T.C. Meno. 2006-16

UNI TED STATES TAX COURT

HOMWARD J. KAPLAN AND BRENDA L. KAPLAN, ET AL.,! Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 20716-03, 20717-03, Fil ed February 2, 2006.
20718- 03.

Thomas F. Foster, Robert A. Brinson, and Chri stopher C.

Fi nan, for petitioners.

James R Rich, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned for the taxable year

l1Cases of the follow ng petitioners are consolidated here-
with: Mtthew B. Marceron and Sherry R Marceron, docket No.
20717-03, and Dean A. Caldwell and Cathy M Cal dwell, docket No.
20718- 03.
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1999 the follow ng deficiency in, and accuracy-rel ated penalty
under section 6662(a)2 on, the Federal incone tax (tax) of peti-

tioners in each of these consolidated cases:

Accur acy- Rel at ed

Petitioners Defi ci ency Penal ty
Howard J. Kapl an and $252, 728 $91, 714
Brenda L. Kapl an
Mat t hew B. Marceron and 18, 169 6, 839
Sherry R Marceron
Dean A, Caldwell and 137,931 49, 736

Cathy M Cal dwel |

The i ssues remaining for decision are:

(1) Are petitioners in each of these cases entitled for
1999 to a deduction under section 170(a) for a cl ai ned noncash
charitable contribution? W hold that they are not.

(2) Are petitioners in each of these cases liable for 1999
for the accuracy-rel ated penalty under section 6662(a)? W hold
that they are.

FI NDI NGS OF FACT

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

At the tine they filed their respective petitions, Howard J.
Kaplan (M. Kaplan) and Brenda L. Kaplan (Ms. Kaplan) resided in
W nston-Salem North Carolina, Matthew B. Marceron (M. Marceron)
and Sherry R Marceron (Ms. Marceron) resided in Cl emmons, North

Carolina, and Dean A. Caldwell (M. Caldwell) and Cathy M

2All section references are to the Internal Revenue Code in
effect for the year at issue. Al Rule references are to the Tax
Court Rules of Practice and Procedure.



- 3 -
Caldwell (Ms. Caldwell) resided in Wnston-Salem North Carolina.
In January 1995, KQC Investors, LLC (KQC), a limted |iabil-
ity conmpany organi zed under North Carolina law, was forned to
acquire and devel op real property, primarily for lease to early
chi | dhood educati onal agencies, including Federal Head Start
(Head Start) agencies. During 1999, M. Kaplan, M. Marceron,
and M. Caldwell, the three nenbers of KQC, held the foll ow ng

percentage interests in that l[imted liability conpany:

Nane of nenber Per cent age i nt erest
M. Kapl an 59.4

M. Marceron 5

M. Cal dwel | 35.6

In 1997, KQC purchased for $105,041 real property |ocated at
474 Maple Street, Helena, Ohio (Maple Street), which consisted of
approximately 2.04 acres of land (KQC s | and) on which there was
a school building that was constructed in 1958 and renodel ed in
1994 (1958 school building). (W shall sonetinmes refer to
(1) the property on Maple Street that KQC purchased in 1997 as
KQC s | and and 1958 school building and (2) the property on Maple
Street that KQC purchased in 1997, including any inprovenents
made to that property thereafter (discussed below), as the
i nproved property on Maple Street.) On April 18, 1997, a general
warranty deed (April 18, 1997 general warranty deed) was executed
that transferred to KQC KQC s | and and 1958 school buil ding that

KQC purchased in 1997
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On or about April 21, 1997, KQC |l eased KQC s | and and 1958
school building to Texas Mgrant Council, Inc. (TMJ), an organi -
zation described in sections 170(c) and 501(c) that provided Head
Start services to mgrant famlies in comunities throughout,
inter alia, Chio. TMC intended to, and did, use KQC s | and and
1958 school building that it |Ieased fromKQC in order to conduct
Head Start activities in Helena, Chio.

The | ease of KQC s |and and 1958 school building by KQC to
TMC (April 21, 1997 |ease) provided in pertinent part:

VWHEREAS, Lessor [KQC] plans to purchase a 6, 100
square foot child care facility located in * * * Hel -
ena, * * * Ohio on the property nore particularly
descri bed on Exhibit A% (the “Facility”);

* * * * * * *

VWHEREAS, Lessee [TM]] is an agency of and regu-
| ated by the United States Departnent of Health and
Human Services (“HHS");

NOW THEREFORE, in consideration of the prem ses
and of their nutual undertakings, the parties hereto
agree as foll ows:

1. Lease of Real Property; Term Lessor, in
consideration of the rents hereinafter reserved, and
the terns, covenants, conditions and agreenents set
forth herein to be kept and performed by Lessee, does
hereby agree to demi se and |l et unto Lessee and Lessee
does hereby agree to hire and take from Lessor, the
foll ow ng descri bed assets, rights, interests and ot her
properties owed by Lessor and relating to the Facility
(herein the “Dem sed Prem ses”):

3The description of the property in Exhibit A attached to
the April 21, 1997 lease is virtually the sane as the description
of the property set forth in the April 18, 1997 general warranty
deed.



(a) Land: The parcel of land nore particu-
larly described on Exhibit A (herein the “Par-
cel”);

(b) Inprovenents: Al buildings, struc-
tures, fixtures and inprovenents erected or | o-
cated on the Parcel, or affixed thereto (herein
the “lnprovenents”);

* * * * * * *

TO HAVE AND TO HOLD the Dem sed Prem ses unto
Lessee, its successors and permtted assigns, upon and
subject to all of the terns, covenants, conditions,
conditional limtations and agreenments herein con-
tained, for a termcommencing on April 21, 1997 (herein
t he “Commencenent Date”) and expiring twenty (20) years
|ater, or until said termis sooner term nated pursuant
to any of the conditional limtations or other provi-
sions hereof (herein the “Primary Terni). For purposes
hereof, the Term “Lease Year” neans a period of one
(1) year comrenci ng on the Comrencenent Date or the
annual anni versary date thereof.

The Lessee shall have the right to extend the
Primary Termfor an additional two (2) five (5) year
periods (the “Additional Terns”; the Primary Term and
any Additional Terms, hereafter, the “Ternf). The
Lessee nust exercise said option to extend in witing
no later than six (6) nonths prior to the expiration of
the Primary Termor Additional Terns * * *.

2. Title to Dem sed Prem ses. The Dem sed
Prem ses shall be dem sed and | et by Lessor unto Lessee
free and clear of any and all liens, |eases, nortgages,
pl edges, security interests, conditional sale agree-
ments, charges, clains, options, and ot her encunbrances
of any kind or nature whatsoever (collectively “Encum
brances”), except the following (collectively the
“Perm tted Encunbrances”):

(a) Zoning Laws: The provisions of al
appl i cabl e zoni ng | aws;

(b) Taxes: The liens of current real estate
and personal property taxes not delinquent; and
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(c) Oher Existing Encunbrances: The other
exi sting Encunbrances set forth on Exhibit B.

3. Rent. The Lessee shall pay to Lessor rent
for the Dem sed Premses * * * in an anount of One
Thousand Si x Hundred and no/ 100 Dol |l ars ($1, 600.00) for
each nonth of the Term* * *, |t is understood that
non-federal funds acquired by Lessee cannot be used to
make rental paynents if funds from HHS are term nated.

* * * * * * *

5. Mort gages. Lessor has or may subject its
interests in the Dem sed Prem ses to |iens of nortgages
thereon, and this Lease shall be subordinate to any
nortgage on Lessor’s interest in the Dem sed Prem ses
(the “Fee Mdrtgage”). * * *

6. Taxes and Utilities. Lessee shall, at its
cost and expense, bear, pay and discharge, on or before
the | ast day upon which the sane may be paid w thout
interest or penalty for |ate paynent thereof, al
personal property taxes, assessments, sewer rents,
water rents and charges, duties, inpositions, |icense
and permt fees, charges for public utilities of any
ki nd, paynents and ot her charges of every kind or
nat ure what soever, ordinary or extraordi nary, foreseen
or unforeseen, general or special (collectively herein
“Inmpositions”) * * *,

The foregoing notw thstandi ng, the parties agree
that the Lessor shall be responsible, and shall pay
when due, all real property ad val oremtaxes which may
be assessed agai nst the Dem sed Prem ses (the “Taxes”).
The Lessee agrees to rei nburse the Lessor, on an annual
or sem -annual basis, for the amobunt of such ad val orem
property taxes due for the Dem sed Prem ses. * * *

* * * * * * *
7. Asbestos Renmpoval, Facility Repair and Re-
pl acenent .
* * * * * * *

(b) Repairs and Repl acenent: Lessee accepts
the Dem sed Prem ses fromLessor in “as is” condi-
tion and Lessor shall not be required to nake any
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i nprovenents, replacenents, or repairs of any kind
or character to the Dem sed Prem ses during the
Termof this Lease. Lessee shall at all tines
during the Term hereof, at its own cost and ex-
pense, keep the Dem sed Prem ses in good and rea-
sonabl e operating condition and repair, and in
such condition as may be required by | aw and by
the terns of the insurance policies furnished
pursuant to the ternms of this Lease, specifically
i ncluding, but not limted to, the replacenent of
any Tangi bl es which may be required by |aw or

regul ations or which may have becone worn or obso-
| ete, whether or not such repairs or replacenents
shal |l be structural or nonstructural, interior or
exterior, extraordinary or ordinary, and whether
or not the sane can be said to be within the pres-
ent contenplation of the parties hereto. Al such
repairs or replacenents shall be perfornmed by duly
i censed contractors reasonably acceptable to
Lessor and in a manner reasonably acceptable to
Lessor.

* * * * * * *

(d) Road Maintenance: Lessee acknow edges
that access to the Dem sed Prem ses is by an ease-
ment to a road which is nore conmmonly referred to
as “Maple Street.” Lessee shall be solely respon-
sible for any costs incurred by or inposed on
Lessor for the maintenance of such road.

* * * * * * *

9. Alterations. Lessee shall not make any
alterations or additions to the Dem sed Prem ses wth-
out Lessor’s prior approval, which approval may be
wi thheld in Lessor’s sole and absolute discretion. Any
mechanic’s lien filed agai nst the Dem sed Prem ses for
work or materials clained to have been furnished to
Lessee shall be discharged of record by Lessee within
ten (10) days thereafter, at Lessee’s expense * * *,

10. Use of Dem sed Prem ses. Lessee shall use
and occupy the Dem sed Prem ses solely for operation as
a child day care facility. Lessee agrees that the
Lessor, and its duly designated representatives, shal
have the right, but not the obligation, to review, from
time to tine, the nmethod and nature of the Lessee’s
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operation of the Facility. It is Lessee's obligation
to operate the Facility in a quality manner and as a
“first class” day care facility. Failure of the Lessee
to do so, as reasonably determ ned by the Lessor or its
duly designated representatives, shall constitute an
event of default under this Lease. The Lessee agrees
to provide access to the Dem sed Prem ses to duly

aut hori zed representatives of the Lessor. * * *

* * * * * * *

11. Net Lease. This is an absolute net |ease and
Lessor shall not be required to provide any services or
do any act or thing with respect to the Dem sed Pre-

m ses and the rent reserved herein shall be paid to
Lessor wi thout any claimon the part of Lessee for

di m nution, setoff or abatenent, and nothing shal
suspend, abate or reduce any rent to be paid hereunder
except as otherw se specifically provided herein.

