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UNI TED STATES TAX COURT

SEARCY M FERGUSON, JR., AND ELI ZABETH L. FERGUSON, Petitioners
v. COW SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 18229-04. Fil ed February 27, 2006.

Searcy M Ferguson, pro se.

Kat hryn F. Patterson, for respondent.

MVEMORANDUM OPI NI ON

VELLS, Judge: Respondent determ ned a deficiency in
petitioners’ 2000 Federal incone tax of $91, 763, a section
6651(a)(1) addition to tax for failure to file of $9,176.30, and
a section 6662 accuracy-related penalty of $18, 352.60. Unl ess

otherwi se indicated, all section references are to the I nternal



- 2 -
Revenue Code, as anended, and all Rule references are to the Tax
Court Rules of Practice and Procedure.

The issues to be decided are as follows:

(1) Whether petitioners may deduct a loss related to the
al | eged abandonnent of real property by Searcy M Ferguson’s
(petitioner) bankruptcy estate;

(2) whether petitioners may deduct a loss related to the
all eged theft of a dianond ring by petitioner’s fornmer wfe;

(3) whether petitioners may deduct a loss related to the
all eged failure of petitioner’s former wife to assune the
obligation of liens that attached to real property awarded to her
pursuant to an agreenent incident to divorce;

(4) whether petitioners may deduct a loss related to the
all eged failure of petitioner’s former wife to pay taxes on real
property awarded to her pursuant to an agreenent incident to
di vor ce;

(5) whether petitioners are liable for a section 6651(a)(1)
addition to tax for failure to file tinmely; and

(6) whether petitioners are liable for a section 6662

accuracy-rel ated penal ty.
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Backgr ound

General Backgr ound

Petitioners are husband and wife. At the tine of the filing
of the petition, they resided in Dallas, Texas.

From January of 1967 until their divorce in January of 1987
petitioner was married to Elizabeth Robertson Ferguson Smth (Ms.
Smth). The final judgnent and decree of divorce incorporated an
agreenent incident to divorce dated Novenber 25, 1986 (the
di vorce agreenent). To resolve various controversies subsequent
to the divorce agreenent, Ms. Smth and petitioner entered a
settlenment agreenent in 1988 (the 1988 settl enent agreenent) and
anot her settlenent agreenent in 1989 (the 1989 settl enent
agreenent).

The Vernon Property

During 1985, petitioner purchased three tracts of real
property in or near Vernon, Texas (hereinafter collectively
referred to as the Vernon property).? During 1994, petitioner
secured a loan fromHerring National Bank with a lien on the
Ver non property.

During Decenber of 1999, petitioner filed a bankruptcy
petition under chapter 11 of the Bankruptcy Code with the U S

Bankruptcy Court for the Northern District of Texas. The case

Bef ore 2001, petitioner conveyed a snmall portion of the
Ver non property.
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was converted froma chapter 11 case to a chapter 7 case, and
petitioner subsequently transferred the Vernon property to the
bankruptcy estate. On August 7, 2001, pursuant to a court order
lifting the automatic stay, Herring National Bank foreclosed on
t he Vernon property. During May of 2003, the court approved an
application filed by the bankruptcy trustee to abandon renai ni ng
property, books, and records of the bankruptcy estate on grounds
that any renaining assets were of de mnims value. On April 7,
2004, the court discharged petitioner in bankruptcy.

The D anond Ri ng

During 1984, petitioner’s wholly owned S corporation, Searcy
M Ferguson, Inc. (the corporation), purchased a 16. 25-carat
di anond, whi ch subsequently was nmade into a ring (the dianond
ring), presumably at the expense of the corporation. At the tine
of the purchase, petitioner was married to Ms. Smth. The
di vorce agreenent designated the dianond ring as the separate
property of Ms. Smth.

As plaintiffs in a suit filed against Ms. Smth in Texas
State court on Novenber 8, 1994, petitioner and the corporation
clainmed, inter alia, that Ms. Smth was |iable for conversion of
the dianond ring. However, the trial court granted Ms. Smth’s

nmotion for summary judgnment with respect to the conversion
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claim? The court noted that petitioner had agreed pursuant to
the 1989 settl enent agreenment not to reopen the divorce case or
t he divorce agreenent. Consequently, the court held petitioner
and the corporation to be barred by judgnent and estopped by
agreenent from asserting the conversion claimagainst Ms. Smth.?3

The Sout hanpt on Property

During their marriage, Ms. Smth and petitioner owned real
property | ocated in Southanpton, New York (the Southanpton
property). The divorce agreenent designated the Sout hanpton
property as the separate property of Ms. Smith. Wth respect to
encunbrances on real property subject to the divorce agreenent,

t he divorce agreenent contained the follow ng indemity provision
(the indemity provision):

Assunption of Encunbrances. Each party hereby
assunes the encunbrances, ad valoremtaxes and |iens on
all the property each wll hold subsequent to the date
of this Agreenent, unless express provision is mde
herein to the contrary; and each party agrees to
i ndemmify and hold harm ess the other party and his or
her property fromany claimor liability that the other
party will suffer or may be required to pay because of
such encunbrances or |iens.

