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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
BEGHE, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone tax and accuracy-rel ated penalties

for substantial understatenents of incone tax as follows:!?

1 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code in effect for the years in issue. Al Rule
references are to the Tax Court Rules of Practice and Procedure.



Penal ty
Year Defi ci ency Sec. 6662(a) and (d)
1991 $4, 024 - 0 -
1992 14, 645 $2, 929
1993 8,013 1, 603

Al'l references to petitioner are to Tinothy L. WIIians.
Al'l nunbers are rounded to the nearest dollar. After
concessions,? the issue for decision is whether petitioners are
entitled to deduct |osses attributable to certain S corporations
in excess of the amobunts all owed by respondent. Disposition of

this issue turns on the amount of petitioner’s basis in his stock

2 The deficiencies and penalties reflect, in part,
adjustnments for unreported income. At trial and on brief
petitioners specifically contested only the adjustnents rel ating
to disallowance of S corporation |losses. Al uncontested
adjustnments and liability for accuracy-related penalties with
respect to any substantial understatenents of tax are deened to
be conceded. Rule 149(b); Miurphy v. Conm ssioner, 103 T.C 111
119 (1994); Rothstein v. Comm ssioner, 90 T.C 488, 497 (1988).

Petitioners in their petition raised an issue relating to
their tax liability for a year not covered by the notice of
deficiency. They alleged that, owmng to a return preparer’s
error, a net loss incurred for 1989 by petitioner’s wholly owned
S corporation was not clainmed on petitioners’ tax return for that
year. Petitioners subsequently filed a claimfor refund of
$12,988, which the Internal Revenue Service denied by letter
dated April 22, 1993. Wth respect to this issue, we can only
observe that the jurisdiction of this Court to redeterm ne
petitioners’ correct tax liability is limted to the years
covered by the notice of deficiency, 1991 through 1993. Sec.
6214(b). Petitioners did not claiman NOL carryover from 1989 on
their returns for any of the years in issue, and they have not
shown that they would be entitled to carry forward any NOL that
may have arisen in 1989 without first carrying it back to the
preceding 3 years. Sec. 172(b)(2) and (3). Consequently, the
al | eged overpaynent of tax for 1989 has no rel evance to the
i ssues that are properly before us. Cf. Lone Manor Farns, lnc.
v. Conmm ssioner, 61 T.C 436, 440-442 (1974), affd. w thout
publ i shed opinion 510 F.2d 970 (3d G r. 1975).
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in and loans to the S corporations and the extent, if any, to
whi ch petitioner recognized inconme upon the acquisition by one of
t hese corporations of assets fromthe other.

FI NDI NGS OF FACT

Sone of the facts have been stipul ated, and are so found.
The stipulations of fact and attached exhibits are incorporated
by this reference. At the tine the petition was fil ed,
petitioners resided in Colunbia, South Carolina.

In 1987 petitioner founded WIllians Investigative & Security
Services, Inc. (WS). Petitioner was the operator and sole
shar ehol der of WS throughout its existence. WS was primrily
engaged in the business of insurance investigations; it also
provi ded security services.

Thr oughout 1990 WS was in a dispute with a client over a
maj or security services contract. The client unilaterally cut
back the amount of services required, then term nated the
contract prematurely and di savowed representations it had nade to
WS concerning future work engagenents. At the end of the year,
WS filed suit for fraud, breach of contract and prom ssory
estoppel, seeking recovery of conpensatory and punitive danages
arising fromthe loss of the contract and the val uabl e

engagenents. See Kemra, Inc. v. WIllians Investigative & Sec.

Serv., Inc., 450 S.E. 2d 427 (Ga. C. App. 1994).

As WS s financial situation deteriorated, it was conpelled

to borrow. Third-party |oans were not sufficient, however, to



keep WS afloat. During 1990 petitioner provided additiona
capital, both through contributions and | oans. |In January 1990
petitioner made two deposits totaling $29,000 into the WS
payrol |l account maintained at the Ctizens & Southern Nati onal
Bank. On February 28, petitioner executed a prom ssory note and
security agreenent in favor of Navy Federal Credit Union in
exchange for a personal |oan of $14,000. He then deposited the
| oan proceeds into the WS account at Pal netto Federal. The
deposit slip identifies the anbunt deposited as “Loan”. On
March 1 petitioner entered into a sal e-|l easeback agreement with
Pal retto Rental & Leasing, Inc. (PR&L), with respect to five

not or vehicles. PR&L purchased the vehicles and agreed to | ease
themto WS for a stated term All proceeds of the sale were
deposited into WS s account at Pal netto Federal on March 5. The

proceeds attributable to each vehicle were as foll ow

Ford Aerostar $3, 330
Toyot a Pi ckup 2,050
Toyot a Pi ckup 4, 800
Toyot a Cressida 4,000
Ford Bronco 8, 000

