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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

GALE, Judge: Respondent determ ned deficiencies and an
addition to tax with respect to petitioners’ Federal incone taxes

as foll ows:



Addition to Tax

Year Defi ci ency Sec. 6653(a)
1976 $5, 635 ---
1977 8, 100 ---
1978 7,258 $363

Respondent has al so determ ned that petitioners are liable for
i ncreased interest on underpaynents attributable to a tax-
notivated transaction as defined in section 6621(c).*

After concessions, the issues for decision are: (1) Wether
t he Gsht enp- Kal amazoo Associ ates partnershi p (GOsht enp- Kal anazoo),
in which petitioner Abraham Wi ss was a general partner, engaged
in a cable television activity for profit, with the result that
petitioners should be allowed to claimtheir proportionate share
of the | osses and investnent tax credits generated by that
activity for the years in issue; (2) whether petitioners failed
to establish their ownership interests in the partnership, so as
to be entitled to the deductions or credits in question, or
whet her the transactions were instead shanms, devoid of substance;
(3) whether respondent may disallow the | osses from Gsht eno-
Kal anmazoo cl ai mred as deductions on petitioners' tax returns for
t he taxabl e years 1976, 1977, and 1978 wi t hout proof that
adj ustments were made to the partnership returns of Gshteno-
Kal anazoo; (4) whether petitioners are liable for the negligence

addition to tax pursuant to section 6653(a) for the taxable year

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable years in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.
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1978; and (5) whether petitioners are liable for increased
interest on the deficiencies, if any, pursuant to section
6621(c).

FI NDI NGS OF FACT?

At the tinme petitioners filed their petition herein, they
were residents of Brooklyn, New York. During the taxable years
1976, 1977, and 1978, petitioner Abraham Wiss was enpl oyed as a
certified public accountant. He has substantial experience in
preparing tax returns. During the same years, he was also a
general partner in Oshteno-Kal amazoo, a partnership involved in a
cable television activity. Before he becanme a general partner in
Gsht enp- Kal amazoo, petitioner Abraham Weiss' only experience in
the cable television industry arose from provi di ng accounti ng
services for clients in that industry. He prepared the tax
returns for Oshtenop-Kal amazoo for the years in issue. At the
time of trial, petitioners had no docunments, such as bank records
or other business records, relating to Gshteno-Kal amazoo, nor
were they able to | ocate witnesses other than M. Wi ss hinself
who could testify regarding their investnent in Gshtenp-Kal amazoo
and his becom ng a general partner therein.

Gsht enp- Kal amazoo i ssued a note to acquire a cable
tel evision systemin 1976. The note was nonrecourse, and

petitioners did not have personal liability on the note.

2 Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference.



Gsht enp- Kal amazoo did not ask the limted partners to make any
cash investnents during the years in issue.

Petitioners filed joint Federal inconme tax returns for their
t axabl e years 1976, 1977, and 1978 on which they cl ai med | osses
from GCsht enp- Kal anazoo in the anobunts of $12,234, $10, 462, and
$8, 012, respectively. They also clainmed a share, in the amunt
of $1,950, of an investnent tax credit relating to Oshteno-

Kal amazoo for the taxable year 1976.

In 1985, Acton CATV, Inc. (Acton CATV), as part of a joint
venture agreenent, assuned all partnership obligations of
Gsht enp- Kal amazoo. Acton CATV agreed to indemify petitioner
Abraham Wi ss for any partnership obligations incurred by
Gsht enp- Kal anazoo.

During respondent's audit of the partnership returns,
petitioners agreed to extensions of the period of limtations.

In the notice of deficiency, issued August 18, 1995, respondent

di sal l owed the | osses clained by petitioners on their tax returns
for the taxable years 1976, 1977, and 1978 relating to Oshteno-
Kal amazoo. Respondent al so determ ned that petitioners’ claimto
the $1, 950 share of an investnment tax credit relating to Oshtenp-
Kal amazoo for the taxable year 1976 shoul d be disal | oned.