2As di scussed below, the trial court also granted sunmary
judgnent with respect to petitioner’s clains that Ms. Smth
breached the divorce agreenent by failing to assune the liability
for liens on certain real property and for failing to file a
proper 1986 Federal incone tax return.

3Al t hough petitioner and the corporation appeal ed the
judgment of the trial court, they did not claimon appeal that
the trial court erred in granting sumrary judgnment wi th respect
to the conversion claim
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From Cct ober 23, 1986, to January 30, 1987, petitioner
executed three deeds of trust, encunbering his conmunity property
interest in the Southanpton property as security for |oans from
Uni on Bank & Trust of Dallas (Union Bank). On Decenber 17, 1987,
Uni on Bank rel eased the three deeds of trust. 1In a letter dated
Decenber 18, 1987, Union Bank provided Ms. Smith's attorney with
the foll ow ng explanation for the rel ease:

Pursuant to your letter demandi ng our rel ease of liens

on * * *[the Southanpton property], we have consulted

wi th our attorney and have agreed to rel ease our liens

on the property. It does appear that the liens were

granted in violation of an injunction at the tine, and

since * * *[petitioner] has deeded the property to

* * *[Ms. Smth] as a result of their divorce, our

unrecorded liens are invalid.

Petitioner ultinmately repaid the underlying liability to
Uni on Bank and added as a cause of action in his aforenentioned
suit against Ms. Smth a claimthat Ms. Smth breached the
i ndemmity provision of the divorce agreenent by failing to assune
the obligation for the |iens on the Southanpton property. As
with the conversion claim the trial court granted Ms. Smth’s
nmotion for summary judgnment with respect to the aforenentioned
breach claimon grounds that petitioner had agreed pursuant to
the 1989 settl enent agreenment not to reopen the divorce case or
the divorce agreenent. The court held petitioner to be barred by
j udgnent and estopped by agreenent from asserting the

af orenenti oned breach claimagainst Ms. Smth. On appeal, the

appel l ate court upheld the trial court’s decision on grounds that
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the claimwas barred by the statute of limtations. See Smth v.
Ferguson, 160 S.W3d 115, 124 (Tex. C. App. 2005).

1986 Tax Liability

Wth respect to the 1986 Federal incone tax returns of M.
Smth and petitioner, the divorce agreenent provided as foll ows:

Manner of Preparing U.S. Individual |ncone Tax
Return for 1986. Each party shall file a separate U S
| ndi vi dual I ncone Tax Return for the year 1986.

Section 66 of the Internal Revenue Code is useable and
appl i cable by spouse in 1986. * * *[Ms. Smth and
petitioner] each agree that they will file their
separate returns for 1986 in accordance with said
section and pay the tax conputed under said separate
returns.

The I nternal Revenue Service exanm ned petitioner’s 1986
Federal inconme tax return. In docket No. 5841-92, this Court
entered a stipulated decision with respect to petitioner’s 1986
Federal inconme tax liability.

Petitioner added, as a cause of action in his aforenentioned
State court suit against Ms. Smth, a claimthat Ms. Smth
breached the divorce agreenent by failing to file a proper 1986
Federal inconme tax return and causing petitioner to pay M.
Smth's Federal income tax liability for that year. As with the
cl ai ms di scussed above, the trial court granted Ms. Smth’'s
nmotion for summary judgnment with respect to the aforenentioned
breach claimon grounds that petitioner had agreed pursuant to
the 1989 settl enent agreenment not to reopen the divorce case or

the divorce agreenent. The trial court held petitioner to be
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barred by judgnment and estopped by agreenent from asserting the
af orenenti oned breach cl aimagainst Ms. Smth. On appeal, the
appel l ate court upheld the trial court’s decision. See id. The
appel l ate court noted that petitioner indemmified Ms. Smth from
Federal inconme tax liabilities before 1987 pursuant to the 1988
settlenent agreenment.* 1d. at 123. Consequently, the appellate
court held petitioner to be estopped fromclaimng that Ms. Smth
breached the divorce agreenent by failing to file a proper 1986

Federal incone tax return. | d.

