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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

MARVEL, Judge: Respondent determ ned a deficiency in
petitioners' 1993 Federal incone tax of $68,083 and an accuracy-

rel ated penalty of $13,617 under section 6662(a).*

Al section references are to the Internal Revenue Code in
effect for the year in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure. Monetary anmounts are
rounded to the nearest dollar.
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The issues for decision are: (1) Wiether petitioners’
advance of $200,000 to Richard Magness is deductible as a
busi ness bad debt under section 166 and (2) whether petitioners
are |iable for an accuracy-rel ated penalty under section 6662(a).
We hold that the advance is not deductible as a business bad debt
and that petitioners are liable for the accuracy-rel ated penalty.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts is incorporated herein by this
ref erence.

Petitioners are married and resided in Dana Point,
California, at the tinme the petition was filed. Unless otherw se
i ndicated, “petitioner” refers to Edward L. Provost.

Petitioner is a business consultant who, during 1993, also
held a real estate license. Prior to 1987, petitioner worked as
an executive in a transportation conpany called I ndustri al
Freight System (IFS).2 H s enploynent at |FS ended in or about
1987, at which point he becane a consultant to IFS. Petitioner
was not in the business of |ending noney in 1993.

Al t hough petitioner received incone fromother sources, the
majority of his income from 1988 through 1991 was received from

consulting services. These services were perforned al nost

2At one tine, petitioner owned a 40-percent interest in the
cor poration.
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exclusively for IFS. In 1992, petitioner reported i ncone of
$20,000 fromhis consulting activities, and from 1993 t hrough
1995, he reported no income fromconsulting activities.

I n or about 1977, petitioner becane acquainted with Richard
Magness, a licensed framng contractor. Petitioner hired M.
Magness to perform fram ng work on two spec houses® petitioner
was buil ding, one in Sherman Oaks and one in Los Angel es.
Petitioner also hired M. Magness to performfram ng work for the
construction of petitioners’ own residence.

In 1991, M. Magness requested a $200, 000 advance from
petitioner to be used to construct tw spec houses on lots M.
Magness purchased in 1987--one at 6016 Corbin Avenue and one at
6020 Corbin Avenue (hereinafter collectively referred to as the
Corbin project or Corbin properties). M. Mgness al ready had
borrowed substantial funds fromcomrercial |enders for the
purchase of the lots and construction of the residences and had
given those lenders first and second deeds of trust on the Corbin
properties. M. Magness knew petitioner possessed a real estate
Iicense and had built and sold spec houses for a profit in the
past. M. Mgness had never built a spec house of his own.

Petitioner estinmated that, upon conpletion, the Corbin properties

3A spec house is a house constructed by a builder to the
buil der's specifications with the intention of selling it at a
profit upon conpletion. Since |977 petitioner has built at |east
si x spec houses, each of which was sold at a profit. M. Magness
worked as a franmer on at |east four of petitioner’s spec houses.
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woul d be listed for approxi mately $800, 000 each, yielding a
profit of approximtely $150,000 to $200, 000.

Petitioner and M. Magness entered into an oral agreenent in
which (1) petitioner agreed to advance M. Magness $200,000 in
$25, 000 increnents while the project was being conpleted,* (2)
M. Magness agreed to hire petitioner as a consultant during the
construction of the Corbin project for a one-tinme consulting fee
of $40, 000, due and payabl e when the Corbin properties sold, and
(3) M. Magness agreed to repay the $200, 000 advance, plus
interest, when the project was conpleted and sold. At the tine
petitioner advanced the noney, both petitioner and M. Magness
understood that M. Magness would not be able to pay petitioner
any of the noney required under the oral agreenent unless the
Cor bi n properties sold.

On or about June 1, 1991, petitioner hired M. Magness to
supervi se the framng and foundati on of three spec houses
petitioner was building. This arrangenment was not connected in
any way to petitioner's $200,000 advance. M. Magness was not
required to provide contracting services to petitioner as a
condition of receiving the advance, nor was he asked to provide

petitioner with any bills for his services. Petitioner paid M.

