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DEAN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
effect at the tine the petition was filed. Unless otherw se

i ndi cat ed, subsequent section references are to the Internal
Revenue Code in effect for the years at issue, and all Rule

references are to the Tax Court Rules of Practice and Procedure.
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The decision to be entered is not reviewable by any other court,
and this opinion should not be cited as authority.

Respondent determ ned deficiencies in petitioner's Federal
i ncome taxes of $4,256, $6,858, and $16,977 for 1992, 1993, and
1994, respectively. The issues for decision are whether
petitioner: (a) Was in the trade or business of |ending noney;
(b) and if so, is entitled to deductions for business expenses,
busi ness bad debts, and the net operating | osses therefrom and
(c) is entitled to deduct real estate rental |osses in excess of
$25,000. CQur resolution of these issues will determne the
conput ational issue of whether petitioner is entitled to credit
for the elderly or disabled under section 22 in 1992 or 1993.

Backgr ound

The stipulation of facts and the acconpanying exhibits are
i ncorporated herein by reference. Petitioner resided in
Rockville, Maryland, at the time his petition was filed in this
case.

Since 1971 petitioner has been enpl oyed as an associ ate
prof essor of chemstry at the University of the District of
Columbia (UDC). Petitioner was generally engaged in his
professorial duties fromthe m ddle of August through the mddle
of May. |In sone years, petitioner taught evening classes and in

others, day classes. Because of the lack of a graduate chem stry
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program at UDC, petitioner had no research responsibilities
requiring additional tinme commtnments to the school.

From 1985 t hrough 1994, petitioner reported interest incone
fromloans. He nmade or purchased notes representing 75 loans in
anmounts varying from $1, 600 to $175, 000.

Beginning in 1976, petitioner al so engaged in purchasing
residential real estate for |easing and for resale.

Petitioner used an encl osed deck off his master bedroom as
an office for his professorial, |loan, and real estate activities.
The office had a desk, a honme tel ephone extension, a copy
machi ne, a conputer, and m scel |l aneous itens.

Petitioner's Mney-Lending Activity

Petitioner reported incone fromlending noney beginning in
1985. For each of the years 1992 and 1994, petitioner filed a
Federal income tax return to which he attached a Schedul e C,
Profit or Loss From Business, reporting interest incone fromhis
| oan activity of $20,691 and $4, 215 respectively. For 1993,
petitioner received interest incone fromthe notes he was hol di ng
in the total anmount of $42,597. Petitioner, however, offset
agai nst his interest incone an anount clainmed for bad debts of
$776,525 to arrive at a net bad debt |oss of $733,928 reported on
Schedule C. After adding the loss to clainmed business expenses
of $28, 103, petitioner reported on Schedule C a net |oss from

busi ness of $762,031 for 1993.
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Respondent determ ned that petitioner had not established
the exi stence or bases of his loans, that they were related to a
trade or business, or that they becanme wholly worthless in 1993.
Respondent di sall owed petitioner's bad debt deduction in 1993 and
instead all owed a $3,000 i nvestnment |oss on Schedule D, Capital
Gains and Losses, in each of the years 1992, 1993, and 1994.

The | oans for which petitioner clained the bad debt
deduction in 1993 fall into five general categories: (1) A group
of 30 loans to real estate broker Dom nick Al oi (Al oi debt); (2)
| oans made in connection with the used-car business of Donald
Tooke (Tooke loans); (3) real estate | oans nmade to individuals,
secured by nortgages or deeds of trust; (4) an unsecured | oan
made to an individual; and (5) personal |oans nmade to friends and
acquai nt ances.

The Al oi Debt

Dom nick Aloi was a real estate broker or agent who in 1990
owned and operated the Nick Aloi Real Estate Co. in Frederick,
Maryl and. Between May and August of 1990, M. Aloi executed a
series of 30 prom ssory notes totaling $512,700. The notes did
not represent new | oan proceeds but were instead renewed prom ses
on unpaid loans nade in earlier years. In the 2 years prior to
1990, M. Aloi had not been making full paynments on the | oans.
The notes were short-termnotes, usually for 30 days, were often

renewed nore than once, and gradually grew in nunber to 30. The
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face anounts of the notes often exceeded the | oan proceeds the
borrower received. Two of the "new' notes, both dated July 11,
1990, are promses to pay unpaid interest on earlier |oans.