12. | nsur ance.

(a) Liability Insurance. At all times dur-
ing the Term hereof, Lessee shall, at its own cost
and expense, provide and keep in force liability
i nsurance policies as foll ows:

(1) Commercial general liability insur-
ance including, without limtation upon the
generality of the provisions of this para-
graph protecting Lessor and Lessee agai nst
accident or disaster in or about the Dem sed
Premses with limts not less than Two M| -
lion Dollars ($2,000,000.00) conbined single
[imt for bodily injury (including death) and
one MIlion Dollars ($1,000,000.00) for prop-
erty danage

(2) Excess liability coverage of One
MIlion Dollars ($1, 000, 000. 00);

(3) Professional liability insurance,
wth limts not less than One MIlion Dollars
($1, 000, 000. 00) including sexual nolestation
and abuse coverage; and
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(4) Wbrkers’ conpensation insurance,
with limts not |ess than those required by
| aw.

(b) Hazard Insurance. At all times during
the Term hereof, Lessee shall, at its own cost and
expense, keep:

(1) The Dem sed Prem ses insured
agai nst | oss or damage by fire, |ightning,
w ndstorm hail, explosion, riot, damage from
aircraft, snoke damage, sprinkler |eakage
damage, war damage (when avail abl e) and such
ot her insurance risks, casualties and hazards
as are insured against by owners of conpara-
ble premi ses in an anount equal to one hun-
dred percent (100% of the replacenent cost
thereof (the initial replacenent cost shal
be $120, 000. 00), said replacenent cost to be
determ ned, on Lessor’s request not nore
frequently than at annual intervals, by one
or nore of the insurers, or by an architect,
contractor, appraiser or appraisal conpany
sel ected by Lessee. * * *

(2) In addition, Lessee shall, at its
own cost and expense, keep the net rental
val ue of the Dem sed Prem ses insured agai nst
| oss or damage by fire, lightning, w ndstorm
hail, explosion, riot, damage fromaircraft,
snoke damage, and such ot her insurance ri sks,
casual ti es and hazards as are insured agai nst
by owners of conparable prem ses, in the
amount of $22,000.00. The Lessor reserves
the right, upon notice to the Lessee, to
adj ust the coverage anount.

Al'l insurance to be furnished by Lessee under this
par agr aph shall be by policies which shall provide
that the loss, if any, shall be payable to Lessee.
Al l such insurance proceeds received by Lessee
(other than rent insurance proceeds, for which
provision is made in Paragraph 12(b)(2) hereof)
shal | be available for application to the cost of
denolition, restoration, repair, replacenent and
rebui |l di ng of the danmage whi ch occasi oned the
paynment of such proceeds.
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(c) Indemity Insurance. At all times dur-
ing the Term hereof, Lessee shall, at its own cost
and expense, provide and keep in force a policy or
policies of insurance insuring Lessee against al
liability of Lessee under Paragraph 13, which such
policy or policies shall provide for the paynent
of any proceeds thereof to Lessor or Lessee as
their interests may appear.

* * * * * * *

14. Fire and other Casualty. |[|f any |nprovenent
or Tangi bl e shall be damaged or destroyed by fire or
ot her casualty, then, irrespective of the cause, Lessee
shal |l give pronpt witten notice thereof to Lessor, and
shall proceed * * * to restore, repair, replace and
rebuil d such I nprovenents or Tangi bl es at Lessee’s own
cost and expense. Such rebuilding or restoration shal
be in accordance wth plans and specifications submt-
ted by Lessee to Lessor and subject to Lessor’s reason-
abl e approval and shall further be carried out by duly
|icensed contractors acceptable to Lessor. * * *

Rent shall not abate hereunder by reason of any
damage to or destruction of the Dem sed Prem ses, and
Lessee shall continue to performand fulfill all of its
obl i gati ons, covenants and agreenents hereunder not-
wi t hstandi ng any such danage or destruction. The
f oregoi ng notw t hstanding, the obligation to continue
Rent paynents shall be subject to the availability to
Lessee of loss of rents or business interruption insur-
ance. Any loss of rent insurance proceeds received by
Lessee by reason of such danage or destruction shall be
applied by Lessee to the paynent of Rent payable by
Lessee under Paragraph 3 hereof, Inpositions payable by
Lessee under Paragraph 6 hereof and prem uns for any
i nsurance required to be maintained by Lessee hereun-
der, but this shall not relieve Lessee of its obliga-
tions to pay punctually all such Rent, debt service,
| mposi tions and i nsurance premuns in the event rent
i nsurance proceeds received by Lessee are insufficient
to pay the sanme or for any reason such rent insurance
proceeds are not actually applied by Lessee to the
paynment of such amounts. |f and when Lessee shal
conplete all denolition, restoration, repair, replace-
ment and rebuil ding which Lessee is required to carry
out under this paragraph, then any bal ance of insurance
proceeds then held by Lessee shall be retained by



Lessee free of trust.

15. Condemat i on.

(a) Entire Condemmation. |If at any tinme during
the Term hereof all or substantially all of the Parcel
and the Inprovenents shall be taken in the exercise of
t he power of em nent domain by any sovereign, munici-
pality or other public or private authority, then this
Lease shall term nate on the date of taking of posses-
sion by such authority. Substantially all of the
Parcel and the Inprovenents shall be deened to have
been taken if the remaining |Inprovenents cannot
feasibly be repaired and restored so that they shal
constitute a conplete structural unit or units which
can be operated as a day care facility on an econom -
cally feasible basis under the provisions hereof. The
award or awards for any such taking of all or substan-
tially all of the Parcel and the |Inprovenents shall be
paid to the Lessor.

* * * * * * *

30. oligations Upon Term nation. Lessee shall,
upon any term nation hereof prior to the expiration of
the Term well and truly surrender and deliver up the
Dem sed Prem ses into the possession and use of Lessor,
wi t hout fraud or delay and in good order, condition and
repair, ordinary wear and tear excepted, free and cl ear
of all lettings and occupancies and free and cl ear of
al | encunbrances other than those existing on the date
hereof and those, if any, created by Lessor w thout any
paynment or all owance whatever by Lessor.

* * * * * * *

36. (Governing Law. This Lease shall be governed
by and subject to the laws of the state [Chio] in which
the Facility is located. [Reproduced literally.]

On May 15, 1997, shortly after the effective date of the
April 21, 1997 | ease, TMC entered into a contract (May 15, 1997
construction contract) with Stone Gak Construction, Inc. (Stone

Cak Construction). Under that contract, Stone Gak Construction



- 12 -
agreed to performthe following work for TMC with respect to
KQC s land that TMC was | easing fromKQC. (1) Install new
concrete ranp at the main entrance; (2) nodify the energency exit
ranp; (3) renmpove all existing playground equi pnent except for the
swing set; (4) renove four feet of blacktop fromthe inside of
exi sting driveway and two feet fromthe outside of such driveway;
(5) renove debris and trees to enlarge area for bus turnaround
and parking and devel op area with gravel stones; (6) instal
chainlink fences with double gate; and (7) install chainlink
fence to subdivide existing playground with two regul ar standard
gates. In return for conpleting the foregoing work, TMC agreed
to pay Stone Oak Construction $33,010. On a date in 1997 not
di scl osed by the record, Stone Oak Construction conpleted all of
the work that it agreed to performunder the May 15, 1997 con-
struction contract.

On August 9, 1997, TMC applied to the U S. Departnent of
Heal th and Human Services (HHS) for a grant (TMC s grant applica-
tion) to nmake inprovenents to, inter alia, KQC s |and and 1958
school building that TMC was | easing from KQC. TMC s grant
application requested $556,500 to nake certain inprovenents to
such | eased | and and school building. On or about Septenber 30,
1997, HHS approved TMC s grant application, including its request
for $556,500 to nmake certain inprovenents to KQC' s |and and 1958

school building, and nmade, inter alia, a $556,500 grant to TMC



Wi th respect to that request.

On March 4, 1998, TMC entered into two construction con-
tracts (collectively March 4, 1998 construction contracts) with
Stone OGak Construction. Under one of those contracts, Stone Cak
Construction agreed to performthe follow ng additional work for
TMC with respect to KQC' s | and and 1958 school building that TMC
was leasing fromKQC. (1) Install child-size cabinets and sinks
in six classroons; (2) renove existing outdated w ndows that do
not neet safety codes and replace with insulated safety gl ass
w ndows; (3) install 2-inch asphalt over existing eroded parking
| ot surface and driveway; (4) enclose and caul k the perineter of
the foundation of the 1958 school building, using specialized
engi neering techni ques; (5) enclose the septic tank and trans-
former wwth a fence built to certain specifications; (6) upgrade
the septic system and (7) drill a second well. In return for
conpleting the foregoing work, TMC agreed to pay Stone Qak
Construction $262, 000.

Under the second construction contract that TMC entered into
with Stone OGak Construction on March 4, 1998, Stone OGak Construc-
tion agreed to construct a new building (new building) on KQC s
land that TMC was | easing fromKQC. In return for conpleting the
construction of that building, TMC agreed to pay Stone Cak
Construction $398, 000.

On dates in 1998 not disclosed by the record, Stone QGak
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Construction conpleted all of the work that it agreed to perform
under the two March 4, 1998 construction contracts, including
construction of the new building on KQC s | and.

On May 15, 1998, a docunent entitled “NOTl CE OF FEDERAL
| NTEREST” (notice of Federal interest) with respect to the
i nproved property on Maple Street was filed with the Recorder’s
of fi ce, Sandusky County, Ohio (Sandusky County recorder’s of-
fice). As of May 12, 2005, the notice of Federal interest had
not been canceled. The notice of Federal interest provided in
pertinent part:

This is to serve notice to all potential sellers,
purchasers, transferors and recipients of a transfer of
the real property described below as to the Federal
government’s revisionary interests as set forth in 45
CFR Part 92, (or if appropriate, 45 CFR Part 74) which
have arisen as a result of (Texas Mgrant council, Inc.
Chi o Region) recei pt and use of Departnent of Health
and Human Service’ s grant funds in connection with the
purchase of said property. The property to which this
notice is applicable is (Helena M grant Head Start
Center 474 Maple St. Helena, Ohio 43435) and identi -
fied Parcel (See Attached Legal Description)!* in the
books and records of Sandusky County Chio. * * * |n
accordance wwth 45 CFR 92.11 (or, if appropriate, 45
CFR 74.134), this property may not be sold, trans-
ferred, or its title encunbered, w thout approval from
t he Departnent of Health and Human Services. * * *

[ Reproduced literally.]

