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BEGHE, Judge: These consolidated cases were heard pursuant
to section 7463 of the Internal Revenue Code in effect when the

petitions were filed.! The decisions to be entered are

1Unl ess ot herw se indicated, subsequent section references
are to the Internal Revenue Code in effect for the years in
issue, and all Rule references are to the Tax Court Rul es of
Practi ce and Procedure.
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not reviewable by any other court, and this opinion should not be
cited as authority.

Respondent determ ned the foll ow ng deficiencies and
penalties with respect to petitioners WlliamJ. Cutts (M.
Cutts) and American Tank & Vessel Inc. (ATV):

Accur acy- Rel at ed

Penal ty
Petitioner TYE Defi ci ency Sec. 6662(a)
M. Cutts 12/ 31/ 97 $9, 838 $1, 968
ATV 9/ 30/ 97 4,508 902

For convenience, we refer to the tax years collectively as
petitioners’ 1997 tax year or the 1997 year.

After giving effect to a partial concession by respondent, ?
the issues remaining for decision are:

1. Wether ATV or M. Cutts is entitled to deductions for
expenses with respect to | and and buil di ngs known as Landmar k
Hall in excess of the anounts allowed in the notices of
deficiency, and whether M. Cutts received constructive dividends
for Landmark Hall expenses disallowed to ATV. W hold ATV is
entitled to deduct rent and utility expenses, but not pool repair
expenses, for Landmark Hall in excess of those allowed in the
notice of deficiency. W hold M. Cutts received constructive

di vidends for Landmark Hall utility expenses disallowed to ATV.

2Respondent concedes petitioners are not liable for the sec.
6662(a) penalty for any part of the deficiencies attributable to
adj ustnents for the use of Landmark Hall.



- 3 -
W hold M. Cutts is entitled to deduct amounts paid for
i nsurance, nortgage interest, real estate taxes, and depreciation
as rental expenses for Landmark Hall in excess of those all owed
in the notice of deficiency, with correlative reductions in
item zed deductions allowed for nortgage interest and real estate
taxes in anmounts to be determned in a Rule 155 conputation

2. \Wether petitioners are entitled to net debts from M.
Cutts to ATV agai nst debts fromATV to M. Cutts for purposes of
conputing inputed incone under section 7872. W hold petitioners
are entitled to net the debts and thereby fix the respective
anmounts of dividend and interest income constructively realized
by M. Cutts and ATV under section 7872 in smaller anmounts than
respondent determ ned.

3. \Whether petitioners are liable for the accuracy-rel ated
penal ti es under section 6662. W hold petitioners are |iable for
the penalties on the portions of the deficiencies attributable to
section 7872.

Backgr ound

Sone of the facts have been stipulated and are so found.

The stipulation of facts and attached exhibits are incorporated
herein by this reference. Wen the petitions were filed in these
cases, Landmark Hall, | ocated at 1005 Governnent Street, Mobile,
Al abama, served as M. Cutts’s residence and ATV s princi pal

pl ace of business.
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On March 19, 1982, ATV was incorporated in Al abama. ATV
fabricates steel plates into storage and processing tanks,

i ncludi ng pressure vessels, distillation colums, paper mll
di gesters, and w nd tunnel s.

M. Cutts founded ATV and has served as its president from
its inception. On ATV s 1997 return, M. Cutts was listed as an
of ficer who owns 45 percent of ATV's comon stock

ATV s business is substantial: It uses the conpl eted-
contract method of accounting; for its fiscal year in issue, it
reported gross sales in excess of $33 m|lion and yearend
retained earnings in excess of $2 mllion. M. Cutts, for his
tax year in issue, received salary of $187,369 from ATV and net
rental incone of $66,823 from ATV and three rental houses.

During the 1997 year, ATV s general office, sales office,
and drafting and engineering activities were |ocated in Landmark
Hal | . ATV has another sales office in Houston, Texas, and a
construction facility in Lucedale, M ssissippi.

Landmar k Hal

On Decenber 30, 1988, M. Cutts purchased Landmark Hall .
The Landmark Hall main house (the main house) is approximately
140 years old and has three floors, with 10,500 square feet of
usabl e space divi ded approxi mately equally anmong them Landmark
Hall| al so has a front yard, parking areas beside and behind the

mai n house, an 800-square-foot sw nm ng pool (the pool) with a
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privacy fence, and a 1, 400-square-foot carriage house (the
carriage house) in back of the main house.

On January 2, 1994, M. Cutts and ATV entered into a 5-year
witten | ease (the | ease) under which ATV | eased 95 percent of
the buil ding space, |and, and surroundi ng parking areas of
Landmark Hall at a rental of $6,500 per nonth for use as an
of fice building by ATV.

Under the lease terms, M. Cutts was not required to repair
the pool or furnish any utilities, and ATV was required to insure
all buildings, inprovenents, and equi pnent for not |ess than 80
percent of the full fair insurable restoration value, with the
i nsurance to be held in M. Cutts’s nane.

When M. Cutts purchased Landmark Hall, the carriage house
was not usabl e because it had been damaged by Hurri cane
Frederick. ATV spent at |east $60,000 to renovate Landmark Hall,
i ncluding painting the main house, installing central heating and
air conditioning, and rebuilding the carriage house. I n 1995,
ATV began to use the carriage house as an accounting office. The
renovation restored the main house to its status as a beauti ful
m d- 19t h century mansi on, which has inpressed ATV s custoners.

Al t hough the record does not disclose whether Landmark Hall is on
the National Register of H storic Places, an easenent in favor of
a local |land comm ssion prohibits changes to the facade of the

mai n house.
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During the 1997 year, ATV conducted its Mbile, Al abanm,
of fice business activities in the main house and accounting
activities in the carriage house. It enployed 23 or 24 people in
Mobile. During 1997, M. Cutts resided in the main house and had
a reserved parking space in back of the nmain house.

M. CQutts’s mnor son, Justin Cutts (Justin), was 7 or 8
years old in 1997. Under M. Cutts’s custody agreenent with his
former wife, Justin visited M. Cutts every other weekend and for
1 nmonth each sunmer. M. Cutts supervised Justin during these
visits. Cccasionally, Justin had friends over for visits at
Landmark Hal | .