Petitioner and M. Al oi had worked together on sone real
estate deals in prior years. During the course of their
relationship, petitioner nade between 50 and 80 | oans to M.

Al oi. Because of their previous dealings, when he made the | oans
at issue here, petitioner did not receive a |oan application from
M. Aloi, request a financial statenment, require collateral, or
check the credit references of M. Aloi.

I n Novenber of 1991 petitioner filed against M. A oi, in
the Grcuit Court for Frederick County, Maryland, a Conplaint for
Conf essi on of Judgnent for the face amount on notes including the
30 descri bed above. Anong other allegations in response, M.

Aloi alleged that the interest rate on sonme of the notes was
usurious. The court agreed that interest on sonme of the notes
was usurious, assessed nonetary penalties against petitioner, and
in February of 1995 entered judgnent against M. Aloi to the
extent of $474, 140. 38.

Since February 27, 1995, petitioner has received nom nal
paynents on the judgnment he obtained against M. Aloi. On August
7, 1996, M. Aloi, petitioner, and Dr. Douglas Tavenner (another

judgment creditor of M. Aloi) executed an agreed paynent



- 6 -
schedul e for allocating paynents by M. Aloi on their respective
j udgnent s.

The Tooke Loans

M . Tooke, doing business as Alliance Leasing Co.
(Al'liance), solicited investors through a Houston newspaper
advertisenent to finance his purchase of used cars for resale
(floor planning). He also sought financing for buyers who wanted
to purchase his used cars. Petitioner and M. Tooke eventually
agreed that petitioner would guarantee up to $30, 000 of fl oor-
pl anni ng debt wi th | ndependence Bank, N. A (bank).

On or about May 10, 1989, the bank granted a line of credit
to M. Tooke to finance his floor planning. Petitioner
guaranteed M. Tooke's prom ssory note by pledging as security
with the bank a $30,000 certificate of deposit (CD)

Begi nning in Novenber of 1989, M. Tooke defaulted on his
| oan agreenment with the bank. 1In Decenber of 1989, petitioner
sued M. and Ms. Tooke and the bank seeking repaynent of the
| oans made to M. Tooke and the return of the $30,000 CD that he
had pl edged as security for the Tooke |loan. The bank notified
petitioner that it intended to foreclose on the CD and on June 5,
1990, filed a countercl ai magainst M. Tooke and petitioner.
Petitioner thereafter agreed to the liquidation of his CD and
paid attorney's fees to the bank. Because of the illness of M.

Tooke and his lack of assets, petitioner's lawer, in a letter
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dated June 4, 1991, recomended that he also reach a settlenent
with M. Tooke.

As part of his business, M. Tooke provided financing to
buyers of his used cars. During their business relationship,
petitioner purchased used-car-buyers' notes from M. Tooke at a
di scount. Wen M. Tooke sold a car on credit, he would accept a
prom ssory note for the anount of the |oan and place a lien on,
and retain title to, the vehicle sold. He would then sell the
note to petitioner for an anount |ess than the face anount of the
note. Petitioner would receive the note, the lien, and the title
to the vehicle.

During 1989 petitioner purchased from M. Tooke 10
di scounted auto | oan notes. Before the end of 1989 all 10 of the
borrowers on the notes petitioner purchased from M. Tooke had
defaulted on their paynents to petitioner. For all |oans save
one, petitioner received title to the financed vehicle. O the
nine for which he received title, petitioner retains the title to
all except one for which he received paynent of $800 on April 27,
1992. During 1992, four of the vehicles were the subject of
notice to petitioner by mechanics lienors that they intended to
forecl ose on the vehicles because of unpaid bills for tow ng,
storage, or repairs. Petitioner did not pay any of the clains

and permtted the liens to be forecl osed.



Real Estate Loans

Petitioner worked primarily through a | oan or nortgage
broker. The | oan broker solicits both | enders and borrowers
t hrough various met hods, including advertisenents. Typically,
hi gher risk borrowers will go to a | oan broker to obtain a | oan,
and the broker will in turn seek a lender like petitioner.
Usually the broker will collect all the infornmation about the
borrower, including a | oan application and credit check, and then
send a "package" to the potential |ender for consideration. The
| ender may then neet with the borrower to negotiate the interest
rate and to go to settlement. The | oan broker charges a fee that
is paid by the borrower.

