PURSUANT TO INTERNAL REVENUE CODE
SECTION 7463(b),THIS OPINION MAY NOT
BE TREATED AS PRECEDENT FOR ANY
OTHER CASE.




T.C. Summary Opinion 2005-121

UNI TED STATES TAX COURT

KENNETH R. DUNN AND DELI A H DUNN, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 14991-03S. Filed August 11, 2005.

Kenneth R Dunn and Delia H Dunn, pro se.

Lauren B. Epstein, for respondent.

PANUTHOS, Chief Special Trial Judge: This case was heard

pursuant to the provisions of section 7463 of the Internal
Revenue Code in effect when the petition was filed. The decision
to be entered is not reviewable by any other court, and this

opi nion should not be cited as authority. Unless otherw se

i ndi cated, all subsequent section references are to the Internal
Revenue Code (Code) in effect at relevant tinmes, and all Rule

references are to the Tax Court Rules of Practice and Procedure.
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Respondent determ ned a deficiency of $11,362 in
petitioners’ Federal incone tax for the taxable year 1999. The
deficiency was due, in part, to respondent’s disallowance of a
depreci ati on deduction and di sall owance of a tax credit regarding
petitioners’ investnent in tw pay tel ephones (pay phones).

After concessions by the parties,! the issues for decision
are: (1) Wether petitioners are entitled to claima deduction
for depreciation under section 167 for two pay phones in 1999;
(2) whether petitioners are entitled to claima tax credit under
section 44 for their investnent in the pay phones in 1999; and
(3) whether petitioners are entitled to claima |oss under
section 165(c)(2).

We note that the Court recently issued an Opinion in the

case of Arevalo v. Conmm ssioner, 124 T.C. 244 (2005). The facts

inthis case, relating to the investnent in pay phones, are
virtually identical to the facts in Arevalo. Thus, the Opinion
in Arevalo is controlling.

Backgr ound

Sone of the facts have been stipulated, and they are so

found. The stipulation of facts and the attached exhibits are

! The parties agree that petitioners were not entitled to a
sec. 179 deduction for a candy box business petitioners operated
during tax year 1999. The parties agree, however, that
petitioners were entitled to a depreciation deduction of $1,549
for the candy box business in that sane year.
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incorporated by this reference. Petitioners resided in
| nverness, Florida, at the tinme the petition was filed.

On Cctober 14, 1999, petitioners entered into a contract
with ATC, Inc. (ATC), a wholly owned subsidiary of Al pha Tel com
Inc. (Al pha Telcon), entitled “Tel ephone Equi pnent Purchase
Agreenent” (ATC pay phone agreenent). Under the terns of the ATC
pay phone agreenent, petitioners paid $10,000 to ATC, and ATC
provi ded petitioners with legal title to the “tel ephone
equi pnent” that was purportedly described in an attachnment to the
ATC pay phone agreenent, entitled “Tel ephone Equi pnent List”.

The attachnment, however, did not identify any pay phones subj ect
to the agreenment. Only identification nunbers, the | ocation of

t he pay phones, and sale prices were provided. The ATC pay phone
agreenent al so included the foll ow ng provision:

1. Bill of Sale and Delivery

a. Delivery by Seller shall be considered conplete
gﬁﬁgréelivery of the Equi pment to such place designated by

b. Owner agrees to take delivery of installed
Equi pnrent and | ocation on site.

c. Upon delivery, Omer shall acquire all rights,
title and interest in and to the Equi pnent purchased.

d. Owner authorizes ATCto enter into such site
agreenent as nay be deened necessary to secure site.

e. Phones have approved installation under The
Anrerican with Disabilities Act.
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The “Buy Back El ection” to the Al pha Tel com Tel ephone Servi ces
Agreenent (Al pha Tel com service agreenent) stated:

1.0. Buy Back Election: Owner shall have the right to

sell to Al pha Telcom Inc. each payphone upon the

followng ternms and conditions: in the first six nonths between the
for the buy back election, the sale[s] price shall be the Ower’s
original purchase price less $625; in nonths 7 through 12, it
shall be the purchase price less $375; in nonths 13 through 24,
it shall be the purchase price less $250[;] in nonths 25 through
36, it shall be the purchase price |less $125; and after 36
months, it shall be the full purchase price.

