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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HOLMES, Judge: For many years, Raynond Monk reported his
interest in a Baltinore bar called Chuck’s Place as a sole
proprietorship on his tax returns. This wasn’t surprising--it
was his name on the bar’s liquor license, his nane on the bar’s
checking account, and it was he who was recogni zed by Maryl and as
the bar’s lottery agent. But when the Conm ssi oner began an

audit, Monk’ s accountant del ved deeper and determ ned that Mnk
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shoul d have been reporting his income fromthe bar as nothing
nore than rent. “Taxation * * * js eternally lively; it concerns
nine-tenths of us nore directly than either small pox or golf, and
has just as much drama in it; noreover, it has been nell owed and
made gay by as many gaudy, preposterous theories.”!?

We nust decide, in this lively controversy, whether Mnk was
merely a landlord or whether, as the Conmi ssioner inplies, this
i's just another gaudy, preposterous theory.

FI NDI NGS OF FACT

Raynmond Monk has dabbl ed over the years in a variety of
busi nesses, including drywall installation, plunbing, running a
deli catessen, and even raising rabbits. He's also invested in
nmore than a half dozen pieces of comercial real estate in and
around Baltinore. In all but one of these rental arrangenents,
Monk declined to draft witten | eases, relying instead on “you
pay, you stay” oral agreenents.?

Charl es (Chuck) Maney net Monk nore than twenty years ago
when Monk was dating his sister. Their friendship grew and Maney
went to work for Monk in both his plunbing and drywall

busi nesses. Wien Monk decided to retire fromconstruction, Mney

1 HL Mencken, “The Dismal Science,” Smart Set, June 1922,
at 42.

2 Monk has only one witten lease in his entire portfolio--
with a tenant who demanded formal docunentation to maintain a
[ iquor |icense.
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decided to retire as well. But unlike Mnk, who was | eaving the
city life to nove to the bucolic nmountains of western Maryl and,
Maney--who had worked in a sal oon before neeting his friend--
wanted to stay in Baltinore and run a bar. He faced just two
obstacles: He didn't have the noney or knowhow to buy a buil ding
for the bar, and in his distant youth he’d commtted a felony
whi ch, as far as he knew, would keep himfromgetting a |iquor
license. Maney tal ked to Monk; Mnk said that since Maney |iked
t he bar business and Monk |iked rental property, Monk would help
Maney out.

In 1994, Monk and Maney went in together to buy a bar and
buil ding in the blue-collar Baltinore neighborhood of
H ghl andt own. Maney gave Mk $40, 000 to cover the cost of the
busi ness--whi ch he nanmed Chuck’s Pl ace--and Monk put up the
remai nder of the $210, 000 purchase price. Mnk then applied for
and received the liquor license for Chuck’s Place and becane the
bar’s registered sal es agent for the Maryland Lottery. He also
set up a bank account for Chuck’s Place and gave Maney ful
signatory authority over it. Wth that done, Monk noved al nost
200 mles away and | eft the operation of the bar to Maney.

In the m d-1990s, Hi ghl andtown was a rough nei ghbor hood.
Chuck’ s Pl ace was open every day from6 a.m to 2 a.m, so Maney
and his famly (who hel ped himrun the bar) noved into the second

floor of the building to keep an eye on things. He installed
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security caneras so that he could watch the bar fromthe
apartnent and set up separate phone lines for the bar and
resi dence so that he could be reached at any tinme with questions
or problens. As the years passed, though, about the only problem
Maney really had was the occasi onal bounced check. That wasn’t
enough of a problem however, to deter himfromoffering to cash
bot h payroll and personal checks for his regular custoners.

Since many of themdidn’t even have bank accounts, cashing their
checks inclined themto spend nore noney at the bar. (On this
poi nt we found Maney particularly credible.) In any event, the
i ncreased business offset the risks of check cashing. Qut of
conveni ence nore than anything el se, Maney woul d keep any extra
change fromthe check (i.e., if the check was for $510.53, he'd
gi ve the custoner $510 and keep 53 cents) and set it aside al ong
with other change collected to help pay for an annual children’s
Christmas party.