M. Cutts resides on the third floor of the main house, as
did Justin during his visits. There are 10 roons on the third
fl oor of the main house, including a den at the back, four
bedroons, three bathroons, a tax office, and a storage room
M. Cutts used the den and one bedroom for hinself, and anot her
bedroom for Justin. They used the bathroomnext to M. Cutts’s
room and Justin also occasionally used the bathroomnext to the
den. To enter the den, M. Cutts nust wal k through the bedroom
bet ween the den and Justin’s bedroom The bedroom next to the
tax office was used as a conpany bedroom for ATV enpl oyees. M.
Cutts and Justin entered the third floor using a back entrance
near M. Cutts’s parking space that is separate fromthe front

entrance used by ot her ATV enpl oyees.
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M. Cutts conducted personal business activities and
mai ntai ned related records in his ATV office, which is on the
first floor of the main house.

The first and second floors of the main house contai ned
of fices for ATV enployees. The second floor also contained a
di ning room and kitchen used by ATV for conferences, neetings,
and lunches. M. Cutts occasionally used the kitchen for limted
activities, such as eating a bowl of cereal; M. Cutts eats out
for lunch and di nner except when the kitchen and dining roomare
used for ATV s lunch and di nner neetings.

According to M. Cutts’s neasurenents, the total square
footage of the den, M. Cutts’'s bedroom Justin’s bedroom and
t he bat hroom used by themis 860 square feet. There is no
evidence in the record of a floor plan of the main house or the
square footage of the individual roonms and hallways in the main
house. There is no evidence in the record of the tinme spent by
M. Cutts for personal use and ATV for business use of different
areas of the main house.

ATV paid all Landmark Hall utility expenses. M. Cutts paid
real estate taxes and insurance premuns wth respect to Landmark
Hall. M. Cutts paid the Landmark Hall nortgage by having ATV
wite the nortgage paynent check, which M. Cutts then credited

agai nst ATV s rent obligation.
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On its 1997 return, ATV deducted $78,000 for rent paid for
the use of Landmark Hall at the rate of $6,500 per nonth and
cl ai med expenses of $11,919.19 for all utility expenses and
$6, 095 for repairs to the pool.

On Schedul e E, Supplenental I ncone and Loss, of his 1997
return, M. Cutts reported $78,000 in rental inconme from Landmark
Hal | and cl ai med Landmark Hal | deductions totaling $18, 100 for
the following itens: $6,131 nortgage interest, $3,137 real
estate taxes, $6,668 depreciation allowance, and $2, 164
i nsurance. Respondent determ ned ATV s business use of Landmark
Hall as 67 percent and M. Cutts’s personal use as 33 percent.

In so doing, respondent determ ned ATV coul d deduct $52, 260 of
the $78, 000 rent expense on Landmark Hall (.67 x 78,000), thereby
di sal | owi ng $25, 740 of the rent expense ATV clained as a
deducti on.

Swi i ng Pool

Al'l ATV enpl oyees working at Landmark Hall were aware they
coul d use the pool for 1 hour each day as a fringe benefit.
Cheryl Harrington (Ms. Harrington), secretary of ATV, who has
been enpl oyed by ATV since 1984, used the pool several tines a
week during the sumrer of 1997. Justin used the pool during his
sumer visits. In 1997, ATV clainmed a deduction of $6,095 for

the cost of repairing |leaks in the pool.



Bel ow Mar ket Loans

During petitioners’ 1997 tax year, ATV and M. Cutts had
open-account indebtedness to each other. No interest was paid or
accrued on anounts due ATV from M. Cutts or on anounts due M.
Cutts fromATV. During preparation for trial, ATV and respondent
prepared separate general |edgers (the | edgers) to show the
respective anmounts of debt between ATV and M. Cutts and the
amount or anounts of inputed interest under section 7872.°3

For petitioners’ 1997 tax year, the | edgers included a
“receivabl e from sharehol der” account for anounts due ATV from
M. Cutts and a “payable to sharehol der” account for anounts due
M. Cutts fromATV. At all relevant tinmes, M. Cutts’s debt to
ATV exceeded ATV s debt to M. Cutts. On his 1997 return, M.
Cutts did not deduct fromhis $78, 000 Landmark Hall rent incone
any of the debt that he owed ATV or that ATV owed him

In ATV's | edger, at the end of each nonth of 1997, the
respective debts between ATV and M. Cutts are netted out, and
interest at the applicable Federal rate (APR) is applied to the
bal ance. In respondent’s |edger, the colum of debt from M.
Cutts to ATV is maintained separately fromthe col um of debt
fromATV to M. Cutts, and interest at the APRis conputed on the

separate nont hly bal ances.

There are snmall discrepancies in the debt anmpbunts recorded
in ATV's and respondent’s | edgers; those discrepancies should be
reconciled by the parties in the Rule 155 conputati on.
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The amounts owed by M. Cutts to ATV represent personal
itenms purchased by M. Cutts with ATV's credit card and child
support paynents nmade on his behalf by ATV. The anounts owed by
ATV to M. Cutts represent ATV's nonthly Landmark Hall rental
obligations, reduced by Landmark Hall nortgage paynents nmade on
M. Cutts’s behalf by ATV. The total anobunt due M. Cutts from
ATV increased by $3,611 each nonth, apparently representing the
excess of ATV s rental obligations over the required paynents on
the Landmark Hall nortgage; the total anount due ATV from M.
Cutts increased and decreased by different anounts each nonth.

As of Septenber 30, 1997, there are entries in the | edgers
showi ng $199, 089. 05 of the amount due M. Cutts from ATV as
credi ted agai nst the anount due ATV from M. Cutts. For the
entire period Cctober 1, 1996 - Decenber 31, 1997--the 1997 tax
year--there are no entries in the | edgers maki ng any other credit
transfers between the two accounts.

