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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: These cases are before the Court

consol idated for purposes of trial, briefing, and opinion. WB

1Cases of the following petitioners are consol i dated
herewith: WB Partners f.k.a. WB Acquisition Partners, DJB
Hol di ng Corporation, Tax Matters Partner, docket No. 29106-07;
and WB Acquisition, Inc., docket No. 5039-08.
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Acquisition, Inc., & Subsidiary petitioned the Court for
redeterm nation of the follow ng Federal inconme tax deficiencies

and penalties:

Penal ty
Year Defi ci ency Sec. 6662
2002 $987, 222 $197, 444
2003 3,543,011 708, 602
2004 226, 162 45, 232
2005 131, 302 26, 260

The tax matters partner of WB Partners separately petitioned the
Court for readjustnent of final partnership adm nistrative

adj ustnents with respect to 2003, 2004, and 2005. WB

Acqui sition, Inc., and Watkins Contracting, Inc., filed
consolidated tax returns for taxable years 2002-2005.

The issues for decision after concessions? are:

1. Whet her Watkins Contracting, Inc., and WB Partners
conducted the environnental renediation of the San D ego Naval
Training Center as a joint venture for Federal tax purposes
during taxabl e years 2002- 2004,

2. whet her the proceeds of a covenant not to conpete and

interest income resulting fromthe 2003 sal e of Wtkins

2On brief respondent conceded that: (1) A refund check for
$326, 574 erroneously issued by respondent to Watkins Contracting,
Inc., was returned and does not constitute incone to Watkins
Contracting, Inc., in 2005; (2) WB Partners, DJB Hol ding
Cor por ati on, GSW Hol di ng Corporation, the DIB Hol di ng Corporation
ESOP, and the GSW Hol di ng Corporation ESOP are not shans for tax
pur poses; (3) DIB Hol di ng Corporation and GSW Hol di ng Cor poration
are the true partners of WB Partners; and (4) petitioners have
substantiated the net operating |oss (NOL) of $563,485 of Watkins
Contracting, Inc., generated in 2000 and used in 2002 and 2003.
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Contracting, Inc.’s assets were properly included in the incone
of WB Partners in 2003 and 2004;

3. whet her an NOL claimed by Watkins Contracting, Inc., as
a carryforward from 2001 to 2003 was substanti ated; and

4. whet her WB Acquisition, Inc., & Subsidiary are liable
for section 6662(a) penalties.?

FI NDI NGS OF FACT

H story of WJ

Daren J. Barone (Barone) and Gregory S. Watkins (Watkins)
began their careers in the business of specialty contracting,
envi ronnmental renedi ation, and denolition in Hawaii in the early
1980s. Soon after, they expanded into the asbestos renoval
trade. In the early 1990s, Barone and Watkins returned to their
homet own of San Di ego, where Watkins worked for his father’s
conpany, Watkins & Son, a business specializing in asbestos
removal . In late 1991 or early 1992 Barone joi ned Watkins & Son
as an enpl oyee. Together with Watkins’ father, Barone and
Wat kins ran the conpany until Watkins' father retired in the md-
1990s. Barone and Wt ki ns subsequently purchased Wt ki ns’
father’s interest in the conpany and renaned it Watkins

Contracting, Inc. (W).

3Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code of 1986, as anended, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
Ampbunts are rounded to the nearest doll ar.
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Barone and Wat ki ns operated WCI until 1997, when they sold
the stock of the conpany to REXX Environnmental Corp. (REXX) for
cash and stock. Barone testified that he encouraged Watkins to
sell WCI in part because of the personal liability associated
wi th the business, which required Barone and Watkins to obtain
performance bonds and sign indemity agreenents to guarantee the
conpletion of certain projects. The sale relieved Barone and
Wat ki ns from any such personal guaranties.

In connection with the sale, REXX hired Barone and Wt ki ns
as enployees to manage WCI. Under REXX, Barone managed enpl oyees
and accounts, handl ed financing, and devel oped busi ness.
Simlarly, Watkins bid jobs, managed construction, and oversaw
field work.

By 1999 REXX encountered financial difficulties inits
operation of WCI. These financial difficulties significantly
inpaired WCI's ability to bond future projects. REXX s
executives refused to execute personal indemities and guaranties
for WCI to bond its projects and began | ooking to sell the
conpany. Under these circunstances, REXX s executives turned to
Barone and Watkins to sign personal guaranties for WZ to bond
projects. In exchange for their personal guaranties, REXX
of fered Barone and WAt ki ns a percentage of profits from WC

proj ects.
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During this time a profitable opportunity arose for WCI to
performrenedi ation work for the U S. Navy in San Diego in a job
known as the ID Q project. Because of WCI's financial position
however, REXX was unable to secure the bonding on the ID Q
project w thout personal guaranties for the conpletion of the
project. Consequently, an agreenent was reached with REXX for
Barone and Watkins to personally guarantee the bond for the ID Q
project. In exchange for their personal guaranties, the
agreenent entitled Barone and Watkins to 66.66 percent of the
profits fromthe |1 D Q project.

As WCI's financial problenms nounted, REXX becane nore eager
to sell the conpany and approached Barone and Watki ns to gauge
their interest in reacquiring WoI. Barone and Watkins initially
were hesitant about a potential deal because they were concerned
with a nunber of liability issues surrounding WCI. Nonet hel ess,
Barone and Watkins eventually offered to purchase the stock of
WCl for approximately one-third of the price they had received
for it just 2 years earlier. As a condition of their offer,
Barone and Watkins required the sale to be structured in a way
that would Iimt their personal exposure.

To address this concern, Barone net with Ernest S. Ryder
(Ryder), an attorney, to discuss asset protection vehicles for
t he purchase and subsequent ownership of WCI. Barone and Watki ns

had a laundry list of concerns they wanted to address before
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nmoving forward, including: (1) Personal protection from
creditors; (2) layers of liability protection to operate WCI; (3)
the ability to invest both together and separately, depending on
the risks involved in each project; (4) creating qualified
retirement plans; and (5) avoiding probate. Barone and Wat ki ns
ultimately contracted the services of Ryder to design a structure
to neet their concerns.

The structure designed by Ryder began with formng a
corporate owner of WCl, WB Acquisitions, Inc. (Acquisitions).
Acquisitions is a C corporation wholly owed by a partnership, WB
Partners. The partnership had two equal S corporation partners,
DJB Hol di ng Corporation (DJB) and GSW Hol di ng Cor poration (GSW .
DIB and GSW are wholly owned by the DIB Hol di ng Cor porati on ESOP
(DIJB ESOP) and the GSW Hol di ng Cor porati on ESOP ( GSW ESOP)
respectively, each of which is an enpl oyee stock ownership plan.
Barone is the lone participant in the DIB ESOP, and Watkins is
the lone participant in the GSWESOP. This structure is

reflected in the foll ow ng di agram
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Barone & Watkins Entities
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This structure addressed each of Barone’s and Wt ki ns’
concerns. Acquisitions served as a corporate owner of WCl to
protect Barone and Watkins fromthe risks of personal liability.
WB Partners was a vehicle that allowed Barone and Watkins to
i nvest together on projects unrelated to the environnental
remedi ati on and construction work performed by WCI .4 DJB and GSW
were corporate vehicles which all owed Barone and Watkins to
i nvest individually® and added anot her | ayer of protection from
personal liability. Finally, the DIJB ESOP and the GSW ESOP
provi ded Barone and Watkins wth qualified retirenent plans. On
June 10, 1999, Barone and Watkins finalized the purchase of the
stock of WCI from REXX, and on Septenber 19, 2000, Barone and
WAt ki ns assigned their ownership interests in W to
Acqui si tions.

1. The Services of Barone and Wt ki ns

In connection with the purchase from REXX and with the
formati on of the above-described structure, Barone and \VatKkins
entered into enploynent agreenents with their respective
corporations, DIB and GSW to provide construction nmanagenent,

indemmity, and financing services full tinme. Several relevant

“Since its formation, WB Partners has invested in at |east
20 business ventures, including investnents in a publishing
conpany, a nedical center, a hotel in Florida, condom niunms in
Las Vegas, and other properties in California.

