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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

THORNTON, Judge: By notice of deficiency, respondent
determ ned deficiencies in and penalties on petitioner and Carnen
Jordan’ s Federal incone taxes as reported on their joint returns

as foll ows:



Penal ty
Year Defi ci ency Sec. 6662(a)
1988 $24, 599 $4, 920
1991 187, 288 37, 458

By separate notices of deficiency, respondent determ ned
deficiencies in and penalties on petitioner’s Federal incone

taxes as reported on his and Carnen Jordan’s joint tax returns as

foll ows:
Penal ty
Year Defi ci ency Sec. 6662(a)
1993 $8, 477 $1, 695
1994 2,019 404
1995 52, 693 10, 289
1996 82, 320 16, 464

After concessions, the issues renmaining for decision are:
(1) Whether for taxable years 1991 and 1992 petitioner had
unreported inconme fromcertain alleged wthdrawal s or paynents
fromEarth Construction, Inc. (ECl), and its profit-sharing plan;
(2) whether for taxable year 1991 petitioner had unreported
incone froma sale of gravel rights to ECl; (3) whether for
t axabl e year 1993 petitioner had unreported rental inconme and
i nconme fromother unidentified sources; (4) whether for taxable
year 1994 petitioner had unreported inconme from di scharge of
i ndebt edness; (5) whether for taxable year 1995 petitioner had
unreported inconme fromhis gravel pit business; (6) whether for
t axabl e year 1995 petitioner is entitled to certain deductions

claimed with respect to his gravel pit business; (7) whether for
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t axabl e year 1996 petitioner understated his income on Schedul e
C, Profit or Loss From Business; (8) whether for taxable years
1993, 1994, and 1995 petitioner had taxable incone attributable
to paynments to Carnmen Jordan by her wholly owned S corporation
Green Mountain Custom Crushing, Inc. (GUMCC), and fromfl ow

t hrough adjustments to GMCC s incone tax returns; (9) whether
petitioner’s reported | osses fromhorse activities for taxable
years 1991 through 1994 are |imted by section 469; and (10)
whet her petitioner is liable for the section 6662 accuracy-
related penalty for all years at issue.!

When he filed his petition at docket No. 2555-00, petitioner
resided in New Hanpshire. Wen he filed his petition at docket
No. 12938-01, he resided in Tennessee. The parties have
stipul ated that any appeal of these consolidated cases will lie
with the U S. Court of Appeals for the Sixth Crcuit.

The parties have stipulated sone facts, which we incorporate
herein by reference. For purposes of order and clarity, we have
set forth bel ow separately our Findings of Fact and Opinion for
each issue.

The burden of proof is generally upon the taxpayers, except

as may be otherw se provided by statute or determ ned by the

Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code (Code) in effect for the years at
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.
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Court. See Rule 142(a).2? The U S. Court of Appeals for the
Sixth Grcuit, to which any appeal of these cases would lie, has
held that the Conm ssioner’s determ nation of unreported incone
nmust be based on a “mnimal evidentiary foundation” in order for

the presunption of correctness to attach. United States v.

VWalton, 909 F.2d 915, 919 (6th Gr. 1990). Once the Comm ssi oner
meets his initial burden of production, the taxpayers bear the
“burden of producing credible evidence that they did not earn the
taxabl e inconme attributed to themor of presenting an argunent
that the I RS deficiency cal cul ati ons were not grounded on a

m ni mal evidentiary foundation.” 1d.; see A nos v. Conm Ssioner,

T.C. Meno. 2007-82.

2Sec. 7491(a) shifts the burden of proof to the Conm ssioner
in certain circunstances with respect to any factual issue
rel evant to ascertaining the taxpayer’s liability for tax inposed
by subtit. A or B of the Code. See sec. 7491(a)(1); Rule
142(a)(2). Sec. 7491 is effective with respect to court
proceedi ngs arising from exam nations comenced after July 22,
1998. See Internal Revenue Service Restructuring and Reform Act
of 1998, Pub. L. 105-206, sec. 3001(c)(1), 112 Stat. 727.
Simlarly, sec. 7491(c) places the burden of production on the
Comm ssioner with respect to the liability of any individual for
any penalty, addition to tax, or additional anmount, in court
proceedi ngs arising in connection wth exam nati ons commenci ng
after July 22, 1998. The parties have stipul ated that
respondent’s audit of the years at issue commenced before July
22, 1998. Consequently, the provisions of sec. 7491(a) and (c)
are inapplicable to these cases.
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| ssue 1. Petitioner's Alleged Wthdrawals in 1991 and 1992

FI NDI NGS OF FACT

In 1979 petitioner, Carmen Jordan, and David Shields started
Earth Construction, Inc. (ECI). This conpany primarily
constructed roads and bridges for the State transportation
departnents of Vernont and New Hanpshire. During periods
relevant to these cases, petitioner owned 51 percent of EC
Carnen Jordan owned 15 percent, and David Shi el ds owned 34
percent. Petitioner served as ECl's president and director.

A. Petitioner’'s Takings FromECI's Profit-Sharing Pl an

In 1985 ECI started a profit-sharing plan. Petitioner,
Carmen Jordan, and David Shields were nanmed trustees of the EC
profit-sharing plan. By 1991, however, petitioner had taken over
conplete control of the profit-sharing plan and handled its
financial affairs. A G Edwards & Sons, Inc. (A G Edwards),
handl ed ECl's investnents, although petitioner nmade al
decisions. As of the end of 1992, the plan had about 31
partici pants.?

On July 31, 1991, petitioner w thdrew $100,000 fromEClI's
profit-sharing plan and deposited it into a personal bank
account. On Decenber 27, 1991, petitioner w thdrew an additional

$48,677 fromECI’'s profit-sharing plan and deposited it into his

3The record does not indicate the nunber of plan
partici pants on ot her dates.
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personal account. These two withdrawals nearly depleted the
profit-sharing plan’s assets.

On January 31, 1992, the |ast day of the profit-sharing
plan’s fiscal year, ECl wote a check for $150,000 to the profit-
sharing plan’s account, effectively replenishing the funds that
petitioner had taken.* The replenishnment, however, was to be
short lived. On February 18, 1992, petitioner w thdrew $140, 000
fromthe profit-sharing plan and deposited the check into his
personal bank account. On February 21, 1992, petitioner wote a
check on this sane personal bank account to purchase a cashier’s
check for $140,000, payable to First Vernont Bank and Trust Co.
This cashier’s check was deposited in ECl’s |ine of credit
account at First Vernont Bank and Trust Co. The proceeds were
used to underwite ECl's purchase of a gravel pit froma conpany
in Tilton, New Hanpshire.

On February 28, 1992, petitioner w thdrew another $10, 000
fromthe profit-sharing plan and deposited it into his personal
account, thereby depleting all but $1,298.45 of the plan’s
assets.

In 1996 the U. S. Departnent of Labor brought suit agai nst
petitioner for inproper takings fromEC 's profit-sharing plan.

See Metzler v. Jordan, No. 1:96-cv-117 (D. Vt., Apr. 4, 1996).

“The profit-sharing plan’s annual reports are prepared at
the end of each plan year for subm ssion to the IRS and i ssuance
to the plan participants.
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As a result of this suit, in 1997 a judgnment of $238,894.78 was
entered agai nst petitioner, representing a principal anount of
$150, 000 plus interest.®

B. Petitioner’s Wthdrawals on ECl's Line of Credit

On August 1, 1991, petitioner withdrew $330,000 on ECl’s
line of credit at First Vernont Bank & Trust Co. He deposited
the funds in his personal bank account.® The sane day, he used
t hese funds, plus sone of the funds he had withdrawn fromECl’s
profit-sharing plan, to purchase seven conveni ence stores
operating under the name of HHOUR Mart, Inc. (HOUR Mart), in
whi ch he owned a 50-percent interest.’

C. Suit Brought by David Shields

On February 23, 1992, David Shields filed a conplaint in the
Superior Court of Cal edonia County, Vernont, against petitioner,

Carnmen Jordan, and EClI. He alleged, anong other things, that

°The record does not conclusively identify which of
petitioner’s withdrawal s made up the $150, 000 princi pal anount.
The record al so does not reflect whether petitioner has paid this
j udgment .

