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UNI TED STATES TAX COURT

THOVAS F. AND THERESE CRQJEAN, Petitioners V.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 14374-98. Fi |l ed Decenber 29, 1999.

P organi zed A to acquire 100 percent of the stock
of S. To finance the purchase, A and S borrowed $13.2
mllion fromthe bank, and A and S signed a prom ssory
note in favor of the bank (the note). P was not a
party to the note. P contenporaneously borrowed $1.2
mllion fromthe bank and signed a note in favor of the
bank (P note), and P used the funds to purchase a $1. 2-
mllion participation interest in the note. The note
and the P note had identical terns, and the bank
automatically credited anounts due under the P note
wi th anmounts due P for his participation interest. No
cash changed hands, and all funds were electronically
credited at the bank. In calculating his allowable
di stributive share of S losses for 1989, 1990, and
1991, P included in his basis $1.2 mllion for his
participation share. Held: In substance P functioned
as a guarantor of $1.2 mllion of the note, and P is
not entitled to include in his S basis the $1.2 nillion
participation interest. P did not make the requisite
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cash outlay, and there was no direct obligation between
Pand S. Held, further, Ps are liable for the
addition to tax for filing untimely their returns.

Edward J. Hannon and Arthur M Holtzman (specially

recogni zed), for petitioners.

WlliamT. Derick, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: Respondent determ ned the follow ng
deficiencies in petitioners’ 1989 through 1991 Federal incone tax
and additions thereto:

Additions to Tax

Year Defi ci ency Sec. 6651(a) (1)
1989 $115, 471 $11, 547
1990 176, 382 8,819
1991 11,570 -

After concessions, we decide the follow ng issues:

1. Whether petitioner’s basis in his S corporation stock
under section 1366(d) includes his participation interest in a
| oan between a bank and his S corporation. W hold it does not.

2. \Whether petitioners are liable for the additions to tax
determ ned by respondent. W hold they are.

Rul e references are to the Tax Court Rules of Practice and
Procedure, and section references are to the Internal Revenue
Code as applicable to the years in issue. Singular references to

petitioner are to Thomas F. G oj ean.
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FI NDI NGS OF FACT

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

The stipulation of facts and the exhibits submtted therewith are
i ncorporated herein by this reference. Petitioner and Therese

G oj ean are husband and wfe, and they resided in Anderson,

| ndi ana, when they filed their petition in this case.

Petitioner graduated fromthe University of Notre Danme in
1960 with a B.S. in accounting. After college, he worked at
Price Waterhouse as a certified public accountant. From 1968
t hrough 1984, he was enployed by Flying Tigers, an all-cargo
airline, where he was the chief financial officer and later the
chief operating officer. In 1984, he left Flying Tigers to
acquire interests in several trucking conpanies. Anerican
Nat i onal Bank and Trust Conpany of Chicago (Anerican) financed
t he acquisitions.

As of 1989, Transanerica Leasing Conpany (Transanerica)
owned all the stock of Schanno Transportation, Inc. (Schanno), a
trucki ng conpany. Sonetime prior to July 13, 1989, petitioner
and Transanerica entered negotiations for petitioner’s possible
pur chase of Schanno. During these negotiations, petitioner
contacted Anmerican to discuss financing for the purchase. In
August 1989, petitioner forned and becane the sol e sharehol der of
Schanno Acquisition, Inc. (Schanno Acquisition), which he fornmed

for the purpose of acquiring Schanno. The plan was for Schanno
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Acquisition to nerge with and into Schanno i mredi ately after the
pur chase.

Anerican agreed to lend $11 mllion to Schanno Acquisition
to finance the acquisition of Schanno if petitioner would
guarantee all |oans personally. Petitioner was unwlling to
undertake that risk, and the parties continued negotiations.