SAt trial, Barone testified that he was nore willing to take
risks and that DIJB all owed himto make i nvestnents that Watkins
coul d not stomach.
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provi sions describe Barone’'s and Watkins' responsibilities
pursuant to their enploynment agreenents. Section 1.1.4 of each
enpl oynent agreenent provides for the services of Barone and
Watkins to include any and all services related to the present or
future business of DIB, GSW W, any related entity, and any
party that may acquire an interest in any of the above-Ilisted
entities. Section 1.3 of each enploynent agreenent is a
nonconpetition provision, preventing Barone and Watkins from
engagi ng in any business activity which is, or could becone,
conpetitive with or adverse to any of the above-listed entities.
Finally, section 2.2 of each enpl oynent agreenent requires Barone
and Watkins to provide their services exclusively for the benefit
of DIJB and GSW

DIB and GSW each hold a 50-percent partnership interest in
WB Partners. Pursuant to section 1.6 of the WB Partners
partnership agreenent, which provides that DIB and GSWcontrol | ed
the exclusive rights to the services of Barone and Watkins, the S
corporations contributed such services to the partnership as
necessary to manage and conduct its business.

Despite the exclusivity clauses of their enpl oynent
agreenents, Barone and Wat ki ns perforned services for WCI w t hout
the perm ssion of DIB, GSW or WB Partners. Barone testified
that he continued to performthe sanme services he had perforned

for WI while it was controlled by REXX after Barone and Wt ki ns
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repurchased the stock of WCI. Those services included managi ng
enpl oyees and accounts, handling financing, and devel opi ng

busi ness. Further, Watkins testified that he “bid and got and
oversaw’ nearly three-quarters of WCI's projects.

[11. The NTC Joint Venture

A. The NTC Proj ect

In late 1999 or early 2000, the city of San Diego solicited
bids for a redevel opnment project at the San Di ego Naval Training
Center (the NTC project). This project required extensive
envi ronnental renedi ati on work, including the renoval of
asbest os, | ead-based paint, and contam nated soil fromclose to
200 buildings. The city of San Diego ultimately chose the Corky
MMIlin Cos. (MM Ilin) as the master devel oper of the project.
MM Ilin then hired the Harper-N elsen-Dllingham Joint Venture
(Harper) as the construction manager to oversee the denolition
and renedi ation of the NIC project. Harper does not performthis
type of work on its own, however, so on Septenber 29, 2000,

Har per entered into an agreement with WCI for the performance of
the denolition and environnmental renediation work of the NTC
project (the subcontract agreenent). Pursuant to the subcontract
agreenent, WCI was to receive $17, 001, 073.

WCl's wllingness to undertake the denolition and
remedi ati on work of the NTC project cane with risk. The NTC

project required the denolition of and renoval of all hazardous
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materials fromclose to 200 buil dings covering a space
approximately 1 mle long and three-quarters of a mle wde. To
secure the subcontract agreenent, McMIlin and Harper required
WCl to submt a lunp-sumbid. A lunp-sumbid would force WCI to
take on the risk of unexpected costs, a risk that was preval ent
in the NTC project because no clearly defined scope of work was
provided to Harper and WCI during the bidding process. W
reviewed prints and conducted an investigation of the NTC project
site before bidding. Nonetheless, the project posed significant
construction and environnmental risks, including unknown anmounts
of asbestos, |ead-based paints, and other itens.

As part of the bidding process for the NIC project, the city
of San Diego required a devel oper to put up a bond and sign an
indemmity agreenment to guaranty conpletion of the job. Both
MM I1lin and Harper refused to guarantee the work, forcing WCI to
assune the risk as part of its subcontract bid. Both Barone and
Watkins testified that signing a $17 mllion bond was scary; it
was far and away the | argest personal guaranty they had ever
contenpl ated. Barone and Watkins were specifically concerned
that with WoI's financial difficulties under REXX, creditors from
ot her projects mght be able to reach the cashflow of the NTC
project. Accordingly, each testified that taking on that kind of
risk required taking steps to make sure the cashflow fromthe NTC

proj ect was protected.
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B. The NTC Joi nt Venture Agreenent

To address their concerns Barone decided that WCI woul d
participate in the NTC project through a joint venture. On
Sept enber 20, 2000, WCI and WB Partners executed an agreenent
(the NTC joint venture agreenent) to forma joint venture for the
pur pose of conpleting the NTC project (the NIC joint venture).
Pursuant to section 4.4 of the NTC joint venture agreenment, 30
percent of the profits fromthe NTC joint venture were all ocated
to WCI and 70 percent to WB Partners. The ownership structure of

the NTC joint venture is reflected in the follow ng di agram
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The NTC joint venture

o0 503
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Section 2.1.1 of the NTC joint venture agreenent describes the
obligations of WCI in the NTC joint venture, providing:

2.1.2 oligations and Responsibilities of WO . The
proposal shall provide that WC shall have responsibility
for managenent and performance of the Subcontract Wrk in
connection with the Project, with full authority to make
deci sions regardi ng the performance of said Subcontract
wor K.

Simlarly, section 2.1.2 of the NITC joint venture agreenent
describes the obligations and responsibilities of WB Partners in
the NTC joint venture, providing:

2.1.2 oligations and Responsibilities of WB. The proposal
shal |l provide that WB shall have responsibility for
providing I ndemity and Financing Services to WCI so that
WCl has the financial capability to performthe Subcontract
wor k.

Section 3.1 of the NTC joint venture agreenment further provides
that WB Partners agrees to assist WCOI with any additional
informati on and data reasonably required throughout the proposal
process.

Several other provisions of the NTC joint venture agreenent
are relevant to our discussion. As discussed above, section 4.4
of the NTC joint venture agreenent allocates 30 percent of the
profits fromthe NTC joint venture to WCI and 70 percent to WB
Partners. According to Barone and Watkins, this profit split was
based on their agreement with REXX for the ID Q project. Because
REXX pai d Barone and Watkins 66.66 percent of the profits from
the IDIQ project in an arm s-1ength transacti on, Barone and

WAt ki ns reasoned WB Partners was entitled to 70 percent of the
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profits fromthe NTC project for providing simlar financial
services. According to Barone and Watkins, the profit split was
designed to prevent the 70 percent of profits allocated to WB
Partners from bei ng exposed to the reach of WCI's creditors.
Next, section 4.2 of the NTC joint venture agreenent
protects WCOI fromincurring a |l oss on the NTC project, providing:

4.2 Reinbursenent of WO Costs and Expenses. WC shall be
entitled to reinbursenent fromthe NTC joint venture Account
of all Direct Costs incurred by WCI in connection with the
Subcontract Wbrk, plus Five Percent (5% of all such D rect
Costs. As herein, “Direct Costs” shall nean all direct
costs and expenses reasonably incurred by WCI in connection
with the Subcontract Wrk, but excluding therefore any
indirect costs, including without limtation, overhead and
general adm nistrative expenses as determ ned in accordance
w th Federal governnent cost accounting standards. WC
shall, on a nonthly basis, submt to the Joint Venture an
invoice for Direct Costs incurred, plus Five Percent (5% of
such costs.

Further, section 4.1 of the NTC joint venture agreenent provides
that paynents fromthe NTC project nmay be made directly to WC
and requires such paynents to be deposited in a bank account in
the nane of the NTC joint venture. Finally, section 5.1 of the
NTC joint venture agreenent requires the NIC joint venture to
mai nt ai n books and records and to file inconme tax returns.

Despite the NTC joint venture agreenent, the Subcontract
agreenent with Harper was not anended to replace WCI with the NTC
joint venture. Mreover, only WCI, and not the NTC joint
venture, had the proper contracting licenses to performthe

physi cal work required by the NTC project.
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C. Conduct of the NIC joint venture

Once the NTC joint venture was forned, it applied for
obt ai ned, and used its own enpl oyer identification nunber. This
enpl oyer identification nunber was used to open up the NTC joint
venture bank account. In addition to bank records, the NTC joint
venture prepared its own incone statenents, work in progress
schedul es, and other financials.

On Septenber 20, 2000, a general indemity agreenent was
executed by and between the nenber conpani es of the Anerican
I nternational Goup (including, anong others, the American
Fidelity Co., the Insurance Co. of the State of Pennsylvania and
the Comrerce and Industry Co. of Canada) (together referred to as
AlG, as the surety, and Barone, Watkins, WC, WB Partners, DIB
GSW and the NTC joint venture as the indemmitors. On January 2,
2002, an additional indemity agreenent was issued nam ng the
Greenwi ch Insurance Co. as the surety in connection with any
bonds issued on behalf of WCI, WB Partners, DIB, GSW and the NTC
joint venture (together, the Septenber 20, 2000, and January 2,
2002, agreenents are hereinafter referred to as the indemity
agreenents). The indemmity agreenents require the indemitors to
exonerate the surety for any costs incurred by reason of, anong
ot her things, the execution of a bond.

