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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HOLMES, Judge: M chael Wnter owned stock in the bank where
he worked. The bank paid hima |arge bonus in 2002, but then
fired himand demanded part of the bonus back. On his 2002
return, Wnter reported the full anount of his bonus, and his
share of the bank’s incone and deductions--not as those itens

were reported by the bank, but fromhis own estinmates.
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The parties argued nostly about the consequences of Wnter’s
failure to report his incone fromthe bank consistently with its
return, and about the taxability of his bonus in the year he
received it. | would have held that the Court |acks jurisdiction
over these questions, but ny colleagues, in a reviewed opinion,
assured ne, the parties, and the rest of the audience for our

opi nions that we did have jurisdiction in Wnter v. Conm SSi oner,

135 T.C. __ (2010) (Wnter 1). Retreating back into ny role as
the trial judge in the case, and resum ng our customary habit of
using the first person plural, we now decide all the remaining
issues in the case. Wnter | laid out the facts in detail and we
assunme famliarity with them

The key fact was that Wnter failed to report his incone
from Bui | ders Financial Corporation (BFC) consistently with the
Schedul e K-1, Sharehol der’s Share of Incone, Credits, Deductions,
that BFC prepared for him Wnter clainms he never got the K-1
and instead used BFC s published regulatory statenents to
cal cul ate his passthrough incone. Using these nunbers, Wnter
cal cul ated his share of BFC s incone to be a $1.2 million | oss
i nstead of the $820,031 gain BFC reported. Wnter faults BFC s
tax return for deducting only a portion of his prepaid bonus in

2002. The Comm ssioner also asserted that Wnter failed to
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report sonme dividend, interest, and ganbling incone. Wnter has
since conceded those adjustnents.?

Yet another dispute arises froman issue not even nentioned
in the notice of deficiency--the taxability of the bonus paynent.
Wnter doesn’t deny he received a W2 show ng 2002 conpensati on
of $5,623,559, and he did report this entire anmount on his
return. But now he clains that he didn’'t have to. Finally, the
Comm ssi oner questions the deductibility of Wnter’s pro-rata
share of BFC s charitable contributions and says Wnter should

pay an accuracy-related penalty. There are thus four substantive

I ssues:

. How shoul d Wnter have reported his proportionate share
of BFC s incone or loss (and did BFC report the anount
correctly);

. Was the unearned portion of his bonus incone in 2002;

. Can he take a charitable-contribution deduction for his
share of BFC s donations; and

. s he liable for an accuracy-rel ated penalty?

1 Wnter expressly conceded $12, 111 in dividend and ganbling
i ncone, but the notice of deficiency also included an adjust nent
for $178 in unreported interest incone that isn't specifically
addressed by either party. Though Wnter disputed the “entire
anmount of the deficiency” in his petition, he didn't pursue this
i ssue on brief and we therefore deemit conceded. See Rule
151(e)(4) and (5); Petzoldt v. Conmi ssioner, 92 T.C. 661, 683
(1989). (This Rule reference, like all Rule references in this
opinion, is to the Tax Court Rules of Practice and Procedure.
Al'l section references are to the Internal Revenue Code unl ess
ot herwi se noted.)
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Wnter was a resident of Illinois when he filed his
petition, and the parties submtted the case for decision under
Rul e 122.

Di scussi on

Wnter’'s Passt hrough | ncone

Qur first puzzle is whether it was wong for Wnter to
report a passthrough loss on his return instead of reporting the
passt hrough i ncone shown on his K-1.2 One large difference
between Wnter’s and BFC s reporting—and the only one the
parties focus on here--is the treatnment of the $5.1 mllion
prepaynent of Wnter’'s five-year, $5.5 mllion bonus that BFC
made in 2002. Because BFC is a passthrough corporation, deciding
how it should have treated the bonus will tell us how Wnter
shoul d have reported it.