“Petitioner made the $200, 000 advance to M. Magness with
checks drawn from petitioners' personal checking account totaling
$100, 000 and checks drawn fromthe account of P&S Leasing, Inc.
totaling $100,000. P&S Leasing, Inc. is an S corporation owned
and operated by petitioner.
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Magness at the rate of $25 per hour for his contracting services
upon conpl etion of the work.

I n August 1991, petitioner's attorney drafted a docunent
entitled "Contract for Services and Consul ting Agreenent”
(Contract). The Contract, nade effective as of June 1, 1991,
purportedly nmenorialized part of the oral agreenent between
petitioner and M. Magness. Neither petitioner nor M. Magness
read the Contract before signing it.

The Contract contained two main sections: (1) Contract for
Services and (2) Consulting Agreenent. The Contract for Services
required M. Magness to performcontracting services at a rate of
$25 per hour on petitioners' famly residence in Dana Point,
California, and to submt weekly bills for services perforned.
The bills were payable on June 1, 1992. The Consul ting Agreenent
provi ded that petitioner would serve as a "Consultant and as an
Advi sor" to M. Magness for a yearly salary of $40,000 due on
June 1, 1992.

O fset provisions in the Contract required that any noney
payabl e under either section of the Contract would be offset by
money due under the other section. The Contract al so contained
an automatic term nation clause upon the occurrence of a
bankruptcy or insolvency of either party. This clause was

applicable to the Contract in its entirety.
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The Contract did not contain a reference to the Corbin
properties or to the $200,000 advance. There were, however, two
handwitten notations at the bottomof the Contract: (1) "Richard
& Carl Magness shall be responsible for fram ng and foundation
and supervision as per Ed Provost and Richard Magness agreenent",
and (2) "If Ed Provost does not have the noney to fund this
agreenent there will no liability on his part."”

M. Magness and petitioner also executed a "Secured
Prom ssory Note", dated June 1, 1991, wherein petitioner prom sed
to lend M. Magness $200,000 in eight equal installnments of
$25,000. In return, M. Magness pronised to repay petitioner the
princi pal sum of $200, 000, plus interest at a rate of 10.5
percent per annum The principal and interest were due on June
1, 1992. The note was secured by deeds of trusts on the Corbin
properties.?®

M. Magness was unable to sell the Corbin properties. On
May 10, 1993, M. Magness and his wife filed Chapter 7
bankruptcy. They received their bankruptcy di scharge on
Septenber 14, 1993. Although petitioner filed a proof of claim
in the Magness bankruptcy, he did not receive any distribution

fromthe bankruptcy estate.

SAl t hough the prom ssory note referred to second deeds of
trust, petitioner received a second deed of trust on one of the
Corbin properties and a third deed of trust on the other.
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In 1993, the first nortgage | enders forecl osed on the Corbin
properties. Petitioners did not receive any distribution as a
result of the foreclosure.

Petitioner did not conmence a | awsuit against M. Magness to
collect the noney. Petitioner’s attorney advised himnot to
attenpt to collect the noney from M. Magness because it would be
useless to do so. M. Magness never repaid any of the funds
advanced by petitioner.

On their Federal incone tax return for 1993, petitioners
clainmed the purported | oan was worthl ess and deducted $200, 000
fromtheir taxable income as a business bad debt under section
166. Respondent disallowed the deducti on.