Di scussi on

|ssue 1. ATV s Right to Landnark Hall Expense Deducti ons and M.
Cutts’'s Exposure to Constructive Dividends From ATV

Petitioners argue that even if M. Cutts were allocated nore
than 5 percent personal use of Landmark Hall, M. Cutts would not
have rent or dividend income to the extent the $78, 000 annual
rent paid by ATV for the use of 95 percent of Landmark Hall was
| ess than fair market rent. There is no evidence in the record

of what the fair market value or fair market rent of Landmark
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Hal | woul d have been during petitioners’ 1997 tax year other than
unsupported assertions that the rent payabl e under the | ease was
| ess than fair market rent.

The allocation in the | ease under which ATV purported to
| ease 95 percent of the Landmark Hall property fromM. Cutts for
its business use was in accordance, petitioners asserted, with an
allocation that had been arrived at and approved in the audits of
prior years’ returns by the Internal Revenue Service (IRS)

We decide this issue on the facts in the record regarding
use of Landmark Hall during the 1997 tax year at issue. Although
respondent’s revenue agents, in prior year audits, may have
allocated M. Cutts a | esser percentage of Landmark Hall for
personal use than respondent determ ned for the 1997 tax year, we
do not find the prior year audits relevant or persuasive to show
how Landmark Hall was actually used during the 1997 tax year. W
di sregard the results of the prior year audits in their entirety.
We assune the allocation of ATV's $78,000 rent paynents between
rent and di vidends has no tax consequence to M. Cutts for his
1997 tax year.

There is an anbiguity or oversight in the statutory notice
that we did not discover until after the briefing schedul e had
been conpleted. |If, as the | ease provides, the $78,000 annual
rent was paid for the use of 95 percent of Landmark Hall, then

ATV and M. Cutts necessarily assunmed and agreed the rental val ue
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of the property was $82, 105. 26 per year ($78,000 + .95).
Respondent all owed ATV to deduct only $52,260 of ATV s $78, 000
Landmark Hall rent expense (.67 x 78,000), thereby disallow ng
$25, 740 of the rent expense. |In so doing, respondent failed to
account for the 5 percent of Landmark Hall allocated to M.
Cutts’s personal use under the terns of the |ease.

| f we had uphel d respondent’s determ nation of 33 percent
personal use by M. Cutts, ATV would have been entitled to a rent
deduction of $55,010.52 ($82,105.26 x .67) and the disall owed
rent deduction woul d have been $22,989. 48 ($78,000 - $55, 010.52).

We direct the parties to account for the 5 percent of
Landmark Hall not | eased and used by ATV, which has a rental
val ue of $4, 105.26 ($82, 105.26 - $78,000) under the terms of the
| ease, in the Rule 155 conputation in accordance with our hol ding
on Issue 1 in this case, as discussed bel ow.

Petitioners argue M. Cutts should be allocated 7.2 percent
of Landmark Hall for personal use of four roons on the third
floor, including Justin's personal bedroom the den, his own
bedroom and one bathroom that, according to M. Cutts’s
measur enents, occupy 860 square feet out of 11,900 square feet
for the main house and carriage house. Respondent argues M.
Cutts should be allocated a m ni mum of 33 percent of Landmark
Hall for his overall personal use of the whole third floor and

t he kitchen. Respondent does not include the carriage house as
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part of the allocation because it was not available for use at
the time of execution of the | ease. The parties di sagree whet her
to allocate the pool to M. Cutts for personal use so that ATV s
paynment of the pool repair expense is a dividend to M. Cutts.
Petitioners bear the burden of proving their entitlenent to

busi ness expense deductions. Rule 142(a); Welch v. Helvering,

290 U. S. 111, 115 (1933). Section 7491(a) does not shift the
burden of proof to the Conm ssioner. Petitioners have neither
al | eged section 7491 applies nor established their conpliance
with the requirenments of section 7491(a)(2)(A) and (B) to
substantiate itens, maintain required records, and cooperate
fully with the Conm ssioner’s reasonabl e requests. See sec.

7491(a)(2); see also Weaver v. Conm ssioner, 121 T.C 273 (2003).

To determ ne petitioners’ inconme and al | owabl e deducti ons
for use of Landmark Hall, we first allocate the use of Landmark
Hal | between ATV s business use and M. Cutts’s personal use.

Where a facility serves both business and personal purposes,
an allocation nust be nade by conparing the space and/or tinme

devoted to business use with total use. Intl. Artists, Ltd. v.

Commi ssioner, 55 T.C. 94 (1970); Eden v. Conmi ssioner, T.C Meno.

1987-101. The primary purpose criterion, governing the
deductibility of expenditures related to both business and
personal purposes, applies only to cases in which the secondary

purpose is nerely incidental and relatively insignificant. Intl.
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Artists, Ltd. v. Conm ssioner, supra at 105; Heuer V.

Commi ssioner, 32 T.C 947 (1959), affd. 283 F.2d 865 (5th Cr

1960). VWere only |less precise neasurenents can be made, the
allocation is made on the basis of an evaluation of the total

ci rcunst ances. Intl. Artists, Ltd. v. Conm Sssi oner, supra.

We include the carriage house in our allocation because,
during petitioners’ 1997 tax year, ATV used the carriage house as
of fice space for its enployees. W also include the 800-square
foot pool as part of our allocation. The carriage house, nain
house, and pool occupy 12,700 square feet.

Al'l ATV enpl oyees working at Landmark Hall were aware they
were permtted to use the pool 1 hour each day, and Ms.
Harrington did in fact use the pool several tines per week in
1997. Any use by Justin during his 1-nmonth stay each summer and
his weekend visits was incidental and not substantial conpared to
al |l owabl e use by ATV enployees. W allocate the pool to ATV for
use as an entertainnment facility. See sec. 274(a)(1)(B); sec.
1.274-2(b) (1), Income Tax Regs.

M. Cutts conceded Justin occasionally used anot her bat hroom
on the third floor near the den. Because a 7- or 8-year-old boy
woul d probably use the first bathroom avail abl e, and gi ven
Justin’ s extended stay during the sumrer and weekend visits, it

is likely he used this bathroom nore than any ATV enpl oyees. W
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all ocate the bathroomon the third floor near the den to M.
Cutts for his personal use.