The petition in this case was filed on Novenber 13, 1995.
Respondent filed a request for adm ssions, wth service upon
petitioners, on Decenber 20, 1996. Petitioners filed no
response, and the matters in respondent's request were deened

admtted, pursuant to Rule 90(c). On February 4, 1997, the Court



i ssued an order in response to respondent's earlier filed
notions, requiring petitioners, by February 18, 1997, to produce
request ed docunents and to respond to respondent's
interrogatories. The Court held in abeyance respondent's notion
for sanctions regarding petitioners' failure to respond to the
di scovery requests.

Petitioners, however, filed no response to the request for
production of docunents. They did not provide answers to
interrogatories or respond to the request for adm ssions until
March 12, 1997, 5 days before trial.

When the case was called on March 18, 1997, respondent
agreed to the Court's vacating petitioners' deened adm ssions, in
view of petitioners’ subm ssion, albeit tardy, of responses to
those requests for adm ssions. Additionally, based upon
petitioners' representations that they had no docunents in
response to respondent's request for production of docunents,
respondent agreed to abandon that part of the earlier filed
nmotion that sought sanctions relating to the request for
production of docunents. Respondent continued to seek sanctions
for petitioners’ untinely filing of responses to interrogatories.
In response to the notion for sanctions, the Court agreed to bar
petitioners' testinony covering matters that would have been
addressed in tinely responses to interrogatories, pursuant to
Rul e 104(c). Before excluding such testinony, however, the Court
requi red respondent to denonstrate, in each instance, not only

that the proffered testinony involved information sought in the
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interrogatories, but also that petitioners' failure to produce
that information had prejudiced respondent's ability to prepare
for trial. At trial the Court sustained respondent’'s objections
to proffered testinony with respect to two interrogatories--one
relating to the specific amount of time petitioner Abraham Wi ss
spent working on Gsht enp-Kal amazoo' s busi ness affairs, and the
other relating to specific informati on regardi ng Acton CATV s
entry into the partnership business. The Court overrul ed anot her
objection relating to M. Wiss' testifying about the specific
duties he perforned for Oshtenp-Kal amazoo during the years in
issue. The latter ruling was based upon M. Wi ss
representation that he had earlier reveal ed such information to
one of respondent's counsel.

The parties filed seriatimbriefs. Petitioners’ reply brief
asserted, for the first time in these proceedi ngs, that
respondent had | ost their docunentary records relating to the
matters at issue. Respondent then sought, and was granted,
permssion to file a supplenental brief addressing the asserted
| oss of petitioners' records. Follow ng subm ssion of that
brief, M. Wiss sent to the Court a letter in which he further
di scussed the issue of respondent’'s alleged | oss of petitioners
records.

OPI NI ON
Respondent's statutory notice of deficiency disallowed

petitioners' clainmed distributive share of "all incone, |osses,

deductions and tax credits" from Gshtenp-Kal amazoo. Respondent



grouped the reasons for disallowance into three general
categories. The first is petitioners' asserted failure to
denonstrate that Oshteno-Kal amazoo was an activity entered into
for profit. Respondent accordingly disallowed the clainmed
deductions for failure to neet the requirenments of sections 162,
212, and 183.

Al ternatively, respondent contended that petitioners did not
establish the requisite ownership interest in the Gshteno-
Kal amazoo program instead, respondent determ ned that the
Gsht enp- Kal anmazoo transacti ons were shans or | acked substance.
Finally, respondent determ ned that petitioners had not
established the cost or basis of assets anortized by the
partnership and that the cost used "was unreasonabl e and
excessive and was not incurred for the stated purpose and that
the assets have an indeterm nate useful life."

Petitioners bear the burden of proof on all pertinent itens.

See Rule 142(a); Welch v. Helvering, 290 U S. 111 (1933). Al

cl ai mred deductions and credits are matters of |egislative grace

and nmust have a basis in the statute. New Col onial Ice Co. V.

Hel vering, 292 U S. 435 (1934). W are not required to find that

petitioner Abraham Wi ss’ self-serving testinony neets that

burden. Tokarski v. Comm ssioner, 87 T.C. 74, 77 (1986). Even
i f respondent does not present contradictory evidence, we nmay
still find, on the basis of the record, that petitioners’

evidence falls short of neeting their burden of proof. Fleischer
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v. Comm ssioner, 403 F.2d 403, 406 (2d Cr. 1968), affg. T.C

Meno. 1967-85.

