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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned the foll ow ng defi-

ciencies in petitioners' Federal inconme tax (tax):

Year Defi ci ency
1992 $265
1993 5,116
1994 3,094

The issues remaining for decision are:
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(1) D d petitioners erroneously include in dividend incone
in their tax returns (returns) for 1992 and 1993 cash distri bu-
tions (cash distributions) received during those years on certain
stock? W hold that they did not except to the extent stated
her ei n.

(2) D d petitioners erroneously include in dividend incone
in their returns for 1992, 1993, and 1994 dividends in stock
recei ved during those years under dividend reinvestnent prograns?
We hold that they did not.

(3)(a) Should respondent's determ nation with respect to
certain interest incone reported by petitioners in Schedul e C of
their return for 1992 be sustained? W hold that it shoul d.

(b) Should respondent’'s determ nations with respect to
t he expenses clained by petitioners in Schedules C of their
returns for 1992, 1993, and 1994 be sustained? W hold that they
shoul d.
FI NDI NGS OF FACT!

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

Petitioners resided in Santa Fe, New Mexico, at the tine the
petition was fil ed.

Petitioners filed joint returns for 1992, 1993, and 1994.

1 Unl ess otherw se indicated or needed for clarity, our Findings
of Fact and Opinion pertain to 1992, 1993, and 1994, the years at
i ssue.
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Cash Distributions on Certain Stock

Cash Distributions From Qlf States Utilities Conpany

During 1992, petitioner George R Hawthorne (M. Hawt horne)
owned shares of two classes of preferred stock of Gulf States
Uilities Conpany (Gulf States). During 1992, Gulf States, which
had not paid any dividends to its preferred stockhol ders since
Decenber 15, 1986, paid M. Hawthorne (1) $14,454 with respect to
the shares of one of the classes of Gulf States preferred stock
that he owned and (2) $12,648 with respect to the shares of the
other class of Gulf States preferred stock that he owned, or a
total of $27,102. @ilf States reported the total anmount that it
paid to M. Hawt horne as "Ordinary dividends"” in Form 1099-DIV
for 1992. In their 1992 return, petitioners included the anount
reported in that formas dividend incone.

A letter dated June 19, 1992, from Entergy Corporation
(Entergy) to "Fell ow Stockhol der"” stated in pertinent part:

Entergy Corporation and GQulf States Utilities Conpany

entered into a definitive agreenent on June 5, 1992,
provi ding for the conbination of the two conpani es.

* * %

Under the terns of the agreenment, Entergy and GSU w | |
forma new hol ding conpany that will acquire all of the
common stock of Entergy and GSU. The new hol di ng
conpany, which will be renaned "Entergy,"” wll own al

of the common stock of GSU * * *,

Compl etion of the transaction is subject to, anong

ot her things, the approval of the conmon stockhol ders
of Entergy and GSU and the receipt of all required
governmental and regul atory approvals. * * *

In the transaction, GSU conmpbn stockhol ders can el ect
to receive $20 in either cash or shares of combn stock
of the new hol ding conpany for each share of GSU common
stock. The maxi num anount of cash to be paid to GSU
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comon stockholders is $250 nmillion, and the agreenent
provides for the proration of cash in the event that
GSU st ockhol ders elect, in the aggregate, to receive
nore cash than the $250 mllion.

* * * * * * *

Each of the shares of GSU preferred stock outstanding
at closing will continue as outstanding stock of GSU
Each share of Entergy common stock will be converted
into the right to receive one share of new hol di ng
conpany common st ock

Cash Distributions From Centerior Energy
Corporation and Portl|land General Corporation

During 1993, M. Haw horne owned shares of comobn stock of
Centerior Energy Corporation (Centerior Energy). During that
year, Centerior Energy paid M. Haw horne $1,440 with respect to
t hose shares, $830.09 of which it reported as "Ordinary divi-
dends" in Form 1099-DI V CORRECTED for 1993 and $609. 91 of which
it reported in that formas "Nontaxable distributions". M.

Hawt hor ne recei ved Form 1099-DI V CORRECTED for 1993 after peti -
tioners filed their 1993 return.

