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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COHEN, Judge: Respondent determ ned deficiencies, an

addition to tax, and penalties with respect to petitioners

Kam | F. and Nagwa Gowni’'s (the Gownis) Federal income taxes for

1998 and 1999 as foll ows:
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Addition to Tax Penal ty
Year Deficiency Sec. 6651(a)(1) Sec. 6662(a)
1998 $105, 470 —- $21, 094
1999 114, 603 $27,087.75 22,921

Respondent determ ned deficiencies, an addition to tax, and
penalties with respect to petitioners George R and Nehad
Mansour’s (the Mansours) Federal incone taxes for 1996, 1997,

1998, and 1999 as foll ows:

Addition to Tax Penal ty
Year Deficiency Sec. 6651(a)(1) Sec. 6662(a)
1996 $93, 552 $23, 494. 20 $18, 710. 40
1997 18, 093 —- 3,618. 60
1998 129, 324 —- 25, 864. 80
1999 42,884 —- 8,576. 80

The issues for decision in these consolidated cases are:
(1) Whether one of petitioners’ S corporations recognized a gain
rather than a loss on the sale of its assets; (2) whether
petitioners have shown that respondent’s conputation of their
incone for the years in issue using the bank deposits nmethod is
i naccurate or that any of the deposits that were nade into their
personal bank accounts during the years in issue are not taxable;
(3) whether petitioners are liable for additions to tax under
section 6651(a)(1l); and (4) whether petitioners are |iable for
accuracy-rel ated penalties under section 6662(a).

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and

all Rule references are to the Tax Court Rules of Practice and
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Procedure. Except for the amounts shown above, all anmounts have
been rounded to the nearest dollar.
FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference. At the
time that the Gownis filed their petition at docket No. 8094-02,
they resided in Florida. At the tine that the Mansours filed
their petition at docket No. 8095-02, they also resided in
Fl ori da.
Backgr ound

Petitioner George R Mansour (M. Mnsour) is 45 years old
and was born in Egypt. After graduating from high school in
Egypt, M. Mansour attended college in Egypt and studi ed
chem stry for 2 years and accounting for another 2 years. In
1981, M. Mansour immgrated to the United States and has been a
U S. resident since that tinme. M. Mnsour lived in Chio for a
portion of 1981 before he noved to California. Wile in
California, M. Mansour attended coll ege and worked at a gasoline
station. In 1986, M. Mnsour noved to Florida. From 1986 until
sonetinme in 1987 or 1988, M. Mansour worked in a conveni ence
store as a cashier/clerk and then as an assi stant manager for
Sout hland Corp. M. Mansour married petitioner Nehad Mansour

(Ms. Mansour) in 1987. Ms. Mansour cane to the United States
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in 1991. During 1996, 1997, 1998, and 1999, Ms. Mansour was a
homemaker. M. Mansour has a real estate |icense.

Petitioner Kam| F. Gowni (M. Gowni) is 45 years old and
was born in Egypt. After graduating from high school in Egypt,
M. Gowni attended college and studied agriculture for 3 years.
M. Gowni inmmgrated to London, England, in 1978. During the
time that M. Gowni lived in England, he studied and worked as an
assistant manager in a restaurant. M. Gowni inmgrated to the
United States in 1982 and has been a U. S. resident since that
time. From 1982 to 1993, M. Gowni lived in Los Angeles,
California. Wile in Los Angeles, M. Gowni managed a gasoli ne
station and worked with conputers for Tel edyne Corp. M. Gowni
married petitioner Nagwa Gowni (Ms. Gowni) in 1988. The Gowni s
noved to Florida in 1993. From Decenber 31, 1997, through
Novenber 4, 1998, the Gownis bought and sold stocks totaling
approximately $1.7 million. During 1998 and 1999, Ms. Gowni was
a honenaker .

Messrs. Gowni and Mansour net in Los Angeles in 1984 or 1985
whil e attendi ng the sane church.

Petitioners’ Business Entities

Petitioners used a nunber of different corporations to
conduct their business affairs during the years in issue.
Messrs. Gowni and Mansour were actively and substantially

involved in the operation of these business entities.
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Messrs. Gowni and Mansour comm ngl ed the funds of these
corporations and generally treated the corporations’ bank
accounts as one account.

A. Mansour Enterprises, |Inc.

In March 1989, M. Mansour and his brother, Sam Mansour,
organi zed Mansour Enterprises, Inc. (Mansour Enterprises), as a
Florida corporation. WMansour Enterprises purchased a gasoline
station located in M. Dora, Florida, and operated it as an Anpco
gasoline station until sonetime in 1998. The gasoline station
i ncluded a snack shop and a repair facility with an autonobile
mechani ¢ on the prem ses. Mansour Enterprises filed a corporate
income tax return for 1996 and reported $53,400 of ordinary
income fromits operations for that year.

B. Mansour's of ©Munt Dora, |nc.

I n Novenber 1989, M. Mansour and his brother organized
Mansour’s of Mount Dora, Inc. (Mansour’s of M. Dora), as a
Fl orida corporation. Mansour’s of M. Dora owned the building
next to the gasoline station owed by Mansour Enterprises and
|leased it to a car detail shop and a hair sal on during 1996,
1997, 1998, and 1999. This building was al so used for storage.

C. Pyram d of Lake County, Inc.

In Cctober 1992, Pyram d of Lake County, Inc. (Pyramd), was
organi zed as a Florida corporation. Messrs. Gowni and Mansour

owned and operated Pyram d. Pyramd owned a gasoline station in
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Eustis, Florida, that it leased to a third party. Pyramd sold
the gasoline station in 1999 or 2000.

D. M na of Deland, |nc.

I n Novenber 1992, Mna of Deland, Inc. (Mna of Deland), was
organi zed as a Florida corporation. Messrs. Gowni and Mansour
owned and operated M na of Deland. M na of Deland | eased a
gasoline station fromthe Anoco G| Co. (Anmobco). The |ease
term nated sonetine between 1994 and 1996.

E. M na of Sanford, |nc.

In October 1993, Mna of Sanford, Inc. (Mna of Sanford),
was organi zed as a Florida corporation. Messrs. Gowni and
Mansour owned and operated M na of Sanford. M na of Sanford
owned and operated a gasoline station in Sanford, Florida, from
1993 t hrough 1999.

F. M na of Forest GCity, Inc.

In July 1994, Mna of Forest City, Inc. (Mna of Forest
Cty), was organi zed as a Florida corporation. Messrs. Gowni and
Mansour owned and operated M na of Forest Cty. Mna of Forest
City owned and operated an Anbco gasoline station in Ol ando,
Florida, from1994 until it transferred its assets to Bi shoy,
Inc., in 1998. The follow ng explanation was given for the asset
transfer on an attachnent to the Form 1120S, U.S. Incone Tax
Return for an S Corporation, that was filed for Mna of Forest

Cty for 1998:



Spi n- O f

Taxpayers el ect under I RC sec 355 to spin off 100% of

basi s and surrender of stock in exchange for stock and

basis in spin-off conpany, Bishoy, Inc. * * * Business

pur pose of change in oil conpany supplier required this

transacti on!

M na of Forest City filed Fornms 1120S for 1996, 1997, and
1998 and reported $30, 908 and $48, 405 of ordinary incone fromits
operations in 1996 and 1997, respectively, and a | oss of $1,512
in 1998. The Form 1120S filed for Mna of Forest Gty for 1998
was its final return. On the Schedule M2, Analysis of
Accunul at ed Adj ustnents Account, O her Adjustnents Account, and
Shar ehol ders’ Undi stri buted Taxabl e I ncone Previously Taxed,
attached to its Form 1120S filed for 1998, Mna of Forest City’'s
accunul ated adj ustnents account was reported to have a bal ance of
$64, 681 as of the end of that year. John L. Bradshaw, P.A.,
C. P. A (Bradshaw), prepared these Forns 1120S for M na of Forest
Cty.