Per his oral agreenent with Monk, Maney paid for al
interior expenditures hinself and deducted the cost of any
exterior repairs and mai ntenance fromthe $2,500 nmonthly rent
that he paid Monk.® Maney's sister originally kept the books for
Chuck’s Place, but Maney’'s wife took over when his sister started

getting--as Maney put it--“sticky fingers with the revenue.” At

3 Maney referred to this cost allocation as the “sw nging
door” agreenent: if the door swung in, Maney was responsible; if
t he door swung out, Monk was on the hook.
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the end of each year, Maney woul d send a “Donme Book”* to Monk for
himto figure out since the whole thing was, according to Maney,
far too conplicated for himto untangle hinself.

Monk used Joseph Hahn, a certified public accountant, to
prepare his incone tax returns for nearly twenty years. Hahn
woul d send Monk an organi zer with the previous year’s tax return
figures, and Monk woul d update the organizer and return it al ong
with all of his annual financial records. After Hahn prepared
and reviewed the return, he sent it to Monk to sign and file.
Because Monk al ways included Chuck’s Place’s Donme Book in the
papers forwarded al ong with the organi zer, Hahn assuned Monk
owned Chuck’s Place and thus reported it as Schedul e C incone.

From 1994, then, Monk was reporting incone and | osses from
Chuck’s Place on a Schedule C attached to his inconme tax return.
But then the Conm ssioner audited Mnk’ s 1999 and 2000 returns,
whi ch showed net operating |losses. Part of these | osses was
attributable to Chuck’s Place, part to Monk’s rental properties,
and part to his other business activities. As the audit
progressed, Hahn realized that Monk wasn’t directly involved in

t he managenent of Chuck’s Place. He and Monk then prepared

4 “Donme Book” was the wi tnesses’ shorthand way of referring
to a recordkeepi ng not ebook published by the Done Publishing
Conpany and wi dely used by small businesses to organi ze their
recei pts and expenses.
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amended i ncone tax returns for 2000,° 2001, and 2002, deleting
the i ncone and expenses of Chuck’s Place fromhis schedule C and
including them (to the extent that they were | andl ord expenses)
on his schedule E. Mnk’'s 2003 tax return listed the rent from
Chuck’s Place on Schedul e E when originally filed.?®

The Comm ssioner rejected the change in characterization and
determ ned that Chuck’s Place was underreporting inconme from what
she was convi nced was a check-cashi ng busi ness. She used two
different indirect analytic nmethods to quantify the resulting
deficiencies. One was the well-known nodifi ed- bank-deposits

method. See Fry v. Conmmissioner, T.C Meno. 1991-51, affd.,

wi t hout published opinion, 8 F.3d 26 (9th Gr. 1993). The other
--the check-cashi ng-fee nethod--was custom desi gned by the
revenue agent for this case and tried to determ ne unreported
check-cashing incone by figuring out the cash on hand at the bar.
For the years in this case--1999 and 2000--the agent cal cul ated

t he deficiency using both nethods and went with the one that
generated the highest tax due. This led her to use the nodified-
bank- deposits nethod for 1999, but to use the check-cashing-fee

met hod for 2000.

5 The anended 2000 tax return was filed with the IRS as part
of the audit.

6 Monk hadn’t reported the rent he received from Maney on
the ol der returns, though he also wasn’'t deducting it as an
expense on the Schedul es C
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The I RS mail ed Monk notices of deficiency for both years.
Monk tinely filed petitions, the cases were consolidated, and
trial was held in Baltinore. Mnk was a resident of Maryl and
when he fil ed.

OPI NI ON

The Conmm ssioner clains that Monk’s original position on his
tax returns for 1994 through 2002--i.e., that Chuck’s Place was
his own Schedul e C sol e proprietorship--was an adm ssi on by Monk
and so is the proper way to classify his interest in the bar. In
support, she points out that it is Monk’s nane that was stated as
the bar’s owner on the liquor |icense and |ottery paperworKk.
Monk was al so the only person originally named on the bar’s only
bank account; even now, Maney’'s nane is on that bank account not
as an owner, but only as soneone with signatory authority.
Finally, it was Monk who submtted the bar’s gross incone and
| osses to the I'RS, not Maney. Monk changed his position only
after the audit began.