An exhibit to the ATC pay phone agreenent includes a |list of
service providers available to naintain the pay phones shoul d
petitioners not want to service the pay phones thensel ves.
Petitioners also had the option to enter into a service agreenent
wi th Al pha Tel com (ATC, Inc. service selection form if they did
not want to be involved in the day-to-day mai ntenance of the pay
phones.

Under the terns of the Al pha Tel com service agreenent, Al pha
Tel com agreed to service and nmaintain the pay phones for an
initial termof 3 years in exchange for 70 percent of the pay
phones’ nonthly adjusted gross revenue. |In the event that a pay
phone’ s adj usted gross revenue was | ess than $58.34 for the
nmont h, Al pha Tel com woul d wai ve or reduce the 70-percent fee and
pay petitioners at |east $58.34, so long as the equi pnent
generated at |east that anobunt. |In the event that a pay phone’s

adj ust ed gross revenue was | ess than $58.34 for the nonth,
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petitioners would receive 100 percent of the revenue.
Not wi t hstanding the ternms of the Al pha Tel com service agreenent,
Al pha Telcomnade it a practice to pay $58.34 per nonth per pay
phone, regardless of howlittle incone the pay phone produced.
Addi tionally, under the Al pha Tel com service agreenent, Al pha
Tel com negotiated the site agreenent with the owner or
| easehol der of the prem ses where the pay phones were to be
installed. Al pha Telcominstalled the pay phones, paid the
i nsurance prem uns on the pay phones, collected and accounted for
the revenues generated by the pay phones, paid vendor conm ssions
and fees, obtained all |icenses needed to operate the pay phones,
and took all actions necessary to keep the pay phones in working
order. Petitioner Kenneth Dunn signed the Al pha Tel com service
agreenent and the ATC, Inc. service selection formon Cctober 14,
1999, 2 the sane day he signed the ATC pay phone agreenent.

Petitioners received an undated letter confirmng their pay
phone order and a notice that an order had been placed for the
installation of the pay phones. Petitioners were not able to
sel ect the pay phones that woul d be assigned to them

Petitioners, however, knew where the pay phones would be install ed.

2 M. Dunn, as trustee, signed on behalf of petitioners for
the Kenneth R Dunn & Delia H Dunn Revocable Trust Agreenent.
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Sonetinme in 1999, petitioners received a flyer from an
entity nanmed Tax Audit Protection, Inc. The flyer provided
i nformati on about Al pha Tel com pay phones. It stated that owners
of Al pha Tel com pay phones qualified for tax credits for
conpliance wth the Anericans with Disabilities Act of 1990
(ADA), Pub. L. 101-336, 104 Stat. 327, and that “owners of Al pha
Tel com payphones” could be eligible for tax credits of $2,500 per
phone, up to $5,000 naxi rum per year. The flyer identified a
person nanmed George Mariscal as the president of the conpany.

Al pha Tel com nodi fied the pay phones to be accessible to the
di sabled: (1) By adjusting the cord length so that the pay
phones woul d be accessible to the wheel chair bound, and/or (2) by
installing volunme controls to make them nore useful to the
hearing inpaired, and/or (3) by reducing the height at which the
pay phones were installed. Alpha Telcomrepresented to investors
that the nodifications nade to the pay phones conplied with ADA
requi renents. The ATC pay phone agreenent states that “Phones
have approved installation under The * * * (ADA)”. The undated
confirmation letter also states that “These phones qualify under
the 1990 Anericans with Disabilities Act, as anmended”.
Petitioners were not provided with a |ist of the nodifications
that were nmade to the pay phones that were assigned to them and

they did not know the cost of these nodifications.
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On their 1999 Federal incone tax return, petitioners clained
on Schedule C, Profit or Loss From Business, a $10, 000
depreci ati on deduction and a section 179 expense deduction with
respect to the pay phones.

