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CERBER, Judge: This case was heard pursuant to the
provi sions of section 7463 of the Internal Revenue Code in effect
when the petition was filed.! Pursuant to section

7463(b), the decision to be entered is not reviewabl e by any

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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other court, and this opinion shall not be treated as precedent
for any other case.

Respondent determ ned an $18, 279 deficiency in petitioner’s
2007 Federal income tax and a $3,656 accuracy-rel ated penalty
under section 6662(a). Petitioner received $51,000 in paynents
during 2007 which she did not report on her 2007 incone tax
return. She agrees that she received the $51, 000 but contends
that it was a draw against future profits and not taxable. In
the alternative, if the $51,000 is considered taxable, petitioner
argues that she received it as an enployee and that it is not
subject to self-enploynent tax. Accordingly, the questions we
consi der are whether the $51,000 was a draw or a guaranteed
paynment, and if a guaranteed paynent, whether it was subject to
self-enploynent tax. |If the paynent is taxable, we nust also
consi der whether petitioner is subject to the accuracy-related
penal ty.

Backgr ound

Petitioner resided in Arizona at the tine her petition was
filed. Mrus Devel opnent (Mrus) was an Arizona limted
l[iability conpany (LLC) with Rock Solid Ventures, LLC (Rock), and
t he Hospi ce House, LLC (Hospice), as its only manager/ nenbers.
During 2007 Rock’s nenbers were Frederico Buck and Keith A
Col son (Rock Group), and Hospice s nenbers (Hospice G oup) were

petitioner and Christine A Boehler (Ms. Boehler).
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Mrus was treated as a partnership for Federal incone tax
pur poses and reported on a cal endar year basis. Petitioner held
a 25-percent interest in Mrus through her 50-percent interest in
Hospice. After filing her 2007 inconme tax return, petitioner
received a Schedul e K-1, Partner’s Share of Incone, Deductions,
Credits, etc., fromMrus that reflected a $51, 000 guar ant eed
paynent to petitioner. Petitioner received the $51,000 from
M rus during 2007 and admts that she did not report that anount
on her 2007 inconme tax return, which was filed on or about Apri
15, 2008.

Petitioner and Ms. Boehler are registered nurses
specializing in hospice care. M. Buck and M. Col son were in
the real estate devel opnent business and were interested in
devel opi ng and buil ding hospice in-patient units. Petitioner and
Ms. Boehler net with Messrs. Buck and Col son and agreed to
conbine their expertise to devel op, run, and sell hospice in-
patient units. They nerged their expertise by formng the LLCs
Hospi ce and Rock

Petitioner and Ms. Boehler were w thout capital or a source
of income, and initial discussions focused upon a flow of
paynments to Hospice G oup during the devel opnental stages of the
project. An understanding was reached whereby petitioner and M.
Boehl er woul d recei ve paynents during devel opnent of the project

and the amounts received would reduce their shares of any profit
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that resulted fromthe sale of the units. As a result of the
negotiations, Mrus was formed with Hospi ce and Rock as equal
menbers and the four individuals with equal shares in Mrus,
essentially as partners through their LLCs.

Petitioner and Ms. Boehler were involved in the venture with
Messrs. Buck and Col son, and during 2007 petitioner and Ms.
Boehl er each received $51, 000 pursuant to the understandi ng
reached by the parties. An operating agreenent for Mrus was not
finally executed by the parties. Under the drafts of an
operating agreenent, petitioner and Ms. Boehler were to receive
“an advance on distributions * * * [against their share of future
profits of Mrus] equal to Seventeen Thousand Dol |l ars
($17,000.00) (the ‘“Monthly Draw ).” Petitioner and Ms. Boehl er
understood fromthe discussions and drafts of operating
agreenents that the paynents received (they split six $17, 000
nmont hl y paynents, thereby receiving $51, 000 each during 2007)
were draws against any future profits of Mrus.

In the prelimnary discussions and after Mrus was
operational, the nonthly anmounts petitioner was receiving were
referred to as “draws”. Petitioner did not receive a Form 1099-
DV, Dividends and D stributions, or Schedule K-1 from M rus
until after her 2007 return was due and filed. At the tine that

petitioner was attenpting to prepare her 2007 tax return, she
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tried to contact Mrus and Messrs. Buck and Col son but received
no response.