22,180

For each vehicle except the Ford Aerostar, an Affidavit &
Notification of Sale of Motor Vehicle identifies the seller as
either petitioner alone or petitioners jointly. 1In the case of
the Ford Aerostar, the seller is listed as “WV5 Invest Sec & T.
Wlliams”. |In each case the seller(s) correspond to the owner(s)

identified on the vehicle's Certificate of Title.



On January 5, February 5, and May 30, 1990, petitioner used
his personal credit cards to obtain cash advances on WS s behal f
totaling $19,500. On August 24, petitioner deposited a personal
check in the amount of $15,000 into WS s account at Palnetto
Federal. The deposit slip identifies the anbunt as “Loan”

At some point in 1991, WS filed a petition for
reorgani zati on under chapter 11 of the Bankruptcy Code.
Petitioner continued to operate the corporation in bankruptcy
while it endeavored to pay its debts. By the end of the year
petitioner had fornulated a plan of reorganization (the business
reincorporation transaction). The insurance investigation
busi ness woul d be continued through a newly forned entity called
Sout heast Professional Services, Inc. (SPS), and the security
servi ces business discontinued. WS would transfer assets to SPS
to provide the new conpany’s initial capital and would al so | ease
to SPS its equi pnment and furniture. As an inducenent to help him
manage the business, petitioner would share ownership of SPS with
two associ ates naned Lewi s and Tate. Each would hold an equal
one-third share of SPS's newy issued stock, but only petitioner
anong the three holders would be responsible for an initial

contribution of property, which would be supplied by WS.3

3 Petitioner’s uncorroborated testinony is the source of
nost of the evidence in the record concerning the terns of the
busi ness reincorporation transaction outlined above. Under the
Bankruptcy Code, in general any transfer of an interest in
property of the bankruptcy estate after the filing of the

(continued. . .)
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SPS was organi zed on Decenber 31, 1991. |Its opening bal ance
sheet as of that date shows current assets of $23,509, consisting
of $5,000 in cash and $18,509 in accounts receivable. Deposit
slips show three separate deposits in the total amount of $5, 000
were made into SPS s account at NCNB National Bank during
Decenber 1991. Two of these deposits are traceable to a check
for $3,000 drawn on WS s account. Transfer of the accounts
recei vabl e reflected on SPS s openi ng bal ance sheet is
substantially confirnmed by paynents nmade to SPS on these accounts
in the total anount of $17,911 in January and February 1992. The
parties have stipulated that WS transferred additional accounts
receivable to SPS in 1992. These receivables represent work for
whi ch WS issued invoices during January 1992. Although the
stipul ated anount of the receivables transferred in 1992 is

$8, 141, conparison of the invoices evidencing these additional

3(...continued)
petition is voidable unless authorized by the bankruptcy court or
by sone provision of the Bankruptcy Code. 11 U.S.C sec. 549
(1988). Any plan for the rehabilitation of the debtor nust be
submtted to the creditors for approval and confirnmed by the
bankruptcy court. 11 U S.C. secs. 1125, 1126, 1128, 1129 (1988).
It is not entirely clear frompetitioner’s testinony what woul d
have persuaded the bankruptcy court and WS s creditors that
WS s transfer of property to another corporation partly owned by
its sole sharehol der served the creditors’ interests. However,
i nasmuch as respondent did not challenge the plausibility of
petitioner’s account of the business reincorporation transaction
on this ground, there is no evidence contradicting his account,
and the tax consequences of his account are not necessarily nore
favorable to hi mthan ot her conceivabl e expl anations of the few
facts relating to the transaction for which docunentation exists,
we accept petitioner’s account.



receivables with the checks evidencing the initial $18,509 of
recei vabl es reveal s an overlap of $1,003. Accordingly, a total
of $7,138 of accounts receivable was transferred by WS to SPS at
t he begi nning of 1992.