During 1993, M. Haw horne owned shares of common stock of
Portl and General Corporation (Portland General). During that
year, Portland General paid M. Hawthorne $240 with respect to
t hose shares, all of which it reported as "NON TAXABLE DI STRI BU-
TIONS" in a corrected copy of Form 1099-DIV for 1993.

Petitioners reported as dividend inconme in their 1993 return
the entire respective anbunts of $1,440 and $240 that M. Haw
thorne received from Centerior Energy and Portland General during

1993.
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Di vidends in Stock Under Dividend Reinvestnent Prograns

Prior to the years at issue, petitioners enrolled in the
respective dividend reinvestnent prograns of various conpanies in
whi ch they owned shares of stock. Pursuant to those prograns,
petitioners elected to receive dividends on those shares in
stock, rather than in cash. Pursuant to those el ections, peti-
tioners received dividends in the anmounts of $8, 324. 76,
$8,123. 74, and $8,759.81 during 1992, 1993, and 1994, respec-
tively, that were paid in stock. They reported those respective
anounts as dividend inconme in their returns for those years.

Schedul e C I ncone and Expenses O ained by Petitioners

Schedul e C I ncone d ai ned by Petitioners

Around 1980, M. Hawt horne sold a notel and reported no gain
fromthat sale. Pursuant to the terns of the real estate con-
tract relating to that sale, M. Hawt horne received $1,957.68 in
interest income during 1992. Petitioners reported that incone in
Schedule C of their 1992 return. Petitioners did not report any
other inconme in that Schedule C or in the Schedules C of their
1993 and 1994 returns.

Schedul e C Expenses d ained by Petitioners

M . Hawt horne owned one or nore real properties (properties)
in different |ocations throughout the United States, including
Cape Coral, Florida; Pagosa Springs, Col orado; and El ephant
Butte, Santa Fe, and Al buquerque, New Mexico. M. Hawthorne and
petitioner Donelle C. Hawt horne (Ms. Hawt horne) owned one prop-

erty in Cape Coral, Florida, as community property. At |east
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certain of the locations in which the properties were |ocated
were vacation areas. M. Hawthorne al so owned certain mneral
rights in property located in Chio.

During the years at issue, M. Hawthorne did not sell any of
the properties or advertise any of themfor sale. Throughout
those years and thereafter to the tinme of the trial in this case,
M . Hawt horne had not decided what he wanted to do with any of
the properties (e.g., use as a vacation honme, give away to famly
menbers, retain, or sell), although he preferred to give the
properties away to famly nmenbers, rather than pay tax on any
gains that he would realize if he sold or otherw se di sposed of
t hem

Al t hough M. Hawt horne had not deci ded what he wanted to do
with any of the properties, he perforned a variety of services
under the nanme "Hawt horne Enterprises” with respect to certain of
t hose properties, for which he was not conpensated. Those
services included: (1) Wth respect to certain property in
Fl orida, surveying the land and perform ng routine planning with
| ocal governnment and with contractors; (2) with respect to
certain property in Colorado, installing a gas |ine and surveying
the land for a sewer line and a driveway; and (3) with respect to
certain property in New Mexico, installing a septic tank, sewer
lines, electrical wiring, bal conies, garage doors, and a shingled
roof and building a fence and a driveway. M. Hawthorne al so
rented a warehouse in which he stored building materials used by

Hawt horne Enterprises. |In order to pay for the activities that
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he conduct ed under the nanme Haw horne Enterprises, M. Hawt horne
deposited $1,000 every other nonth into a checking account in the
name of Hawt horne Enterprises.

Petitioners clained in Schedules C of their returns for
1992, 1993, and 1994 expenses that M. Haw horne incurred under
t he name Hawt horne Enterprises totaling $13,337.59, $13, 098. 76,
and $9,981.94, respectively. Included in the expenses clained in
Schedul e C for 1992 were $716.32 for "Legal and professional
services", $2,775.04 for "Taxes and |icenses", and $3,106.06 for
"Depreciation”. Included in the expenses claimed in Schedules C
for 1993 and 1994 were $3,621.18 and $2, 064. 25, respectively, for
"Taxes and |icenses" and $3,106.06 for "Depreciation"

In Schedul es E of their 1992, 1993, and 1994 returns,
petitioners reported rental inconme and various expenses with
respect to certain real properties listed in those schedul es,

i ncludi ng $549.32 clained in Schedule E of their 1992 return for
"Legal and ot her professional fees" with respect to property
identified as "315 Princeton S E, Al bqg".