Each of these points supports the Conm ssioner’s view that
Monk actually owned Chuck’s Pl ace, although maybe as a joint
venture or partnership wwth Maney rather than a sole

proprietorship.” But we look at all the facts together to decide

" Characterizing any potential ownership interest as a sole
proprietorship woul d nmean cl assifying Monk and Maney’s
rel ati onship as that of enployer/enployee. Nothing in the record
supports this.
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how to classify the friendly and informal arrangenent that Monk
and Maney had reached. First, we keep the parties’ own intent

forenpst in our consideration. Conmni ssioner v. Cul bertson, 337

U S 733, 742 (1949); Nelson v. Seaboard Sur. Co., 269 F.2d 882,

887 (8th Cr. 1959). Second, we followthe principle that “State
| aw determ nes the nature of property rights, and Federal |aw
determ nes the appropriate tax treatnent of those rights.”

Kni ght v. Conm ssioner, 115 T.C 506, 513 (2000) (citing United

States v. Natl. Bank of Commerce, 472 U.S. 713, 722 (1985),

United States v. Rodgers, 461 U.S. 677, 683 (1983), and Aquilino

v. United States, 363 U.S. 509, 513 (1960)).

First off, we need to deci de whet her Monk and Maney’s
initial agreement can be construed as a valid attenpt to create a
| ease under Maryland law. Maryland | aw defines a | ease as “any
oral or witten agreenent, express or inplied, creating a
| andl ord and tenant rel ationship, including any ‘subl ease’ and
any further sublease.” M. Code Ann., Real Prop. sec. 1-101(h)
(Lexi sNexis 2003). The terns “landlord” and “tenant” are very
broadly defined to include “any landlord” and “any tenant.” |d.
sec. 1-101(g), (mM. And it is clear to us that there was a set
monthly rent that Maney paid to Monk and the allocation of
mai nt enance and repair expenses was understood and fol |l owed by
each of them W therefore specifically find that Monk and Maney

had a valid oral |ease. And we have previously held that valid
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oral |l eases can be used to claimrental deductions. See Limyv.

Conmi ssioner, T.C. Menp. 1998-432; W' East Color, Inc. v.

Conmi ssioner, T.C. Menp. 1996-136. The issue then becomes

whet her this particular oral |ease was nerely a formality or had
real substance.

On this issue, we find that the lease did reflect reality.
One of its terns, renmenber, was that Monk woul d be responsible
for any repairs on the outside of the building while Maney woul d
be responsible for any repairs on the inside--the “sw ng-in,
SW ng-out” cost allocation. Rather than have Maney submt bills
to himfor any external work done, Maney would pay for it up
front and subtract the amount paid fromthat nonth’s rent. W
find both Monk’s and Maney's testinony credible on this point and
also find that this is in fact what happened. There is anple
evi dence in the Donme Book that the insurance was split along the
sane lines, with Maney paying Monk (in addition to the nonthly
rent) that portion of the insurance attributable to the inside of
the prem ses. Both these practices show that the relationship
bet ween Monk and Maney was that of |andlord and tenant.

Even nore telling, however, is that Mnk’ s financial
interest--which consisted primarily of his nonthly rent paynent--
wasn't tied to the profits or |osses of Chuck’s Place. 1In

Uni versity Hill Foundation v. Commi ssioner, 51 T.C. 548, 568-69

(1969), revd. on other grounds 446 F.2d 701 (9th Cr. 1971), we
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stated that one of the critical elenents in determ ning whether a
| ease is actually a joint venture is whether there is “a risk of
loss in the taxpayer.” In that case, the taxpayer’s rent
paynments were directly tied to the profits of the business, but
because he was not required to contribute to any | osses, he had
no risk of loss and therefore was not involved in a joint
venture. 1d. By this standard, Mnk | ooks even less like a
partner: not only is he not required to contribute to any | osses
sust ai ned by Chuck’s Place, but he receives gross rent in the
sanme amount each nonth regardl ess of what those profits m ght
be. 8

