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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
SW FT, Judge: Respondent determ ned a deficiency in
petitioner’s Federal incone tax for 1997, an addition to tax, and
a penalty, as follows:

Addition to Tax Accuracy-Rel ated Penalty
Defi ci ency Under Sec. 6651(a) Under Sec. 6662(a)
$67, 822 $16, 956 $13, 564




-2 -

Unl ess otherw 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 ocedur e.

After settlenment or concession of sone issues, the two
primary issues for decision are (1) whether petitioner has
substantiated increased item zed deductions for State and | ocal
i ncone taxes, a $25,990 net operating |oss (NOL) carryforward
from 1996, a $206,881 long-termcapital |oss carryforward from
1996, $35,289 in suspended passive activity losses in 1992
through 1996 relating to real estate which petitioner sold in
1997, and $40,466 in legal fees relating to an investnment in a
[imted partnership, and (2) whether a nonbusiness | oan made by

petitioner to a friend becane worthless in 1997.

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.
At the tinme the petition was filed, petitioner resided in
San Franci sco, California.
Petitioner provides consulting services to devel opers and
contractors seeking building permts. Petitioner has invested in

various construction projects in the San Franci sco Bay area.



Bel nont Gar dens

In approxi mately 1994 or 1995, petitioner and lke GQuillory
(Quillory), a business associate, forned Bel nont Gardens, L.P.
as alimted partnership (BG Partnership). The BG Partnership
agreenent designated Guillory as the general partner and
petitioner as the limted partner. Petitioner and Quillory
formed the partnership in order to develop a 20-unit senior-
living residential conplex in Belnont, California (Bel nont
Gardens). |.P.G Builders, Inc. (I.P.G Builders), which
Quillory owned, was to serve as the general contractor for
construction of Bel nont Gardens.

Construction of Bel nont Gardens began prior to 1997. At
sone point during construction, petitioner becane dissatisfied
with the work perfornmed on Bel nont Gardens by I.P.G Buil ders.
Construction was behind schedul e, and the construction quality
was substandard. Extensive water damage to many of the units
occurred because of |eaks in the roof.

Petitioner eventually took |egal action against |I.P.G
Builders and Guillory to renedy the construction defects and to
assume control over construction of Bel nmont Gardens. On April
25, 1997, petitioner filed a conplaint in State court agai nst

| . P.G Builders and Guillory for breach of contract.



Peach Tree Property

Beginning in 1991, petitioner rented out real property he
owned in Penryn, California (Peach Tree Property). In 1997

petitioner sold the Peach Tree Property for $235, 000.

Dej anu Loan

In md-1994, petitioner made two loans to a friend of his by
t he nane of Peter Dejanu (Dejanu), which |oans total ed $15, 000.
The | oans were to be repaid by Dejanu with interest 30 days from
the date each | oan was made. Dejanu did not repay the | oans.
Petitioner attenpted to obtain repaynent of the | oans from Dej anu
on approximately a weekly or biweekly basis fromthe due date in
1994 until sone tinme in 1997.

In 1997, petitioner discovered that Dejanu was essentially
i nsol vent and was seeking funds fromother individuals. After
di scovery of Dejanu’s desperate financial situation, and his
unsuccessful collection efforts and the length of tinme his | oans
to Dejanu had been in default, petitioner concluded that the
Dej anu | oans were uncollectible, and petitioner ceased collection
activities. Petitioner did not recover any principal or interest

on the Dejanu | oans.

Tax Return and Respondent’s Audit

On June 20, 1999, petitioner untinely filed wth respondent

his 1997 individual Federal incone tax return, on which
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petitioner claimed various deductions relating to State and | ocal
i ncone taxes, an NOL carryover, a long-termcapital | oss
carryover, suspended passive activity losses relating to the
Peach Tree Property, legal fees relating to Bel nont Gardens, and
the wort hl essness of the Dejanu | oan.

