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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned the follow ng defi-

ciencies in, and accuracy-rel ated penalties under section

1Cases of the followi ng petitioners are consolidated here-
with: Frances B. Havens (Ms. Havens), docket No. 2041-02; and
Gscar M Barber (M. Barber), docket No. 2042-02.
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6662(a)? on, each petitioner’s Federal incone tax (tax):

Accur acy- Rel at ed

Petiti oner Year Defi ci ency Penal t vy

Del awar e Cor poration 1994 $37, 794 $3, 581. 40
1997 12, 366 2,473. 20

M . Bar ber 1994 6,710 1, 342. 00

1995 495 99. 00

Ms. Havens 1994 12, 637 2,527. 40

1995 7,285 1, 457. 00

The issues remaining for decision in these consolidated
cases are:?

(1) Do Del aware Corporation’s paynments during 1994 of
certain expenses with respect to a farmin Caroline County,
Virginia (Caroline County farm, constitute for that year con-
structive dividends to Ms. Havens that Del aware Corporation is
not entitled to deduct? W hold that they do.

(2) Do Del aware Corporation’s paynents during 1994 and 1995

2All section references are to the Internal Revenue Code
(Code) in effect at all relevant tinmes. Al Rule references are
to the Tax Court Rules of Practice and Procedure.

]ln addition to the issues remaining for decision listed
bel ow, there are other questions relating to certain determ na-
tions in the notice of deficiency (notice) issued to Ms. Havens
(Ms. Havens’s notice) with respect to her taxable years 1994 and
1995 that are conputational in that their resolution flows
automatically fromour resolution of certain of the issues that
we address herein. Mreover, Del aware Corporation and respondent
agree that the Court’s resolution of certain of the issues
remai ning for decision will resolve whet her Del aware Corporation
is entitled to a net operating |oss (NOL) deduction for 1997 that
is attributable to a clained NOL carryforward from 1995.
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of certain expenses with respect to certain real property in
Virginia Beach, Virginia (Virginia Beach property), constitute
for those years constructive dividends to Ms. Havens that Del a-
ware Corporation is not entitled to deduct? W hold that they
do.

(3) I's Delaware Corporation entitled for 1994 and 1995 to
depreci ati on deductions with respect to the Virginia Beach
property? W hold that it is not.

(4) Do Del aware Corporation’s paynents during 1994 of
certain legal fees constitute for that year constructive divi-
dends to M. Barber that Del aware Corporation is not entitled to
deduct? W hold that they do.

(5) Do Del aware Corporation’s paynents during 1994 and 1995
of certain child care expenses constitute for those years con-
structive dividends to M. Barber that Del aware Corporation is
not entitled to deduct? W hold that they do.

(6) I's Delaware Corporation |iable for each of the years
1994 and 1997 for the accuracy-related penalty under section
6662(a)? We hold that it is.

(7) I's M. Barber liable for each of the years 1994 and 1995
for the accuracy-rel ated penalty under section 6662(a)? W hold
t hat he is.

(8) Is Ms. Havens |iable for each of the years 1994 and 1995

for the accuracy-rel ated penalty under section 6662(a)? W hold



that she is.
FI NDI NGS OF FACT

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

At the tinme it filed its petition, the principal place of
busi ness of Del aware Corporation was in Virginia. M. Barber and
Ms. Havens resided in Virginia at the tine they filed their
respective petitions.

Backgr ound

At all relevant tines, Delaware Corporation was a comrerci al
and industrial construction conpany. Prior to August 1, 1993,

M. Barber owned 100 percent of the stock of Del aware Cor por a-
tion. During 1994 and 1995, Del aware Corporation did not have a
witten enpl oyee benefits plan. During at |east part of 1994 and
1995, M. Barber’s two daughters (M. Barber’s daughters) worked
for Del aware Corporation, although not at the sane tine.

Sonme time prior to June 2, 1992, M. Barber was convicted of
marij uana conspiracy for which he was incarcerated. Before M.
Barber’s incarceration, he and his then wife Laura Barber (M.

Bar ber) resided on property located in Mddlesex County, Virginia
(Mtchuns Creek property), which they owned as joint tenants.
After M. Barber’s release fromprison on June 2, 1992, he did
not return to live at the Mtchuns Creek property, where M.

Bar ber continued to reside.

A few years before M. Barber’s release fromprison, he
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applied to a bank for a loan and offered to use the Mtchuns
Creek property as collateral. As a condition to approving that
| oan application while M. Barber was in prison, the bank re-
guested M. Barber to sign a deed (Mtchuns Creek deed) conveying
to Ms. Barber his interest as a joint tenant in the Mtchuns
Creek property, which he did. M. Barber gave the Mtchuns Creek
deed to Ms. Barber but did not intend that she record that deed
unl ess and until he defaulted on his | oan paynents.

While M. Barber was incarcerated, he and Ms. Barber di-
vorced. Thereafter, but while M. Barber was still in prison,
Ms. Barber recorded the Mtchuns Creek deed. It was not until
after his release fromprison that M. Barber discovered that M.
Bar ber had recorded that deed, whereupon he conmmenced litigation
(litigation with respect to the Mtchunms Creek property) against
her in the Crcuit Court of Mddlesex County (M ddlesex Crcuit
Court). In that litigation, M. Barber claimed that he and Ms.
Barber as joint tenants, and not Ms. Barber al one, owned the
Mtchuns Creek property. Sonme tine after August 1, 1993, the
M ddl esex Circuit Court found that Ms. Barber had fraudulently
i nduced M. Barber to convey to her his interest in the Mtchuns
Creek property. That court ordered a rescission of the Mtchuns
Creek deed and a so-called equitable distribution of the Mtchuns
Creek property to both M. Barber and Ms. Barber.

I n January 1988, Ms. Havens purchased for $300, 000 t he
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Virginia Beach property on which was situated a col oni al -styl e,
brick, 2,900 square-foot house. That house had four bedroons,
three full baths, a detached two-car garage, and an in-ground
swinmng pool. At all relevant tines, including during 1993,
1994, and 1995, Ms. Havens resided at the Virginia Beach prop-
erty. At sone tinme prior to August 1, 1993, Ms. Havens purchased
the Caroline County farm

Sone tinme between June 3, 1992, and August 1, 1993, M.
Bar ber net Ms. Havens at a social gathering. At that gathering,
M. Barber |earned from M. Havens that she owned 60 percent of
the stock of a very successful corporation known as Managenent
Systens Applications, Inc. (MSA), and that MSA's subsidiary
Managenent Systens Applications, Inc. Kuwait, LLC (MSA-Kuwait),
was having certain problens while conducting its business in
Kuwait. M. Barber offered to assist Ms. Havens in resolving
t hose problens. Although wary of M. Barber because he had
recently been released fromprison, Ms. Havens accepted M.
Barber’s offer and caused MSA-Kuwait to hire M. Barber. M.
Barber’s work with MSA-Kuwait | asted approxi mately one year,
during which tinme he traveled to Kuwait several tines.

At a tinme not disclosed by the record after June 2, 1992,
and before August 1, 1993, Ms. Havens and M. Barber forned and
owned Mari on- Booker (Marion-Booker), a Virginia limted liability

conpany. Marion-Booker purchased certain real property (Chick
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Cove property) at Chick Cove Manor in Mddl esex County, Virginia,
which it intended to sell after it caused a house to be built
t her eon.

During 1993, 1994, and 1995, M. Barber stayed at various
tinmes at the Virginia Beach property, at the Chick Cove property,
and at a house located in Topping, Virginia.

Certain Transactions |nvol ving Del aware
Corporation, Ms. Havens, and M. Barber

At least during the period June 2, 1992, to August 1, 1993,
Del awar e Corporation did not have the assets or capitalization
that M. Barber believed was necessary to secure the financing
and the bonding that it required in order to bid successfully on
maj or construction projects. During that period, M. Havens and
M. Barber discussed between thenselves and with Robert L. Braun
(M. Braun)* the use by Del aware Corporation of certain of M.
Havens’'s assets and certain of M. Barber’s assets for the
pur pose of enhanci ng Del aware Corporation’s ability to secure
such financing and such bonding (Ms. Havens’s and M. Barber’s
pl an).

M. Braun recommended that Del aware Corporation, M. Havens,
and M. Barber use a so-called contract of purchase, and not a

deed of trust, in order to effect Ms. Havens's and M. Barber’s

‘M. Braun is a certified public accountant who since 1978
provi ded various professional services to Del aware Corporation
and M. Barber.
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plan. In recomendi ng the use of a contract of purchase, M.
Braun advi sed Del aware Corporation, M. Havens, and M. Barber
that such a contract (1) would not trigger the due-on-sale clause
in favor of the first nortgage hol der of any nortgage loan with
respect to any property that they wished to use to carry out WM.
Havens’s and M. Barber’s plan and (2) would be reflected in
Del aware Corporation’s financial statenments as a stockhol der | oan
that would be treated as equity for purposes of that conpany’s
ability to obtain bonding. M. Braun al so advi sed Del aware
Cor poration, Ms. Havens, and M. Barber that no recording costs
woul d have to be paid if a contract of purchase were used since
under such a contract no deed would be recorded. |In addition,
based on information provided to him M. Braun advised petition-
ers that the respective properties of Ms. Havens and M. Barber
that they intended to use in effecting Ms. Havens’'s and M.
Barber’s plan were rental properties and that Del aware Cor por a-
tion would be entitled to deduct the operating expenses relating
to any such rental property provided that the rent was paid for
such property.

Sone tinme shortly before August 1, 1993, Del aware Cor por a-
tion, Ms. Havens, and M. Barber caused contracts of purchase to
be prepared in order to inplenment Ms. Havens’'s and M. Barber’s
pl an, and M. Braun reviewed those contracts.

Del awar e Corporation, M. Havens, and M. Barber entered
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into an agreenment (1993 gl obal agreenent), effective as of August
1, 1993, which provided in pertinent part:

THI S AGREEMENT, nmade as of and effective this 1st
day of August, 1993, by and between FRANCES B. HAVENS
(“Havens”), and OSCAR M BARBER (“Barber”), and DELA-
WARE CORPORATION (“DC"),

STATEMENTS:
A. Barber is 100% owner of all of the stock of DC

B. Havens is the owner of property known as 1316
Harris Road, Virginia Beach, Virginia, (the “Vir-
gi ni a Beach property) and 185 acres, Reedy Church
District, Caroline County, Virginia (the “Caroline
County property”).

C. Havens and Barber are the owners of Marion-Booker,
a Virginialimted liability conpany, which owns a
ot with inprovenents thereon at Chick Cove Manor
M ddl esex County, Virginia.