In a letter dated Novenber 10, 1999, and addressed to
Bradshaw, the Internal Revenue Service (IRS) granted M na of
Forest Gty S corporation status with an effective date of

January 1, 1995.

G M cca, |Inc.

In April 1995, Mcca, Inc. (Mcca), was organi zed as a
Fl orida corporation. Messrs. Gowni and Mansour owned and

operated Mcca. Mcca operated as a C corporation during the
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years in issue. Mcca purchased real property and, with
financi ng provided by Anoco, built a gasoline station and
conveni ence store on that property. Mcca operated the gasoline
station from 1996 until sonetime in 1998. Mcca filed a
corporate incone tax return for 1996 and reported taxable incone
of $52,923 for that year.

H. Tonson, | nc.

I n August 1995, Tonson, Inc. (Tonson), was organi zed as a
Florida corporation. Messrs. Gowni and Mansour owned and
operated Tonson. |In 1995, Tonson negotiated the purchase from
Anoco of an existing Anbco gasoline station that was | ocated in
Orlando. The purchase price of the gasoline station was
$330, 000. Tonson was to pay Anpco $140,000 at closing. Tonmson
borrowed $140,000 from Citicorp North America, Inc., in order to
make this paynment. The renmmi ning $190, 000 of the purchase price
was secured by a note owed to Anbco. The note was payabl e over
10 years and was reduced by 1 cent for every gallon of notor fuel
t hat Tonmson purchased from Anbco. The closing date for the sale
was January 22, 1996.

Tonmson contracted wth Orange Petroleum Inc. (O ange
Petroleum, for the installation of gasoline tanks and rel ated
wor k. Tonmson paid Orange Petrol eum $159, 462 for this work, which
was conpleted by April 22, 1996.
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Tonmson contracted wth Joseph P. Sexton, Inc. (Sexton), to
renovate the existing building and surroundi ng property. The
gasoline station had service bays to repair autonobiles. Sexton
converted the space for the service bays into a convenience
store. Tonson paid Sexton $183,507 for this work, which was
conpleted by the end of June 1996. The gasoline station was
ready for business at that tine.

Tonson operated the gasoline station and conveni ence store
until it sold the property to Senbler E.D.P. Partnership
(Senbler) in 1998 for $822,000. The closing date for the sale
was April 9, 1998. As of the closing date, the $190, 000 note
t hat was payable to Anbco had been reduced to $170,000. Tonson
did not pay the bal ance of the note.

Petitioners determ ned the basis that Tonson had in the
property that it sold to Senbler by taking into account the

fol |l ow ng anmount s:

Sour ce Anmount

Purchase of property from Anbco

- Cash $140, 000

- Note 190, 000
Tank installation costs 159, 462
Construction costs

- Ryko Manufacturing 45, 005

- Sexton 145, 000
Sal e cl osi ng/ m scel | aneous expenses 64, 229

Addi ti onal expenses 168, 304
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Accordingly, petitioners determned that Tonson had a $912, 000
basis in the property that it sold to Senbler and that the sale
generated a $90, 000 capital | oss.

| . Shenody, | nc.

I n Decenber 1995, Shenody, Inc. (Shenody), was organi zed as
a Florida corporation. Messrs. Gowni and Mansour owned and
oper ated Shenody. Shenody | eased an Anbco gasoline station
during 1996, 1997, 1998, and 1999.

J. Bi shoy, Inc.

In July 1996, Bishoy, Inc. (Bishoy), was organi zed as a
Florida corporation. Messrs. Gowni and Mansour owned and
operated Bishoy. Fromthe tine that Mna of Forest City
transferred the Anbco gasoline station to Bishoy in 1998, Bi shoy
operated the station as a Hess gasoline station. Bishoy operated
t he gasoline station through 1999.

Bi shoy filed Fornms 1120S for 1998 and 1999 and reported
ordinary incone of $18,580 and $5, 295, respectively, fromits
operations in those years. On the Schedule M2 attached to its
Form 1120S filed for 1998, Bishoy’s accumul ated adj ustnents
account was reported to have a bal ance of $18,580 as of the end
of that year. Bradshaw prepared these Forns 1120S for Bi shoy.

K. Ava Ant hony, Inc.

I n Septenber 1996, Ava Ant hony, Inc. (Ava Ant hony), was

organi zed as a Florida corporation. Messrs. Gowni and Mansour
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owned and operated Ava Anthony. Ava Anthony operated as a
C corporation during the years in issue. 1In 1996, Ava Ant hony
owned land. In 1998, Ava Ant hony purchased 10 gasoline stations
fromPresto Food Stores for approximately $9 mllion and operated
t hem t hr ough 1999.

Br adshaw s Enpl oynent by Petitioners

Beginning in May 1998, petitioners enployed Bradshaw to do
the accounting for Mna of Sanford, Mna of Forest City, and
Shenody. This arrangenment eventually expanded to include Ava
Ant hony and Bi shoy. Bradshaw did not do the accounting for
petitioners’ other business entities and had not done any ot her
work for petitioners prior to May 1998.

Fromthe tinme that he began working for petitioners,
Bradshaw was aware that petitioners withdrew cash fromthe
cor porate bank accounts of Ava Anthony, Mna of Sanford, M na of
Forest G ty, Bishoy, and Shenody before he could reconcile those
accounts. Bradshaw was al so aware that petitioners frequently
wrote checks fromthe corporate bank accounts of their business
entities and deposited theminto their personal bank accounts.

Br adshaw advi sed petitioners to discontinue this latter practice.

The Mansours' | ncone Tax Returns for 1996 through 1999

On their joint inconme tax return for 1996, the Mansours

reported the follow ng sources of incone:
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Sour ce Anmount of | ncone
Wages $9, 300
Taxabl e i nterest 1, 545
D vi dends 1, 000
Capi tal gains 245
Rental property 4,504
Mansour Enterprises 9, 044
M na of Forest City 10, 454
M na of Del and 2,064
M na of Sanford 10,524
Shenody 5,133
Bi shoy 6, 575

The Mansours reported taxabl e incone of $27,204 and total tax of
$4,084 for 1996. The Mansours identified Mansour Enterprises,

M na of Forest City, Mna of Deland, and M na of Sanford as

S corporations on this return. The IRS received the Mansours’
1996 return on Septenber 28, 1998, in an envel ope that was
post mar ked Septenber 25, 1998. Tax Aid & Accounting, Inc.,
prepared the Mansours’ 1996 return.

On their joint inconme tax return for 1997, the Mansours

reported the follow ng sources of incone:

Sour ce Anmount of | ncone
Taxabl e interest $98
D vi dends 68
Capi tal gains 2, 343
Ganbl i ng W nni ngs 2,500
Rental properties 5, 650
Mansour Enterprises 12, 000
M na of Forest City 24,202
M na of Sanford 42, 053
Mansour’s of M. Dora 8, 000

The Mansours reported taxabl e incone of $52,130 and total tax of

$9, 239 for 1997. The Mansours identified Mansour Enterprises,
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M na of Forest City, Mna of Sanford, and Mansour’s of M. Dora
as S corporations on this return. Bradshaw prepared the
Mansours’ 1997 return.
On their joint inconme tax return for 1998, the Mansours

reported the follow ng sources of incone and | oss:

Sour ce Ampunt of | ncone (Loss)
Wages $19, 200
Taxabl e i nterest 78
Di vi dends 23
Tonson (45, 000)
Short-term capital gains 1,994
Sal es of business property 36, 557
Capital gain distributions 19
Rental properties (2, 465)
Mansour Enterprises 13, 000
M na of Forest City (756)
M na of Sanford 39, 144
Mansour’s of M. Dora 6, 300
Shenody (3,679
Bi shoy 9, 290

The Mansours reported taxabl e incone of $29,588 and total tax of
$3,636 for 1998. The $45,000 | oss reported by the Mansours with
respect to Tonmson represented one-half of the Iong-term capital
| oss that was cal cul ated from Tonmson’s sale of its gasoline
station to Senbler in 1998. The Mansours identified Mansour
Enterprises, Mna of Forest City, Mna of Sanford, Mnsour’s of
M. Dora, Shenody, and Bishoy as S corporations on this return.
Bradshaw prepared the Mansours’ 1998 return.