5The parties have stipulated that petitioner wthdrew
$300, 000. Facts disclosed by the record clearly show, however,
that the actual anount of the withdrawal was $330, 000 and that
the incone adjustnent in the notice of deficiency is predicated
upon this figure, which petitioner does not dispute.
Consequently, we disregard the stipulation insofar as it
i ndi cates that the anobunt of the w thdrawal was $300, 000 rat her
t han $330, 000. See Cal - Mai ne Foods, Inc. v. Conm ssioner, 93
T.C. 181, 195 (1989).

"The ot her 50-percent owner was Glles W Desjarlais; the
record does not reveal the amount, if any, of his investnent.
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petitioner had inproperly caused $150,000 to be wi thdrawn from
ECl’'s profit-sharing plan and had diverted about $500, 000 of
ECl’s working capital to purchase an interest in HOUR Mart. By
summary order dated Decenber 20, 1994, the Cal edoni a superior
court entered a judgnent of $200,000 in favor of David Shields.?

D. Bankr upt cy Proceedi ngs

On May 3, 1993, petitioner and Carnen Jordan filed for
chapter 11 bankruptcy. On January 5, 1994, petitioner and Carnen
Jordan’ s second anended pl an under chapter 11 was confirned by
t he bankruptcy court.

On Novenber 25, 1997, Carnen Jordan filed for chapter 13
bankruptcy. On March 31, 1998, her chapter 13 plan was confirned
by the bankruptcy court.

E. Tax Returns and Notice of Deficiency

Respondent determ ned that in 1991 petitioner received
$478, 677 of unreported taxable wages fromEC . Although the
noti ce of deficiency does not detail the manner in which this
nunber was derived, the parties appear to agree that it
represents the sum of the $100, 000 that petitioner wthdrew from
ECl’s profit-sharing plan on July 31, 1991, the additional
$48, 677 that petitioner withdrew fromECH 's profit-sharing plan

on Decenber 27, 1991, and the $330,000 that petitioner drew

8The danmages were apparently cal cul ated taking into account
that David Shields owned a 34-percent interest in EC
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against ECl'’s line of credit on August 1, 1991, and invested in
H OUR Mart. In the sanme notice of deficiency respondent
determined that in 1992 petitioner received $246, 279 of
unreported taxable wages fromECI. Again, the notice of
deficiency does not detail the manner in which this nunber was
derived, but the parties appear to agree that it represents the
sum of $150, 000 that petitioner allegedly withdrew fromECl’s
profit-sharing plan in February 1992 and an additional $96, 279 of
ot herwi se unidentified paynents that ECl nade to petitioner in
1992.
OPI NI ON

Petitioner does not dispute that he received funds totaling
at |east $478,677 in 1991 and $246, 279 in 1992. He contends,
however, that these receipts represent | oans from ECI pursuant to
an open account rather than taxable income and that he actually

repaid greater anobunts to ECI than he received in 1991 and 1992.°

°Because no deficiency has been determ ned for 1992, we | ack
jurisdiction with respect to that year. See sec. 6214(b);
Paccon, Inc. v. Comm ssioner, 45 T.C 392, 396-397 (1966); Parker
v. Comm ssioner, 37 T.C 331, 332 (1961). W may, however,
determ ne the correct anount of taxable incone or NOL for a year
not in issue (whether or not the assessnent for that year is tine
barred) as a prelimnary step in determ ning the correct anobunt
of an NOL carryback or carryover to a taxable year in issue. See
sec. 6214(b); Calunet Indus., Inc. v. Conm ssioner, 95 T.C 257,
274-275 (1990). The notice of deficiency for 1988 and 1991
states that “the elimnation of the 1992 NCL affects the tax
years 1989 and 1990” by increasing petitioner’s taxable incone
for those years. Simlarly, the notices of deficiency for the
| ater years disall ow anobunts characterized as

(continued. . .)
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1. Petitioner’s 1991 Wt hdrawal s

Plainly, the funds that petitioner m sappropriated from
ECl's profit-sharing plan cannot be said to be |oans from either
ECl or the plan. '

Simlarly, the record does not show that the $330, 000 that
petitioner withdrew on ECl’s corporate line of credit was
properly authorized. The court judgnent awardi ng danages to
ECl's forner vice president, David Shields, for petitioner’s
unl awf ul diversion of ECl’s working capital to H OUR Mart,

suggests strongly otherwi se. Petitioner testified that he

°C...continued)
“carryback/ carryover” w thout explanation of the year of
origination. Petitioner appears to assign as error the
di sal l owance of at |east sone of these “carryback/carryforwards”
on the ground that they are properly allowable carryforwards of a
1992 NOL. Both parties have addressed respondent’ s adjustnents
to petitioner and Carnen Jordan’s 1992 taxable inconme, from which
we infer that the parties agree that these adjustnents are
properly at issue in these cases as affecting the proper anount
of carryback and carryforward of any 1992 NOL carryover. W
expect the parties to address this matter in the Rule 155
conput ati ons.

pet i ti oner suggests vaguely that sone of the noney he
wi thdrew fromthe profit-sharing plan represented his and Carnen
Jordan’s own contributions. Even if we were to assune for the
sake of argunent that petitioner and Carnen Jordan nade
contributions to the profit-sharing plan, this would not nean
that the withdrawal s were necessarily nontaxable. A profit-
sharing plan is a type of deferred conpensation plan. See sec.
1.401-1(b)(21)(ii), Income Tax Regs. Distributions are generally
taxabl e under rules relating to annuities. Subject to various
exceptions, distributions froma profit-sharing plan are
generally taxable. See sec. 402(a). Petitioner has not
established the applicability of any exception to this general
rul e.
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di scussed the $330,000 withdrawal with ECI’'s accountant who “set
it up as aloan”. In support of this testinony petitioner points
to ECl's financial statenents, which show, as of Decenber 31,
1991, a $500, 694 | oan receivable fromH OUR Mart, which amount
presumably includes the $330,000 in question. The record,
however, contains no docunentation of any | oan agreenent between
ECl and HOUR Mart. To the contrary, the record strongly
suggests that petitioner diverted the $330,000 fromEC to
finance his 50-percent ownership interest in HOUR Mart. In the
Iight of these circunstances, we attach little significance to
the manner in which ECl’'s accountant, after the fact and in
col | aboration with petitioner, mght have chosen to set up the
transacti on.

Petitioner contends that he should not be taxable on any of
the 1991 receipts in question because he repaid ECI even nore
than he received. In support of this contention petitioner
relies upon his own testinony and nunerous photocopi ed docunents,
i ncludi ng recei pts, personal checks, and portions of ECl's books
and records.

We are not persuaded that petitioner repaid any part of the
$148, 677 he took fromECI’s profit-sharing plan in 1991 or the
$330, 000 he withdrew fromECI's corporate line of credit. 1In the
first instance, according to petitioner’s own contentions, the

$148,677 that he took fromthe profit-sharing plan was not repaid



- 12 -
until January 31, 1992, when he orchestrated ECl’'s paynent of
$150,000 into the plan. Sinmilarly, according to petitioner’s own
contentions, the $330,000 that he withdrew from EClI's corporate
line of credit is reflected in a $500,694 | oan receivable fromH
OUR Mart, as shown on ECl’'s yearend 1991 financial statenents.?!!
Because the $330, 000 ostensibly remained in this bal ance as of
yearend 1991, the financial statenents do not support a
conclusion that petitioner repaid this amount in 1991.

That said, the record does support petitioner’s contention
that in 1991 he and Carnen Jordan nmade certain paynents to or on
behal f of ECI. On the basis of all the evidence in the record we
are not convinced, however, that these paynents represent
repaynents of the withdrawals in question. By way of exanple,
the record shows that in the fall of 1991 Carnen Jordan, on

petitioner’s behalf, wote two checks to ECl totaling $190, 000. 12

11As previously discussed, we do not view the manner in
whi ch ECl reported these anounts on its financial statenents as
di spositive. W refer to the financial statenents here only to
eval uate petitioner’s clainms to have repaid these anounts.