D. Bar ber has and/or is asserting an ownership inter-
est in property on Mtchunis Creek in M ddl esex
County, Virginia.

E. Havens is a 60% owner of Managenent Systens Appli -
cations, Inc., a Virginia corporation.

F. Havens owns a 30% interest in MSA-Kuwait, LLC
[ MSA-Kuwait] a Virginia limted liability conpany
and DC owns a 30% interest in MSA-Kuwait, LLC

G The parties have agreed and desire that the Caro-
line County property, the Virginia Beach property,
the interest in MSA-Kuwait owned by Havens and the
M tchum Creek property, and the Marion- Booker
property be transferred to DC, for DC to enter
into a managenent contract with Managenent Sys-
tenms Applications, Inc. (“MSA’) and for Havens to
acquire a stock ownership in DC as set forth be-
| ow:

W TNESSETH:

NOW THEREFORE | N CONSI DERATI ON of $10.00 cash in
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hand paid by DC to Havens and to Barber and the receipt
of which is hereby acknow edged and for other good and
val uabl e consi derations including the nutual prom ses
contai ned herein the parties agree as foll ows:

1

The Caroline County property wll be transferred
to DC for consideration of $715,000.00, which

i ncl udes the assunption by DC of the existing

i ndebt edness in favor of Colonial Farm Credit ACA
[in] the approxi mate amount of $394,800.00. This
transfer will be by way of a |and sal es contract.
The difference between the present indebtedness of
$394, 800. 00 and $715,000.00 will be evidenced by a
prom ssory note payable to Havens bearing interest
at the lowest rate allowed by law to prevent the
imputation of interest. Such note shall be due
and payabl e upon the sale of the Caroline County
property. If the parties termnate this agreenent
or at DC s option if the managenment contract re-
ferred to herein is not renewed, DC will convey
its interest in the property back to Havens, the
af oresaid note shall be cancelled and DC will be
relieved fromany further obligations for paynent
under the indebtedness to Colonial Farm Credit
ACA. Any noneys spent by DC for mai ntenance or
for interest on the indebtedness will be at DC s
expense not to be reinbursed to DCif the Caroline
property is reconveyed to Havens.

The Virginia Beach property will be transferred to
DC for consideration of $300,000.00, which in-

cl udes the assunption by DC of the existing in-
debt edness in favor of Crestar Mrtgage Corp. [in]
t he approxi mate anount of $172,000.00. This
transfer wll be by way of a | and sal es contract.
The difference between the present indebtedness of
$172, 000. 00 and $300, 000.00 will be evidenced by a
prom ssory note payable to Havens bearing interest
at the lowest interest rate allowed by law to
prevent the inputation of interest. Such note
shal | be due and payabl e upon the sale of the
Virginia Beach property. |If the parties termnate
this agreenent or at DC s option if the managenent
contract referred to herein is not renewed, DC
wll convey its interest in the property back to
Havens, the aforesaid note shall be cancelled and
DC will be relieved fromany further obligations
for paynment under the indebtedness to Nations



- 11 -

Bank. Any noneys spent by DC for mai ntenance or
for interest on the indebtedness will be at DC s
expense not to be reinbursed to DCif the Virginia
Beach property is reconveyed to Havens.

Havens will transfer to DC a 30%interest in MSAK
If a dispute arises, the operating agreenent dated
August 1, 1993 will prevail. If the parties ter-
mnate this agreenent or at the option of DCif

t he managenent agreenent is not renewed, the 30%
interest in MSAK will revert to Havens w t hout
regard to increase in value. Provided, however

DC wll be entitled to keep its 30%

Barber will convey his interest in the Mtchums
Creek property to DC by | and sal es contract for
$50, 000. 00 plus the paynent of debts to Rumsey,
Breeden, Hubbard, Bugg & Terry and to Braun,
Dehnert, Clarke & Co. DC will pay all expenses in
recovering the house and anything that has to be
paid to Laura Barber. The deed of Barber’s inter-
est will be delivered to DC at the earliest tine
he is able to convey such interest.

Havens will cause MSA to enter into a managenent
agreenent with DC on the terns and conditions set
forth in that managenent agreenent dated August 1,
1993 which is made a part hereof by this refer-
ence.

Upon execution and delivery of all of the docu-
ments enunerated herein to DC, DC will issue to
Havens sufficient stock so that after the issuance
51% of DC will be owned by Barber and 49% w || be
owned by Havens. Notw thstanding this stock own-
ership percentages, all profit and | oss distribu-
tions and capital distributions will be split 50-
50. Al so notw thstandi ng anyt hi ng cont ai ned
herein to the contrary, with regard to matters

i nvol ving MSA, Havens will have the right to di-
rect sanme, such not to be overridden by Barber.

Shoul d this agreenent be term nated by the nutual
agreenent of the parties, or should DC elect to
termnate this agreenent because of the managenent
contract not being renewed, generally except as

ot herwi se regarded herein, the parties agree to
take all actions necessary to place thenself in a
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position that they were in imediately prior to
the effective date of this agreenent. For pur-
poses of illustration the Caroline property, the
Virginia Beach property, half of the MSAK interest
woul d be returned to Havens. The Mtchuns Creek
property would be split 50-50. In the event of
such term nation or dissolution, the parties agree
that total assets of DC will be assigned a fair
mar ket value, with Havens being entitled to 50% of
the total fair market value and Barber entitled to
50% of the total fair market val ue; provided,
however, Havens shall be entitled to receive as
part of her 50% share, the equities accunulated in
the aforenentioned properties. In the event of
termnation or dissolution, Havens agrees to con-
vey all of her right, title and interest in DC
back to DC or to Barber. [Reproduced literally.]

Pursuant to the 1993 gl obal agreenent, Del aware Corporation
and MSA entered into a managenent contract (1993 nanagenent
contract). The 1993 managenent contract, which was effective as
of August 1, 1993, provided in pertinent part as foll ows:

THI S MANAGEMENT CONTRACT [is] made and effective
as of August 1, 1993, between The Del aware Corporation

* x % (“DC’) and Managenent Systens Applications, Inc.
* ok x (“MBA").

STATEMENTS:
* * * * * * *
C. MBA desires to enter into a Managenent con-
tract with DC for DC to supply managenent services to

VBA.

* * * * * * *
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1. DURATI ON AND CANCELLATI ON

The initial termof this contract shall be for one
(1) year; beginning on the effective date of this
contract and ending at 12: 00 m dni ght on July 31, 1994.
After the expiration of the initial term this agree-
ment will continue in effect on a year to year basis on
the saine [sic] terns and conditions until cancel ed by
either party. * * *

* * * * * * *

9. MANAGEMENT FEES

A In return for the managenent services pro-
vided by DC to MSA under this contract, MSA shal

negoti ate the fees for each contract function assigned

to DC

B. As an incentive under this Agreenment, in
addition to the fees under Paragraph A above, DC shal

be paid an amobunt equal to 5% of the pre-tax profits of

MBA resulting fromor because of nmanagenent i nprove-

ments by DC, for each cal ender year. * * *

Pursuant to paragraph 9(A) of the 1993 nmanagenent contract, MSA
pai d Del aware Corporation $30,000 per nmonth for a period not
di scl osed by the record.

Pursuant to the 1993 gl obal agreenent, Ms. Havens entered
into a contract of purchase that purported to sell to Del aware
Corporation the Caroline County farm (Caroline County farm
contract). The Caroline County farm contract, which was effec-
tive as of August 1, 1993, provided in pertinent part:

THI'S CONTRACT OF PURCHASE, entered into as of the

1st day of August, 1993, by and between FRANCES B

HAVENS (hereinafter referred to as “Seller”) and DELA-

WARE CORPORATI ON (hereinafter referred to as “Pur-
chaser”).
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STATEMENTS:

A The Seller agrees to sell and the Purchaser
agrees to buy the property described on Exhibit A
attached hereto and made a part hereof by this refer-
ence (the “Caroline County property”) upon certain
terms and conditions contained therein; and

B. The parties hereto have agreed that such sale
and purchase be by contract and that the deed of con-
veyance be delivered when such contract has been com
pleted in full.

* * * * * * *

2. The Property and Restrictions. The Pur -
chaser agrees to purchase and the Sellers [sic] agree
to sell the property described in Exhibit A

3. Purchase Price and Terns of Paynent. The
price of the property shall be $715,000.00 with the
present indebtedness being assuned by the Purchaser and
t he bal ance evi denced by a prom ssory note payabl e by
t he Purchaser upon the sale of such parcel

The Purchaser agrees that the unpaid bal ance shal
bear interest at the lowest rate allowed by law to
prevent the inputation of interest per annum fromthe
date hereof, such interest to be payable annually. Any
paynents are to be applied first to the paynent of
i nterest on any unpai d bal ances of the purchase price
and second to the reduction of the principal anmount of
t he purchase price.

Until the sale of the parcel, Del aware Corp. shal
be responsible for paynent of all indebtedness which
constitute[s] a lien against the parcel.

4. Deed Upon Full Paynent. Upon the entire
bal ance of the purchase price of the parcel being paid
in full, the Purchaser shall be entitled to receive a

deed for that parcel * * *,

* * * * * * *

8. Ri sk of Loss. Fromthe date hereof, risk of
| oss or damage to the properties by fire, w ndstorm
casualty or other cause is assuned by the Purchaser
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9. | nsur ance. Purchaser is to procure and
carry at Purchaser’s expense fire and casualty insur-
ance on inprovenents to the property in an anmount not
| ess than the replacenent value with such policies
nam ng Seller as first |oss payee and Purchaser as
second | oss payee. Purchaser shall al so procure and
carry out at its expense liability insurance in favor
of the Seller affording protection to the Iimt of
$500, 000.00 in respect to injury or death to a single
person and to the limt of $500,000.00 in respect of
any one accident. Purchaser shall provide the Seller
with a copy of such policies and agree to naintain sane
during the termof this contract.

* * * * * * *

12. Possession of Property. The Purchaser may
enter into possession of such property as of August 1,
1993, and continue in such possession for and during
the life of this agreenent. The Purchaser shall main-
tain such prem ses and all inprovenents thereon in good
repair, shall permt no waste thereof, and shall take
the sanme care thereof that a prudent owner woul d take.
During the life of this agreenent Purchaser may not
i nprove such property without the Seller’s consent in
witing. * * *

13. Assignnent. No transfer or assignnent of
any rights hereunder shall be made by anyone having an
interest herein, unless made in witing and in such
manner and on such terns and conditions required by the
Sel ler.

* * * * * * *

16. Loans. Not wi t hst andi ng anyt hi ng cont ai ned
herein to the contrary, the Purchaser may nortgage the
property to pay off the purchase price, with the con-
sent of Seller.

* * * * * * *

20. Construction. Thi s agreenent shall be
interpreted under the | aws of the Commonweal t h of
Virginia and shall not be construed agai nst either
party as drafter.