In fact, the only evidence that weighs in favor of calling
Chuck’s Place a joint venture, instead of calling it a business
owned by Maney that pays rent to Monk, is Monk’s history of
listing hinmself as the bar’s owner on his original tax returns
and putting his own nane on the state |icensing applications and
ot her paperwork. But we | ook at these facts in the context of
their old friendship. Seen that way, this evidence | ooks nore

like one friend trying to hel p another who made a m stake a | ong,

8 Maney al so testified that he (and not Monk) has the bar’s
| ogo tattooed on his chest. Though the Court did not undertake a
vi sual inspection, we found himcredible on this point. His
numer ous expressions of pride in the bar and its role in the
nei ghbor hood--and the fact that it is naned “Chuck’s Pl ace” and
not, say, “Fanobus Ray’'s”--are additional, albeit mnor, factors
supporting our conclusion that the bar is his.
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long tine ago. Maney believed that his 40-year-old fel ony
conviction would make fulfillment of his dream of owning a bar
inpossible if he filed for the licenses hinself. So Mnk filed
t he paperwork for him not realizing how nuch it mght matter
whose nanme was on the liquor and lottery licenses or on the bank
account. (Though we assert no expertise in Maryl and
admnistrative law, it seenms unlikely that either Monk or Maney
will benefit fromthe position on the true ownership of Chuck’s
Pl ace that they have taken in this case when Maryland authorities
learn of it, further bolstering their credibility on this point.)

In situations like this, where there is witten
docunent ati on which contradicts the reality of a situation, we
di sregard the docunents to properly tax the person actually
earning the income. W did just this in the very simlar case of

Mal one v. Commi ssioner, T.C Meno. 2005-69, where we held that a

fam |y music business should be taxed to the children who
actually ran the business and not to the parents whose nanes were
on the |l egal paperwork. “[A]lthough not determ native in a
general sense, in a |abor-intensive business with no enpl oyees,
there is a strong suggestion that the individuals performng the
| abor own the business.” |d. Likewse, we find in this case
that the profits and | osses from Chuck’s Place are not assignable
to Monk, who had no real involvenent in the business, despite the

fact that he put his nane on the paperworKk.
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In addition, neither Monk nor Maney understood the
significance of Monk’s subm ssion of the Done Book to his
accountant and his reporting the business on his tax return. W
believe themto be sincere, if conpletely m staken, when they say
they didn’t think it mattered where the noney was reported as
long as it was reported sonmewhere. Although both have | ong
practical experience as businessnmen, neither has the formal
education to understand the conplexities of the Code--Mnk has no
traini ng past high school and Maney | eft school after the fifth
grade. And that’'s why Monk had a professional accountant, Hahn,
take care of his sonewhat conplicated tax return each year.
Unfortunately, Hahn m sunderstood Mnk’s invol venent with
Chuck’s Place. Wen Mnk said that he bought a bar, he neant he
had bought the building, but Hahn reasonably thought Mnk neant
that he was running the bar hinself. Wen the audit began, Hahn
| ooked nore closely into Monk’s invol venent--or, rather, |ack of
i nvol venent--in Chuck’s Place and saw the m stake i nmedi ately.
It was this epiphany--not the expected tax consequences of the
audit--that noved Hahn to anend Monk’s tax returns for the
previous three years and change the way Chuck’ s Pl ace was
reported on his later tax returns. |In other words, we find the
i nclusion of Chuck’s Place on Monk’s Schedule C was a m st ake
rat her than an adm ssion--a m stake that was corrected as soon as

it was di scover ed.
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We also find that this m stake should not give rise to an
accuracy-rel ated penalty under Internal Revenue Code section
6662(a) (2004). Monk provided correct information to the
accountant (he gave himall the information he had), and the
m stake was a result of his accountant’s entirely understandabl e
error. That’'s all Mnk needs to show under section 1.6664-

4(b) (1) of the Inconme Tax Regul ations. See, e.g., Wstbrook v.

Conmm ssioner, 68 F.3d 868, 881 (5th Gr. 1995), affg. T.C Meno.

1993- 634.

When all the evidence is considered, the picture becones
clear that Monk’s relationship with Maney regardi ng Chuck’s Pl ace
is truly that of a landlord/tenant. Because this wll trigger

vari ous conputational adjustnents,

Deci sions will be entered

under Rul e 155.