By letter dated Novenber 8, 1999, KQC asked Richard W

Munford (M. Munford) to make a prelimnary real estate appraisa

“The docunent “Attached Legal Description” referred to in
the notice of Federal interest is a copy of the April 18, 1997
general warranty deed.
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of the inproved property on Maple Street that TMC was using for

its Head Start activities. Pursuant to KQC s request, M.

Munford sent KQC a |letter dated Decenber 17, 1999 (M. Minford' s

Decenber 17, 1999 letter). In that letter, M. Minford, who died

before the time of the trial in these cases, stated in pertinent

part:

Fol l owi ng your letter of Novenber 8, 1999 authorizing a
Prelimnary Real Estate Appraisal on the above property
[the inproved property on Maple Street], we can report
the follow ng itens:

A At the tinme of exam nation and phot ography, no
one was at the Subject. TH S PRELI M NARY AP-

PRAI SAL IS FROM THE EXTERIOR ---- no entry to the
| NTERI OR was possi bl e.

B The property is owned by KQC * * *,

D The School is at the end of Maple Street in
Hel ena OH * * *

E The lot size is irregular and contains 2.0435
acres.

E There are TWDO BUI LDI NGS on the Property. Both
are one story in height and have no basenents.
Building # 1 is 72 by 162" and has 11, 664

sgft.
Building # 2 is 45 by 80" and has.... 3,600
sgft.
BOTH BU LDINGS TOTAL. . .. ......... 15, 264 SOFT.

G Building # 1 was built as an el enmentary school
in 1958. In 1994, this Building was renodel ed
into a Mgrant Head Start School Building. Build-
ing # 2 was built for School Uses in 1998. BOTH
Bui l dings are rated by FLR SABRE SYSTEMS as
100/ G ade C. Exterior of Building # 1 is brick.
Concrete block is the exterior of Building # 2.
One forced air heat and air conditioning Unit is
shown in the attached photos. Both Buil dings have
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Central Heat and Air Conditioning.

H The Buil ding Data shows Public Water. The
School has its own private sanitary sewer system

I There is 25,000 sf. of asphalt paving. The play

ground area is well fenced with chain link. Play-
ground equi pnent is in good condition.

K No repairs were need from AN EXTERI OR EXAM NA-
TION. No deferred maintai nence was vi sibile on
the property. The Subject has good design and
construction.

* * * * * * *

The Prelimnary Real Estate Assignment is in TWO PARTS:

1. To give a Professional Opinion of current market
val ue of BOTH Land and | nprovenents in their current
condi tion.

AND

2. To give a market value Opinion of Gound Rent IF
the I nprovenents were to be sold.

Nor mal Procedure in giving an Opi nion of Market Val ue
is to utilize THREE APPROACHES to VALLUE...

* COST APPRCACH

« SALES COVPARI SON APPROACH

* | NCOVE APPRCACH

* * * * * * *

| F there are NO simlar, current, proximte nor appro-
priate Conparable Sales... then the substitution of the
County Auditor’s Public Record Values is permtted. IF
there is NO present incone fromthe Subject Property,
reliable Data fromthe Marketplace and the Appraiser’s
own files will give ranges of Rents and Expenses. At
this point, the Appraiser nust use the Training, Educa-
tion, Background and Experience to sort thru the Data
to select and report the BEST Opi nions of Rent and
Expenses that better fit the Subject.

* * * * * * *
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Usi ng PACENET, we have researched EVERY Conparabl e Sal e
in the Four Townshi ps surroundi ng the Subject AND in
the Gty of Frenont, for all of 1999 thru Cctober...

VWE FOUND NO SIM LAR, CURRENT, PROXI MATE OR APPROPRI ATE
COMPARABLE SALES TO THE SUBJECT

* * * * * * *

COST APPROACH

Fromthe current Marshall & Swift Cost Manual for d ass
C School s of Average Construction. The Area Miultiplier
is 1.02

R R b Ak S b S S b S b S b S b b S b b Sk S b Sk I R R A S b I b S b b b S bk S b b

Base Cost=$ 72.13 sf. x 1.02 Area Miultiplier=
$ 73.57 sqft.

R R b Sk S b S b b S b S b S b b S b b Sk S b I R R A S b I b b S b S S bk S b I b

Building # 1 was built in 1958 and then renodeled in
1994. dass C Schools with average nasonry construc-
tion have an expected Building Life of 45 years. The
EFFECTIVE AGE of Building # 1 is 10 years. Physical
Depreciation for this Building is 20% using the

AGE/ LI FE/ CONDI TI ON METHOD

R R bk S b S b b S b S b S b b S b b Sk S b R R A S b I b b S b b S bk S b I b

COST BREAKDOWN FOR BUI LDI NG # 1
11.664 sf. @$ 73.57 sf. LESS 0% Depreci ati on=
$ 686,500

R R bk S b S b b S b S b S b b S b b b S bk R R I S b I b b S b S S bk b b I b

Building # 2 was built in 1998 and has ZERO¥ Physi cal
Depreciation[.] The expected Building Life of a O ass
C, average construction masonry School is 45 years.
Building # 2 has an EFFECTIVE AGE of 1 year

R R b Ak S b S b b S b S b S b b S b b Sk S b R R A S b I b b S b b S bk b b b

COST BREAKDOMWN FOR BUI LDI NG # 2
3.600 sf. @$ 73.57 sf. LESS 0% Depreciation=$ 263, 500

R R b Ak S b S S b I b S b S b b S b b Sk S b I R R Sk I b b S b b b S b S S b I b
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ZERO % Functional and External Depreciation-BOTH BLDGS
TOTAL DEPRECI ATED VALUES--BOTH # 1 & #2= $ 950, 000 PLUS
depreci ated val ues for the Storage Shed, Chain Link
Fence and Sanitary Sewer System - $ 40, 000

| MVPROVEMENT COSTS. .. $ 990,000 LAND...2.0435 ACRES. ..

$ 35,000 (2.0435 acres @%$17,000 acre)

TOTAL COST OPI NI ON OF VALUE-$1, 025, 000

* * * * * * *

PUBLI C RECORD VALUES

From t he Sandusky County Auditor’s Ofice in Frenmont[, ]
OH Decenber 1999[.] AUDI TOR S TRUE VALUES of the
Subject BULDING# 1 built in 1958 and renodeled in
1994. AUDITOR S COST NEW@ $ 34.74 sf. 11,664 sf. LESS
82% Physi cal Depreciation=$ 73,000 ($ 405, 000 |ess
82%

R R b Ak S b S b b S b S b S b b S b b Sk S bk R R S b I b b S b b S S bk S b b

AUDI TOR S TRUE VALUES of the Subject BULDING # 2 built
in 1998. 3,600 sf. @38.86 sf. LESS 5% Physi cal Depre-
ciation= $ 139,900 ($ 140,000 less $ 7000)

R R bk S b S b b S b S b S b b S b b Sk S b R R I S b I b b S b b S bk b b I b

AUDI TOR S TRUE VALUES of the Subject Driveways and
Par ki ng Areas 25,000 sf. @$%$1.50 sf. LESS 13% Physi cal
Depreciation= $ 32,500

R R bk S b S b b S b S b S b b S b b b S bk R R I S b I b b S b S S bk b b I b

NOTE: The Storage Shed with 120 sf. and the private
Sanitary Sewer System were NOT | NCLUDED i n the AUD -
TOR S TRUE VALUES

R R b Sk S b S b b S b S b S b b S b b Sk S b R R S b I b b S b b b S bk S b b

| MPROVEMENT TRUE VALUES= $ 245, 400

R R bk S b S b b S b S b S b b S b b b S b R R S b I b b S b b b S bk b b I b

AUDI TOR S TRUE VALUES of Subject LAND of 2.0435 acres
$ 30,000 or $ 14,680 per Acre
TOTAL | MPROVEMENTS and LAND $ 275, 000




| NCOVE APPROACH

* * * * * * *

|F there is no VER FI ABLE RENTAL DATA we can NOT USE
t he | NCOVE APPRQACH

Because we found NO RENTAL DATA for SCHOOLS in Sandusky
County. .

We were NOT ABLE to DEVELOP The | NCOVE APPROACH OPI NI ON

* * * * * * *

GROUND LEASE
APPROACH OPI NI ON

The SECOND PART of the original Prelimnary Ap-
prai sal Assignnent is to PROJECT a valid Gound Lease
Rent in the Event that the Owmers would SELL the Im
provenents and RETAIN the Land.

WORD OF CAUTI ON

| F the I nprovenent Sale i1s desired, the area of Liabil-
ity Insurance could be a problem W found NO | ocal
Agent that sells a Liability Policy for a School to the
Owmers of the LAND ONLY ! They all require that the

| MPROVEMENT BUYER secure the Liability Insurance with
the LAND OMER bei ng included as an ADDI TI ONAL | NSURED
PARTY. This woul d be an inportant question to raise with
your present |nsurance Agent.

R R bk S b S b b S b S b S b b S b b b S bk R R I S b I b b S b S S bk b b I b

LAND VALUE fromthe COST APPROACH i s
$ 35,000 or $17,000 per acre

The goal of a Reasonable G ound Lease Programis
to select Rates that will give a Return on the Invest-
nent and a Return of the Capital Value over a fixed
period of tinme. To develop a Reasonable Rate per year
to acconplish these Two Goals, the Built Up Rate Met hod
is the nost feasible one for the Subject Land. This
Met hod uses a SAFE Rate, a RI SK Rate, an | NFLATI ON
Rate, a LAND TAX Land Tax Rate, and a RETURN OF CAPI TAL
| N\VESTED Rat e over a 20 year peri od.

Projected Built-Up Rate:
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» SAFE RATE is the Passbook Savings rate ... 3% year
* RISK RATE for |and under a School ........ 3% year
| NFLATI ON RATE averages ................. 3% year
o LAND TAXES . ... e 1% YEAR
* HOLDI NG PERI OD for Land--20 years ........ 5% year

BU LT-UP RATE ........... 15% year

PRESENT LAND VALUE @ 35,000 @ 15% /year = $ 5, 250/
vear OR $ 437.50/ nonth Projected GROUND LEASE RENT

* * * * * * *

RECONCI LI ATI ON of the Various Approaches to Val ue
e COST OPINION... $ 1,025,000
e PUBLIC RECORD VALUES... $ 275, 000

* SALES COVPARI SON and | NCOVE OPI NI ONS CONSI DERED
but NOT USED [ see page two and page five ]

We SELECTED as the BEST OPI Nl ON of VALUE the COST
APPROACH CPINION in the sumof $ 1,025,000

R R b Ak S b S b b S b S b S b b S b b Sk S b R R S b I b S b b S b Sk S b b

The HI GHEST and BEST USE of the Subject is its PRESENT
USE

R R bk S b S b b S b S b S b b S b b Sk S b R R A S b I b b S b b S bk S b I b

* PROOECTED GROUND LEASE RENT OPINION $ 5, 250 YEAR /
$ 437.50 MONTH [Reproduced literally.]