On Cctober 18, 2000, a paynent and performance bond was

i ssued by the Insurance Co. of the State of Pennsylvania, as
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surety, in the amount of $17,829,279, with WZI as the principal
and Harper as the obligee. On January 22, 2001, a replacenent
bond was issued in the amount of $17,001, 072 to change the bond
anount and to add MM Ilin as a dual obligee wth Harper
(together, the October 18, 2000, and January 22, 2001, bonds are
hereinafter referred to as the NIC bond). The NTC bond required
the I nsurance Co. of the State of Pennsylvania to conplete the
NTC project if WO were to default on the subcontract agreenent.
Consistent with the subcontract agreenent, Harper paid W,
and not the NTC joint venture or WB Partners, for the work
performed on the NTC project. In fact, Brad Hunphrey, the
proj ect manager at Harper, testified that he was not famli ar
with WB Partners. |In contrast, Krispin Rosner (Rosner), a
certified public accountant (C. P.A ) working for the accounting
firmof MIloy Rosner & Browmn (MRB), was famliar with the NTC
joint venture, WCI, and WB Partners. Rosner testified that MRB
calculated the profits fromthe NIC joint venture and accounted
for those profits on the tax returns of each of the joint
venturers. Rosner further testified that MRB did not file a tax
return for the NTC joint venture. On brief, petitioners contend
that MRB treated the NTC joint venture as jointly controlled
operations under generally accepted accounting principles (GAAP)

and therefore it had no need to file its own tax return.
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By Septenber 30, 2002, WCI had billed Harper $14, 100, 332.
At that time, the NTC joint venture had incurred costs related to
the NTC project of $5,822,738, resulting in a profit of
$8,277,599. Pursuant to the NTC joint venture agreenent, VB
Partners was entitled to 70 percent of the profits, or
$5, 714, 319. However, Barone and Watkins instituted a profit cap,
[imting WB Partners’ allocation to $4, 172,000, or 50.4 percent
of the NTC joint venture profits. Barone and Watkins were the
only persons involved in determning the profit split. On
February 2, 2004, Harper certified the conpletion of the NIC
proj ect.

V. Sale of WOI to Kuranda

On April 18, 2003, WCI entered into an asset purchase
agreenent with Kuranda Capital, LP (Kuranda), for the sale of
substantially all of the assets of WCI (the asset purchase
agreenent). The final purchase price for the assets was
$5, 423,091, paid with $4,923,091 in cash and a $500, 000 note
payable to Watkins. |In connection with the asset purchase
agreenent, Barone, Watkins, WB Partners, DIB, GSW and WC
entered into a nonconpetition agreenent for the benefit of
Kuranda (the nonconpetition agreenent). Exhibit B to the asset
purchase agreenent allocates $3, 400,000 of the purchase price to

t he nonconpetition agreenent.
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Section 1 of the nonconpetition agreenent prohibits Barone,
Wat ki ns, WB Partners, DIB, GSW and WCI from engaging in
“Conpeting Services” or fromworking for another conpany engagi ng
in such services. For purposes of the nonconpetition agreenent,
“Conpeting Services” is defined as any:

(i) service that has been provided, performed or offered by

or on behalf of * * * [WIJ] (or any predecessor of * * *

[WCI]) at any time on or prior to the date of this

Nonconpetition Agreenent that involves or relates to

asbestos, nold, and | ead abatenent in residential,

commerci al and governnent properties; (ii) service that is
substantially the same as, is based upon or conpetes in any
material respect with any service referred to in clause

“(i1)” of this sentence.

Further, recital D of the nonconpetition agreenment provides that
WB Partners, through DIB' s and GSWs excl usive enpl oynent
agreenents, controls the services of Barone and Watki ns,
including the right to enforce observation of the nonconpetition
requi renents by each

Pursuant to the $500, 000 note, Kuranda agreed to pay WtKkins
the principal of the note plus interest at an annual rate of 10
percent. The proceeds of the nonconpetition agreenent and
interest paid on the $500,000 note were included as i ncone by WB
Partners in its 2003 and 2004 Federal partnership incone tax

returns.

V. Net Operating Loss

On its 2000 and 2001 Federal income tax returns, WCl cl ai ned

NCLs of $563, 485 and $1, 311, 524, respectively. 1In 2002 WCI used
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$443,077 of the NOL generated in 2000. |In 2003, according to
WCl ' s Federal income tax return, WCI used a bal ance of $159, 593
fromthe NOL generated in 2000 and the entire $1, 311, 524
generated in 2001, for a total NOL deduction of $1,471, 117.

Petitioners claimthat the NOL generated in 2001 conprises
in part the followng: (1) An adjustnment on Schedule M1, Book
to Tax Reconciliation, of $214,960; (2) professional fees of
$243,199; and (3) cost of goods sold of $526,998. Rosner
testified that the Schedule M1 adjustnent is an accounti ng
adj ust rent nmade to reduce book i ncone because WCI had reported an
excess of book inconme when it was owned by REXX. Rosner further
testified that the Schedule M1 adjustnent was the result of
WCl’s overstating its profits on three jobs in 2000. Next,
petitioners provided cancel ed checks and the testinony of Rosner
with respect to the | egal and professional fees of $243, 199.
Finally, petitioners provided the general |edger of WOI with
respect to the $526,998 attributable to cost of goods sold.

VI . Noti ces of Deficiency

On Septenber 29, 2006, and Novenber 27, 2007, respondent
i ssued notices of deficiency to Acquisitions for the 2002 and
2003- 2005 tax years, respectively.® On Septenber 14 and Novenber
21, 2007, respondent issued notices of final partnership

adm ni strative adjustnent (the FPAAs) to WB Partners for the 2003

6As di scussed above, Acquisitions filed a consolidated tax
return with WCI for taxable years 2002-2005.
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and 2004- 2005 tax years, respectively. Petitioners tinely filed
their petitions in this Court. The principal place of business
of Acquisitions, WCI, and WB Partners is in California.

OPI NI ON

Burden of Proof

The Conmm ssioner’s determ nations in the notice of
deficiency are generally presuned correct, and the taxpayers bear
t he burden of proving themincorrect. See Rule 142(a)(1). In
respect of any new matter pleaded in the answer, however, the
Comm ssi oner bears the burden of proof. 1d. Here, because the
i ssue was raised only in respondent’s anended answer, respondent
bears the burden of proof with respect to whether the NTC joint
venture was a joint venture for Federal tax purposes in 2002,
resulting in an assignnent of inconme in 2002 fromWI to WB
Partners. Petitioners do not argue that the burden of proof
shifts to respondent pursuant to section 7491(a) for any other
i ssue or year, nor have they shown that the threshold
requi renents of section 7491(a) have been net for any of the
ot her determ nations at issue. Accordingly, the burden renains
on petitioners with respect to all other issues to prove that
respondent’s determ nation of deficiencies in income tax is

erroneous.
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1. The NIC joint venture

In United States v. Basye, 410 U. S. 441, 450 (1973), the

Suprene Court reiterated the | ongstanding principle that incone
is taxed to the person who earns it, stating: “The principle of

Lucas v. Earl, [281 U S 111, 115 (1930),] that he who earns

i ncone may not avoid taxation through anticipatory arrangenents
no matter how clever or subtle, has been repeatedly invoked by
this Court and stands today as a cornerstone of our graduated
income tax system” For a nore recent formulation of this

principle, see Conm ssioner v. Banks, 543 U. S. 426 (2005),

whi ch held that a contingent-fee agreenent should be viewed as an
anticipatory assignnent to the attorney of a portion of the
client’s income fromany litigation recovery. The entity earning
i ncone “cannot avoid taxation by entering into a contractual
arrangenment whereby that incone is diverted to sone other person

or entity.” United States v. Basye, supra at 449. W nust

determ ne whet her the NTC Joint Agreenent created a legitinate
joint venture between WCI and WB Partners or was nerely a vehicle
to divert incone fromthe NIC project to WB Partners and away
fromWC .