Profit Objective

Section 162 allows the deduction of ordinary and necessary
expenses incurred in carrying on a trade or business. An
activity qualifies as a trade or business capabl e of generating
deductions under section 162 only if the taxpayer engaged in the

activity wwth the intention of making a profit. Brook, Inc. v.

Comm ssioner, 799 F.2d 833, 838 (2d G r. 1986), affg. T.C. Meno.

1985-462. Section 212 allows a deduction for expenses incurred
in transactions entered into for profit, although the activities
do not anount to a trade or business.

Section 183 allows a deduction for activities not notivated
by profit, but it subjects such deductions to a variety of
[imtations. Section 183(a) first permts deductions of itens
that, by their terns, are not dependent upon a profit notive,
such as certain deductions for interest or taxes. Section
183(b) (1) also allows deductions which woul d otherw se be
permtted only if the activity was engaged in for profit.

Section 183(b)(2), however, |limts these |latter deductions to the
anount by which the gross incone exceeds the deductions that are
not dependent upon a profit notive.

In addition to the deductions disall owed, respondent
di sall owed a clainmed investnent tax credit. Section 38 permts a
credit agai nst Federal incone taxes, allowable as a percentage of

an investnment in "section 38 property". This is generally



tangi bl e personal property that is subject to the all owance for
depreciation. Sec. 48(a)(1l). Depreciation is allowable on
property subject to wear and tear or obsol escence and used in a
trade or business or for the production of inconme. Sec. 167(a).
The credit is |limted to a percentage of a taxpayer's "qualified
investnment" in such property. Qualified investnent is a
percentage of basis, and basis is generally cost. Secs. 46(c),
1011.

As the foregoing discussion indicates, common to the tax
benefits clai med--whet her deductions or credits--is the
requi renent that the activity at issue be a trade or business or
a transaction otherwi se entered into for profit. |[If this
requirenent is not nmet, section 183 limts deductions to the
anmount of incone fromthe activity, and no investnent tax credits

are allowed. Soriano v. Conm ssioner, 90 T.C. 44, 52-53 (1988).

Section 183(c) defines an activity which is "not engaged in
for profit" as "any activity other than one with respect to which
deductions are allowable for the taxable year under section 162
or under paragraph (1) or (2) of section 212." Deductions under
section 162 or 212(1) or (2) require the "actual and honest

objective of making a profit." Dreicer v. Conm ssioner, 78 T.C

642, 645 (1982), affd. w thout opinion 702 F.2d 1205 (D.C. G
1983). Profit means econom c profit independent of tax savings.

Antoni des v. Conmm ssioner, 91 T.C. 686, 694 (1988), affd. 893

F.2d 656 (4th G r. 1990). Although the expectation of making a

profit need not be reasonable, the facts and circunstances nust
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indicate that the taxpayer entered into the activity, or

continued it, with the actual and honest objective of making a

profit. 1d.; Dreicer v. Conm ssioner, supra at 645; sec. 1.183-
2(a), lIncone Tax Regs.

Whet her a taxpayer has an actual and honest profit objective
is decided on the basis of all surrounding circunstances.

Dreicer v. Comm ssioner, supra at 645; sec. 1.183-2(b), I|ncone

Tax Regs. |In making our determ nation, we give greater weight to
objective factors than to a taxpayer's statenent of intent.

Dreicer v. Comm ssioner, supra at 645; sec. 1.183-2(a), |ncone

Tax Regs.

Partnership activities present special considerations in
determ ni ng whether they are entered into for profit.
"Partnerships are nere formal entities. Cbviously, they do not

have i ndependent m nds of their own." Fox v. Conm ssioner, 80

T.C. 972, 1007 (1983), affd. w thout published opinion 742 F.2d

1441 (2d Cr. 1984), affd. sub nom Barnard v. Conmm ssioner, 731

F.2d 230 (4th Gr. 1984), affd. w thout published opinions sub

nom Hook v. Commi ssioner, Kratsa v. Conm ssioner, Leffel v.

Conmi ssi oner, Rosenblatt v. Comm ssioner, Zenel v. Conm SssSioner,

734 F.2d 5-9 (3d CGr. 1984). In determning partnership intent,
we often focus on the actions taken by the general partner.

Finoli v. Conm ssioner, 86 T.C. 697, 722 (1986).