2In particular, the record contains copies of these
cancel ed checks: A $175,000 personal check dated Cct. 31, 1991,
and a $15, 000 personal check dated Nov. 12, 1991. Both of these
checks are signed by Carnmen Jordan and drawn on her and
petitioner’s joint bank account and posted as credits in the
“Accounts Receivable-Oficers” account in ECl’'s general |edger.
In her request for innocent spouse relief submtted to the
Comm ssi oner on Feb. 23, 2000, Carnen Jordan stated that in the
fall of 1991 petitioner asked her to lend him $175,000 so that he
could repay a portion of debt that he owed ECl and that severa
weeks | ater he sought to borrow an additional $15,000 from her.
(continued. . .)
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These repaynents are reflected as credits in ECl’s general |edger
under “Accounts Receivable-Oficers”, as are certain other
anounts that petitioner clains to have paid ECl. This general
| edger account, however, does not reflect the line-of-credit and
profit-sharing plan withdrawal s that are at issue; consequently,
the various credits to the account do not support a concl usion
that repaynents were made with respect to the wthdrawal s at
i ssue. More fundanentally, the “Accounts Receivable-Oficers”
general | edger account shows that in 1991 debits to the account
exceeded credits by about $83, 000, suggesting that petitioner and
Carnmen Jordan nmade withdrawals fromECI in addition to the
wi t hdrawal s that respondent has determined to be taxable incone,
and that those additional wthdrawal s exceeded the anmount of any
repaynments that were made in 1991.1' Consequently, after carefu
review of the evidence, we are not persuaded that any of the

paynments that petitioner and Carnmen Jordan allege to have nade to

12, .. continued)
According to her statenent, she issued the checks to ECl as
petitioner had requested but |ater successfully sued himto
recover these funds.

3This conclusion is bolstered by the notes to ECl’'s
financial statenents which, under the heading “Related Party
Transactions”, show a simlar increase fromyearend 1990 to
yearend 1991 in “Loans receivable from stockhol der” from $74, 262
to $161, 584.
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ECl in 1991 are properly regarded as repaynents of the
wi t hdrawal s at issue.*

Petitioner also clains that various other amounts shoul d be
counted as repaynents of the withdrawal s at issue for 1991.
Thi s anount includes $100, 000 of incone that he acknow edges
realizing fromhis sale of gravel rights to ECl during 1991.
Petitioner suggests that the $100, 000 shoul d be netted agai nst
the withdrawal s in question for 1991 because he received the
$100, 000 anpbunt not in cash but as a “set-off” to his “running
bal ance” with ECI. Petitioner’s contention is without nmerit. As
di scussed infra, the sale of gravel rights resulted in $100, 000
of taxable inconme to petitioner in 1991. Accordingly, it in no
way reduces the taxable inconme petitioner realized fromhis
withdrawals fromEC 's profit-sharing plan and ECl’s corporate
line of credit. Nor do we find any support in the record for
petitioner’s suggestion that the $100,000 is doubl e-counted in

respondent’ s determ nation.

YI'n the light of this conclusion, it is unnecessary to
describe in detail the extensive evidence that petitioner has
offered to show paynents nade to ECl in 1991, other than to say
that we find it to be of variable quality and persuasiveness.
Wil e sone of the evidence suggests additional paynents were made
to ECl in 1991 and recorded in ECl's books, nost of the evidence
relates to purported paynents that are not reflected in the
portions of ECI’'s books and records that petitioner has
introduced into evidence. Petitioner has offered no convincing
expl anati on why EClI’s books and records reflect only certain of
t he paynents he all eges he nmade.
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In sum we sustain respondent’s determ nation that in 1991
petitioner had unreported taxable incone of $478,677 fromthe
transactions in question.?®

2. Petitioner’s 1992 Profit-Sharing-Pl an Wthdrawal s

On January 31, 1992, ECI wote a check for $150,000 to the
profit-sharing plan’s account; on February 18, 1992, petitioner
wi t hdrew $140, 000 fromthe profit-sharing plan and deposited it
into his personal bank account at Bradford National Bank; and on
February 21, 1992, petitioner wote a check on this sanme personal
bank account to purchase a cashier’s check for $140, 000, payable
to First Vernont Bank and Trust Co., to be deposited in ECl’s
corporate line of credit and used to underwite ECl’'s purchase of
a gravel pit. In substance, then, petitioner orchestrated the
transfer of $140,000 over the course of about 20 days fromECH to
the profit-sharing plan to hinself to ECl’s corporate |ine of
credit. The end result was that petitioner effectively restored
for ECl’s benefit $140,000 of the funds that he had caused to be
pl aced tenporarily in the profit-sharing plan. Then, on February
28, 1992, petitioner wthdrew another $10,000 fromthe profit-

sharing plan and deposited it into his personal account.

Respondent has characterized this unreported incone as
“wages” fromEC . Although it seens to us that these w thdrawal s
m ght nore accurately be characterized as wongful conversions,
the | abeling does not affect the taxation of these anounts as
ordinary income to petitioner.
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For reasons not entirely clear to us, both in the notice of
deficiency and on brief respondent has characterized petitioner’s
wthdrawals fromEC 's profit-sharing plan as “wages”. If we
were to agree with respondent’s characterization, we m ght
conclude that in 1992 petitioner voluntarily repaid $140, 000 of
t he $150, 000 “wages” and consequently had taxabl e incone of

$10, 000. See Young v. Comm ssioner, T.C. Meno. 1961-33.

Al ternatively, and perhaps nore plausibly, view ng the
wi t hdrawal s as wrongful conversions, we simlarly conclude that
in 1991 petitioner made restitution of $140, 000, |eaving $10, 000

of taxable incone. See Fox v. Conm ssioner, 61 T.C 704, 712-714

(1974); Chunbrook v. Comm ssioner, T.C Meno. 1977-108.

3. O her Paynments From EClI to Petitioner in 1992

In the notice of deficiency issued to petitioner and Carnen
Jordan for taxable years 1988 and 1991 respondent determ ned that
petitioner’s 1992 unreported taxable inconme included, in addition
to $150, 000 of withdrawals from EClI’s profit-sharing plan,
$96, 279 of paynents from ECI. The notice of deficiency provides
no explanation for this determ nation. Nor has respondent
of fered any evidence or separate argunment about this $96, 279
item Rather, on brief respondent seens inexplicably to |unmp
together this anmpbunt and petitioner’s withdrawals fromECl’s
profit-sharing plan. Nevertheless, petitioner does not deny

recei ving the $96, 279 of paynents fromEC in 1992. He contends,
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however, that these paynents sinply reflect a “running bal ance”
between hinmself and ECI and that the paynents are approxi mately
equal to ampunts that he paid in 1992 to ECI or on EClI’'s behal f.

I n support of this contention petitioner introduced into evidence
copi es of many checks witten on his personal bank account to
various parties, including ECl, and gave detailed testinony about
t hese paynents.

Bearing heavily agai nst respondent, who has offered no
reasoned explanation for the basis on which he determ ned that
t he $96, 279 was taxable income and has of fered no evidence in
this regard, we accept petitioner’s explanation as adequately
supported by the evidence. W do not sustain respondent’s
determination in this regard.®

| ssue 2. Petitioner's Sale of Gravel Ri ghts to EC

FI NDI NGS OF FACT
In 1991 petitioner sold gravel rights to ECl for $100, 000.
The proceeds were not reported on petitioner and Carnen Jordan’s

joint 1991 Federal incone tax return.

¥ n reaching this result we are mndful that petitioner
produced sim |l ar evidence and gave simlar testinony as to
anounts he alleges to have paid on ECI’s behalf in 1991. |In that
i nstance, however, as previously discussed, we have concl uded
that the taxable income was from sources other than from any
“runni ng bal ance”.
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OPI NI ON

Petitioner does not dispute that in 1991 he sold gravel
rights to ECl for $100, 000 but contends that this income is not
t axabl e because the proceeds were not paid to himin cash but
instead “canme in the formof a setoff or credit expressed in the
runni ng bal ance of transactions between Petitioner and ECl.” W
di sagr ee.

In the first instance, in contradiction of petitioner’s
argunment, ECI’'s cashflow statenent for the year ended Decenber

31, 1991, shows a cash outflow of $100, 000 for “Purchase of

m neral rights”, described in nore detail in notes to the
financial statenments as “Purchase of rights to 100,000 yards of
material |ocated in a gravel pit owned by the Conpany president”.
But even if we were to assune, for the sake of argunent, that

rat her than pay $100,000 directly to petitioner, EClI applied this
anount to satisfy debts owed by petitioner, the result would be
the same--for inconme tax purposes the transaction would be

equi valent to petitioner’s selling the gravel rights to ECl for
$100, 000 cash and then using the cash to defray his all eged debt

to ECI. See Frazier v. Conmm ssioner, 111 T.C 243, 245 (1998);

Schultz v. Conm ssioner, 59 T.C 559, 565 (1973); Bialock v.

Conmm ssioner, 35 T.C. 649, 660 (1961).