M. Miunford' s Decenber 17, 1999 letter made no reference to

the notice of Federal interest that on May 15, 1998, was filed

with respect to the inproved property on Maple Street with the

Sandusky County recorder’s office and did not contain the actual

or expected date of a charitable contribution of al

or a portion

of the inproved property on Maple Street that was the subject of

that letter. Nor did M. Munford' s Decenber 17, 1999 letter
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indicate that M. Munford prepared it in order to substantiate a
charitable contribution for tax purposes.

Around Decenber 20, 1999, M. Kaplan contacted Betty Schadl e
(Ms. Schadle), who at that tine was a tax principal with Ernst &
Young, LLP (Ernst & Young), for tax advice regarding a proposed
contribution that KQC was contenpl ati ng naking to a tax-exenpt
organi zation of a building that such tax-exenpt organization was
| easing fromKQC (|l eased building). M. Kaplan advised M.
Schadl e that the tax-exenpt organization had nmade i nprovenents
total i ng about $800, 000 to the | eased building® and that KQC had
made no adj ustments because of such inprovenents to the rent that
it was charging the tax-exenpt organization with respect to such
building. M. Kaplan also informed Ms. Schadle that the inprove-
ments that the | essee nade to the | eased buil ding were owned by
KQC. M. Kaplan did not inform Ms. Schadle, and she was not
otherwi se aware, that, in addition to the | eased buil ding,
i ncluding the inprovenents to that building, that KQC contem
plated giving to the tax-exenpt organization, there was a new
buil ding | ocated on KQC s | and that the tax-exenpt organization
had constructed with HHS' s funds. Nor did M. Kaplan inform M.
Schadl e, nor was she otherwi se aware, that on May 15, 1998, a

notice of Federal interest with respect to the inproved property

M. Kaplan did not advise Ms. Schadl e, and she was not
ot herwi se aware, that the tax-exenpt organization had used HHS s
funds to make inprovenents to the | eased buil ding.
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on Maple Street had been filed with the Sandusky County re-
corder’s office.

On Decenber 30, 1999, Ronald A WMatanoros (M. WMatanoros)
had a letter that he prepared (M. Mtanoros' s Decenber 30, 1999
letter) hand delivered to M. Kaplan and faxed to Ms. Schadl e.
When M. Matanoros prepared that letter, he was not aware
(1) that TMC had a new building constructed on KQC's |land with
HHS s grant funds and (2) that on May 15, 1998, a notice of
Federal interest with respect to the inproved property on Mple
Street was filed with the Sandusky County recorder’s office. M.
Mat anor os’ s Decenber 30, 1999 letter stated in pertinent part:

You have asked us to review the | ease agreenent
bet ween KQC I nvestors, LLC and Texas M grant Counsel
[sic], Inc. relating to a child care facility |ocated
in Helena, Chio. Specifically, you have asked us to
opine as to the ownership of the inprovenents | ocated
on the property.

We understand that the tenant has nmade certain
i nprovenents to your property which they are presently
occupyi ng pursuant to the provisions of the |ease
agreenent. Once those inprovenents were incorporated
into the property, i.e., as fixtures |located within the
building, title to those inprovenents i medi ately
vested in your conpany subject only to the possessory
rights of the tenant under the | ease agreenent and
provi ded, however, that the tenant maintains its obli-
gations under the | ease agreenment in good standing.

The provisions of the | ease that support this
interpretation are as foll ows:

a. The description of the “Dem sed Prem ses” in
paragraph 1 clearly identifies the property owned by
you as “all buildings, structures, fixtures and im
provenents erected or |ocated on the Parcel, or affixed
thereto;”
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b. Paragraph 14 clearly provides that all insur-
ance proceeds with regard to the building and any
i nprovenents are the property of your conpany;

c. Paragraph 15(a) clearly recites that all
condemation awards, as the result of an entire condem
nation, are payable to your conpany;

d. Paragraph 30 requires that the tenant, upon
termnation of the | ease, surrender the possession of
the Dem sed Prem ses, which includes all inprovenents.

To further support your transfer of ownership, we
understand that you are anending the | ease to renove
any references to the inprovenents as bei ng owned by
you. This includes the reduction of the rent amount to
an anount related solely to the value of the |land and
al so adjusts each of the itens set out in paragraphs
(a) through (d) above.

Based on this analysis, it is our opinion that

your conpany could transfer ownership, by way of a bill

of sale, of all the inprovenents to the tenant notwth-

standing the fact that the | ease term conti nues.

On Decenber 31, 1999, M. Kaplan on behalf of KQC and Gscar
Villarreal (M. Villarreal) on behalf of TMC executed a docunent
entitled “BILL OF SALE” (bill of sale) that M. Matanoros had
prepared for KQC. When M. Matanoros prepared that docunent for
KQC, he was not aware (1) that TMC had a new buil di ng constructed
on KQC s land with HHS s grant funds and (2) that on May 15,
1998, a notice of Federal interest with respect to the inproved
property on Maple Street was filed with the Sandusky County
recorder’s office. The bill of sale provided in pertinent part:

Donor [KQC] is the Lessor under a Lease Agreenent
dated April 21, 1997, wth Donee [TMC], as Lessee (the

“Lease”). Donor has agreed to transfer and assign al

of its rights, title and interest in and to the Im
provenents (as defined in the Lease) to the Donee as a
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charitable contribution and the Donor and Donee shall,

simul taneously with the execution of this Bill of Sale,
nmodi fy and anmend the Lease to reflect said charitable

contri bution.

KNOW ALL MEN BY THESE PRESENTS, that for consider-
ation of $1.00 received from Donee, the receipt and
sufficiency of which are hereby acknow edged, Donor
does hereby donate, convey, set over, assign, transfer
and deliver to Donee, its successors and assigns, wth
effect as of the date hereof, all of Donor’s right,
title and interest in and to the | nprovenents.

TO HAVE AND TO HOLD any and all of the Inprove-
ments hereby donated, conveyed, set over, assigned,
transferred and delivered to Donee, its successors and
assigns, for its and their own use and benefit forever.
The Donor hereby warrants to the Donee that the Donor
is the | awful owner of the Inprovenents, that the
| nprovenents are free and clear of all liens and that
t he Donor has the right to donate the |nprovenents.

Fromtime to tine after the O osing, Donor shal
execute and deliver all such other instrunents and
shal |l take all such other action as Donee may reason-
ably request to nore effectively transfer to and vest
in Donee, and to put Donee in possession of, any of the
| nprovenents.

This Bill of Sale shall be governed by, and con-

strued in accordance with, the laws of the State of

Ohio, without regard to the conflicts of |laws and rul es

of such state.
M. Kaplan did not acknowl edge his signing the bill of sale on
behal f of KQC in the presence of two witnesses.® Nor did M.
Kapl an acknow edge his signing the bill of sale on behalf of KQC
before a judge of a court of record in Chio or a clerk thereof, a

county auditor, a county engineer, a notary public, a mayor, or

5As a result, there were not two witnesses who attested to
M. Kaplan's signing the bill of sale on behalf of KQC and who
subscri bed their nanes to such attestation
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county court judge.” It was not until March 27, 2000, that KQC
gave TMC the bill of sale.

On Decenber 31, 1999, M. Kaplan on behalf of KQC and M.
Villarreal on behalf of TMC executed an anendnent to the Apri
21, 1997 |l ease (|l ease anendnent). The |ease anendnent provided
in pertinent part:

VWHEREAS, Lessor [KQC] and Lessee [TMC] did enter
into a | ease agreenent dated the 21 day of April, 1997
[April 21, 1997 |ease] (hereinafter referred to as the
“Lease”) relating to a child care facility located in
Hel ena, Ohio (the “Project”); and

WHEREAS, sinultaneously with the execution of this
Lease Anmendnent, the Lessor has conveyed all of its
rights, title and interest in and to the building and
all other inprovenents relating thereto which conprises
the Project; and

VWHEREAS, the parties are desirous of nodifying and
anmendi ng the Lease to reflect the transfer of the
ownership of the inprovenents from Lessor to Lessee.

NOW THEREFORE, in consideration of the nutua
covenants and conditions, the receipt and sufficiency
of which are hereby acknow edged, the parties hereto do
agree as foll ows:

1. Paragraph 1 of the Lease is hereby nodified
and anended to reflect that the Dem sed Pre-

m ses now shall include only the | and upon
whi ch the buil ding and I nprovenents are | o-
cat ed.

2. The rent is hereby reduced to $437.50 per
nmont h.

"As a result, there was no such person who certified M.
Kapl an’ s acknow edgnment of his signing the bill of sale on behalf
of KQC and who subscri bed such person’s nanme to a certificate of
such acknow edgnent.
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4. Any and all other provisions of the Lease
which reflect any rights of ownership of
Lessor in the Inprovenents shall be deened
hereby deleted. It is the intent of the
parties to revise the Lease to reflect solely
t he ownership by the Lessor of the |and.

5. Except as herei nabove nodified, the Lease
remains in full force and effect.

An Ernst & Young nenorandum dated January 11, 2000 that was

prepared under Ms. Schadl e’ s supervision stated in pertinent

part:

FACTS

The Transaction

KQC I nvestors, Inc. (“KQC'), a North Carolina limted
l[iability conpany, is owned by Hal Kaplan, Dean

Cal dwel | and Matthew Marceron. KQC purchased a child
care facility located in Helena, Chio. In April of
1997, KQC entered into an operating | ease with Texas

M grant Counsel [sic], Inc. (“Texas”) [TMC] relating to
said facility. Texas qualifies as an exenpt organi za-
tion under I RS 8501(c)(3).

KQC s cost basis in the facility is approxi mately
$125,000. Since April of 1997, Texas has made substan-
tial |easehold inprovenents to the facility. KQC
estimates that Texas spent approxi mately $800, 000 on

t hese i nprovenents. After the inprovenents were com
pl eted, the building was apprai sed at a val ue of

$1, 000, 000. No depreciation was taken on these | ease-
hol d i nprovenents by either KQC or Texas, nor were the
| easehol d i nprovenents ever carried on the books of

KQC.