We al |l ocate the bedroom between the den and Justin’s roomto
M. Cutts for personal use. This bedroomwas an integral part of
M. Cutt’s personal space that he and Justin had to wal k t hrough
to enter the den.

M. Cutts lived by hinself. He was not married during the
1997 year, and the only child who lived with him-over the sumrer
and on the weekends--was Justin. M. Cutts used his own office
and den to handl e his personal business and entertai nnent. W
see no reason why M. Cutts would use a third bathroom or any
other roons on the third floor for his personal use. W allocate
the tax office, the storage room the conpany bedroom and the
third bathroomon the third floor to ATV for business use.

Unl ess all ATV enpl oyees always ate |unch outside Landmark
Hall, it is highly likely ATV enpl oyees had access to the kitchen
for purposes of storing or meking lunches. ATV also likely used
the kitchen to prepare food and beverages for neetings. M.
Cutts ate out for lunch and dinner. H's use of the kitchen
occasionally to eat a bow of cereal was incidental and
i nsubstantial. W allocate the kitchen to ATV for business use.

M. Cutts’s use of his office on the first floor of the main
house for personal business and investnment work was incidental

and insubstantial in relation to M. Cutts’'s predom nant use of
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the office to fulfill his duties as president of ATV. W
allocate M. Cutts’s first floor office to ATV for business use.

We also find the entire first floor and second fl oor
i ncludi ng the kitchen and di ni ng roomwere used by ATV for
busi ness use and all ocate both floors to ATV.

According to M. Cutts’s neasurenments, the four roons
originally clainmed by himfor his personal use, not including the
addi ti onal bat hroom and bedroom near the den that we allocated to
M. Cutts, occupy only 860 square feet out of 3,500 square feet
on the third floor. W find it incredible that the other six
roons on the third floor occupy nore than 3 tines the space of
the four roons originally clained by M. Cutts. Petitioners’
position becones conpletely untenable when we take account of the
additional two roons allocated to M. Cutts.

| nasmuch as the record evidence | acks a floor plan of the
mai n house or neasurenents of any of the other roons on the third

floor, we estimate, applying Cohan v. Conm ssioner, 39 F.2d 540

(2d Cr. 1930), the space M. Cutts used on the third floor. M.
Cutts used 6 of the 10 roons on the third floor. Because two of
t hose roons were bathroons that were nuch smaller than the other
roons, we estimate M. Cutts used 47 percent of the third fl oor,
whi ch constitutes roughly 1,645 square feet (.47 x 3,500).
Roundi ng up, we allocate 13 percent of the nmain house, carriage

house, and pool to M. Cutts for his personal use (1,645 square
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feet + 12,700 total square feet) and the remaining 87 percent to
ATV for business use.

Nei t her party addressed ATV s paynent of rent for the use of
t he parking area and driveway beside and behind the main house.
There is no record evidence of the square footage of the parking
area and driveway. Unless ATV enpl oyees carpooled to work in
1997, it is fair to assune all or alnost all of the enployees
drove their owm cars to work, requiring at |east 20 parking
spaces plus the reserved spot for M. Cutts. Under section
132(f)(2)(B), the dollar limt for qualified parking was $165 in
1996 and $170 in 1997. See Rev. Proc. 95-53, sec. 3.06, 1995-2
C.B. 445, 448; Rev. Proc. 96-59, sec. 3.07, 1996-2 C.B. 392, 395.

I n absence of record evidence of the going nonthly rate
during 1997 for outdoor parking spaces or for an outdoor parKking
ot for 21 cars in Mbile, Al abama, we estimate, bearing heavily
agai nst petitioners, whose inexactitude is of their own nmaking,
the fair market rent for the parking area and driveway at

Landmark Hall. See Cohan v. Conm ssioner, supra. Using the

qualified parking imts under section 132(f)(2)(B), and taking
account of the lower cost of living in Mbile, Al abamg,* and the

I'i kel i hood that the rent a | andowner woul d charge a parking | ot

“For the fourth quarter of 1997, Mdbile, Al a., had a cost-
of -living index of 93.6, which is 6.4 points bel ow the national
average of 100. See Low Cost Living in Mbile, The View-A
Mont hly Busi ness Publication for the Menbers of the Mobile Area
Chanber of Commerce, Vol. XXX, No. 5 at 2 (May 1998).
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operator would be no nore than 50 percent of the aggregate retai
rental value of the individual parking spaces, we estimate the
fair market rent of the parking area and driveway was $1, 075 per
nont h, including $75 for M. Cutts’s reserved space, for a total
of $12,900 for ATV's 1997 tax year ($1,075 x 12).

The parking area constitutes 15.7 percent of Landmark Hal
($12,900 + $82,105.26), 1 percent of which is allocated to M.
Cutts for personal parking ($75 x 12 + $82,105.26), and 14.7
percent to ATV for business parKking.

O the remaining 84.3 percent of Landmark Hall for the main
house, carriage house, and pool (100 percent - 15.7 percent), ATV
used 87 percent for business use, which constitutes 73.3 percent
of Landmark Hall (.87 x .843). Adding ATV s business use of the
parking area to its business use of the main house, carriage
house, and pool, we find ATV used 88 percent of Landmark Hall.
(73.3 percent + 14.7 percent). M. Cutts used the remaining 12
percent of Landmark Hall for personal use.

The parties did not address the significance of the
pi cturesque front yard and facade. Because ATV derived the
predom nant benefit from Landmark Hall, including the front yard
and facade, as a beautiful md-19th century mansion that
inpressed its custoners, we allocate to ATV an additional 1

percent of the property for use of the front yard and facade.
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Taking into account all aspects of Landmark Hall, we
allocate to ATV and M. Cutts 89 percent and 11 percent of
Landmark Hal |, respectively.