Section 1.183-2(b), Income Tax Regs., provides a
nonexclusive |list of objective factors to be considered in

deci di ng whether an activity is engaged in for profit. Allen v.
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Comm ssioner, 72 T.C. 28, 33-34 (1979). The factors are: (1)

The manner in which the taxpayer carries on the activity; (2) the
expertise of the taxpayer or the taxpayer's advisers; (3) the
time and effort expended by the taxpayer in carrying on the
activity; (4) the expectation that assets used in the activity
may appreciate in value; (5) the success of the taxpayer in
carrying on other simlar activities; (6) the taxpayer's history
of income or loss with respect to the activity; (7) the anount of
occasional profits, if any, which are earned; (8) the financial
status of the taxpayer; and (9) whether elenents of personal

pl easure or recreation are invol ved.

Petitioners have offered little, if any, evidence regarding
nost of these factors. They have not shown that petitioner
Abraham Weiss, in his capacity as a general partner, carried on
his activities in a businesslike manner. Nor, despite
respondent's repeated requests, have petitioners brought forward
any books and records relevant to the activity; nor is there any
proof that any such books and records were properly maintained.
Notw t hstanding M. Wiss' role as the general partner of a
partnership that owned a cable tel evision operation, he has
denonstrated no expertise in the cable television field, other
t han maki ng vague representations that he provided accounting
services to cable television custoners. Nor is there direct
evi dence that the operation of Oshtenp-Kal amazoo was gui ded by
anyone with denonstrated expertise or know edge of the cable

tel evision industry.
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M. Weiss has represented that he spent adequate tinme with
t he Gsht enp- Kal amazoo undertaki ng, but we have no basis to accept
his representations. Wen respondent sought information
pertaining to this issue pursuant to this Court's discovery
rules, M. Wiss failed to provide that information, despite this
Court's order that he do so, to the prejudice of respondent's
preparation of a defense as to this issue. Accordingly, on
respondent's notion, we prohibited M. Wiss fromintroducing
further evidence as to the tine spent in this activity, pursuant
to Rule 104(c)(2).

W did permt M. Wiss to testify that, as general partner
for Oshtenp-Kal amazoo, he was actively involved in negotiations
relating to acquisition of equi pnment, negotiations for the
broadcast of prograns and related nmaterials, |ogistics, contacts
with the municipality, environnmental analysis and studies, and
day-to-day admnistration. He did not, however, "manage" the
system Managenent was instead handl ed by a managenent "teant
The degree of M. Weiss' involvenent is, ultimately, unclear.

Petitioners also failed to provide any specifics as to the
nature of the GOshtenp-Kal amazoo assets acquired or their val ue.
They have not provided any basis for concluding that such assets
woul d appreciate in value. Petitioners do, however, assert that
Acton CATV' s acquisition of the cable television activity in 1985
is an indication that it was a profitable operation. W decline

to follow that reasoning. The fact that Acton CATV acquired the
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busi ness does not inpute a profit notive to its previ ous owners.

See Finoli v. Conm ssioner, supra at 716-718, 726.

Additionally, other than M. Wiss' representation that he
provi ded accounting services for unspecified other cable
television clients, there is no basis to assunme that petitioners
have ever had any particular success in simlar or dissimlar
activities.

The scant evidence presented indicates that petitioners
earned no profits whatsoever fromtheir Oshteno-Kal anmazoo
activities; they only incurred | osses. Petitioners' tax returns
indicate that they used these | osses to offset taxable incone
generated by M. Weiss' unrelated activities. Finally, although
we doubt that considerations of personal pleasure entered into
petitioners' decision to engage in cable television activity, the
absence of such considerations does not appreciably aid
petitioners' attenpt to denonstrate a profit objective in that
activity.

Petitioners ultimately have failed to produce evidence
showi ng that the Oshteno-Kal amazoo activities were entered into
with the requisite profit notive. Accordingly, we sustain
respondent’s determnation on this issue.

