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VEMORANDUM OPI NI ON

DI NAN, Special Trial Judge: This case was subnmtted

1999.

pursuant to the provisions of section 7443A(b)(3) and Rul es 180,

181,

and 182.1

to the Internal

1 Unl ess otherwi se indicated, all section references are

issue. All Rule references are to the Tax Court Rul es of
Practi ce and Procedure.

Revenue Code in effect for the taxable years in
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Respondent determ ned deficiencies in petitioners' Federal
income taxes for 1992, 1993, and 1994 in the amounts of $3, 682,
$1, 733, and $3, 129, respectively, and accuracy-related penalties
pursuant to section 6662(a) in the amounts of $736.40, $346. 60,
and $625. 80, respectively.

The issues for decision are: (1) Wether petitioners
received and failed to report constructive dividends during the
taxabl e years in issue; and (2) whether petitioners are |iable
for the section 6662(a) accuracy-related penalties for the
taxabl e years in issue.

This case was submitted fully stipulated. The stipulations
of fact and attached exhibits are incorporated herein by this
reference. Petitioners resided in Phoenix, Arizona, on the date
the petition was filed in this case.

Al'l of the substantive adjustnments in the statutory notice
of deficiency relate to petitioners' shareholder interests in the
Kat hy Harvey Trust Corporation (KHTC). Petitioners have operated
KHTC as a painting business since its incorporation on May 16,
1984.

| . Constructive Dividends

The first issue for decision is whether petitioners received
and failed to report constructive dividends during the taxable
years in issue. Section 61(a) includes in gross incone al
i ncome from what ever source derived including, but not limted

to, dividends. Sec. 61(a)(7).
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In the statutory notice of deficiency, respondent determ ned
that petitioners received and failed to report constructive
di vi dends from KHTC during 1992, 1993, and 1994 in the anounts of
$12, 218, $11,301, and $10, 851, respectively. KHTC s Federal
income tax returns reveal that it had anple earnings and profits
during the taxable years in issue to cover the anmounts of
constructive dividends determ ned by respondent. The parties
have stipulated that the determ ned anounts consist of the
fol | ow ng:

Di vi dends 1992 1993 1994
For gone i nterest
under sec. 7872 $7,984.67 $7,324.29  $8,472.41

Petitioners' personal
expenses paid by KHTC 4, 233.00 3,977.00 2,379.00

A For gone | nterest Under Section 7872

KHTC advanced funds to petitioners before and during the
taxabl e years in issue. No |oan docunents were executed with
respect to the advanced funds. There is no evidence that
petitioners were obligated to pay or in fact paid any interest on
t he advanced funds. Petitioners repaid sone of the advanced
funds before and during the taxable years in issue.

Section 7872 sets forth the incone and gift tax treatnent
for certain categories of "bel owmarket” |oans; i.e., |oans that
are interest free or that provide for interest that is | ower than

the applicable Federal rate. Sec. 7872(e)(1l); KTA-Tator, Inc. V.

Conmm ssioner, 108 T.C. 100, 105 (1997); Mason v. Conm SSioner,

T.C. Meno. 1997-352. Pur suant to section 7872, a bel ow mar ket
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| oan is recharacterized as an arm s-length transaction in which
the | ender made a |l oan to the borrower in exchange for a note
requiring the paynent of interest at the applicable Federal rate.
The amount by which the interest which woul d have been payabl e on
the loan at the applicable Federal rate exceeds the interest
payabl e pursuant to the | oan agreenent is called "forgone
interest”. Sec. 7872(e)(2). The forgone interest is treated as:
(1) Transferred fromthe lender to the borrower; and (2)
retransferred fromthe borrower to the | ender as interest paid on
the loan. Sec. 7872(a)(1)(A) and (B). The first transfer is
treated as a gift, dividend, paynent of conpensation, or other
paynent to the borrower, depending on the relationship between

the | ender and the borrower. KTA-Tator, Inc. v. Conmm ssioner,

supra at 102. The second transfer is treated as a paynent of
interest by the borrower to the |l ender which is includable in the
| ender's income and deducti ble by the borrower to the extent

al | owabl e under section 163. 1d.

Petitioners agree that the advances made by KHTC fall within
the section 7872(e)(1) definition of a bel ow narket |oan. They
contend, however, that respondent erred in determning the
anounts of the outstanding | oans which were subject to section
7872 during the taxable years in issue. They argue that sone of
t he ol der | oans were "unenforceable" during the taxable years in
i ssue by reason of Oregon's statute of limtation for comrencing
actions upon a liability, effectively exenpting such | oans from

section 7872. Petitioners calculate that the correct anmounts of
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their constructive dividends in the formof forgone interest for
1992, 1993, and 1994 are $8, 310.81, $5,912.55, and $164. 72,
respectively. Respondent argues that the Oregon |aw cited by
petitioners is irrelevant to the application of section 7872.