The maj or di sputes are about the paynment’s proper
characterization and the timng of its deduction. No one

di sputes that BFC properly deducted about $1.1 nmillion of the

2 S corporations used to be subject to TEFRA, the Tax Equity
and Fiscal Responsibility Act of 1982, Pub. L. 97-248, 96 Stat.
324, one part of which governs the tax treatnment and audit
procedures for nost partnerships, TEFRA secs. 401-406, 96 Stat.
648. In an effort to pronote consistent reporting anong
sharehol ders, TEFRA originally required taxpayers to challenge S
corporations’ taxes in a single, corporation-|evel proceeding.

In 1996, however, Congress repealed this part of TEFRA, Small
Busi ness Job Protection Act of 1996, Pub. L. 104-188, sec.
1307(c) (1), 110 Stat. 1781, and shareholders |ike Wnter nmay now
chal l enge their S corporation’s tax return in individual
proceedi ngs |like this one.
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bonus in 2002--the portion that Wnter earned that year. See
sec. 162(a)(1); sec. 1.162-9, Incone Tax Regs. But Wnter clains
BFC, as a cash-basis taxpayer, should al so have deduct ed anot her
$4 mllion, the part of the bonus that BFC prepaid. Wnter
clainms that BFC had authority to deduct this disputed portion in
2002 under either section 461(f), as a contested liability
because the paynent resenbl ed severance, or under section 162 as
an ordi nary and necessary busi ness expense. The Comm ssi oner
di sagr ees.

A. Does Section 461(f) Apply?3

Unl ess the Code explicitly allows a taxpayer to nake an
el ection, each of his expenses has a proper year for its

deduction. Crisp v. Comm ssioner, T.C Meno. 1989-668 (“It is

intrinsic to our system of annual accounting that each item of

i ncome and expense has a singular, correct treatnment under a

t axpayer’s chosen nethod of accounting”); see also sec. 1.263(a)-
3(b), Incone Tax Regs. (listing Code sections that allow a
taxpayer to elect timng of certain deductions). Section 461(a)
states the general rule--a deduction is to be taken in the
“proper taxable year under the method of accounting used in

conputing taxabl e incone”--and the renai ni ng subsections create

3 Section 461(f) applies to both cash-basis and accrual -
met hod taxpayers. Barnette v. Conm ssioner, T.C Meno. 1992-371
(citing Weber v. Conmi ssioner, 70 T.C. 52, 55 n.4 (1978)), affd.
41 F. 3d 667 (11th Gr. 1994).
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vari ous exceptions or qualifications. So we know at the outset
that if any of the latter subsections applies, its specific rule

will trunp section 461(a)’s general one. See Pilaria v.

Comm ssioner, T.C Menp. 2002-230 (citing Bul ova Watch Co. V.

United States, 365 U.S. 753, 758 (1961)).

One of the exceptions is section 461(f), which applies to
“contested liabilities.” The Comm ssioner’s main argunment on
this issue is that Wnter’s prepaid bonus wasn’t contested, and
therefore section 461(f) doesn’'t apply. So we nust first decide
if the disputed portion of the bonus was “contested”. If it was,
we have to follow section 461(f)’s timng rules. If not, we have
to revert to section 461(a) and analyze the timng of the
deduction under BFC s accounting net hod.

The Code doesn’t say when we should look to see if a contest
exi sts, but the Comm ssioner argues the right tinme to | ook to see
if a contest exists is the tinme when the paynent was nade.
Because BFC paid Wnter when both parties were happy with each
ot her, the Conm ssioner argues, there was no “contested
[Tability” under section 461(f). Wthout nore, this would be a
pl ausi bl e reading of the statute, but an exanple in the
regul ation points in exactly the opposite direction:

Exanple: * * * O[Corporation] receives a | arge

shi pnment of typewriter ribbons from S Conpany on

January 30, 1964, which O pays for in full on February

10, 1964. Subsequent to their receipt, several of the

ri bbons prove defective because of inferior materials
used by the manufacturer. On August 9, 1964, Oorally



- 7 -

notifies S and demands refund of the full purchase

price of the ribbons. After negotiations prove futile

and a witten demand is rejected by S, Oinstitutes an

action for the full purchase price. For purposes of

paragraph (a)(1)(i) of this section, S has asserted a

liability against O which O contests on August 9, 1964.