Regar dl ess of whether petitioner received the $100, 000 of

proceeds in cash or in satisfaction of clainms against him his
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taxabl e gain is the anbunt by which $100, 000 exceeds his adjusted

basis in the gravel rights. See sec. 1001(a); Bialock v.

Conmi ssi oner, supra at 660. The record does not establish the

anount, if any, of petitioner’s adjusted basis in the gravel
rights. Accordingly, we sustain respondent’s determ nation that
in 1991 petitioner realized taxable inconme of $100,000 on his
sale of the gravel rights.

| ssue 3. Petitioner's All eged Unreported I ncone in 1993

FI NDI NGS OF FACT

Respondent determ ned that in 1993 petitioner had unreported
rental incone of $3,483 from Jay Peak, Inc. Respondent al so
determined that in 1993 petitioner realized $43,986 of unreported
capital losses attributable to transactions in a brokerage
account. Respondent determ ned that petitioner therefore had
$43,986 of ordinary incone because, as stated in the notice of
deficiency, “the Jordans would have to cover the $43,986 in
| osses with deposits to the account.”

OPI NI ON

A. Unreported Rental | ncone

The parties have stipulated as follows: “In 1993, the
petitioner received taxable income fromJay Peak, reported to the
petitioner on a Form 1099-M SC, in the amount of $10, 973. 00, of
whi ch the petitioner reported only $7,490.00 on his 1993 i ncone

tax return.” Notwithstanding this stipulation, on reply brief
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petitioner contends that he correctly reported $7,490 as the
anmount of net rental incone, after deducting “internal charges
for house keeping, etc.” He also contends that respondent has
not met his “mni num burden of evidence as to this issue.” W
reject these contentions as contrary to the parties’ stipulation
and unsupported by any conpetent evidence.

B. | nput ed | ncone

Respondent has determ ned that because petitioner had an
unreported capital |oss of $43,986, he nmust have had unreported
i ncone of the sane anount to cover the loss. Viewed charitably,
this determ nation borders on the whinsical. Setting aside
gquestions as to why petitioner’s tax liability should reflect
only this conjectural income and not the actual |osses upon which
it is inprobably predicated, suffice it to say that respondent
has i ntroduced no evidence to show that petitioner actually
covered the unreported | osses, much | ess with unreported incone.
This determ nation is not sustained.

| ssue 4. Di scharge of | ndebtedness | ncone--1994

FI NDI NGS OF FACT
Respondent determ ned that in 1994 petitioner had $5, 005 of
unreported inconme from di scharge of debt.
OPI NI ON
The parties have stipulated as follows: “In 1994, the

petitioner received taxabl e discharge of indebtedness incone from
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Chase Manhattan Bank, reported to the petitioner on a Form 1099-
C, in the anmpbunt of $5, 005.00, which the petitioner did not
report on an inconme tax return.” Notw thstanding this
stipulation, on reply brief petitioner contends that the $5, 005
is not taxabl e because “the discharge was part of the bankruptcy
proceedi ngs”. W reject this contention as contrary to the
stipul ation and unsupported by conpetent evidence.

| ssue 5. Petitioner’'s Unreported Schedule C I ncome--1995

FI NDI NGS OF FACT

On Schedule C of their joint 1995 Federal incone tax return,
petitioner and Carnen Jordan reported $7,974 of gross receipts or
sales frompetitioner’s gravel pit business. Respondent
determ ned that this amount was understated by $55,935, on the
ground that petitioner had $63, 909 of unexpl ai ned deposits. As
explained in the notice of deficiency, this anount reflects
$21, 355 that petitioner deposited in the fall of 1995 into his
account at A G Edwards and $42,554 that petitioner deposited at
sone unspecified tinme into his personal account at First New
Hanpshi re Bank.

OPI NI ON

In the absence of adequate recordkeeping by a taxpayer as
mandat ed by section 6001, the Comm ssioner is authorized to
reconstruct the taxpayer’s incone by any reasonabl e nethod that

clearly reflects incone. See, e.g., sec. 446(b); Holland v.



- 22 .
United States, 348 U S. 121, 130-132 (1954). One acceptable

met hod i s the bank deposits nethod. dayton v. Conmm ssioner, 102

T.C. 632, 645 (1994); DiLeo v. Comm ssioner, 96 T.C 858, 867

(1991), affd. 959 F.2d 16 (2d Cr. 1992); Bevan v. Conm ssioner,

T.C. Meno. 1971-312, affd. 472 F.2d 1381 (6th Gr. 1973). The
bank deposits nmethod assunes that if a taxpayer is engaged in an
i ncome- produci ng activity and nmakes deposits to bank accounts,
then those deposits, |less anpbunts identified as nonincone itens,

constitute taxable incone. See dayton v. Conm Ssioner, supra at

645- 646. \Where the Conm ssioner has used the bank deposits
met hod to determ ne deficiencies, the taxpayer bears the burden
of showing that the determinations are incorrect. See D Leo v.

Conmi ssi oner, supra at 871; Bevan v. Conmi SSioner, supra.

Petitioner does not dispute making the deposits in question.
He contends, however, that his deposits into his A G Edwards
account nerely represent transfers fromother of his accounts.
The evidence shows that the subject deposits in the A G Edwards
account include three interaccount transfers totaling $5, 200 that
did not represent itens of gross receipts in 1995. W concl ude
that these itens should be omtted fromrespondent’s income

reconstruction.! Petitioner has failed, however, to establish

Petitioner also contends that two other deposits of $500
and $800 simlarly represent interaccount transfers, but the
evidence in the record is insufficient to substantiate these
cl ai ns.
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that any of the other anmpunts deposited into his A G Edwards
accounts represent itens other than gross receipts. Accordingly,
we hol d and concl ude that $16, 155 of the deposits to petitioner’s
A. G Edwards account in 1995 represents taxable incone.

Acknow edgi ng that in 1995 he deposited nore than $42, 554
into his personal account at First New Hanpshire Bank, petitioner
has attenpted to show that these deposits were from nontaxabl e
sources. The evidence in the record does not substantiate these
claims. By way of exanple, petitioner clains that $20,121 of his
First New Hanpshire Bank deposits in 1995 represents insurance
proceeds relating to a theft loss incurred at H OUR Mart.
Petitioner suggests that these insurance proceeds are nontaxabl e
because they represent “repaynment fromnmny basis”. Petitioner has
produced no docunentation either of an insurance claimfor a
theft loss or of paynent on any such claimby an insurance
conpany; noreover, petitioner has not explained why insurance
proceeds relating to a theft loss incurred by HOUR Mart shoul d
be paid to petitioner directly or, if they were, why the proceeds
woul d represent nontaxable return of basis. Simlarly, although
petitioner has offered detail ed explanati ons of the other
deposits into his First New Hanpshire Bank, the evidence in the
record does not convince us that these deposits were from

nont axabl e sour ces.
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| ssue 6. Schedul e C Deducti ons— 1995

FI NDI NGS OF FACT
On his and Carnen Jordan’s joint 1995 Federal incone tax
return petitioner clainmed various Schedul e C deductions including
a $10, 000 “Crushing Cost” which respondent disallowed.® On Form
886A, Explanation of Itens, respondent’s exam ni ng agent
expl ained this adjustnent as foll ows:

An arount of $10, 000 was deducted on the Schedul e C of
Rodney Jordan. This anount was purportedly in paynent
of crushing costs to G een Muntain Custom Crushi ng.
Nuner ous checks are witten to and from Rodney, Carnen
and Green Mountain Crushing. Rodney Jordan has not
provided all bank statenments for all accounts, has not
provi ded invoices, and has not provided all cancelled
checks. Rodney Jordan clains to have paid expenses of
Green Mountain Custom Crushing in exchange for
crushing. A listing of anpbunts totaling $12236 was not
exam ned in detail. Rodney Jordan has al so been paid
anmounts from Green Muntain Custom Crushing that he
considers to be reinbursenents.

Exam nation of the returns has reveal ed additi onal

income and it is inpossible to determne at this tine

if expenses are for G een Mouuntain or in relation to

the unreported incone or to the existing schedule C
OPI NI ON

Petitioner has the burden of proving he is entitled to the

cl ai med deduction. See Rule 142(a); Welch v. Helvering, 290 U S

111 (1933). At trial petitioner offered no evidence that he was

8petitioner also clainmed as a Schedul e C expense $9, 999 of
i nterest expense. During respondent’s exam nation of
petitioner’s 1995 tax return, respondent’s all owance of an
additional $68 in interest expenses and di sall owance of the
crushing costs of $10,000 for 1995 resulted in a $9, 932 net
adjustnment to petitioner’s Schedul e C deducti ons.
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entitled to deduct crushing costs. |Instead, petitioner contends
that during the audit he submtted to respondent’s exam ni ng
agent docunentation to substantiate even nore than the $10, 000
deduction clained on his Schedule C but she refused in bad faith
to consider the docunentation. In support of this contention,
petitioner focuses on the above-quoted | anguage fromthe Form
886A: “A listing of ampbunts totaling $12236 was not exami ned in
detail.”