The Dani el s Loan

In April of 1991 Janmes and Suzanne Daniels (the Daniel ses)
executed a prom ssory note in the amount of $12,500 payable to
Merwi n Coad secured by a deed of trust. At the time of this
| oan, the property was burdened by an existing first deed of
trust in favor of Redstart Corp. (Redstart). Merw n Coad sold
t he Dani el ses’ second deed of trust note to petitioner. In June
of 1991 Redstart informed petitioner that the Daniel ses were in
default on their first deed of trust note.

On July 23, 1991, petitioner authorized a foreclosure sale
of the Daniels property in an attenpt to ensure paynent of the

debt due to him secured by a second deed of trust. Notice of
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the trustee sale was published on August 19, 22, and 28, 1991,
and the auction was held on August 29, 1991. There were no bids,
and petitioner retained his lien interest in the Daniels property
at the date of trial

The Brown Loans

In July of 1991 petitioner |lent Robert and Megan Brown (the
Browns) $9,500 toward the purchase of an interest in a
cooperative |located in Washington, D.C. The Browns gave
petitioner a prom ssory note in the face anount of $10, 000
beari ng annual interest of 18 percent. Petitioner received a
security interest in the Browns' cooperative. At the tine of
petitioner's | oan, the cooperative was encunbered by an existing
security interest for an earlier |oan of $83,000 nmade by NCB
Savi ngs Bank (NCB).

On August 1, 1992, petitioner and the Browns signed an
agreenent revising the terns of the Browns' note, increasing it
from $10, 000 to $15,000 to account for unpaid interest.

Petitioner was notified in October of 1993 and March of 1994
that the Browns were delinquent in making paynents on their
obligation to NCB

On Decenber 10, 1996, M. Brown filed a petition in
bankruptcy. Under an Anended Chapter 13 Plan filed January 23,
1997, petitioner was to be paid directly by the debtor, M.

Brown, as a secured creditor. On February 17, 1998, NCB held a
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forecl osure sale of the Browns' cooperative share certificate
subject to its lien.

The Johnson Loan

On June 29, 1990, petitioner purchased a $38, 000 prom ssory
not e nmade by Robert Johnson, which was secured by a second deed
of trust. Petitioner purchased the note for $30,400. At the
time petitioner purchased the $38,000 note, the Johnson property
was subject to a first deed of trust securing a note of $105, 155
in favor of "Barclay's American Mrtgage" (Barclay's).

Petitioner foreclosed on the Johnson property to collect on
his note and in February of 1994 obtai ned a judgnent that
resulted in petitioner's taking title to the property, subject to
Barclay's first deed of trust. M. Johnson subsequently filed a
petition for bankruptcy.

The Nor man/ Beard Loan

On January 15, 1988, Tony Norman and Jeffrey Beard executed
a prom ssory note payable to petitioner for $25,000 secured by a
second deed of trust on property located in Washington, D.C. The
borrowers received | oan proceeds of $21,275. Petitioner
forecl osed on the property in June of 1988, acquiring title to
the property subject to a first deed of trust. After obtaining
title to the property, petitioner |eased the house to various
tenants. On February 8, 1998, the first trust |ender foreclosed

on the property.



The Full er Loans

In Cctober of 1990 Edwin Full er executed a prom ssory note
payabl e to petitioner for $30,000 secured by a first deed of
trust on uni nproved property located in the State of Maryl and.

In 1991, M. Fuller agreed to sell the property to M chael Mason
subject to the deed of trust. |In Septenber of 1991, M. Mason
executed a pronissory note for $68,000 payable to petitioner
secured by a first deed of trust. The $68, 000 face anount of the
note was to retire the Fuller note for $30,000 with the renmaining
$38,000 intended to fund a construction |oan the proceeds of
which were to be released in stages. At settlenment M. Mason
recei ved a construction draw of $6, 000.

On March 2, 1993, petitioner foreclosed on the property.
Because M. Mason had failed to pay the required property taxes,
petitioner paid property taxes of $7,147 before receiving title
to the property. Petitioner, having received title to the
property, sold it in 1999.