On their joint inconme tax return for 1999, the Mansours

reported the follow ng sources of incone and | oss:



Sour ce Ampunt of | ncone (Loss)
Wages $39, 475
Taxabl e i nterest 35
Di vi dends 51
Short-term capital | osses (2,028)
Long-term capital | oss carryover (3,430)
Capital gain distributions 259
Mansour Enterprises 5, 700
M na of Sanford (10, 023)
Mansour’s of M. Dora 12, 150
Shenody (6, 325)
Bi shoy 2, 647

The Mansours reported taxabl e incone of $2,160 and total tax of
zero for 1999. The Mansours identified Mansour Enterprises, Mna
of Sanford, Mansour’s of M. Dora, Shenody, and Bi shoy as

S corporations on this return. Bradshaw prepared the Mansours’
1999 return.

The Gowni s’ I ncone Tax Returns for 1998 and 1999

On their joint incone tax return for 1998, the Gownis

reported the follow ng sources of incone and | oss:

Sour ce Anpunt of I ncone (LosSS)
Wages $15, 000
Taxabl e i nt erest 8, 505
Tonson (45, 000)
M na of Forest City (756)
M na of Sanford 39, 144
Shenody (3,680)
Bi shoy 9, 290

The Gowni s reported taxable incone of $30,984 and total tax of
$3,846 for 1998. The $45,000 | oss reported by the Gownis wth
respect to Tonmson represented one-half of the I ong-term capital

| oss that was cal cul ated from Tonmson’s sale of its gasoline
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station to Senbler in 1998. The Gownis were limted to
recogni zing $3,000 of this loss in 1998. The Gownis identified
M na of Forest City, Mna of Sanford, Shenody, and Bi shoy as
S corporations on this return. Bradshaw prepared the Gowni s’
1998 return.
On their joint inconme tax return for 1999, the Gownis

reported the follow ng sources of incone and | oss:

Sour ce Amount of I ncone (LoSS)
Wages $39, 475
Taxabl e i nterest 827
Long-term capital | oss carryover (42, 000)
M na of Sanford (10, 023)
Shenody (6, 325)
Bi shoy 2, 647

The Gownis reported taxable inconme of zero for 1999. The Gownis
were limted to recogni zing $3,000 of their reported $42, 000

| ong-termcapital |oss carryover in 1999. The Gownis identified
M na of Sanford, Shenody, and Bishoy as S corporations on this
return. Bradshaw prepared the Gownis’ 1999 return.

The Gowni s requested an extension to file their 1999 return.
Their first request extended the tine to file to August 15, 2000.
Their second request extended the tinme to file to Cctober 15,
2000. On Form 4868, Application for Automatic Extension of Tinme
to File U S. Individual Income Tax Return, the Gownis estimated
that their total tax liability for 1999 was zero. The Gowni s’
1999 return was received by the IRS on Novenber 6, 2000, in an

envel ope with a postage neter date of Novenmber 3, 2000.
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Exanmi nati on of the Mansours’ | ncone Tax Returns for
1996 t hrough 1999

The exam nation of the Mansours’ incone tax return for 1996
began in June 1999 and expanded to include 1997, 1998, and 1999.
The Mansours executed a power of attorney in favor of Bradshaw
with respect to their incone tax returns for 1996, 1997, and
1998. During the exam nation of the Mansours’ incone tax
returns, the IRS made requests for copies of workpapers, the
income tax returns of their business entities, and bank
statenents. The Mansours did not produce adequate records with
respect to those requests, however, so the IRS summonsed the
Mansours’ bank records in order to nake an appropriate
determ nation of their incone for those years.

In determ ning the Mansours’ inconme for 1996, the IRS
sumonsed and eval uated copi es of the bank statenments from the
checks witten for $500 or nore on, and any itens that were
listed on deposit tickets totaling $500 or nore that were
deposited to the Mansours’ personal bank account at First Union
Nat i onal Bank of Florida (First Union) for that year. |In
determ ning the Mansours’ incone for 1997, the I RS summobnsed and
eval uated copies of the bank statenents from checks witten for
$500 or nore on, and any itenms that were |isted on deposit
tickets totaling $500 or nore that were deposited to the
Mansour s’ personal bank account at First Union as well as the

bank statenments from checks witten for $1,000 or nore on, and
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any itens that were listed on deposit tickets totaling $300 or
nore that were deposited to the Mansours’ personal bank account
at SunTrust Bank (SunTrust) for that year. |In determning the
Mansours’ inconme for 1998 and 1999, the IRS summobnsed and
eval uated copies of the bank statenents from checks witten for
$1,000 or nore on, and any itens that were |isted on deposit
tickets totaling $300 or nore that were deposited to the
Mansours’ personal bank account at SunTrust for those years.
During the exam nation of the Mansours’ bank records, the IRS
requested that the Mansours provi de docunentation and
expl anations as to any nontaxable itenms that were deposited to
t heir personal bank accounts. The IRS received information about
M na of Sanford’s sharehol der | oan account in response to those
requests.

The exam nation of the Mansours’ incone tax returns for 1996
t hrough 1999 and the eval uati on and anal ysis of their bank
records and ot her information spanned 2 years and consuned nore
t han 300 hours of revenue agent tine.

Results of the Exami nation of the Mansours’' | ncone Tax Returns

A 1996
The I RS nmade the follow ng determ nations with respect to

t he Mansours for 1996:
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1. Unreported I ncone From the Operations of Munsour
Ent erpri ses

The corporate inconme tax return for Mansour Enterprises for
1996 reported ordinary income of $53,400 fromits operations
during that year. The IRS determ ned that Mansour Enterprises
was an S corporation during 1996 and that the Mansours’
di stributable share of this income was $26, 700. The Mansours
reported incone fromthe operations of Mansour Enterprises in the
amount of $9,044 on their 1996 return. Accordingly, the IRS
determ ned that the Mansours shoul d have included an additional
$17,656 in incone.

2. Corporate Distributions

The Mansours recei ved and deposited into their personal bank
account at First Union checks from M cca, net of repaynents,
totaling $52,000. The IRS determ ned that the Mansours shoul d
have reported this anount as dividend incone.

The Mansours recei ved and deposited into their personal bank
account at First Union checks fromMna of Forest Cty, net of
repaynents, totaling $24,484. The IRS deternined that M na of
Forest City was an S corporation during 1996 and that the
Mansours had failed to establish their basis in their Mna of
Forest Gty stock. Accordingly, because the Mansours reported
i ncone of $10,454 fromthe operations of Mna of Forest City on

their 1996 return, the IRS determ ned that the Mansours shoul d
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have included an additional $14,030 in inconme as a result of
t hese distributions.

The Mansours recei ved and deposited into their personal bank
account at First Union checks from M na of Sanford, net of
repaynents, totaling $31,750. The IRS deternined that M na of
Sanford was an S corporation during 1996 and that the Mansours
had failed to establish their basis in their Mna of Sanford
stock. Accordingly, because the Mansours reported i ncone of
$10,524 fromthe operations of Mna of Sanford on their 1996
return, the IRS determ ned that the Mansours shoul d have incl uded
an additional $21,226 in inconme as a result of these
di stri butions.

3. Oher |Incone

The Mansours recei ved and deposited into their personal bank
account at First Union unexpl ai ned anounts of cash and checks
from sources other than their business entities or those reported
on their incone tax return totaling $138,235. The IRS determ ned
that the Mansours shoul d have reported this amount on their 1996
return as incone from self-enpl oynent.