Because a trial before the Tax Court is a de novo
proceedi ng, “our determnation of a petitioner’s tax liability
nmust be based on the nerits of the case and not any previous

record devel oped at the adm nistrative level.” Jackson v.

Commi ssioner, 73 T.C. 394, 400 (1979) (citing G eenberg’s

Express, Inc. v. Conmm ssioner, 62 T.C 324, 328 (1974)). Having
of fered no conpetent evidence in support of this clained
deduction, petitioner has failed to establish that he is entitled
to the cl ai med deduction for crushing costs. |In any event, the
Form 886A suggests that respondent’s exam ning agent declined to
exam ne petitioner’s “listing of anounts” in detail partly
because it was inpossible to tell whether GVCC had rei nbursed
petitioner for the anounts he was clai mng as deductions. W
take into account this same consideration in concluding that

petitioner has failed to establish entitlenent to the clained
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deduction. Respondent’s determnation as to this issue is
sust ai ned.

| ssue 7. Unr eported Schedule C I ncone--1996

FI NDI NGS OF FACT

On Schedule Cto their 1996 joint Federal incone tax return,
petitioner and Carnen Jordan reported $9,945 gross inconme froma
“Gravel Pit/Logging Operation”. On the basis of a bank deposits
anal ysi s, respondent determned that this Schedul e C inconme was
understated by $228,519. |In particular, respondent determnm ned
that in 1996 these bank deposits, totaling $238, 464, represented
taxabl e income of: (1) $85,417.82 deposited into petitioner’s
personal accounts at Merchants Bank; (2) $61, 276 deposited into
t he bank account of Sodalitan Mayer, a woman with whom petiti oner
was then living; and (3) $91, 740 deposited into petitioner’s
account at A .G Edwards.

OPI NI ON

The issue is whether respondent correctly determned that in

1996 petitioner and Carnen Jordan understated Schedule C incone

by $228,519. %

On reply brief petitioner contends that after trial
respondent conceded all but $92,774 of this ampbunt and that on
brief respondent has inproperly failed to abide by this alleged
concession. The record does not reflect any such concessi on.
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A. The Merchants Bank Deposits

Petitioner has stipulated that in 1996 he received
$82, 764. 92 from “vari ous Schedul e C sources” which he deposited
into his Merchants Bank accounts but did not report on an inconme
tax return. He has also stipulated that in 1996 he received
$2,652. 90 of Schedule C incone froma |unber conpany which he did
not report on an inconme tax return; the notice of deficiency
reflects this itemas an additional deposit into one of
petitioner’s Merchants Bank accounts. Petitioner has failed to
show t hat respondent erred in treating these Merchants Bank
deposits as taxable income. W conclude that $85,417.82 of
petitioner’s 1996 deposits to his Merchants Bank accounts
represent taxable incone to him

B. Deposits to Sodalitan Mayer’'s Account

The parties have stipulated that in 1996 checks payable to
petitioner and totaling $57, 760.55 were deposited into Sodalitan
Mayer’s account. Petitioner has offered neither argunent nor
evi dence to show that respondent erred in determ ning that these
$57, 760. 55 of deposits represent taxable inconme to him This
$57, 760. 55 amount as to which the parties have stipulated is
$3,515.90 | ess than the $61, 276. 45 described in the notice of
deficiency as having been deposited into Sodalitan Mayer’s
account. The notice of deficiency indicates that this renaining

$3,515.90 of alleged deposits was transferred by petitioner from
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anot her of his bank accounts. On the basis of all the evidence,
we conclude that this interaccount transfer does not represent an
itemof gross receipts in 1996. W conclude and hol d that
petitioner is taxable on $57,760.55 of the deposits he made into
Sodal itan Mayer’s account.

C. Deposits to Petitioner’'s A.G Edwards Account

Petitioner has stipulated that in 1996 checks made payabl e
to himand totaling $91, 740 were deposited into his A G Edwards
account. The evidence of record persuades us that two of the
underlyi ng deposits, one for $5,000 and anot her for $6, 500,
represent petitioner’s interaccount transfers rather than
unreported incone. Petitioner has failed, however, to show that
respondent erred in treating the other $80, 240 of deposits into
his A G Edwards account as taxable incone.? W conclude that
$80, 240 of the deposits to petitioner’s A .G Edwards account

represents taxabl e incone.

2Petitioner alleges that $44,000 of these deposits was
generated by a paynent froma “wealthy entrepreneur” in
consideration of an option to purchase a one-half interest in a
gravel pit that petitioner owned. Petitioner contends that this
option expired in 1998, at which tinme he declared the anmount “as
a capital gain on ny 1998 incone taxes”. Petitioner has provided
no docunentary evidence to support these contentions and has
of fered no explanation for failing to do so. W draw an adverse
i nference fromthese | apses, see Wchita Term nal Elevator Co. v.
Conmi ssioner, 6 T.C. 1158, 1164 (1946), affd. 162 F.2d 513 (10th
Cr. 1947), and find petitioner’s testinony insufficient to
establish that the deposits did not represent taxable incone as
respondent charged, see Sharwell v. Conmm ssioner, 419 F.2d 1057,
1060 (6th G r. 1969), vacating and remandi ng on other issues T.C
Menmo. 1968- 89.
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| ssue 8. ltens Pertaining to Carnen Jordan and GVCC

In 1990 Carnen Jordan incorporated her wholly owned S
corporation, GVCC. 2! Sone of the deficiencies in dispute arise in
part fromrespondent’s determ nations that Carnmen Jordan had
unreported inconme from GMCC or from fl owthrough adjustnents to
GVMCC. As a threshold matter, petitioner contends that these
i ssues are “void’” because Carnmen Jordan’s debts were di scharged
in bankruptcy. His brief states: “It is common know edge that
the IRS failed to file proof of claimand therefore their debt
was di scharged in the confirmed bankruptcy plan(s).” The record
does not establish whether any of Carnmen Jordan’s tax liabilities
wer e di scharged in bankruptcy. But whether they were di scharged
or not is irrelevant to the determ nation of petitioner’s tax
l[tability. Spouses who file joint returns are jointly and
severally liable for the entire tax liability, which may be
collected fromeither spouse. See sec. 6013(d)(3). Carnen
Jordan’ s bankruptcy case has no effect on petitioner’s liability
under section 6013(d)(3).

A. Carnen Jordan’s 1993 and 1994 Paynents From GMCC

FI NDI NGS OF FACT
During 1993 and 1994 GVCC was in financial straits. It had

little cash and no avail abl e sources of outside credit. I n an

2lFor the periods at issue, GMCC s taxabl e years ended Dec.
31.
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effort to keep the conpany going Carnen Jordan advanced funds to
GVCC fromtine to time as necessary to allowit to pay its bills
These advances were in the form of numerous checks or cash
deposits, of varying, relatively small anmounts, totaling $29, 575
in 1993 and $16,205 in 1994. Fromtinme to tinme, as it had funds
avai |l abl e, GVCC woul d nmake paynents to Carnen Jordan of varying
relatively small amounts. These paynents from GMCC to Car nen
Jordan total ed $29,295 in 1993 and $37,595 in 1994.

On their 1993 joint Federal incone tax return petitioner and
Carnmen Jordan reported $8,218 of wages which, according to an
attached Form W2, Wage and Tax Statenent, all represented wages
to petitioner fromGJUCC. On their 1994 joint return petitioner
and Carnen Jordan reported $13, 200 of wages, which according to
an attached Form W2, all represented wages to Carnen Jordan from
GVCC. Respondent determ ned that Carnmen Jordan had unreported
wages of $29,295 in 1993 and $24,395 in 1994 (representing total
wages of $37,595 | ess the $13, 200 reported on the return).