Econom ¢ Subst ance

Respondent has al so disallowed the clainmed | oss deductions
because of petitioners' asserted failure to show the necessary
attri butes of ownership required to claimthe Gshtenbp-Kal anazoo

assets. Instead, respondent asserts the partnership activities
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were a sham and | acked econoni ¢ substance. A transaction is
w thout its intended effect for Federal incone tax purposes if it
is devoid of econom ¢ substance consonant with its intended tax

ef f ect s. Frank Lyon Co. v. United States, 435 U.S. 561, 573

(1978); Knetsch v. United States, 364 U S. 361, 364 (1960). The

substance of the transaction, not its form determnes its tax
consequences. The transaction nust have econom ¢ substance which
is "conpelled or encouraged by business or regulatory realities,
is inmbued with tax-independent considerations, and is not shaped
sol ely by tax-avoidance features that have neani ngl ess | abels

attached". Frank Lyon Co. v. United States, supra at 583-584;

Estate of Thomas v. Conm ssioner, 84 T.C 412 (1985); Hlton v.

Commi ssioner, 74 T.C. 305 (1980), affd. per curiam671 F.2d 316

(9th Cr. 1982).

The test for econom c substance is based on objective
factors. W take into account whether the taxpayer acquired a
bona fide equity interest in the property and whether the
t axpayer had a reasonabl e opportunity for econom c success. Levy

v. Comm ssioner, 91 T.C 838, 856 (1988); Packard v.

Comm ssioner, 85 T.C. 397, 417 (1985). W have found the

followng factors to be particularly inportant in determning
whet her a transacti on possesses econom ¢ substance: The presence
or absence of arnis-length price negotiations, Helba v.

Comm ssi oner, 87 T.C. 983, 1005-1007 (1986), affd. w thout

publ i shed opinion 860 F.2d 1075 (3d G r. 1988); the relationship

between the sale price and the fair market value, Zirker v.
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Comm ssioner, 87 T.C. 970, 976 (1986); the structure of the

financing, Helba v. Conmm ssioner, supra at 1007-1011; whet her

there was a shifting of the burdens and benefits of ownership,

Rose v. Comm ssioner, 88 T.C 386, 410 (1987), affd. 868 F.2d 851

(6th Cr. 1989); the degree of adherence to contractual terns,

Hel ba v. Commi ssioner, supra at 1007-1011; and the reasonabl eness

of the incone projections, R ce's Toyota Wirld, Inc. v.

Comm ssioner, 81 T.C. 184, 204-207 (1983), affd. in part, revd.

in part and remanded 752 F.2d 89 (4th G r. 1985).

Petitioners presented no pertinent evidence regarding their
equity in Oshteno-Kal anazoo or the prospect of econonm c success
beyond very concl usory assertions that M. W.iss thought that
investing in a cable television systemwould be profitable. They
gave no hint as to the content or nature of any negotiations
enpl oyed in acquiring the property, nor did they establish the
sale price or the actual value of the assets at issue. As to the
structure of the financing, we are told only that Oshteno-

Kal amazoo i ssued a note to acquire a cable tel evision systemin
1976. The note was nonrecourse, and petitioner Abraham Wi ss did
not have personal liability on the note. This information is not
particularly instructive as to the issue of profit objective.

Petitioners have given us no specifics as to any shifting of
t he burdens and benefits of ownership, except for our being told
that an entity naned Acton CATV acquired the assets sone years
after those in issue. Nor have they provided information

regardi ng the degree of adherence to contractual terns or the
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reasonabl eness of the inconme projections, if any--other than M.
Wei ss' assurances to us that he thought that Oshtenp-Kal anazoo
had a tremendous “upside” potential. In sum petitioners
evidence falls far short of denonstrating that the Oshteno-

Kal amazoo program possessed the econom ¢ substance needed to
support the tax deductions and credits at issue. W sustain
respondent's determnation as to this issue.

Bases of Anortizable Assets

The Internal Revenue Code permts taxpayers to claim
deductions for anortization in specific situations, for exanple,
the anortization of the cost of acquiring a | ease under section
178. Section 1016 requires adjustnments to basis with respect to
anount s deducted as anortization expenses. Petitioners have
provi ded no evidence with respect to the bases or costs of assets
anortized by Oshteno-Kal amazoo. W therefore have no cause to
guestion respondent's disall owance of anortization deductions.