The I nternational Loan Network Loans

I n Novenber of 1991 petitioner purchased at a discount from
Merwi n Coad two prom ssory notes each secured by a second deed of
trust on respective properties |ocated in Washington, D.C  Each
note was in the amount of $10,500 for which he paid $8,500. In
1991 the maker of the notes, International Loan Network, filed

for bankruptcy. The trustee in bankruptcy subsequently
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determ ned that the fair market values of the properties securing
petitioner's | oans were | ess than the anounts owed on the
properties and abandoned themin bankruptcy. Both properties
were sold at foreclosure on July 24, 1992, in order to pay the
seni or secured creditor.

The Unsecured Swi ft Loan

For $4,500 petitioner obtained fromJed Wl bourn a note for
$5, 000 made by Gerald Swift in 1991. On Cctober 18, 1993,
petitioner becanme a judgnent lien creditor of Gerald and Jol ynn
Swift in the anount of $20,000 with respect to the advancenent to
t hem of | oan proceeds of $15,000 in 1991.

In 1996, the Swifts filed a petition for bankruptcy.
Petitioner filed a proof of claimfor both notes with the
bankruptcy court.

Per sonal Loans

Wot on
Petitioner lent his friends Lorenzo and Betty Woton $4, 000
for which they executed a note to himfor $4,400. |In June of
1991 the Wotons issued to petitioner in paynent of the |oan a
check for $4,000 that was di shonored for nonsufficient funds.
Rawoof
Petitioner lent his friend Mohaned Rawoof $5, 000 on January
11, 1991, to pay for utilities for apartnment buil di ngs he owned

in New York. In Decenber of 1993, M. Rawoof petitioned for
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bankruptcy and listed petitioner as an unsecured creditor. On
May 5, 1994, petitioner was notified by the bankruptcy court that
M . Rawoof had been di scharged fromcertain of his debts
including that to petitioner.

Petitioner's Real Estate Activity

In 1993 petitioner owned 21 separate parcels of residential
real property either individually or in partnership with his
spouse. Petitioner owned one other parcel of real estate in
partnership with soneone other than his spouse. The properties
were usually subject to 1-year or 6-nonth | eases but becane
nmont h-t o- nont h upon | apse.

Petitioner reported incone or loss fromhis real estate
rental activities on Schedule E, Supplenental |Inconme and Loss.
On his Forns 1040, U.S. Individual Income Tax Return, for 1992,
1993, and 1994, petitioner reported total rental |osses of
$62, 903, $35,456, and $82, 230.°

Di scussi on

Petitioner's Mney-Lending Activity

Respondent argues that petitioner was not engaged in the
trade or business of |ending noney and alludes to section 183,
Activities Not Engaged In For Profit. To conclude fromthe

record in this case that petitioner did not intend to nmake a

Petitioner reported on Schedule E a total |oss of $80, 159,
but on line 17 of the Form 1040 for 1994 he clained a rental real
estate | oss of $82,230. The discrepancy is unexpl ai ned.
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profit fromhis lending activity would defy common sense. The
Court wll not reiterate all the facts and circunstances in
support but finds fromthe record that petitioner |lent noney with

the intent to make a profit. See Hrsch v. Comm ssioner, 315

F.2d 731, 737 (9th Gir. 1963), affg. T.C. Meno. 1961-256; Col anty

v. Comm ssioner, 72 T.C 411, 426 (1979), affd. w thout published

opinion 647 F.2d 170 (9th G r. 1981); sec. 1.183-2(a), Inconme Tax
Regs.

Det er mi ni ng whet her petitioner's |ending noney for profit
rose to the level of a trade or business is a sonewhat nore
difficult inquiry. That petitioner was a chem stry professor
does not preclude himfromal so being in another trade or

busi ness at the sane tine. See Curphey v. Comm ssioner, 73 T.C.

766, 775-776 (1980). But petitioner nust show not only that his
primary purpose for engaging in the activity was for inconme or
profit, but also that he engaged in the activity with "continuity

and reqgularity". Goetzinger v. Conm ssioner, 480 U S. 23, 35

(1987). In order to be considered a trade or business,
petitioner's lending activity nust be extensively carried on.

el v. Conm ssioner, 61 T.C. 318, 323 (1973); Rollins v.