OPI NI ON

Al though the notice of deficiency is not explicit in this
regard, the parties appear to agree that the determ nation
relates to unreported wages allegedly paid to Carnen Jordan by
GMCC. Petitioner does not expressly deny that in 1993 and 1994

Carnmen Jordan received paynents from GMCC as determ ned in the
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noti ce of deficiency.? Petitioner contends, however, that Carnen
Jordan paid into GMCC nore than it paid out to her during these
years, and that the paynents at issue represent nontaxable “loan
repaynents” on open account.

Petitioner has introduced into evidence nunerous cancel ed
checks and deposit tickets show ng that, as we have found, Carnen
Jordan made paynents or cash deposits to GUCC totaling $29,575 in
1993 and $16,205 in 1994.2 These cancel ed checks and bank
deposit tickets generally indicate that the anmounts paid are a
“tenp loan” or a “cash loan”. 1In one instance, a cancel ed check
for $8,000 in Cctober of 1993 indicates that it is for a “loan

payback”.

22pPetitioner has introduced into evidence copies of cancel ed
checks show ng paynents from GMCC to Carnen Jordan during 1993
and 1994. The anopunts of GMCC s paynents evi denced by these
cancel ed checks are | ess than the paynents determned in the
notice of deficiency. W are not convinced, however, that the
cancel ed checks in evidence represent the totality of all checks
i ssued by GMCC to Carnmen Jordan in 1993 and 1994. |In any event,
as nentioned in the text supra, petitioner has not expressly
di sputed that GMCC paid Carnen Jordan the anmpunts indicated in
the notice of deficiency.

2pPetitioner al so suggests that we should take into account
paynments and deposits that Carnmen Jordan all egedly made to GMCC
in 1995 and 1996, which he contends greatly exceeded paynents to
her from GUCC during those years and resulted in a greater
“surplus” in Carnen Jordan’s favor. Because the determ nations
at issue involve only 1993 and 1994, we limt our analysis to
t hose years.



- 32 -

Respondent does not expressly dispute that in 1993 and 1994
Carnen Jordan nade substantial payments to GMCC. 2* Respondent
suggests, however, that those paynents shoul d be di sregarded
because petitioner has produced no “l oan docunentation” to show
any | oans between Carnen Jordan and GMCC.

Particularly in a circunstance |like this involving
transacti ons between a corporation and its sol e sharehol der on an
open account, formal indicia of indebtedness are not necessarily
essential to the existence of bona fide debt; rather, the
guestion is whether there is a bona fide expectation of
repaynent. “Advances are an additional contribution of capital
if they are intended to enlarge the stock investnent, but not if

they are intended as a |loan.” Edward Katzi nger Co. V.

Conmm ssioner, 44 B.T.A 533, 536 (1941) (open-account cash

advances by taxpayer to wholly owned corporation constituted

| oans), affd. 129 F.2d 74 (7th Cr. 1942); cf. Am Processing and

Sales Co. v. United States, 178 C&. d . 353, 371 F.2d 842, 851-

857 (1967) (corporation’s advances to its subsidiary, taking the
form of non-interest-bearing open accounts and made with a

reasonabl e expectation of repaynent, were |oans); Byerlite Corp.

24Counting only the anmpunts indicated on the cancel ed checks
and di sregardi ng the anobunts shown on the deposit tickets,
respondent contends that Carnmen Jordan’s deposits into GVMCC were
| ess than the anmobunts indicated supra. Respondent has offered no
expl anation for disregarding cash deposits as indicated on the
deposit tickets.
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v. Wllians, 286 F.2d 285, 290-291 (6th G r. 1960) (advances on

open account by a parent corporation to its subsidiary were
| oans) .

| ndeed, the regul ations contenplate that such open-account
transacti ons between a sharehol der and an S corporation nmay
constitute indebtedness. The regul ations provide that
“shar ehol der advances not evidenced by separate witten

instrunments and repaynents on the advances (open account debt)

are treated as a single indebtedness.”? Sec. 1.1367-2(a), |ncone
Tax Regs. The basis of a sharehol der’s open account debt is
properly determ ned by netting sharehol der advances and
repaynents that occur during the S corporation’s tax year.

Br ooks v. Commi ssioner, T.C Meno. 2005-204; cf. Cornelius v.

Commi ssioner, 494 F.2d 465 (5th Gr. 1974) (advances and

repaynents that constitute separate transactions are not properly
netted), affg. 58 T.C. 417 (1972). As a corollary, a sharehol der
has gain on repaynents of open account debt during a year only to
the extent that the repaynents exceed advances during the year
pl us the basis of the debt as of the beginning of the year.

On the basis of all the evidence, we are convinced that
Carnmen Jordan intended that GVCC woul d repay the advances at

i ssue and that GMCC intended to repay and did in fact repay them

#The regul ati ons have been nodified with respect to
shar ehol der advances nmade to an S corporation on or after Cct.
20, 2008. See T.D. 9428, 2008-2 C. B. 1174.
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We concl ude that the advances are properly treated as open
account debt rather than as separate transactions.

I n 1993 Carnen Jordan’s advances to GMCC of $29, 575 exceeded
by $280 the $29, 295 of paynments that GMCC nade to her, |eaving
her a basis of $280 in the open account debt. Consequently, in
1993 GMCC s paynents to Carnen Jordan gave rise to no taxable
i ncone to her.

In 1994 the $37,595 of paynents that GMCC made to Carnen
Jordan exceeded by $21, 110 the sum of Carnen Jordan’s $16, 205 of
advances to GMCC and her $280 carryover basis in the open account
debt. We conclude that this $21,110 of net repaynments represents
ordinary income to her in 1994.2¢ W conclude that petitioner and
Carnmen Jordan’s joint 1994 return underreported ordinary
i ncome by $7,910 ($21, 110 less the $13,200 reported on the joint
return as wages).

B. Di sal l owed Losses From GVCC—- 1993, 1994, and 1995

FI NDI NGS OF FACT
On their joint Federal inconme tax returns, petitioner and
Carmmen Jordan reported | osses from GMCC of $62,369 for 1993,
$62, 409 for 1994, and $46,599 for 1995.

26Pet i ti oner does not expressly dispute respondent’s
characterization of the paynents as ordinary incone. To the
contrary, on their joint 1994 Federal income tax return,
petitioner and Carnen Jordan characterized $13, 200 of the
paynments from GMCC to Carnen Jordan as ordi nary wage incone.
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Respondent determ ned that as of yearend 1992 Carnen
Jordan’ s adjusted basis in her GMCC stock was $33, 754.
Respondent determ ned that Carnmen Jordan’s 1993 GWC | oss was
limted to this anmount of adjusted basis and accordingly
di sal | oned $28, 885 ($62,639 m nus $33, 754) of the clained 1993
loss. Determning that this partial allowance of the 1993 | oss
elimnated any remaining basis in Carnmen Jordan’s GMCC stock,
respondent disallowed in its entirety the clainmed 1994 | oss of
$62, 409.

In addition, respondent disallowed the clained 1995 | oss,
determ ning on the basis of flowthrough adjustnments to GMCC s
1995 incone tax return, that in 1995 Carnmen Jordan actually had
ordinary inconme from GMCC of $92, 189, resulting in an adjustnent
of $138, 788 ($92,189 plus the $46,599 disallowed | oss). The
notice of deficiency indicates that these flowthrough
adj ustnents resulted from adjustnents to expense accounts.

OPI NI ON

1. The 1993 and 1994 Losses

Cenerally, an S corporation sharehol der determ nes his or
her tax liability by taking into account a pro rata share of the
S corporation’s incone, |osses, deductions, and credits. Sec.
1366(a)(1). The sharehol der may not take into account, however,

S corporation | osses and deductions for any taxable year in
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excess of the shareholder’s adjusted basis in the S corporation’s
stock and debt. Sec. 1366(d)(1).?%

Petitioner bears the burden of establishing Carnen Jordan’s

basis in her GMCC stock. See Rule 142(a); Welch v. Helvering,

290 U. S, 111 (1933). Petitioner has failed to establish that
Carnmen Jordan’s basis in GMCC as of yearend 1992 was any greater

than determined in the notice of deficiency.?® W sustain

2’More exactly, with respect to taxation of a sharehol der of
an S corporation, sec. 1366(a)(1l) provides:

there shall be taken into account the shareholder’s pro
rata share of the corporation s—

(A) itens of inconme (including tax-
exenpt incone), |oss, deduction, or credit
the separate treatnment of which could affect
the liability for tax of any sharehol der, and

(B) nonseparately conputed incone or
| oss.