On Decenber 31, 1999, KQC and Texas entered into an
agreenent whereby KQC agreed to transfer and assign al
of its rights, title and interest in and to the buil d-
ing (including the | easehold inprovenents) to Texas as
a charitable contribution. The owners of KQC intend to
take a charitable contribution deduction for the ful
fair market value of this property.
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The Opinion Letter

Bl anco, Tackabery, Conbs & Matanoros, P. A, Kaplan’'s
law firm has provided an opinion letter stating that
various parts of the | ease agreenent indicate that
title to the | easehold inprovenents i medi ately vested
with KQC and that Texas had only possessory rights
subject to the | ease agreenent. According to this
letter, the follow ng are specific provisions of the

| ease that support this interpretation

. In the event of an entire condemation, the
award for any such taking shall be paid to
t he Lessor;

. Property owned by KQC is identified to in-

clude “inprovenents erected or |ocated on the
Parcel, or affixed thereto”;

. Al'l insurance proceeds wth regard to the
bui l di ng and i nprovenents are the property of
KQC,
. Texas is required, upon term nation of the
| ease, to surrender the possession of the
prem ses, which includes all inprovenents.
The Lease

The Lease Agreenent contains no specific nention of
conveying the title to the inprovenents. See the Lease
Agreenent, dated April 1997, for specific |ease terns
and conditions negoti ated between Texas and KCQC.

| SSUES

Were the | easehol d i nprovenents nmade by Texas the
property of KQC prior to the term nation of the |ease,
thereby entitling KQC to a charitable contribution
deduction under IRC 8170(b)(1)(C equal to the fair
mar ket val ue of the renovated property?

CONCLUSI ON

There is exposure in taking the position that once the
i nprovenents to the property were nade [by TMC], title
to such inprovenents vested immediately with KQC. Due
to the substantial dollar anmount involved, the IRS is
likely to question the ownership of the inprovenents

| ocated on the property. Based on previous determ na-
tions made in this area, it is very likely that the IRS
will take the position that these inprovenents should
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not be considered the property of KQC while the | ease
was still in effect. Accordingly, KQ s deduction may
be limted to the fair market value of the property at
the time of the donation excluding the renovations made
by Texas.

DI SCUSSI ON AND ANALYSI S

The predom nant issue is that of establishing ownership
of the | easehold inprovenents at the tine of transfer.
There are two positions on this: a) the |easehold

i nprovenents i medi ately vested in KQC when made,
subject only to the possessory rights of Texas under
the | ease agreenent or b) the |easehold inprovenents do
not beconme the property of KQC until term nation of the
| ease agreenent.

* * * * * * *

KQC had a basis only of approximtely $125,000 in the
property when they donated it to Texas. KQC made no
investnment in the significant inprovenents nade by
Texas and had no depreciable interest in them There-
fore, based on the nunerous case | aw and opi ni ons of
the Service discussed above, significant risk ensues as
to whether or not the Service will allow KQC a full
fair market value charitable contribution deduction.

Lease Terns

Additionally, the specific terms of the | ease should be
considered in determ ning ownership of the | easehold

i nprovenents. As enunerated in the facts above,
Kaplan’s law firm has provided what they believe to be
provi sions of the | ease agreenent that support the

interpretation that ownership resided with KQC. It is
inportant to note a few facts regardi ng these provi -
sions. In the event of a total condemation, the |ease

agreenent shall also termnate. Accordingly, ownership
in the inprovenents may be interpreted to reside with
KQC as a result of the termnation of the | ease rather
than as a result of the condemmation. Additionally,
while the | ease agreenent does include all inprovenents
in the description of property owned by KQC, this sane
section states that KQC agrees to “let” and Texas
agrees to take from KQC “said property”. This state-
ment therefore does not clearly indicate ownership of

| easehol d i nprovenents made during the termof the

| ease agreenent. * * * The | ast provision provided by
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the attorneys involves the requirenent that Texas
surrender the possession of all inprovenents upon
termnation of the |ease. This seens to be an indica-
tion that the inprovenents are presently the property
of Texas while the | ease agreenent is still in effect,
rather than an indication that they are not.
It should be further noted that Section 14, Fire and
Casualty, of the |ease agreenent between Texas and KQC
states the foll ow ng:
| f and when Lessee shall conplete all denolition,
restoration, repair, replacenent and rebuilding
which Lessee is required to carry out under this
par agr aph, then any bal ance of insurance proceeds
then held by Lessee shall be retained by Lessee
free of trust.
Were the |l essee is able to keep insurance proceeds in
excess of required replacenents, there is an indication
t hat ownership of land and i nprovenents reside with the
| essee during the | ease term
During the period January through March 2000, TMC paid
$1,600 a nonth rent to KQC (or a total of $4,800), which was the
anmount of nonthly rent that TMC was required to pay to KQC under
the April 21, 1997 lease. In April 2000, KQC refunded such
nonthly rent (or a total of $4,800) to TMC and sent it an invoice
for each of the nonths January, February, and March 2000 t hat
showed nmonthly rent due of $437.50, which TMC paid. Thereafter,
t hrough March 2001, TMC paid rent to KQC of $437.50 a nonth.
On June 29, 2000, KQC tinely filed Form 1065, U.S. Partner-
ship Return of Incone, for 1999 (KQC s 1999 return). GCeorge S
Tutor (M. Tutor), who was a tax manager with Ernst & Young in
2000 when KQC s 1999 return was being prepared, signed that

return as return preparer. M. Tutor supervised David Johnston
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(M. Johnston), who was a tax specialist wwth Ernst & Young in
2000 when KQC s 1999 return was bei ng prepared and who prepared
KQC s 1999 return on the basis of information provided to him by
KQC. M. Tutor, inter alia, reviewed KQC's 1999 return and
satisfied hinself that he was able to sign that return as return
pr epar er.

During the course of preparing KQC s 1999 return, M.
Johnston had di scussions with M. Marceron about KQC s cl ai ned
noncash charitable contribution to TMC. |In those discussions,
M. Marceron informed M. Johnston that KQC had contributed to
TMC, a nonprofit organization, a building |ocated on the inproved
property on Maple Street, which had a cost basis of $95,000 on
KQC s books and an appraised value of $1 mllion. M. Marceron
explained to M. Johnston that the value of the building that KQC
clainmed to have given to TMC had increased to $1 million because
TMC made i nprovenents to that building. In the discussions that
M. Johnston had with M. Marceron about KQC s cl ai med noncash
charitable contribution to TMC, M. Marceron indicated that he
believed that claimng a deduction with respect to such cl ai ned
charitable contribution would be a “push”; that is to say, M.
Marceron believed that there was a substantial risk that respon-
dent woul d di sall ow any such cl ai ned deducti on.

M. Marceron conpleted portions, but not all, of Form 8283,

Noncash Charitable Contributions (Form 8283), with respect to the
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purported contribution to TMC and sent it to M. Johnston for his
review. M. Johnston reviewed Form 8283 that M. Marceron had
prepared and informed M. Marceron, inter alia, that Part |V,
Donee Acknow edgnment (donee acknow edgnent), had to be conpl eted
by TMC, the purported donee, before KQC included it, as required,
wth the tax return that it was filing for 1999.

KQC, and not Ernst & Young, handl ed the actual filing of
KQC s 1999 return. In that return, KQC clainmed a noncash chari -
table contribution of $1,025,000. |In the section entitled
“Deductions” in Schedule K, Partners’ Shares of Incone, Credits,
Deductions, etc., KQC showed a charitable contribution of
$1,025,000. In an explanatory statenment attached to that sched-
ul e, KQC described that claimed contribution as “TEXAS M GRANT
SCHOOL PROPERTY--HELENA, OH'. Form 8283 that KQC included as
part of KQC s 1999 return (KQC s Form 8283) indicated that the
name of the organization to which KQC clainmed it gave certain
noncash property was “Texas M grant School Property” and gave the
foll ow ng description of the property that KQC clainmed it gave to
TMC. “Maple Street, Hel ena, Sandusky County, OH'. KQC s Form
8283 indicated that the donated property was “Real Estate” and
that the condition of such property was “good”. KQC s Form 8283
showed the fair nmarket value of the clained donated property as

$1,025,000.8 1In disregard of M. Johnston’s advice that, before

M. Munford s Decenber 17, 1999 letter indicated that a
(continued. . .)
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KQC filed KQC s 1999 return, KQC was required to have TMC, the
purported donee, conplete the donee acknow edgnent in KQC s Form
8283, such donee acknow edgnent was left blank.® 1In addition,
KQC' s Form 8283 did not contain: (1) KQC s nanme and taxpayer
identification nunber, (2) the date and nmanner of KQC s acqui si -
tion of the property purportedly contributed, and (3) the cost or

ot her basis of the property purportedly contributed, adjusted as

8. ..continued)
prelimnary real estate appraisal of KQC s |land, the 1958 school
building on that land as well as the inprovenents thereto nade by
TMC, other inprovenents to KQC s |and nmade by TMC, and the new
buil ding built on that |and by TMC was $1, 025, 000.

°The donee acknow edgrment in Form 8283 required the foll ow
ing information to be provided by the charitabl e organization
receiving the clained noncash charitable contribution:

This charitabl e organi zati on acknow edges that it is a
qual i fied organi zati on under section 170(c) and that it
recei ved the donated property as described in Section

B, Part | [of Form 8283], above on »

(Dat e)

Furthernore, this organization affirnms that in the
event it sells, exchanges, or otherw se di sposes of the
property described in Section B, Part | (or any portion
thereof) within 2 years after the date of receipt, it
will file Form 8282, Donee Information Return, with the
| RS and give the donor a copy of that form This
acknow edgnent does not represent agreenent with the
clainmed fair market val ue

Does the organization intend to use the property for an
unrelated use? . . . . . . . . . . . . . »GYes G No

An aut hori zed representative of the charitabl e organization
receiving the clained noncash charitable contribution was re-
quired (1) to provide in the donee acknow edgnent in Form 8283
t he nane of such organization, its enployer identification
nunber, and its address and (2) to sign and date such donee
acknow edgnent .



provi ded by section 1016.

Nei t her Ms. Schadle, M. Tutor, nor M. Johnston was aware
that TMC had constructed a new building on KQC's land with HHS s
grant funds. Nor was any of themaware that KQC was reporting in
KQC' s 1999 return a charitable contribution in an anbunt equal to
the prelimnary real estate appraisal (i.e., $1,025,000) set
forth in M. Munford s Decenber 17, 1999 letter of KQC s | and,
the 1958 school building on that land as well as the inprovenents
thereto nade by TMC, other inprovenents to KQC s | and made by
TMC, and the new building constructed on that |and by TMC.

