t he borrower.

Pi oneer Mortgage was required to informthe investor if any
paynment it remtted to the investor came froma source other than
t he borrower by designating on the check sent to the investor that
such funds constitute a "loan to the lender". Thus, when Pioneer
Mort gage advanced funds to the investor to cover the borrower's
| ate i nterest paynents, Pioneer Mirtgage | abel ed such paynent with
an "L".

As of 1990, over 2,000 persons (many of whomwere elderly and
counted on their investnents through Pioneer Mdrtgage to provide a
fixed incone retirenment) had nmade investnments through Pioneer
Mort gage; the anobunt of these investnents total ed approxi mately
$250 m | lion.

Petitioners’ |nvestnents

Petitioners invested in several fractionalized interests in
notes and deeds of trust through Pioneer Mortgage. They al so
invested in a CMO. The following is a list of petitioners’

i nvestnments with Pioneer Mrtgage:
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Loan Loan Dat e of

Provi ded To Nunber | nvest nent | nvest nent Interest Rate
A- 440 Enterpri ses, 13230 $25, 000 Sept. 1, 1988 12. 75%
Inc. (Foster)

Scott Wellington 13232 25, 000 Feb. 10, 1989 12. 75%
Rudol ph

Avi on Properties, 13412 50, 000 Aug. 21, 1989 14%

Lt d.

Nai nto-C ai r enpnt, 13586 25, 000 Aug. 21, 1989 14%

I nc. (Sunnynead)

Her nbsa Beach 135662 150, 000 Aug. 21, 1989 14%

| nvest nent Co.

3.0 MO --- 100, 000 Aug. 21, 1989 14%

Petitioners received the follow ng paynents purportedly as

interest in 1990 from Pioneer Mdrtgage with respect to the CMO

Check Date Paynent s
1/ 6/ 90 $1, 166. 67
2/ 6/ 90 1, 166. 67
3/ 6/ 90 1, 166. 67
4/ 6/ 90 1, 166. 67
5/ 6/ 90 1, 166. 67
6/ 6/ 90 1, 166. 67
7/ 6/ 90 1, 166. 67
8/ 6/ 90 1, 166. 67
9/ 6/ 90 1, 166. 67

10/ 6/ 90 1, 166. 67
11/ 6/ 90 1, 166. 67
Tot al 12, 833. 37

Two of the statenments for these paynents have the notation "L"
Petitioners received the follow ng paynents purportedly as
interest in 1990 with respect to their interests in notes and deeds

t hrough Pi oneer Mortgage:

Check Date Paynent s
2/ 1/ 90 $3, 156. 26
3/ 1/ 90 3, 156. 26
2 I n sone docunments, this loan is referred to as Loan No.

13567.



4/ 1/ 90 3, 156. 26
5/ 1/ 90 3, 156. 26
6/ 1/ 90 3, 156. 26
6/ 30/ 90 3, 156. 26
8/ 1/ 90 3, 156. 26
9/ 1/ 90 3, 156. 26
10/ 1/ 90 3, 156. 26
11/1/90 3, 156. 26
Tot al 31, 562. 60

The nonthly paynent statenments with respect to these investnents
indicate that the mgjority of the paynents included an "L"
not ati on.

The Deni se of Pi oneer MNbrtgage

In late 1990, Pioneer Mrtgage acknow edged certain financi al
difficulties. |In Decenber 1990, Pioneer Mrtgage stopped advanci ng
funds to the borrowers, and failed to nmake interest paynents for
the first time. On January 9, 1991, Pioneer Mrtgage and its
interrel ated conpanies filed for Chapter 11 bankruptcy protection.?

Shortly after Pioneer Mrtgage's bankruptcy filing, the facts
surroundi ng the conpany’'s downfall becane public. Apparent |y
Pi oneer Mortgage’ s financial difficulties began as a result of the
rapi d expansi on of the conpany into new types of products. Before
the md-1980's, Pioneer Mrtgage prinmarily arranged short-term

| oans that were secured by first- or second-trust deeds on single-

8 The bankruptcy court concluded that, contrary to
petitioners' belief, they did not owmn a direct interest in
borrower notes secured by trust deeds, but rather, petitioners
were unsecured creditors of Pioneer Mdrrtgage. |In 1991, all of
t he Pioneer Mortgage investors (including petitioners) were
required to relinquish their investnents to a new entity called
Pi oneer Liquidating Corporation.
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famly residences. Gadually, the conpany shifted to junior deeds
on larger residential and comercial [|oans, including hotels,
resorts, and undeveloped land in California and Arizona.

Accordingly, in 1990, certain borrowers had not been making
their nmonthly paynents; rather than foreclose on the properties or
notify the Pioneer Mrtgage investors, G Nainman used new
investors’ noney to fund the continued flow of purported interest
paynents.* The end result was a financial house of cards dependent
on the influx of newinvestnent dollars. The house of cards could
not survive in the long run.

On January 2, 1992, petitioners filed a civil |awsuit against
G Nai man and ot her defendants for, anong ot her things, intentional
m srepresentation, fraudulent conceal nent, breach of fiduciary
duty, and aiding and abetting/conspiracy.® A jury verdict was
rendered in favor of petitioners on April 30, 1993. The jury also
awar ded punitive damages. On May 12, 1994, G Naiman was indicted
i n Federal Court on charges of mail fraud and noney | aundering. G

Nai man pleaded gquilty to a schene to defraud Pioneer Mortgage

4 Newspaper articles portray G Nainman’s activities as a
typi cal “Ponzi” schene. Such a schene involves a pyram ding
techni que by which the earlier investors receive their returns
fromthe principal of their owm funds and fromthe principal of
| ater investors.