“'n Smith v. Ferguson, 160 S.W3d 115, 123 n.5 (Tex. C
App. 2005), the court set forth the tax indemity provision of
the 1988 settl enent agreenent as foll ows:

“Ferguson does hereby agree to pay out of the proceeds
of the Cosing all amounts due to the United States

I nt ernal Revenue Service for past due federal incone

t axes which have resulted in placenent of federal tax
I i ens against any asset in which Smth has a present
interest, and to further obtain releases for Smth from
the Internal Revenue Service rel easing federal tax
liens that it now has in any such property in which
Smth has an interest. Ferguson further agrees to
indemmify and hold Smth harm ess fromany and al
demands, clains, actions and | awsuits, including,
expenses, costs and attorney’s fees incurred in
connection with the defense thereof or related to any
and all taxes, whether incone, ad val oremor of any

ot her character, plus any penalties and interest
associated therewith, for tax years prior to 1987.”
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Petitioners’ 2000 Federal |Incone Tax Return

Petitioners filed a 2000 Federal incone tax return on
Decenber 12, 2001.° Respondent tinely nmailed a statutory notice
of deficiency to petitioners. Petitioners tinely filed a
petition with this Court for a redeterm nation of the determ ned
deficiency and filed an anended petition on October 7, 2004.
Petitioners subsequently submtted an anmended 2000 Federal incone
tax return (anmended tax return) in connection with respondent’s
Appeals Ofice review of the instant case. Wth the exception of
certain disputed deductions that are described in detail bel ow,
the parties stipulate that the anended tax return accurately
reflects petitioners’ tax liability for 2000.

Di scussi on

The parties dispute whether petitioners are entitled to
deductions with respect to (1) the all eged abandonnent of the
Vernon property by petitioner’s bankruptcy estate, (2) the
all eged theft of the dianond ring by Ms. Smth, (3) the alleged
failure of Ms. Smth to assune the obligation for the liens on
t he Sout hanpton property, and (4) the alleged failure of M.
Smth to file a proper 1986 Federal incone tax return.

Deductions are a matter of |egislative grace, and

petitioners bear the burden of proving that they are entitled to

SPetitioners had filed a request to extend the filing due
date to Cct. 15, 2001
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the clai med deductions.® See Rule 142(a); New Colonial Ice Co.

V. Helvering, 292 U S. 435, 440 (1934); Wl ch v. Helvering, 290

U S 111, 115 (1933). W now turn to our analysis of the
di sput ed deducti ons.

Al | eged Abandonnent of the Vernon Property

Respondent contends that the Vernon property is treated for
Federal inconme tax purposes as the property of petitioner’s
bankruptcy estate (the bankruptcy estate) upon the comrencenent
of the bankruptcy case pursuant to section 1398 and,
consequently, that petitioners did not realize a | oss upon any
di sposition of the Vernon property by the bankruptcy estate in
2000. Petitioners contend that the bankruptcy estate abandoned
the Vernon property to Herring National Bank in 2000 and that
petitioners acquired the right to recognize a related | oss when
petitioner “purchased all assets and clainms of his bankruptcy
estate” in a foreclosure sale on February 1, 2004.

The record does not support petitioners’ contention that the
bankruptcy estate abandoned the Vernon property in 2000. Rather,
the parties stipulated that Herring National Bank foreclosed its
lien on the Vernon property on August 7, 2001, and petitioners
have offered no evidence that the bankruptcy estate abandoned the

Vernon property before the foreclosure. Furthernore, the

W note that petitioners have nade no contentions with
respect to sec. 7491(a).
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bankruptcy trustee’s final report indicates that the Vernon
property was not abandoned by the bankruptcy estate. As noted
above, the court approved an application filed by the bankruptcy
trustee to abandon remai ni ng property, books, and records of the
bankruptcy estate in May of 2003. At that tinme, however, the
bankruptcy estate did not include the Vernon property, which was
the subject of the foreclosure by Herring National Bank in 2001.
Petitioners have failed to denonstrate that the bankruptcy estate
abandoned the Vernon property in 2000. Consequently, we hold
that petitioners are not entitled to deduct a loss in 2000 with
respect to the all eged abandonnent.’