Whet her there is a partnership for tax purposes is a matter

of Federal, not local, law. Conn ssioner v. Tower, 327 U. S.

280, 287-288 (1946); Estate of Kahn v. Conm ssioner, 499 F.2d

1186, 1189 (2d Cr. 1974), affg. Gober v. Conm ssioner, T.C
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Meno. 1972-240; Beck Chem Equip. Corp. v. Conm ssioner, 27 T.C

840, 849 (1957); Contek Expositions, Inc., v. Conm ssioner, T.C

Menp. 2003-135, affd. 99 Fed. Appx. 343 (2d Cir. 2004). “[T]he
term ‘partnership’ includes a syndicate, group, pool, joint
venture or other unincorporated organi zation through or by neans
of which any business, financial operation, or venture is carried
on, and which is not * * * a corporation or a trust or estate.”
Secs. 761(a), 7701(a)(2). The principles applied to determ ne
whet her there is a partnership for Federal tax purposes are
equal ly applicable to determ ne whether there is a joint venture

for Federal tax purposes. Sierra Cub, Inc. v. Conmm ssioner, 103

T.C. 307, 323 (1994), affd. in part and revd. in part on other

grounds 86 F.3d 1526 (9th Cr. 1996); Luna v. Conm ssioner, 42

T.C. 1067, 1077 (1964); Beck Chem Equip. Corp. v. Conm Ssioner,

supra at 848-849.

The required inquiry for determ ning the existence of a
partnership for Federal inconme tax purposes is whether the
parties “really and truly intended to join together for the
pur pose of carrying on business and sharing in the profits or

| osses or both.” Commi ssioner v. Tower, supra at 287. Their

intention is a matter of fact, “to be determ ned fromtestinony
di scl osed by their ‘agreenent, considered as a whole, and by
their conduct in execution of its provisions.”” 1d. (quoting

Drennen v. London Assurance Co., 113 U S. 51, 56 (1885)).
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In Conm ssioner v. Culbertson, 337 U S. 733, 742 (1949), the

Suprene Court el aborated on this standard and stated that there
is a partnership for Federal tax purposes when

considering all the facts--the agreenent, the conduct of the
parties in execution of its provisions, their statenents,
the testinony of disinterested persons, the rel ationship of
the parties, their respective abilities and capital
contributions, the actual control of incone and the purposes
for which it is used, and any other facts throwing |ight on
their true intent--the parties in good faith and acting with
a business purpose intended to join together in the present
conduct of the enterprise. * * *

In Luna v. Conmmi ssioner, supra at 1077-1078, this Court

distilled the principles nentioned in Conm ssioner v. Tower,

supra, and Conm ssioner v. Culbertson, supra, to set forth the

follow ng factors as relevant in evaluating whether parties
intend to create a partnership for Federal incone tax purposes
(the Luna factors):

The agreenent of the parties and their conduct in
executing its ternms; the contributions, if any, which

each party has nmade to the venture; the parties’ contro
over inconme and capital and the right of each to nake

wi t hdrawal s; whet her each party was a principal and
coproprietor, sharing a nmutual proprietary interest in the
net profits and having an obligation to share | osses, or
whet her one party was the agent or enpl oyee of the other,
receiving for his services contingent conpensation in the
formof a percentage of incone; whether business was
conducted in the joint nanes of the parties; whether the
parties filed Federal partnership returns or otherw se
represented to respondent or to persons with whomthey dealt
that they were joint venturers; whether separate books of
account were maintained for the venture; and whether the
parties exercised nutual control over and assumed nutua
responsibilities for the enterprise.

See al so Estate of Kahn v. Commi ssioner, supra at 1189.
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None of the Luna factors is conclusive of the existence of a

partnership. Burde v. Conmm ssioner, 352 F.2d 995, 1002 (2d Cr.

1965), affg. 43 T.C 252 (1964); MDougal v. Conm ssioner, 62

T.C. 720, 725 (1974). W apply each Luna factor to the facts of
t hese cases to determ ne whether WCI and WB Partners engaged in a
joint venture during the taxable periods at issue.

1. The Agreenent of the Parties and Their Conduct in
Executing Its Terns

The NTC joint venture agreenent sets forth the terns of the
NTC joint venture. However, the existence of a witten agreenent
is not determ native of whether a joint venture existed between

WCI and WB Part ners. See Sierra Qub, Inc. v. Conm ssi oner,

supra at 324; Contek Expositions, Inc. v. Comm SSioner, supra.

It is well established that the tax consequences of transactions

are governed by substance rather than form Frank Lyon Co. V.

United States, 435 U S. 561, 573 (1978).

The NTC joint venture agreenent describes the anticipated
conduct of, and relationship between, WCI and WB Partners in the
NTC joint venture. The NTC joint venture agreenent includes,
anong ot her things, terns governing each joint venturer’s
participation in the preparation and subm ssion of the proposal
for the NTC project, obligations and responsibilities to the NIC
joint venture, the receipt, allocation and distribution of
profits, and the NTC joint venture s financial and tax reporting

obl i gati ons.
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Petitioners argue that WCI and WB Partners substantially
conplied with the terns of the NTC joint venture agreenent. In
at least three instances, however, WC and WB Partners acted
outside the plain | anguage of the agreenent. Most notably,
Barone testified that because the NTC project was nore profitable
t han expected, the NTC joint venture capped WB Partners’ profits
and awarded WCl approxi mately $1, 600,000 nore than it was
entitled to pursuant to the NTC joint venture agreenent. This
additional allocation resulted in an actual allocation of profits
bet ween WCI and WB Partners of 49.6 and 50.4 percent,
respectively. Respondent contends that the profit cap is a
significant change fromthe 70 percent of profits allocated to WB
Partners in section 4.4 of the NTC joint venture agreenent.

The NTC joint venture agreenment does not include a provision
permtting WO and WB Partners to institute a profit cap for
either party. Further, although WCI and WB Partners had the
right to amend the NTC joint venture agreenent, there is no
evi dence of such an anmendnent. Accordingly, WI and WB Partners
did not conply with the terns of the NTC joint venture agreenent
with respect to the profit allocation.

In addition to the profit cap, respondent argues that the
NTC joint venture failed to file a Federal inconme tax return as
requi red pursuant to section 5.1 of the NIC joint venture

agreenent. Petitioners argue that MRB treated the NTC joint
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venture as jointly controlled operations under GAAP using a
met hod where each joint venturer included its share of the NTC
joint venture profits inits incone and its share of the NTC
joint venture assets on its bal ance sheets.

MRB' s treatnent of the NTC joint venture pursuant to GAAP is
not determnative as to whether the NTC joint venture nust file a
Federal inconme tax return. The treatnent of an itemfor
financial accounting purposes does not always nmesh with its

treatnent for Federal tax purposes. Thor Power Tool Co. v.

Commi ssioner, 439 U. S. 522, 531 (1979); see also Ham Iton |ndus.,

Inc. v. Conm ssioner, 97 T.C. 120, 128 (1991); UFE, Inc. V.

Comm ssioner, 92 T.C. 1314, 1321 (1989); Sandor v. Conm SsSioner,

62 T.C. 469, 477 (1974), affd. 536 F.2d 874 (9th Cr. 1976).
Further, MRB' s treatnent of the NTC joint venture pursuant to
GAAP does not affect whether WCI and WB Partners executed the
terms of the NTC joint venture agreenment. Accordingly, the NTC
joint venture's failure to file a Federal incone tax returnis a
substantive deviation fromthe NTC joint venture agreenent.

The first Luna factor weighs against finding a joint venture
between WCI and WB Partners. Wl and WB Partners failed to
conply with the ternms of the NIC joint venture agreenent with
respect to the allocation of profits and tax return filing
requirenents. We find this failure to conply to be a significant

deviation fromthe NTC joint venture agreenent.
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2. The Contributions, If Any, Which Each Party Has Made to
t he Venture

We have held that both parties do not have to be active

participants to a venture, so long as there is an intent to form

a business together. 70 Acre Recognition Equip. Pship. v.

Comm ssioner, T.C Menp. 1996-547. Nonetheless, both parties to

the common enterprise nust contribute el enents necessary to the

busi ness. See Beck Chem Equip. Corp. v. Conm ssioner, 27 T.C

at 852; VWheeler v. Conmissioner, T.C. Menp. 1978-208.