On audit, respondent disallowed the clai ned deductions

primarily on the grounds of |ack of substantiation, as set forth

bel ow
Anpunt Anpunt
Clainmed by Allowed by
Nat ure of Deduction C ai ned Petitioner Respondent
State and | ocal inconme taxes $ 17, 385 $3, 532
NCL carryforward from 1996 25,990 0
Long-term capital |oss carryforward?! 206, 881 0
Suspended passive activity | osses 35, 289 0
Legal fees relating to Bel nont Gardens 40, 466 0
VWort hl ess Dej anu | oan? 15, 000 0

From prior years, petitioner claimed a |long-termcapital |oss carryforward
into 1997 of $206, 881, of which $88,430 was used to offset in full a net long-term
capital gain for 1997, $3,000 was claimed as a long-termcapital loss for 1997, and
the $115, 451 bal ance was reported as a long-termcapital |oss carryforward to 1998

20n his 1997 individual Federal inconme tax return, petitioner clained a
busi ness bad debt relating to the Dejanu | oan on schedule C, Profit or Loss From
Busi ness. Petitioner now concedes that the | oan should be treated as a nonbusi ness
bad debt and reported as a short-termcapital loss in 1997, the alleged year of
wor t hl essness.

Respondent di sall owed the deduction for the Dejanu | oan
because respondent determ ned that the | oan becane worthless in
1995, not 1997.

Respondent al so determ ned that petitioner was |iable under

section 6651(a) for an addition to tax for failure to tinely file
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his 1997 individual Federal income tax return and an accuracy-

related penalty under section 6662 on the full anmpunt of the tax

deficiency determ ned by respondent.

OPI NI ON

Taxpayers are expected to keep adequate books and records
reflecting their inconme and expenses. Sec. 6001.

Ceneral ly, under section 7491(a), the burden of proof
on factual issues relating to a taxpayer’s tax liability may
shift fromthe taxpayer to respondent where the taxpayer has
credi bl e evidence to substantiate the itemin question, has
mai nt ai ned appropriate records relating thereto, and has
cooperated with reasonabl e requests for information relating to
the itemin question. Sec. 7491(a)(1l) and (2); Rule 142(a).

Petitioner has not produced credible evidence to
substantiate any of the itens at issue, nor has petitioner
mai nt ai ned appropriate records relating to the deductions at
i ssue. Therefore, the burden of proof as to each of the issues

in this case renmains on petitioner.

State and Local I ncone Taxes -- $13,853

In general, a taxpayer is allowed an item zed deduction for
State and | ocal taxes paid within a year. Sec. 164(a).
Petitioner has not introduced any credible evidence to

substantiate that during 1997 he paid the $13,853 in State and



- 7 -
| ocal incone taxes. Petitioner is not entitled to deduct the
clained $13,853 in State and | ocal inconme taxes in excess of the

$3,532 all owed by respondent.

Net Operating Loss Carryforward -- $25,990

Section 172 allows an NOL deduction to a taxpayer equal to
the total of the NOL carryforwards and carrybacks to the year.
Sec. 172(a). Absent an election to the contrary, NOLs are to be
carried back to the 3 prior years, and then, if not fully
absorbed, are to be carried forward to subsequent years up to a
maxi mum of 15 years. Sec. 172(b)(1)(A), (2), and (3).?

Taxpayers bear the burden of establishing both the existence
and anount of NCL carrybacks and carryforwards. Rule 142(a);

Keith v. Comm ssioner, 115 T.C. 605, 621 (2000); Jones V.

Comm ssi oner, 25 T.C. 1100, 1104 (1956), revd. and renmanded on

ot her grounds 259 F.2d 300 (5th GCr. 1958).

We may consider facts relating to years not in issue that
are relevant to the clainmed NOLs. Sec. 6214(b).

The only evidence petitioner has presented with regard to
the $25,990 claimed 1996 NOL carryforward is his 1996 i ndi vi dual

Federal incone tax return.

For tax years beginning on or after Aug. 5, 1997, net
operating | osses are to be carried back 2 years and then carried
forward up to a maxi nrum of 20 years. Taxpayer Relief Act of
1997, Pub. L. 105-34, sec. 1082(a)(1), 111 Stat. 950.
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In this case, petitioner’s 1996 tax return is insufficient
to substantiate that petitioner incurred an NOL in 1996.
Petitioner’s tax return only sets forth petitioner’s clainmed NOL
and does not establish petitioner’s entitlenent thereto. Roberts

v. Conm ssioner, 62 T.C. 834, 837 (1974).