When it was tinme to file her 2007 tax return, petitioner
decided to file the return without reporting the $51, 000, because
of the confusion created by the lack of information from M rus
and the understanding that an amended tax return could be filed
when the confusion was resolved. Petitioner’s 2007 Feder al
incone tax return was filed on or about April 15, 2008.
Simlarly, Ms. Boehler did not include her $51,000 on her 2007
tax return, taking the position that it was a draw or advance
agai nst future profits fromthe project. A 2007 Form 1065, U.S.
Return of Partnership Incone, was filed by Messrs. Buck and
Col son for Mrus on or after Septenber 30, 2008. That
partnership return reflected that petitioner was a 25-percent
partner and that the $51, 000 paynent she received was a
“guar ant eed paynent” subject to self-enploynent tax.
Subsequent|ly, petitioner consulted with a tax professional, and
an anmended partnership return was prepared for Mrus, show ng
Hospi ce and Rock as its partners rather than the four
individuals. At the tinme petitioner filed her 2007 tax return,
the relationship with Messrs. Buck and Col son was strained, and
there was a | ack of communication. It was petitioner’s position
that she was not a partner in Mrus and that Hospice was.

Subsequently, petitioner filed an anended 2007 Form 1065 for
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Mrus reflecting Hospice as a partner instead of petitioner and
Ms. Boehl er.

Hospi ce Group asked but was not permtted to see the
detailed financial information for Mrus. At sonme point during
2007 things began to unravel in Hospice Goup’s relationship with
Rock Group. Rock G oup offered Hospice G oup a reduced
percentage of the enterprise (15 percent) coupled with the
elimnation of their nonthly paynents. Petitioner was unable to
proceed without the nonthly paynents, and she and Ms. Boehl er
hired an attorney to represent their interests in the “parting of
ways” or dissolution of the Mrus enterprise. By the end of 2007
the Mrus venture was w t hout substance, and operations ceased.
In early 2008 Hospice G oup’ s attorney began negotiations with
Rock Group and, ultimately, their relationship with Hospice G oup
was formally ended. The Mrus venture was not continued by
Messrs. Buck and Col son, and it ceased operations during 2008.

Di scussi on

The parties’ controversy over the $51,000 in paynents
petitioner received is focused upon the question of the nature of
the paynents. Petitioner contends that the paynments were draws
agai nst her LLC s percentage of future sales of hospice care
units. Respondent contends that the paynents were guaranteed

paynents directly fromMrus to petitioner. The major
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di fferences between the two positions concern the type and anount
of tax that would result.

Ceneral ly, paynents received by a partner froma partnership
that are determ ned w thout regard to the incone of the
partnership are classified as guaranteed paynents under section
707(c) and are taxable as ordinary incone under section 61(a).
Paynents received by a partner that are determned with regard to
partnership incone and/or are in the nature of current or
liquidating distributions my be taxable as capital gain to the
extent that they exceed a partner’s basis in the partnership.

See sec. 731(a). Additionally, advances against distributive
shares are treated as current distributions at the end of the
year pursuant to section 1.731-1(a)(1)(ii), Incone Tax Regs.

QO her differences are that paynents nmade to a partner for
services which are determned without regard to partnership

i ncome may be deductible by the partnership provided they

ot herwi se satisfy the tests of section 162 and that such paynents
may be subject to Social Security or self-enploynent tax.

The record supports our holding that the $51,000 in paynents
to petitioner was a draw agai nst future earnings of the
partnerships. Petitioner and Ms. Boehl er brought their hospice
care expertise to a business venture with two other individuals
who were real estate entrepreneurs. The business venture was

cast in an LLC (Mrus), and petitioner and Ms. Boehler forned
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Hospice, a separate LLC, to be a 50-percent partner in Mrus.
Messrs. Buck and Col son brought their real estate
expertise and capital to the venture. Their 50-percent interest
in Mrus was held through Rock, a separate LLC.

Negotiations resulted in an understanding that petitioner
and Ms. Boehl er woul d recei ve advances agai nst future
distributions of profits. The plan was to develop and sell five
hospi ce care units, and the partners would be entitled to their
percentages of the profits through their LLCs. Messrs. Buck and
Col son had bases in their partnership interests, and petitioner
and Ms. Boehler did not. It was therefore anticipated that the
anounts petitioner received were against her share, if any, of
the profits fromthe sale of hospice units. The $51,000 in
paynments was not paid fromprofits, and it was not based on her
per formance of duti es.