Section 274(a) generally disallows a deduction for
entertai nment expenses that are not directly related to or
associated wth the active conduct of a trade or business.
Section 274(d) disallows a deduction under section 162 or 212 for
entertai nment expenses unless the taxpayer substantiates each
el ement of an expenditure or use of property by “adequate
records” or by “sufficient evidence corroborating the taxpayer’s
own statenent”. Under section 274(a), which applies to the costs
of a swi nmm ng pool, taxpayers can deduct expenses for
recreational, social, or simlar activities (including facilities
therefor) primarily for the benefit of enployees, provided there
is no discrimnation in favor of officers, sharehol ders or other
owners, or highly conpensated enpl oyees. Sec. 274(e)(4); sec.
1.274-2(f)(2)(v), Incone Tax Regs.

The pool was sinply used for enpl oyee entertai nnent and was
not directly related to or associated with ATV s trade or
business. Even if the pool satisfies the proviso under section
274(e)(4), ATV did not provide any records or docunents to
substanti ate use of the pool by enployees other than officers,
shar ehol ders or other owners, or highly conpensated enpl oyees.

Ms. Harrington was an officer of ATV, and there is no information
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in the record to show she was not a highly conpensat ed enpl oyee
in 1997. Although we allocate the pool to ATV for entertai nnent
use, we hold ATV is not entitled to deduct the pool repair
expenses because of its failure to maintain the proper records.

We hold ATV s paynent of 100 percent of the utilities is a
constructive dividend to M. Cutts to the extent of 11 percent
thereof allocable to M. Cutts’s personal use. |f sharehol ders
use corporation-owned property for personal purposes, they wll
be charged with additional distributions fromthe corporation
taxable to them as constructive dividend incone if the

corporation has sufficient earnings and profits. See Ireland v.

United States, 621 F.2d 731, 735 (5th Gr. 1980); Mlvin v.

Commi ssioner, 88 T.C. 63, 80 (1987), affd. 894 F.2d 1072 (9th

Cr. 1990).

We hold ATV is entitled to deduct 89 percent of the Landmark
Hal | utilities expense as attributable to its business use of the
property. The corporation will not be allowed to deduct costs of
mai ntai ning property allocable to its sharehol ders’ personal use

of such property. See United Aniline Co. v. Comm ssioner, 316

F.2d 701, 705 (1st Cr. 1963); Melvin v. Conm Sssioner, supra.

The anount of ATV s disallowed pool repair expense is not a
constructive dividend to M. Cutts because we all ocated the pool
to ATV for entertai nment use for the primary benefit of its

enpl oyees rather than for the primary benefit of M. Cutts or any
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of ATV s ot her sharehol ders. See United Aniline Co. V.

Conmi ssi oner, supra; Melvin v. Conm ssioner, supra.

We allocate to ATV and M. Cutts 89 percent and 11 percent
of the whole of Landmark Hall, respectively. |In accordance with
our instruction, supra p. 12, the anmobunt of ATV s disall owed rent
deduction is not $8,580 ($78,000 x .11) but $4,926.32 ($82, 105. 26
X .11 - $82,105.26 x .05). W hold ATV is entitled to deduct
$73,073. 68 of Landmark Hall rent ($78,000 - $4, 926. 32).

W hold M. Cutts is entitled to deduct Schedul e E expenses
for 89 percent of insurance,® nortgage interest,® real estate
t axes, and depreciation for Landnmark Hall. A Rule 155
conputation is necessary to adjust M. Cutts’s allowable item zed
deductions to take our allocation into account.

| ssue 2. VWhether the Cross-Debts Between Petitioners Should Be
Netted for Purposes of Applying Section 7872

Respondent and petitioners agree that the debts between ATV

and M. Cutts should be treated as | oans with bel ow mar ket

SAl t hough, under the lease terns, ATV was required to

purchase insurance for Landmark Hall, respondent conceded in the
statutory notice that M. Cutts is entitled to deduct Landmark
Hal | insurance as a rental property expense up to the anmount of

ATV s allocation of Landmark Hall.

®Respondent conceded in the statutory notice that M. Cutts
is entitled to deduct Landmark Hall nortgage interest as a rental
property expense up to the anount of ATV s allocation of Landmark
Hal | .
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interest rates to which section 7872 applies.’” Respondent argues
M. Cutts’s debts to ATV and ATV's debts to M. Cutts should be
treated as separate | oans for purposes of applying section 7872.
Petitioners argue the debts M. Cutts owed ATV should be netted
agai nst the debts ATV owed M. Cutts. W agree with petitioners
and hold they are entitled to net the debts.

Because the netting question is an issue of first inpression
under section 7872, we dropped the ball in allowing this case to
retain its designation as a small tax case under section 7463 and
Title XVI1 of the Court’s Rules. Through our inadvertence and
respondent’s failure to object, see H Conf. Rept. 105-599, at
245 (11998), 1998-3 C.B. 747, 999, we failed to exercise our power
prior to trial to renove the small tax case designation under
Rule 171(c). Even though our opinion is not precedential and
shoul d not be cited as authority, we provide a thorough anal ysis.

By virtue of the principle of Conm ssioner v. Sunnen, 333 U.S.

591 (1948), our decision nay affect other tax years of
petitioners.?®
Section 7872 concerns the incone tax consequences of “bel ow

market” or “interest-free” |oans” between a corporation and any

'Petitioners do not dispute respondent’s determ nation that
ATV has inputed interest inconme under sec. 7872 for interest-free
| oans to stockhol der-vice president Max Angerhol zer.

8 n view of the relatively small amounts of taxes and
penalties in issue for the 1997 tax year, we are otherwi se at a
| oss to understand the parties’ failure to settle these cases.
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of its shareholders. Sec. 7872(a), (c)(1)(C. W described the

general effect of section 7872 in KTA-Tator, Inc. v.

Comm ssioner, 108 T.C. 100, 101-102 (1997), as foll ows:

Section 7872 recharacterizes a bel ow-market | oan as an
arm s-length transaction in which the | ender nade a

| oan to the borrower in exchange for a note requiring
the paynent of interest at a statutory rate. As a
result, the parties are treated as if the | ender nade a
transfer of funds to the borrower, and the borrower
used these funds to pay interest to the |ender. The
transfer to the borrower is treated as a gift,

di vidend, contribution of capital, paynent of
conpensation, or other paynent depending on the
substance of the transaction. The interest paynent is
included in the lender’s income and generally nay be
deducted by the borrower. See H Conf. Rept. 98-861
at 1015 (1984), 1984-3 C.B. (Vol. 2) 1, 269.