There is no evidence that any liabilities of WS to
petitioner or third-party creditors were assuned by SPS or
ot herwi se satisfied or discharged as part of the business
reincorporation transaction. There is no evidence that Lew s and
Tate received their stock in SPS in exchange for any contribution
of property or preincorporation services on SPS s behalf. Nor is
any i ndebtedness of the corporation to a sharehol der or of a
sharehol der to the corporation reflected on SPS s openi ng bal ance
sheet .

The record contains no direct evidence establishing when
petitioner actually received his stock in SPS. |If SPS issued its
stock in Decenber 1991 before receiving full paynment of the
consi deration, then the unpaid bal ance woul d presumably have
appeared as an asset on the corporate bal ance sheet as of
Decenber 31, 1991. The absence of any such entry suggests that
the stock was nore |ikely issued when fully paid, follow ng the
transfer of the $7,138 of additional receivables at the beginning
of 1992.

Foll ow ng the aforesaid transfers of property, WS ceased
active business but remained in existence to collect rental

inconme fromthe | ease of its fixed assets and any danages that it
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m ght be awarded in the lawsuit filed in 1990 (presunably for the
benefit of its creditors). The WS chapter 11 proceedi ngs
concluded in 1992. Petitioner’s attenpt to revive the insurance
i nvestigation business through SPS was short lived. Lew s and
Tate left the venture in 1992 and 1993, respectively, and SPS
ceased business in 1994.

For all relevant years, WS and SPS qualified as S
corporations wthin the nmeaning of section 1361(a)(1). It
appears that WS had no accunul ated earnings and profits from
prior years in which it may have been a C corporation. Each
corporation maintained its books and records and filed its
returns using the cash nethod of accounting. In the absence of
any evidence to the contrary, we assune that each corporation
conputed its inconme on the basis of a cal endar year. See sec.
1378.

On their joint Federal inconme tax return for 1991,
petitioners reported incone attributable to WS in the anount of
$1,541. They also clainmed a deduction for “other |osses” in the
amount of $136, 748, which petitioners claimis attributable to
WS. The conputation of the |oss was disclosed in an attachnent
to the return. The attachnent purports to be a bal ance sheet for
WS as of Decenber 31, 1991, prepared for purposes of the chapter
11 reorgani zation. The bal ance sheet |ists corporate assets,
“pre-petition liabilities” and “post-petition liabilities”, and

reflects a deficit in shareholder’s equity of $136, 748.



On their joint Federal inconme tax return for 1992,
petitioners reported incone attributable to WS in the anount of
$6, 777 and a loss attributable to SPS in the amount of $40, 560.
They al so clainmed a $129, 972 deduction for “other |osses”. The
copy of petitioners’ return for 1992 that was submtted in
evi dence does not disclose how the “other |osses” were conputed.
It appears, however, that this figure sinply represents the
$136, 748 deficit in shareholder’s equity of WS reported for 1991
reduced by $6, 777 of incone earned by WS in 1992.

On their joint Federal inconme tax return for 1993,
petitioners reported a $36,464 |oss attributable to SPS.

The notice of deficiency explained respondent’s
determ nation regarding the losses claimed fromWS for 1991 and
1992 as foll ows:

1.e. The deductions of $136, 748.00 and $129, 972. 00

shown on your returns for the respective taxable years

ended Decenber 31, 1991, and 1992, as “other | osses”

are not all owabl e because no basis in fact for such

“other | osses” exists (See explanation 1.f.). * * *

1.f. S corporation |losses are limted by section 1366

of the Internal Revenue Code to the extent of your

basis in stock in the S corporation and your adjusted

basi s of any indebtedness of the S corporation to you.

Accordingly, it is determ ned that |osses in the

anounts of $136, 748.00 and $129, 972. 004 from W I i ans

| nvestigative and Security Services, Inc., are

allowable only to the extent of $12,331.00 for the
t axabl e year ended Decenber 31, 1991. * * *

4 At trial and on brief, respondent’s counsel m stakenly
treated this amobunt as attributable to SPS.
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Respondent conputed the basis of petitioner’s investnment in WS

and the all owable | oss for 1991 as foll ows:

Contri butions or | oans, 1990

Personal credit card advances $19, 500

Proceeds of personal | oan 14, 000

Check drawn on own account 15, 000

Om funds 29, 000
Basis in WS, 1990 77,500
Loss claimed fromWS, 1990 65, 169
Basis in WS, 1991 12, 331
Al | owabl e portion of | oss

claimed fromWS, 1991 12, 331
Basis in WS, 1992 - 0 -
Al | owabl e portion of | oss

claimed fromWS, 1992 -0 -

The record does not disclose why, after concluding that
there was “no basis in fact” for claimng a | oss that represented
a deficit in shareholder’s equity, respondent neverthel ess
al l oned $12,331 of that loss. At trial, respondent’s counsel
conceded that the pass-through loss fromWS for 1991 was
all owabl e in excess of $12,331 to the extent that petitioners
coul d docunent any additional adjusted basis of petitioner’s
i nvestnment in WS.