Commi ssioner, 32 T.C. 604, 613 (1959), affd. 276 F.2d 368 (4th

Cr. 1960); see also Barrish v. Comm ssioner, 31 T.C 1280, 1286

(1959).
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Sonme of the factors which have been considered in
determ ni ng whether a taxpayer is engaged in the trade or
busi ness of |ending noney include: The total nunber of |oans
made; the tinme period over which the | oans were nmade; the
adequacy and nature of the taxpayer's records; whether the | oan
activities were kept separate and apart fromthe taxpayer's other
activities; and whether the taxpayer actively sought out |ending

busi ness. Ruppel v. Commi ssioner, T.C Meno. 1987-248; MCrackin

V. Conm ssioner, T.C. Menob. 1984-293. W have al so consi dered

the amount of time and effort expended in pursuit of the |ending
activity and the rel ationship between the taxpayer and his

debtors. See Zivnuska v. Conm ssioner, 33 T.C. 226, 237-238

(1959); Fuller v. Conm ssioner, 21 T.C. 407, 412-413 (1953); see

also United States v. Henderson, 375 F.2d 36, 41 (5th Cr. 1967).

The Court finds that the factors in the record are
indicative of petitioner's being in the trade or business of
| endi ng noney in the years 1992 through 1994. See Serot V.

Commi ssioner, T.C Menp. 1994-532, affd. w thout published

opinion 74 F.3d 1227 (3d Cr. 1995); Ruppel v. Conm ssioner,

supra. The Court therefore concludes that petitioner was in the

trade or business of |ending noney during the years at issue.
Petitioner is entitled to deduct busi ness expenses on

Schedule C for the years 1992 through 1994 associated with his

nmoney- | endi ng business. |f petitioner shows all the necessary
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el emrents, he nmay al so deduct the bad debts clained for 1993.

A bad debt is deductible in the taxable year during which it
beconmes wholly or partially worthless. Sec. 166(a). Cenerally,
t he taxpayer nmust show that the debt is worthless and the year

t he debt becane worthless. See Rule 142(a); Mieller v.

Comm ssioner, 60 T.C. 36, 41 (1973), affd. in part, revd. in part

and remanded 496 F.2d 899 (5th Cr. 1974). Petitioner has nade
no argunent that the burden of proof shifting provisions of
section 7491(a)(1l), effective for Court proceedings arising in
connection with exam nations conmmencing after July 22, 1998, have
application to this case, nor has he offered any evidence that he
has conplied with the requirenents of section 7491(a)(2).

Wrt hl essness

There is no standard test or fornula for determ ning the
wort hl essness of a debt within a given taxable year; the
determ nati on depends on the particular facts and circunstances

of each case. Crown v. Comm ssioner, 77 T.C 582, 598 (1981).

The facts and circunstances nust show both the fact and the year

of wort hl essness. Lucas v. Am Code Co., 280 U.S. 445, 449

(1930); G own v. Conm ssioner, supra. It is generally accepted

that the year of worthlessness is fixed by identifiable events
that formthe basis of reasonabl e grounds for abandoni ng any hope

of recovery. Crown v. Conm ssioner, supra at 598; Federated

G aphics Cos. v. Commi ssioner, T.C Mno. 1992-347. I n
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determ ning worthl essness, the value of any collateral as well as
the financial condition of the debtor will be taken into
consideration. Sec. 1.166-2(a), Incone Tax Regs. Facts are
sufficient to show worthl essness where debt is uncollectible and
| egal action to enforce paynent would probably not result in
satisfaction of a judgnent. Sec. 1.166-2(b), Incone Tax Regs. A
debt is "worthless" where it |acks present value and appears to
| ack potential for collectibility at any tinme in the future.

Dustin v. Conm ssioner, 53 T.C 491, 501 (1969), affd. 467 F.2d

47 (9th Cr. 1972); LelLandais v. Comm ssioner, T.C. Mno. 1976-

345. "Bankruptcy is generally an indication of the worthl essness
of at least part of an unsecured and unpreferred debt." Sec.
1.166-2(c), Incone Tax Regs.

Petitioner clained the debts at issue here as a | unp-sum
deduction for total worthlessness on his Schedule C for 1993.
Respondent argues that even if petitioner was |ending noney as a
trade or business, he has not shown his bases in the anpunts |ent
or established that the debts were wholly worthless in 1993.