Noti ces of Deficiency

In the notice of deficiency (notice) issued to petitioners
for 1992, respondent, inter alia, disallowed all of the expenses
that petitioners clained in Schedule C of their return for that
year because respondent determ ned that those expenses were not
incurred in the operation of a trade or business. However,
respondent all owed petitioners to include those disall owed

Schedul e C expenses as Schedul e A deductions subject to appropri-
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ate adjustnents for the 2-percent adjusted gross incone |limta-
tion for mscellaneous deductions under section 67(a)? and the 3-
percent adjusted gross incone limtation under section 68(a).?3
Respondent al so determned, inter alia, in the notice for 1992
that certain interest incone that M. Haw horne recei ved during
that year and reported in Schedule C of petitioners' 1992 return
is Schedule B interest incone for that year.

In the notice issued to petitioners for 1993 and 1994,
respondent, inter alia, disallowed all of the expenses that
petitioners clained in Schedules C of their returns for those
years because petitioners did not establish that those expenses
were ordinary and necessary expenses incurred in the ordinary
course of business. Respondent did not allow petitioners to
i ncl ude any of those disall owed Schedul e C expenses as Schedule A
deductions for 1993 and 1994.

OPI NI ON
Petitioners bear the burden of proof on the issues pre-

sented. Rule 142(a); Welch v. Helvering, 290 U. S. 111, 115

(1933). Petitioners attenpted to satisfy their burden of proof
t hrough testinonial and docunentary evi dence. Except for ex-

tremely limted testinony fromM. Hawthorne, M. Hawt horne was

2 Al section references are to the Internal Revenue Code in
effect for the years at issue. Al Rule references are to the
Tax Court Rules of Practice and Procedure.

® Respondent conceded at trial that $2,775.04 of real estate
taxes that petitioners claimed in Schedule C of their 1992 return
and that respondent allowed in Schedule A are not subject to the
2-percent adjusted gross inconme limtation for m scell aneous
deductions under sec. 67(a).
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the only witness. W found M. Hawt horne's testinony to be
general, conclusory, and/or vague in certain material respects.
Before turning to the various issues presented, we note that we
have considered all of petitioners' argunents that are not
di scussed herein and find themto be without nerit.

Cash Distributions on Certain Stock

Petitioners reported as dividend incone (1) in their return
for 1992 all cash distributions that M. Hawthorne received from
Qulf States during that year and (2) in their return for 1993 al
cash distributions that he received from Centerior Energy and
from Portland General during that year. Wth respect to the cash
distributions that M. Hawt horne received during 1992 from Gul f
States, petitioners contend that those distributions are |iqui-
dating distributions, and not dividends. Wth respect to $609.91
of the cash distributions totaling $1,440 that M. Hawthorne
received from Centerior Energy and all of the cash distributions
that he received from Portland CGeneral during 1993, petitioners
contend that those distributions do not constitute dividend, or
any other kind of, incone. That is because, according to peti-
tioners, the respective payors of those cash distributions
reported themin corrected Fornms 1099-DIV as nont axabl e distribu-
tions.

Turning first to the cash distributions that M. Haw horne
received fromQlf States during 1992 on the shares of preferred
stock that he owned in that conpany, the record establishes that

Qul f States reported those distributions in Form 1099-DlV as
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di vidends. To support their position that those distributions
are liquidating distributions, and not dividends, and that that
formis wong, petitioners rely principally on a letter to
stockhol ders from Entergy, dated June 19, 1992. That letter
descri bes an agreenent between Entergy and Gulf States to forma
hol di ng conpany that would acquire all of the outstanding conmon
stock of Entergy and Gulf States and that would own all of the
common stock of Qulf States after the closing of the transaction.
The letter in question stated in pertinent part: "Each of the
share of GSU [Qulf States] preferred stock outstanding at closing
will continue as outstanding stock of GSU." Thus, the preferred
stockhol ders of @ulf States, including M. Hawthorne, renained as
such after the transaction described in that letter was cl osed
and were unaffected thereby. On the present record, we find that
petitioners have failed to show that the cash distributions that
M . Hawt horne received during 1992 from Gulf States are not
di vi dends.