Pursuant to the Caroline County farm contract, Del aware
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Cor poration assuned the bal ance of Ms. Havens's $394, 800 nort gage
loan with respect to the Caroline County farm and gave Ms. Havens
a prom ssory note (Caroline County farmnote) for the remaining
$320, 200 of the $715,000 purchase price set forth in that con-
tract. The Caroline County farmnote provided in pertinent part:

Del aware Corporation, a Virginia corporation, promses

to pay to the order of Frances B. Havens * * * the sum

of $320, 200 due and payabl e upon the sale of the prop-

erty at Reedy Church District, Caroline County, Vir-

ginia * * *,

This note bears interest at the | owest rate of

interest per annum allowed by law fromtine to tine to

prevent the inputation of interest. * * *

At all relevant tinmes after July 31, 1993, the Caroline County
farmremai ned unsol d, and Del aware Corporation did not nmake any
paynments to Ms. Havens on the Caroline County farm note.

Pursuant to the 1993 gl obal agreenent, Ms. Havens entered
into a contract for purchase that purported to sell to Del aware
Corporation the Virginia Beach property (Virginia Beach property
contract). The Virginia Beach property contract, which was
effective as of August 1, 1993, provided in pertinent part:

THI'S CONTRACT OF PURCHASE, entered into as of the

1st day of August, 1993, by and between FRANCES B

HAVENS (hereinafter referred to as “Seller”) and DELA-

WARE CORPORATI ON (hereinafter referred to as “Pur-
chaser”).

STATEMENTS:

A The Seller agrees to sell and the Purchaser
agrees to buy the property described on Exhibit A
attached hereto and made a part hereof by this refer-
ence (the “Virginia Beach property”) upon certain terns
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and conditi ons contai ned therein; and

B. The parties hereto have agreed that such sale
and purchase be by contract and that the deed of con-
veyance be delivered when such contract has been com
pleted in full.

* * * * * * *

2. The Property and Restrictions. The Pur -
chaser agrees to purchase and the Sellers [sic] agree
to sell the property described in Exhibit A

3. Purchase Price and Terns of Paynent. The
price of the property shall be $300,000.00 with the
present indebtedness being assuned by the Purchaser and
t he bal ance evi denced by a prom ssory note payabl e by
t he Purchaser upon the sale of such parcel

The Purchaser agrees that the unpaid bal ance shal
bear interest at the lowest rate allowed by law to
prevent the inputation of interest per annum fromthe
date hereof, such interest to be payable annually. Any
paynents are to be applied first to the paynent of
i nterest on any unpai d bal ances of the purchase price
and second to the reduction of the principal anmount of
t he purchase price.

Until the sale of the parcel, Del aware Corp. shal
be responsible for paynent of all indebtedness which
constitute[s] a lien against the parcel.

4. Deed Upon Full Paynent. Upon the entire
bal ance of the purchase price of the parcel being paid
in full, the Purchaser shall be entitled to receive a

deed for that parcel * * *,

* * * * * * *

8. Ri sk of Loss. Fromthe date hereof, risk of
| oss or damage to the properties by fire, w ndstorm
casualty or other cause is assuned by the Purchaser

9. | nsur ance. Purchaser is to procure and
carry at Purchaser’s expense fire and casualty insur-
ance on inprovenents to the property in an anount not
| ess than the replacenent value with such policies
nam ng Seller as first |oss payee and Purchaser as
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second | oss payee. Purchaser shall al so procure and
carry out at its expense liability insurance in favor
of the Seller affording protection to the Iimt of

$500, 000.00 in respect to injury or death to a single
person and to the limt of $500,000.00 in respect of
any one accident. Purchaser shall provide the Seller
with a copy of such policies and agree to naintain sane
during the termof this contract.

* * * * * * *

12. Possession of Property. The Purchaser may
enter into possession of such property as of August 1,
1993, and continue in such possession for and during
the life of this agreenent. The Purchaser shall main-
tain such prem ses and all inprovenents thereon in good
repair, shall permt no waste thereof, and shall take
the sanme care thereof that a prudent owner woul d take.
During the life of this agreenent Purchaser may not
i nprove such property without the Seller’s consent in
witing. * * *

13. Assignnent. No transfer or assignnent of
any rights hereunder shall be nmade by anyone having an
interest herein, unless made in witing and in such
manner and on such terns and conditions required by the
Seller.

* * * * * * *

16. Loans. Not wi t hst andi ng anyt hi ng cont ai ned
herein to the contrary, the Purchaser may nortgage the
property to pay off the purchase price, with the con-
sent of Seller.

* * * * * * *

20. Construction. Thi s agreenent shall be
interpreted under the [aws of the Commonweal t h of
Virginia and shall not be construed agai nst either
party as drafter.

Pursuant to the Virginia Beach property contract, Del aware
Cor poration assuned t he bal ance of Ms. Havens’'s $172, 000 nort gage

loan with respect to the Virginia Beach property and gave M.
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Havens a prom ssory note (Virginia Beach property note) for the
remai ni ng $128, 000 of the $300, 000 purchase price set forth in
that contract. The Virginia Beach property note provided in
pertinent part:

Del awar e Corporation, a Virginia corporation, prom ses

to pay to the order of Frances B. Havens * * * the sum

of $128, 000. 00 due and payabl e upon the sale of the

* * * TVirginia Beach property].

This note bears interest at the | owest rate of

interest per annumallowed by law fromtinme to tine to

prevent the inputation of interest. * * *

At all relevant tinmes after July 31, 1993, the Virginia Beach
property remai ned unsold, and Del aware Corporation did not nake
any paynents to Ms. Havens on the Virginia Beach note.

Pursuant to the 1993 gl obal agreenent, Del aware Corporation
and M. Barber entered into a contract of purchase (Mtchuns
Creek contract) that purported to sell to Delaware Corporation
his interest in the Mtchunms Creek property. The Mtchuns Creek
contract, which was effective as of August 1, 1993, while the
litigation with respect to the Mtchuns Creek property was
pending in the Mddlesex Crcuit Court, provided in pertinent
part:

THI'S CONTRACT OF PURCHASE, entered into as of the

1st day of August, 1993, by and between OSCAR M BARBER

(hereinafter referred to as “Seller”) and DELAVWARE

CORPORATI ON (hereinafter referred to as “Purchaser”).

STATEMENTS:

A The Seller agrees to sell and the Purchaser
agrees to buy the property described on Exhibit A
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attached hereto and made a part hereof by this refer-
ence (the “M ddl esex County property”) [Mtchunms Creek]
upon certain terns and conditions contained therein;
and

B. The parties hereto have agreed that such sale
and purchase be by contract and that the deed of con-
veyance be delivered when such contract has been com
pleted in full.

* * * * * * *

2. The Property and Restrictions. The Pur -
chaser agrees to purchase and the Sellers [sic] agree
to sell all of the Seller’s right, title and interest
in and to the property described in Exhibit A

3. Purchase Price and Terns of Paynent. The
price of the property shall be $50,000.00 with the
present indebtedness being assuned by the Purchaser
together with all legal and accounting fees with the
bal ance evi denced by a prom ssory note payable by the
Pur chaser upon the sale of such parcel

The Purchaser agrees that the unpaid bal ance shal
bear interest at the lowest rate allowed by law to
prevent the inputation of interest per annum fromthe
date hereof, such interest to be payable annually. Any
paynents are to be applied first to the paynent of
i nterest on any unpai d bal ances of the purchase price
and second to the reduction of the principal anmount of
t he purchase price.

Until the sale of the parcel, Del aware Corp. shal
be responsible for paynent of all indebtedness which
constitute[s] a |ien against the parcel.

4. Deed Upon Full Paynent. Upon the entire
bal ance of the purchase price of the parcel being paid
in full, the Purchaser shall be entitled to receive a

deed for that parcel * * *,

* * * * * * *

8. Ri sk of Loss. Fromthe date hereof, risk of
| oss or damage to the properties by fire, w ndstorm
casualty or other cause is assuned by the Purchaser
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9. | nsur ance. Purchaser is to procure and
carry at Purchaser’s expense fire and casualty insur-
ance on inprovenents to the property in an anount not
| ess than the replacenent value with such policies
nam ng Seller as first |oss payee and Purchaser as
second | oss payee. Purchaser shall al so procure and
carry out at its expense liability insurance in favor
of the Seller affording protection to the Iimt of
$500, 000.00 * * *,  Purchaser shall provide the Seller
with a copy of such policies and agree to naintain sane
during the termof this contract.

* * * * * * *

12. Possession of Property. The Purchaser may
enter into possession of such property as of August 1,
1993, and continue in such possession for and during
the life of this agreenent. The Purchaser shall main-
tain such prem ses and all inprovenents thereon in good
repair, shall permt no waste thereof, and shall take
the sanme care thereof that a prudent owner woul d take.
During the life of this agreenent Purchaser may not
i nprove such property without the Seller’s consent in
witing. * * *

13. Assignnent. No transfer or assignnent of
any rights hereunder shall be made by anyone having an
interest herein, unless made in witing and in such
manner and on such terns and conditions required by the
Sel ler.

* * * * * * *

16. Loans. Not wi t hst andi ng anyt hi ng cont ai ned
herein to the contrary, the Purchaser may nortgage the
property to pay off the purchase price, with the con-
sent of Seller.

* * * * * * *

20. Construction. Thi s agreenent shall be
interpreted under the [ aws of the Comonweal t h of
Virginia and shall not be construed agai nst either
party as drafter.

As made clear in paragraph 4 of the 1993 gl obal agreenent, the

term “present indebtedness” referred to in paragraph 3 of the
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Mtchuns Creek contract included, inter alia, any nortgage
i ndebt edness out standing on the Mtchuns Creek property and any
| egal fees that M. Barber owed as of the effective date of the
M tchuns Creek contract for services rendered in connection with
the litigation with respect to the Mtchuns Creek property.

Pursuant to the Mtchunms Creek contract, Del aware Corpora-
tion gave M. Barber a prom ssory note for $50,000. That prom s-
sory note provided in pertinent part:

Del aware Corporation, a Virginia corporation, promses

to pay to the order of Oscar M Barber * * * the sum of

$50, 000. 00 due and payabl e upon the sale of the prop-

erty at Mtchuns Creek Property, M ddl esex County,

Virginia * * *,

This note bears interest at the | owest rate of

interest per annumallowed by law fromtinme to tine to

prevent the inputation of interest. * * *

Pursuant to the 1993 gl obal agreenent, Marion-Booker® en-
tered into a contract with Del aware Corporation under which
Mar i on- Booker purported to sell to Delaware Corporation its
interest in the Chick Cove property. Although, as discussed
above, M. Barber stayed at the Chick Cove property at various
times during the period 1993 through 1995, he did not pay rent to
Del aware Corporation during that period for his use of that
property.

