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VEMORANDUM OPI NI ON

VELLS, Judge: Respondent determ ned a deficiency in
petitioners'! 1991 Federal inconme tax in the anpbunt of $3, 506,517
and a section 6662 penalty of $701, 303.

Unl ess otherw se indicated, all 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

Pr ocedur e.

! The notice of deficiency in the instant case was sent to
Wlliam T. Rogers and Gayle M Rogers. WIlliamT. Rogers died
during 1998, after the briefs were submtted. Accordingly, the
caption of the instant case was anmended to substitute for WIIliam
T. Rogers the Estate of WlliamT. Rogers, Gayle M Rogers,
Personal Representative. For convenience, we hereinafter refer
to petitioner Gayle M Rogers as petitioner, WIlliamT. Rogers as
M. Rogers, petitioner and M. Rogers as the Rogerses, and
petitioner and the Estate of Wlliam T. Rogers, Gayle M Rogers,
Personal Representative, as petitioners.
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The issues we nust decide in the instant case are:? (1)
Whet her M. Rogers received an interest in certain property
during 1991 as conpensation from Al pha Hospital Mnagenent, |nc.
(Al pha Hospital), an S corporation in which M. Rogers was a
sharehol der; (2) the value, if any, of such interest; and (3)
whet her petitioners are |liable for a penalty pursuant to section

6662(a) for substantial understatenent of tax.

2 Respondent's notice of deficiency determ ned a deficiency in
t he Rogerses' 1991 Federal incone tax in the amount of $3,506, 517
and a penalty pursuant to sec. 6662 in the anount of $701, 303.
In calculating the deficiency, respondent redeterm ned
petitioner's income with respect to Al pha Medical, Inc. (Al pha
Medi cal ), a subchapter S corporation of which M. Rogers was the
sol e sharehol der. Respondent determ ned that $8,622,642 reported
by both Al pha Medical and M. Rogers as conpensation to M.
Rogers was excessive. Accordingly, respondent denied Al pha
Medi cal ' s deduction for conpensation to the extent of $8, 122,015
and decreased M. Rogers' incone from conpensation to $500, 627.
Respondent further denied Al pha Medi cal deductions for other
expenses in the amount of $1,507,344. Accordingly, respondent
i ncreased M. Rogers' proportionate share of subchapter S incone
from Al pha Medical froma loss in the amount of $363,243 to
income in the amount of $9, 266, 116. Respondent has conceded by
stipulation that M. Rogers' distributive share of inconme from
Al pha Medical is in fact a loss in the anbunt of $363, 243.
Respondent al so determned in the notice of deficiency that
M. Rogers was not entitled to report under the install nent
nmet hod $9, 804, 000 fromthe sale of contract rights regarding
certain property. See infra note 5. Subsequently, respondent
anended the answer in the instant case to allege that, during
1991, M. Rogers received a conpensatory interest in certain
properties as paynent for his services in arranging a transaction
bet ween Anerican Medical Hol dings, Inc. and Vista Hospital
Systens, Inc. By stipulation, respondent conceded the adjustnent
in the notice of deficiency in the anount of $9, 804,000 with
respect to the installnment sale. Respondent's position is that
the value of the conpensatory interest received by M. Rogers
during 1991 was $10, 320, 000.



Backgr ound

The instant case was submtted fully stipulated. The
parties' stipulations of fact are incorporated into this Opinion
by reference and, accordingly, are found as facts in the instant
case.

The record in the instant case is volum nous, consisting of
numer ous stipul ated docunents. The stipulated facts do not
sufficiently explain the docunents and the transactions descri bed
in the docunents. Consequently, the record in the instant case
is confusing and inconplete. Nonetheless, we have done the best
we can to set forth below our findings of the facts of the
i nstant case.

At the tinme they filed the petition in the instant case, the
Rogerses resided in MDonal d, Tennessee. M. Rogers was one of
two sharehol ders of Al pha Hospital, an S corporation. The other
sharehol der was Health Facilities Managenment G oup, a trust
controlled by F. Scott G oss.

On May 15, 1990, Al pha Hospital entered into two asset
purchase agreenents. One asset purchase agreenent was with
Ameri can Medi cal Hol dings, Inc. (AVH), a Delaware corporation and
its wholly owned subsidiary New H Circle Gty, Inc. (Crcle
Cty), a California corporation. The other asset purchase
agreenent was with AVH and its other wholly owned subsidiary, New

H Arroyo Grande, Inc. (Arroyo Grande), a California corporation.