B. 1997

The I RS determ ned that the Mansours recei ved and deposited
into their personal bank accounts at First Union and SunTrust
unexpl ai ned anounts of cash and checks from sources other than

their business entities or those reported on their incone tax
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return totaling $44,818. The IRS determ ned that the Mansours
shoul d have reported this anount on their 1997 return as incone
from sel f-enpl oynent .
C. 1998
The I RS nmade the follow ng determ nations with respect to
t he Mansours for 1998:

1. Distributable Gain Fromthe Sale of Property by
Tonmson

Tonmson had a $413,696 basis in the property that it sold to
Senbl er and recogni zed a $408, 304 gain on the sale. The IRS
determ ned that Tonson was an S corporation during 1998 and that
$204, 152 of this gain was attributable to the Mansours. Because
t he Mansours reported a $45,000 | oss fromthis sale on their 1998
return, the IRS adjusted the Mansours’ incone to reflect this
gai n.

2. Corporate Distributions

The Mansours recei ved and deposited into their personal bank
account at SunTrust checks from Ava Ant hony, net of repaynents,
totaling $16,500. The IRS determ ned that the Mansours shoul d
have reported this anount as dividend incone.

The Mansours recei ved and deposited into their personal bank
account at SunTrust checks from Mansour Enterprises, net of
repaynments, totaling $22,600. The IRS determ ned that Mnsour
Enterprises was an S corporation during 1998 and that the

Mansours had failed to establish their basis in their Mnsour
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Enterprises stock. Accordingly, because the Mansours reported

i ncome of $13,000 fromthe operations of Mansour Enterprises on
their 1998 return, the IRS determ ned that the Mansours shoul d
have included an additional $9,600 in income as a result of these
di stributions.

3. Oher |Incone

The Mansours recei ved and deposited into their personal bank
account at SunTrust unexpl ai ned anounts of cash and checks from
sources other than their business entities or those reported on
their incone tax return totaling $122,853. The |IRS determ ned
that the Mansours shoul d have reported this amount on their 1998
return as incone from self-enpl oynent.

D. 1999

The I RS nmade the follow ng determ nations with respect to
t he Mansours for 1999:

1. Di sal | owance of Long-Term Capital Loss Carryover

The long-termcapital |oss carryover of $3,430 that was
reported on the Mansours’ 1999 return was di sal |l owed because it
resulted fromtheir reporting a capital |oss rather than a
capital gain fromthe transacti on between Tonson and Senbl er on
their 1998 return. The IRS adjusted the Mansours’ incone to

account for this disall owance.
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2. Corporate Distributions

The Mansours recei ved and deposited into their personal bank
account at SunTrust checks from Mansour Enterprises, net of
repaynments, totaling $32,675. The IRS determ ned that Mnsour
Enterprises was an S corporation during 1999 and that the
Mansours had failed to establish their basis in their Mansour
Enterprises stock. Accordingly, because the Mansours reported
i ncome of $5,700 fromthe operations of Mansour Enterprises on
their 1999 return, the IRS determ ned that the Mansours shoul d
have included an additional $26,975 in income as a result of
t hese distributions.

3. Oher |Incone

The Mansours recei ved and deposited into their personal bank
account at SunTrust unexpl ai ned anmounts of cash and checks from
sources other than their business entities or those reported on
their incone tax return totaling $112,407. The I RS determ ned
that the Mansours should have reported this amount on their 1999
return as incone from self-enpl oynent.

Exam nation of the Gownis’ |Income Tax Returns for 1998 and 1999

The exam nation of the Gownis’ incone tax returns for 1998
and 1999 began in Cctober 2000 as a result of the identification
of a common issue concerning the loss clainmed in 1998 with
respect to Tonmson. The Gowni s executed a power of attorney in

favor of Bradshaw with respect to their inconme tax returns for
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1998 and 1999. During the exam nation of the Gownis’ incone tax
returns, the IRS made requests for copies of workpapers and bank
statenents. Because the Gownis did not produce adequate records
with respect to those requests, the I RS sumonsed the Gowni s’
bank records in order to nake an appropriate determ nation of
their inconme for those years.

In determning the Gownis’ inconme for 1998, the IRS
sumonsed and eval uated copies of (1) the bank statenents from
checks witten for nore than $500 on, and any itens that were
listed on deposit tickets totaling $500 or nore that were
deposited to the Gowni s’ personal bank accounts at Nati onsBank,
First Union, Geat Wstern Bank, Washi ngton Miutual Bank, and
SunTrust for that year and (2) the statements fromthe Gowni s’
personal VI SA account for that year. In determning the Gownis’
i ncone for 1999, the IRS summonsed and eval uated copi es of the
bank statements from checks witten for nmore than $500 on, and
any itens that were listed on deposit tickets totaling $500 or
nore that were deposited to the Gowni s’ personal bank accounts at
Nat i onsBank, Washi ngton Mutual Bank, and SunTrust for that year.
In addition, the IRS summonsed and eval uated the follow ng
sources of information for purposes of determning the Gownis’

i ncone for 1998 and 1999: (1) Additional docunents from
Nat i onsBank pertaining to the Gownis’ certificate of deposit;

(2) information related to the Gownis fromthe Mney Transfer
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Query System at Bank of Anerica; (3) a copy of NationsBank’s
records concerning a loan to M. Gowni in 1996; (4) a copy of
Nat i onsBank’ s records concerning a loan to M. Gowni in 1997;
(5) a copy of NationsBank’s records concerning a loan to
M. Gowni in 1999; and (6) a copy of NationsBank’s records
concerning a loan to Ava Anthony in 1999. During the exam nation
of the Gownis’ bank records, the IRS requested that the Gownis
provi de docunentati on and expl anations as to any nontaxable itens
that were deposited to their personal bank accounts. The IRS
received informati on about M na of Sanford's sharehol der | oan
account in response to those requests.

The exam nation of the Gownis’ inconme tax returns for 1998
and 1999 and the evaluation and analysis of their bank records
and other information took approxinmately 1 year and consunmed nore
t han 150 hours of revenue agent tine.

Results of the Exami nation of the Gowni s’ | nconme Tax Returns

A 1998
The I RS nmade the follow ng determ nations with respect to
the Gownis for 1998:

1. Distributable Gain Fromthe Sale of Property by
Tonmson

Tonmson had a $413,696 basis in the property that it sold to
Senbl er and recogni zed a $408, 304 gain on the sale. The IRS
determ ned that Tonson was an S corporation during 1998 and that

$204, 152 of this gain was attributable to the Gownis. Because
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the Gownis reported a $45,000 loss fromthis sale on their 1998
return, the IRS adjusted the Gownis’ inconme to reflect this gain.

2. Corporate Distributions

The Gowni s received and deposited into their personal bank
accounts checks from Ava Ant hony, net of repaynents, totaling
$13,640. The IRS determined that the Gownis should have reported
this anount as dividend incone.

The Gowni s received and deposited into their personal bank
accounts checks from Tonson, net of repaynents, totaling
$101,000. The IRS determ ned that these distributions were nade
from sources other than the proceeds of the transaction between
Tonmson and Senbler. Therefore, the IRS determ ned that the
Gowni s shoul d have included this anobunt in incone.

3. Oher |Incone

The Gowni s received and deposited into their personal bank
accounts unexpl ai ned anobunts of cash and checks from sources
other than their business entities or those reported on their
incone tax return totaling $80,868. The IRS determ ned that the
Gowni s shoul d have reported this anount on their 1998 return as
i ncome from sel f-enpl oynent.

B. 1999

The I RS nmade the follow ng determ nations with respect to

the Gownis for 1999:
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1. Di sal | owance of Long-Term Capital Loss Carryover

The long-termcapital |oss carryover of $42,000 that was
reported on the Gownis’ 1999 return was di sall owed because it
resulted fromtheir reporting a capital |loss rather than a
capital gain fromthe transacti on between Tonson and Senbl er on
their 1998 return. The IRS adjusted the Gownis’ incone to
account for this disall owance.