Turning now to the respective cash distributions at issue
that M. Hawt horne received during 1993 from Centeri or Energy and
from Portland General, which petitioners reported as dividend
income in their 1993 return and which they now claimare not
t axabl e, respondent does not dispute on brief that those distri-
butions do not constitute dividend i ncome. However, respondent
di sputes petitioners' position that those distributions are not
taxabl e. According to respondent, the respective cash distribu-

tions at issue from Centerior Energy and from Portl| and Gener al
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constitute gains fromthe sale or exchange of property under
section 301(c)(3)(A) because petitioners have failed to establish
the respective bases that M. Hawthorne had in the shares of
common stock which he owned in Centerior Energy and in Portland
CGeneral. Consequently, according to respondent, there is no
basis in any of those shares against which to apply the respec-
tive cash distributions at issue that he received fromthose
conpani es pursuant to section 301(c)(2). W agree with respon-
dent . *

Petitioners have not introduced any evidence regarding M.
Hawt hor ne' s respective bases in the shares of conmmon stock of
Centerior Energy and of Portland General which he owned and with
respect to which those conpani es nmade cash distributions to him
during 1993. On the record before us, we find that petitioners
have failed to satisfy their burden of establishing that $609.91
of the cash distributions totaling $1,440 that M. Hawthorne
received from Centerior Energy and all of the cash distributions
that he received from Portland General during 1993 are not

includible in petitioners' incone for 1993. On that record, we

“ W note that the corrected copy of Form 1099-Dl V which

Portl and General sent to M. Hawthorne expl ai ned the tax
treatment of ampunts that were identified in that formas "NOW
TAXABLE DI STRI BUTI ONS", as fol | ows:

This part of the distribution is nontaxable because it
is areturn of your cost (or other basis). You nust
reduce your cost (or other basis) by this anmount for
figuring gain or |oss when you sell your stock. But if
you get back all your cost (or other basis), you mnust
report future nontaxable distributions as capital

gai ns, even though this form shows them as nont axabl e.

* * %
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sustain respondent’'s position on brief that those distributions
are gains fromthe sale or exchange of property. Sec. 301(c)(2)
and (3)(A).

Di vidends in Stock Under Dividend Reinvestnent Prograns

Prior to the years at issue, petitioners enrolled in the
respective dividend reinvestnent prograns of various conpanies in
whi ch they owned shares of stock. Pursuant to those prograns,
petitioners elected to receive dividends on those shares in
stock, rather than in cash. Pursuant to those el ections, peti-
tioners received dividends in the anmounts of $8, 324. 76,
$8,123. 74, and $8, 759.81 during 1992, 1993, and 1994, respec-
tively, that were paid in stock. They reported those respective
anounts as dividend income in their returns for those years.
Petitioners now claimthat their return positions for the years
at issue were wong and that those dividends in stock are not
includible in their income for those years. Respondent dis-
agr ees.

Where dividends froma corporation are payable, at the
el ection of a stockholder, in stock or property, the distribution
of such dividends will be treated as a distribution of property
to which section 301 applies. Sec. 305(b)(1). On the record
before us, we find that the dividends in stock that petitioners
recei ved under dividend reinvestnent prograns constitute dividend

income, as reported in their returns for the years at issue. |d.
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Schedul e C I ncone and Expenses O ained by Petitioners

Schedul e C I ncone d ai ned by Petitioners

Around 1980, M. Hawt horne sold a notel and reported no gain
fromthat sale. Pursuant to the terns of the real estate con-
tract relating to that sale, M. Hawt horne received $1,957.68 in
interest income during 1992, which petitioners reported in
Schedule C of their 1992 return. Respondent determned in the
notice that that interest incone is Schedule B interest incone
for 1992. Petitioners contend that that determ nation is wong.