Wth respect to SPS | osses of $40,560 and $36, 464 cl ai med as
deductions on petitioners’ returns for 1992 and 1993, respondent
determ ned that $879 was allowable for 1992, and no anbunt was
al l omwabl e for 1993. The notice of deficiency does not identify
t he source of the $879 of stock or |oan basis inplied by
respondent’s determ nation for 1992, and respondent did not offer

clarification at any tine in these proceedings. At trial, the
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Court deened respondent to have conceded any grounds for
di sal | owance of the deductions clainmed for SPS | osses other than
the limtation of the deductions to the extent of petitioner’s
stock and | oan bases in SPS.
ULTI MATE FI NDI NGS OF FACT

The conbi ned total of the adjusted bases of petitioner’s
stock in WS and of WS’ s indebtedness to petitioner was $32, 846
for 1991, before taking account of pass-through |osses for the
year, and zero for 1992. The adjusted basis of petitioner’s
stock in SPS was $31,526 for 1992, before taking account of pass-
t hrough | osses for the year, and zero for 1993. Petitioner
recogni zed addi tional income in the business reincorporation
transaction in the anmount of $30,647 for 1992.

OPI NI ON

1. Petitioner's Basis in WS

In general an S corporation is not subject to Federal incone
tax. Sec. 1363(a). The S corporation’s itenms of incone, |oss,
deduction, and credit for the taxable year are taken into account
currently by the shareholders on their individual returns. Sec.
1366(a). The aggregate anmount of corporate | osses and deductions
taken into account by a sharehol der cannot exceed the sum of the
adj ust ed bases of the shareholder’s stock in the S corporation
and the indebtedness of the S corporation to the sharehol der.

Sec. 1366(d)(1).
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The parties dispute the cunul ative anmount of petitioner’s
contributions and loans to WS through the end of the taxable
year 1991. In conputing petitioner’s basis in WS for 1991,
respondent gave petitioner credit for contributions and | oans
during 1990 in the total anmount of $77,500. Petitioners bear the
burden of proving that petitioner’s investnent in WS exceeded
t he anmount determ ned by respondent. Rule 142(a).

The evidence indicates that in 1990, in addition to the
anounts all owed by respondent, petitioner contributed to WS the
proceeds realized fromthe sale of personally owned vehicles to
PR&L. O the five vehicles sold, one, the Ford Aerostar, was
owned in part by WS. The record does not disclose the
respective ownership shares of WS and petitioner in this
vehicle. W estimate petitioner’s share as one-half;
accordingly, petitioner is entitled to have one-half of the
proceeds fromthe sale of this vehicle applied to his basis in

WS. See Cohan v. Conm ssioner, 39 F.2d 540 (2d Gr. 1930); Rudd

v. Comm ssioner, 79 T.C 225, 236-238 (1982).

At trial, respondent’s counsel asserted that since the
i ncone tax returns of WS showed that the corporation had clai ned
depreciation wth respect to three of the five vehicles prior to
the sale, it was respondent’s position that WS was the owner of
these three vehicles for tax purposes, regardless of who held
title. However, WS s tax returns were not introduced in

evi dence, and petitioner’s testinony contradicted counsel’s
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assertions. Accordingly, petitioner is entitled to an additional
$20, 515 of basis in WS for 1990, corresponding to the sum of the
sale prices of the two Toyota pickups, the Toyota Cressida, and
the Ford Bronco as well as one-half the sale price of the Ford
Aer ost ar.

There is no persuasive evidence of any further investnents
in WS by petitioner before or during the years at issue.