2. Corporate Distributions

The Gowni s received and deposited into their personal bank
accounts checks from Tonson, net of repaynents, totaling $50, 610.
The I RS determ ned that Tonson was an S corporation during 1999
and that these distributions were made from sources other than
t he proceeds of the transacti on between Tonson and Senbl er.
Therefore, the IRS determ ned that the Gownis shoul d have
i ncluded this amount in incone.

The Gowni s received and deposited into their personal bank
accounts checks from M na of Forest City, net of repaynents,
totaling $63,277. The IRS determ ned that Mna of Forest City
was an S corporation during 1999. Accordingly, the IRS
determ ned the net taxable distribution that the Gownis received
fromMna of Forest City by reducing this $63,277 anount by
one-half of the ending bal ance of the accunul ated adj ust nents

account reported on Mna of Forest City' s Form 1120S filed for
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1998. As a result, the IRS determ ned that the Gownis shoul d
have included an additional $30,937 in income.

The Gowni s received and deposited into their personal bank
accounts checks from Bi shoy, net of repaynents, totaling $32, 614.
The I RS determ ned that Bishoy was an S corporation during 1999.
Accordingly, the IRS determ ned the net taxable distribution that
t he Gownis received from Bi shoy by reducing this $32,614 anmount
by (1) the amobunt of incone that the Gownis reported fromthe
operations of Bishoy on their 1999 return and (2) one-half of the
endi ng bal ance of the accunul ated adj ustnents account reported on
Bi shoy’s Form 1120S filed for 1998. As a result, the IRS
determ ned that the Gownis should have included an additi onal
$20, 677 in incone.

The Gowni s received and deposited into their personal bank
accounts checks from Pyram d, net of repaynents, totaling
$39,641. The IRS could not determ ne whether Pyram d was an
S corporation during 1999. The IRS did, however, determ ne that
t he Gowni s shoul d have included this anmount in incone.

3. Oher |Incone

The Gowni s received and deposited into their personal bank
accounts unexpl ai ned anobunts of cash and checks from sources
other than their business entities or those reported on their

incone tax return totaling $180,781. The IRS determ ned that the
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Gowni s shoul d have reported this anount on their 1999 return as
i ncome from sel f-enpl oynent.

Procedural WMatters

The Gownis and the Mansours filed their respective petitions
with the Court on May 3, 2002. Included in the Mansours’
petition was the follow ng statenent:

5. The facts upon which Petitioners rely, as the
basis of their case, are as follows:

* * * * * * *

d. Petitioners’ [sic] can prove that the
gross incone they reported in 1996 through 1999
represented their worl dw de gross taxable income and
that all other bank deposits constitute non-taxable
i ncone.

The Gownis included a simlar statenent in their petition as to
the years 1998 and 1999.

On April 22, 2003, the Court served on petitioners Notices
Setting Case for Trial. Attached to the Notices Setting Case for
Trial was the Court’s Standing Pretrial Oder. The Standing
Pretrial Order provided, in pertinent part, as follows:

To facilitate an orderly and efficient disposition
of all cases on the trial calendar, it is hereby

ORDERED that all facts shall be stipulated to the
maxi mum extent possible. Al docunentary and witten
evi dence shall be marked and stipul ated i n accordance
with Rule 91(b), unless the evidence is to be used
solely to inpeach the credibility of a wwtness. * * *
Any docunents or materials which a party expects to
utilize in the event of trial (except solely for
i npeachnent), but which are not stipulated, shall be
identified in witing and exchanged by the parties at
| east 14 days before the first day of the trial
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session. The Court may refuse to receive in evidence

any docunent or material not so stipulated or

exchanged, unless otherw se agreed by the parties or

al l oned by the Court for good cause shown. * * *

On July 8, 2003, respondent served on petitioners
Respondent’s Interrogatories to Petitioners (interrogatories) and
Respondent’ s Request for Production of Docunents (requests for
production of docunents). The interrogatories that were served
on the Mansours requested, inter alia, that they describe the
nature, amount, and date of the (1) paynents received from M cca
in 1996; (2) paynents received fromAva Anthony in 1998;

(3) deposits to their personal bank account at First Union in
1996 and 1997; (4) deposits to their personal bank account at
SunTrust in 1997, 1998, and 1999; (5) paynents to and from M na
of Forest Gty and Mna of Sanford in 1996; and (6) deposits to

t he bank accounts of Mansour Enterprises in 1999. The
interrogatories that were served on the Gownis requested, inter
alia, that they describe the nature, anount, and date of the

(1) deposits to their personal bank accounts at WAshi ngton Mutual
Bank, First Union, NationsBank, and SunTrust in 1998 and 1999 and
(2) deposits to the bank accounts of Ava Anthony, Tonson, M na of
Forest GCty, Pyramd, and Bishoy in 1998 and 1999. The requests
for production of docunents that were served on petitioners
requested, inter alia, all docunents and records that (1) proved

that the gross incone that the Mansours reported in 1996, 1997,

1998, and 1999 and that the Gownis reported in 1998 and 1999
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represented their respective worl dw de taxable incone for those
years and that all other bank deposits were nontaxabl e sources of
incone and (2) pertained to the matter about which respondent
inquired in respondent’s witten interrogatories. Petitioners
did not respond to either the interrogatories or the requests for
production of docunents.

On August 11, 2003, respondent filed wth the Court in these
cases notions to conpel responses to respondent’s interrogatories
and notions to conpel production of docunents. On August 14,
2003, the Court issued Orders that directed petitioners, in
pertinent part, as follows:

ORDERED: That so nuch of respondent’s * * *

notions that seeks an order directing conpliance with

Respondent’s Interrogatories to Petitioners and

Respondent’ s Request for Production of Docunents, both

served on July 8, 2003, is granted, and petitioners

shall, on or before Septenber 2, 2003, (1) produce to

counsel for respondent those responses requested in

Respondent’s Interrogatories to Petitioners served on

petitioners on July 8, 2003, and (2) produce to counsel

for respondent those docunents requested in

Respondent’ s Request for Production of Docunents served

on petitioners on July 8, 2003. * * *

Petitioners did not conply with the Court’s Orders.
OPI NI ON

Respondent’s Use of the Bank Deposits Method

Taxpayers bear the responsibility to maintain books and
records that are sufficient to establish their incone. See sec.

6001; DiLeo v. Conmm ssioner, 96 T.C 858, 867 (1991), affd. 959

F.2d 16 (2d Cr. 1992); sec. 1.446-1(a)(4), Incone Tax Regs; see
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al so Estate of Mason v. Conmi ssioner, 64 T.C 651, 656 (1975),

affd. 566 F.2d 2 (6th Cr. 1977). Wen a taxpayer fails to keep
adequat e books and records, the Conm ssioner is authorized to
determ ne the existence and anount of the taxpayer’s inconme by
any nmethod that clearly reflects inconme. Sec. 446(b); Millette

Bros. Const. Co. v. United States, 695 F.2d 145, 148 (5th G

1983); Webb v. Conm ssioner, 394 F.2d 366, 371-372 (5th Gr

1968), affg. T.C. Menb. 1966-81; see also Holland v. United

States, 348 U. S. 121, 131-132 (1954). The Conm ssioner’s
reconstruction of a taxpayer’s inconme need only be reasonable in

light of all surrounding facts and circunstances. Schroeder v.

Commi ssioner, 40 T.C 30, 33 (1963); see also G ddio v.

Comm ssioner, 54 T.C. 1530, 1533 (1970). The Conmi ssioner is

given latitude in determ ning which nethod of reconstruction to
apply when taxpayers fail to maintain adequate books and records.