On the record before us, we find that petitioners have
failed to show that the interest inconme in question was attribut-
able to the carrying on of a trade or business at the tine around
1980 when M. Hawt horne sold the notel or at any other tine.
Accordingly we sustain respondent's determnation in the notice
that that interest income for 1992 is Schedule B interest incone.

Schedul e C Expenses d ained by Petitioners

In Schedules C of their 1992, 1993, and 1994 returns,
petitioners claimed expenses totaling $13, 337.59, $13,098.76, and
$9,981.94, respectively. Included in the expenses clained in
Schedul es C for 1992 were $716.32 for "Legal and prof essional
services", $2,775.04 for "Taxes and |icenses", and $3,106.06 for
"Depreciation”. Included in the expenses clainmed in Schedules C
for 1993 and 1994 were $3,621.18 and $2, 064. 25, respectively, for
"Taxes and |icenses" and $3,106.06 for "Depreciation"

In the notice for 1992, respondent disallowed all of the

expenses that petitioners clained in Schedule C of their return
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for that year because respondent determ ned that those expenses
were not incurred in a trade or business. However, respondent
al l owed petitioners to include those expenses as Schedule A
deductions subject to the 2-percent adjusted gross incone |limta-
tion for mscell aneous deductions under section 67(a) and the 3-
percent adjusted gross incone limtation under section 68(a).°
In the notice for 1993 and 1994, respondent disallowed all the
expenses that petitioners clained in Schedules C of their returns
for those years because petitioners did not establish that those
expenses were ordinary and necessary expenses incurred in the
ordi nary course of business. |In that notice, respondent did not
all ow petitioners to include any of those disall owed expenses as
Schedul e A deducti ons.
Petitioners contend that respondent inproperly disallowed
t he Schedul e C expenses that they claimed for the years at issue.
Petitioners also assert that they are entitled for 1992 to
addi ti onal expenses of $323.97 and $200 for |egal fees and
engi neering fees, respectively, that they did not claimin
Schedule C of their return for that year. Respondent disagrees.
Deductions are strictly a matter of |egislative grace, and
petitioners bear the burden of proving that they are entitled to

t he deducti ons cl ai ned. | NDOPCO, Inc. v. Conmi ssioner, 503 U S.

79, 84 (1992). Section 162(a) allows a deduction for ordinary

and necessary expenses paid or incurred during the taxable year

> See supra note 3 for respondent's concession regarding the
real estate taxes of $2,775.04 that petitioners clainmed in
Schedule C of their 1992 return.
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in carrying on a trade or business. An activity qualifies as a
trade or business if the taxpayer's primary purpose for engagi ng
in the activity is for incone or profit and the activity is

performed with continuity and regularity. Conmn ssioner V.

G oet zinger, 480 U. S. 23, 35 (1987). A hobby does not qualify as
a business. 1d. Determ ning whether a taxpayer's activities
rise to the level which constitutes "carrying on a business”

requi res an exam nation of the facts in each case. Higgins v.

Commi ssioner, 312 U. S. 212, 217 (1941).

In determ ning the nature of a taxpayer's activities with
respect to real property, courts consider the follow ng factors:

t he nature and purpose of the acquisition of the prop-
erty and the duration of the ownership; the continuity
of sales or sales-related activity over a period of
time; the volume and frequency of sales; the extent to
whi ch the taxpayer or his agents have engaged in sales
activities by devel oping or inproving the property,
soliciting custoners, and advertising; and the substan-
tiality of sales when conpared to other sources of
taxpayer's incone. * * * [Polakis v. Conm ssioner, 91
T.C. 660, 670 (1988).]

Al t hough during the years at issue M. Hawt horne perforned a

variety of services relating to certain of the properties, for

whi ch he was not conpensated, he did not sell, or advertise for
sal e, any of those properties during those years. |ndeed, M.
Hawt hor ne had not deci ded t hroughout the years at issue and
thereafter to the tine of the trial in this case what he wanted
to do with the properties in question, although he preferred to
give themaway to famly nenbers, rather than pay tax on any
gains that he would realize if he sold or otherw se di sposed of

them On the record before us, we find that petitioners have
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failed to show (1) that M. Hawthorne was engaged during the
years at issue in carrying on a trade or business with respect to
the properties in question within the meani ng of section 162 and
(2) that the claimed expenses are ordinary and necessary expenses
paid or incurred in carrying on a trade or business within the
meani ng of that section. Consequently, we sustain respondent's
determ nations disallow ng the deductions that petitioners
clained in Schedules C of their returns for the years at issue®
and reject their position that they are entitled to additional

Schedul e C deductions for 1992 for |egal and engineering fees.’