5 Petitioners’ suit was consolidated with sone 850 ot her
lawsuits filed by Pioneer Mrtgage investors seeking return of
i nvestnment funds and damages in Mertyle H Owsens Trust v. San
D ego Trust & Savings Bank, Consolidated Case No. 633381, in
Superior Court of California, County of San D ego.
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investors through illegal acts, including mail fraud and noney
| aundering (pronotion and conceal nent) on Cctober 18, 1994. He is
presently serving a 6-1/2 year prison sentence.

At the time of trial herein, petitioners had recovered
approxi mately $25,000 out of their total $375,000 investnment with
Pi oneer Mort gage.

Fornms 1099

In 1991, Pioneer Service Co. (the trustee in bankruptcy)
issued to petitioners two Fornms 1099-INT, in the anmounts of
$12,833.37 and $33,416.10,° with regard to the paynents | abel ed
"interest” on the CMO | oan and the renmai ning | oans, respectively.

Petitioners’ 1990 Federal |Incone Tax Return

Petitioners’ account ant , Kenneth B. Heal ey, pr epar ed
petitioners' 1990 Federal income tax return. Because of the
docunent matching program that the Internal Revenue Service
enpl oyed, M. Healey determ ned that petitioners should report as
interest inconme the anpbunt ($46,249°) reported on the two Forns
1099-INT from Pioneer Service Co. and wash that anount out by
claimng $46, 249 as negative incone on line 22 (Qher incone) of

their 1990 Form 1040.

6 The parties acknow edge that this anmount is $1, 853.50
nore than the $44, 396 petitioners actually received from Pi oneer
Mort gage in 1990.

! The $46, 249 conprises the sumtotal of the anmounts
reported on the Fornms 1099-INT issued to petitioners for 1990.
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Petitioners attached a statenent to their 1990 tax return
whi ch read:

The taxpayers are holders of notes receivabl e,
whose principal repaynent is in doubt due to
bankruptcy proceedi ngs; therefore, the taxpayers are
all ocating paynents received in 1990 to repaynent of
principal. The amount of the paynments is $46, 249.

Noti ce of Deficiency

Respondent disallowed the $46,249 negative incone on
petitioners’ 1990 return on the prem se that petitioners failed to
establish "that any anount is deductible under the provisions of
the Internal Revenue Code." This disallowance resulted in a
$46, 249 increase in petitioners’ 1990 taxable incone.

OPI NI ON

Respondent clains that because the trustee in bankruptcy
| abel ed the paynents to petitioners as interest on Forns 1099-1 NT,
such paynents constitute income. Petitioners posit that the noney
they received from Pioneer Mrtgage in 1990 does not represent
interest incone, but rather paynents nade to conceal a fraud. As
such, petitioners take the position that the paynents constitute a
return of their capital

The issue involved is purely factual. In their post-trial
briefs, petitioners argue:

Begi nning on or about My 1, 1989 and conti nui ng
until approxi mately January 9, 1991, G Nai man and ot hers

devi sed a schene to defraud and obt ai n noney and property

from investors by nmeans of false and fraudul ent

pr et enses, representations and prom ses, and the

conceal nent of material facts. As part of the schene to
defraud in the vyear preceding Pioneer Mrtgage's
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bankruptcy filing on January 9, 1991, G Naimn and

others created and maintained the illusion that Pioneer
Mortgage was financially stable when in fact it was not.
Pi oneer Mortgage maintained this illusion in order to

attract newinvestor funds. These new funds were applied
to the nonthly interest paynents due previous Pioneer
Mort gage investors, prior financial obligations of the
vari ous Pioneer Mrtgage conpani es and bank over-drafts
at several financial institutions.

Due to the nature of the fraud perpetrated on
petitioners, there was no agreenent between petitioners
and Pi oneer Mortgage. Petitioners believed that they
were investing directly in specific promssory notes
whi ch were adequately secured by trust deeds. However,
as the facts in this case clearly indicate, what
petitioners ended up with was instead sone sort of
undivided interest as a creditor of Pioneer Mrtgage's
successor which is being liquidated via a bankruptcy
pr oceedi ng.

The paynents recei ved by petitioners during 1990 did
not originate frominvestnents of a character and quality
i n which petitioners believed they had i nvested. Rather,
the evidence clearly denonstrates that the petitioners
were defrauded as to the character and quality of the
i nvestment instrunents owned by them

We agree with petitioners' characterization of the paynents
in question. Interest is conpensation for the use or forbearance

of nmoney. Deputy v. duPont, 308 U. S. 488, 498 (1940). W concl ude

that the paynments petitioners received through their investnent
wi th Pioneer Mortgage in 1990 were not for the use and forbearance
of their noney, but rather such paynents were nade to conceal G
Nai man's fraudul ent m sappropriation of petitioners' investnent.
Accordingly, the paynents represented a return of petitioners’
i nvest ment and should not be included in inconme as interest sinply
because the paynents were reported as interest on Fornms 1099-1 NT.

Cf. Burnet v. Logan, 283 U.S. 404 (1931). The interest |abel given
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to these paynents was patently erroneous. Petitioners' nobney was
not invested in the manner prom sed by Pioneer Mortgage.
Because the paynents petitioners received from or through
Pi oneer Mortgage in 1990 represented a return of capital, and not
interest income, respondent's determ nation that petitioners are
liable for the accuracy-related penalty falls by the wayside.?

Consequent |y,

Deci sion will be entered

for petitioners.

8 Were we required to decide this issue, we would rule in

favor of petitioners.