At a tinme not disclosed by the record after the respective

SAs di scussed above, Marion-Booker was a Virginia limted
l[iability conpany that Ms. Havens and M. Barber fornmed and
owned.
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effective dates of the Caroline County farm contract and the
Virginia Beach property contract, Del aware Corporation conpl eted
several major construction projects for which it had been able to
obtain the financing and the bonding that permtted it to bid
successfully on such projects.

At all relevant tinmes, including the respective effective
dates of the Caroline County farmcontract and the Virgi nia Beach
property contract and all relevant tines thereafter during the
taxable years in question,® petitioners did not intend that M.
Havens transfer to Del aware Corporation equitable ownership of
and legal title to the Caroline County farmand the Virginia
Beach property. Thus, Del aware Corporation assigned its interest
in the Caroline County farmcontract (Caroline County farm
assignnment) to MSG STG L.P., a famly l[imted partnership con-
trolled by Ms. Havens. The Caroline County farm assi gnnment,
whi ch was effective as of Novenber 9, 1994, provided in pertinent
part as foll ows:

THI' S ASSI GNMENT of Contract Interest, made Novem

ber 9, 1994, by and bet ween DELAWARE CORPORATI QN, a

Virginia Corporation (Assignor), and MSG STG L.P., a
Virginia Limted Partnership (Assignee).

5The taxabl e years for which respondent determ ned defi ci en-
cies and penalties against Ms. Havens and M. Barber are 1994 and
1995. The taxable years for which respondent determ ned defi -
ciencies and penal ties agai nst Del aware Corporation are 1994 and
1997. The deficiency and the penalty that respondent determ ned
for Del aware Corporation s taxable year 1997 are attributable to
respondent’ s di sall owance of a clainmed NOL carryforward fromits
t axabl e year 1995.
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* * * * * * *

WHEREAS, the parties to this Assignnent wish to
assign to MG STG L.P., a Virginia Limted Partnership
all rights of DELAWARE CORPORATION in and to the August
1, 1993 contract of purchase, to cancel the August 1,
1993 Note in the anobunt of Three Hundred Twenty Thou-
sand Two Hundred and NO 100 Dol |l ars ($320, 200. 00), and
to relinquish any and all clainms so that DELAWARE
CORPORATI ON shall not have any equitabl e clai munder
color of title to the property located in Caroline
County, Virginia, purchased by Frances B. HAVENS in
1991, and the legal title to which is still vested in
t he nane of Frances B. HAVENS under the Court record
docunents in Caroline County, Virginia and

WHEREAS, the parties wish the Assignnment to all ow
Frances B. HAVENS to freely transfer and/ or convey or
sell her ownership in the One Hundred Ei ghty-five (185)
acres, nore or less, located in Caroline County, Vir-
ginia, free and clear of any clainms of interest or
owner shi p by DELAWARE CORPCRATI ON under the August 1,
1993 contract of purchase.

NOW THEREFORE, in consideration of the sumof Ten
and NO' 100 Dol l ars ($10.00) paid by MSG STG L.P., a
Virginia Limted Partnership, to DELAWARE CORPORATI QON,
recei pt of which is hereby acknow edged, and ot her good
and val uabl e considerations, the parties hereto agree
as follows:

1. DELAVWARE CORPORATI ON assigns to MSG STG L. P.
a Virginia Limted Partnership, all of its |egal and
equitable rights in and to the contract of purchase
dated August 1, 1993, by and between Frances B. HAVENS
and DELAWARE CORPORATION for the Caroline County prop-
erty, reference to which contract is hereby expressly
made and which contract is incorporated into this
agr eement .

2. DELAWARE CORPORATI ON assigns all clains which
it my have, legal or equitable, under any contract or
color of title, to any interest in the One Hundred
Ei ghty-five (185) acres, nore or less, located in
Caroline County, Virginia.

3. The August 1, 1993 Note from DELAWARE CORPORA-
TI ON payable to Frances B. HAVENS in the anmount of
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Three Hundred Twenty Thousand Two Hundred and NO 100
Dol | ars ($320, 200.00) is cancelled effective upon the
date of this agreenent.

4. This Assignnent and rel ease of contractual
rights and claimunder any color of title shall not be
recor ded.

Del awar e Corporation also assigned its interest in the
Virginia Beach property contract (Virginia Beach assignnment) to
Ms. Havens. The Virginia Beach assignnment, which was effective
as of June 1, 1995, provided in pertinent part:

THI'S ASSI GNMVENT of Contract Interest, nmade June 1,
1995 by and between DELAWARE CORPORATION, a Virginia
Cor poration (Assignor), and Frances B. Havens (As-
si gnhee) .

* * * * * * *

WHEREAS, the parties to this Assignnent wish to
re-assign to Frances Havens all rights of DELAWARE
CORPORATION in and to the August 1, 1993 contract of
purchase, to cancel the August 1, 1993 Note in the
anount of One Hundred Twenty Ei ght Thousand and No/ 100
Dol  ars ($128, 000.00), and to relinquish any and al
clainms so that DELAWARE CORPORATI ON shall not have any
equitable claimof title to the property located in
Virginia Beach, Virginia, purchased by Frances B
Havens in January 1988, and the legal title to which is
still vested in the name of Frances B. HAVENS under the
Court record docunents in Virginia Beach, Virginia and

WHEREAS, the parties wish the Assignnent to all ow
Frances B. HAVENS to freely transfer and/or convey or
sell her ownership in the House and Real Estate, |o-
cated in Virginia Beach, Virginia free and clear of any
clainms of interest or ownership by DELAWARE CORPCRATI ON
under the August 1, 1993 contract of purchase.

NOW THEREFORE, in consideration of the sumof Ten
and NO 100 Dol Il ars ($10.00) paid by Frances Havens, to
DELAWARE CORPORATI ON, receipt of which is hereby ac-
know edged, and ot her good and val uabl e consi derati ons,
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the parties hereto agree as foll ows:

1. DELAWARE CORPORATI ON assigns to Frances Ha-
vens, all of its legal and equitable rights in and to
the contract of purchase dated August 1, 1993, by and
bet ween Frances B. HAVENS and DELAWARE CORPCRATI ON for
the Virginia Beach property, reference to which con-
tract is hereby expressly made and which contract is
incorporated into this agreenent.

2. DELAWARE CORPORATI ON assigns all clains which
it my have, |legal or equitable, under any contract or
color of title, to any interest in the House and
Real estate [sic] located in Virginia Beach, Virginia.

3. The August 1, 1993 Note from DELAVWARE CORPORA-
TI ON payable to Frances B. HAVENS in the anmount of One
Hundred Twenty Ei ght Thousand and NO' 100 Dol | ars
(%128, 000.00) is cancelled effective upon the date of
this agreenent.

4. Frances Havens will re-assune the liability of
the pay off balance to Crestar Mrtgage Corporation in
t he amount of One Hundred Fifty N ne Thousand N ne
Hundred Forty Five and 94/ 100 Dol | ars ($159, 945.94) and
commence meking the nonthly paynents.

5. Delaware Corporation will deduct from Frances

Havens Loan from St ockhol der account Twel ve Thousand

Fifty Four and 06/100 Dol lars ($12,054.06), which

represents Del aware Corporation’s Equitable interest in

the Virginia Beach Property.
6. This Assignnent and rel ease of contractual

rights and claimunder any color of title shall not be

recor ded.

Sonme time after the conclusion of the litigation with
respect to the Mtchuns Creek property, M. Barber purchased for
$75,000 the one-half of that property that the Mddlesex G rcuit
Court had found she did not own and that M. Barber had purported
to sell to Del aware Corporation pursuant to the Mtchuns Creek

contract.
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Certain Paynents by Del aware Corporation

During the years in question, Delaware Corporation made
certain paynents as described bel ow.

Caroline County Farm

During 1994, Del aware Corporation paid the foll ow ng ex-
penses (1994 Caroline County farm expenses) totaling $49,817 with

respect to the Caroline County farm

Type of Expense Anmpunt
Mbrt gage Loan $44, 170
Real Estate Taxes 2,418
Electric UWilities 2,917
Tel ephone 312

Virqgi nia Beach Property

During 1994, Del aware Corporation paid the foll ow ng ex-
penses (1994 Virginia Beach property expenses) totaling $29, 202

with respect to the Virginia Beach property:

Type of Expense Anmpunt
Mort gage Loan $18, 627
Real Estate Taxes 2,963
Electric UWilities 4, 805
Tel ephone 1,682

Tel evi si on 251

Pr opane 200
Security 482

M scel | aneous 192

During 1995, Del aware Corporation paid the foll ow ng ex-
penses (1995 Virgi nia Beach property expenses) totaling $23, 654

with respect to the Virginia Beach property:



Type of Expense Anmount
Mort gage Loan $18, 649
Real Estate Taxes 2,963
Electric UWilities 1,771
Tel ephone 271

M tchunms Creek Property

During 1994, pursuant to the Mtchuns Creek contract,
Del aware Corporation paid a total of $17,807 in legal fees (Iegal
fees with respect to the Mtchunms Creek property) for |egal
services provided to M. Barber in connection with the litigation
with respect to the Mtchuns Creek property.

Child Care

During 1994 and 1995, Del aware Corporation paid $7,762 (1994
child care expenses) and $3,321 (1995 child care expenses),
respectively, for the care of the children of M. Barber’s
daughters. Del aware Corporation did not treat those paynents as
taxabl e fringe benefits.

Petitioners’ Respective Federal |nconme Tax Returns

Each petitioner filed tax returns (returns) for the years in
gquestion as described bel ow

Del awar e Cor poration’s Returns

Del aware Corporation filed Form 1120, U. S. Corporation
| nconme Tax Return (Form 1120), for its taxable year 1994 (Del a-
ware Corporation’s 1994 return). Failes & Associates, P.C, was
the paid preparer (preparer) of that return. In Delaware Corpo-

ration’s 1994 return, Del aware Corporation clained the foll ow ng
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deductions: (1) $49,817 for the 1994 Caroline County farm
expenses, (2) $29,202 for the 1994 Virginia Beach property
expenses, (3) $17,807 for the legal fees with respect to the
M tchuns Creek property, (4) $7,762 for the 1994 child care
expenses, and (5) $10,909 for depreciation with respect to the
Virginia Beach property (1994 Virginia Beach property deprecia-
tion deduction). |In Delaware Corporation’s 1994 return, Del aware
Corporation reported $7,200 as gross rent received with respect
to the Virginia Beach property (1994 clained rent of $7,200).