M. Kaplan and Ms. Kaplan (collectively the Kaplans), M.
Marceron and Ms. Marceron (collectively the Marcerons), and M.
Cal dwell and Ms. Caldwell (collectively the Caldwells) tinely
filed their respective Forns 1040, U. S. Individual |Inconme Tax
Returns, for 1999 (petitioners’ respective returns). |In peti-
tioners’ respective returns, the Kaplans, the Marcerons, and the
Caldwell s clainmed the foll owi ng anounts of noncash charitable
contribution deductions attributable to KQC's claimng in KQC s

1999 return a noncash charitable contribution to TMC of

$1, 025, 000:
Amount of d ai ned
Petitioners Charitable Contribution
The Kapl ans $608, 850
The Marcerons 51, 250
The Cal dwel |l s 364, 900

(We shall refer to the respective noncash charitable contribution
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deductions that the Kaplans, the Marcerons, and the Cal dwel|ls
claimed in petitioners’ respective returns as petitioners’
respective cl ai med noncash charitable contribution deductions.)

On or about February 8, 2001, respondent’s revenue agent
notified M. Marceron that KQC s 1999 return was under exani na-
tion. Thereafter, but before March 13, 2001, KQC asked M.

Mat anoros to prepare a general warranty deed transferring the

i nproved property on Maple Street to TMC. M. Matanoros prepared
such a deed (KQC' s deed). On March 13, 2001, M. Kaplan on
behal f of KQC signed KQC's deed in the presence of M. Marceron
and M. Matanoros and acknow edged such signing before M.

Mat anoros, a notary public. On March 22, 2001, KQC s deed was
filed with the auditor of Sandusky County, Ohio. As of Decenber
20, 2001, TMC was unaware of KQC s deed.

M. Marceron sent a letter to TMC dated January 8, 2002 (M.
Marceron’s January 8, 2002 letter). That letter stated in
pertinent part:

Pl ease find encl osed our [KQC s] check #1135 in the

amount of Ten Thousand Five Hundred Dol | ars

($10, 500. 00) representing overpaynent of rent for the

period fromJanuary 1, 2000 through Decenber 31, 2001

A review of our records indicates that you [ TM] have

continued to pay rent on the real estate, which our

partnership [KQC] believed that it owned, adjacent to
the property that we gifted to the Head Start Center in

Decenber 1999. It was not our intent to charge you
rent on the property that we have in fact gifted to
Texas M grant Council, Inc.

Al so enclosed is a copy of the Deed [ KQC s deed] pre-
pared by our attorney to evidence conpletion of our
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intended gift. W understand you have been unable to
| ocate a copy of this deed in your files.

M. Marceron enclosed with M. Marceron’s January 8, 2002 letter
(1) a $10,500 check payable to TMC and (2) a copy of KQC s deed.

Respondent issued respective notices of deficiency (notices)
to the Kaplans, the Marcerons, and the Caldwells. (W shal
refer to the respective notices to the Kaplans, the Marcerons,
and the Caldwells as petitioners’ respective notices.) 1In
petitioners’ respective notices, respondent determ ned, inter
alia, to disallow petitioners’ respective cl ai med noncash chari -
tabl e contribution deductions. |In petitioners’ respective
noti ces, respondent further determ ned that the Kaplans, the
Mar cerons, and the Caldwells are |iable for the accuracy-rel ated
penal ty under section 6662(a).

OPI NI ON

Al t hough respondent nust have commenced respondent’s exam -
nation of petitioners’ respective returns after July 22, 1998,
petitioners in each of these cases do not address section
7491(a). On the record before us, we conclude that petitioners’
burden of proof in each of these cases, see Rule 142(a); Welch v.
Hel vering, 290 U. S. 111, 115 (1933), does not shift to respondent
under section 7491(a) with respect to such petitioners’ respec-

tive deficiencies in tax that respondent determ ned.!® Moreover

°0On the record before us, we also find that petitioners in
each of these cases have failed to carry their burden of estab-
(continued. . .)



- 36 -
deductions are strictly a matter of |egislative grace, and the
t axpayer bears the burden of proving entitlenent to the deduction

claimed. [NDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84 (1992).

We turn first to the issue presented under section 170. The
parties agree that, in order to be entitled to petitioners’
respective cl ai med noncash charitable contribution deducti ons,
petitioners nust establish, inter alia, that KQC s clained
noncash charitable contribution to TMC on Decenber 31, 1999, of
the inproved property on Maple Street!! qualifies as a charitable
contribution under section 170(a).'* (W shall hereinafter refer
to KQC s cl ai ned noncash charitable contribution to TMC on
Decenber 31, 1999, as KQC s cl ai med noncash charitable contribu-
tion to TMC.) The parties also agree that, in order for KQC s
cl ai med noncash charitable contribution to TMCto qualify as a
charitable contribution under section 170(a), the follow ng

essential elenments of a valid inter vivos gift (essential ele-

10, .. conti nued)
lishing that they satisfied the applicable requirenents of sec.
7491(a) (2).

1The inproved property on Maple Street consisted of KQC s
| and and 1958 school building that KQC purchased in 1997 and any
i nprovenents made by TMC to that property, including the new
buil ding that TMC constructed thereon with HHS s grant funds.

12Sec. 170(a) generally allows a taxpayer a deduction for
any charitable contribution, as defined in sec. 170(c), made
during the taxable year. Sec. 170(c) defines the term“charita-
ble contribution” to nmean a contribution or gift to or for the
use of one or nore specified organizations. The parties agree
that KQC is one of the organizations specified in sec. 170(c).
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ments of a bona fide inter vivos gift) nust be present:

(1) a donor conpetent to nake the gift; (2) a
donee capable of taking the gift; (3) a clear
and unm st akable intention on the part of the
donor to absolutely and irrevocably divest
himsel f of the title, dom nion, and control

of the subject matter of the gift, in
praesenti; (4) the irrevocable transfer of
the present legal title and of the dom nion
and control of the entire gift to the donee,
so that the donor can exercise no further act
of dom nion or control over it; (5) a deliv-
ery by the donor to the donee of the subject
of the gift or of the nost effectual neans of
commandi ng the dom nion of it; (6) acceptance
of the gift by the donee * * *

GQuest v. Comm ssioner, 77 T.C. 9, 15-16 (1981) (quoting Wil v.

Conm ssioner, 31 B.T.A 899, 906 (1934), affd. 82 F.2d 561 (5th

Gr. 1936)).

The parties disagree over whether all of the essential
el emrents of a bona fide inter vivos gift were present on Decenber
31, 1999, with respect to KQC s clainmed noncash charitable
contribution to TMC. According to petitioners, all of those
el ements were present on that date. Although respondent agrees
that certain of those el enents were present on Decenber 31, 1999,
respondent disagrees that all of those el enents were present on

that date (or at any other tinme in 1999).%

BBRespondent acknow edges, inter alia, that KQC owned and
was thus conpetent to nake a gift of KQC s I and and 1958 school
bui l di ng. However, respondent contends that KQC did not own, and
that the U S. Governnent had an interest in, the new buil ding
that TMC constructed on KQC s land with HHS s grant funds. As a
result, according to respondent, KQC was not conpetent to give
the new building to TMC. Respondent al so contends that in 1999:

(continued. . .)
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On the record before us, we find that petitioners in each of
t hese cases have failed to carry their burden of establishing
that all of the essential elenents of a bona fide inter vivos
gift were present on Decenber 31, 1999 (or at any other tine in
1999) with respect to KQC s cl ai med noncash charitabl e contri bu-
tion to TMC. W shall address only whether one of those el enents
was present on that date (or at any other tinme in 1999), viz,
whet her KQC nmade an irrevocable transfer to TMC of legal title to
the inproved property on Maple Street or to any portion of such
property. That is because our resolution of that question is
determ native of the issue under section 170 presented in these
cases.

I n support of their position that in 1999 KQC made an
irrevocable transfer to TMC of legal title to the inproved
property on Maple Street or to the 1958 school building and the

new buil ding on KQC s |l and, * petitioners argue:

13(...continued)
(1) Although KQC intended to nake a gift to TMC, KQC did not nake
agift to TMC, (2) KQC did not irrevocably transfer to TMC | egal
title to and control over the inproved property on Maple Street
or any portion of such property; (3) KQC did not deliver a gift
to TMC, and (4) TMC did not accept KQC s clai med noncash charita-
ble contribution to TMC.

Yln KQC's 1999 return, KQC reported KQC s cl ai ned noncash
charitable contribution to TMC of the inproved property on Mple
Street, i.e., KQC s land and 1958 school building that KQC
purchased in 1997 and any inprovenents nmade by TMC to that
property, including the new building that TMC constructed with
HHS s grant funds. On brief, petitioners appear to nuddle their
position as to what they claimKQ gave to TMC on Dec. 31, 1999.

(continued. . .)
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KQC nmade an effective conveyance of its interest
in the inprovenents on Decenber 31, 1999, as evidenced
by the bill of sale * * * and by the testinony of M.
Kaplan * * *.  The bill of sale was executed by KQC to
convey all of its rights, title and interest in and to
the inmprovenents and warrants that KQC is the |awful
owner of the inprovenents, which are free and cl ear of
all liens, and that KQC has the right to donate the
i nprovenents. These steps were taken in accord with
t he advi ce and recommendati on of M. Matanoros * * *
and using the formthat M. Matanoros had provi ded
* *x * The bill of sale was signed by the then Presi-
dent of TMC evi dencing the acceptance of the contri bu-
tion by TMC for the express consideration of ONE DOLLAR
($1.00) only.

The deed issued and recorded in March, 2001,
merely docunents the manifest intent of the parties in
Decenber, 1999. Until this formality was conpl eted, as
between the parties, the |ong-standing common | aw rule
in Chio is that the grantee of a defective conveyance
has an equitable interest that can be enforced agai nst
the grantor. * * * This substance of this rule is now
exists in Chio Revised Code 8§ 5301.25, which permts
only a bona fide purchased for value that does not have
knowl edge of a prior conveyance that has not been
recorded to defeat such conveyance. * * *

There was a clear and unm st akable intention on
the part of KQCto transfer, in praesenti, all of the
title, domnion and control of the inprovenents to the
Hel ena property in Decenber 1999. The subsequent deed
to the land was executed and recorded in March 2001,
relating back to the contribution on Decenber 31, 1999.
KQC has parted with all dom nion and control over the
property in favor of TMC. Presum ng that the bill of
sal e in Decenber 1999 operates to convey only the
ownership of the inprovenents, it is an absolute and

¥4(...continued)
At times, petitioners appear to argue on brief that KQC gave to
TMC on Dec. 31, 1999, the 1958 school building and the new
buil ding on KQC s | and, but not KQC s |land. At other tines,
petitioners appear to argue on brief that KQC gave TMC on Dec.
31, 1999, the inproved property on Maple Street. Because peti -
tioners’ position on brief is not clear, we shall consider
whet her KQC nade a gift to TMC on Dec. 31, 1999, of the inproved
property on Maple Street or any portion of such property.
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conpl ete conveyance. TMC retains no interest in the

i nprovenents. Conveyance of the inprovenents subject
to a |l and | ease has been recogni zed as a deducti bl e
charitable contribution. Arbor Towers Associates, Ltd.
v. Comm ssioner, 1999 T.C Meno 213. The substance of
this gift is substantially nore than the right to use
the inprovenents rent-free. |[Reproduced literally.]