Al |l eged Theft or Enbezzl enent of the Dianond Ring by Ms. Smith

Respondent contends that petitioners are not entitled to a
theft | oss deduction because Ms. Smth lawfully possessed the
di anond ring pursuant to the divorce agreenent. Petitioners
contend that the corporation owned the dianond ring at al

rel evant tines,® that the corporation was not a party to the

‘Because we hold that petitioners failed to denonstrate that
t he bankruptcy estate abandoned the Vernon property in 2000, we
need not deci de whet her such an abandonnment would result in a
| oss for Federal inconme tax purposes. See Benton v.
Conmi ssioner, 122 T.C. 353, 368-369 (2004).

8Petitioners contend that the divorce agreenent created a
bail ment with respect to the dianond ring, and Ms. Smth held a
mere right to possession as the bail ee.
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di vorce agreenent,® and, consequently, that the divorce
agreenent’s designation of the dianond ring as the separate
property of Ms. Smth was ineffective. Because Ms. Smth refused
to return the dianond ring to the corporation upon denmand,
petitioners contend that Ms. Smth enbezzl ed the dianond ring and
that petitioners are entitled to a related section 165 theft |oss
deduction in 2000.

Section 165 generally provides for the deduction of certain

casualty losses, including |osses fromtheft.!® For purposes of

Petitioners rely on an alleged prior State court decision.
Al t hough petitioners have provided this Court with no evidence as
to the alleged State court decision, we understand petitioners’
position to be that the court rejected a claimby the corporation
that Ms. Smth breached the divorce agreenent with respect to
certain oil and gas properties on grounds that the corporation
was not a party to the divorce agreenent. Petitioners contend
that the State court decision that the corporation was not a
party to the divorce agreenent termnated Ms. Smth’s right of
possession with respect to the ring.

10SEC. 165. LOSSES.

(a) Ceneral Rule.--There shall be allowed as a
deduction any | oss sustained during the taxable year and
not conpensated for by insurance or otherw se.

* * * * * * *

(c) Limtation on Losses of Individuals.--In the case
of an individual, the deduction under subsection (a) shal
be limted to--

* * * * * * *

(3) except as provided in subsection (h), |osses of
property not connected with a trade or business or a
transaction entered into for profit, if such |osses

(continued. . .)
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section 165, the term“theft” includes but is not limted to
| arceny, enbezzlenent, and robbery. Sec. 1.165-8(d), |ncone Tax
Regs. The law of the jurisdiction where the alleged loss is
sust ai ned governs the determ nation of whether a theft or

enbezzl ement occurred. Citron v. Conm ssioner, 97 T.C. 200, 207

(1991). Tex. Penal Code Ann. sec. 31.03 (Vernon Supp. 2005),
defines theft as foll ows:
Section 31.03. Theft.

(a) A person commts an offense if he unlawfully
appropriates property with intent to deprive the owner
of property.

(b) Appropriation of property is unlawful if:

(1) it is without the owner’s effective consent;
* %

* .
Petitioners bear the burden of proving that a theft has occurred

and that the requirements of section 165 have been net. See

Mendes v. Conmmi ssioner, 121 T.C. 308, 314-315 (2003).

Petitioners have failed to show that Ms. Smith unlawful |y
appropriated the dianmond ring. Al though the corporation was not
a party to the divorce agreenent, petitioner, the sole
shar ehol der of the corporation, was a party to the divorce
agreenent. The facts and circunstances denonstrate that either

petitioner consented to the designation of the dianond ring as

10, .. conti nued)
arise fromfire, storm shipweck, or other casualty,
or fromtheft.
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the separate property of Ms. Smth on behalf of the corporation

or the corporation ratified the designation.! See Safety Intl.

Inc. v. Dyer, 775 F.2d 660, 662 (5th Cr. 1985). Consequently,

we conclude that petitioners have failed to show that Ms. Smth
did not receive the corporation’s effective consent with respect
to the dianond ring and have failed to prove that a theft of the
ring occurred. Accordingly, we hold that petitioners are not
entitled to deduct a loss in 2000 with respect to the all eged
theft of the dianond ring.

Alleged Failure of Ms. Snmith to Assune bligation for Liens on
t he Sout hanpt on Property

Respondent contends that petitioners are not entitled to
deduct a loss related to the alleged failure of Ms. Smth to
assunme the obligation for liens on the Southanpton property
because no related liability existed between petitioner and Ms.
Smth. Petitioners contend that Ms. Smth's failure to assune
the obligation for liens on the Southanpton property constituted
a theft and/or a bad debt and that petitioners are entitled to a

deducti on. 2

1The parties stipulated that petitioner was the sole
shar ehol der of the corporation.