Exam nati on of Partnership Return

On brief, petitioners attack respondent's disall owance by
insisting that respondent disallowed the |osses and credits
clainmed on their returns without initially nmaking adjustnments to
the partnership Federal incone tax returns. Even if true,
petitioners' assertion does not avail themhere. A trial before
this Court is a proceeding de novo, and our determnation as to
petitioners' tax liability nust be based on the nmerits of the
case and not on any record devel oped at the admnistrative |evel.

G eenberqg's Express, Inc. v. Conmissioner, 62 T.C 324, 328
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(1974). The question whether respondent nmade adjustnents to the
partnership Federal inconme tax returns before issuing the notice
of deficiency to petitioners is thus irrelevant here. As noted
above, petitioners have the burden of proving to this Court that
they are not liable for the determ ned deficiencies. Wen they
fail to neet this burden, as they have done here, we will sustain
a deficiency notice disallowng a partnership |oss even though
the audit of the partnership was not yet final. Chaumv.

Comm ssi oner, 69 T.C 156, 163-164 (1977).°3

Petitioners also argue that there is a presunption that
busi ness deal s take place at arms I ength. They conclude that,
because respondent has not disproved their clains that the
Gsht enp- Kal amazoo transacti ons were conducted at arm s | ength,
their Oshtenp-Kal amazoo transactions are presunptively valid and
must be accepted for purposes of Federal incone taxation.
Petitioners again fail to recognize that it is their burden, and

not respondent’s, to prove each fact needed to substantiate the

3 For taxabl e years beginning after Sept. 3, 1982, the
| nt ernal Revenue Code provides for determ ning the tax treatnent
of items of partnership inconme, |oss, deductions, and credits at
the partnership level in a unified partnership proceeding rather
than in separate proceedings wwth the partners, pursuant to the
audit and litigation procedures of the Tax Equity and Fi scal
Responsibility Act of 1982 (TEFRA), Pub. L. 97-248, sec. 402(a),
96 Stat. 324, 648. Partnership itens include each partner's
proportionate share of the partnership's aggregate itens of
i ncome, gain, |oss, deduction, or credit. Sec. 6231(a)(3); sec.
301.6231(a)(3)-1(a)(1)(i1), Proced. & Adm n. Regs. These
provi si ons, however, are effective only for partnership taxable
years beginning after Sept. 3, 1982. See TEFRA sec. 407(a) (1),
96 Stat. 670. Accordingly, they are not in effect for the years
here at issue.
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deductions and credits at issue and their right to claimthem
See Rul e 142(a).* They have not done so here.

Asserted Loss of Records

In their reply brief, petitioners assert, for the first tine
in these proceedi ngs, that after they had provi ded respondent
with their only records of the Oshteno-Kal amazoo activity,
respondent never returned them They argue that their failure to
substantiate their right to the deductions and credits at issue
can be traced to the clained | oss of these records by respondent.

Cting Andrew Crispo Gallery, Inc. v. Conm ssioner, 16 F.3d 1336

(2d Gr. 1994), affg. in part, vacating and remanding in part

T.C. Meno. 1992-106, petitioners contend that, because respondent
| ost their records, they are entitled to a presunption that their
records woul d support their contention that they had an adequate

profit notive for engaging in the Oshtenp-Kal amazoo activity.?®

4 W note that recent nodifications to the burden of proof
requi renents in court proceedings are inapplicable here, as the
exam nation in this case cormmenced before July 22, 1998. See
sec. 7491, as added by the Internal Revenue Service Restructuring
and Reform Act of 1998 (RRA), Pub. L. 105-206, sec. 3001(a), 112
Stat. 685, 726-727; see also RRA sec. 3001(c), 112 Stat. 727.

> Qur practice is not to consider new issues raised for the
first tinme on reply brief. See Rules 31(a), 41(a); Krause v.
Comm ssioner, 99 T.C 132, 177 (1992), affd. sub nom Hildebrand
V. Conmm ssioner, 28 F.3d 1024 (10th Gr. 1994); D Leo v.
Conmi ssioner, 96 T.C. 858, 891 (1991), affd. 959 F.2d 16 (2d Cr
1992). In view of petitioners' pro se status and the nature of
t he i ssue, however, we have exercised our discretion to permt
further briefing with respect to petitioners' assertion that
respondent has lost their records. 1In this regard, we have
decided to file and consider petitioner Abraham Wiss’ letter
t hat addresses argunents made in respondent's "Brief in Response