O deducts the contested anount for 1964.
Sec. 1.461-2(b)(3), Income Tax Regs. This exanple forces us to
reject the Comm ssioner’s contention that the contest had to
exi st when BFC paid Wnter. W think instead that it nakes nore
sense to | ook at whether a contest existed at the end of the tax
year. W infer this fromthe regul ation, which says a contest
under section 461(f) means “[a]ny contest which would prevent
accrual of a liability under section 461(a).” Sec. 1.461-
2(b)(2), Income Tax Regs. If aliability isn't contested at the
end of the tax year, then the taxpayer can use the ordinary
deduction-timng rules of section 461(a); if it is, he cannot.

The rel evant regul ations also say there is a contest when
“there is a bona fide dispute as to the proper evaluation of the
| aw or the facts necessary to determ ne the existence or
correctness of the amount of an asserted liability.” Sec. 1.461-
2(b)(2), Income Tax Regs. Although beginning a lawsuit is
sufficient to establish a contest, it isn’t necessary—-an
affirmative act denying the validity of the liability is
sufficient. 1d. It isn't even necessary that the objection be

inwiting. 1d. Although BFC didn’t sue Wnter until 2003, we

find that BFC s Novenber 2002 “Notice of Term nation for Cause”
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suffices to mark the start of a “contest”. As in the

regul ation’s exanple, BFC paid without conplaint but |ater

deci ded to demand partial repaynent. Fromthe exanple we know a
contest begins on the date the payor notifies the payee of its

di scontent. BFC s letter was sent in Novenber 2002, before the
close of the tax year. W also find that BFC s | ater demand for
repaynment sent in January 2003 proves that the contest continued
to exist at the end of the 2002 tax year. W therefore nust | ook
to section 461(f).

B. Contested Liabilities

Section 461(f) allows a deduction for a contested liability
in the year paid if the following conditions are net:
(1) the taxpayer contests an asserted liability,
(2) the taxpayer transfers noney or other property
to provide for the satisfaction of the asserted
liability,

(3) the contest with respect to the asserted
l[tability exists after the tine of the transfer, and

(4) but for the fact that the asserted liability

is contested, a deduction would be allowed for the

taxabl e year of the transfer * * * determ ned after

application of subsection (h) * * *

The Comm ssi oner argues that not one of these elenents is
met. He says that because BFC paid Wnter voluntarily and did
not contest the amount at the tinme of the paynent, BFC did not
contest an asserted liability or transfer noney to provide for

the satisfaction of the asserted liability. He even reads the
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third element to say the contest had to exist at the tinme BFC
made the paynent. The Comm ssioner finally says the deduction
fails the fourth el enent because the deduction doesn’t pass the
econom c- performance test of subsection (h). W’IlIl |ook at the
el ements in order.

1. Taypayer Contests an Asserted Liability

The first elenent requires us to decide if there was a
contest and if there was an asserted liability. W’ ve already
found that a contest did exist, and turn imediately to figure
out if there was an asserted liability.

An asserted liability under section 461(f) is “an itemwth
respect to which, but for the existence of any contest in respect
of such item a deduction would be allowabl e under an accrual
met hod of accounting.” Sec. 1.461-2(b)(1), Inconme Tax Regs.
(enphasi s added). For these purposes, we assune the contest
away—that is, we assune BFC fired Wnter w thout cause and
Wnter gets to keep the noney—and we pretend that BFC uses the
accrual nethod of accounting. W then ask if, in those
ci rcunst ances, BFC shoul d have deducted the entire anount in
2002.