OPI NI ON

Section 166 authorizes a deduction for a business bad debt
t hat beconmes worthless during the year. To be entitled to the
deduction, an individual taxpayer nust prove (1) the existence of
a bona fide debt that obligated the debtor to pay the taxpayer a
fi xed or determ nable sum of noney and (2) that the bad debt was
created or acquired in "proximate” relation to the taxpayer's

trade or busi ness. United States v. Ceneres, 405 U. S. 93, 96

(1972); Calunet Indus., Inc. v. Comm ssioner, 95 T.C 257, 284

(1990) .
The Court of Appeals for the Ninth Crcuit, to which this

case is appeal able, has identified 11 factors to be consi dered
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when resol ving whet her an advance is bona fide debt or a
contribution to capital: (1) Nanmes given to the certificates
evi denci ng i ndebt edness; (2) presence or absence of a fixed
maturity date; (3) source of paynents; (4) right to enforce the
paynment of principal and interest; (5) participation and
managenent; (6) a status equal to or inferior to that of regular
creditors; (7) intent of the parties; (8) "thin" or adequate
capitalization; (9) identity of interest between creditor and
st ockhol der; (10) paynent of interest only out of profits; and
(11) ability to obtain loans fromoutside | ending institutions.

See Hardman v. United States, 827 F.2d 1409, 1411-1412 (9th Cr

1987); Bauer v. Comm ssioner, 748 F.2d 1365, 1368 (9th G

1984), revg. T.C. Meno. 1983-120; AR Lantz Co. v. United

States, 424 F.2d 1330, 1333 (9th Gr. 1970); Anchor Natl. Life v.

Commi ssioner, 93 T.C 382, 400 (1989). Wiether an advance
constitutes debt or equity depends on the facts and circunstances

of each case. See Calunet Indus., Inc. v. Conmn ssioner, supra at

285. No single factor is determnative. See id. "The various
factors * * * are only aids in answering the ultimate question
whet her the investnent, analyzed in terns of its economc
reality, constitutes risk capital entirely subject to the
fortunes of the corporate venture or represents a strict debtor-

creditor relationship.” Fin Hay Realty Co. v. United States, 398




- 9 -
F.2d 694, 697 (3d Cir. 1968). OQur analysis of the factors is set
forth bel ow

1. Certificates Evidencing |Indebtedness

The outward formof the transaction is not controlling. See

Bauer v. Commi ssioner, supra at 1367-1368. The Court of Appeals

for the Ninth Crcuit has stated:

Al though the inquiry of a court in resolving the
debt-equity issue is primarily directed at ascertai ning
the intent of the parties * * * a distinction nust be
made between objective and subjective expressions of
intent. An objective expression of intent, as
contained in the docunentation of an advance of noney,
is generally not to be afforded special weight. It
al one cannot be controlling of the debt-equity issue.
** * JA R lantz Co. v. United States, supra at
1333.]

Where the form of the advance does not correspond to the
intrinsic economc nature of the transaction, |abels are not an

accurate expression of the subjective intention of parties to a

transaction and | ose their meaning. See Fin Hay Realty Co. V.

United States, supra at 697 (advances were contributions to

capital where "all the formal indicia of an obligation were
nmeticul ously nmade to appear” and sharehol ders had "power to
creat e what ever appearance woul d be of tax benefit to them
despite the economc reality of the transaction").

In this case, there were several discrepancies between the
terms of the docunents and the oral agreenent between petitioner
and M. Magness. For exanple, according to the Contract, the

$40, 000 yearly salary for consulting was due and payabl e on



- 10 -
June 1, 1992. The oral agreenent between petitioner and M.
Magness, however, required a one-tine $40,000 consulting fee to
be paid only when the Corbin project sold. Another exanple can
be found in petitioner’s testinony that, contrary to the terns of
the Contract, neither he nor M. Magness intended for an offset
provision to be included in the Contract.

Both petitioner and M. Magness testified that the Contract
and the prom ssory note, purportedly evidencing their agreenent,
did not accurately reflect the agreed-upon terns. |In fact, on
brief petitioner points out that “The fact that the parties did
not adhere to the terns of the docunents is irrelevant, as the
docunents, which were not read by the parties prior to signature,
never reflected the true intent of the parties.” Thus, we give
the docunents little weight and determ ne the outconme of this

case based on the facts and circunstances surrounding the

transaction. See Calunet Indus., Inc. v. Conni ssioner, supra at
288.
2. Presence or Absence of a Fixed Maturity Date