Al'so, even if petitioner had substantiated that he incurred
in 1996 an NOL, petitioner did not file an election to forgo the
carryback thereof to prior years. Petitioner was required to
carryback any 1996 NOL to 1993, 1994, and 1995 before carrying it
forward to 1997. |If petitioner had carried back the $25, 990
clainmed 1996 NCL into 1993, 1994, and 1995, the entire NOL woul d
have been absorbed, and no carryforward into 1997 woul d be

avai l abl e.

Capital Loss Carryover -- $206, 881

Cenerally, a taxpayer’s capital |osses and capital gains in
a year offset each other, and any excess capital |osses, up to
$3,000 are allowed as a capital |oss deduction in the current
year. Any excess may be carried forward to succeedi ng years.
Sec. 1212(b)(1)(A) and (B); sec. 1211(b).

Petitioner did not introduce any evidence to indicate, |et
al one to substantiate, the year in which the clained $206, 881
capital |loss carryover originated, the circunstances which
produced the clainmed capital |oss, or the anobunt of the capital

| oss. Petitioner’s only effort to substantiate the cl ai ned
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capital loss was to introduce Federal inconme tax returns from
prior years on which capital |oss carryovers were cl ai ned.

As explained earlier, incone tax returns nmerely reflect
t axpayers’ clains. They do not establish the facts reflected
therein. Wthout additional evidence of the original clained
capital loss, petitioner’s tax returns are insufficient to
substantiate his entitlenment to the clainmed $206,881 capital |o0ss
carryover to 1997

Petitioner argues that respondent’s acceptance w t hout
adj ustnment of his prior year inconme tax returns on which
petitioner claimed a carryforward of the capital |oss now estops
respondent fromcontesting that the underlying capital |oss
occurred. W disagree. Respondent is not bound in any given
year to allow the sane treatnment or the sane deductions not

disallowed in prior years. See Lerch v. Conm ssioner, 877 F.2d

624, 627 n.6 (7th Cr. 1989); Pekar V. Conmm ssioner, 113 T.C. 158

(1999).
Petitioner’s clainmed $206,881 capital |loss carryforward to

1997 is deni ed.

Peach Tree Property Suspended Losses -- $35, 289

In general, no deduction is allowed in a year for an
i ndi vi dual taxpayer’s passive activity |osses in excess of
passive activity inconme, but the excess |osses may be carried

forward to subsequent years to offset subsequent passive activity
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i ncone. Sec. 469(a), (b), (d). If, however, a taxpayer sells
his entire interest in a passive activity, an excess | oss
relating to the activity for the year the sale occurred

(1 ncludi ng suspended | osses relating to the activity carried
forward into the year of the sale) over the total incone for the
current year fromall passive activities is treated as a | oss
froma nonpassive activity and is not subject to the above
limtation of section 469(a). Sec. 469(Q).

QG her than the clains nade on his 1992 through 1996 Feder al
income tax returns, petitioner has not offered any evidence to
substantiate that he incurred disall owed passive activity | osses
in 1992 through 1996 in relation to the Peach Tree Property. As
di scussed previously, clains made on petitioner’s tax returns do
not substantiate the itens in issue. Petitioner is not entitled
to deduct in 1997 the clained $35,289 in suspended passive

activity losses relating to the Peach Tree Property.

Bel nont Gardens Legal Fees -- $40, 466

Petitioner has not substantiated that he paid $40,466 in
legal fees in relation to the construction of Bel nont Gardens.
Petitioner introduced into evidence certain checks made to three
different law firms; however, these checks totaled only $9, 500.
At trial, petitioner did not call to testify the attorneys who
all egedly represented himin the Bel nont Gardens |itigation,

notw t hstandi ng the Court’s suggestion to do so. See Wchita
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Termnal Elevator Co. v. Comm ssioner, 6 T.C 1158, 1165 (1946),

affd. 162 F.2d 513 (10th Cir. 1947). Petitioner’s claimnmed |egal

fees are disallowed.?

Dej anu Loan -- $15. 000

A taxpayer is allowed to deduct as a short-termcapital |oss
nonbusi ness debts that becone worthless within the year. Sec.
166(d); sec. 1.166-5(a)(2), Incone Tax Regs.