Al t hough petitioners did introduce personal credit card
statenments refl ecting cash advances in the total anount of $7, 300
during 1990, there is no evidence in the record that any of these
advances were used on behalf of WS rather than for petitioner’s
personal consunption. For this reason respondent properly denied
petitioner basis credit for any portion of this anount.
Petitioners also introduced deposit slips evidencing three
deposits into WS s account at Pal netto Federal during 1990 in
the total amount of $2,250. The deposit slips identify the
anounts as | oans. However, petitioners failed to prove that
petitioner was the source of the | oans.

Petitioners urge the Court, in the absence of direct
evidence, to infer that petitioner’s investnent in WS was
sufficient to deduct the full amount of the | osses clainmed on
their individual returns. First, they argue that, although
petitioner possessed docunentation necessary to substantiate the
anount of his basis in WS, the revenue agents neglected to

request it. Three nonths before trial, in August 1995, “since
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the audit was over and no one had asked any questions, it was
ASSUMED that the files and records were no | onger needed, they
were destroyed.” |If there is insufficient evidence in the trial
record to establish the anbunt of petitioner’s basis, they argue,
the perfunctory handling of the audit is to blanme, and it would
be unfair to nake petitioners bear the consequences. “In a

crim nal proceedings [sic] had the investigators failed to
conplete the investigation * * * ruling in favor of the defendant
woul d be appropriate.”

Petitioners m sunderstand the nature of this proceeding. A
petition for redeterm nation of a deficiency is a request for a
trial on a clean slate of all disputed issues relating to the
taxpayer’s liability for the taxable year. The factual record
assenbled at the audit stage as a basis for the Comm ssioner’s
determ nations is generally irrelevant; unlike a crim nal
proceedi ng in which the Governnent bears the burden of
per suasi on, generally the Conm ssioner is not required to cone

forward with any evidence. Potts, Davis & Co. v. Conm SSioner,

431 F.2d 1222, 1225 (9th Cr. 1970), affg. T.C. Menp. 1968-257;

G eenberqg’' s Express, Inc. v. Conmissioner, 62 T.C. 324, 327-328

(1974); Wsconsin Butter & Cheese Co. v. Conm ssioner, 10 B. T. A

852, 854 (1928); Lyon v. Conmm ssioner, 1 B.T.A 378, 379-380

(1925). Petitioners are not entitled to claimany nore basis
than they have proven with the few pertinent docunents they

retai ned and presented at trial.
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Petitioners’ second argunent is that since petitioner was
the sol e sharehol der of WS, any |oss sustained by WS
represented a loss of his investnent. “It only nmakes sense that
the | osses had to cone from sonewhere and since TWwas the only
st ockhol der the | osses had to cone out of his pockets in sone
form. Considering the way in which petitioners conputed these
| osses, the fallacy in their argument is obvious. The $136, 748
| oss they clainmed on their 1991 return represented the excess of
WS s liabilities over its assets. This is precisely the extent
to which the conpany’s | osses cane out of the pockets of its
creditors. In all likelihood, nost of these | osses were borne by
third-party creditors. There is no necessary rel ationship
bet ween the extent of WS s insolvency in 1991 and t he anount of
petitioner’s investnent | oss.

O the total proven investnment of $98,015 as of the end of
1990, a deposit into WS s bank account in February 1990 in the
anount of $14,000 and a deposit into WS s account in August 1990
in the amount of $15,000 are designated on the deposit slips as
| oans. Consequently, we are satisfied that as of the end of 1990
the basis of WS s indebtedness to petitioner was $29, 000 and the
basis of petitioner’s stock in WS was $69, 015

2. Ef f ect of Busi ness Rei ncorporation Transacti on on
Petitioner’'s Basis in and Al owabl e Losses Respecting SPS

Petitioners contend that petitioner acquired an initial

basis in SPS stock of $34,309. This anount represents the sum of
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$5, 000 cash, $18,509 accounts receivable, and work in process
val ued at $10, 800, which they claimwere transferred by WS to
SPS at the time of SPS's formation. There is adequate evi dence
in the record to confirmthat WS transferred $23, 509 of cash and
accounts receivable to SPS in Decenber 1991, and transferred an
addi tional $7,138 of accounts receivable at the begi nning of
1992, for a total investment of $30, 647.