The aggregate amount of |osses and deductions taken into
account by such sharehol der for a taxable year cannot exceed the
sumof: “(A) the adjusted basis of the shareholder’s stock in
the S corporation * * * and (B) the sharehol der’ s adj usted basis
of any indebtedness of the S corporation to the sharehol der”

Sec. 1366(d)(1).

28Pet i ti oner contends that Carnmen Jordan’s adjusted basis in
GMCC shoul d be increased by $60,000 to reflect equipnment
purchases she made in 1990 and 1991. The evidence introduced in
support of this claimindicates that GMCC, not Carnen Jordan, was
t he purchaser of the equipnent. Although Carmen Jordan testified
t hat the equi pment was purchased with her cash, no docunentation
was offered into evidence to corroborate this claim 1In any
event, the record does not establish that Carnen Jordan’s
adj usted basis in GMCC as of yearend 1992 as determ ned by
respondent does not include any equi pnent purchases Carnen Jordan
m ght have made on behal f of GMCC in 1990 or 1991.
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respondent’ s determ nation disallow ng the clainmed GUCC | osses
for 1993 and 1994 in excess of that basis.?°

2. Unreported 1995 GMCC | ncone

Petitioner contends that the notice of deficiency issued to
himw th respect to the flowthrough adjustnents resulting from
respondent’s exam nation of GMCC s 1995 incone tax return “failed
to adequately notify Petitioner of the specifics in which to
defend”. He alleges: “The IRS has failed to notify Petitioner

of the exami nation results, which would have been essential for

Petitioner to know in order to prepare and appropriately defend
the IRS position.”3 As to this issue, petitioner suggests that
respondent shoul d have the burden of proof, contending that
respondent “failed to establish the m ni num burden pursuant to
this issue.”
| nsof ar as petitioner’s contentions may be construed as

attacking the validity of the notice of deficiency in this
regard, they nust fail. Section 7522(a) provides that a notice

of deficiency “shall describe the basis for, and identify the

2Respondent concedes that these disallowed | osses from 1993
and 1994 will be available to offset a portion of Carnen Jordan’s
unreported GMCC i nconme for 1995, as discussed infra.

%At trial respondent’s counsel asserted that petitioner was
not entitled to challenge the adjustnents of GMCC s 1995 t ax
return, suggesting that only GMCC or Carnen Jordan woul d be
entitled to challenge the adjustnent. Respondent has not pursued
this argunent on brief; we deemrespondent to have conceded or
wai ved it.
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anounts (if any) of, the tax due, interest, additional anounts,
additions to the tax, and assessable penalties included in such
notice.” The statute goes on to provide, however, that an
“i nadequate description * * * shall not invalidate such notice.”
The purpose of section 7522 is to give the taxpayer notice of the
Comm ssioner’s basis for determning a deficiency. See Shea v.

Commi ssioner, 112 T.C. 183, 196 (1999). The notice of deficiency

apprised petitioner in at |east general terns of the basis for
respondent’s determ nation and identified the amunt of tax due
as a result of the flowthrough adjustments from GVCC.

| nsof ar as petitioner’s contentions may be construed as
seeking to shift the burden of proof to respondent, they nust
also fail. The U S. Court of Appeals for the Sixth Grcuit has
hel d that the Conm ssioner cannot rely on the presunption of
correctness to support a determ nation of unreported inconme “‘in

t he absence of a mnimal evidentiary foundation’”. United States

v. Walton, 909 F.2d at 919 (quoting Weinerskirch v. Conm ssioner,

596 F.2d 358, 361 (9th Cir. 1979), revg. 67 T.C. 672 (1977)). By
contrast, it is well established that the taxpayer bears the
burden of proof with regard to clainmed | osses or other

deductions. See, e.g., Tine Ins. Co. v. Conm ssioner, 86 T.C.
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298, 313-314 (1986); Chaumv. Conmm ssioner, 69 T.C 156, 163-164

(1977) . %

We do not believe that the holding of Walton has any
applicability to the determ nation in question, which ultimtely
is predicated on respondent’s disall owance of expenses clai ned by
GVCC. But even if we were to assune, for sake of argunent, that
the itemin issue is properly regarded as stemm ng from al | eged
unreported incone, we believe that the requisite m ninal

evidentiary foundation has been established. In Winerskirch v.

Conm ssi oner, supra, upon which Walton is predicated, there was

no evi dence connecting the taxpayer with the activity allegedly
produci ng the unreported income. By contrast, in the instant
cases there is no question as to the relationship of Carnen
Jordan to the inconme-producing activity of GMCC. Because
petitioner is jointly and severally liable for the taxes

resulting fromthe GVCC fl owt hrough adjustnents, Carnmen Jordan’s

31As the Court of Appeals stated in United States v. \Walton,
909 F.2d 915, 918 (6th Cr. 1990) (quoting Mraski, Note,
“Proving A Negative--Wen the Taxpayer Denies Receipt”, 70
Cornell L. Rev. 141, 141 (1984)): *“When, for exanple, the IRS
bases an assessnent on the disall owance of deductions, ‘placing
the burden of proof on the taxpayer is reasonabl e because the
t axpayer has better access to evidence of the underlying
transactions.’” There woul d appear to be sone tension between
this observation and subsequent dicta in Walton suggesting that
the Court of Appeals mght also require the Governnent to provide
a “mnimal evidentiary foundation” where the issue in dispute is
the taxpayer’s “paynent of expenses”. 1d. at 919. For the
reasons explained in the text supra, we need not attenpt today to
resol ve any such tension.
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connection with GVCC s i ncome-producing activity provides a
m ni mal evidentiary foundation, if any be required, to support
respondent’ s deficiency determ nation agai nst petitioner.

Petitioner conplains that respondent failed to notify him
adequately of the specific adjustnments to GMCC s return. He does
not expressly dispute, however, that respondent comrunicated with
Carnmen Jordan about the GMCC adjustnments in her capacity as
GMCC s sol e shareholder. In fact, according to Carnen Jordan’s
testinony, she previously petitioned this Court to challenge the
fl owt hrough adjustnments of GMCC 32 Testifying as petitioner’s
W tness, she expressed famliarity with issues underlying the
fl owthrough adjustnents in question. W are not persuaded that
petitioner |acked access to, or through discovery could not have
obt ai ned, information about the GMCC adjustnents as necessary to
def end agai nst them

In fact, on brief, having conpl ai ned about |ack of access to
the specifics of the GUCC adj ustnents, petitioner identifies
“Wth conjecture” the nakeup of the disputed S corporation
adjustnents to within $77.18 of the $138, 788 total adjustnments at
i ssue. Although petitioner nmakes various assertions as to why he

bel i eves these adjustnents were in error, he has failed to

32\\6 take judicial notice that on Feb. 10, 2000, Carnen
Jordan petitioned this Court and that on June 23, 2000, this
Court granted respondent’s unopposed notion to dismss the case
on the ground that the petition was filed in violation of the 11
U S C sec. 362(a)(8) automatic bankruptcy stay.
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support these contentions with conpetent evidence. Petitioner
has failed to carry his burden of proving that respondent erred
in this determ nation

| ssue 9. Passi ve Losses From Horse Activities

FI NDI NGS OF FACT

In 1990 Alice Stockwell wote petitioner a letter inquiring
whet her he was interested in investing in a business of breeding
and rai sing Morgan horses. She represented that she had the
know edge, experience, tine, and facilities but |acked the
financial resources.

In 1991 Alice Stockwell, Chet Stockwell, Phillip Pierce, and
petitioner formed Chalice Farnms, Inc. (Chalice Farnms), for the
pur pose of breeding and raising Mrgan horses.? The business
started with just a couple of horses that Alice Stockwell already
had on her property. Petitioner provided funds to buy another
three horses. In the winter of 1991 petitioner hel ped finance
t he construction of an addition to a barn on Alice Stockwell’s
property for the horse operations. Before that, beginning in
Septenber 1991 and continuing for 4 or 5 nonths, petitioner kept

three or four of the Chalice Farns horses at his own property,

3Chalice Farns, Inc., was registered with the secretary of
state of Vernont as a corporation. Nevertheless, the parties
have stipul ated that “for purposes of this case, the petitioner
and Alice Stockwell w Il be considered partners in the reporting
of the income and loss from Chalice Farnms, Inc. for the taxable
years 1991, 1992, 1993 and 1994".
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whi ch was distant fromAlice Stockwell’s property. Alice
Stockwel | testified that she initially visited the horses only
intermttently, but finding thempoorly cared for, eventually
ended up going every day to take care of them

In 1992 petitioner and Alice Stockwell began to have
problens jointly operating Chalice Farns. |In June 1993
petitioner filed a conplaint in State court seeking the
I iquidation of the assets of Chalice Farns and demandi ng an
accounting of all incone and expenses. In her answer Alice
St ockwel | deni ed that petitioner had been involved in the
breedi ng, raising, training, and sale of horses for Chalice
Farms. I n her counterclaimshe sought damages, alleging that in
consideration of her agreeing to work full tinme on the breedi ng,
rai sing, training, and sale of horses, petitioner had agreed to
pay her a weekly salary and to provide working capital to run the
busi ness but had failed to do so. In an order dated February 24,
1995, the Vernont Superior Court ordered petitioner to pay $5, 700
to Alice Stockwell, representing $300 per nonth for her past care
of the horses fromJuly 1993 and also to pay her $300 per nonth
for the continuing care and feeding of the horses. 1In 1995
Chal i ce Farnms was di ssol ved.