On Septenber 6, 1989, Schanno Acquisition executed a stock
purchase agreenment (purchase agreenent) wherein Schanno
Acqui sition agreed to purchase all the stock of Schanno from
Transanerica for $13.9 mllion. On the sane date, Anerican,
Schanno Acqui sition, Schanno, and petitioner entered into a
conpr ehensi ve | oan agreenent (|l oan agreenent) in which Anerican
agreed to provide the followng three loans to facilitate the
purchase: (1) An $8.4-million |oan to Schanno Acquisition and
Schanno (Schanno note), (2) a $2.6-mllion revolving credit |oan
to Schanno Acquisition and Schanno (credit note), and (3) a $1.2-
mllion loan to petitioner (G ojean note).

The | oan agreenent provided:

(b) As a condition to [Anerican’s] obligations to
make the initial disbursenents under the |oans

descri bed herein, the follow ng conditions shall have

occurred and been approved to [Anerican’s] reasonable
sati sfaction:

* * * * * * *

(ti1) [Amrerican] and [petitioner] have
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entered into and delivered the Participation
Agreenent and [petitioner] has purchased, or
w || contenporaneously purchase, a portion of
[ Anerican’s] interest in the [ Schanno not e]
in the amount of One MIIlion Two Hundred
Thousand ($1, 200, 000) Dol | ars.

Pursuant to the | oan agreenent, Anerican disbursed to
Schanno Acquisition $8.4 million and $2.6 mllion under the
Schanno note and the credit note, respectively. Both Schanno
Acqui sition and Schanno signed the Schanno note and the credit
note, and both notes identified Schanno Acqui sition and Schanno
as the borrowers or “nmakers”. Anerican was the only party
identified as the | ender on the Schanno note and the credit note,
and petitioner was not a party to these notes. Both |oans were
secured by all the assets of Schanno. Transanerica financed the
remai nder of the purchase price, taking back a note from Schanno
Acqui sition and Schanno for $2.9 mllion (Transanerica |oan).

Al so on Septenber 6, 1989, Anerican advanced $1.2 million
to petitioner under the G ojean note by crediting this amunt to
petitioner’s checking account at American. Petitioner pledged
his stock in Schanno and Schanno Acquisition as security for the
| oan. Cont enporaneous with execution of the G ojean note,

petitioner and Anerican entered into a participation agreenent

wherein petitioner agreed to purchase a $1.2-nmillion
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participation interest in the Schanno note.! As pertinent, the
partici pation agreenment provided:
Anerican hereby sells and Partici pant hereby

purchases a participation in the *** [ Schanno note], a

copy of which is attached hereto and nade a part hereof

as Exhibit “A’. The purchase price is $1, 200,000 and

shall be paid to American upon the execution of this

Agreenent by Participant and Ameri can.

To cover the purchase price, American debited petitioner’s
checki ng account for $1.2 mllion.

The Schanno note and the G ojean note each had identical
interest rates and were both 6-year notes with a due date of
Septenber 1, 1995. The Schanno note called for nonthly paynents
of principal, whereas the G ojean note did not require paynent of
principal until the Septenber 1, 1995, due date. Both notes
called for nonthly interest paynents.

The participation agreenent provided that Anerican’s
interest in the Schanno note was superior to petitioner’s
participation interest. Petitioner becane entitled to nonthly
i nterest paynents only upon paynent of the interest by Schanno to
Aneri can under the Schanno note. Wen Anerican received a

nmont hl y paynent on the Schanno note, Anerican credited

petitioner’s participating share to petitioner’s checking account

Petitioner’'s offered rationale for this structure was that
he believed this would enable himto attain the same secured
status as Anmerican, whose security interest was superior to
Transamerica’s.
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and cont enpor aneously debited the account for the interest
paynments due under the G ojean note. Petitioner was not entitled
to participate in any of the principal on the Schanno note until
Anerican recovered its full share of principal. After American
recovered its entire principal on the Schanno note, petitioner
becane entitled to his share of principal as a credit against the
princi pal due on the G ojean note.