Petitioners clainmed a $4,772 tax credit, with respect to the
pay phones, on Form 8826, D sabled Access Credit, that was
attached to their 1999 Federal incone tax return. For purposes
of claimng this credit, petitioners reported that they had
$10, 000 of eligible access expenditures during 1999.

Al pha Tel comgrew rapidly through its pay phone program but
was poorly managed and ultimately operated at a | oss. On August
24, 2001, Alpha Telcomfiled for bankruptcy under chapter 11 of
t he Bankruptcy Code in the U. S. Bankruptcy Court for the Southern
District of Florida. The matter was later transferred to the
U.S. Bankruptcy Court for the District of Oregon on Septenber 17,
2001. On Novenber 20, 2001, petitioners filed a proof of claim
in the bankruptcy court in the anount of $10,816.76, representing
the $10, 000 that they had invested, plus 7 nonths of paynents at
$58. 34 per pay phone that they had not received from ATC as of
the claimdate. The bankruptcy matter was di sm ssed on Septenber
10, 2003, by notion of Al pha Telcom The bankruptcy court held
that it was in the best interest of creditors and the estate to
di sm ss the bankruptcy matter so that proceedi ngs could continue

in Federal District Court, where there was a pendi ng receivership
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i nvol ving debtors. The receivership was the result of a civil
enforcenent action brought by the Securities and Exchange
Comm ssion (SEC) against Alpha Telcomin 2001 in the U S
District Court for the District of Oregon. The District Court
appoi nted a receiver in Septenber 2001 to take over the
operations of Al pha Telcomand to investigate its financi al
condition. On February 7, 2002, the District Court held that the
pay phone schenme was actually a security investnent and that
Federal |aw had been viol ated by Al pha Tel com because the program
had not been registered with the SEC. The U. S. Court of Appeals
for the Ninth Crcuit affirmed this decision on Decenber 5, 2003.
Respondent di sal |l owed the depreciation deduction petitioners
cl ai med because “the tel ephones are located in a place that * * *
[petitioners did] not owmn or operate as a trade or business” and
“* * * [petitioners] did not have a depreciable interest in the
payphone”. Respondent al so disallowed the disabled access credit
petitioners clained because no business reason has been given or

verified for petitioners to conply with the ADA

Di scussi on

Burden of Proof

Section 7491 is applicable to this case because the
exam nation in connection with this action was commenced after
July 22, 1998, the effective date of that section. See Internal

Revenue Service Restructuring and Reform Act of 1998, Pub. L.
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105- 206, sec. 3001(c)(1), 112 Stat. 727. Under section 7491, the
burden of proof shifts fromthe taxpayer to the Conm ssioner if
t he taxpayer produces credi ble evidence wth respect to any
factual issue relevant to ascertaining the taxpayer’s tax
liability. Sec. 7491(a)(1l). However, section 7491(a)(1l) applies
Wth respect to an issue only if the taxpayer has conplied with
the requirenments under the Code to substantiate any item has
mai ntai ned all records required under the Code, and has
cooperated with reasonabl e requests by the Comm ssioner for
W t nesses, information, docunents, neetings, and interviews. See
sec. 7491(a)(2)(A) and (B)

Petitioners have not argued that they have satisfied any of
the criteria of section 7491(a)(1) or (2). |In any event, the
burden of proof does not play a role in the case before us,
because there is no dispute as to a factual issue.

1. Depr eci ati on Deducti on

As we indicated in Arevalo v. Commi ssioner, 124 T.C. at 251,

depreci ati on deductions are based on an investnent in and actual
ownership of property rather than the possession of bare |egal
title. *“A taxpayer has received an interest in property that
entitles the taxpayer to depreciation deductions only if the
benefits and burdens of ownership with respect to the property

have passed to the taxpayer.” [d. (and cases cited thereat).
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In Areval o, we discussed eight factors in considering the
substance, rather than the | abels, of the agreenent between the
t axpayer and the seller. Just as we concluded in Arevalo, we
conclude here that the factors work against petitioners.
Petitioners did not have control over or possession of the pay
phones. Petitioners did not have the power to select the
| ocation of the pay phones or enter into site agreenents with
owners or | easeholders of the prem ses where the pay phones were
to be located. There is no evidence that petitioners paid any
property taxes, insurance prem uns, or license fees. There was
m nimal risk because of the ability of petitioners to sell |egal
title to the pay phones back to ATC at a fixed fornula price.