6 Consistent with respondent's concession at trial wth respect

to the real estate taxes clained by petitioners in Schedule C of
their 1992 return, see supra note 3, respondent concedes on bri ef
that if the Court were to find that the expenses cl ai ned by
petitioners in Schedules C of their returns for 1993 and 1994 are
not deducti bl e under sec. 162, the expenses that they clained in
t hose schedul es for "Taxes and |icenses”, which consisted of real
estate taxes, would be deductible as item zed Schedule A
deductions that are not subject to the 2-percent adjusted gross
incone limtation for m scell aneous deductions under sec. 67(a).

" Even if petitioners had established that they are otherw se
entitled under sec. 162 to the clained Schedul es C expenses for
the years at issue, they have not established on the record
before us that those expenses are currently deductible. See sec.
1.446-1(a)(4)(ii), Income Tax Regs.

Wth respect to the additional |egal and engineering fees that
petitioners are claimng for 1992, even if petitioners had shown
that they are entitled under sec. 162 to those fees as Schedule C
expenses, we find on the instant record that petitioners have
failed to prove that they did not already claimthose fees in
Schedul e C or Schedule E of their 1992 return.

Wth respect to the depreciation that petitioners clainmed in
Schedul es C of their returns for 1993 and 1994, even if
petitioners had established (1) that the properties were used in
a trade or business or (2) that they were held for the production
of income, which we find bel ow they have not, we find on the
present record that petitioners have not established their

(continued. . .)
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Petitioners contend in the alternative that if the Court
were to sustain respondent's determ nations disallow ng the
expenses that they clained in Schedules C of their 1993 and 1994
returns, they should be allowed to deduct those expenses as
Schedul es A deductions for those years. Respondent disagrees
except for the real estate taxes conceded by respondent, see
supra note 6.

Section 212(2) allows a deduction for all the ordinary and
necessary expenses paid or incurred during the taxable year for
t he managenent, conservation, or maintenance of property held for
t he production of income. Wether property is held for the
production of incone is a question of fact to be determ ned from
all the facts and circunstances. Sec. 1.212-1(c), Inconme Tax
Regs. In order to be entitled to a deducti on under section
212(2), the taxpayer nust have a bona fide profit-nmaking notive

in holding the property in question. Riss v. Conmm ssioner, 56

T.C. 388, 421 (1971), affd. in part and remanded 478 F.2d 1160

(8th Cir. 1973), and affd. sub nom Conm ssioner v. Transport

Manuf acturing & Equip. Co., 478 F.2d 731 (8th GCr. 1973).

We have found that throughout the years at issue and there-
after to the tinme of the trial in this case M. Hawthorne had not

deci ded what to do with the properties. On the present record,

(...continued)

respective bases in the properties and have not shown how any
such bases are to be allocated between nondepreciable | and and
depreci abl e buildings. Consequently, they are not entitled under
sec. 167 to depreciation deductions with respect to the
properties for 1993 and 1994.
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we find that petitioners did not prove that during the years at
i ssue M. Hawt horne was hol ding those properties for the produc-
tion of incone. W further find that, except for the real estate
t axes conceded by respondent, see supra note 6, they are not
entitled for 1993 and 1994 to deduct as Schedul e A deductions the
expenses that they clained in Schedules C of their returns for
t hose years.?

To reflect the foregoing and the concessions of the parti es,

Deci sions will be entered

under Rul e 155.

8 In so holding, we reject petitioners' contention that they
shoul d be allowed to deduct as Schedul e A deductions the Schedul e
C expenses that respondent disallowed for 1993 and 1994 because
in the notice for 1992 respondent allowed petitioners to deduct
as Schedul e A deductions the Schedul e C expenses that respondent
di sall owed for that year. Respondent's determ nation for 1992
does not bind this Court for 1993 and 1994.