Petitioners claimthe total value of the WS contribution to
SPS as the basis of petitioner’s SPS stock, on the ground that
his whol |y owned corporation was the source of all property
contri buted and the contributions were nade on his behal f.
Respondent, on the other hand, contends that petitioner acquired
no basis in SPS by reason of any transfers fromWS. Although
respondent does not articulate the |l egal theory behind this
position, the reason respondent gives is that petitioner failed
to denonstrate that he had any remaining basis in WS at the
tinmes of the alleged transfers fromWS to SPS

Based | argely on petitioner’s uncontroverted testinony, the
salient facts of the business reincorporation transaction nay be
sumari zed as follows: Al the stock of SPS was issued in 1992
i n exchange for property transferred by WS during Decenber 1991
and January 1992; petitioner’s business associates, Lewi s and
Tate, received two-thirds of SPS s stock; the transfers of
property by WS to SPS were nade on petitioner’s behalf and not

made in satisfaction of any liabilities of WS to Lewis and Tate
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Petitioner granted Lews and Tate an ownership interest in SPS as
an i nducenent to assist petitioner in managi ng the busi ness.

For tax purposes, the transaction structure inplied by the
facts consists of three steps: (1) The transfers of assets by
WS to SPS in exchange for SPS stock; (2) the distribution by WS
of SPS stock to petitioner;® and (3) the transfer by petitioner
to Lewis and Tate of two-thirds of the SPS stock in consideration
of their agreenent to render services to SPS. Petitioner’s basis
in the one-third of the SPS stock he retai ned depends upon
whet her he received the stock in a distribution governed by
section 301 or, pursuant to a reorganization, in a distribution
governed by section 354 or 355. If steps 1 and 2 constituted a
reorgani zation, then petitioner’s basis in the SPS stock
distributed to himwould be determ ned under section 358 by
reference to his basis in WS stock. |If steps 1 and 2 did not
constitute a reorgani zation, then petitioner’s basis in the SPS
stock distributed to hi mwould be equal to the fair narket val ue
of the stock under section 301(d). In either case, petitioner’s

di sposition of two-thirds of the SPS stock in step 3 did not

> Since the parties agree that both WS and SPS were S
corporations for all taxable years at issue, there is no need to
consi der what effect, if any, WS s transitory ownership of SPS
stock in the course of the business reincorporation transaction
woul d have had on each corporation’s eligibility for S
corporation status. See secs. 1361(b)(1)(B), (2)(A), (c)(6),
1362(d)(2), (f); see also Haley Bros. Constr. Corp. v.

Commi ssioner, 87 T.C 498, 516-517 (1986); Rev. Rul. 72-320,
1972-1 C. B. 270.
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reduce his aggregate stock basis, since the basis of the shares
he transferred is added to the basis of the shares he retained,
in accordance with the treatnment of his transfer of the shares as
a contribution to the capital of SPS.°®

We are satisfied that the business reincorporation
transaction did not qualify as a reorganization for incone tax
purposes. Since WS did not transfer substantially all of its
assets to SPS and distribute all of its remaining properties, the
transacti on does not satisfy the requirenents of a C
reorgani zation or an acquisitive D or G reorgani zation. Secs.
368(a)(1) (0O, (D, (O, (2)(9, 354(b). Since WS ceased active
business following the formation of SPS, the requirenents of a
divisive D or Greorganization are not satisfied. Secs. 368(a)
(1))(D, (G, 355(b)(1). As aresult, petitioner did not receive

the stock of SPS in an exchange to which either section 354 or

6 1f a shareholder of a corporation transfers stock to a
corporate enployee in consideration of the perfornance of
services for the corporation, the shareholder is treated as
havi ng contributed the stock to the capital of the corporation
and the corporation is treated as having transferred the stock to
the enpl oyee immedi ately thereafter. Tilford v. Conm ssioner,
705 F.2d 828 (6th Cir. 1983), revg. 75 T.C. 134 (1980); Estate of
Foster v. Conmmissioner, 9 T.C. 930, 936 (1947); Webb v. United
States, 560 F. Supp. 150, 155, 157 (S.D. Mss. 1982); sec. 1.83-
6(d)(1), Incone Tax Regs.; see Conm ssioner v. Fink, 483 U S. 89,
98 n.14 (1987); Frantz v. Conm ssioner, 83 T.C 162, 174-181
(1984), affd. 784 F.2d 119 (2d Cr. 1986). The sharehol der’s
basis in the transferred shares is reallocated to the shares he
retains. Estate of Foster v. Comm Ssioner, supra; Ssec.
1016(a)(1); sec. 1.263(a)-2(f), Incone Tax Regs. Cf. Rev. Rul.
80-76, 1980-1 C.B. 15.
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355 applies, and therefore he did not take an exchanged basis in
that stock pursuant to section 358. Sec. 358(a)(1l), (c); see
sec. 7701(a)(44). It therefore follows that petitioner received
the SPS stock in a distribution governed by section 301, at a

basis equal to the fair market value of the stock. Sec. 301(d).