The forgone interest on a | oan by a corporation to its
sharehol der is treated as a distribution to the sharehol der and
generally taxed as a dividend. |[d. at 106; secs. 61(a)(7),
301(c)(1); H Conf. Rept. 98-861, 1013 (1984), 1984-3 C.B. (Vol.
2) 267. The forgone interest on a | oan by a shareholder to a
corporation is treated as a capital contribution. Sec. 1.7872-
4(d), Proposed Incone Tax Regs., 50 Fed. Reg. 33561 (Aug. 20,

1985); see also KTA-Tator, Inc. v. Comnm ssioner, supra at 102

(“The transfer to the borrower is treated as a * * * contri bution
of capital * * * depending on the substance of the
transaction.”). Under section 1.7872-2(a)(1), Proposed |Inconme

Tax Regs., 50 Fed. Reg. 33557 (Aug. 20, 1985): “each extension
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or [sic] credit or transfer of noney by a lender to a borrower is
treated as a separate |loan.”?®

The subject of netting cross-loans by parties whose
| oan/ debt rel ati onships are covered by section 7872 is not
addressed by the statute, the conference report or other
| egislative history, or by the proposed regulations or their
pr eanbl e.

We address the question in three steps: First, we consider
the I ocal |aw governing the cross-loans; second, we consider the
subject in light of Federal tax principles; and third, for
pur poses of conpl eteness, we refer to authorities in other
contexts in which netting has been addressed.

Because petitioners were Al abana residents and the | oans
were made in Al abama, we apply Al abama | aw to determ ne whet her
t he overl appi ng advances should be netted or treated separately

under local law. See United States v. Natl. Bank of Commerce,

472 U. S. 713, 722 (1985); LeFrak v. Comm ssioner, T.C Meno.

1993- 526.

In Norris v. Commercial Natl. Bank, 163 So. 798, 801 (Al a.

1935), the Suprene Court of Al abama cited Washi ngton v.

Wi | e proposed regul ations do constitute “‘a body of
informed judgnment * * * which courts may draw on for guidance’”
KTA-Tator, Inc. v. Conm ssioner, 108 T.C 100, 102 (1997)
(quoting Bolton v. Conm ssioner, 694 F.2d 556, 560 n.10 (9th Gr.
1982), affg. 77 T.C. 104 (1981)), we accord them no nore wei ght
than a litigation position, id. at 102-103; F.W Wolwrth Co. v.

Conmi ssi oner, 54 T.C. 1233, 1265-1266 (1970).
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Ti nberl ake, 74 Ala. 259, 264 (1883), a case between individuals,
for the general proposition that “Wen parties have cross-demands
agai nst each other, the real indebtedness is the excess of one
debt over the other.” This rule of setoff is nost often applied
in the bank/depositor context to hold that the bank is entitled,
when its loan to the depositor matures, to apply the anount in

t he depositor’s bank account to the bank’s |oan to the depositor.

In re Patterson, 967 F.2d 505 (11th Cr. 1992) (applying Al abama

law); Rainsville Bank v. WIlIlingham 485 So. 2d 319 (Ala. 1986);

Norris v. Commercial Natl. Bank, supra.

For the setoff to be valid, the cross-demands nust be
mutual ; that is, “due fromone party to the other in the sane

right.” |In re Patterson, supra at 510; Atkinson v. Fed. Deposit

Ins. Corp., 635 F.2d 508, 510-511 (5th Cir. 1981); King v.
Porter, 160 So. 101, 104 (Ala. 1935). Wiether the cross-demands
are nmutual is an issue of Al abama |ocal |aw, which requires that
t he cross-demands are mature at the tine of setoff and are

bet ween parties of |like capacity. 1n re Patterson, supra.

Mutual ity of obligation was present between ATV and M.
Cutts at all relevant tinmes. There is no evidence in the record
the loans had a definite maturity date or that | oans to one party
woul d mature before loans to the other, which suggests the cross-
| oans were payable in full at any time on demand of either ATV or

M. Cutts. See sec. 7872(f)(5); KTA-Tator, Inc. v. Conm ssioner,
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supra at 105. W concl ude under Al abama | aw t hat open-account
debts from M. Cutts to ATV woul d be netted agai nst open-account
debts from ATV to M. Cutts.?

We now turn to the Federal incone tax treatnment of the debts
under section 7872. Under section 7872(a)(2), any forgone
interest attributable to periods during any cal endar year are to
be treated as transferred (and retransferred) on the |ast day of
such cal endar year. However, the parties conceded, through their
argunents and the | edgers, that, for purposes of this case,

i nterest should be inputed and treated as payable at the end of
each nonth rather than at the end of the calendar year. 1In the
interests of judicial econonmy, we accept the parties’ concession

of law. See Fazi v. Conmm ssioner, 105 T.C. 436, 444 (1995).

In KTA-Tator, Inc. v. Comm ssioner, supra, we agreed with

t he Comm ssioner and held that each of a series of advances under
aline of credit was a separate | oan on which inputed interest
began to accrue under section 7872 on each advance as it was
made. For authoritative guidance to support our holding, we
turned to the conference report to the Deficit Reduction Act of

1984, Pub. L. 98-369, 98 Stat. 494, which states: “‘any transfer

OUnder Al abama tax law, gross incone includes interest or
ot her incone determ ned in accordance with sec. 7872. Al a. Code
sec. 40-18-14.3 (2003). Al abama |aw does not specifically
addr ess whet her cross-1oans should be netted for purposes of
applying sec. 7872 or the correlative provision of the Al abama
tax | aw
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of noney that provides the transferor with a right to repaynent

may be a loan.’” KTA-Tator, Inc. v. Conm ssioner, 108 T.C. at

103 (quoting H Conf. Rept. 98-861, supra at 1018, 1984-3 C. B
(Vol . 2) at 272).