“The presence of a fixed maturity date indicates a fixed
obligation to repay, a characteristic of a debt obligation. The
absence of the sane on the other hand woul d indicate that
repaynent was in sonme way tied to the fortunes of the business,

indicative of an equity advance.” Estate of Mxon v. United

States, 464 F.2d 394, 404 (5th Cr. 1972); see al so sec.
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385(b)(1); Anerican O fshore, Inc. v. Conm ssioner, 97 T.C 579,

602 (1991). Evidence that a creditor did not intend to enforce
paynment of the note or was indifferent as to the exact tine the
note was to be repaid belies an arm s-length debtor-creditor

relationship. See generally Goodi ng Anusenent Co. V.

Commi ssioner, 23 T.C 408, 418-421 (1954), affd. 236 F.2d 159

(6th Cr. 1956).

In the instant case, whether or not petitioner would be
repai d was contingent upon the sale of the Corbin properties.
Al though the ternms of the prom ssory note stated that the
$200, 000 principal and interest would be due and payabl e on June
1, 1992, both petitioner and M. Magness testified that the note
did not properly reflect the terns of their agreenment. Under
their oral agreenent, repaynment of the advance was due when the
Corbin properties sold, and, in fact, neither M. Magness nor
petitioner anticipated the advance would be repaid on June 1
1992. Petitioner testified: “June 1lst, ‘92 the project wasn't
done, but it was our understanding that he wasn’t going to pay--
he had no way of paying if the project didn't sell, and we both
understood that.” In reality, no fixed maturity date exi sted,
and repaynent was directly linked to the success of the Corbin

project. This factor favors respondent’s position.



3. Sour ce of Paynents

I f the source of the debtor's repaynent is dependent upon
earnings or is froma restricted source, such as a judgnent
recovery, dividends, or profits, an equity investnent is

indicated. See Estate of Mxon v. United States, supra at 407;

Calunet Indus., Inc. v. Commi ssioner, 95 T.C. at 287; Dixie

Dairies Corp. v. Comm ssioner, 74 T.C. 476, 495 (1980); lrbco

Corp. v. Comm ssioner, T.C. Menp. 1966-67. |In such a case, “the
‘lender’ acts ‘as a classic capital investor hoping to nake a
profit, not as a creditor expecting to be repaid regardl ess of

the conpany’s success or failure.”" Calunet Indus., Inc. v.

Commi ssi oner, supra at 287-288 (quoting In re Larson, 862 F.2d

112, 117 (7th Gr. 1988)). Wen circunstances nmake it inpossible
to estimate when an advance will be repaid because repaynent is
contingent upon future profits or repaynent is subject to a
condition precedent, or where a condition nmay term nate or
suspend the obligation to repay, an equity investnent is

i ndi cat ed. See Affiliated Research, Inc. v. United States, 173

Ct. . 338, 351 F.2d 646, 648 (1965); lrbco Corp. V.

Conmi Ssi oner, supra.

In this case, repaynent of the $200,000 advance and paynent
of the consulting fee were contingent upon the fortunes of the

Corbin project. See Estate of Mxon v. United States, supra at

405; Segel v. Conmm ssioner, 89 T.C. 816, 830 (1987). At the tine
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petitioner made the advance, both petitioner and M. Magness
understood that M. Mgness had no way of repaying the noney
unl ess the Corbin properties sold. Further, they agreed the
paynments woul d be made fromthe sal es proceeds of the Corbin
properties.

Petitioner contends that his agreenment with M. Magness did
not "turn the loan into an investnent" because he "was to be paid
when the project sold, not if it sold". Petitioner also stresses
that M. Magness’ failure to sell the Corbin properties was due
to California s failing econony and real estate market. Al though
we agree with petitioner that it is difficult to predict how the
real estate market will behave in the future, a reasonably
prudent person can foresee that the project may not be
successful, and the properties nmay not sell. Petitioner clains
he has sold spec houses in the past for a profit; thus,
petitioner either knew or should have known of the risks involved
in the Corbin project when he advanced M. Magness the noney.
Petitioner knew at the tinme he made the advance to M. Magness
t hat repaynent was inpossible unless the Corbin project sold.
Under the circunstances, petitioner acted nore like a "classic

capital investor" than a true creditor. Calunet Indus., Inc. v.