The Suprenme Court has indicated that the services or
capital contributions of a partner need not neet an objective

standard. See Conm ssioner v. Culbertson, 337 U S. at 742-743.

The Court further stated:

| f, upon a consideration of all the facts, it is found that

the partners joined together in good faith to conduct a

busi ness, having agreed that the services or capital to be

contributed presently by each is of such value to the
partnership that the contributor should participate in the

distribution of profits, that is sufficient. * * *

ld. at 744-745. Accordingly, the Tax Court may not substitute
its judgnment for that of the parties in determ ning the val ue of
their contributions. |d.

Petitioners and respondent agree that WCl nade significant
contributions to the NTC joint venture. Respondent contends,
however, that WB Partners failed to contribute to and was
t herefore unnecessary to the NTC joint venture. WB Partners’

obligations and responsibilities to the NTC joint venture are set
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forth in section 2.1.2 of the NIC joint venture agreenent, which
provi des:

2.1.2 oligations and Responsibilities of WB. The proposal
shal | provide that WB shall have responsibility for
providing Indemity and Financing Services to WCI so that
WCl has the financial capability to performthe subcontract
wor K.

Petitioners argue that WB Partners fulfilled its obligations to
the NTC joint venture by contributing its rights to the financing
capabilities and bondi ng guaranty services of Barone and Watki ns,
whi ch were essential to the NIC joint venture. Additionally,
petitioners argue that WCI would not have been able to obtain the
NTC bond wi thout WB Partners’ financial guaranties, which were
necessary to securing the NTC project.

Petitioners argue that because WB Partners is a legitimte
entity, its contributions to the NITC joint venture nust be

respected pursuant to Forman v. Conm ssioner, 199 F.2d 881 (9th

Cr. 1952), vacating a Menorandum Qpinion of this Court. In
Forman, the court held a partnership between a husband and w fe
to be valid. In finding the partnership to be valid, the court
observed that not all business relationships between a husband
and wife are shans for tax purposes and that a court nust respect
t he val uable contributions of a wife where the facts dictate.
Petitioners urge us to adopt this policy in the context of

related entities.
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We conclude that Forman is not dispositive of the issue.
The question is not whether WB Partners is capable of a val uable
contribution, but rather, whether it nmade a val uable
contribution. |In other words, what was the value of WB Partners’
contribution to the joint venture?

Petitioners argue that WB Partners nmade significant
contributions to the NTC joint venture by providing the financi al
services and expertise of Barone and Watkins, as well as
provi ding the financial resources necessary to obtaining the NTC
bond. We first analyze the value of the financial services and
expertise of Barone and Watki ns.

As di scussed above, we may not substitute our judgnent for
the judgnent of petitioners in determning the value of the
services WB Partners contributed to the NTC joint venture.
Nonet hel ess, we nust determ ne whether WB Partners contri buted
the financial services of Barone and Watkins in good faith for
pur poses of conducting a business. Respondent argues that WC
was entitled to the services and expertise of Barone and Wat ki ns
because of their roles as WCI corporate officers. Accordingly,
respondent contends that WB Partners furnished nothing of val ue
to WCI apart from services which WCI could have engaged directly
had the NTC joint venture not been created.

The rights to the services and expertise of Barone and

Wat ki ns were ostensibly contributed to WB Partners from DJB and
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GSW pursuant to section 1.6 of the WB Partners partnership
agreenent. DJB and GSW hel d exclusive rights to the financing,
constructi on managenent, and indemity services of Barone and
Wat ki ns pursuant to section 2.2 of their respective enpl oynent
agreenents. |If we are to respect these agreenents, Barone and
Wat ki ns were contractually forbidden from providing these
services to WCI in their roles as corporate officers. As
di scussed above, however, it is well established that the tax
consequences of transactions are governed by substance rather

than form Frank Lyon Co. v. United States, 435 U S. at 573.

Accordi ngly, we nust determ ne whether Barone and Watki ns
conducted thenselves in a manner consistent with their respective
enpl oynent agreenents with DIB and GSW

Thr oughout the NTC project, WCI had other projects in
progress, projects that did not involve WB Partners, DIB, or GSW
I n di scussing contracts outside the NTC project at trial, Watkins
testified that he “bid and got and oversaw three quarters of the
rest of them” |In doing so, WAatkins regularly conducted
activities as an officer of WZI that he was contractual ly
obligated to exclusively provide to GSW Further, Barone
testified that while WO was owned by REXX, his responsibilities
i ncl uded “anyt hing from managi ng enpl oyees to handling finance to
busi ness devel opnent.” He described these duties to include

managi ng projects. After WC was repurchased from REXX, Barone
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testified that his duties remained the sane as CEO of WCI, where
he nostly oversaw the NTC project but managed ot her projects as
well. Accordingly, the exclusivity clause of the enpl oynent
agreenents did not prevent Barone and Watkins from providi ng
allegedly restricted services in their capacity as officers of
WCl. Because Barone and Watkins failed to respect the |anguage
of the exclusivity clauses of the enpl oynent agreenents, we do
the sane, and we find that WB Partners’ contribution of the
services of Barone and Watkins to the NTC joint venture was not
necessary for the purpose of conducting the NTC project.

Next, petitioners argue that WB Partners contributed its
financial guaranties to the NIC joint venture. In determning
the value of this contribution, petitioners rely on the agreenent
anong Barone, Watkins, and REXX for Barone and Wat ki ns’ personal
guaranties to secure the bond for the IDIQ project. In return
for their guaranties Barone and Watkins were given 66. 66 percent
of the profits fromthe project. Petitioners claimthat this
agreenent was used as a nodel to value WB Partners’ interest in
the NTC joint venture.

Petitioners argue that WCI could not have obtained the NTC
bond wi t hout WB Partners’ financial guaranties. Petitioners
over | ook, however, that the NTC bond was issued on the basis of
the conbi ned net worth and financial guaranties of each of Wl

WB Partners, Barone, Watkins, DIJB, and GSW In doing so,
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petitioners ignore the reality of WB Partners’ contribution. The
NTC joint venture was not necessary for WB Partners’ financial
guaranty, nor was it necessary for WCI to obtain the NTC bond.
WB Partners was a required i ndemitor under the indemity
agreenents because WB Partners was related to WCI, not because VB
Partners provided any unique value to the NTC joint venture.
Accordingly, no different fromthose of Barone, Watkins, DJB, and
GSW WB Partners’ financial guaranties were not intertwined with
its participation in the NTC joint venture. This is a
significant distinction fromthe agreenment anong Barone, Watkins,
and REXX for the guaranties provided in the 1D Q project. The
guaranties of Barone and Watkins required conpensation from REXX

Further, despite requiring the financial guaranties of
Barone, Watkins, DJB, and GSWto obtain the NTC bond, WCI did not
enter into a joint venture agreenent with anyone but WB Partners.
Nei t her Barone, Watkins, DIJB, nor GSWwas entitled to a portion
of the profits fromthe NTC joint venture in exchange for making
contributions identical to that of WB Partners. Petitioners do
not explain why the financial guaranties of these other parties
were val uel ess while WB Partners’ guaranties entitled it to a
significant portion of the NTC joint venture profits. This
arrangenment is not indicative of an armi s-length negotiation

bet ween uncontrol |l ed parties.
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The contributions of WB Partners to the NIC joint venture
were of little value to the NIC project. Accordingly, this Luna
factor wei ghs against the finding that WB Partners and WC
engaged in a joint venture.

3. The Parties’ Control Over Incone and Capital and the
Ri ght of Each To Make Wt hdrawal s

WCl entered into the contract for the NTC project with
Har per and was entitled to all paynments fromthe job. Pursuant
to the NTC joint venture agreenent, however, WC was required to
deposit the funds received fromHarper into the NTC joint venture
bank account. Petitioners posit that Barone and Watkins wore two
hats in dealing with the incone and capital received fromthe NIC
joint venture. Specifically, petitioners argue that Barone and
Wat ki ns wore one hat to represent the best interests of WCI and
anot her hat to represent the independent and often conpeting
interests of WB Partners. Accordingly, petitioners argue that
Barone and Watkins, on behalf of both WCI and WB Partners,
exercised control over the income and capital and the right of
each entity to make w t hdrawal s.