KTA-Tator, Inc., is distinguishable fromthis case and does

not address whet her overl appi ng | oans should be netted. KTA-

Tator, Inc., did not involve overl appi ng open accounts. Rather,

it dealt with a timng issue; i.e., whether a series of advances
under a line of credit will be considered one |oan or a series of
separate | oans for purposes of section 7872.

Because neither section 7872 nor the conference report
provi des authoritative guidance on this issue, and the proposed
regul ati ons do not address this issue, we turn to other areas of
Federal tax law for authority on the subject of netting open
account bal ances between debtor and creditor.

The incidence of taxation depends upon the substance of the

transacti on. Conmi ssioner v. Court Holding Co., 324 U S. 331,

334 (1945); United States v. Ingalls, 399 F.2d 143, 145-146 (5th

Cr. 1968), revg. 272 F. Supp. 10 (N.D. Ala. 1967). Resort to
substance is not a right reserved for the Comm ssioner’s
excl usi ve benefit--to use or not to use--depending on the anount

of the tax to be realized. Estate of Weinert v. Conmni ssioner,

294 F.2d 750, 755 (5th Cr. 1961), revg. 31 T.C. 918 (1959); see

al so Estate of Durkin v. Conm ssioner, 99 T.C. 561, 572 (1992).
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The taxpayer too has a right to assert the priority of substance
--at least in a case where his tax reporting and actions show an
honest and consi stent respect for the substance of a transaction.

Estate of Winert v. Conm ssioner, supra at 755. The taxpayer’s

right to assert the primcy of substance over formis the | aw of
the Fifth Circuit that is binding precedent in the Eleventh
Crcuit, to which this case would be appealable if it were not a

small tax case. See Shepherd v. Conmi ssioner, 283 F.3d 1258,

1262 n.6 (11th G r. 2002), affg. 115 T.C. 376 (2000). W
exam ne the particular transactions at issue to determ ne whet her
the formused by ATV and M. Cutts reflects the substance of what
was acconpl i shed.

United States v. Ingalls, supra, addressed the setoff

gquestion in a pre-section 7872 context. The question in Ingalls
was whet her the conprom se of an enpl oynent contract clai mwas
legally effective to defer incone over the conprom se peri od.
The taxpayer was a shareholder in a fam|ly-owned corporation

The taxpayer had borrowed heavily fromthe corporation prior to
entering into a |l ong-term enpl oynent contract with the
corporation. The shareholders got into a dispute over the

validity of the enploynent contract and the anmount of debt the

11 Because any appeal in this case, if it were permssible,
would lie to the Court of Appeals for the Eleventh GCrcuit, we
follow the precedent established in that Crcuit. See Golsen v.
Comm ssioner, 54 T.C. 742, 756-757 (1970), affd. 445 F.2d 985
(10th Gr. 1971).
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t axpayer owed the corporation. Negotiations between the opposing
factions culmnated in a settlenent agreenent. |In lIngalls, the
Court of Appeals for the Fifth Circuit described the agreenent as
fol |l ows:

Under its ternms the conpany purchased the enpl oynent

contract for $228,360 payable in equal install nments of

$22,836 on February 1st of the ten next succeedi ng

years and, in turn, taxpayer agreed to pay off his

out st andi ng i ndebt edness to the conpany of $228,360 in

equal installnents of $22,836 on February 1st of the

ten next succeeding years * * * the only security for

t he new note being taxpayer’s promse to pay and the

foll ow ng provision: “[Taxpayer] * * * further agrees

that so long as any part of said indebtedness or any

i nterest thereon renmains unpaid, the conpany may nake

t he paynents herei nabove agreed to be paid to himby

currently crediting said i ndebtedness with such

paynments as they accrue.” [ld. at 145.]

On the basis of this agreenent, the Court of Appeals in
Ingalls held, reversing the District Court, that in substance the
di sput ed enpl oynent contract claimwas conprom sed by a di scharge
of i ndebtedness. The taxpayer was held to be in receipt of
i ncone equal to the discharged indebtedness in the year of
conprom se

The Court of Appeals in Ingalls recognized that nutual debts
do not automatically cancel each other, but equity would
effectuate a setoff of nutual debts where “‘one debt was
contracted on the credit of the other.”” 1d. at 145-146 (quoting

Simmons v. Wllianms, 27 Ala. 507, 511-512 (1855)). The Court of

Appeals in Ingalls stated that, under these circunstances--
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the formality of pleading the set-off would be the only

barrier to cancellation of nutual debts contracted on

the credit of each other. The agreenent here

elimnates even the formality of having to plead the

set-of f since by contract the parties agree that if the

taxpayer fails to pay the conpany, the conpany is
authorized to effect a private set-off by making the
bookkeepi ng entry nenti oned above. The agreenent

speaks for itself and nmakes clear that the taxpayer had

to performno additional act for the debt to be

di scharged. * * * [ld. at 146.]

The Court of Appeals in Ingalls concluded there was no
nont ax busi ness purpose for the installnment aspect of the
contract conprom se even though the corporation had a nontax
purpose in reaching the general settlenent.

Ingalls is an exanple of the taxpayer’s use of formto
attenpt to avoid taxes. W disagree with respondent that
petitioners’ netting the loans is an attenpt to di savow the form
of the loan transactions to avoid taxes.'? The form of
petitioners’ transactions is not dispositive to the issue in this
case.

Al t hough netting the | oans may save taxes, there is an
i nportant nontax business purposes for petitioners’ |oan
transactions. The two open running accounts were set up to keep
track of everyday business transactions and for conmonsense

efficiency reasons. M. Cutts was due rent fromATV. M. Cutts

2Even with our generous briefing schedul e, respondent
failed to address in his reply brief petitioners’ citation of
United States v. Ingalls, 399 F.2d 143 (5th G r. 1968). Because
Ingalls is distinguishable fromthe case at hand, we find that
respondent did not concede any argunent supported by Ingalls.
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made personal purchases using the ATV conpany credit card.
| nst ead of exchangi ng checks, petitioners sinply deducted M.
Cutts’s personal purchases fromthe rent paynent obligation and
had ATV pay M. Cutts’s other obligations such as child support
and Landmark Hall nortgage paynent obligations. @G ven
respondent’s argunent in favor of substance over formin the
proposed regul ations, it ill behooves respondent to rely on
substance where it suits himand to rely on formalisns when
respondent does not like the result of giving effect to
subst ance.