On his and Carnen Jordan’s joint Federal incone tax returns,

petitioner clainmed these | osses from Chalice Farns:



Year Loss

1991 $28, 816
1992 30, 475
1993 9,726
1994 5,076

Respondent disallowed these cl ainmed | osses as being

attributable to a passive activity.
OPI NI ON

Section 469(a) limts the deductibility of |osses from
certain passive activities of individual taxpayers. Passive
| osses disallowed in one year generally nay be carried over to
the next year. See sec. 469(b). Generally, a passive activity
is a trade or business in which the taxpayer does not materially
participate. Sec. 469(c)(1l). Material participation is defined
generally as regul ar, continuous, and substantial involvenent in
t he busi ness operations. Sec. 469(h)(1). The regulations
identify these seven situations in which an individual wll be
treated as materially participating in an activity:

(1) The individual participates in the activity
for nore than 500 hours during such year;

(2) The individual’s participation in the activity
for the taxable year constitutes substantially all of
the participation in such activity of all individuals
(1 ncluding individuals who are not owners of interests
in the activity) for such year;

(3) The individual participates in the activity for
nmore than 100 hours during the taxable year, and such
individual’s participation in the activity for the taxable
year is not less than the participation in the activity of
any ot her individual (including individuals who are not
owners of interests in the activity) for such year;
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(4) The activity is a significant participation
activity (within the neaning of paragraph (c) of this
section) for the taxable year, and the individual’s
aggregate participation in all significant participation
activities during such year exceeds 500 hours;

(5) The individual materially participated in the
activity (determned without regard to this paragraph
(a)(5)) for any five taxable years (whether or not
consecutive) during the ten taxable years that imredi ately
precede the taxable year;

(6) The activity is a personal service activity (within
t he neani ng of paragraph (d) of this section), and the
i ndi vidual materially participated in the activity for any
three taxable years (whether or not consecutive) preceding
t he taxabl e year; or

(7) Based on all of the facts and circunstances (taking
into account the rules in paragraph (b) of this section),
the individual participates in the activity on a regular,
continuous, and substantial basis during such year.

[ Sec. 1.469-5T(a), Tenporary Incone Tax Regs., 53 Fed. Reg.
5725-5726 (Feb. 25, 1988).]

The regul ations al so provide that the |ast-described “facts
and circunstances” test requires that the individual’s
participation in the activity exceed 100 hours during the taxable
year. Sec. 1.469-5T(b)(2)(iii), Tenmporary Inconme Tax Regs., 53
Fed. Reg. 5726 (Feb. 25, 1988).

Al though the regulations permt a taxpayer to establish the
extent of his participation by “any reasonabl e neans”, sec.
1.469-5T(f)(4), Tenporary Incone Tax Regs., 53 Fed. Reg. 5727
(Feb. 25, 1988), a postevent “ball park guesstinate” does not

suffice, see Lee v. Conm ssioner, T.C Meno. 2006-193; Bailey v.

Conmi ssioner, T.C. Menp. 2001-296; Carlstedt v. Comm ssioner,
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T.C. Meno. 1997-331; Speer v. Conmissioner, T.C. Mnp. 1996-323;

&oshorn v. Conmi ssioner, T.C. Mnp. 1993-578.

Petitioner has not provided us even a ballpark estimte of
the nunmber of hours he allegedly spent in his Chalice Farm
activities. Nor does the record otherw se establish the nunber
of hours petitioner m ght have spent in those activities.
Consequently, he has not established that he neets the
quantitative requirenents of the first, third, fourth, or seventh
test described above. The record does not provide any basis for
concluding that he neets the requirenents of any of the other
seven tests for material participation. On the basis of all the
evi dence, we conclude and hold that petitioner has failed to
establish that he materially participated in the Chalice Farns
activity.®* Respondent’s determ nation is sustained.

| ssue 10. Accuracy-Related Penalty

Respondent has determ ned that the section 6662(a) accuracy-
rel ated penalty applies against petitioner for each of the years
in issue. Section 6662(a) authorizes the Conm ssioner to inpose
a penalty in an anount equal to 20 percent of the portion of the
under paynents that are attributable to the itens set forth in

section 6662(b). Section 6662(b)(1) includes any underpaynent

30n brief petitioner contends that as a consequence of the
di ssolution of Chalice Farns in 1994 he is entitled to “carry
back the unused portion of his $173,300 contributions” in Chalice
Farms. Petitioner has failed to establish the existence or
anount of any such | oss.
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attributable to negligence or disregard of rules or regul ations.
Negligence is defined as “any failure to nmake a reasonabl e
attenpt to conply with the provisions of * * * [the Interna

Revenue Code]”. Sec. 6662(c); see also Neely v. Conm ssioner, 85

T.C. 934, 947 (1985) (negligence is lack of due care or failure
to do what a reasonable and prudent person would do under the
circunstances). Negligence also includes any failure by the

t axpayer to keep adequate books and records or to substantiate
itenms properly. See sec. 1.6662-3(b)(1), Incone Tax Regs.

No penalty shall be inposed under section 6662(a) with
respect to any portion of an underpaynent if it is shown that
there was reasonabl e cause and that the taxpayer acted in good
faith. See sec. 6664(c). Wiether a taxpayer acted in good faith
depends upon the facts and circunstances of each case. See sec.
1.6664-4(b)(1), Incone Tax Regs. Reliance on a professional
return preparer may be reasonable and in good faith if the
t axpayer establishes: (1) The return preparer had sufficient
expertise to justify reliance; (2) the taxpayer provided
necessary and accurate information to the return preparer; and
(3) the taxpayer actually relied in good faith on the return

preparer’s judgnent. Neonatol ogy Associates, P.A V.

Commi ssioner, 115 T.C. 43, 99 (2000), affd. 299 F.3d 221 (3d Cr

2002) .
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Petitioner suggests that he is not |iable for the negligence
penal ty because he properly relied in good faith on his tax
return preparer. Petitioner has not, however, pursued this
defense in any neaningful way. Apart from passing references in
his testinony to his tax return preparer, the record is devoid of
evidence to support petitioner’s contentions. Petitioner did not
call his tax return preparer as a witness. There is no evidence
inthe record as to the advice his tax return preparer m ght have
given him no evidence to support a determ nation that petitioner
acted reasonably or in good faith in relying upon it; no evidence
as to his tax return preparer’s qualifications; no evidence that
petitioner disclosed to his tax return preparer all rel evant
facts and circunstances; and no evidence that the advice was
based on reasonabl e factual or |egal assunptions.

Petitioner also contends that he was not negligent as to any
of the itens pertaining to Carnen Jordan or GMCC because “he had
no personal know edge in which to be negligent.” Because
petitioner made joint returns with Carnmen Jordan, his liability
for penalties is joint and several. See sec. 6013(d)(3); Pesch

v. Comm ssioner, 78 T.C. 100, 129 (1982). Petitioner has

i ntroduced no evidence to show that the underpaynents arising
fromitens pertaining to Carnen Jordan or GMCC were not the

result of negligence or that he and Carnen Jordan acted with
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reasonabl e cause and in good faith in reporting these itens on
their joint returns.

We concl ude that petitioner’s underpaynents are attributable
to negligence or disregard of rules or regulations. W hold that
petitioner is liable for accuracy-rel ated penalties under section
6662(a) based on the anobunt of his underpaynents for the years at
issue, to be determined in the Rule 155 conputati ons.

To reflect the foregoing and the parties’ concessions,

Decisions will be entered

under Rul e 155.