The Court exam nes first the issue of worthl essness.

Section 166(a)(1) provides that for debts that becone wholly
worthless within the taxable year "there shall be allowed" a
deduction. In contrast, under section 166(a)(2) Congress has
provided the Secretary with discretion. He "may allow' the

deduction of a partially worthless debt in an anpbunt "not in
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excess of the part charged off within the taxable year". See
sec. 1.166-3(a)(2)(iii), Income Tax Regs. Courts have recognized
t he Conm ssioner's discretion and will not disturb his
determnation unless it is plainly arbitrary and unreasonabl e.

Sika Chem Corp. v. Conm ssioner, 64 T.C. 856, 862-863 (1975),

affd. w thout published opinion 538 F.2d 320 (3d Cir. 1976);

Bul | ock v. Conm ssioner, 26 T.C. 276, 299 (1956), affd. per

curiam 253 F.2d 715 (2d Gr. 1958); Findley v. Conm ssioner, 25

T.C. 311 (1955), affd. per curiam 236 F.2d 959 (3d Cir. 1956).
Petitioner has not raised the issue of partial worthlessness of
any of the specific debts here at issue, and we will not consider

it. See Mayer Tank Munufacturing Co. v. Conm ssioner, 126 F.2d

588 (2d Cir. 1942); accord Lehnman v. Conm ssioner, 129 F.2d 288

(2d Cir. 1942).

Petitioner is therefore entitled to claima bad debt
deducti on under section 166(a)(1l) only for debts that becane
wholly worthless within the taxable year. The Court, however,
has exam ned the record and is unable to find by a preponderance
of the evidence that any of petitioner's |oans becane wholly
worthless within any of the years before the Court.

The Al oi Debt

The group of 30 notes fromM. Aloi to petitioner was the
subject of a |lawsuit brought by petitioner to reduce his clains

to judgnent. The litigation proceeded through the years at
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i ssue, and not until 1995 did the court enter judgnment largely in
favor of petitioner. It seens unlikely that a reasonable
busi ness person woul d spend substantial time and noney to coll ect
a wholly worthless debt. Petitioner still receives paynents,
al beit nomnal in anmount, on the Al oi judgnent.

The Tooke Loans

Wth respect to petitioner's $30,000 guarantee of the Tooke
floor-planning credit line, and its attendant litigation, the
parties stipulated evidence of a settlenent recommendati on by
petitioner's attorney in June of 1991. The recomended
settlenment required that petitioner acquiesce in the |iquidation
of his collateral by the creditor. |If the settlenent was entered
into in 1991, and there is no evidence to show ot herw se,
petitioner's debt becane worthless in 1991. See sec. 1.166-9(a),
(d), Inconme Tax Regs. There was no right of subrogation in the
agreenent between petitioner and M. Tooke that would delay the
determ nation of the year of worthlessness. See sec. 1.166-
9(e)(2), Incone Tax Regs.

As to the 10 used-car-buyers' notes petitioner purchased
fromM. Tooke, all the borrowers defaulted in 1989. O the nine
for which he received title, petitioner retains the title to al
except one which he exchanged for a paynment of $800 on April 27,
1992. Petitioner testified that it was not clear when sone of

t he notes becane worthl ess. Petitioner had not obtained credit
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or financial reports on the persons whose auto | oans he bought
from M. Tooke. He added that he had "nothing to gain by taking
action" so his attitude was, "in many cases, just wait and see
what happens.” Although petitioner allowed nmechanics lienors to
foreclose on four of the vehicles in 1991 or 1992,2 there is no
evi dence that the notes secured by the vehicles did not becone
worthless in years before or after the forecl osures.

A debt does not becone worthless nerely because the creditor

el ects not to enforce the obligation. Southwestern Life Ins. Co.

v. United States, 560 F.2d 627, 644 (5th Cr. 1977); Brewer v.

Conmi ssioner, T.C. Menp. 1992-530; Suman v. Conmi ssioner, T.C

Meno. 1967-84. Petitioner's failure to attenpt collection allows
the inference that the notes were already worthless in 1989,
1990, or 1991.