Conmm ssi oner, supra at 288. This factor favors respondent’s

posi tion.
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4. Ri ght To Enforce the Paynent of Principal and | nterest

In determ ning whether petitioner intended to enforce
repaynent of the advance, an essential elenent is whether a good-
faith intent on the part of the recipient of the funds to nake
repaynent and a good-faith intent on the part of the person
advancing the funds to enforce repaynent exists. See Fisher v.

Commi ssioner, 54 T.C 905, 909-910 (1970). W nust consi der

whet her, under the facts and circunstances of this case, there
was a reasonabl e expectation of repaynent in |light of the

economc realities of the situation. See Jack Daniel Distillery

v. United States, 180 Ct. d. 308, 379 F.2d 569, 583 (1967)

(citing lrbco Corp. v. Comm ssioner, supra).

We are not convinced petitioner had a good-faith intention
of enforcing repaynent. The testinony clearly indicated that M.
Magness di d not have the neans to repay petitioner unless the
Corbin properties sold. Petitioner understood M. Magness’
financial situation and did not intend to require repaynent of
t he advance unless and until the Corbin properties sold. G ven
petitioner’s interest in the Corbin project, we do not believe he

woul d have demanded repaynent if it would have inperiled the



- 15 -
financial condition or the potential success of the Corbin

project. See Dixie Dairies Corp. v. Conm ssioner, supra at 495;

Goodi ng Anusenent Co. v. Comm ssioner, supra at 418-419.°

Petitioner’s right to denmand repaynment of the advance was
l[imted fromits inception. Petitioner did not intend to denmand

repaynent of the $200, 000 advance unless and until the Corbin

proj ect was successful. This factor favors respondent’s
posi tion.
5. Participation and Managenent

| f petitioner received a right to participate in the
managenent of the Corbin project in consideration for the
advance, such participation tends to denonstrate that the advance
was not bona fide indebtedness but rather was an equity

i nvest nent . See Anerican O fshore, Inc. v. Conm ssioner, 97 T.C

at 603.

Prior to the Corbin project, petitioner and M. Magness did
not have a continuous business relationship; petitioner had
retained M. Magness approximately four tines over the past 20
years to performframng or construction services. As a
condition for advancing the noney, petitioner insisted he be

retained as a consultant on the Corbin project because he *“wanted

ln addition, the prom ssory note was not protected by an
accel eration clause or sinking fund in the event of default. See
AR lantz Co. v. United States, 424 F.2d 1330, 1334 (9th G
1970).
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input into the project to make sure that they woul d be
successful .”

Respondent contends the $40, 000 consulting fee was a
handsonme profit on petitioner’s $200, 000 i nvestnent, and the
agreenent was indicative of a joint venture. W agree that
petitioner’s participation in the Corbin project and his
relationship with M. Magness nore closely resenbled a joint
venture than a debtor-creditor relationship. This factor favors
respondent’ s position.

6. Status Equal to or Inferior to that of Regular Creditors

Whet her an advance is subordinated to regular creditors
bears on whether the taxpayer was acting as a creditor or an

i nvestor. See Estate of Mxon v. United States, 464 F.2d at 406.

In addition, “Failure to demand tinmely repaynent effectively
subordi nates the interconpany debt to the rights of other
creditors who receive paynent in the interim” Anerican

O fshore, Inc. v. Conm ssioner, supra at 603 (citing lnductotherm

Indus., Inc. v. Commi ssioner, T.C Meno. 1984-281, affd. w thout

publ i shed opinion 770 F.2d 1071 (3d G r. 1985)).