Anmerican had sole authority and discretion to exercise its
rights under the Schanno note w thout the advice or consent of
petitioner, including authority to do all of the followi ng: (1)
Alter or nodify the Schanno note or collateral agreenment; (2)
rel ease, substitute, or exchange collateral; (3) waive any
enforcenment of any contractual terns against the borrower; or (4)
forbear fromcollection. Anerican issued to petitioner a
participation certificate evidencing petitioner’s owership of a
$1.2 million participation interest in the Schanno note. After
execution of the foregoing transactions, on Septenber 6, 1989,
Schanno Acquisition nerged with and i nto Schanno, | eaving Schanno
as the surviving entity and petitioner as the sol e sharehol der.

In Cctober 1989, petitioner and Anerican restructured the
Grojean note and the participation agreenent by reducing the

Gojean note to $1 million and reducing petitioner’s
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participating interest in the Schanno note to $1 mllion. At the
same tinme, petitioner signed a $200,000 revolving credit note
(Gojean credit note), keeping the total amount he received in
the formof a loan at $1.2 million. Petitioner then purchased a
$200, 000-participation interest in the credit note. Petitioner
and Anerican anended the participation agreenent to reflect this
purchase.? The Grojean credit note had the sane interest rate
and other terns as the credit note, and petitioner becane
entitled to paynents for his participation interest only when
Anerican recei ved paynents under the credit note. Anerican's
share of the credit note was superior to petitioner’s $200, 000
share. American and petitioner amended other rel ated docunents
as well to incorporate these changes, including the |oan
agreenent and the stock pledge and security agreenent. Anerican
had sol e and absolute discretion to exercise any rights under the
credit note, wthout advice or consent frompetitioner. Anerican
debited and credited interest paynments to and frompetitioner’s
checki ng account under the credit note and the G ojean credit
note as Schanno paid the amounts due under the Schanno note and
the credit note.

For 1989, 1990, and 1991, Anerican credited petitioner’s
checki ng account with interest incone relating to his

participation interests in the Schanno note and the credit note

2The record does not indicate whether Anerican issued a
participation certificate to petitioner for his interest in the
credit note.
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in the amounts of $31,875, $131, 425, and $114, 675, respectively.
For the sanme years, Anerican debited interest paynents due from
petitioner under the Grojean note and the G ojean credit note
frompetitioner’s checking account for identical anounts, wth
the net effect to petitioner for all years being a wash.

As a condition of receiving their |oans, Schanno, Schanno
Acqui sition, and petitioner were required to give American annual
financial statenents of Schanno that were audited and certified
by an i ndependent accounting firm 1In the certified financial
statenents that were prepared by the accounting firmfor 1989,
1990, and 1991, Schanno reported that petitioner’s participation
interest was a $1.2-nmillion guaranty of the corporation's $8.4
mllion loan and $2.6 mllion revolving credit |oan.

On his 1989, 1990, and 1991 Federal inconme tax returns,
petitioner clainmed passthrough ordinary | osses from Schanno in
t he amounts of $1, 186, 375, $9, 389, and $28, 273, respectively.
Petitioners also clainmed petitioner’s share of a net operating
| oss carryforward from Schanno from 1989 to 1990 in the anmount of
$591,245. I n applying the basis limtation under section
1366(d), he included in his basis $1.2 million representing his
participation interests in the Schanno note and the credit note.
Respondent di sall owed the inclusion of that anount in
petitioner’s basis conputation and determ ned that petitioner did

not have sufficient basis in his Schanno stock to allow for the
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clainmed | osses. Respondent disallowed the [osses in full and
made ot her conputational adjustnents resulting fromthis
determ nation

Petitioners’ 1989 and 1990 Federal income tax returns were
due, with extensions, on October 15, 1990, and August 15, 1991,
respectively. Petitioners filed those returns on Decenber 13,
1990, and Septenber 5, 1991, respectively.

OPI NI ON

We deci de whether petitioner may increase his basis in
Schanno under section 1366(d) by the $1.2 mllion purchase price
of his participation interests in the Schanno note and the
Schanno credit note. Respondent argues that petitioner received
no basis on account of his participation interests because the
G ojean note and the G ojean credit note were disguised
guaranties, and petitioner did not nake the requisite economc
outlay. Alternatively, respondent argues that the G ojean note
and the credit note were an integral part of interrel ated
transacti ons havi ng no i ndependent econom ¢ subst ance. W agree
wi th respondent that petitioner functioned as if he were a
guarantor of Schanno’s indebtedness to American, and petitioner
is not entitled to a basis increase for the guaranty.