12Petiti oners do not specify whether the clainmed deduction
constitutes a sec. 165 theft | oss deduction or a sec. 166 bad
debt deducti on.
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Wth respect to the liens on the Sout hanpton property,
petitioners have presented no evidence that Ms. Smith unlawful |y
appropriated petitioner’s property intending to deprive him of
it. Consequently, we hold that petitioners are not entitled to a
section 165 theft | oss deduction wth respect to the all eged
failure of Ms. Smth to assune the obligation of liens on the
Sout hanpton property. See Rule 142(a).

Furthernore, petitioners have failed to denonstrate that
they are entitled to a section 166 bad debt deduction wth
respect to the liens on the Sout hanpton property. Section 166(a)
generally provides that a taxpayer may deduct the anmount of
certain debts owed to the taxpayer which becone worthless in the

year of the deduction.®® Section 166(d) provides that the |oss

1I3SEC. 166. BAD DEBTS
(a) Ceneral Rule.--
(1) Wiolly worthl ess debts.--There shall be all owed
as a deduction any debt which becones worthless within
t he taxabl e year
(2) Partially worthl ess debts.--Wen satisfied that
a debt is recoverable only in part, the Secretary may

al l ow such debt, in an anmount not in excess of the part
charged off within the taxable year, as a deduction.

* * * * * * *
(d) Nonbusi ness Debts. --

(1) General rules.--1n the case of a taxpayer other
than a corporation--

(continued. . .)
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of a noncorporate taxpayer resulting fromthe worthl essness of a
nonbusi ness debt is treated as a short-termcapital |oss. Sec.
166(d) (1).

Under certain circunstances, a taxpayer’'s paynent in
di scharge of an agreenent to act as guarantor, endorser
i ndemmi tor or other secondary obligor (hereinafter generally
referred to as guarantor) may be either (1) deducted as a
wort hl ess busi ness debt pursuant to section 166(a) or (2)
deducted as a worthl ess nonbusi ness debt pursuant to section

166(d) (subject to treatnent as a short-termcapital |oss).

13(...continued)
(A) subsection (a) shall not apply to any
nonbusi ness debt; and

(B) where any nonbusi ness debt beconmes wort hl ess
within the taxable year, the loss resulting therefrom
shal |l be considered a |oss fromthe sal e or exchange,
during the taxable year, of a capital asset held for
not nore than 1 year.

(2) Nonbusi ness Debt Defined. --For purposes of
paragraph (1), the term “nonbusi ness debt” neans a debt
ot her than--

(A) a debt created or acquired (as the case may
be) in connection with a trade or business of the
t axpayer; or

(B) a debt the loss fromthe worthl essness of
which is incurred in the taxpayer’s trade or
busi ness. * * *

148 1.166-9. Losses of guarantors, endorsers, and
indemmitors incurred, on agreenents nade after Decenber 31, 1975,
in taxabl e years begi nning after such date.--

(continued. . .)
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However, such a paynment nay be treated as a worthl ess debt only
if (1) the taxpayer entered into the agreenent to act as
guarantor either in the course of the taxpayer’s trade or
business or in a transaction for profit; (2) the taxpayer had a
| egal |y enforceable duty to nake the paynent; and (3) the

t axpayer entered into the agreenent before the obligation becane

¥4(...continued)

(a) Paynent treated as worthl ess business debt. This
par agr aph applies to taxpayers who, after Decenber 31, 1975,
enter into an agreenent in the course of their trade or
business to act as (or in a manner essentially equival ent
to) a guarantor, endorser, or indemitor of (or other
secondary obligor upon) a debt obligation. Subject to the
provi si ons of subparagraphs (c), (d), and (e) of this
section, a paynent of principal or interest nmade during a
t axabl e year begi nning after Decenber 31, 1975, by the
t axpayer in discharge of part or all of the taxpayer’s
obligation as a guarantor, endorser, or indemitor is
treated as a business debt becom ng worthless in the taxable
year in which the paynent is nmade or in the taxable year
described in paragraph (e)(2) of this section. Neither
section 163 (relating to interest) nor section 165 (rel ating
to losses) shall apply with respect to such a paynent.