M. Magness continued to pay other creditors in |ieu of
petitioner after June 1, 1992, the date when petitioner was
entitled to repaynment of the $200, 000 advance, plus interest,
under the prom ssory note and to paynent of the consulting fee

under the Contract. Petitioner did not demand or expect paynent
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on June 1, 1992, because, as both petitioner and M. Magness
testified, paynent was due only when the Corbin properties were
sold. This factor favors respondent’s position.

7. Intent of the Parties

“IT]he inquiry of a court in resolving the debt-equity issue
is primarily directed at ascertaining the intent of the parties”.

AR lantz Co. v. United States, 424 F.2d at 1333 (citing Taft v.

Comm ssioner, 314 F.2d 620 (9th Gr. 1963)). |In Taft the court
hel d that an advance constituted i ndebtedness where the parties
executed a "prom ssory note", the taxpayer’s right to enforce
paynment of the note and the obligation to pay was positive and
uncondi tional, the note was not subordinated to any other
i ndebt edness, there was no change in proportionate equity
interest or voting power in the corporation, and repaynent of the
note was not contingent upon earnings. The parties in Taft
i ntended t he advance to be indebtedness, and the advance was
carried on the books as a long-termdebt. As paynents were nade
over the years, the indebtedness was reduced on the books of the
corporation. The note was paid in full.

In this case, M. Magness never nade a single paynent on the
al | eged debt, nor did he attenpt to pay petitioner his $40, 000
consulting fee. Mreover, there is no evidence that the debt was
carried as indebtedness on the books of the Corbin project;

i ndeed, the record contains no evidence that any such books
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existed. It is clear that M. Magness viewed his obligation to
repay petitioner as a conditional obligation dependent solely on
t he success of the Corbin project. M. Magness was asked at
trial, “Are you going to repay M. Provost the $200, 000 | oan?”
M . Magness responded; “No.”

The relevant facts and circunstances support a concl usion
that petitioner and M. Magness did not intend to create a
debtor-creditor relationship. This factor favors respondent’s
posi tion.

8. “Thin” or Adequate Capitalization

Thin capitalization is strong evidence of a capital
contribution where: (1) The debt-to-equity ratio was initially
high; (2) the parties realized that it would likely go higher;
and (3) substantial portions of these funds were used for the
purchase of capital assets and for neeting expenses needed to

comence operations. See Anerican O fshore, Inc. v.

Commi ssioner, supra at 604 (citing United States v. Henderson,

375 F.2d 36, 40 (5th Gr. 1967)). W give this factor no wei ght,
however, because the parties did not argue that the evidence
directly supported or negated this factor, and the record does
not contain sufficient evidence to make our own anal ysis.

9. ldentity of Interest Between Creditor and Stockhol der

This factor generally conpares the equity ownership of

st ockhol ders with their position as creditors in order to
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determ ne whether there is an identity of interest between the

two positions. See Anerican Ofshore, Inc. v. Conm ssioner,

supra at 604-605. |[|f stockhol ders’ advances to a corporation are
in substantially the sanme proportion as their equity ownership in
the corporation, it tends to denonstrate that the advances are

nore in the nature of equity. See Estate of Mxon v. United

States, supra at 409. “On the other hand, a sharply

di sproportionate rati o between a stockhol der’ s percent age
st ockhol di ngs and debt is strongly indicative” that the alleged

debt is bona fide. Anerican Ofshore, Inc. v. Commi ssioner, 97

T.C. at 604.

In this case, M. Magness undertook the Corbin project
ostensibly as a sole proprietor. Wen petitioner advanced the
funds to M. Magness, petitioner had no existing ownership
interest in the project. Al though we view the invol venent of
petitioner in the Corbin project as being nore in the nature of a
joint venture, the identity of interest usually exam ned by this
factor sinply does not exist in this case. Consequently, we do
not rely upon or apply this factor in maki ng our anal ysis.