Section 1366(a) requires a taxpayer to take into account the
pro rata share of income, |osses, and deductions of an S

corporation of which the taxpayer is a shareholder. The | osses
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and deductions taken into account are limted by section 1366(d)
as follows:
(d) Special Rules for Losses and Deducti ons. --
(1) Cannot exceed sharehol der's basis in stock and
debt . --The aggregate anount of | osses and deducti ons
taken into account by a sharehol der under subsection
(a) for any taxable year shall not exceed the sum of —
(A) the adjusted basis of the
sharehol der's stock in the S corporation
***, and
(B) the sharehol der's adjusted basis of
any i ndebtedness of the S corporation to the
shar ehol der * * *,
Any S corporation | oss that exceeds a taxpayer's adjusted basis
in his or her stock and debt is carried over indefinitely to the
succeedi ng years. See sec. 1366(d)(2).
Prior cases have established certain principles in respect
of the application of the indebtedness |limtation under section

1366(d)(1)(B). First, a taxpayer nust make an actual econom c

outlay. See Underwood v. Comm ssioner, 535 F.2d 309 (5th G

1976), affg. 63 T.C. 468 (1975); H tchins v. Conm ssioner, 103

T.C. 711 (1994). Second, the S corporation’s indebtedness nust
run directly to the sharehol der; an indebtedness to a passthrough
entity that advanced the funds and is closely related to the

t axpayer does not satisfy the statutory requirenments. See

Frankel v. Comm ssioner, 61 T.C 343 (1973), affd. w thout

publ i shed opinion 506 F.2d 1051 (3d G r. 1974); Prashker v.
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Comm ssioner, 59 T.C. 172 (1972).

To make an econom ¢ outl ay, the sharehol der nust be left
poorer in a material sense after the transaction has been fully

consunmated. See Perry v. Conmmi ssioner, 54 T.C. 1293, 1296

(1970), affd. per order (8th Cr., May 12, 1971). A sharehol der
does not acquire basis by acting as guarantor, surety, or
accommodation party with respect to his corporation’ s borrow ng
froma third party until the sharehol der pays part or all of the

obligation. See Brown v. Conmm ssioner, 706 F.2d 755, 757 (6th

Cir. 1983), affg. T.C. Menp 1981-608; Estate of Leavitt v.

Comm ssioner, 90 T.C. 206, 211 (1988), affd. 875 F.2d 420 (4th

Cir. 1989); Underwood v. Conm ssioner, 63 T.C at 468-469; Raynor

v. Comm ssioner, 50 T.C 762, 770-771 (1968); Perry v.

Commi ssioner, 47 T.C 159 (1966), affd. 392 F.2d 458 (8th GCr.

1968) .

Here, the interrelated transacti ons show petitioner was in
subst ance a guarantor of the indebtedness between Schanno and
Anmerican. The effect of all the transactions was that petitioner
woul d not be out-of-pocket unless and until Schanno failed to
make paynments under the Schanno note or the credit note. The
substance of a transaction will control over its form See

Gregory v. Helvering, 293 U S. 465, 469-470 (1935); Spencer V.

Comm ssioner, 110 T.C. 62 (1998).

Petitioner acquired the $1.2 mllion to purchase the
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participation interest by virtue of the follow ng circul ar
transaction with Arerican: (1) Petitioner borrowed $1.2 nillion
from Anerican, and petitioner signed the G ojean note; (2)
petitioner returned the $1.2 million to American; (3) Anerican
gave petitioner a participation certificate evidencing a $1.2
mllion participation interest in the Schanno note. No cash
changed hands, and American handl ed the transaction through
si mul t aneous el ectronic debits and credits. \Wen the parties
anmended the arrangenent to include a participation interest in
the credit note, it was handled simlarly wwth no cash changi ng
hands.