Both Circle City and Arroyo G ande owned hospitals and ot her
assets. The asset purchase agreenents covered both the hospitals
as well as other assets including parcels of raw | and that were
adj acent to the hospitals (nonhospital properties). The
agreenents were assignable to "a section 501(c)(3) organi zati on"
and were conditioned upon Al pha Hospital's obtaining financing in
an anount and on terns acceptable to Al pha Hospital inits sole
di scretion.

During the sumrer and early fall of 1990, Al pha Hospital and
AMH worked with Vista Hospital Systens, Inc., a California non-
profit organization, to conplete the acquisition of the
properties by Vista. As we discuss below, such acquisition was
to be acconplished by the assignnent to Vista of Al pha Hospital's
ri ghts under the asset purchase agreenents. First Boston
Cor poration, New York, New York (First Boston), agreed to
underwite the financing of the acquisition, which financing was
to be acconplished by the City of Arroyo Grande's issuing Series
1990 A Certificates of Participation and the Gty of Corona
i ssuing Series 1990 B Certificates of Participation (collectively
1990 certificates). During October 1990, First Boston circul ated
a Prelimnary Oficial Statenent to potential buyers of the 1990
certificates. The principal anmount sought during the initial
offering was $61.1 million. First Boston was unable to raise

t hat anount.
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On Cctober 10, 1990, Al pha Hospital and AVH entered into the
First Amendnent to the asset purchase agreenents. On that sane
day, Al pha Hospital, and Vista entered into an agreenent entitled
"Assignnent, Assunption and Security Agreenent" (assignnent
agreenent). In the assignnent agreenent, Vista was assigned
Al pha Hospital's contract rights to purchase the hospitals that
Al pha Hospital had acquired in the asset purchase agreenents.

The assi gnnment agreenent al so provided that Al pha Hospital woul d
be retained to manage the day-to-day operation of the hospitals

after the acquisition by Vista. AWMH Arroyo G ande, and Circle

City consented to the assi gnnent agreenent.

Al so, on Cctober 10, 1990, Al pha Hospital and AVH entered
into an agreenent with G eat Western Inc. (Geat Wstern), a
validly formed, unrelated, corporation that was owned during 1990
by Jill C Hanna (Ms. Hanna). Under the terns of the QOctober 10,
1990, agreenent, Great Western was assigned the contract rights
of Al pha Hospital to acquire the nonhospital properties. The
Cct ober 10, 1990, assignnment agreenent covering the nonhospital
properties failed to set forth a sales price or tinmes for nmaking
paynents.

On Decenber 14, 1990, because of the difficulties that First

Boston encountered in raising the necessary financing, AVH and



Vista® entered into the Second Amendnent to the asset purchase
agreenents that reduced the purchase price of the hospitals.

On Decenber 15, 1990, Vista and Al pha Hospital entered into
an Anended and Restated Managenent agreenent. Under the terns of
t he Decenber 15, 1990, agreenent, Al pha Hospital would receive
$600, 000 plus 2 percent of the hospitals' net patient service
revenues annually. Additionally, Al pha Hospital was to receive
$475,000 for its assignnent of its rights under the asset
purchase agreenents. The nanagenent agreenent was contingent on
t he enpl oynent of F. Scott Gross at Al pha Hospital. Neither the
managenent agreenent nor the assignnment agreenent nmade any
mention of conpensation to be paid to M. Rogers.

On January 10, 1991, AMH and Vista executed the Third
Amendnent to the asset purchase agreenents in which the overal
size of the tax-exenpt financing was |owered from$61.1 mllion
to $51.4 mllion, including a reduction in the purchase price by
AVH from $38.3 million to $30.4 mllion.