Boyett v. Conm ssioner, 204 F.2d 205, 208 (5th Gr. 1953), affg.

a Menorandum Qpinion of this Court dated Mar. 14, 1951; Kenney V.

Commi ssioner, 111 F.2d 374, 375 (5th Cr. 1940), affg. a

Menor andum Opi nion of this Court dated July 28, 1938; Petzoldt v.

Comm ssioner, 92 T.C. 661, 693 (1989). The nethod of

reconstruction enpl oyed by the Comm ssioner is not invalidated
sol ely because the Conm ssioner’s incone determ nation nmay not be

conpletely correct. DilLeo v. Comm ssioner, supra at 868; see

al so Marcello v. Comm ssioner, 380 F.2d 494, 497 (5th Cr. 1967),
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affg. in part and revg. in part T.C. Meno. 1964-302; Halle v.
Comm ssi oner, 175 F.2d 500, 502-503 (2d Cr. 1949), affg. 7 T.C

245 (1946).

Respondent chose to apply the bank deposits nethod in these
cases because petitioners failed to maintain adequate books and
records for the years in issue. A bank deposit is prima facie

evi dence of incone. Tokarski v. Commi ssioner, 87 T.C. 74, 77

(1986); see also dayton v. Conm ssioner, 102 T.C. 632, 645

(1994); DiLeo v. Conm ssioner, supra at 868; Estate of Mason v.

Conmmi ssi oner, supra at 657. \When a taxpayer keeps no books or

records and has | arge bank deposits, the Conm ssioner is not
acting arbitrarily or capriciously by resorting to the bank

deposits nethod. DilLeo v. Comm ssioner, supra at 867. The bank

deposits method of reconstruction assunes that all of the noney
deposited into a taxpayer’s account is taxable inconme unless the
t axpayer can show that the deposits are not taxable. See id. at

868; see also Price v. United States, 335 F.2d 671, 677 (5th Gr

1964). The Comm ssioner need not show a likely source of the

i ncome when using the bank deposits nethod, but the Comm ssioner
must take into account any nontaxable itens or deductible
expenses of which the Comm ssioner has know edge. See Price v.

United States, supra at 677; Tokarski v. Conmni ssioner, supra at

7.
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Respondent used the bank deposits nmethod to identify two
sources of unreported incone. The first source was determ ned
fromchecks witten fromthe corporate bank accounts of
petitioners’ business entities and deposited into petitioners’
personal bank accounts. The second source was determ ned from
deposits of unexplained anounts of cash and checks from sources
ot her than petitioners’ business entities or those reported on
petitioners’ income tax returns into petitioners’ personal bank
accounts. Respondent submitted into evidence copies of the bank
records that disclosed all of the deposits to as well as the
di sbursenents frompetitioners’ personal bank accounts during the
years in issue. Respondent analyzed these bank records and
prepared schedul es that summarized the deposits to, disbursenents
from and other transactions occurring in petitioners’ personal
bank accounts during those years. Respondent identified deposits
that were not taxable or that were previously reported by
petitioners. Consequently, respondent has properly reconstructed
petitioners’ inconme under the bank deposits nmethod for the years
in issue.

| f the taxpayer contends that the Conm ssioner’s use of the
bank deposits nethod is unfair or inaccurate, the burden is on
t he taxpayer to show such unfairness or inaccuracy. Price v.

United States, supra at 677. Petitioners nust show either that

respondent’s conputation of their income is inaccurate or that
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the deposits nmade into their personal bank accounts are not

taxable. See Marcello v. Comm ssioner, 380 F.2d 509, 511 (5th

Cr. 1967), affg. T.C. Meno. 1964-303; Price v. United States,

supra at 678; DiLeo v. Conm ssioner, 96 T.C. at 871. The burden

of proof in these cases has not shifted to respondent under
section 7491 because petitioners failed to maintain adequate
books and records and to cooperate with reasonabl e requests for
i nformati on and docunents. See sec. 7491(a)(2).

A. Distributions From Petitioners’ Business Entities

Respondent determ ned that the Mansours received and failed
to report dividend distributions fromtw C corporations: M cca
in 1996 and Ava Anthony in 1998. Respondent al so determ ned that
t he Mansours received and failed to report distributions from
three S corporations: Mna of Forest City in 1996, M na of
Sanford in 1996, and Mansour Enterprises in 1998 and 1999. Wth
respect to the Gowni s, respondent determ ned that they received
and failed to report dividend distributions from one
C corporation: Ava Anthony in 1998. Respondent al so determ ned
that the Gownis received and failed to report distributions from
three S corporations: Tonmson in 1998 and 1999, M na of Forest
Gty in 1999, and Bishoy in 1999. In addition, respondent
determ ned that the Gownis received and failed to report
distributions fromPyramd in 1999. Respondent did not nake a

determ nation as to Pyramd's status in 1999, and there is no
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evidence in the record that indicates whether Pyramd elected to
be taxed under subchapter S at the tine that it nade
distributions to the Gownis in 1999.

At trial, respondent conceded that a mathematical error had
occurred during the analysis of the checks that the Gownis
recei ved from Ava Ant hony and deposited into their personal bank
accounts during 1998. Accordingly, the anmpbunt of the checks that
the Gownis received from Ava Ant hony and deposited into their
personal bank accounts, net of repaynents, nust be adjusted from
$13,640 to $1,640 for 1998 to reflect this concession.

1. Petitioners’ Argunents

Except for the concession that petitioners achieved with
respect to the dividend distribution that the Gownis received
from Ava Anthony in 1998, petitioners have not challenged the
conput ati onal accuracy of respondent’s analysis of the deposits
of checks from petitioners’ business entities into petitioners’
per sonal bank accounts. Petitioners have, however, asserted
several argunents as to the nontaxable nature of sone of the
distributions that they received fromthree of their business
entities. Specifically, petitioners argue that (1) the
di stributions that the Gownis received fromMna of Forest Gty
and Bi shoy in 1999 were repaynents of |oans that the Gownis had
made to those entities in prior years; (2) respondent failed to

of fset the distributions that the Gownis received from Tonson in
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1998 and 1999 against their basis in their Tonson stock; and
(3) $50,000 of the distribution that the Mansours received from
Mcca in 1996 was not taxable because M. Mnsour used that
anount to buy out another shareholder’s interest in Mcca. W
address each of these argunents in turn.

2. Repaynent of Shar ehol der Loans by M na of Forest
Gty and Bi shoy

Whet her a withdrawal of funds by a shareholder from a
corporation or an advance nade by a sharehol der to a corporation
creates a true debtor-creditor relationship is a factual question
to be decided based on all of the relevant facts and

circunstances. Haag v. Comm ssioner, 88 T.C 604, 615 (1987),

affd. w thout published opinion 855 F.2d 855 (8th Gr. 1988); see

al so Haber v. Conm ssioner, 52 T.C. 255, 266 (1969), affd. 422

F.2d 198 (5th G r. 1970); Roschuni v. Comm ssioner, 29 T.C 1193,

1201-1202 (1958), affd. 271 F.2d 267 (5th Cir. 1959). For

di sbursenents to constitute true |oans, there nust have been, at
the tine that the funds were transferred, an unconditi onal
obligation on the part of the transferee to repay the noney and
an unconditional intention on the part of the transferor to

secure repaynent. Haag v. Comm ssioner, supra at 615-616; see

al so Haber v. Conmi ssioner, supra at 266. Direct evidence of a

taxpayer’s state of mnd is generally unavailable, so courts have
focused on certain objective factors to distinguish repaynents of

bona fide | oans from di sgui sed di vi dends, conpensation, and
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contributions to capital. The factors considered relevant for
pur poses of identifying bona fide |oans include (1) the existence
or nonexi stence of a debt instrunent; (2) provisions for
security, interest paynents, and a fixed paynent date;
(3) treatnment of the funds on the corporation’s books;
(4) whether repaynents were nmade; (5) the extent of the
sharehol der’ s participation in nmanagenent; and (6) the effect of
the “loan” on the sharehol der/enpl oyee’s salary. Haber v.