The Schanno note and the credit note were the mrror inmages
of the Gojean note and the G ojean credit note, respectively.
When Anerican received a nonthly paynent on the Schanno note or
the credit note, Anmerican credited petitioner’s participating
share to petitioner’s checking account and cont enpor aneously
debited the account for the interest paynents due under the
G ojean note and the G ojean credit note. Once Anerican
recovered its principal on both notes, petitioner’s share of
principal was to be credited against the principal due on the
Grojean note and the G ojean credit note. Paynents by Schanno on
t he Schanno note and the credit note kept petitioner current on
the G- ojean note and the G- ojean credit note. Like a guarantor,

petitioner would not be |iable--thus not called upon to make an
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econom ¢ outl ay--unl ess Schanno defaulted. This conclusion is
consistent wwth the treatnent of the participations in Schanno’s
certified financial statenents. Those statenents, which were
certified as correct by the independent accounting firm and which
were reviewed by petitioner, disclosed the participations as a
guaranty by petitioner of the debt between Anerican and Schanno.

I n Underwod v. Commi ssioner, supra, we held that the

taxpayer’s series of interrelated transactions was tantanount to
a di squi sed guaranty of an S corporation’s indebtedness to a
third party. 1In that case, the taxpayers were the sole

sharehol ders of two corporations engaged in the retail barbecue
busi ness, one a profitable C corporation (C-corp), the other an
unprofitable S corporation (S-corp). The Ccorp nade loans to
the S-corp over nearly a 2-year period. The S-corp gave the C
corp promssory notes for the loans. In an attenpt to acquire
additional S-corp basis, the taxpayers rearranged the notes in
three steps: (1) The C-corp surrendered the notes of the S-corp;
(2) one of the taxpayers gave a personal note to the C-corp; and
(3) the S-corp gave its note to that taxpayer. W held that the
t axpayer did not nake the requisite econom c outlay and that the
substance of the arrangenent was simlar to a guaranty of the

i ndebt edness. See Underwood v. Comm ssioner, supra at 475; see

al so Estate of Leavitt v. Comm ssioner, 90 T.C. 206 (1988), affd.

875 F.2d 420 (4th Cr. 1989). Likew se here, we find the



- 15 -
substance of the transactions to be a sharehol der’s guaranty of
t he i ndebt edness of an S corporation.

Petitioner argues that there was bona fide indebtedness
bet ween hinself and Anmerican, and that his relending of the funds
to Schanno by way of purchasing a participation interest entitles
himto adjusted basis. Petitioner relies on Raynor v.

Comm ssioner, 50 T.C. 762 (1968), for the proposition that when a

shar ehol der borrows funds froma third party and | ends those
funds to his or her S corporation, he is entitled to basis.
Petitioner’'s reliance is msplaced, and the fact that there was
bona fide indebtedness between American and petitioner is not
significant because petitioner did not relend the funds directly
to Schanno. The statutory |anguage makes cl ear the sharehol der
will get basis only in “indebtedness of the S corporation to the
sharehol der”. Sec. 1366(d)(1)(B) (enphasis added). This
requires a direct obligation between the sharehol der and the S

corporation. See Hitchins v. Comm ssioner, supra. Such is not

t he case here.

The participation agreenent nmakes clear that petitioner did
not becone a lender to or creditor of Schanno. There was no note
or other contract between petitioner and Schanno, and petitioner
was not a party to the Schanno note or the credit note. Anerican
had sole discretion to enforce all rights under the notes,

wi t hout the advice or consent of petitioner. Petitioner’s
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contractual relationship was with Anerican. Petitioner advanced
the funds to American which, in turn, advanced the funds to
Schanno. |If Schanno failed to pay, petitioner had no direct
contractual rights against Schanno. There was no “direct

obligation” from Schanno to petitioner. See Hitchins v.

Conm ssi oner, supra. Watever rights petitioner had agai nst

Schanno, if any, were derivative through American, and such
derivative rights are insufficient to give petitioner basis.
See id.