On the limted record before us, we conclude that the fair
mar ket val ue of SPS s issued capital stock was equal to the val ue
of the net assets transferred to SPS in the exchange, vi z,

$30,647. See United States v. Davis, 370 U S. 65, 72 (1962);

Phi | adel phia Park Anusenent Co. v. United States, 130 Ct. d.

166, 126 F. Supp. 184, 189 (1954). Although the nost inportant
asset of SPS woul d have been the “human capital” that petitioner
and his associ ates brought to the business, and al though the

i nauspi ci ous circunstances under which SPS was organi zed m ght
wel | have raised doubts about its ultimte success, the effect of
t hese factors upon the value of the corporation’s stock cannot be
determned fromthe record. Therefore, petitioner’s initial

basis in the portion of the SPS stock he retai ned was $30, 647.7

" W& observe that the tax results to petitioner of our
determ nation of the value of SPS stock received by himwould be
the sane if we determned that value to be zero or sone other
figure. This is because the anount includable in petitioner’s
incone as a result of his receipt of the SPS stock would in al
i kelihood exactly equal his additional basis in the stock for
t he purpose of conputing his share of the allowable |oss incurred
by SPS for 1992. See text infra pp. 20-21.
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In the notice of deficiency respondent allowed petitioner a
loss attributable to SPS in the amount of $879 for 1992. This
determ nation necessarily inplies that petitioner acquired at
| east $879 of basis in his stock of or loans to SPS during that
year. Neither the record nor the argunments on brief disclose how
this anobunt was determ ned. However, in view of the position
taken by respondent during these proceedings that petitioner
acquired no basis in SPS as a result of transfers of property
fromWS pursuant to the business reincorporation transaction, we
construe the determnation in the notice of deficiency as a
concession that petitioner nade an additional investnment of $879
at sone tinme during 1992 in an unrel ated transaction.
Consequently, by the close of 1992, petitioner’s conbined basis
in SPS stock and debt was $31, 526, before taking account of pass-
t hrough | osses for the year.

The transfer by WS of cash and accounts receivable to SPS
during Decenber 1991 and January 1992 in exchange for all of
SPS's stock constituted a transaction described in section 351.
Sec. 351(a), (c). Neither corporation recognized gain on the
exchange, and WS took a basis in the SPS stock equal to the sum
of its bases in the cash and accounts receivable. Sec.

358(a)(1). As a cash nethod taxpayer, WS had no basis in the
unreal i zed receivables. Consequently, its exchanged basis in the
SPS stock preserved the unrealized gain in respect of the

receivables for |later taxation. On the distribution of the SPS
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stock to petitioner upon its receipt in 1992, WS recogni zed this
built-in gain in full. Sec. 311(b). Since the character of the
gain is ordinary, it is taken into account in determning WS's
nonseparately conputed |loss for 1992. Secs. 1221(4), 1366(a).

The anobunt of WS s nonseparately conputed | oss for 1991
greatly exceeded petitioner’s basis in WS stock. As a result,
on the distribution of the SPS stock to him at the begi nning of
1992, petitioner had no remaining basis in WS stock and
recogni zed capital gain to the full extent of the amount of the
distribution. Secs. 1367(a)(2), 1368(b)(2). The anmount of the
di stribution, and the gain recognized to petitioner, was the fair
mar ket val ue of the SPS stock distributed, viz, $30,647. Secs.
301(b) (1), 1371(a)(1). This incone fully offsets the pass-
t hrough | osses from SPS to which petitioner is entitled for 1992
by reason of the investnent nmade in SPS pursuant to the business
rei ncorporation transaction.