(b) Paynent treated as worthl ess nonbusi ness debt.
Thi s paragraph applies to taxpayers (other than
corporations) who, after Decenber 31, 1975, enter into a
transaction for profit, but not in the course of their trade
or business, to act as (or in a manner essentially
equi val ent to) a guarantor, endorser, or indemitor of (or
ot her secondary obligor upon) a debt obligation. Subject to
t he provisions of paragraphs (c), (d), and (e) of this
section, a paynent of principal or interest nmade during a
t axabl e year begi nning after Decenmber 31, 1975, by the
t axpayer in discharge of part or all of the taxpayer’s
obligation as a guarantor, endorser, or indemitor is
treated as a worthl ess nonbusi ness debt in the taxable year
in which the paynent is made or in the taxable year
described in paragraph (e)(2) of this section. Neither
section 163 nor section 165 shall apply with respect to such
a paynent. [Sec. 1.166-9, Incone Tax Regs.]
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worthl ess. Sec. 1.166-9(d), Incone Tax Regs. Furthernore, such
a paynent may be treated as a worthless debt only if the taxpayer
denonstrates that reasonable consideration was received in return
for the assunption of the secondary liability.

We understand petitioners’ contention to be that
petitioner’s paynent of the underlying liability to Union Bank in
di scharge of petitioner’s obligation as a guarantor nay be
treated as a worthless debt and that petitioners may deduct the
paynment pursuant to section 166(a) or (d). However, petitioners
have made no contentions and offered no evidence that petitioner
entered into an agreenent to act as a guarantor in exchange for
reasonabl e consideration, that petitioner entered into such an
agreenent in the course of his trade or business or a transaction
for profit, that petitioner had an enforceable [ egal duty to make
the paynent, or that petitioner entered into such an agreenent
before the obligation becanme worthless. Accordingly, we concl ude
that petitioners have failed to denonstrate that petitioner’s
paynment of the underlying liability to Union Bank constitutes a
wort hl ess debt for purposes of section 166. Consequently, we
hold that petitioners are not entitled to deduct the paynents as
either a worthl ess busi ness debt pursuant to section 166(a) or as

a worthl ess nonbusi ness debt pursuant to section 166(d).
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Alleged Failure of Ms. Snith To File a Proper 1986 Federal | ncone
Tax Return

Respondent contends that petitioners are not entitled to
deduct a loss with respect to the alleged failure of Ms. Smth to
file a proper 1986 Federal inconme tax return because no rel ated
liability existed between Ms. Smith and petitioner. Petitioners
contend that Ms. Smth and petitioner agreed pursuant to the
di vorce agreenent to file separate 1986 Federal incone tax
returns, that Ms. Smith failed to file a proper 1986 Federal
income tax return, that petitioner’s return was audited and he
was required to pay Ms. Smith's 1986 tax liability of $118, 000, '°
that Ms. Smth's failure to file a proper 1986 Federal incone tax
return constitutes “theft by swindling and fal se pretenses”, and
that petitioners are entitled to deduct the $118,000 as a bad
debt | oss and/or as a theft |o0ss. 16

Petitioners have failed to denonstrate that they are
entitled to a section 165 theft |oss deduction related to the

alleged failure of Ms. Smth to file a proper 1986 Federal incone

5petitioners contend that their accountant determn ned that
Ms. Smth's alleged failure to file a proper 1986 Federal incone
tax return resulted in expenses to petitioner of $118,000 “after
allow ng her all credits for community splitting.”

%pPetiti oners do not specify whether the claimed deduction
constitutes a sec. 165 theft | oss deduction or a sec. 166 bad
debt deducti on.
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tax return. Petitioners have presented no evidence that M.
Smth unlawful |y appropriated petitioner’s property intending to
deprive himof it. On the contrary, the record denonstrates that
petitioner agreed pursuant to the 1988 settlenent agreenent to
indermmify Ms. Smith with respect to any and all taxes for tax

years prior to 1987. As discussed above, in Smth v. Ferquson,

160 S.W3d at 123, the court held that petitioner’s indemifying
Ms. Smth against Federal incone tax liabilities effectively
estopped petitioner fromlater claimng that Ms. Smth breached
the divorce agreenent by failing to file a proper 1986 Federal
incone tax return. W conclude that petitioners have failed to
show that the alleged failure of Ms. Smth to file a proper 1986
Federal incone tax return constitutes a theft. Consequently, we
hold that petitioners are not entitled to a section 165 theft

| oss deduction for the failure of Ms. Smth to file a proper 1986
Federal inconme tax return.