In an agreenent dated January 15, 1991, M. Rogers assi gned
to Geat Western all rights that he m ght have in the agreenent

bet ween Al pha Hospital and AMH with respect to the nonhospital

3 Even though Al pha Hospital was a party to the asset purchase
agreenents and first amendnent to the asset purchase agreenents,
it was not a signatory party to any subsequent amendnents to the
asset purchase agreenents.
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properties.* In return, Geat Western agreed to remt to M.
Rogers 95 percent of all proceeds it received on the sale of such
properties. The January 15, 1991, agreenent was contingent on
the consummati on of the agreenents between Vista and AVH and on
Great Western's resale of nonhospital properties. Al so, on
January 15, 1991, Ms. Hanna, on behalf of G eat Wstern, executed
a promssory note requiring G eat Western to pay M. Rogers 95
percent of the proceeds received on the sale of nonhospital
properties. On his 1991 Federal income tax return, M. Rogers
reported the January 15, 1991, transaction as an installnent sale
of contract rights valued at $9, 804, 000.°

On January 23, 1991, the sale of the hospitals fromAWH to
Vista closed. On that sanme day, the nonhospital properties were
transferred by G ant Deeds fromArroyo G ande and Circle Gty to
Great Western. Geat Western neither paid any renuneration nor
gave anything of value to AVH or its subsidiaries for the
nonhospi tal properties.

On February 1, 1991, G eat Western |leased to Vista a nedica
office building | ocated on one of the nonhospital properties for

$143,050 in rent, payable in equal sem annual installments of

4 The Jan. 15, 1991, agreenent refers to properties described
in "Exhibit A", but Exhibit Ais not part of the record.

However, it is clear that "Exhibit A" contained a description of
t he nonhospital properties.

5 See supra note 2.



$71,525. For 1991, G eat Western reported on its incone tax
return the receipt of rent in the anount of $83,446 fromthe
nonhospi tal properties.

Bet ween March and July 1991, Ms. Hanna, on behalf of G eat
Western, attenpted to sell the nonhospital properties. During
May 1991, Vista, through Al pha Hospital, offered to purchase the
nonhospital properties. During 1991, G eat Wstern sold the
nonhospital properties to Vista. Vista financed the purchase of
t he nonhospital properties through tax-exenpt Certificates of
Participation issued by the Cties of Arroyo G ande and Corona,
California, (1991 certificates) to G eat Western. The 1991
certificates were nonrecourse obligations secured only by the
property acquired. The 1991 certificates were zero coupon
obligations and no principal or interest paynents were to be nade
until specified dates in the future. On receipt of the 1991
certificates, Geat Western agreed that it would not attenpt to
transfer or otherw se dispose of the 1991 certificates w thout
receiving froma rating agency a rating of A or better for the
1991 certificates.

During Novenber 1991, Ms. Hanna, on behalf of G eat Wstern,
attenpted to obtain a rating for the 1991 certificates so that
the certificates could be marketed. To assist in that effort,
Great Western retained the underwiting firmof Peacock, Hislop,

Stal ey, and G ven, Inc. (Peacock). The efforts of Peacock
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ultimately failed. In a letter dated March 4, 1992, Peacock
ended its representation of G eat Western, citing anong its
reasons the repeated failure of G eat Western to provide it with
adequat e i nformati on.

Pursuant to the financing agreenment covering its purchase of
t he nonhospital properties, Vista was required to nake annual
deposits in a sinking fund that woul d be used to pay princi pal
and interest on the 1991 certificates when they becane due.
Vista defaulted on its obligations in 1993 and tendered to G eat
Western a Deed in Lieu of Foreclosure. At that tine, Geat
Western di scovered that Vista had failed to pay real property
taxes on the nonhospital property in Corona, California, and had
t hereby encunbered the property. Negotiations between G eat
Western and Vista were comenced in an attenpt to force Vista to
cure its default. Those negotiations failed and, during Cctober
1995, the trustees of the 1991 certificates forecl osed.

On March 15, 1996, G eat Western executed agreenents with
the trustees and the Cities of Arroyo Grande and Corona
termnating the 1991 certificates. On June 24, 1996, and on July
1, 1996, G eat Western received a Trustee's Deed Upon Sale for
each of the nonhospital properties. During 1997, Geat Wstern
again sold the nonhospital properties. Mst of the purchase

price for the 1997 sale covered back taxes and expenses. M.
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Rogers, however, received $32,500 fromthe 1997 sale of the
properties.
Di scussi on

We nust first decide whether, during 1991, M. Rogers
received a conpensatory interest in the nonhospital properties as
paynment for his services in arranging the transaction between AVH
and Vista. Because respondent raised this issue for the first
time in the anmended answer, respondent bears the burden of proof.
Rul e 142.