Del aware Corporation filed Form 1120 for its taxable year
1995 (Del aware Corporation’s 1995 return).’ |In Del aware Corpora-
tion s 1995 return, Delaware Corporation clainmed the foll ow ng
deductions: (1) $23,654 for the 1995 Virgi nia Beach property
expenses, (2) $3,321 for the 1995 child care expenses, and
(3) $5,454 for depreciation with respect to the Virgi nia Beach
property (1995 Virginia Beach property depreciation deduction).
I n Del aware Corporation’s 1995 return, Del aware Corporation
clainmed an NOL.® Delaware Corporation carried part of that NOL

back to its taxable years 1993 and 1994 and, as di scussed bel ow,

'Del aware Corporation’s 1995 return is not part of the
record in this case. W are unable to determine fromthat record
whet her a preparer prepared Del aware Corporation’s 1995 return
and, if so, the identity of such preparer.

8The record does not disclose the anbunt of the NOL that
Del awar e Corporation clainmed in Delaware Corporation’s 1995
return.
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carried the balance (i.e., $74,021) forward to its taxable year
1997.

Del aware Corporation filed Form 1120 for its taxable year
1997 (Del aware Corporation’s 1997 return). Failes & Associ ates,
P.C., was the preparer of that return. |In Delaware Corporation’s
1997 return, Del aware Corporation clainmed an NOL deduction of
$74,021 that was attributable to a clained NOL carryforward from
1995.

Ms. Havens’'s Returns

Ms. Havens filed Form 1040, U.S. Individual |nconme Tax
Return (Form 1040), for her taxable year 1994 (Ms. Havens's 1994
return). Braun, Dehnert, Carke & Co., PC, was the preparer of
that return. In Ms. Havens's 1994 return, Ms. Havens did not
report as incone the follow ng paynents that Del aware Corporation
made during 1994: (1) $49,817 for the 1994 Caroline County farm
expenses and (2) $29,202 for the 1994 Virgi nia Beach property
expenses. In Ms. Havens’'s 1994 return, Ms. Havens did not report
as inconme Del aware Corporation’ s assignnment in 1994 of its
interest in the Caroline County farmcontract to M5G STG L. P., a
famly limted partnership controlled by Ms. Havens.

Ms. Havens filed Form 1040 for her taxable year 1995 (Ms.
Havens’s 1995 return). “KROBOTHs” was the preparer of that
return. In Ms. Havens’s 1995 return, Ms. Havens did not report

as incone $23,654 for the 1995 Virgi nia Beach property expenses
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t hat Del aware Corporation paid during 1995. In Ms. Havens’'s 1995
return, Ms. Havens did not report as inconme Del aware Cor por a-
tion’s assignnment of its interest in the Virginia Beach property
contract to her.

M. Barber’'s Returns

M. Barber filed Form 1040 for his taxable year 1994 (M.
Barber’s 1994 return). A preparer prepared that return.® In M.
Barber’s 1994 return, M. Barber did not report as incone the
foll ow ng paynents that Del aware Corporation nmade during 1994:
(1) $17,807 for legal fees with respect to the Mtchuns Creek
property and (2) $7,762 for the 1994 child care expenses.

M. Barber filed Form 1040 for his taxable year 1995 (M.
Barber’s 1995 return). Failes & Associates, P.C., was the
preparer of that return. In M. Barber’s 1995 return, M. Barber
did not report as incone $3,321 for the 1995 child care expenses
t hat Del aware Corporation paid during 1995.

Respondent’s Exam nation of Petitioners’ Respective Returns

Respondent’ s exam nation of petitioners’ respective returns
for the taxable years in question began prior to July 23, 1998.

Del aware Corporation’s Notice of Deficiency

Respondent issued a notice to Del aware Corporation (Del anare

Corporation’s notice) with respect to its taxable years 1994 and

The record does not disclose the identity of the preparer
of M. Barber’s 1994 return.
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1997. In that notice, respondent determned, inter alia, to

di sall ow the follow ng deductions clained in Del aware Cor pora-
tion"s 1994 return: (1) Real estate taxes of $2,418 attributable
to the Caroline County farm (2) real estate taxes of $2,963
attributable to the Virginia Beach property, (3) nortgage | oan

i nterest of $29,820 attributable to the Caroline County farm

(4) nortgage loan interest of $6,350 attributable to the Virginia
Beach property,1® (5) utility expenses of $8,847,! (6) |egal fees

of $17,807 attributable to the litigation with respect to the

The parties stipulated that Del aware Corporation nmade for
1994, and deducted in its 1994 return, $44,170 of nortgage | oan
paynents with respect to the Caroline County farm and $18, 627 of
nort gage | oan paynments with respect to the Virginia Beach prop-
erty. Delaware Corporation’s notice showed that for the taxable
year 1994 respondent disallowed $29, 820 of nortgage | oan interest
deductions with respect to the Caroline County farm and $6, 350 of
nortgage | oan interest deductions with respect to the Virginia
Beach property. The record does not disclose the reason for the
di screpanci es between the respective total anounts of nortgage
| oan paynments that the parties stipul ated Del aware Corporation
made during 1994, and deducted in Del aware Corporation’s 1994
return, with respect to the Caroline County farmand the Virginia
Beach property (i.e., $44,170 and $18, 627, respectively) and the
respective total amounts of nortgage | oan interest deductions
t hat respondent disallowed for that year with respect to those
properties (i.e., $29,820 and $6, 350, respectively).

1'n Del aware Corporation’s notice, respondent did not show
t he disallowed portion of the total expense deductions of $8, 847
for utilities that Del aware Corporation clained in its 1994
return (1) that was attributable to the Caroline County farm and
(2) that was attributable to the Virgi nia Beach property. The
record establishes that Del aware Corporation paid during 1994
utility expenses of $2,917 attributable to the Caroline County
farmand $5,930 attributable to the Virginia Beach property.
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M tchuns Creek property, (7) tel ephone expenses of $2, 700, 12
(8) child care expenses of $7,762, and (9) depreciation of
$10,909 attributable to the Virginia Beach property. In Del aware
Corporation’s notice, respondent also determ ned that the 1994
claimed rent of $7,200 should not be included in Del aware Cor po-
ration’s gross incone for 1994.

In Del aware Corporation’s notice, respondent determ ned,
inter alia, to disallow the follow ng deductions clainmed in
Del aware Corporation’s 1995 return: (1) Real estate taxes of
$2,963 attributable to the Virginia Beach property, (2) nortgage
| oan interest of $11,676 attributable to the Virginia Beach

property, (3) utility expenses of $1,777 attributable to the

2 n Del aware Corporation’s notice, respondent did not show
the disallowed portion of the total tel ephone expense deductions
of $2,700 that Del aware Corporation claimed in its 1994 return
(1) that was attributable to the Caroline County farm and
(2) that was attributable to the Virgi nia Beach property. The
record establishes that Del aware Corporation paid during 1994
t el ephone expenses of $312 attributable to the Caroline County
farmand $1,682 attributable to the Virginia Beach property.

Al t hough the record is not clear regarding the property or
properties to which the remaining expenses of $706 are attri but-
able, the parties do not dispute that for 1994 the total tele-
phone expense deductions in dispute are $2, 700.

13The parties stipulated that Del aware Corporation nmade for
1995, and deducted in its 1995 return, $18,649 of nortgage | oan
paynents with respect to the Virginia Beach property. Del awnare
Corporation’s notice showed that for the taxable year 1995
respondent disallowed $11,676 of nortgage | oan interest deduc-
tions with respect to that property. The record does not dis-
cl ose the reason for the discrepancies between the total anopunt
of nortgage | oan paynents that the parties stipul ated Del aware
Cor poration made during 1995, and deducted in Del aware Cor por a-

(continued. . .)
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Virginia Beach property, (4) tel ephone expenses of $271 attri but-
able to the Virginia Beach property, (5) child care expenses of
$3, 321, and (6) depreciation of $5,454 attributable to the
Virginia Beach property.

As a result of the disallowance of the foregoing deductions,
respondent determned: (1) To decrease (a) the anount of the NOL
t hat Del aware Corporation clained in Del aware Corporation’ s 1995
return and (b) the anount of the NOL carryback from 1995 t hat
Del aware Corporation clainmed in its 1993 return and 1994 return
and (2) to elimnate the NOL carryforward from 1995 that Del aware
Corporation clainmed in its 1997 return. |n Del aware Cor pora-
tion s notice, respondent further determ ned that Del aware
Corporation is liable for each of the years 1994 and 1997 for the
accuracy-rel ated penalty under section 6662(a).

Ms. Havens’'s Notice of Deficiency

Respondent issued a notice to Ms. Havens with respect to her
taxabl e years 1994 and 1995. |In that notice, respondent deter-
m ned that during 1994 Ms. Havens recei ved constructive dividends
of $79,019 from Del aware Corporation, of which (1) $49, 817 was
attributable to the 1994 Caroline County farm expenses that

Del awar e Corporation paid during 1994 and (2) $29,202 was attrib-

3(...continued)
tion s 1995 return, wth respect to the Virginia Beach property
(i.e., $18,649) and the total anmount of nortgage | oan interest
deductions that respondent disallowed for that year with respect
to the Virginia Beach property (i.e., $11,676).
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utable to the 1994 Virginia Beach property expenses that Del aware
Corporation paid during that year. In M. Havens’s noti ce,
respondent al so determ ned that during 1995 Ms. Havens received
constructive dividends of $23,654 from Del aware Corporation
attributable to the 1995 Virginia Beach property expenses that
Del aware Corporation paid during that year. Respondent further
determned in Ms. Havens's notice that she is |iable for each of
the years 1994 and 1995 for the accuracy-rel ated penalty under
section 6662(a).

M. Barber’s Notice of Deficiency

Respondent issued a notice to M. Barber (M. Barber’s
notice) with respect to his taxable years 1994 and 1995. In that
noti ce, respondent determ ned that during 1994 M. Barber re-
ceived constructive dividends of $25,569 from Del aware Cor por a-
tion, of which (1) $17,807 was attributable to the | egal fees
with respect to the Mtchuns Creek property that Del aware Cor po-
ration paid during 1994 and (2) $7,762 was attributable to the
1994 child care expenses that Del aware Corporation paid during
that year. In M. Barber’s notice, respondent al so determ ned
that during 1995 M. Barber received constructive dividends of
$3, 321 from Del aware Corporation attributable to the 1995 child
care expenses that Del aware Corporation paid during that year
Respondent further determned in M. Barber’s notice that he is

liable for each of the years 1994 and 1995 for the accuracy-
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related penalty under section 6662(a).
OPI NI ON

Each petitioner bears the burden of proving that respon-
dent’s determnations in the notice that respondent issued to
such petitioner is erroneous. See Rule 142(a); Welch v.

Hel vering, 290 U. S. 111, 115 (1933).