Petitioners’ argunment fails to address the requirenments of
Chio |l aw (di scussed bel ow) that nust have been satisfied in order
to establish one of the essential elenents of a bona fide inter
vivos gift with respect to KQC s cl ai ned noncash charitable
contribution to TMC, viz, that KQC nade an irrevocable transfer
to TMC of legal title to the inproved property on Maple Street or
to any portion of such property. On the record before us, we
reject petitioners’ argunment that on Decenber 31, 1999, KQC nade
such an irrevocabl e transfer.

Wth respect to the bill of sale on which petitioners rely,
that bill of sale purports to convey to TMC all of KQC s rights,
title, and interest in and to only the “inprovenents” on KQC s
land, and not to KQC s land itself. Wth respect to the “im
provenents” to which the bill of sale referred, the parties
di sput e whet her such “inprovenents” consisted of the 1958 school
bui | di ng, as respondent mai ntains, or both the 1958 school
bui |l di ng and the new building that TMC constructed on KQC s | and
with HHS s grant funds, as petitioners maintain. W need not

resolve that dispute.'® That is because, assum ng arguendo that

5\\¢ note, however, that, when M. Matanoros prepared the
(continued. . .)
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the inmprovenents to which the bill of sale referred consisted of
both the 1958 school building and the new building that TMC
constructed on KQC's land with HHS s grant funds, on the record
before us, we find that petitioners in each of these cases have
failed to carry their burden of establishing that on Decenber 31,
1999 (or at any other tinme in 1999) KQC nmade an irrevocabl e
transfer to TMC of legal title to either such 1958 school buil d-
ing or such new building. On that record, we further find that
petitioners in each of these cases have failed to carry their
burden of proving that on Decenber 31, 1999 (or at any other tine
in 1999) KQC nade an irrevocable transfer to TMC of legal title
to KQC's land or to the inproved property on Maple Street.1®

The parties agree that we nust look to the law of the State
of Chio (Ohio law) in order to determ ne whether on Decenber 31,

1999 (or at any other tinme in 1999) KQC nade an irrevocabl e

15, .. conti nued)
bill of sale for KQC, he was not aware that TMC had constructed a
new building on KQC s land with HHS s grant funds.

%] ndeed, as petitioners acknow edge, the bill of sale on
whi ch they rely does not even purport to transfer KQC's land to
TMC. Moreover, we reject petitioners’ suggestion that the
general warranty deed pertaining to the inproved property on
Mapl e Street that M. WMatanoros prepared for KQC between Feb. 8
and Mar. 13, 2001, and that M. Kapl an executed on behalf of KQC
on Mar. 13, 2001, relates back to the bill of sale that M.
Kapl an executed on behal f of KQC on Dec. 31, 1999, thereby
supporting petitioners’ position that on that date KQC nade an
irrevocable transfer to TMC of legal title to the inproved
property on Maple Street or to any portion of such property.
Petitioners do not cite, and we have not found, any authority
supporting such a suggestion.
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transfer to TMC of legal title to the inproved property on Maple
Street or to any portion of such property. The Suprenme Court of
Chio has held: “Wether or not recorded, a deed in Ohio passes

title upon its proper execution and delivery, so far as the

grantor is able to convey it.” Wayne Bldg. & Loan Co. of Woster

V. Yarborough, 228 N E. 2d 841, 853 (Chio 1967); see al so Kni ebbe

v. Wade, 118 N.E.2d 833, 835 (Chio 1954).

Wth respect to the requirenent of “proper execution”, Chio
law in effect in 1999 required that, in order for a deed of any
interest in real property to be executed properly, the

deed * * * shall be signed by the grantor * * *. The

signing shall be acknow edged by the grantor * * * in

the presence of two witnesses, who shall attest the

signing and subscribe their nanes to the attestation.

The signing shall be acknow edged by the grantor * * *

before a judge or clerk of a court of record in this

state, or a county auditor, county engineer, notary
public, or mayor, who shall certify the acknow edgnent

and subscribe his nane to the certificate of the ac-
know edgnent .

Ohi o Rev. Code Ann. sec. 5301.01 (Anderson 1999). (W shal
hereinafter refer to Ghio Rev. Code Ann. sec. 5301.01 (Anderson
1999) in effect in 1999 as section 5301.01 of the Onhio Revised
Code in effect in 1999.) As pertinent here, effective February
1, 2002, there was an anendnent (2002 amendnent) of section
5301.01 of the Chio Revised Code in effect in 1999, which del eted

t he second sentence thereof (quoted above). |If a deed!” was

Al t hough KQC used a docunent entitled “Bill of Sale”,
respondent does not appear to suggest that such docunent may not
(continued. . .)
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executed prior to February 1, 2002, the effective date of the
2002 anmendnent, and was not acknow edged in the presence of, or
was not attested by, two w tnesses, but was signed by the grantor
and acknow edged by the grantor before a judge or clerk of a
court of record in Chio, or a county auditor, county engi neer,
notary public, or a mayor, who certified the acknow edgnent and
subscribed his or her nanme to the certificate of the acknow edg-
ment, as required by section 5301.01 of the Chio Revised Code in
effect in 1999, inter alia, the instrunment is deemed executed
properly and is presuned to be valid unless the signature of the
grantor was obtained by fraud. ©GChio Rev. Code Ann. sec. 5301.01
(Lexi sNexi s Supp. 2005).

On the record before us, we find that the bill of sale that
M. Kaplan executed on behal f of KQC on Decenber 31, 1999, was
not properly executed in accordance with section 5301. 01 of the
Ohi o Revised Code in effect in 1999 and, as pertinent here, the
2002 anmendnent. That is because the signing of the bill of sale
by M. Kaplan on behalf of KQC was not acknow edged by hi mon
behal f of KQC before a judge or clerk of a court of record in
Chio, a county auditor, county engineer, notary public, or mayor,
who certified the acknow edgnment and subscri bed his or her nanme

to the certificate of the acknow edgnent.

(... continued)
constitute a deed for purposes of Chio law. Thus, we shall
proceed on the assunption that such docunent may constitute a
deed for purposes of Chio | aw
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Wth respect to the additional requirenment of Chio |aw that,
in order to pass title, there nmust be delivery of a properly

execut ed deed, Wayne Bl dg. & Loan Co. of Woster v. Yarborough,

supra, on the record before us, we find that that additional
requi renent was not satisfied on Decenber 31, 1999 (or at any
other tinme in 1999). W have found that KQC did not deliver the
bill of sale to TMC until March 27, 2000. 18

We have found on the record before us that petitioners in
each of these cases have failed to carry their burden of estab-
lishing that on Decenber 31, 1999 (or at any other tinme in 1999)
KQC nmade an irrevocable transfer to TMC of legal title to the
i nproved property on Maple Street or to any portion of such
property. On that record, we further find that petitioners in
each of these cases have failed to carry their burden of estab-
lishing that all of the essential elenments of a bona fide inter
vivos gift were present on Decenber 31, 1999 (or at any other
time in 1999) with respect to KQC s cl ai med noncash charitable

contribution to TMC. °

8On brief, petitioners acknow edge that TMC did not receive
the bill of sale fromKQC until Mar. 27, 2000. W rejected above
petitioners’ suggestion that the general warranty deed pertaining
to the inproved property on Maple Street that M. Kaplan executed
on behalf of KQC on Mar. 13, 2001, relates back to the bill of
sale and thereby effected in 1999 an irrevocable transfer by KQC
to TMC of legal title to such property or any portion of such
property. See supra note 16.

Consequently, we need not address whether on Dec. 31, 1999
(or at any other tinme in 1999) the renmaining essential elenents
(continued. . .)
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Based upon our exam nation of the entire record before us,
we find that petitioners in each of these cases have failed to
carry their burden of establishing that under section 170 they
are entitled for 1999 to petitioners’ respective clainmed noncash
charitable contribution deductions or to any ot her deductions
attributable to KQC s cl ai nred noncash charitable contribution to
TMC of the inproved property on Maple Street or any portion of

such property.

19C. .. continued)
of a bona fide inter vivos gift that are in dispute were present
wWth respect to KQC s claimed noncash charitable contribution to
TMC. Nor do we have to address respondent’s position that
petitioners in each of these cases have failed to carry their
burden of show ng that they substantially conplied with all of
t he substantiation requirenents under sec. 170 and the regul a-
tions thereunder. W note, however, that M. Minford s Decenber
17, 1999 letter (1) did not contain the actual or expected date
of a charitable contribution of all or a portion of the inproved
property on Maple Street that was the subject of that letter,
(2) did not indicate that M. Munford prepared it in order to
substantiate a charitable contribution for tax purposes, and
(3) made no reference to the notice of Federal interest that on
May 15, 1998, was filed with respect to the inproved property on
Mapl e Street with the Sandusky County recorder’s office. W also
note (1) that KQC s Form 8283 included as part of KQC s 1999
return did not contain certain information required by that form
(e.g., the date and manner of KQC s acquisition of the property
purportedly contributed to TMC or the cost or other basis of such
property, adjusted as provided by sec. 1016) and (2) that the
donee acknow edgnent in that formwas not conpleted by TMC but
was |left blank. Finally, in light of our finding that petition-
ers have failed to carry their burden of establishing that all of
the essential elenents of a bona fide inter vivos gift were
present on Dec. 31, 1999 (or at any other tinme in 1999) with
respect to KQC s cl ai mned noncash charitable contribution to TMC,
we need not address the parties’ dispute over the fair market
val ue of any such clained contribution. 1In this regard, we need
not make any comments in addition to the comments that we nade at
the trial in these cases with respect to the parties’ respective
experts and such experts’ respective reports.
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We turn now to the issue presented under section 6662.
Respondent determ ned that petitioners in each of these cases are
liable for 1999 for the accuracy-related penalty under section
6662(a) because of a gross valuation m sstatenent under section
6662(h). In the alternative, respondent determ ned that peti-
tioners are liable for 1999 for that penalty because of negli-
gence or disregard of rules or regul ati ons under section
6662(b) (1) or a substantial understatenent of tax under section
6662(b)(2). On brief, respondent concedes that if the Court were
to find that petitioners are not entitled for 1999 to the respec-
tive charitable contribution deductions that they are claimng
“on the ground that KQC did not transfer property to TMC in 1999,
or on the ground that KQC did not neet the substantiation re-
quirenments of .R C 8 170", petitioners would not be liable for
the accuracy-rel ated penalty because of a gross valuation m s-
statenent under section 6662(h). Consequently, we consider only
respondent’s alternative argunent that petitioners are |liable for
the accuracy-rel ated penalty under section 6662(a) because of
negl i gence or disregard of rules or regul ati ons under section
6662(b) (1) or a substantial understatenent of tax under section
6662(b) (2).