Respondent contends that a conpensatory interest in the
nonhospital properties was transferred to M. Rogers during 1991
as paynment for his services in arranging the transfer of the
hospitals fromAVH to Vista. None of the numerous stipul ated
docunents, however, refer to any such paynent. Rather, the
sti pul at ed docunents show that Al pha Hospital received $475, 000
for the transfer of its rights to the hospitals and nonhospital
properties fromAVH Additionally, A pha Hospital was awarded
| ucrative managenent contracts at both hospitals for which it was
to be paid a conbined $600, 000, plus 2 percent of the net patient
servi ce revenues annually. The only docunentary evidence of M.
Rogers' interest in the nonhospital properties is the agreenent
dated January 15, 1991. |In that agreenent, M. Rogers
transferred his interest in the contract between Vista and AWVH,

with respect to the nonhospital properties, to Geat Western in
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return for Geat Western's prom se to sell those properties and
remt to M. Rogers 95 percent of the proceeds. The character of
M. Rogers' interest in the nonhospital properties and the point
at which M. Rogers received that interest are not disclosed in
any of the stipulated docunents. Because the instant case was
submtted on the basis of the stipulation of facts without trial,
there is no other evidence concerning M. Rogers' interest in the
nonhospi tal properties.

Acknow edgi ng that there is no docunentary evidence of a
conpensati on agreenment between M. Rogers and Al pha Hospital
respondent argues that there was an oral understandi ng between
M. Rogers and Al pha Hospital that M. Rogers would attenpt to
sell the hospital properties acquired by Al pha Hospital from AWH
inreturn for the receipt of the nonhospital properties on
consunmati on of the sale. Respondent, however, presented no
Wi tnesses to testify to that understandi ng and presented no other
evidence in addition to the stipul ations.

As we stated in the introduction to our findings of fact,
the record in the instant case is confusing and inconplete. The
stipulations of fact fail to explain the significance of the
numer ous attached exhibits and the details of the transaction
whi ch the exhibits purport to describe. The opacity of the
record appears to be due in no small part to respondent's failure

to articulate a coherent theory of the case until long after al
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the evidence had been submtted. Moreover, as we stated above,
respondent has the burden of proof in the instant case. A
decision in favor of respondent, therefore, cannot rest on

assunption or speculation but nust rest on fact. Chanpayne v.

Conmm ssioner, 26 T.C. 634, 645 (1956); Wod Corp. v.

Comm ssioner, 22 B.T.A 1182, 1186 (1931), affd. 63 F.2d 623 (6th

Cr. 1933). That the instant case was submtted to the Court
fully stipulated does not relieve respondent of that burden.

King's Court Mbile Hone Park, Inc. v. Comm ssioner, 98 T.C. 511

517 (1992).
In sum respondent has failed to introduce evidence in the
i nstant case sufficient to show the character of the interest M.
Rogers received in the nonhospital properties. Even if we were
to assune that M. Rogers received a valuable® interest in such
properties, respondent introduced no evidence to show that M.
Rogers received that interest during 1991. Accordingly, based on
the woeful ly i nadequate record before us, we hold that respondent
has failed to carry the burden of proof in the instant case.
Because we have found that respondent has failed to prove
that M. Rogers received a conpensatory interest in the
nonhospi tal properties during 1991, we hold that petitioners are

not liable for the penalty pursuant to section 6662(a) for

6 Because we hold for petitioner, the issue regarding the
val ue of M. Rogers' interest in the contract rights is noot.
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substantial understatenent. W have consi dered respondent's
remai ni ng argunents and find themirrel evant or unnecessary to
reach.’

To reflect the foregoing,

Decision will be entered

for petitioners.

! Respondent has, on brief, advanced the argunent that G eat
Western is a sham corporation controlled by M. Rogers through
his attorney John Konvalinka, who is the brother-in-Ilaw of M.
Hanna. W note that on the day this case was called for trial
before the parties agreed to submt the case as fully stipul ated,
respondent attenpted to assert this theory. Upon petitioner's
objection and the Court's inquiry, respondent specifically

di savowed any such theory regarding the transaction in issue in
the instant case. Respondent has offered no reason why the Court
shoul d consi der such an argunent.

Mor eover, respondent's protestations of sham are not
supported by the evidence in the record. The parties have
stipulated that G eat Western was a validly forned corporation
owned by Ms. Hanna. Additionally, there is extensive
correspondence between Ms. Hanna and various third parties that
evi dence Ms. Hanna's active participation in the nmanagenent and
sal e of the nonhospital properties. Accordingly, even if we were
to consi der respondent's shamtransaction theory, we would hold
that respondent has failed to carry the burden of proof on that
i ssue as wel .