Real Estate Loans

Petitioner failed to produce evidence of identifiable events
that could fix the year of total worthlessness of his real estate
|l oans. I n sone instances, even if the year could be determ ned,
we are unable to determ ne what the anount of the | oss m ght have
been because of partial collection in kind. The Daniels |Ioan was

t he subject of default, foreclosure, and nonsal e at foreclosure

2The stipulation by the parties recites an unlikely
chronol ogy: That petitioner received notices from nmechanics
l[ienors in 1992 and that petitioner permtted the liens to be
forecl osed on the cars in 1991.
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all in the year 1991. Petitioner retained a lien interest of
unknown val ue. The Brown note was made in 1991 and renewed in
1992. The next relevant event was the filing of a petition in
bankruptcy by M. Brown in 1996. The Johnson note was the
subject of a foreclosure suit resulting in a judgnent conveying
to petitioner the deed of trust property of unknown value. At
sone | ater unknown date, M. Johnson filed for bankruptcy.
Petitioner obtained title to property of unknown val ue securing
the Norman/Beard | oan in 1988 and then | eased the property to
various tenants until 1998. The Fuller property, of unknown
worth, foreclosed on by petitioner in 1993, was sold by himin
1999 for an unknown anmount. The nmaker of the ILN notes filed for
bankruptcy in 1991, and the property securing petitioner's notes
was insufficient to pay secured creditors senior to petitioner.

Wt hout evidence of the financial situation of the debtors
and the value of collateral petitioner obtained, we are unable to
determ ne that in 1992 through 1994 the subject |oans becane
totally lacking in value and | acked any potential for future

collectibility. See Pierson v. Conm ssioner, 27 T.C. 330, 338-

339 (1956), affd. 253 F.2d 928 (3d Cr. 1958); Dean v.

Conmi ssioner, T.C. Menp. 1970-75. The evidence is insufficient

to show that the real estate | oans becanme worthless in the years

at i ssue.



Unsecured Swi ft Loan

Petitioner becane a judgnent lien creditor of the Swifts in
1993 as a result of their failure to pay notes made in 1991. The
next relevant event for which we have any evidence is that in
1996 the Swifts filed a petition in bankruptcy. There are no
ot her identifiable events that can be considered to fix the
wort hl essness of the Swift notes in 1992, 1993, or 1994.

Per sonal Loans

The Wbot on and Rawoof | oans were made to friends of
petitioner. In June of 1991 the Wotons gave petitioner a check
t hat was subsequently di shonored on an unspecified date. The
Rawoof | oan was di scharged in bankruptcy in 1994. There is no
evi dence that the Woton | oan becane worthl ess during the years
at issue. There is evidence that the Rawoof | oan becane
worthl ess in 1994.

Petitioner, however, has not shown that the dom nant, as
opposed to nerely a significant, notivation for either |oan was

busi ness related. See United States v. CGeneres, 405 U. S. 93, 106

(1972). Self-serving statenents alone will not suffice to prove
a taxpayer's business purpose in advanci ng noney. 1d.

The record in this case is not sufficient for the Court to
find that petitioner is entitled to a deduction with respect to
his | oans other than as all owed by respondent on Schedul es D for

t he years under consideration. Because petitioner has failed to
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prove the year and fact of worthlessness of the | oans deducted in
1993, we need not reach the issue of whether he has shown his
bases in the various |oans.

Petitioner's Real Estate Rental Activity

Respondent determ ned that petitioner is not entitled to
real estate rental |osses clainmed in 1992 and 1993 because his
rental activity is a "passive activity" for which | osses are
di sal l owed. Additionally, respondent determ ned that petitioner
is not entitled to the real estate rental l[oss clained for 1994
because his rental activity is a passive activity and he was not
a real estate professional engaged in a "real property business”
for the year.

Under section 469(a), if a taxpayer is an individual, the
"passive activity loss" for the taxable year shall not be
allowed. The term "passive activity | oss" neans the anount by
whi ch "the aggregate | osses fromall passive activities" exceed
"the aggregate incone fromall passive activities" for the
taxabl e year. Sec. 469(d)(1). Except for taxpayers entitled to
treat nent under section 469(c)(7), Special rules for taxpayers in
real property business, the term "passive activity" includes any
rental activity. Sec. 469(c)(2).