Section 6662(a) inposes an accuracy-related penalty equal to
20 percent of the underpaynent of tax attributable to, inter

alia, a substantial understatenent of tax, sec. 6662(b)(2). An
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understatenent is equal to the excess of the anobunt of tax
required to be shown in the tax return over the anount of tax
shown in the tax return, sec. 6662(d)(2)(A), and is substanti al
in the case of an individual if it exceeds the greater of 10
percent of the tax required to be shown or $5, 000, sec.
6662(d) (1) (A .

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent if it is shown that there
was reasonabl e cause for, and that the taxpayer acted in good
faith with respect to, such portion. Sec. 6664(c)(1l). The
determ nati on of whether the taxpayer acted wi th reasonabl e cause
and in good faith depends on the pertinent facts and circum
stances, including the taxpayer’s efforts to assess such tax-
payer’s proper tax liability, the know edge and experience of the
t axpayer, and the reliance on the advice of a professional, such
as an accountant or an attorney. Sec. 1.6664-4(b)(1), Inconme Tax
Regs. The determ nation of whether a taxpayer acted with reason-
abl e cause and in good faith with respect to an underpaynent that
is related to an itemreflected in the return of a passthrough
entity is nmade on the basis of all the pertinent facts and
ci rcunst ances, including the taxpayer’s own actions, as well as
the actions of the passthrough entity. Sec. 1.6664-4(e), |ncone
Tax Regs. Reliance on the advice of a professional does not

necessarily denonstrate reasonabl e cause and good faith unless,
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under all the circunstances, such reliance was reasonable and the
taxpayer acted in good faith. Sec. 1.6664-4(b)(1), |Incone Tax
Regs. In this connection, a taxpayer mnmust denonstrate that the
t axpayer’s reliance on the advice of a professional concerning

substantive tax | aw was objectively reasonable. Goldman v.

Conmm ssioner, 39 F.3d 402, 408 (2d Cr. 1994), affg. T.C. Meno.

1993-480. In the case of clained reliance on the accountant who
prepared the taxpayer’s tax return, the taxpayer nust establish
that correct and conplete informati on was provided to the accoun-
tant and that the itemincorrectly omtted, clainmed, or reported
in the return was the result of the accountant’s error. See

West br ook v. Conm ssioner, 68 F.3d 868, 881 (5th Gr. 1995),

affg. T.C. Menp. 1993-634; Weis v. Conm ssioner, 94 T.C 473, 487

(1990); Ma-Tran Corp. v. Conm ssioner, 70 T.C. 158, 173 (1978).

Respondent has the burden of production under section
7491(c) wth respect to the accuracy-rel ated penalty under
section 6662(a). To neet that burden, respondent nust cone
forward with sufficient evidence showing that it is appropriate

to inpose the accuracy-related penalty. Higbee v. Conmm Ssioner,

116 T.C 438, 446 (2001). Although respondent bears the burden
of production with respect to the accuracy-rel ated penalty at

i ssue, respondent “need not introduce evidence regardi ng reason-
abl e cause, substantial authority, or simlar provisions. * * *

t he taxpayer bears the burden of proof with regard to those



i ssues.” 1d.

On brief, petitioners in each of these consolidated cases
indicate that they are not disputing certain determnations in
petitioners’ respective notices that gave rise to a portion of
the respective deficiencies that respondent determ ned. W have
sustai ned the remaining determnations in petitioners’ respective
notices that petitioners in each of these cases have contested
and that gave rise in large part to the respective deficiencies
t hat respondent determined. As a result, the deficiency determ -
nations in petitioners’ respective notices are sustained in full.
On the record before us, we find that there are substanti al
understatenents of tax in petitioners’ respective returns for
1999. On that record, we find that respondent has satisfied
respondent’ s burden of production under section 7491(c).

Petitioners argue that respondent’s determ nations under
section 6662(a) are wong because “KQC nmade a good faith and
reasonable effort to obtain qualified professional advice regard-
ing its ability to claima tax deduction for the charitable
contribution and the requirenments to sustain that deduction.”?°
(We shall refer to that argunent as petitioners’ professional
advice argunent.) On the record before us, we reject petition-

ers’ professional advice argunent. On that record, we find that

2Petitioners in each of these cases advance no argunent
wWth respect to the portions of the underpaynents in petitioners’
respective returns for 1999 that are attributable to determ na-
tions in the respective notices that petitioners do not dispute.
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t he various advisors on whom KQC clains to have relied did not
have conplete and accurate information with respect to KQC s
cl ai med noncash charitable contribution to TMC. By way of
illustration, when M. Mtanoros prepared M. Matanoros’s Decem
ber 30, 1999 letter and the bill of sale that petitioners claim
transferred to TMC the *“inprovenents” on KQC s | and, including
t he new building that TMC constructed wwth HHS s grant funds, he
was not aware of (1) that new building? and (2) the notice of
Federal interest that was filed on May 15, 1998, with respect to
the i nproved property on Maple Street with the Sandusky County
recorder’s office. 22

By way of further illustration that the various advisors on
which KQC clainms to have relied did not have conpl ete and accu-

rate information, representatives of Ernst & Young? whom KQC

2ln his testinony at the trial in these cases, M,
Mat anor os expressed the view that any new building that TMC
constructed on KQC's land wwth HHS s grant funds about which he
was unaware when he prepared M. WMatanoros’s Decenber 30, 1999
letter and the bill of sale would be owned by KQC, but only upon
termnation of the April 21, 1997 | ease pursuant to its terns or
earlier if TMC were to be in default under such | ease and were to
be evicted by KQC

2Mr. Kaplan testified that he did not becone aware until
shortly before the trial in these cases that a notice of Federal
interest wwth respect to the inproved property on Maple Street
had been filed with the Sandusky County recorder’s office. Even
if we were to accept M. Kaplan’s testinony, such testinony does
not change the fact that neither M. Mtanoros nor Ernst & Young
representatives were aware of the filing of such notice of
Federal interest.

2M . Kaplan on behal f of KQC consulted Ms. Schadle, a tax
(continued. . .)
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consulted with respect to KQC s cl aimed noncash charitable
contribution to TMC were not aware that TMC had constructed a new
building on KQC's land with HHS s grant funds.?* Nor were such
representatives aware that KQC was claimng in KQC's 1999 return
a charitable contribution for the inproved property on Maple
Street,?® see supra note 11, in an anount equal to the prelim-
nary real estate appraisal (i.e., $1,025,000) set forth in M.
Munford’ s Decenber 17, 1999 letter for such inproved property.
Furthernore, Ernst & Young representatives did not know that on

May 15, 1998, a notice of Federal interest with respect to the

(.. .continued)
principal with Ernst & Young in 1999 and 2000, and M. Marceron
on behal f of KQC consulted M. Johnston, a tax specialist with
Ernst & Young in 2000 who prepared KQC s 1999 return on the basis
of information provided to himby KQC Al though M. Tutor, a tax
manager with Ernst & Young in 2000, signed KQC's 1999 return as
return preparer, the record does not disclose that KQC represen-
tatives consulted himdirectly.

24l n di scussions that M. Johnston had with M. Marceron
about KQC s cl ai nred noncash charitable contribution to TMC, M.
Marceron did not inform M. Johnston that TMC had constructed a
new building on KQC s land with HHS s grant funds. |Instead, M.
Mar ceron advi sed M. Johnston that KQC had contributed to TMC a
buil ding | ocated on the inproved property on Maple Street, which
had a cost basis of $95,000 on KQC s books and an apprai sed val ue
of $1 mllion. M. Mrceron explained to M. Johnston that the
val ue of the building that KQC clainmed to have given to TMC had
increased to $1 mllion because TMC had nade inprovenents to that
bui | di ng.

M. Kaplan and M. Marceron infornmed certain Ernst & Young
representatives that KQC intended to and did give to a tax-exenpt
organi zation a building | ocated on certain |and that KQC owned.
They di d not advise those representatives that KQC intended to
and did give to a tax-exenpt organization certain |and that KQC
owned, including all of the buildings and i nprovenents on such
| and.
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i nproved property on Maple Street had been filed with the
Sandusky County recorder’s office.

The record establishes that none of the advisors on whom KQC
claims to have relied gave any advice regardi ng the noncash
charitable contribution to TMC that KQC claimed in KQC s 1999
return of the inproved property on Maple Street consisting of
KQC s | and and 1958 school buil ding that KQC purchased in 1997
and any inprovenents made by TMC to that property, including the
new bui |l ding that TMC constructed thereon with HHS s grant funds.
On the record before us, we find that petitioners have failed to
carry their burden of establishing that KQC s cl ainmed reliance on
certain advisors was objectively reasonable. See Gol dnman v.

Conmi ssioner, 39 F.3d at 408. On that record, we further find

that petitioners have failed to carry their burden of establish-
ing that the noncash charitable contribution to TMC of the

i nproved property on Maple Street that KQC clained in KQC S 1999
return and petitioners’ respective clainmed noncash charitable
contribution deductions were the result of any error on the part
of the advisors on whom KQC clains to have relied. See Wstbrook

v. Conm ssioner, 68 F.3d at 881.

Finally, in our consideration of the issue presented under
section 6662, we have in mnd that, in discussions that M.
Johnston had with M. Marceron with respect to KQC s cl ai ned

noncash charitable contribution to TMC, M. Murceron indicated
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that he believed that claimng a deduction with respect to such
claimed charitable contribution would be a “push”; that is to
say, M. Marceron believed that there was a substantial risk that
respondent woul d disallow any such cl ai mred deducti on.

On the record before us, we find that petitioners in each of
t hese cases have failed to carry their burden of establishing
that there was reasonable cause for, and that they acted in good
faith with respect to, any portion of the underpaynents in
petitioners’ respective returns for 1999.

Based upon our exam nation of the entire record before us,
we find that petitioners in each of these cases have failed to
carry their burden of establishing that they are not liable for
1999 for the accuracy-rel ated penalty under section 6662(a)
because of a substantial understatenment of tax under sec.

6662(b) (2). 2%

We have considered all of the contentions and argunments of

the parties that are not discussed herein, and we find themto be

without nerit, irrelevant, and/or noot.

26l n light of our finding under sec. 6662(a) and (b)(2), we
need not address respondent’s argunent that petitioners in each
of these cases are liable for 1999 for the accuracy-rel ated
penal ty under sec. 6662(a) because of negligence or disregard of
rules or regul ations under sec. 6662(b)(1).
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To reflect the foregoing and the concessions of the parties,

Deci sions will be entered

for respondent with respect to

petitioners’ respective deficien-

cies and the respective accuracy-

rel ated penalties under section

6662(a) and (b)(2).