Throughout their argunments, petitioners set forth this
t heory that Barone and Watkins wore two hats in negotiations and
transactions affecting related entities under their control. For
the Court to respect this theory requires evidence that decisions
affecting WoI and WB Partners were conducted at armis length. W

cannot reconcile the profit cap with petitioners’ two hat theory.
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Petitioners contend that it was decided to cap WB Partners’
share of the profits because the NTC joint venture was nore
profitable than expected. Wthout further explanation,
petitioners describe this as a “valid business reason.” This
justification is not sufficient. Pursuant to the NTC joint
venture agreenent, WB Partners was entitled to 70 percent of the
profits fromthe NTC joint venture. Petitioners have not
presented any legiti mte reason why WB Partners would forfeit its
contractual right to 19.6 percent of the NTC joint venture
profits. Such a forfeiture is not indicative of the conduct of
unrel ated parties in an arnis-length agreenent.’

Accordingly, WCI and WB Partners did not exercise control
over the income and capital of the NTC joint venture in a manner
commensurate with their joint venture interests. This Luna
factor weighs against a finding that WB Partners and WCl engaged

in ajoint venture.

‘Petitioners argue that the profit cap is evidence that the
NTC joint venture was not entered into for tax purposes.
Petitioners contend that had they been notivated by tax concerns,
t hey woul d not have allocated an additional $1,600,000 to W,
subj ecting that amount to an increased net tax. W decline to
specul ate as to the intent of W and WB Partners in instituting
the profit cap. The end result was a forfeiture of incone in a
manner that fails to represent an arm s-length transaction.
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4, Whet her Each Party WAs a Princi pal and Coproprietor,
Sharing a Miutual Proprietary Interest in the Net
Profits and Having an Gbligation To Share Losses, or
VWhet her One Party WAs the Agent or Enpl oyee of the
O her, Receiving for H's Services Contingent
Conpensation in the Formof a Percentage of | ncone

Since its inception WB Partners has filed financials and tax
returns and has engaged in investnment activities outside of the
NTC joint venture. WB Partners is not a shamfor tax purposes.
Petitioners argue that Barone and Watkins, on behalf of WB
Partners, contributed indemity and financing services to the NIC
joint venture; that WCI contributed environnental renediation,
construction, and licensing services; and that section 4.4 of the
NTC joint venture agreenent allocates the net profit of the NTC
joint venture between WCI and WB Partners accordingly. However,
as di scussed above, a profit cap was instituted to limt the
profit share of WB Partners. This profit cap is nore indicative
of a contingent conpensation arrangenent than a nutual
proprietary interest.

Further, WC does not have an obligation to share pro rata
in the NTC joint venture |losses. Section 4.2 of the NIC joint
vent ure agreenent provides:

4.2 Reinbursenent of WO Costs and Expenses. WC shall be

entitled to reinbursenent fromthe NTC joint venture Account

of all Drect Costs incurred by WCI in connection with the
subcontract Wbrk, plus Five Percent (5% of all such D rect

Costs. As herein, “Direct Costs” shall nean all direct

costs and expenses reasonably incurred by WCI in connection

with the subcontract Wrk, but excluding therefore any

indirect costs, including wwthout limtation, overhead and
general adm nistrative expenses as determ ned in accordance
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w th Federal governnment cost accounting standards. WC
shall, on a nonthly basis, submt to the Joint Venture an
invoice for Direct Costs incurred, plus Five Percent (5% of
such costs.
Petitioners concede that pursuant to this provision, any
possibility of loss to WZI on the NTC project was virtually
elimnated (i.e., it was guaranteed reinbursenent of direct costs
plus 5 percent). Petitioners argue, however, that WCl's
obligation on the NTC bond left it at risk to the extent of its
net worth. W do not find this risk relevant to the inquiry.
WCI agreed to the NTC bond and the indemity agreenents as an
entity separate fromthe NIC joint venture. Accordingly, any
resulting risk is an independent business obligation, and not a
risk resulting fromWl s participation in the NTC joint venture.
WCI and WB Partners did not share in the profits of the NTC
joint venture in a manner consistent with a nutual proprietary
interest. Further, WCI did not share pro rata in the | osses from
the NTC joint venture. Accordingly, this Luna factor weighs
agai nst the finding that WB Partners and WCI engaged in a joint

vent ure.

5. VWhet her Busi ness Was Conducted in the Joint Nanes of
the Parties

The evidence with respect to this Luna factor is m xed.
WCI, not the NTC joint venture, entered into the subcontract
agreenent. WCl billed Harper, and Harper made paynents directly

to WCOI. Further, WCI is the principal on the NTC bond, not the
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NTC joint venture. On the other hand, the NTC joint venture
applied for, obtained, and used its own enployer identification
nunber. The NTC joint venture also (1) used its enpl oyer
identification nunber to open the NTC joint venture bank
account, (2) signed the indemity agreenents, and (3) conducted
business as a joint venture wwth the MRB accounting firm

Accordingly, this Luna factor is neutral with respect to
whet her WCI and WB Partners engaged in a joint venture.

6. Whet her the Parties Filed Federal Partnership Returns

or Oherwi se Represented to Respondent or to Persons
Wth Whom They Dealt That They Were Joint Venturers

The NTC joint venture did not file a Federal partnership
income tax return as required by the NTC joint venture agreenent.
Further, WCl did not represent itself as a nenber of the NIC
joint venture in its negotiations, agreenent, and dealings with
Harper. At trial, Hunphrey, Harper’s primary representative on
the NTC project, testified that he was not aware of WB Partners.

I n many ot her respects, W and WB Partners represented
t hensel ves as joint venturers. As discussed above, the NTC joint
venture used its own enployer identification nunber, opened a
bank account, and signed the indemity agreenents. |n doing so,
WCI and WB Partners represented thenselves as joint venturers to,
anong others, AIG the G eenw ch Insurance G oup, the Insurance

Co. of the State of Pennsylvania, and Wells Fargo Bank.
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The NTC joint venture did not file a Federal incone tax
return; however, in certain instances it was represented to third
parties as a joint venture between WCI and WB Partners.
Accordingly, this Luna factor is neutral with respect to whether
WCI and WB Partners engaged in a joint venture.

7. VWhet her Separ at e Books of Account \Were Mintai ned for
t he Venture

The NTC joint venture maintai ned separate books for the NTC
joint venture bank account. Further, the NTC joint venture
created separate incone statenments. O her docunents, such as
wor k-i n-progress reports, were created in the nane of the NTC
joint venture. These docunments were | abel ed as docunents of the
NTC joint venture; however, they were prepared by WCl enpl oyees.
Further, no other books of account that may normally be expected
in the operation of a business were maintained for the NTC joint
venture. Accordingly, this Luna factor is neutral with respect
to whether WCI and WB Partners engaged in a joint venture.

8. VWhet her the Parties Exercised Mutual Control Over and
Assuned Miutual Responsibilities for the Enterprise

Petitioners once again set forth the theory that Barone and
Wat kins wore two hats in representing both WoI and WB Partners in
the mutual control of the NTC joint venture. As discussed above,
this theory requires evidence of arm s-length dealings between
the two entities. Absent evidence of a reasonabl e business

purpose to justify a forfeiture, the Court does not believe that
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WB Partners exercised nutual control over the NIC joint venture
when WB Partners conceded a significant portion of the profits it
was entitled to pursuant to the NTC joint venture agreenent.
Petitioners have failed to present such a business purpose.
Accordingly, this Luna factor weighs against a finding that WB
Partners and WCI engaged in a joint venture.

Five of the eight Luna factors weigh against a finding of a
joint venture and three Luna factors are neutral. Applying the
various Luna factors, with no one factor being conclusive, we
hold there was no joint venture between WCI and WB Partners
during the taxable periods at issue.

We reach the sane concl usion using the overall intent

approach set forth in Conm ssioner v. Culbertson, 337 U S. 733

(1949). WO conducted all of the business of the NTC joint
venture throughout the NTC project. As discussed above, VB
Partners did not contribute anything of substance to the NTC
joint venture. Considering all the facts and circunstances and
in accordance with our analysis of the Luna factors, we find that
WCI and WB Partners did not intend to join together in the

conduct of a joint venture.® As a result, respondent has net his

8Petitioners spent significant time throughout these cases
di scussing the benefits of the NTC joint venture in isolating WB
Partners’ allocation of profits fromthe NTC project fromWl's
other creditors. Petitioners argue that this nontax business
pur pose supports the econom c substance of the NTC joint venture
and is evidence of the parties’ intent to join together. Having
al ready held that WO and WB Partners did not conduct a joint
(continued. . .)
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burden of proof for 2002 and petitioners have failed to neet
their burden of proof for 2003 and 2004. Accordingly, we sustain
respondent’s determnations with regard to the NTC joint venture
for 2002-2004.