10. Paynent of Interest Only FromProfits

“This factor is essentially the sane as the third factor,

‘the source of the paynents.’” Hardman v. United States, 827

F.2d 1409, 1414 (9th GCr. 1987). It focuses, however, on how the

parties to the alleged debt treated interest. As we have stated,
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“Atrue lender is concerned with interest.” Anerican Ofshore,

Inc. v. Conm ssioner, supra at 605 (citing Estate of M xon v.

United States, 464 F.2d at 409). The failure to insist on

i nterest paynents indicates that the payors expect to be paid out
of future earnings or through the increased market value of their

equity interest. See Anerican O fshore, Inc. v. Conm Ssioner,

supra at 605 (citing CQurry v. United States, 396 F.2d 630, 634

(5th Cir. 1968)).

The alleged debt in this case was to be paid, if at all,
fromthe proceeds generated when the Corbin project was sold.
Al t hough petitioner clains that interest was due and woul d be
paid at that tinme, the critical fact is that M. Mgness’
obligation to nmake any paynent to petitioner was contingent on
the liquidation of the Corbin properties. M. Magness sinply was
not required to pay for the ongoing use of petitioner’s noney as
one woul d expect M. Magness to do if the advance were a bona
fide debt. Although the advance was dressed up to |look |like a
short-term debt payable in 1 year, petitioner and M. Mgness did
not intend it to be so, nor did they treat it as such. W
conclude, therefore, that this factor favors respondent’s
posi tion.

11. Ability To Obtain Loan From Qutside Lending Institutions

"[ T] he touchstone of economc reality is whether an outside

| ender woul d have nmade the paynents in the sanme formand on the
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sanme terns." Segel v. Conmi ssioner, 89 T.C. at 828 (citing

Scriptomatic, Inc. v. United States, 555 F.2d 364, 367 (3d Gr

1977)); see also Calunet Indus., Inc. v. Conmm ssioner, 95 T.C at

287. Petitioner’s advance was far nore specul ative than what an
out si de | ender woul d have made, further suggesting it was a | oan

in nane only. See Fin Hay Realty Co. v. United States, 398 F. 2d

at 697; Dixie Dairies Corp. v. Conm ssioner, 74 T.C. at 497.

Concl usi on

In Calunmet Indus., Inc. v. Conmi Ssioner, supra at 287, we

found the advances were nmade at the risk of the business, and it
was unlikely that disinterested investors would have given a
simlar "loan". There were no principal or interest paynents and
no evi dence that the obligations, in fact, bore interest.

Further, the taxpayer failed to prove (1) the existence of forma
debt instrunents, (2) the presence of any fixed maturity dates
for repaynment of the advances, or (3) the presence of any
security for the advances. W also found the advances were nade
in proportion to the taxpayer’s interest in the venture, and the
conpany, which was experiencing financial problens, was unable to
establish its owm lines of credit or to borrow funds from banks
wi thout the guaranty of the taxpayer. Significantly, the

t axpayer expected to be repaid fromthe debtor’s future earnings

and profits. W held that the advances were in the nature of
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capital contributions and the taxpayer was a “cl assic capital
investor”. 1d. at 288.

Li ke the alleged debt in Calunet Indus., the $200, 000

advance was made at the risk of the Corbin project, and
petitioner expected to be repaid fromthe future profits
generated by the sale of the properties. Petitioner also
conceded on brief that M. Magness was unable to secure

addi tional |oans fromoutside | enders. Although "the nere fact
that a | oan could not be obtained froman unrel ated source does

not preclude the existence of a bona fide |oan”, Jack Dani el

Distillery v. United States, 379 F.2d at 584, evidence that M.

Magness coul d not obtain additional |oans fromoutside |lenders is
an indication petitioner's advance was an equity investnent,
especially in light of the fact that repaynent was conditioned
upon the success of the Corbin project. Wen the ternms of the
advance by petitioner are considered, it is alnbst inconceivable
an outside | ender woul d have advanced M. Magness noney on
simlar ternms. This factor favors respondent’s position.