(continued. . .)
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We di sagree. The general rule applicable to a party having
the burden of proof is that a |oss of records may preclude

proving a material fact. |In Burnet v. Houston, 283 U S. 223, 228

(1931), the Suprenme Court explained: “The inpossibility of

proving a material fact upon which the right to relief depends

sinply | eaves the clai mant upon whomthe burden rests with an

unenforceable claim a msfortune to be borne by him as it nust

be borne in other cases, as the result of a failure of proof.”
The Court of Appeals for the Second Crcuit, in Andrew

Crispo Gallery, Inc. v. Conm ssioner, supra, acknow edged that

principle, but the majority of the Court of Appeals panel
deciding that case determned that a different rule nust apply
when the Governnent itself is responsible for the taxpayer's
inability to produce docunentary evidence. In such a case, the
maj ority considered two nodifications to the hol ding of Burnet v.

Houst on, supra, appropriate:

First, where the taxpayer’s records have been seized
and | ost by the governnment, the trier should at |east
be permtted to infer that the true facts are as

al l eged by the taxpayer to be set forth in the
docunents seized and |lost. Second, in those instances
where the taxpayer can offer credible evidence that the
sei zed and | ost record was properly maintained by the

t axpayer, prior to seizure, and accurately reflected
the facts that the taxpayer alleges it purports to
reflect, the taxpayer is entitled to a presunption that
the record would so reflect those alleged facts. * * *
[ Andrew Crispo Gallery, Inc. v. Conm ssioner, supra at
1343-1344.]

°(...continued)
to Petitioners' Reply Brief". Cf. Ware v. Conm ssioner, 906 F.2d
62, 65-66 (2d Cr. 1990), affg. T.C. Menp. 1989-165.
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In any event, however, "the ultimate burden of persuasion as to
entitlenent to a deduction would remain on the taxpayer." 1d. at
1344,

The Court of Appeals’ holding does not aid petitioners in
this case. First, we do not accept petitioners' clains that
respondent is responsible for their failure to produce docunents
relating to the Gshteno-Kal amazoo activity. During the
devel opment of this case, petitioners steadfastly ignored
respondent's valid requests for the production of docunments. At
t he beginning of trial, they conceded that they did not have the
records requested, and respondent agreed to rescind the demand
for sanctions. At no tinme before trial did petitioners state
that their inability to produce rel evant docunents was due to
respondent’'s | oss of those records. During the trial itself, M.
Wi ss frequently argued that, during the audit process, he had
presented respondent with records relevant to the Oshteno-

Kal amazoo activity. Even then, M. Wiss did not assert that
respondent had retai ned, and possibly lost, their records. The
failure to make such an assertion persisted in petitioners
opening brief. 1t was not until their reply brief--which, in the
normal course, would have been the | ast docunent submtted in the
case--that petitioners nade such a charge. M. Wiss is a
certified public accountant who has testified as to his
famliarity with respondent’'s audit processes. He was certainly
aware of the inportance of relevant docunentary evidence in this

case. |If petitioners believed in good faith that respondent was
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responsi ble for preventing their production of such docunentary
evi dence, they would not have waited until their reply brief to
say so.

Mor eover, even if respondent had | ost petitioners' records,
we still would not hold for petitioners. Rule 1004 of the
Federal Rules of Evidence provides that secondary evidence of a
"writing, recording, or photograph” is admssible if the original
is unintentionally lost. This rule alters the type of evidence
that nmay be adm ssible. As the Court of Appeals recognized in

Andrew Crispo Gallery, Inc. v. Connmi ssioner, supra, however, the

rul e does not affect petitioners' burden of persuading the Court

as to the existence of asserted facts. See Malinowski V.

Comm ssioner, 71 T.C 1120, 1125 (1979). The Court of Appeals’

holding in Andrew Crispo Gallery still |eaves petitioners both

with the burden of establishing a basis for us to infer that the
m ssing records contain the facts as alleged by themand with the
requi renment of producing credi ble evidence that the m ssing
records were properly maintai ned and accurately reflected the
facts as alleged. The record before us--consisting of M. Wiss
vague and sel f-serving testinony--establishes neither. Andrew

Crispo Gallery does not provide taxpayers entitlenent to

ot herwi se unsubstanti ated deductions or credits based on the bare
assertion that their records have been | ost by the Governnent,

wi thout further proof. See Rodman v. Conmm ssioner, 542 F.2d 845,

853-854 (2d Cir. 1976), affg. in part, revg. in part and
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remanding T.C. Meno. 1973-277. Here, petitioners have provided
no such further proof.