I11. Sale of WO

On April 18, 2003, WCI entered into an asset purchase
agreenent for the sale of substantially all of the assets of W
to Kuranda for $5,423,091. The parties allocated $3, 400, 000 of
the purchase price to the nonconpetition agreenent. The proceeds
of the nonconpetition agreenent and interest paid on the $500, 000
note were included as income by WB Partners on its 2003 Feder al
partnership incone tax return. Respondent contends that the
assets sold belonged to WCI and, therefore, the proceeds of the
nonconpetition agreenment and interest paid on the $500, 000 note
shoul d be properly included as incone to WCI, not WB Partners.

Petitioners argue that the exclusive services of Barone and
Wat ki ns bel onged to DIJB and GSWthrough their respective
enpl oynment agreenents and that those rights were contributed by
DIB and GSWto WB Partners. Petitioners therefore contend that
because WB Partners controlled the exclusive rights to the

servi ces of Barone and Wat ki ns and because w t hout those services

8. ..continued)
venture, we need not decide whether the NTC joint venture had
econom ¢ substance. Insofar as the NIC joint venture isolated WB
Partners’ share of the NTC project profits fromW s creditors,
this result does not reflect an intent of the parties to join
toget her to conduct a busi ness.



-42-
it would be inpossible for an entity controlled by Barone and
Wat ki ns to conpete with Kuranda, the proceeds of the
nonconpetition agreenment were properly included in the inconme of
WB Partners.

Petitioners rely on section 1.1.4 and 1.3 of the enpl oynent

agreenents, which was added by anendnent on Decenber 3, 2002.
Section 1.1.4 of each enploynent agreenent provides that the
excl usi ve service provided by Barone and Wat ki ns include any and
all services related to the present or future business of DJB,
GSW WB Partners, WClI, the NTC joint venture, or any party that
acquires an interest in any of the above-listed entities.
Section 1.3 is a nonconpetition provision which prevents Barone
and Watkins from engaging in any business activity which is, or
coul d becone, conpetitive with or adverse to the above-Ilisted
entities. Petitioners further rely on recital D of the
nonconpetition agreenent, which provides that WB Partners,
t hrough DIJB' s and GSWs excl usive enpl oynent agreenents, controls
t he services of Barone and Watkins, including the rights to
enforce observation of the nonconpetition requirenents by each.
Petitioners argue that this provision is evidence that Kuranda
recogni zed that the rights to these services belonged to B
Partners.

I n our discussion of the Luna factors we held that WB

Partners did not contribute the services of Barone and Watkins to
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the NTC joint venture because WCI was able to engage those
services from Barone and Watkins in their capacities as corporate
officers. In doing so, we anal yzed substance over formto
determ ne that Barone and Watkins did not conduct thensel ves
consistently wwth the exclusivity clauses of their respective
enpl oynent agreenents. This substance over formanalysis is
equal |y applicable to determ ne whether WB Partners properly

i ncl uded the proceeds of the nonconpetition agreenent in its 2003
gross i ncone.

The nonconpetition agreenent prevents Barone and Wat ki ns and
any related entity fromparticipating in “Conpeting Services.”
The nonconpetition agreenent defines “Conpeting Services” as any:

(i) service that has been provided, perfornmed or offered by

or on behalf of * * * [WIJ] (or any predecessor of * * *

[WCI]) at any time on or prior to the date of this

Nonconpetition Agreenent that involves or relates to

asbestos, nold, and | ead abatenent in residential,

commerci al and governnent properties; (ii) service that is

substantially the same as, is based upon or conpetes in any

material respect with any service referred to in clause

“(i1)” of this sentence.

According to the subcontract agreenment and the testinony of
Hunphrey, Barone, and Watkins, the physical work of the NTC
project was performed by WoI. WO had the proper |icenses and
permts to performthe necessary construction and excavation
wor k, not WB Partners, DIJB, GSW or the NTC joint venture.

Petitioners describe WB Partners, DJB, and GSW as i nvest ment

vehi cl es, not businesses engaged in perform ng services. Except
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for WZI, nothing in the record suggests that any of the entities
controll ed by Barone and Wat ki ns performed services involving or
related to “asbestos, nold, and | ead abatenent in residential,
commerci al and governnent properties”. Despite the | anguage of
t he enpl oynent agreenents, the asset purchase agreenent, and the
nonconpetition agreenent, in reality WoI was the only entity
i nvol ved that actively conducted the “Conpeting Services.”
Accordingly, WZ, and not WB Partners, owned the rights to the
future performance of such services, and we sustain respondent’s
determ nation with respect to the nonconpetition agreenent.

As di scussed above, WB Partners recognized interest incone
on its 2003 and 2004 partnership Federal incone tax returns for
i nterest paid by Kuranda on the $500, 000 note. Respondent
contends that because the proceeds of the nonconpetition
agreenent properly belonged to WCI, any interest on the $500, 000
note is interest inconme to WCI. Having sustained respondent’s
determnation with respect to the nonconpetition agreenent, we
further sustain respondent’s determ nation that interest paid on
t he $500, 000 note nust be included as interest income to WCI, and
not WB Partners, in 2003 and 2004.

Finally, respondent contends that because WC nust recognize
i ncone fromthe proceeds of the nonconpetition agreenent and
interest inconme fromthe $500,000 note, it is entitled to related

deductions clainmed by WB Partners. W agree. Accordingly, we
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sustain respondent’s determ nation wth respect to deductions
rel ated to the nonconpetition agreenent and $500, 000 note.

V. NOL
Petitioners bear the burden of establishing both the
exi stence and anmounts of NOL carrybacks and carryforwards. See

Rul e 142(a); Keith v. Conm ssioner, 115 T.C 605, 621 (2000); Lee

v. Comm ssioner, T.C Meno. 2006-70. Taxpayers are required to

mai ntain records sufficient to establish the anbunts of all owabl e
deductions and to enabl e the Conm ssioner to determ ne the

correct tax liability. Sec. 6001; Shea v. Conmm ssioner, 112 T.C.

183, 186 (1999). |If a factual basis exists to do so, the Court
may in some contexts approximate an al |l owabl e expense, bearing
heavi | y agai nst the taxpayer who failed to maintain adequate

records. Cohan v. Conmm ssioner, 39 F.2d 540, 543-544 (2d Gr.

1930); see sec. 1.274-5T(a), Tenporary Incone Tax Regs., 50 Fed.
Reg. 46014 (Nov. 6, 1985). However, in order for the Court to
estimate the anount of an expense, the Court nust have sone basis

upon which an estimate may be made. Vanicek v. Comm ssioner, 85

T.C. 731, 742-743 (1985). Wthout such a basis, any allowance

woul d amount to unguided | argesse. WIllians v. United States,

245 F. 2d 559, 560-561 (5th Gr. 1957).
I n 2000 and 2001 WCI cl ai med NCLs of $563, 485 and
$1, 311, 424, respectively. In 2002 WCI used $443,077 of the NOL

generated in 2000. 1In 2003, according to WCI’'s Federal incone
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tax return, WCl used a bal ance of $159,593 fromthe NOL generated
in 2000 and the entire $1, 311, 424 generated in 2001, for a total
NOL deduction of $1,471,117. Respondent conceded t hat
petitioners have substantiated the $563,485 NOL generated in
2000.

As a prelimnary matter, respondent argues in his reply
brief for the first tine that WCI m scalculated its NOL carryover
from 2002, resulting in double counting in both 2002 and 2003 of
a portion of the NOL generated in 2000. Respondent concedes that
this issue has not been raised previously; however, respondent
argues that pursuant to Rule 41(b)(1) an issue may be tried even
if the issue was not raised in the pleadings. Rule 41(b)(1)
provi des that in appropriate circunstances, an issue that was not
expressly pleaded, but was tried by express or inplied consent of
the parties, may be treated in all respects as if raised in the

pl eadi ngs. LeFever v. Conmm ssioner, 103 T.C. 525, 538-539

(1994), affd. 100 F.3d 778 (10th Cir. 1996). This Court, in
deci ding whether to apply the principle of inplied consent, has
consi dered whether the consent results in unfair surprise or
prejudice to the consenting party and prevents that party from
presenting evidence that m ght have been introduced if the issue

had been tinely raised. See Krist v. Conm ssioner, T.C Meno.