The evi dence supports respondent’s contention that the
advance nore closely resenbled that of an investnent in a joint
venture between petitioner and M. Magness. Upon consi deration

of the above factors, we hold that petitioner’s advance was not a
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bona fide debt within the neaning of section 1667 and that
petitioner is not entitled to a bad debt deducti on under section
166.

Accur acy- Rel ated Penalty

Section 6662 authorizes the inposition of an accuracy-
related penalty equal to 20 percent of the portion of an
under paynent attributable to, anong other things, negligence or
di sregard of rules or regulations. See sec. 6662(a) and (b).
“Negl i gence” includes any failure to nake a reasonable attenpt to
conply with the provisions of the internal revenue laws, to
exerci se ordinary and reasonable care in the preparation of a tax
return, to keep adequate books and records, or to substantiate

itens properly. Sec. 6662(c); Allen v. Conm ssioner, 925 F.2d

348, 353 (9th Cir. 1991), affg. 92 T.C. 1 (1989); Bunney v.

Comm ssioner, 114 T.C. ___ (2000); sec. 1.6662-3(b)(1), Incone

Tax Regs. The term “disregard” includes any carel ess, reckless,
or intentional disregard. Sec. 6662(c); sec. 1.6662-3(b)(2),
| ncome Tax Regs.

| f a taxpayer shows there was reasonabl e cause for any
portion of an underpaynent and the taxpayer acted in good faith
wWth respect to that portion, the penalty does not apply. See

sec. 6664(c)(1l); sec. 1.6664-4(a), Incone Tax Regs. The

‘Qur holding elimnates the need to di scuss whether the
advance was a busi ness debt and, if so, whether it was worthl ess.
See sec. 166(a), (d).
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determ nation of whether a taxpayer acted in good faith is made
on a case-by-case basis, taking into account all the pertinent

facts and circunstances. See Conpag Conputer Corp. V.

Comm ssioner, 113 T.C 214, 226 (1999); sec. 1.6664-4(b)(1),

| ncone Tax Regs. Petitioners have the burden of proof on this

issue. See Rule 142(a); Allen v. Conm ssioner, supra.

Petitioners argue that they acted in good faith in
determning the correct tax treatnment of the $200, 000 advance.
Petitioners’ argument is that the Internal Revenue Service
audited their 1991 joint Federal inconme tax return, upon which
they had clainmed a simlar business bad debt deduction that was
ultimately allowed, and that they are entitled to rely on the
result in the prior audit. Respondent argues that petitioners
acted negligently or with disregard of the rules or regul ations
because petitioner mani pul ated the formof the transaction in
order to obtain an ordinary |oss deduction in the event the
Corbin project did not succeed. Respondent further argues
petitioners have not shown reasonabl e cause or that they acted in
good faith. W agree wth respondent that petitioners have not
shown reasonabl e cause or that they acted in good faith as
requi red by section 6664(c).

Petitioner testified that in 1991 he was consulting for
O Neill & Associates, which went into bankruptcy, that he clained

a busi ness bad debt deduction for an advance made i n connection
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wi th those consulting services, and that the Internal Revenue
Service audited petitioners and ultimately issued a “no change”
on their tax return. The record is devoid of any evidence
regarding the 1991 audit except for petitioner’s brief self-
serving testinony on the topic.® W are not obligated to accept
the sel f-serving and uncorroborated testinony of petitioner under

t hese circunstances. See Tokarski v. Conmi ssioner, 87 T.C. 74

(1986). O her than petitioner’s testinony regarding the prior
audit, petitioner has offered no evidence to prove that
petitioners are entitled to relief fromthe accuracy-rel ated
penalty. W conclude, therefore, that petitioners have failed to
carry their burden of proof and are liable for the accuracy-
related penalty under section 6662.

We have carefully considered all remaining argunents for
contrary holdings and, to the extent not discussed, find themto
be irrelevant or without nerit.

To reflect the foregoing,

Deci sion will be entered

for respondent.

8The additional factual assertions in petitioners’ reply
brief are not part of the evidentiary record. See Rule 143(b).