We nust determ ne whether: (1) Del aware Corporation’s
paynments during 1994 of the 1994 Caroline County farm expenses
and the 1994 Virginia Beach property expenses and during 1995 of
the 1995 Virginia Beach property expenses (collectively, the
di sputed property expenses) constitute constructive dividends to
Ms. Havens for those respective years that Del aware Corporation
is not entitled to deduct; (2) Del aware Corporation is entitled
for 1994 to the 1994 Virgi nia Beach property depreciation deduc-
tion and for 1995 to the 1995 Virgi nia Beach property deprecia-
tion deduction (collectively, the Virginia Beach property depre-
ciation deductions); (3) Delaware Corporation’ s paynents during
1994 of the legal fees with respect to the Mtchunms Creek prop-
erty constitute constructive dividends to M. Barber for that
year that Del aware Corporation is not entitled to deduct;

(4) Del aware Corporation’s paynents during 1994 of the 1994 child
care expenses and during 1995 of the 1995 child care expenses
(collectively, the disputed child care expenses) constitute

constructive dividends to M. Barber for those respective years
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that Del aware Corporation is not entitled to deduct; and
(5) petitioners are liable for the respective years at issue for
t he accuracy-rel ated penalties.

It is petitioners’ position that respondent erred in deter-
mning: (1) That Del aware Corporation’s paynents of (a) the
di sputed property expenses, (b) the legal fees with respect to
the Mtchuns Creek property, and (c) the disputed child care
expenses constitute constructive dividends to Ms. Havens or M.
Barber, as the case may be, that Del aware Corporation is not
entitled to deduct;! (2) that Delaware Corporation is not enti-
tled to the Virginia Beach property depreciation deductions; and
(3) that petitioners are liable for the accuracy-rel ated penal -
ties at issue. In support of their position, petitioners rely
on, inter alia, M. Barber’s testinony. W found his testinony
to be questionable, vague, general, conclusory, and/or uncorrobo-

rated in certain material respects. W shall not rely on any

YpPetitioners do not argue that Ms. Havens and M. Barber
did not receive constructive dividends during the years at issue
because of insufficient earnings and profits of Del aware Cor pora-
tion. See secs. 301(c)(1), 316(a). Nor do petitioners contend
t hat Del aware Corporation intended (1) the paynents of the
di sputed property expenses to be conpensation to Ms. Havens, and
(2) the paynments of the legal fees with respect to the Mtchuns
Creek property and the disputed child care expenses to be conpen-
sation to M. Barber that is deductible by it for the respective
years in question. See Paula Constr. Co. v. Conm ssioner, 58
T.C. 1055, 1058-1059 (1972), affd. w thout published opinion 474
F.2d 1345 (5th Cir. 1973).
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such testinony to support petitioners’ position in the instant
cases.
Petitioners did not call Ms. Havens to testify in support of
their position in these cases. W presune that Ms. Havens did
not testify because her testinony would not have been favorable

to petitioners’ position. See Wchita Term nal Elevator Co. v.

Comm ssioner, 6 T.C 1158, 1165 (1946), affd. 162 F.2d 513 (10th

Gr. 1947).

1994 Caroline County Farm Expenses, 1994 Virgi ni a Beach
Property Expenses, and 1995 Virginia Beach Property Expenses

I n support of their position with respect to the disputed
property expenses, petitioners argue:

Because the Caroline County Farm was investnment prop-

erty held for rent and for resale, DC [Del aware Corpo-
ration] may deduct real estate taxes, nortgage interest
and utilities and operating expenses paid by it. * * *

* * * DC can deduct nortgage interest paid on the
Virginia Beach property in 1994 and 1995 and nort gage
interest paid on the Caroline County farmin 1995,
because the Virginia Beach property was rental prop-
erty. Both pieces were investnent property held for
rent and resale. * * *

* * * * * * *

Assets sold to DC were Caroline County farm
$715, 000; Virginia Beach property $300, 000; Marion-
Booker spec house [Chick Cove property], $99, 000;
Mtchum s [sic] Creek property $75,000 and 60% i nt erest
in MSA-Kuwait, total in excess of $1,000,000. This
i nfusion of capital enabled DC to get back into the
construction business and nake a profit.

* * * Al these transactions had substanti al
econom ¢, commercial and |egal effects other then
expected tax benefits. They were in no way an econonic
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sham wi t hout effect for Federal incone tax purposes.

* * %

Respondent counters:

A fundanmental principle of inconme tax law is that
econom ¢ substance prevails over form and in this case
the real estate transactions between petitioners were

W t hout econom ¢ substance because petitioner Havens

remai ned the true owner of the equity in the proper-
ties. * * *

* * * * * * *

It is abundantly clear that the real estate transac-

tions between Havens and Del aware Corporation are

W t hout econom ¢ substance. Havens always renmained in

possession of the properties and controll ed the proper-

ties as she had done before the transfers. Once the

Court | ooks through the alleged transfer to Del anare

Corporation, no economc relationships were altered,

and Havens remai ned the owner of the Virginia Beach and

Caroline County properties.

On the record before us, we reject petitioners’ argunent
that as of August 1, 1993, or any tinme thereafter during the
years in question, Ms. Havens transferred the Caroline County
farmand the Virginia Beach property to Del aware Corporation and
t hat Del aware Corporation becane the owner of those properties.
On that record, we agree with respondent that during the years in
guestion Ms. Havens renai ned the owner of both of those proper-
ties.

I n determ ni ng whet her the benefits and burdens of ownership
of the Caroline County farmand of the Virginia Beach property
passed from Ms. Havens to Del aware Corporation, we | ook to Keith

v. Comm ssioner, 115 T.C. 605 (2000), for guidance. |In Keith v.
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Conmi ssi oner, supra at 611-612, we st ated:

Case law * * * gets forth the standard for deter-
m ning when a sale is conplete for tax purposes. Wth
respect to real property, a sale and transfer of owner-
ship is conplete upon the earlier of the passage of
legal title or the practical assunption of the benefits
and burdens of ownership. See Major Realty Corp. &
Subs. v. Conm ssioner, 749 F.2d 1483, 1486 (11th Cr
1985), affg. in part and revg. in part T.C Meno. 1981-
361; Dettners v. Conmm ssioner, 430 F.2d 1019, 1023 (6th
Cr. 1970), affg. Estate of Johnston v. Conm SsSioner,
51 T.C. 290 (1968); Baird v. Conm ssioner, 68 T.C 115,
124 (1977). This test reaffirnms the | ongstanding
principle, evidenced by the follow ng early statenent,
that transfer of legal title is not a prerequisite for
a conpleted sale: “A closed transaction for tax pur-
poses results froma contract of sale which is absolute
and unconditional on the part of the seller to deliver
to the buyer a deed upon paynent of the consideration
and by which the purchaser secures inmedi ate possession
and exercises all the rights of ownership.” Conm s-
sioner v. Union Pac. RR Co., 86 F.2d 637, 639 (2d
Cir. 1936), affg. 32 B.T. A 383 (1935).

I n determ ni ng whet her passage either of title or
of benefits and burdens has occurred, we |ook to State
law. It is State |law that creates, and governs the
nature of, interests in property, with Federal |aw then
controlling the manner in which such interests are
taxed. See United States v. National Bank of Commerce,
472 U. S. 713, 722 (1985). Here, execution of the
contracts for deed was not acconpani ed by a transfer of
legal title, so we nust deci de whether these instru-
ments were sufficient under State |law to confer upon
t he purchaser the benefits and burdens of ownership.
This inquiry is a practical one to be resol ved by
exam ning all of the surrounding facts and circum
stances. * * *

Anmong the factors which this and other courts have
cited as indicative of the benefits and burdens of
ownership are: A right to possession; an obligation to
pay taxes, assessnments, and charges agai nst the prop-
erty; a responsibility for insuring the property; a
duty to maintain the property; a right to inprove the
property without the seller’s consent; a bearing of the
risk of loss; and a right to obtain legal title at any
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time by paying the balance of the full purchase price.
See ol dberg v. Conmm ssioner, T.C Menp. 1997-74; see
al so Major Realty Corp. v. Comm ssioner, supra at 1487,
G odt & McKay Realty, Inc. v. Conmm ssioner, 77 T.C.
1221, 1237-1238 (1981); Musgrave v. Conmm ssioner, T.C
Meno. 2000-285; Berger v. Comm ssioner, T.C Meno.
1996- 76; Spygl ass Partners v. Conmi ssioner, T.C Meno.
1995-452. \Wen a buyer, by virtue of such incidents,
woul d be consi dered to have obtai ned equitable owner-
ship under State law, a sale will generally be deened
conpleted for Federal tax purposes. * * *

As required by Keith v. Conm ssioner, supra, we shall

exam ne the |l aw of the Commonwealth of Virginia (Virginia | aw)
to determ ne whether as of August 1, 1993, or any tine thereafter
during the years in question, the Caroline County farm contract
and the Virginia Beach contract conferred on Del aware Corporation
the benefits and burdens of ownership (i.e., equitable ownership)
of the Caroline County farmand the Virginia Beach property.

Under Virginia law, generally when a contract for the sale
and purchase of real property is executed, the equitable owner-
ship (i.e., the benefits and burdens of ownership) of the real
property is transferred fromthe seller to the buyer. See Lipps

v. First Am Serv. Corp., 286 S. E 2d 215, 220 (Va. 1982); Sale v.

Swann, 120 S.E. 870, 873 (Va. 1924). \Were a contract for the
sal e and purchase of real property contains a condition prece-
dent, that condition nust be satisfied before a party to such

contract may seek specific performance of such contract, see

5The Caroline County contract and the Virgi nia Beach con-
tract provided that Virginia |law was to govern the interpretation
of those respective contracts.
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Flippov. F &L Land Co., 400 S.E. 2d 156, 160 (Va. 1991), and

before the equitable ownership (i.e., the benefits and burdens of
owner shi p) of such real property wll pass fromthe seller to the

buyer, see Bauserman v. Digiulian, 297 S.E. 2d 671 (Va. 1982).