Furthernore, petitioners have failed to denonstrate that
they are entitled to a section 166 bad debt deduction related to
the alleged failure of Ms. Smth to file a proper 1986 Federal
incone tax return. W understand petitioners’ contention to be
that petitioner’s payment of Ms. Smth's 1986 tax liability in
di scharge of petitioner’s obligation as a guarantor nay be
treated as a worthl ess debt and that petitioners may deduct the

paynment pursuant to either section 166(a) or (d). The record
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denonstrates that petitioner indemified Ms. Smth agai nst

Federal inconme tax liabilities for the 1986 tax year pursuant to
the 1988 settl enent agreenment. However, petitioners have nade no
contentions and offered no evidence that petitioner entered into
the af orenmenti oned agreenent in the course of his trade or

busi ness or a transaction for profit. Consequently, we concl ude
that petitioners failed to denonstrate that petitioner’s paynent
of Ms. Smth's 1986 tax liability constitutes a worthl ess debt
for purposes of section 166. See sec. 1.166-9(d)(1), Incone Tax
Regs. Accordingly, we hold that petitioners are not entitled to
deduct the paynent as either a worthless business debt pursuant
to section 166(a) or as a worthless nonbusi ness debt pursuant to
section 166(d).

Addition to Tax for Failure To File

Respondent contends that petitioners did not file their 2000
Federal inconme tax return within the time prescribed by |aw and,
consequently, that petitioners are liable for an addition to tax
pursuant to section 6651. Petitioners contend that their bank
and tax records were the subject of a subpoena related to
petitioner’s bankruptcy case, that the records were not returned
to themuntil Novenber of 2001 despite petitioner’s repeated
demands, that the records were out of order upon their return,
and, consequently, that petitioners were unable to tinely file

their 2000 Federal incone tax return.
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Section 6651(a)(1l) provides for an addition to tax of 5
percent of the tax required to be shown on the return for each
month or fraction thereof for which there is a failure to file,
not to exceed 25 percent. The addition to tax for failure to
file areturntimely will be inposed if the returnis not filed
tinmely unless the taxpayer shows that the delay was due to
reasonabl e cause and not willful neglect. Sec. 6651(a)(1l). The
Comm ssi oner bears the burden of production with respect to the
addition to tax. Sec. 7491(c). The parties stipulated that
petitioners filed their 2000 Federal inconme tax return on
Decenber 12, 2001, after receiving a 6-nonth extension.
Consequently, we nust determ ne whether petitioners have shown
that the delay was due to reasonabl e cause and not w ||l ful
negl ect .

A delay is due to reasonable cause if the taxpayer exercised
ordi nary busi ness care and prudence and was nevert hel ess unabl e
to file the return within the prescribed tinme. Sec. 301.6651-
1(c) (1), Proced. & Admn. Regs. “WIIful neglect” is defined as
a “conscious, intentional failure or reckless indifference.”

United States v. Boyle, 469 U S. 241, 245 (1985). 1In the instant

case, the record denonstrates that petitioners requested and were
granted a 6-nonth extension to file the 2000 Federal incone tax
return. Petitioners contend and respondent does not dispute that

petitioners | acked access to essential financial records as of
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Cct ober 15, 2001. However, petitioners did not make any attenpt
to file a return reporting their incone and expenses as
accurately as they could using the best information avail abl e.

See Belk v. Conm ssioner, 93 T.C. 434, 447 (1989). On the basis

of the instant record, we conclude that petitioners have not
shown that the delay was due to reasonabl e cause. Consequently,
petitioners are liable for a section 6651 addition to tax for
failure to file a tinely return.

Petitioners further contend that the Bankruptcy Code
precl udes the assessnent of a section 6651 addition to tax for
failure to file.¥ However, in exercising jurisdiction to
redeterm ne a deficiency, this Court l|acks jurisdiction to decide
whet her the deficiency and the related addition to tax were

di scharged in a prior bankruptcy proceeding. Neilson v.

Comm ssioner, 94 T.C. 1, 9 (1990); G ahamyv. Comm ssioner, 75

T.C. 389, 396 (1980); cf. Washington v. Conmm ssioner, 120 T.C

114, 120 (2003) (Tax Court’s jurisdiction to decide whether

di scharge occurred extends to section 6330 proceedi ngs but not to

"Petitioners’ reply brief set forth the aforenentioned
contention as follows:

Further, petitioners, the injured taxpayers,
assert that any late penalties for a faultless 2000 tax
year late filing are statutorily and explicitly barred
by applicable federal bankruptcy statutes. The IRS
baroque tw st sidesteps bankruptcy laws. No further
di scussion of the penalty issue seens appropriate or
necessary.
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deficiency suits). Consequently, we do not decide whether the
di scharge in bankruptcy rel eased petitioners fromthe liability
for the section 6651 addition to tax.!®

Accur acy- Rel ated Penalty

Respondent contends that petitioners’ 2000 Federal incone
tax return reflected a substantial understatenent, that
t here was no reasonabl e cause for the understatenent, and,
consequently, that petitioners are |liable for an accuracy-rel ated
penal ty pursuant to section 6662(a).