Del ay of Deficiency Notice

I n eval uating the evidence, we have remai ned cogni zant of
the long period of tinme between the last of the taxable years in
i ssue, 1978, and the August 18, 1995, date that respondent mail ed
the statutory notice of deficiency to petitioners. Before trial,
however, petitioners stipulated that they did not contest whether
the statutory period of limtations for assessing the
deficiencies at issue has expired. M. Wiss subsequently
testified that he had executed docunents extending indefinitely
the tinme wthin which respondent m ght determ ne and assess taxes
for the years at issue. He has nmade no showi ng that he sought to
termnate these extensions. Accordingly, even if the issue of
del ay were properly before us, petitioners would not prevail.

The appel l ate venue for this case would be the Court of Appeals
for the Second Crcuit, which has stated: "the rule in this
circuit * * * is that a long delay wll not vitiate an indefinite
ext ensi on absent notice fromthe taxpayer that he desires to

bring the extension to a close."” Stenclik v. Comm ssioner, 907

F.2d 25, 28 (2d Gr. 1990), affg. T.C. Meno. 1989-516; see al so

Mecom v. Comm ssioner, 101 T.C 374, 392 (1993) (“‘A deal is

after all a deal, and fairness dictates that both parties adhere

to the provisions of the docunent they both voluntarily signed.’”
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(quoting Guunwald v. Comm ssioner, 86 T.C. 85, 89 (1986))), affd.

wi t hout published opinion 40 F.3d 385 (5th Cir. 1994).°

Addition to Tax and | ncreased | nterest

Section 6653(a) inposes additions to tax where the taxpayer
has acted negligently or with intentional disregard of rules and
regul ations. Petitioners bear the burden of proof on this issue.

Rul e 142(a); Bixby v. Conm ssioner, 58 T.C. 757, 791-792 (1972).

Petitioner Abraham Weiss is a certified public accountant
who has testified to substantial experience in preparing tax
returns. |If there were convincing evidence avail abl e that
petitioners neither negligently nor intentionally disregarded the
applicable rules and regul ations, M. Wiss, as an accountant,
pl ainly knew the inportance of producing it. Petitioners failed
to adduce such evidence. W accordingly hold that they
intentionally or negligently failed to follow rules and
regul ations and that they are chargeable with the addition to tax
under section 6653(a).

Section 6621(c) (formerly section 6621(d)) provides for an
increase in the interest rate where there is a substanti al

under paynment (i.e., one that exceeds $1,000) in any taxable year

® The petition clains that the delay in sending the notice
of deficiency is respondent's fault, and it asserts that interest
t hat has accrued on the deficiencies should be abated pursuant to
sec. 6404(e). Consideration of petitioners’ request for
abatenent of interest is premature, however, as there has been
nei ther an assessnent of interest nor a final determ nation by
respondent not to abate the interest. See sec. 6404(e), (g), as
currently in effect; see also Bourekis v. Conm ssioner, 110 T.C.
20, 26 (1998).
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in which the underpaynent is "attributable to 1 or nore tax
nmotivated transactions”". Sec. 6621(c)(2). Tenporary regul ations
adopt ed pursuant to section 6621(c)(3))(B), which are applicable
to interest accruing after Decenber 31, 1984, state that "Any
deduction disallowed for any period under section 183" is subject
to the provision for additional interest set forth in section
6621(c). Sec. 301.6621-2T, A-4(1), Tenporary Proced. & Adm n.
Regs., 49 Fed. Reg. 50392 (Dec. 28, 1984). Here, respondent has
explicitly determ ned that the deductions at issue are disallowed
under section 183. Petitioners have not shown that

determ nation to be erroneous. Respondent is therefore entitled
to additional interest after Decenber 31, 1984, on the portion of
t he deficiencies for 1976, 1977, and 1978 attributable to the

di sal | oned deducti ons.

To give effect to concessions,

Decision will be entered

under Rul e 155.