Contrary to respondent’s argunent, we see no reason why
netting woul d necessarily increase conplexity for business and
tax planners.

Respondent argues netting a term | oan agai nst a demand | oan
woul d frustrate and conplicate enforcenent of section 7872. W
do not have a term | oan overl apping a demand | oan because both
sets of | oans between petitioners are demand | oans. Even if our
decision in this case had precedential authority, our decision
woul d not govern the situation where a term and demand | oan

overlap. See In re Patterson, 967 F.2d at 510.

Qur holding in favor of netting conforns with results in
ot her contexts where netting of nutual debts has been addressed
for Federal tax purposes. A zero net interest rate is applied to

over |l appi ng periods of nutual indebtedness between a taxpayer and
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the IRS; i.e., “annual netting” and “gl obal interest netting”.

See FNMA v. United States, 56 Fed. O . 228 (2002); Rev. Proc. 94-

60, 1994-2 C. B. 774.

Petitioners are entitled to net the debts and thereby fix
the dividend and interest incone respectively realized by M.
Cutts and ATV under section 7872 in anmounts smaller than those
determ ned by respondent.

The result of our decision to net the debts is that, under
section 7872, ATV is considered to have nade nondeducti bl e
di vidend distributions to M. Cutts during each nonth of his 1997
cal endar year in the anmount of the forgone interest on the net
out st andi ng bal ance of each nonth’s debts. M. Cutts is treated
as having retransferred the forgone interest to ATV during each
month of ATV s tax year ended Septenber 30, 1997, thereby giving
ATV interest incone for each nonth of its 1997 tax year.?®

M. Cutts is not entitled to deduct the portion of
constructive interest paynents all ocable to personal purchases
for the conpany credit card and ATV s paynent of his child
support. See sec. 163(h). M. Cutts made paynents on the

Landmark Hal |l nortgage by having ATV wite the nortgage paynent

BM. Cutts is not treated as receiving dividend incone for
his 1997 tax year from |l oans made by ATV during the 3 nonths
ended Dec. 31, 1996. ATV is not treated as receiving interest
inconme for its tax year ended Sept. 30, 1997, fromits | oans nade
to M. Cutts during the 3 nonths ended Dec. 31, 1997. Those
periods are not before us.
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checks, which M. Cutts then credited against ATV s rent
obligation. M. Cutts is entitled to deduct the portion of
constructive interest paynents allocable to ATV s paynents on the
Landmark Hall nortgage to the extent all owabl e under section 163,
which is to be determned in the Rul e 155 conputation. Because
there are no net anmounts of interest due fromATV to M. Cutts,
we have no occasion to consider correlative questions of interest
deductibility by ATV.

| ssue 3. VWhether Petitioners Are Liable for the Section
6662 Accuracy-Rel ated Penalty for the 1997 Tax Year

Respondent concedes petitioners are not liable for any
penalty with respect to any adjustnents relative to the use of
Landmark Hall.!* The issue remains whether petitioners are
liable for the section 6662(a) accuracy-related penalty for
adjustnents relative to unreported interest under section 7872.

Section 6662 inposes a penalty of 20 percent on
under paynents of tax attributable to negligence or disregard of
the rules or regulations. Petitioners can avoid this penalty if
they nade a reasonable attenpt to conply with the provisions of
the Internal Revenue Code, and they were not carel ess, reckless,
or in intentional disregard of rules or regulations. See sec.

6662(c); Accardo v. Conm ssioner, 942 F.2d 444, 452 (7th Cr

¥I'n his brief, respondent conceded the accuracy-rel ated
penalty for all “expenses clainmed by ATV rel ative to Landmark
Hal 1”7, including the pool repair expense.
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1991), affg. 94 T.C. 96 (1990); Drumyv. Conm ssioner, T.C Meno.

1994-433, affd. 61 F.3d 910 (9th Cr. 1995).

The Comm ssioner has the burden of producing sufficient
evidence indicating it is appropriate to inpose the section
6662(a) penalty or addition to tax. Sec. 7491(c);?!® Higbee v.

Conmm ssioner, 116 T.C 438, 446 (2001). Once the Comm ssi oner

meets his burden of production, the taxpayer nmust cone forward
with evidence sufficient to persuade a court that the
Commi ssioner’s determnation is incorrect. Higbee v.

Conmmi ssi oner, supra at 447. The taxpayer al so bears the burden

of proof with regard to issues of reasonable cause. 1d. at 446.
Respondent satisfied his burden of production by introducing
petitioners’ 1997 returns and ATV' s | edger show ng that neither
petitioner reported income or deductions under section 7872 as a
result of the debts even though petitioners concede section 7872
applies to the net anount of the debts.
Petitioners did not explain or justify why they did not net

the debts and report inconme under section 7872 for the 1997 tax

15Sec. 7491 is effective for court proceedings arising in
connection with exam nati ons conmmencing after July 22, 1998. See
I nt ernal Revenue Service Restructuring and Reform Act of 1998,
Pub. L. 105-206, sec. 3001, 112 Stat. 726. The notices are dated
May 22, 2001. The parties have not informed us whether the
exam nation conmenced on or before July 22, 1998, and neither
party addressed this issue. Because M. Cutts’s 1997 return was
filed on Cct. 19, 1998, and ATV's 1997 return was filed on June
19, 1998, it is obvious that the exam nations of petitioners’
returns comenced after July 22, 1998.
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year. There is no evidence petitioners attenpted to conply with
section 7872. W find petitioners were negligent in not
reporting inconme fromthe net debts between M. Cutts and ATV as
giving rise to loans with bel ow-market rates to which section
7872 applies.

We hold petitioners liable for section 6662 accuracy-rel ated
penalties for their 1997 tax year in reduced anounts to be
determined in the Rule 155 conputati on.

To give effect to the foregoing,

Decisions will be entered

under Rul e 155.