Al pha Tel comwas entitled, pursuant to the agreenent, to receive
nost of the profits fromthe pay phones. At the tine of the
bankruptcy of Al pha Telcom petitioners did not take possession
of the pay phones or hire an alternative provider, but rather
filed a claimin bankruptcy court for the price of the pay phones
and nonthly paynents not received. All responsibilities for

mai nt ai ni ng the pay phones and risks associated with the pay
phones’ producing insufficient revenues remained with Al pha
Telcom The transaction was nore like a security investnment than
a sale, whereby petitioners made a one-tinme paynent to ATC in
return for an opportunity to receive a m ni mum annual return per

pay phone and the tax benefits of “ownership”.
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For the identical reasons cited in Areval o, we concl ude that
petitioners did not receive the benefits and burdens of ownership
wth respect to the pay phones. See id. at 253. Since
petitioners did not receive a depreciable interest in the pay
phones, they are not entitled to claima depreciation deduction
under section 167. See id.

I11. ADA Tax Credit

In Areval o, we discussed in sone detail the interplay of the
general business credit under section 38 and the di sabl ed access
credit under section 44(a). 1d. at 254. W concluded that the
taxpayer’s investnent in the pay phones did not constitute an
el i gible access expenditure and thus found it unnecessary to
consi der whether the taxpayer’s pay phone activities constituted
an eligible small business. 1d. at 255. W explained that “In
order for an expenditure to qualify as an eligible access
expenditure within the neaning given that term by section 44(c),
it must have been nmade to enable an eligible snmall business to
conply with the applicable requirenents under the ADA’. 1d. (and
cases cited thereat).

We summarized in Arevalo as foll ows:

any person who owns, |eases, |eases to, or operates a

public accommodation is required to nmake nodifications

for disabled individuals in order to conply with the

requi renents set forth in ADAtitle Ill1. Wile ADA

title I'll does not define the terms “own”, “l|ease”,

“l ease to”, or “operate”, we nust construe those termns

in accord with their ordinary and natural neaning.
See, e.g., Smth v. United States, 508 U S. 223, 228
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(1993); Neff v. Am Dairy Queen Corp., 58 F.3d 1063,
1066 (5th Gr. 1995) (construing the term “operate”, as

used in ADA title Ill, as follows: “To ‘operate,’ in
the context of a business operation, nmeans ‘to put or
keep in operation,’” ‘to control or direct the

functioning of,” ‘to conduct the affairs of; manage,’”

(citations omtted)). [ld. at 256.]

Consi stent with our conclusion in Areval o, we concl ude that
petitioners did not own, |ease, or operate anything as a result
of their investnent in the pay phones and were never under an
obligation to conply with the requirenents of ADA title I
during the year in issue. See id. W further conclude, as we
did in Arevalo, that petitioners were under no obligation to
conply with ADA title IV during the year in issue, since
petitioners were not actively engaged in the provision of
services to anyone as a result of their investnent in the pay
phones. See id. at 257 (and cases cited thereat).

V. Loss

Petitioners also raised the issue of whether they were
entitled to claima |oss under section 165(c)(2). |In support of
their claim petitioners point to a letter they believed to have
been witten by soneone at the Internal Revenue Service, wherein
it is concluded that petitioners may be entitled to claima |oss
in 2001. Petitioners have not established that they incurred a
loss in 1999, and we need not decide whether they incurred a | oss

in a year not before the Court.
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Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

To reflect the foregoing and the concessions of the parties,

Deci sion will be entered

under Rul e 155.