The Oregon statute of limtation relied upon by petitioners
generally requires that actions upon a contract or liability nust
be comenced within 6 years. O. Rev. Stat. sec. 12.080 (1997).
However, petitioners stated in their petition to the Court that
the | oans were substantially repaid as of April 14, 1997, several
years after the | oans all egedly becanme "unenforceabl e" under
Oregon law. In addition, KHTC listed all of the outstanding
advances as | oans to stockhol ders on the Schedul es L (bal ance
sheets) of its Federal incone tax returns. W conclude fromthis
record that petitioners treated all of the |loans as valid debt
during the taxable years in issue. Mreover, we agree with
respondent’'s position that State | aw does not control whether
t hese outstanding | oans are subject to section 7872. Myrgan V.

Conmm ssioner, 309 U S. 78, 80 (1940); Burnet v. Harnel, 287 U S.

103, 110 (1932); see also Estate of Arbury v. Conm ssioner, 93

T.C. 136, 148 (1989) where State usury laws did not |imt the
fair market interest rate to an amount | ess than the federa
statutory rate.

We have considered petitioners' other argunents with respect

to respondent’'s determ nations of their constructive dividends in
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the formof forgone interest and find themeither irrelevant or
| acking nerit.? Respondent's determni nations are sustai ned.

B. Petitioners' Personal Expenses Paid by KHTIC

|f a corporation pays for the personal expenses of its
sharehol ders, it is well established that the sharehol ders are
charged with additional distributions fromthe corporation
taxable to them as dividend incone if the corporation has

sufficient earnings and profits. Mlvin v. Comm ssioner, 88 T.C

63, 79 (1987), affd. per curiam 894 F.2d 1072 (9th Cr. 1990);

Anerican Properties, Inc. v. Conm ssioner, 28 T.C. 1100, 1115

(1957), affd. 262 F.2d 150 (9th Cir. 1958).

In their petition, their opening brief, and their reply
brief, petitioners failed to address respondent’'s deterni nations
that they are properly charged with constructive dividends for
KHTC s paynent of their personal expenses. The stipul ations of
fact include only a bald assertion by petitioners that such
anounts were paid for business expenses. The only evidence in
the record related to these expenses is the revenue agent's
expl anation of why he determ ned that the anounts paid for such
expenses constitute constructive dividends.

Based on the record, we find that petitioners have failed to
prove any error in respondent's determ nations that they are

properly charged with constructive dividends for KHTC s paynent

2 The two cases relied upon by petitioners in their
briefs are not related in any manner to the issue of whether the
|l oans in issue are subject to section 7872. See CGenest v. John
A enn Corp., 696 P.2d 1058 (Or. 1985); Delaney v. Taco Tine
Intl., Inc., 681 P.2d 114 (Or. 1984).
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of their personal expenses during the taxable years in issue. W
hol d that respondent's determ nations are sustai ned.

2. Accuracy-Rel ated Penalties

The second issue for decision is whether petitioners are
liable for the section 6662(a) accuracy-related penalties for the
taxabl e years in issue. Respondent's determn nations of
negl i gence are presuned to be correct, and petitioners bear the
burden of proving that the penalties do not apply. Rule 142(a);
Welch v. Helvering, 290 U S. 111, 115 (1933); Bixby v.

Conmmi ssioner, 58 T.C. 757, 791-792 (1972).

Section 6662(a) inposes a 20-percent penalty on the portion
of an underpaynent attributable to any one of various factors,
one of which is negligence or disregard of rules or regul ations.
Sec. 6662(b)(1). Respondent determ ned that petitioners are
liable for accuracy-related penalties inposed by section 6662(a)
for the underpaynments of tax for 1992, 1993, and 1994 because
such under paynents were due to negligence or disregard of rules
or regulations. "Negligence" includes a failure to nake a
reasonabl e attenpt to conply with the provisions of the Internal
Revenue | aws or to exercise ordinary and reasonable care in the
preparation of a tax return. Sec. 6662(c); sec. 1.6662-3(b)(1),
| ncone Tax Regs. "Disregard"” includes any carel ess, reckless, or
intentional disregard of rules or regulations. Sec. 6662(c);
sec. 1.6662-3(b)(2), Incone Tax Regs.

Section 6664(c) (1), however, provides that the penalty under

section 6662(a) shall not apply to any portion of an under paynent
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if it is shown that there was reasonabl e cause for the taxpayer's
position with respect to that portion and that the taxpayer acted
in good faith with respect to that portion. The determ nation of
whet her a taxpayer acted with reasonable cause and in good faith
is made on a case-by-case basis, taking into account all the
pertinent facts and circunstances. Sec. 1.6664-4(b)(1), Incone
Tax Regs. The nost inportant factor is the extent of the
taxpayer's effort to assess his proper tax liability for the
year. 1d.

Based on the record, we find that petitioners' underpaynents
for 1992, 1993, and 1994 were not due to reasonabl e cause and
that they did not act in good faith. Accordingly, we hold that
petitioners are liable for the section 6662(a) accuracy-rel ated
penalties for the taxable years in issue as determ ned by
respondent.

To reflect the foregoing,

Deci sion will be entered

for respondent.