Subsection (c)(7), governing taxpayers in a real property
busi ness, was added to section 469 as part of the Revenue

Reconciliation Act of 1993, Pub. L. 103-66, secs. 13001,
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13143(a), 107 Stat. 416, 440. The provisions of subsection
(c)(7) of section 469 are effective for taxable years begi nning
after Decenber 31, 1993. 1d. sec. 13143(c), 107 Stat. 441. Two
of the taxable years before us, 1992 and 1993, precede the
effective date of the "Special rules for taxpayers in real
property business” contained in subsection (c)(7). Thus, for
those years petitioner nmay not rely on the special rules to
relieve himof the generally applicable strictures of section 469
denyi ng deductions for passive activity | osses.

Section 469(i), with respect to rental real estate
activities in which an individual actively participates, provides
that the section 469(a) disallowance will not apply to a maxi mum
of $25,000 of passive activity losses.® There is allowed only
one $25,000 offset for all of petitioner's rental activities per
year. Sec. 469(i)(2).

For the year 1992, petitioner reported itens on Schedul e E
After taking into consideration rental (passive) incone,
petitioner reported individually owned real estate rental |osses

of $50, 779, partnership real estate rental |osses of $12,125, and

3Thi s nonapplication or "exenption" begins to be phased out
where the taxpayer's adjusted gross inconme exceeds a certain
| evel, in sone circunstances $100,000. Sec. 469(i)(3).
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total rental real estate (passive activity) |osses of $62,903.*
Petitioner reported no other incone from passive activities.
Petitioner's passive activity loss for the year 1992 is therefore
$62,903. For the years 1993 and 1994, petitioner's returns
reveal on Schedul es E respective passive activity |losses from
i ndi vidual ly and partnership owed residential rental property
totaling $35,456 and $82, 230.

Because respondent determ ned that petitioner actively
participated in the listed rental activities, the section 469(a)
di sal | onance of a passive |oss deduction will not apply to
$25, 000 of petitioner's passive |osses for each of the years
1992, 1993, and 1994. The renumi nder of petitioners' passive
activity losses fromeach respective year that is disallowed as a
deduction may be carried over to the next taxable year for
application against inconme from passive activities, if any, and
t he $25,000 offset. Sec. 469(b); sec. 1.469-1(f)(4), Incone Tax
Regs.

For petitioner's 1994 tax year, the provisions of subsection
(c)(7) of section 469 are effective. The "Special rules for

taxpayers in real property business" contained in subsection

“For purposes of sec. 469, petitioner nust aggregate his
i ndi vi dual and partnership real estate rental incone and | osses
as passive activity incone and | osses. Sec. 1.702-
1(a)(8)(ii),(iii) and (b), Income Tax Regs.; see also sec. 1.469-
2T(d)(6)(v)(B), Tenporary Inconme Tax Regs., 53 Fed. Reg. 5717
(Feb. 25, 1988).
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(c)(7) provide that if its provisions apply to a taxpayer, rea
estate rental activity will not be a passive activity, and each
of the taxpayer's interests in real estate rental wll be treated
separately under the section. Sec. 469(c)(7)(A).

To qualify for treatnment under section 469(c)(7), petitioner
must show that nore than half the personal services he perforned
in trades or businesses during 1994 were perfornmed in real
property trades or businesses in which he materially
participated. Sec. 469(c)(7)(B)(i). In addition, petitioner
must show that he performed nore than 750 hours of services
during the year in real property trades or businesses in which he
materially participated. Sec. 469(c)(7)(B)(ii).

The evi dence shows that in 1994 petitioner spent substantial
time in the trades or businesses of teaching chem stry and
| endi ng noney. Aside frompetitioner's vague testinony, the only
evi dence of the anmount of petitioner's personal services
performed in 1994 with respect to his real estate rental property
consists of two cal endars that do not describe the amount of tine
he spent related to the rental properties, either individually or
in the aggregate. See sec. 1.469-5T(f)(4), Tenporary | ncone Tax
Regs., 53 Fed. Reg. 5727 (Feb. 25, 1988).

Because the evidence does not support the application of
section 469(c)(7) to petitioner and his real estate rental

activity in 1994, the Court concludes that he is not entitled to
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deduct | osses from passive activity in excess of those allowed by
respondent for the year.
Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.
To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