Based on the foregoing analysis, we redeterm ne the
adjustnents to petitioners’ incone attributable to WS and SPS as

foll ows:

Taxabl e Year 1990

Adj ustnents Attributable to WS

Total of bases in WS stock and debt

(i nvest nent basi s) $98, 015
WS | oss per return 65, 169
Pass-t hrough | oss all owed per notice of

defici ency 65, 169

I nvest ment basis after pass-through adjustnent 32, 846



Taxabl e Year 1991

Adj ustnents Attributable to WS

| nvest ment basi s
WS incone per return
WS “other |osses” per return
W S nonseparately conputed | oss
(as conceded by respondent)
Pass-t hrough | oss al | owabl e
Pass-t hrough | oss suspended
I nvest ment basis after pass-through adjustnent

Loss al | owabl e
Loss all owed per notice of deficiency
Reduction in taxabl e i ncone

Taxabl e Year 1992

1

Adj ustnents Attributable to WS

| nvest ment basi s
WS incone per return
WS gain on distribution

WS suspended | oss treated as incurred in 1992

W S nonseparately conputed | oss

Pass-t hrough | oss al | owabl e

Pass-t hrough | oss suspended

I nvest ment basis after pass-through adjustnent
Petitioner’s gain on excess distribution

Adj ustnents Attributable to SPS

| nvest ment basi s

Al l ocabl e share of SPS | oss per return

Al l ocabl e share of SPS nonseparately
conput ed | oss (as conceded by respondent)

Pass-t hrough | oss all owabl e (as conceded by
respondent)

Pass-t hrough | oss suspended

I nvest ment basis after pass-through adjustnent

Net |oss all owabl e (31, 526- 30, 647)
Loss all owed per notice of deficiency
Addi tional |oss allowable

32, 846
1, 541
136, 748

135, 207
32, 846
102, 361

32, 846
12, 331
20, 515

6,777
25, 647
102, 361
69, 937
69, 937

30, 647

31, 526
40, 560

40, 560

31, 526
9,034

879
879



Taxabl e Year 1993

Since the foregoing conputations confirmrespondent’s
determ nation that petitioner had no investnent basis remaining
in SPS after the pass-through adjustnments for 1992, we sustain
respondent’ s di sal |l owance of the $36, 464 deduction clainmed for
petitioner’s share of |osses attributable to SPS for 1993.

3. Concl usi on

We have concl uded that petitioners’ taxable incone for 1991
was $20, 515 | ower than the anobunt determ ned by respondent.
Petitioners are entitled to the resulting reduction of the
deficiency for that year, to be determned in a Rule 155
conput at i on.

Petitioners have not persuaded us that the deficiency
determ nations for 1992 and 1993 are erroneous. Neither party
provi ded a coherent analysis of the tax consequences of the
busi ness reincorporation transaction: Respondent’s position
seens to be either that there was in fact no such transaction or
that it had no effect on petitioners’ tax liability; petitioners
contended that the transaction created basis in petitioner’s SPS
stock, but did not acknow edge the tax cost of acquiring that
basis. Consequently, in sustaining respondent’s determ nations
for 1992 and 1993, we have necessarily relied upon a |egal
anal ysis that was neither pleaded nor argued by the parties.

A deficiency determ nation nmay be sustai ned upon any | egal

ground that supports it, even though the grounds relied upon by
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t he Comm ssioner nay have been different or unsound. Blansett v.

United States, 283 F.2d 474, 478 (8th Cir. 1960): Smith v.

Comm ssioner, 56 T.C. 263, 291 n.17 (1971); WIkes-Barre Carri age

Co. v. Commi ssioner, 39 T.C 839, 845-846 (1963), affd. 332 F.2d

421 (2d Cir. 1964).

It is the Court’s right and obligation to decide the
case upon what it considers to be the correct
application of the | aw, based upon the record
presented, whether the parties have properly pl eaded
the controlling issues or not. * * * |if the Court
feels that a full and fair opportunity to present the
facts has been given, and the Court feels that no
further briefing on the law is necessary, the Court can
go forward and decide the case on the record presented.
[Barnette v. Conm ssioner, T.C Meno. 1992-595, affd.
wi t hout published opinion sub nom Allied Managenent
Corp. v. Conm ssioner, 41 F.3d 667 (11th G r. 1994).]

There is no reason to believe that petitioners have been
prejudi ced by our resolution of the case. Considering
petitioners’ evidentiary show ng at trial and argunents on brief,
we are satisfied that they had sufficient opportunity to prove
the relevant facts and woul d not have presented their case any
differently, even if they had been fully and correctly advised by
the notice of deficiency or respondent’s pleadings of the
intricate and interrelated provisions of the Code that govern the
t ax consequences of the business reincorporation transaction.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