Conmi ssi oner, supra at 266; see also In re Indian Lake Est ates,

Inc., 448 F.2d 574, 578-579 (5th G r. 1971); Haag v.

Conmi ssi oner, supra at 616-617 & n.6. When the individuals are

in substantial control of the corporation, as petitioners were in
t hese cases, such control invites a special scrutiny of the

si tuati on. Haber v. Commi ssioner, supra at 266; Roschuni V.

Conmi ssi oner, supra at 1202. For the reasons set forth bel ow we

conclude that the facts of record do not support the Gownis’
attenpt to characterize the distributions that they received from
M na of Forest City and Bishoy in 1999 as repaynents of bona fide
| oans.

First, no note or other evidence of indebtedness
representing the anount or existence of the sharehol der | oans was
given to the Gownis by Mna of Forest City or Bishoy.

Second, no evidence indicates that Mna of Forest City or
Bi shoy provided any collateral or security for repaynent of these

purported | oan anobunts or that the corporations nmade any
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agreenent with the Gownis as to the tine of repaynent or the
interest to be paid.

Third, whether the anounts contributed by the Gownis to M na
of Forest City and Bishoy were treated as | oans or as
contributions to capital by the corporations is not established
because the corporate books of Mna of Forest City and Bi shoy
were never offered into evidence.

Fourth, the Gownis have failed to establish the anpbunts of
the all egedly outstanding |oans due to themfrom M na of Forest
City and Bishoy for 1999. Petitioners contend that the
Schedul es L, Bal ance Sheets per Books, attached to the Forns
1120S filed by Mna of Forest City in 1998 and Bi shoy in 1999
support the conclusion that the Gownis nmade | oans to these
corporations. While the Schedules L indicate that there are
| oans from sharehol ders outstanding for Mna of Forest City and
Bi shoy, they do not establish the anmount of the outstanding
shar ehol der | oans due to the Gownis for 1999. (Moreover, on
M. CGowni’s Schedul e K-1, Sharehol der’s Share of Incone, Credits,
Deductions, etc., that is attached to Bishoy’'s Form 1120S for
1999, there is no amount of repaynent listed on |ine 21, *Anmount
of | oan repaynents for ‘Loans from Shareholders’”.) The schedul e
of purported | oans prepared by M. Gowni is also insufficient to
establi sh the outstandi ng sharehol der | oan anpbunts due to the
Gownis fromMna of Forest City and Bishoy for 1999 because it

details only the ambunts that the Gownis paid to M na of Forest
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Cty and Bishoy during the course of their ownership and does not
i nclude an anal ysis of the anobunts that these corporations paid
to the Gownis prior to 1999. Wthout know ng the anmounts of the
out st andi ng sharehol der | oans due to the Gownis from M na of
Forest Gty and Bishoy for 1999, it is inpossible to determ ne
t he amount of the distributions that the Gownis received from
t hese corporations during 1999 that could be characterized as
repaynent of these | oans.

Fifth, the Gownis have not established how nmuch conpensati on
M. Gowni received for the services that he provided for Mna of
Forest Gty and Bishoy. M. Gowni testified that he worked 10
hours per day 5-6 days per week for his business entities
(tncluding Mna of Forest City and Bishoy) during the years in
issue. It is unlikely that M. Gowni received no conpensation
for those services. It is nore likely than not that the
di stributions were conpensation rather than | oan repaynents.

We concl ude that the Gownis did not intend to create a true
debtor-creditor relationship wwth Mna of Forest Cty and Bi shoy.
The Gownis treated these entities as their own personal bank,
depositing and withdrawing funds at will. Accordingly, we
sustain respondent’s contention that the distributions that the
Gowni s received from M na of Forest City and Bi shoy during 1999

did not constitute repaynent of bona fide | oans.
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3. Ofset of the Gownis' Basis in Their Tonson Stock

By a Stipulation of Settled Issues, the parties agreed to
certain elenments of the calculation of the capital gain resulting
from Tonson’s sale of property to Senbler in 1998. They al so
stipulated that “any properly allowable capital costs that the
petitioners can establish with regard to equi pnent rental of
Tonson, Inc. [that] related to gasoline dispenser rentals” woul d
be taken into account in this calculation. Petitioners have not
established that Tonson incurred any capital costs for equi pnent
rentals related to gasoline dispensers. Consequently, the
capital gain will be calculated in accordance with the agreed
upon el enents.

Petitioners contend that the gain generated by the
transacti on between Tonmson and Senbler increased their basis in
their Tonson stock, and, as a result, the paynents made by Tonson
to the Gownis in 1998 and 1999 should not be included in the
Gowni s’ inconme because the Gowni s’ stock basis should have been
sufficient to offset the anobunt of these paynents. Respondent
asserts that the Gownis should have included the anmpbunts of these
di stributions in incone.

The parties agree that the Gownis should have reported
50 percent of the capital gain that resulted from Tonson’ s sal e
of property to Senbler in 1998. Consequently, the Gownis’ basis
in their Tonmson stock should be increased to account for their

di stributable share of the gain. Sec. 1367(a)(1l); see also sec.
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1.1367-1(b), (d)(1), Income Tax Regs. Respondent does not
account for the Gownis’ increased basis in their Tonmson stock in
arguing that the paynments that the Gownis received from Tonson
during 1998 and 1999 should be included in incone. |Instead,
respondent contends that Tonson could not have nade a
“distribution” to the Gownis after May 29, 1998, because Tonson’s
checki ng account bal ance was $8, 177 on that date. Respondent
appears to be arguing that a corporation’s checking account
bal ance is determ native on the issue of whether a corporation
made a distribution of property to a shareholder. Respondent
does not cite any authority for this proposition, and we see no
reason to adopt such an arbitrary approach.

Section 1368(a) directs that a distribution of property nmade
by an S corporation with respect to its stock is generally
treated in the manner provided in either section 1368(b) or
section 1368(c), whichever applies. For purposes of section
1368(a), “property” means noney, securities, and any ot her
property, except that such term does not include stock in the
corporation nmaking the distribution (or rights to acquire such
stock). Sec. 317(a). Respondent determ ned that the Gownis
recei ved distributions of noney from Tonson in 1998 and 1999
totaling $101, 000 and $50, 610, respectively. Respondent has not
argued that these distributions were made to the Gownis for any
reason other than their ownership of Tonmson stock. Consequently,

section 1368(a) governs the treatnent of these distributions.
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The record in these cases fails to establish that Tonson had
accunul ated earnings and profits as of the end of 1998 or 1999.
Therefore, section 1368(b) sets out the manner in which the
distributions will be treated. Sec. 1.1368-1(c), Incone Tax
Regs. Under section 1368(b)(1), a distribution shall not be
included in a shareholder’s gross incone to the extent that it
does not exceed the sharehol der’s adjusted basis in the
corporation’s stock. |If the amount of the distribution exceeds
t he sharehol der’s adjusted basis in the corporation’ s stock, such
excess shall be treated as gain fromthe sale or exchange of
property. Sec. 1368(b)(2).

Wth respect to 1998, the $101, 000 distribution that the
Gowni s received from Tonson shoul d be included in incone only to
the extent that it exceeds the Gownis’ basis in their Tonson
stock, which, as discussed above, nust be determ ned by taking
into account the Gownis’ share of the gain recogni zed by Tonson
on its sale to Senbler. The portion of this distribution that is
a nontaxable return of capital nmust be taken into account under
section 1367(a)(2) and nust decrease the Gownis’ basis in their
Tonson stock accordingly. These cal cul ati ons shoul d be nade
incident to Rule 155 conputations in these cases.