Virginia law thus is consistent with tax | aw which requires that
a contract of sale of real property be “absol ute and uncondi -
tional” in order for such contract to be considered a cl osed

transaction for tax purposes. Comm ssioner v. Union Pac. R R,

86 F.2d 637, 639 (2d Cir. 1936), affg. 32 B.T. A 383 (1935).

In the instant cases, both the Caroline County farm contract
and the Virginia Beach property contract contai ned conditions
precedent that had to be satisfied. Delaware Corporation had no
obligation to nmake any paynents of principal to Ms. Havens with
respect to the Caroline County farm note, which under the Caro-
line County farm contract was part of the purchase price, unless
and until the Caroline County farmwas sold.*® Simlarly, Dela-
war e Corporation had no obligation to make any paynents of
principal to Ms. Havens with respect to the Virgi nia Beach
property note, which under the Virginia Beach property contract

was part of the purchase price, unless and until the Virginia

*Ms. Havens had no obligation under the Caroline County
farmcontract to deliver a deed for the Caroline County farm
unl ess and until Del aware Corporation paid the Caroline County
farmnote in full.
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Beach property was sold.? At all relevant tinmes after July 31
1993, the Caroline County farmand the Virginia Beach property
remai ned unsol d, and Del aware Corporation did not nmake any
paynments to Ms. Havens on the Caroline County farmnote or the
Virgi nia Beach property note. 18

In addition, the Caroline County farmcontract and the
Virginia Beach contract contai ned other provisions which indicate
that Ms. Havens did not transfer to Del aware Corporation as of
August 1, 1993, or any tinme thereafter during the years in
gquestion, the respective benefits and burdens of ownership of the
Caroline County farmand of the Virginia Beach property. Pursu-
ant to those respective contracts, Delaware Corporation was not
permtted to (1) nmake any inprovenents to the respective proper-
ties without first obtaining Ms. Havens’'s witten approval or
(2) nortgage such respective properties to pay the Caroline
County farmnote and the Virginia Beach property note, respec-
tively, without the consent of M. Havens.

Anot her factor indicating that Ms. Havens did not transfer

"Ms. Havens had no obligation under the Virginia Beach
property contract to deliver a deed for the Virginia Beach
property unless and until Delaware Corporation paid the Virginia
Beach property note in full.

8The Caroline County farm contract and the Virginia Beach
property contract did not specify any dates by which the Caroline
County farmand the Virgi nia Beach property, respectively, were
to be sold. As a result, the respective maturity dates for the
Caroline County farmnote and the Virginia Beach property note
wer e open- ended.
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to Del aware Corporation as of August 1, 1993, or any tine there-
after during the years in question, the benefits and burdens of
ownership of the Virginia Beach property is that Ms. Havens
continued to reside at that property during those years w thout
payi ng any rent.?1®

It is also significant that at all relevant tines, including
the respective effective dates of the Caroline County farm
contract and the Virginia Beach property contract and all rele-
vant tinmes thereafter during the taxable years in question,
petitioners did not intend that Ms. Havens transfer to Del aware
Cor poration equitable owership of and legal title to the

Caroline County farmand the Virginia Beach property. [|ndeed,

®petitioners contend that during 1994 Ms. Havens and M.
Bar ber each paid $3,600 to Del aware Corporation for the rental of
the Virginia Beach property, or a total of $7,200, which they
concede did not equal the annual fair rental value of that
property. In support of that contention, petitioners rely on M.
Barber’s testinony. W found such testinony to be questionable,
vague, and uncorroborated, and we shall not rely on it to estab-
lish that M. Barber paid any anount to Del aware Corporation in
1994 as rent for his use of the Virginia Beach property. More-
over, M. Barber’s testinony on which petitioners rely does not
address whether Ms. Havens paid any rent to Del aware Corporation
in 1994 for her use of that property. Petitioners have not
presented any evi dence, and nmake no argunent, that during the
years in question Delaware Corporation received any rent for the
Caroline County farm On the record before us, we find that
petitioners have failed to establish that Ms. Havens and M.
Barber (1) paid during 1994 a total of $7,200 as rent for the
Virginia Beach property and (2) paid during the years in question
any rent for the Caroline County farmand the Virginia Beach
property. On that record, we further find that petitioners have
failed to carry their burden of establishing that during the
years in question the Caroline County farmand the Virginia Beach
property were rental properties that Del aware Corporation owned.
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M. Braun advised themto treat the Caroline County farm contract
and the Virginia Beach property contract as stockhol der |oans in
Del aware Corporation’s financial statenents.

In addition, both the Caroline County farm assi gnnent and
the Virginia Beach property assignnment, which assigned Del aware
Corporation’s respective interests in the Caroline County farm
contract and the Virginia Beach property contract to a famly
l[imted partnership (i.e., MSGSTG L.P.) controlled by Ms. Havens
and to Ms. Havens, respectively, contained acknow edgnents that
Ms. Havens continued to own the Caroline County farmand the
Virginia Beach property as of the effective dates of those
assignnments. Those assignnents stated in pertinent part:

WHEREAS, the parties wish the Assignnment to all ow

Frances B. Havens to freely transfer and/or convey or

sell her ownership in the * * * [Caroline County Farm

or the Virginia Beach property] free and clear of any

clains of interest or ownership by DELAWARE CORPORATI ON

under the August 1, 1993 contract of purchase. [Enpha-
si s added. ]

On the record before us, we find that petitioners have
failed to carry their burden of establishing that the Caroline
County farm contract and the Virginia Beach property contract
conferred on Del aware Corporation as of August 1, 1993, or any
time thereafter during the years in question, the respective
benefits and burdens of ownership (i.e., equitable ownership) of
the Caroline County farmand the Virginia Beach property.

Wth respect to Del aware Corporation’s paynents of the
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respective disputed property expenses relating to the Caroline
County farmand the Virginia Beach property that we have found
Del awar e Corporation did not owm during the years in question, it
is well established that when a corporation confers an econonic
benefit on a stockholder in his or her capacity as such, w thout
an expectation of reinbursenent, that benefit constitutes a

constructive dividend to the stockholder. E. g., Hagaman v.

Conmm ssi oner, 958 F.2d 684, 690 (6th Cr. 1992), affg. in part

and remanding in part on another ground T.C Meno. 1987-549;

Magnon v. Conm ssioner, 73 T.C. 980, 993-994 (1980). The exi s-

tence of a constructive dividend is a question of fact. Haganan

v. Conm ssioner, supra; Loftin & Wiodard, Inc. v. United States,

577 F.2d 1206, 1215 (5th Cr. 1978). GCenerally, a corporation
may not claima deduction in conputing its taxable incone for a
paynment that constitutes a constructive dividend to its stock-

hol der. See Hillsboro Natl. Bank v. Commi ssioner, 460 U. S. 370,

392-393 (1983); Va. Natl. Bank v. United States, 450 F.2d 1155,

1157-1158 (4th Cr. 1971); Berkley Mach. Wrks & Foundry, Inc. V.

Conmm ssi oner, 422 F.2d 362 (4th Gr. 1970), affg. per curiamT.C

Meno. 1968-278.

On the record before us, we find that petitioners have
failed to carry their burden of establishing that during 1994 and
1995 Ms. Havens intended to reinburse Del aware Corporation for

its paynents of the respective disputed property expenses with
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respect to the Caroline County farmand the Virgi nia Beach
property that we have found she owned during the years in ques-
tion. On that record, we further find that petitioners have
failed to carry their burden of establishing that during 1994 and
1995 Del aware Corporation’ s paynments of such expenses did not
confer an econom c benefit on Ms. Havens.

Based upon our exam nation of the entire record before us,
we find that petitioners have failed to carry their burden of
establishing (1) that Del aware Corporation’s paynents during 1994
and 1995, respectively, of the disputed property expenses do not
constitute constructive dividends to Ms. Havens for those years
and (2) that Delaware Corporation is entitled to deduct such
expenses for those years. Based upon that exam nation, we
further find that petitioners have failed to carry their burden
of establishing that Del aware Corporation is entitled for 1994 to
the 1994 Virginia Beach property depreciation deduction and for
1995 to the 1995 Virginia Beach property depreciation deduction.
See sec. 167(a).

Legal Fees Wth Respect to the Mtchuns Creek Property

In support of their position with respect to the |egal fees
wWith respect to the Mtchuns Creek property, petitioners argue:

The paynent of the legal fee by Delaware did not result
in a constructive dividend to Barber because he had

al ready contracted with Delaware that it would pay al
expenses in recovering the house as part of the consid-
eration for the purchase. * * *



The legal fee was clearly incurred and paid for by
Del awar e, whi ch had purchased the property from Bar ber.
The suit was filed to protect Del aware’s $50, 000 i n-
vestnent in the property.

Respondent counters:

the paynent of * * * |egal fees associated wth Bar-
ber’s suit against his ex-wife involving their marital
resi dence constitute[s] constructive dividends to

Bar ber and petitioners have not argued that the pay-
ments constituted conpensation to him deductible by
Del aware Corporation on that basis. * * *

* * * * * * *

* * * In this case, petitioner Barber brought suit
agai nst his ex-w fe because she defrauded hi mout of
their marital residence and he sought rent fromhis ex-
wife as part of the equitable distribution of marital
property. * * * But for the divorce, Barber would not
have had to bring suit against his ex-wife. Mreover,
Bar ber brought suit against his ex-wife in his own nane
and he, not Del aware Corporation was awarded the prop-
erty at the conclusion of the litigation. * * * \What -
ever business justifications petitioners put forward
are sinply not sufficient substance to alter the con-
clusion that the paynment was primarily for Barber’s
benefit and a constructive dividend [is] warranted.

On the record before us, we reject petitioners’ argunent
that during 1994 Del aware Corporation’s paynents of the | egal
fees with respect to the Mtchuns Creek property do not consti -
tute constructive dividends to M. Barber for that year and that
Del aware Corporation is entitled to deduct such |egal fees for
that year. On that record, we agree with respondent that during

1994 such paynents constitute constructive dividends to M.
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Bar ber for that year that Del aware Corporation is not entitled to
deduct.

Ms. Barber recorded the Mtchuns Creek deed and M. Barber
comenced litigation against her in the Mddlesex Grcuit Court
before he entered into the 1993 gl obal agreenent and the M tchuns
Creek contract with Del aware Corporation. M. Barber comrenced
that litigation against Ms. Barber in order to assert his inter-
est in the Mtchuns Creek property, and not to protect any
i nterest Del aware Corporation m ght have had in that property.
Moreover, the Mddlesex Circuit Court did not award any interest
in the Mtchunms Creek property to Del aware Corporation. |nstead,
that court ordered a rescission of the deed conveying M. Bar-
ber’s interest in that property to Ms. Barber and a so-called
equitable distribution of the Mtchuns Creek property to both M.
Bar ber and Ms. Bar ber.

On the record before us, we find that petitioners have
failed to carry their burden of establishing that the |egal fees
that M. Barber incurred in connection with the litigation with
respect to the Mtchuns Creek property did not becone his obliga-
tion to pay as the relevant |egal services were rendered. On
that record, we further find that petitioners have failed to
carry their burden of establishing that during 1994 M. Barber
intended to reinburse Del aware Corporation for its paynents of

the legal fees with respect to the Mtchuns Creek property. On
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the record before us, we find that petitioners have failed to
carry their burden of establishing that during 1994 Del aware
Corporation’s paynents of those |legal fees did not confer an
econom ¢ benefit on M. Barber.

Based upon our exam nation of the entire record before us,
we find that petitioners have failed to carry their burden of
establishing (1) that Del aware Corporation’s paynents during 1994
of the legal fees with respect to the Mtchuns Creek property do
not constitute constructive dividends to M. Barber for that year
and (2) that Delaware Corporation is entitled to deduct such
| egal fees for that year.?