Utimately, the venture did not succeed, no incone or
profits materialized, and Mrus, Rock, and Hospice were, for al
practical purposes, abandoned by the end of 2007. These
circunstances resulted in petitioner’s recei pt of paynents
totaling $51, 000 during 2007 which were intended as draws agai nst
future sales of hospice units but, in effect, resulted in
[iquidation of her partnership interest. Section 731 governs
t hese circunstances. Under section 731(a), in the case of the

paynment of: “a distribution by a partnership to a partner--(1)
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gain shall not be recognized to such partner, except to the
extent that any noney distributed exceeds the adjusted basis of
such partner’s interest in the partnership i medi ately before the
distribution”. Because petitioner had no basis in her
partnership interest, the $51,000 is taxable as capital gain to
petitioner and is not subject to self-enploynent tax. See secs.
731, 1402.2

Finally, we consider whether petitioner is liable for a
section 6662(a) accuracy-related penalty for negligence or
di sregard of rules or regulations and/or a substanti al
under statenment of inconme tax under section 6662(b)(1) and (2) for
2007. A taxpayer may be |liable for a 20-percent penalty on any
under paynent of tax attributable to negligence or disregard of
rules or regulations or a substantial understatenent of incone
tax. Sec. 6662(a) and (b)(1) and (2). “Negligence” is any
failure to make a reasonable attenpt to conply with the
provi sions of the Internal Revenue Code, and “di sregard” neans

any carel ess, reckless, or intentional disregard. Sec. 6662(c).

2Utimately, it is irrelevant whether Hospice and Rock or
petitioner and the other venturers were the partners of Mrus.
The entire congloneration of entities and the operation of the
venture was without vitality or substance and ceased to operate
as of the end of 2007. The parties, during 2008, attenpted to
settle their interests, but no further activity directed toward
devel opi ng and selling hospice units occurred after 2007.
Because of our holding that the $51, 000 was a draw and resulted
in capital gain, it is unnecessary to consider petitioner’s
alternative argunent.
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An underpaynent is not attributable to negligence or disregard to
the extent that the taxpayer shows that the underpaynent is due

to reasonabl e cause or good faith. Neonatol ogy Associates, P. A

v. Comm ssioner, 115 T.C 43, 98 (2000), affd. 299 F.3d 221 (3d

Cir. 2002); see also secs. 1.6662-3(a), 1.6664-4(a), |ncone Tax
Regs. A substantial understatenent of income tax is an

under statenent that exceeds the greater of 10 percent of the tax
required to be shown on the tax return or $5,000. Sec.
6662(d) (1) (A .

Petitioner was aware that she received $51,000 in paynents
fromMrus during 2007. She did not understand the |egal or
technical ramfications of those paynents. She made attenpts to
contact Mrus and Messrs. Buck and Col son, but she did not
recei ve any response regardi ng the $51,000 in paynents.
Petitioner did not receive any notification from Mrus before her
2007 income tax return was due and was filed. At the tine her
2007 incone tax return was due and being filed in 2008,
petitioner’s | awer was engaged in negotiations in an attenpt to
wor k out sone settlenent of her interest in Mrus. There was
uncertainty about whether petitioner would receive additional
anmounts from M rus and/or Messrs. Buck and Col son and as to the
nature of the paynents already received. Petitioner decided to
wait and file an anmended return for 2007 after she was able to

better address the taxability of the $51,000 in paynents.
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The events that culmnated in the filing of the first Mrus
partnership return and petitioner’s incone tax return were
followed in relatively short order by respondent’s audit of
petitioner’s return and the issuance of a notice of deficiency.
Petitioner consulted tax professionals who advised her and caused
her to file an anended partnership return for Mrus reflecting
that the $51,000 in paynment was a draw and that Hospice and Rock
were the partners of Mrus.

It was therefore reasonable for petitioner to take the
position that the $51, 000 was not taxable in her 2007 tax year.
Under those circunstances, petitioner’s actions were reasonabl e
and she is not liable for an accuracy-rel ated penalty.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