Section 6662(a) inposes a 20-percent accuracy-related
penalty with respect to the portion of any underpaynent of tax
attributable to a substantial understatenment of incone tax. An
“understatenment” is the excess of the amount of tax required to
be shown on the return over the anbunt of tax that is actually

shown on the return. Sec. 6662(d)(2)(A). A “substanti al

8petitioners’ anended petition contended, inter alia, that
t he bankruptcy estate paid the entire tax liability determ ned by
t he bankruptcy court, that the bankruptcy court discharged
petitioner on Apr. 7, 2004, and, consequently, that respondent is
precl uded from subsequently asserting any deficiency agai nst
petitioners. Petitioners made no further contention at trial or
on brief that the bankruptcy court discharged the underlying 2000
tax liability at issue, and the parties have presented no
evidence with respect to such a discharge. As discussed above,
this Court lacks jurisdiction to decide whether a deficiency was
di scharged in a prior bankruptcy proceeding. Neilson v.
Comm ssioner, 94 T.C. 1, 9 (1990); G ahamyv. Comm ssioner, 75
T.C. 389, 396 (1980). Consequently, we do not deci de whether the
bankruptcy court discharged the underlying deficiency, addition
to tax, or accuracy-related penalty for petitioners’ 2000 tax
year.
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understatenent” of incone tax exists if the amount of the
understatenent for the taxable year exceeds the greater of (1) 10
percent of the tax required to be shown on the return or (2)
$5, 000. Sec. 6662(d)(1)(A). However, the anpunt of an
understatenent is reduced by any portion for which (1) there was
substantial authority for the taxpayer’'s treatnent, (2) or the
relevant facts affecting the items tax treatnment were adequately
disclosed in the return or in a statenent attached to the return
and there is a reasonable basis for the tax treatnment. |In
addi tion, no penalty under section 6662 may be inposed with
respect to any portion of an underpaynent if it is shown that
there was a reasonabl e cause for the portion and that the
taxpayer acted in good faith with respect to the portion. Sec.
6664(c) (1) .

Pursuant to section 7491(c), respondent bears the burden of
production with respect to the determ ned accuracy-rel ated
penalty. Consequently, respondent nust produce sufficient
evidence to denonstrate that the accuracy-related penalty is

appropriate. See Hi gbee v. Conmm ssioner, 116 T.C. 438, 446

(2001). Once respondent neets his burden of production,
petitioner nust produce sufficient evidence to persuade the Court
that respondent’s determnation is incorrect. |1d. at 447.

The evi dence denonstrates that the Federal incone tax

liability for petitioners’ 2000 tax year is $91, 763 but that
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petitioners reported zero incone tax on their 2000 Federal incone
tax return. Because $91, 763 exceeds $5,000 and 10 percent of the
anount required to have been shown on petitioners’ return, we
concl ude that respondent has produced sufficient evidence to
denonstrate that the underpaynent is attributable to a
substantial understatenent and that an accuracy-rel ated penalty
is appropriate. See sec. 6662(d)(1)(A.

In the petition, petitioners contended that no penalty
shoul d be inposed because (1) “there was absol ute ful
di scl osure”, (2) petitioners acted in good faith, and (3) any
under st atenment was due to reasonabl e cause. However, petitioners
made no contentions and produced no evi dence opposing the section
6662(a) accuracy-related penalty at trial or on brief. See Rules

142(a), 149(b); Burris v. Comm ssioner, T.C Meno. 2001-49.

Consequently, petitioners have failed to persuade the Court that
respondent’s determnation with respect to the accuracy-rel ated
penalty was incorrect. Accordingly, we hold that petitioners are
liable for a section 6662(a) accuracy-rel ated penalty for
substantial understatenent of tax.

We have considered all of the contentions that the parties
have raised. To the extent not addressed herein, those

contentions are without nmerit or unnecessary to reach.



To reflect the foregoing,

Deci sion will be entered for

r espondent .