1994 Child Care Expenses and 1995 Child Care Expenses

I n support of their position with respect to the disputed
child care expenses, petitioners argue:

Paynent of chil dcare expenses for enployees is a de-
ducti bl e expense.

* * * * * * *

* * * Barber received neither benefit nor incone

20Al t hough not al together clear, petitioners may al so be
argui ng that Delaware Corporation’s paynents of the |egal fees
wWth respect to the Mtchuns Creek property do not constitute
constructive dividends to M. Barber because such paynents were
part of the “consideration for the purchase” of the Mtchuns
Creek property. Any such argunent not only ignores that a
corporation’s conferring an econom c benefit on a stockhol der is
a constructive dividend to that stockhol der, see, e.g., Magnon v.
Commi ssioner, 73 T.C 980, 993-994 (1980), it also is inconsis-
tent with petitioners’ position that Del aware Corporation is
entitled to deduct its paynents of the legal fees with respect to
the Mtchuns Creek property.
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fromDC s paynent of childcare for its enployees in
1994 and 1995. Just because the enpl oyee [sic] hap-
pened to be Barber’s daughters, doesn’t inpute receipt

of incone to Barber. |If there is any inputed incone,
it is to the enployee [sic], the daughters, not to
Bar ber .

Respondent counters:

t he paynent of child care expenses for Barber’s grand-

children * * * constitute constructive dividends to

Bar ber and petitioners have not argued that the pay-

ments constituted conpensation to him deductible by

Del awar e Corporation on that basis. * * * The paynent

of Barber’s grandchildren’s child care expenses was

i nherently personal and primarily benefited petitioner

Bar ber and not Del aware Corporation. * * *

On the record before us, we reject petitioners’ argunent
t hat Del aware Corporation’s paynents during 1994 and 1995,
respectively, of the disputed child care expenses do not consti -
tute constructive dividends to M. Barber for those years and
that Del aware Corporation is entitled to deduct such expenses for
those years. On that record, we agree with respondent that
Del aware Corporation’s paynents during 1994 and 1995, respec-
tively, of the disputed child care expenses constitute construc-
tive dividends to M. Barber for those years that Del aware
Corporation is not entitled to deduct.

Paynents by a corporation for the benefit of relatives of a

stockhol der may constitute constructive dividends to such stock-

hol der when nmade at the direction of, or to satisfy the personal
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wi shes of, such stockholder.? On the record before us, we find
that petitioners have failed to carry their burden of establish-
ing that Del aware Corporation’s paynents during 1994 and 1995,
respectively, of the disputed child care expenses were not nade
at the direction of, or to satisfy the personal w shes of, M.
Barber. On that record, we further find that petitioners have
failed to carry their burden of establishing that during 1994 and
1995, respectively, M. Barber intended to reinburse Del aware
Corporation for its paynents of the disputed child care expenses.
On the record before us, we find that petitioners have failed to
carry their burden of establishing that Del aware Corporation’s
paynments during 1994 and 1995, respectively, of the disputed
child care expenses did not confer an econom c benefit on M.
Bar ber for those years.

Based upon our exam nation of the entire record before us,
we find that petitioners have failed to carry their burden of
establishing (1) that Del aware Corporation’s paynents during 1994
and 1995, respectively, of the disputed child care expenses do
not constitute constructive dividends to M. Barber for those
years and (2) that Delaware Corporation is entitled to deduct

such expenses for those years.

2lSee, e.g., Hufnagle v. Comm ssioner, T.C Menop. 1986-119;
Bongi ovanni_v. Conm ssioner, T.C. Meno. 1976-131.




Accur acy-Rel ated Penalties

Respondent determ ned that Del aware Corporation is |iable
for each of the years 1994 and 1997, that Ms. Havens is liable
for each of the years 1994 and 1995, and that M. Barber is
|iable for each of the years 1994 and 1995 for the accuracy-
related penalty under section 6662(a) because of: (1) Negligence
under section 6662(b)(1) or (2) a substantial understatenent of
i ncone tax under section 6662(b)(2).

Section 6662(a) inposes an accuracy-related penalty equal to
20 percent of the underpaynent of tax resulting from inter alia,
negli gence or disregard of rules or regul ations, sec. 6662(b)(1),
or a substantial understatenent of inconme tax, sec. 6662(b)(2).
For purposes of section 6662(a), the term “negligence” includes
any failure to nmake a reasonable attenpt to conply with the Code,
and the term“di sregard” includes any carel ess, reckless, or
intentional disregard. Sec. 6662(c). Negligence has al so been
defined as a | ack of care or failure to do what a reasonabl e

person woul d do under the circunstances. Leuhsler v. Conmm s-

sioner, 963 F.2d 907, 910 (6th Cr. 1992), affg. T.C. Meno.

1991-179; Antonides v. Comm ssioner, 91 T.C. 686, 699 (1988),

affd. 893 F.2d 656 (4th G r. 1990). An understatenent is equal
to the excess of the anmount of tax required to be shown in the
tax return over the anmpbunt of tax shown in the tax return, sec.

6662(d)(2)(A), and is substantial (1) in the case of an individ-
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ual if it exceeds the greater of 10 percent of the tax required
to be shown or $5,000, sec. 6662(d)(1)(A), and (2) in the case of
a corporation if it exceeds the greater of 10 percent of the tax
required to be shown or $10, 000, sec. 6662(d)(1)(B)

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent if it is shown that there
was reasonabl e cause for, and that the taxpayer acted in good
faith with respect to, such portion. Sec. 6664(c)(1). The
determ nation of whether the taxpayer acted wi th reasonabl e cause
and in good faith depends on the pertinent facts and circum
stances, including the taxpayer’'s efforts to assess his or her
proper tax liability, the know edge and experience of the tax-
payer, and the reliance on the advice of a professional, such as
an accountant. Sec. 1.6664-4(b)(1), Incone Tax Regs. Reliance
on the advice of a professional, such as an accountant, does not
necessarily denonstrate reasonabl e cause and good faith, unless,
under all the circunstances, such reliance was reasonable and the
t axpayer acted in good faith. 1d. 1In the case of clained
reliance on the accountant who prepared the taxpayer’s tax
return, the taxpayer nust establish that correct information was
provided to the accountant and that the itemincorrectly omtted,
clainmed, or reported in the return was the result of the accoun-

tant’s error. Westbrook v. Comm ssioner, 68 F.3d 868, 881 (5th

Cr. 1995), affg. T.C. Meno. 1993-634; Weis v. Conm ssioner, 94
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T.C. 473, 487 (1990); Ma-Tran Corp. v. Comm ssioner, 70 T.C. 158,

173 (1978).

Al though not entirely clear, it appears that petitioners are
arguing that they are not liable for the accuracy-rel ated penal -
ties at issue because they sought and received tax advice from
professionals and relied upon such advice in ascertaining the tax
treatnent of the disputed property expenses, the Virginia Beach
property depreciation deductions, the legal fees with respect to
the Mtchuns Creek property, and the disputed child care expenses
that was reflected in their respective tax returns.

The record establishes that a preparer prepared each of the
followng tax returns: Delaware Corporation’ s 1994 return,

Del aware Corporation’s 1997 return, Ms. Havens's 1994 return, M.
Havens’s 1995 return, M. Barber’s 1994 return, and M. Barber’s
1995 return (collectively, returns in question). The only

pr of essi onal on whom petitioners claimto have relied and who
testified at the trial in these cases was M. Braun. No other
prof essional, including the preparers of the respective returns
in question, testified at trial.

The foll ow ng colloquy took place on direct exam nation of
M. Braun:

Q What about the tax aspects of the deductions
that the Del aware Corporation could take or woul d take
as a result of acquiring these properties where they

assunmed debt [i.e., the Caroline County farmand the
Virginia Beach property]?
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A These properties were basically rental prop-
erties. As long as the rent was paid, | felt that they
were valid rental properties.

Q Coul d the corporation therefore deduct oper-
ati ng expenses?

A That’ s correct.
Q O the rental properties?
A Yes, sir.

M. Braun’s characterization in his testinony of the Caro-
line County farmand the Virginia Beach property as “basically
rental properties” nust have been based on information provided
to him W presune that petitioners provided such information to
M. Braun. W have found that petitioners have failed to carry
their burden of establishing that during the years in question
the Caroline County farmand the Virgi nia Beach property were
rental properties that Del aware Corporation owned. See supra
note 19. On the record before us, we find that petitioners have
failed to carry their burden of establishing that they were
correct in informng M. Braun that during the years at issue the
Caroline County farmand the Virginia Beach property were rental
properties that Del aware Corporation owned.

On the record before us, we find that petitioners have
failed to carry their burden of establishing that they supplied
correct information to M. Braun and to the respective preparers
of the returns in question and that the errors in each of those

returns were the results of errors on the part of M. Braun and
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any of such preparers. Westbrook v. Conm ssioner, supra; Wis v.

Conmi ssi oner, supra; Ma-Tran Corp. v. Commi ssioner, supra. On

that record, we further find that petitioners have failed to
carry their burden of establishing that they had reasonabl e cause
for, and that they acted in good faith with respect to, relying
on any advice of M. Braun, or any other professional, regarding
the di sputed property expenses, the Virginia Beach property
depreci ati on deductions, the legal fees with respect to the

M tchuns Creek property, and the disputed child care expenses.
See sec. 6664(c)(1).

Based upon our exam nation of the entire record before us,
we find that each petitioner has failed to show that such peti -
tioner was not negligent and did not disregard rules or regul a-
tions within the neaning of section 6662(b)(1), or otherw se did
what a reasonabl e person would do, with respect to any portion of
t he under paynent for any of the years at issue. Based on that
exam nation, we further find that each petitioner has failed to
show t hat such petitioner acted with reasonabl e cause and in good
faith with respect to any portion of the underpaynent for any of
the years at issue. See sec. 6664(c). Based upon our exam na-
tion of the entire record before us, we find that each petitioner
has failed to establish that such petitioner is not liable for

the years at issue for the accuracy-rel ated penalties under



section 6662(a). %

We have considered all of the contentions and argunents of
the parties that are not discussed herein, and we find themto be
w thout nmerit, irrelevant, and/or noot.

To reflect the foregoing and the concessions of Del anare
Cor por ati on,

Decisions will be entered

for respondent.

2\W¢ have found that petitioners are liable for the years at
i ssue for the accuracy-related penalties at issue because of
negl i gence or disregard of rules or regul ati ons under sec.
6662(b)(1). In light of that finding, we shall not address
respondent’s alternative argunent that petitioners are |liable for
the years at issue for those accuracy-rel ated penalties because
of substantial understatenents of incone tax under sec.
6662(b) (2).