Wth respect to 1999, the $50,610 distribution that the
Gowni s received from Tonson shoul d be included in incone only to
the extent that it exceeds the Gownis’ basis in their Tonson

stock as calculated at the end of 1998. The portion of this
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distribution that is a nontaxable return of capital nust al so be
taken into account under section 1367(a)(2) and nust decrease the
Gowni s’ basis in their Tonson stock accordingly. These
cal cul ations al so should be made incident to Rule 155
conputations in these cases.

4. The Nature of the Distribution From M cca

Respondent determ ned that the Mansours received a $52, 000
di vidend distribution fromMcca in 1996. Petitioners contend
t hat $50, 000 of this distribution is not taxable because
M. Mansour used that amount “to facilitate Mcca s redenption of
the shares of a mnority sharehol der, Fouad Aycab.” Petitioners
do not cite any authority that supports this contention.
Furthernore, the facts upon which petitioners base this
contention are limted to M. Mansour’s uncorroborat ed,
i nconsi stent, and confusing testinony in response to |eading
questions. The unreliable quality of the testinony is shown by
the foll ow ng passage:
Q [By petitioners’ counsel] There's a nmeno in
there. Wat does that say? Do you see the neno in the
m ddl e?
A [By M. Mnsour] It says, Buying partner.
Q Buying partner, okay. So the noney that you
received fromMcca, you sent to M. Ayoub [sic]. You
said this was a repaynent of a |oan or a buyout of hinf
A Yes, sir.

Q Did he own an interest in Mcca?

A No, sir.
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Q Ckay. So this wouldn't have been a buyout of
him would it?

A Mst likely it was a | oan then.

Q Okay, but you paid it to him Wiy didn't the
conpany just pay it to hinf? Wy was it done this way?

A | cannot recall what happened actually, but I
guess to get ne an imediate credit. Back then, that’s
the only way it could be done, to give himhis noney
before he | eaves.

Accordi ngly, we sustain respondent’s determ nation that the
Mansours received a $52, 000 dividend distribution fromMcca in
1996.

B. Petitioners’ “Cther |ncone”

Petitioners have not challenged the conputational accuracy
of respondent’s analysis of the deposits of unexpl ai ned anounts
of cash and checks from sources other than petitioners’ business
entities or those reported on petitioners’ incone tax returns
into petitioners’ personal bank accounts. Petitioners have
presented neither evidence nor argunent that these deposits are
not taxable or that these deposits do not represent income from
sel f-enpl oynent. Consequently, we hold that petitioners
understated the incone that they received fromself-enploynent in
the anobunts set forth in the notices of deficiency.

C. Sunmmary

An exam nation of the record indicates that respondent’s
determ nation of petitioners’ incone for each of the years in

i ssue was not conpletely correct. The burden was on petitioners,



- 45 -

however, to address these errors and to provide alternative

anal yses. The errors do not invalidate respondent’s use of the
bank deposits nethod in these cases, which was necessitated by
petitioners’ failure to maintain adequate books and records for
thenmsel ves as well as for the corporations that they owned and
controlled. Petitioners’ vague assertions, unsupported by
corroborating records or docunments, are not reliable or
persuasive. |f docunentation existed, it should have been
produced in response to discovery and/or exchanged with
respondent in accordance with the Court’s Standing Pretrial Order
and the Court’s Orders of August 14, 2003. Therefore, except to
the extent discussed above, respondent’s determ nations of
petitioners’ inconme for the years in issue are sustained.

Additions to Tax and Accuracy-Rel ated Penalties

Respondent determ ned an addition to tax under section
6651(a)(1) with respect to the Mansours for 1996 and with respect
to the Gownis for 1999 as a result of their failure to file
tinmely returns for those years. Petitioners have presented
nei t her evidence nor argunent regarding the addition to tax.

The Comm ssi oner has the burden of production under section
7491(c) and must cone forward with sufficient evidence indicating
that it is appropriate to inpose the penalty. Respondent has net
t hat burden of production in these cases by show ng that the
returns were |late. Respondent determned the addition to tax for

late filing for the Mansours because the Mansours’ 1996 return
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was not filed until Septenber 1998. Respondent determ ned the
addition to tax for late filing for the Gownis because, although
the Gownis were granted an extension to file until October 15,
2000, the Gownis’ 1999 return was not filed until Novenber 2000.

To escape the addition to tax for filing |ate returns,

petitioners have the burden of proving that the failure to file
did not result fromw ll|ful neglect and that the failure was due

to reasonabl e cause. See United States v. Bovyle, 469 U S. 241,

245 (1985). Because petitioners failed to present any
explanation as to their late filing, they remain |iable under
section 6651.

Respondent determ ned accuracy-rel ated penalties with
respect to petitioners under section 6662(a) for one or nore of
the follow ng reasons: (1) Negligence or disregard of rules or
regul ations or (2) any substantial understatenent of incone tax.
Petitioners argue that the accuracy-rel ated penalties should not
be i nposed because of their reliance on Bradshaw.

Under section 6662(a), a taxpayer may be liable for a
penalty of 20 percent on the portion of an underpaynent of tax
due to, inter alia, negligence or disregard of the rules or
regul ati ons or any substantial understatenent of incone tax.
Sec. 6662(b)(1) and (2). The term “negligence” includes any
failure to make a reasonable attenpt to conply with the
provi sions of the internal revenue | aws or to exercise ordinary

and reasonable care in the preparation of a tax return. Sec.
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6662(c); sec. 1.6662-3(b)(1), Incone Tax Regs. The term
“di sregard” includes any carel ess, reckless, or intentional
disregard. Sec. 6662(c). An understatenent of incone tax is
“substantial” if it exceeds the greater of 10 percent of the tax
required to be shown on the return or $5,000. Sec.
6662(d) (1) (A . An “understatenent” is defined as the excess of
the tax required to be shown on the return over the tax actually
shown on the return, |less any rebate. Sec. 6662(d)(2)(A).

The Comm ssi oner has the burden of production under section
7491(c) and must cone forward with sufficient evidence indicating

that it is appropriate to inpose the penalty. See H gbee v.

Commi ssioner, 116 T.C. 438, 446-447 (2001). Because the
under st atenent on each of petitioners’ returns satisfies the
definition of “substantial”, respondent has net that burden of
production in these cases. Once the Conm ssioner neets the
burden of production, the taxpayer nust conme forward with
persuasi ve evidence that the Conm ssioner’s determnation is
incorrect. |d. at 447.

The section 6662(a) penalty will not be inposed with respect
to any portion of the underpaynent as to which the taxpayer acted
Wi th reasonabl e cause and in good faith. Sec. 6664(c)(1); see

al so H gbee v. Conm ssioner, supra at 448. The decision as to

whet her a taxpayer acted with reasonable cause and in good faith
is made by taking into account all of the pertinent facts and

circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs. Rel evant
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factors include the taxpayer’s efforts to assess his or her
proper tax liability, including the taxpayer’s reasonable and
good faith reliance on the advice of a tax professional. See
id.; see also sec. 1.6664-4(c), Incone Tax Regs.

The record in these cases negates any mtigation by
reasonabl e cause. Petitioners’ failure to maintain adequate
books and records constitutes negligence, particularly when that
failure resulted in substantial underreporting of inconme. See
sec. 6662(c). Bradshaw handled only part of petitioners’ inconme-
produci ng activities. Petitioners did not take Bradshaw s advice
that corporate funds should not be deposited in their personal
bank accounts. They did not provide to himaccurate and conplete
i nformati on concerning incone. W do not believe that they
relied on himreasonably or in good faith. Accordingly, the
accuracy-rel ated penalties determ ned by respondent are
sust ai ned.

We have considered the argunents of the parties that were
not specifically addressed in this opinion. Those argunents are
either without nmerit or irrelevant to our deci sion.

To reflect the foregoing and the concessions of the parties,

Deci sions will be entered

under Rul e 155.