We also do not find helpful to petitioner’s cause the
testinony of petitioner’s expert witness, Steven L. Harris. W
recogni zed Harris as an expert on bankruptcy and creditor’s
rights, and petitioner proffered his testinony to establish that
petitioner had econom c and busi ness reasons for structuring the
transaction as a participation as opposed to a direct |oan.
Harris opined that petitioner would enjoy a greater status as a
participant in the event Schanno went bankrupt. Harris’
testi nony, however, fully supports our conclusion that there was
no direct obligation between petitioner and Schanno for basis
pur poses, as he testified on cross-exam nation as to what
petitioner’s rights would be if Schanno filed bankruptcy:

Q The | ead bank woul d be the hol der of the clainf

A:  The |l ead bank typically would be the hol der of the

claimin the bankruptcy.

Q And so if a proof of claimwas filed, it would be
under the | ead bank’s nane, not the participant’s nane.



Ri ght ?

A Yes.

Q@ Oay. And--1 didn't nean to interrupt. Go ahead.
A: Yes. In addition, it is the |ead bank who is

enforcing the obligation in a participation agreenent--
Q And is that because the participant has no rights
to enforce that obligation?

Al Yes.

Petitioner’s reliance on Glday v. Commi ssioner, T.C Mno.

1982-242, is also msplaced. |In Glday, the bank held the note
of an S corporation. The taxpayer and ot her sharehol ders of the
S corporation issued their note to the bank, and the bank
canceled the S corporation’s note. In exchange, the S
corporation gave its note, in the sanme anount, to the

sharehol ders. The result was that the sharehol ders becane the
sole obligors to the bank, and the S corporation was directly

i ndebted to the sharehol ders. W held the sharehol ders had a
basis in the debt for purposes of former section 1374(c), the
predecessor of section 1366(d).%® That was not the case here.
Schanno was not directly indebted to petitioner in any way, and
petitioner’s rights were agai nst American, not Schanno. Because

the notes fromthe corporation to the bank were the mrror inmage

\\e recogni ze that in Glday v. Comm ssioner, T.C Meno.
1982- 242, the sharehol ders of the S corporation did not nmake
an actual outlay of funds. However, our holding in Glday is
that the substitution of the sharehol ders as the sole
uncondi tional obligors to the bank and of the S corporation as
the sol e unconditional debtor to the shareholders constituted a
constructive furnishing by the sharehol ders of the funds
previously | oaned by the third party bank. See also Hitchins v.
Comm ssioner, 103 T.C. 711 (1994).
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of his notes to the bank, there was conplete circularity of
funds, and his status was in substance not that of the
corporation’s creditor but of guarantor of the corporation’s debt
to the bank
We hold petitioner is not entitled to basis under section 1366(d)
for his participation interests in the Schanno note and the
credit note totaling $1.2 mllion.

We turn to the additions to tax for failure to file tinmely.
Section 6651(a)(1l) reads in pertinent part:

In case of failure * * * to file any return * * * on

the date prescribed therefor * * * unless it is shown

that such failure is due to reasonabl e cause and not

due to wllful neglect, there shall be added to the

anount required to be shown as tax on such return 5

percent of the anobunt of such tax if the failure is for

not nore than 1 nonth, with an additional 5 percent for

each additional nonth or fraction thereof during which

such failure continues, not exceeding 25 percent in the

aggregat e.

To escape the addition to tax for filing the 1989 and 1990
returns untinely, petitioners nust prove that (1) their failure
to file tinmely did not result fromw |l Iful neglect, and (2) this
failure was due to reasonable cause. On brief, respondent
proposed the following finding of fact: “Petitioners failed to
file timely income tax returns for 1989 and 1990, and their
failure was due to willful neglect and not due to reasonable
cause.” Petitioners did not object to this proposed finding of
fact, nor did they proffer any evidence that woul d suggest that

reasonabl e cause existed. W hold petitioners are |liable for the

additions to tax under section 6651(a)(1) as determ ned by



respondent.

We have considered all argunents nade by petitioners for
hol di ngs contrary to those herein, and, to the extent not
addressed above, find themto be irrelevant or without nerit.

Due to concessions of the parties,

Deci sion will be entered

under Rul e 155.