2001-140; McCGee v. Conmissioner, T.C. Menp. 2000-308.
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WCl s 2002 Federal income tax return shows that WC used
$443, 077 of the $563,485 NOL generated in 2000. This would | eave
a carryover of the NOL generated in 2000 of $120,408. However,
on its 2003 Federal inconme tax return, W clained a carryover
NCL from 2000 of $159,593. Accordingly, respondent argues that
WCl overstated the carryover fromthe NOL generated in 2000 by
$39, 185. The only explanation for this discrepancy on the record
is found in the workpapers of MRB, which describe the $39, 185 as
a “contribution * * * [carryover] converted into an NO.”

Because respondent raised this issue for the first tinme in his
reply brief and because the record provides a possible

expl anation for the discrepancy, we find that petitioners would
be unfairly prejudiced if we were to consider this issue wthout
petitioners’ having the opportunity to respond. Accordingly, we
do not find inplied consent pursuant to Rule 41(b)(1), and the
Court will not consider whether WCI overstated the carryover by
$39, 185.

Next, respondent contends that petitioners have failed to
substantiate the $1, 311,424 NOL generated in 2001 and used in
2003. Petitioners have presented evidence with respect to three
itens making up a portion of the NOL generated in 2001: (1) An
adj ust mrent on Schedule M1 of $214,960; (2) professional fees of
$243,199; and (3) cost of goods sold of $526,998. These itens

conbi ned make up $985, 157 of the $1, 311, 424 NOL cl ai ned.



-48-

Petitioners argue that respondent asked for information to
substantiate the NCOL deductions during the exam nation process.
Petitioners contend that respondent has chall enged only the three
itenms above and conceded the balance. There is no evidence on
the record to support this assertion.

Petitioners’ evidence respecting the $1, 311, 424 NCL
generated in 2001 is confined to the three itens |isted above.
Accordi ngly, before exam ning the weight of that evidence, we
find that petitioners have failed to substantiate the renaining
$326, 267 of the NOL generated in 2001, and we sustain
respondent’s determination with regard to this remainder

Petitioners claimto have substantiated a $214, 960 Schedul e
M1 adjustnment. At trial, petitioners’ C.P.A Rosner testified
that the Schedule M1 adjustnent is an accounting adjustnent nade
to reduce book inconme because WCI had reported an excess of book
income when it was owned by REXX. Rosner further testified that
the Schedule M1 adjustnent was the result of WCl's overstating
its profits on three jobs in 2000. Petitioners did not describe
the three jobs for which WCOI overstated profits in 2000.

Further, petitioners failed to explain howit was determ ned that
profits in 2000 were overstated or provide any docunentation to
evidence this determ nation. Accordingly, petitioners have
failed to neet their burden of proof, and we sustain respondent’s

determnation with regard to the Schedule M1 adj ustnent.
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Petitioners provided cancel ed checks and the testinony of
Rosner to substantiate |egal and professional fees of $243, 199.
Respondent argues that because the cancel ed checks do not include
meno |ines describing the nature of the work provided,
petitioners have failed to substantiate that the amounts were
paid for ordinary and necessary business expenses. W disagree
wi th respondent. The parties have stipulated that the cancel ed
checks reflect anobunts paid by WCOI to various law firns or other
entities providing | egal services, and Rosner testified to his
di scussions with the revenue agent wth respect to | egal and
prof essional fees during examnation. Further, the |egal and
prof essional fees were consistent with simlar expenses cl ai ned
by WCI in 2000, 2002, and 2003. Accordingly, we find that WCI is
entitled to $243,199 of the NOL attributable to |legal and
pr of essi onal fees.

Finally, petitioners provided the general |edger of WC as
evi dence of the $526,998 attributable to cost of goods sol d.
Petitioners have not provided receipts, invoices, cancel ed
checks, or any other evidence to prove the nature of these
expenses or whether such expenses were paid. Accordingly,
petitioners have failed to neet their burden of proof, and we
sustain respondent’s determnation wwth regard to the cost of

goods sol d.
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V. Secti on 6662(a) Penalty

Section 6662(a) and (b)(2) inposes an accuracy-rel ated
penal ty upon any underpaynent of tax resulting froma substanti al
understatenment of inconme tax. The penalty is equal to 20 percent
of the portion of any underpaynent attributable to a substanti al
understatenent of incone tax. |d. An understatenent is
“substantial” if it exceeds the greater of: (1) 10 percent of
the tax required to be shown on the return for the taxable year
or (2) $5,000 ($10,000 in the case of a corporation). Sec.
6662(d)(1). Section 6662(a) and (b)(1) also inposes a penalty
equal to 20 percent of the amount of an underpaynent attri butable
to negligence or disregard of rules or regulations. Negligence
includes any failure to make a reasonable attenpt to conmply with
the provisions of the Internal Revenue Code, including any
failure to nmai ntain adequate books and records or to substantiate
itenms properly. Sec. 6662(c); sec. 1.6662-3(b)(1), Incone Tax
Regs.

Respondent has the burden of production with respect to the
accuracy-related penalty. To neet this burden, respondent nust
produce sufficient evidence indicating that it is appropriate to

i npose the penalty. See Hi gbee v. Conmm ssioner, 116 T.C. 438,

446 (2001). Once respondent neets this burden of production,
petitioners have the burden of proving that respondent’s

determ nation is incorrect. See Rule 142(a); H gbee v.
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Conm ssi oner, supra at 446-447. Petitioners’ underpaynents of

tax resulting fromour determ nations exceed $5,000 for each year
in issue. Further, petitioners’ failure to produce records
substantiating their clainmed NOL deductions supports the
i nposition of the accuracy-related penalty for negligence with
respect to those deductions for the years at issue.

An accuracy-related penalty is not inposed on any portion of
t he under paynment as to which the taxpayer acted with reasonabl e
cause and in good faith. Sec. 6664(c)(1l). A taxpayer nay be
abl e to denonstrate reasonabl e cause and good faith (and thereby
escape the accuracy-rel ated penalty of section 6662) by show ng
its reliance on professional advice. See sec. 1.6664-4(b)(1),
| ncone Tax Regs. However, reliance on professional advice is not

an absolute defense to the section 6662(a) penalty. Freytag v.

Comm ssioner, 89 T.C. 849, 888 (1987), affd. 904 F.2d 1011 (5th

Cr. 1990), affd. 501 U S. 868 (1991). A taxpayer asserting
reliance on professional advice nust prove: (1) That his adviser
was a conpetent professional with sufficient expertise to justify
reliance; (2) that the taxpayer provided the adviser necessary
and accurate information; and (3) that the taxpayer actually

relied in good faith on the adviser’s judgnment. See Neonatol ogy

Associates, P.A. v. Comm ssioner, 115 T.C 43, 99 (2000), affd.

299 F.3d 221 (3d Gr. 2002). As a defense to the penalty,

petitioners bear the burden of proving that they acted with
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reasonabl e cause and in good faith. See Higbee v. Comm ssioner,

supra at 446.

Petitioners argue that they relied on Rosner, as a tax
specialist, to determne the tax treatnent of the transactions at
issue.® Petitioners contend that they have established Rosner as
a professional with the requisite expertise, he was provided
necessary and accurate information, and they relied on himin
good faith. W disagree.

Petitioners have failed to set forth any evi dence that
Rosner was provided with all the necessary and accurate
information. In fact, Rosner testified that he was not invol ved
in any di scussions about the structure of the transactions at
i ssue and that he nerely prepared financial statenents and
returns based on the information he was provided. Accordingly,
petitioners have failed to show reasonabl e cause or any ot her
basis for reducing the penalties, and we find themliable for the
section 6662 penalty for the years at issue as commensurate with
t he concessions and our holding. See id.

I n reaching our holdings herein, we have consi dered al
argunents made, and, to the extent not nentioned above, we

conclude they are noot, irrelevant, or without nerit.

°Petitioners do not argue that they relied on the
pr of essi onal advice of Ryder despite his role in structuring the
entities controlled by Barone and Wat ki ns.
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To reflect the foregoing,

Decisions will be entered

under Rul e 155.