Whet her a nonbusi ness debt is to be treated as worthless in
a particular year is a question of fact to be resolved by an
exam nation of the circunstances and events. Aston v.

Commi ssi oner, 109 T.C. 400, 415 (1997); Crown v. Conm ssioner, 77

T.C. 582, 598 (1981). Relevant considerations include the
sol vency of the debtor and efforts to collect the debt fromthe

debtor. Crown v. Conmi SSsioner, supra.

On the facts of this case, petitioner has provided
sufficient evidence to establish that the $15, 000 Dej anu

nonbusi ness | oan becane worthless in 1997, not in 1995 as

W& note further that even if petitioner had substanti ated
the legal fees in question, respondent contends that any
deductions relating to the legal fees would be limted by the
passive activity loss [imtation of sec. 469(a). Petitioner
contends that under State |aw he becane a general partner in
Bel nront Gardens L.P. due to his level of activity in the
busi ness, and therefore that sec. 469(a) should not apply to him
A taxpayer, however, is considered to hold a limted partnership
interest without regard to State lawif, in the partnership
agreenent, the taxpayer is designated as having a |limted
partnership interest. Sec. 1.469-5T(e)(3)(A), Tenporary | ncone
Tax Regs., 53 Fed. Reg. 5726 (Feb. 25, 1988).
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respondent contends. Even though the |loan first becane
del i nquent in 1994 and even though petitioner in 1995 began to
| ose hope that it would eventually be repaid, petitioner’s
continued collection efforts after 1995 and into 1997 indicate
that the |loan did not becone worthless in 1995 or 1996. The
length of tinme in which the loan was in default, in conjunction
with Dejanu’ s desperate financial condition indicate that this

| oan becane worthless in 1997, not in 1995.

Accur acy- Rel ated Penalty

Under section 6662, a 20-percent accuracy-related penalty is
to be added to that portion of an underpaynent of tax
attributable to, anong other things, a substantial understatenent
of incone tax.® Sec. 6662(a) and (b)(2).

A substantial understatenent of incone tax is defined as a
tax understatement constituting the greater of 10 percent of the
tax required to be shown on a Federal income tax return or
$5, 000. Sec. 6662(d)(1)(A). An understatenent of tax for
pur poses of determ ning the accuracy-related penalty may be

reduced by that portion of the understatenent attributable to

3Respondent al so argues that petitioner is liable for the
accuracy-rel ated penalty for negligence or disregard of rules and
regul ati ons under sec. 6662(b)(1). W do not address whet her
petitioner is liable for the accuracy-rel ated penalty under
respondent’s alternative theory.
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reasonabl e cause and good faith. Secs. 6662(d)(2)(B)
6664(c) (1).

Under section 7491(c), respondent has the burden of
production with respect to a section 6662 accuracy-rel ated
penalty. Once respondent neets that burden of production,
however, the taxpayer continues to have the burden of proof with
regard to whether respondent’s determ nation of the penalty is

correct. Rule 142(a); Hi gbee v. Comm ssioner, 116 T.C 438, 446

(2001).

As a result of our holdings herein, petitioner, on his 1997
i ndi vi dual Federal income tax return, understated his tax by nore
t han $5, 000 and al so by nore than 10 percent of the tax required
to be shown. Respondent has nmet his burden of production with
respect to the accuracy-rel ated penalty.*

Petitioner argues that the understatenment of tax on his 1997
i ndi vi dual Federal inconme tax return was due to reasonabl e cause
and was nmade in good faith because of his reliance on his
accountant. W disagree.

The only all eged erroneous advice petitioner’s accountant
gave to petitioner related to the carryforward of the clai ned
1996 NOL to 1997 instead of a carryback thereof to 1993, 1994,

and 1995. That advice, however, has no bearing on our holding

“The actual anopunt to which the sec. 6662 accuracy-rel ated
penalty applies is subject to the Rule 155 conputation.
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because our disall owance of the clainmed NOL deduction is due to
petitioner’s failure to substantiate the NOL, for which
petitioner has offered no excuse.
Petitioner is liable for the accuracy-related penalty on the
full anmpount of the understatenent of tax on his 1997 i ndividual

Federal incone tax return as detern ned herein.
To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