This brings us to an inportant characterization question
(and one of the main disagreenents): What did BFC actually pay
for wwth the disputed portion of the bonus if BFC fired Wnter

W t hout cause? Wnter says the characterization of the paynent
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nor phed when he got the boot—it was no | onger a prepaynent for
future services but conpensation for his early dism ssal —a sort
of severance or contract-term nation paynment. The Conmm ssi oner
doesn’t disagree that severance woul d be deductible, but instead
argues that the paynent’s characterization didn't change from
earlier in the year--that it was still for services to be
rendered in the future. The Conm ssioner then reasons that BFC
can’t deduct the disputed portion in 2002 because Wnter did not
“actually render” the services for the disputed portion in that
year. See sec. 162(a)(1l). Wnter argues that this reading
forbids BFC fromever deducting the disputed portion because,
after termnation, he would no | onger provide services under the
contract. That would nean, he argues, that he would necessarily
have perfornmed all the services the contract required of himin
2002. If true, the paynent would still be fully deductible.

We agree with Wnter that, were it not for BFC s attenpt to
claw it back, the disputed portion of the bonus would be a
separation paynent or severance. W have said that severance is
paid by an “enpl oyer as conpensation for term nation of the

enpl oyer - enpl oyee rel ationship.” Meehan v. Conm ssioner, 122

T.C. 396, 401 (2004). The enploynment agreenent states that it
was neant to nenorialize, anong other things, “the financial
details relating to any decision that either Executive or

Enpl oyer m ght ever nake to term nate this Agreenment” and section
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4(c) of the enploynment agreenent entitles Wnter to receive the
entire bonus if he is prematurely term nated w thout cause.*

The Comm ssioner counters that there's sinply no basis for
the recharacterization. W disagree. G rcunstances surrounding

a paynent can change its character. See Swed Distrib. Co. v.

Comm ssi oner, 323 F.2d 480, 485 (5th Gr. 1963), affg. T.C. Meno.

1962-41. And according to the enpl oynent agreenent, while Wnter
was enpl oyed he earned a right to the bonus on a daily basis as
he provi ded services—the $1.1 mllion Wnter earned that way was
deducted w thout question. Liability for the disputed portion,
however, arose from another clause of the enploynent agreenent—-
it’s Wnter’s renedy for premature term nation w thout cause. W
therefore agree with Wnter that his entitlenent to the noney
(remenber we’'re assum ng the contest away) arose out of this
provi sion of the contract and, in the absence of a contest, was

separation pay simlar to severance.?®

4 Wnter does note that the unpaid portion of the bonus
woul d not be deductible in 2002 if he had not been fired. W
agree. BFC was a cash-basis taxpayer, see sec. 1.461-1(a)(1),
| nconme Tax Regs., and could not have deducted the unearned
portion because of section 1.461-4(g)(7), Inconme Tax Regs.
(requiring econom c performance), and possibly because BFC and
Wnter were related taxpayers. See sec. 267(a)(2).

>In the alternative, if BFC paid Wnter for services (as
t he Conmm ssioner contends), we also agree with Wnter that he
provided all the services required under the contract by the end
of 2002, and econom c performance therefore still occurred during
that year. See sec. 461(h)(2)(A)(i). Wnter is correct that the
Comm ssioner’s position would | eave BFC with no other year in
whi ch to deduct the disputed portion. (The Comm ssioner denies

(continued. . .)
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Severance is generally deductible in the year it’s paid.
See sec. 1.162-10(a), Incone Tax Regs. (allowi ng a deduction for
“[a] mounts paid or accrued within the taxable year for dism ssal

wages”); Moser v. Conmm ssioner, T.C Meno. 1989-142 (“It also is

clear to us that the severance benefit * * * constituted
‘dismssal wages’ * * * contenplated under the regulation”),
affd. 914 F.2d 1040 (8th Cir. 1990). But, returning to the first
el ement of section 461(f), we nust determ ne the proper year of
deduction if BFC was an accrual - net hod taxpayer. Section 461(a)
and an acconpanyi ng regul ati on answer this question—using the
accrual nethod, itens generally can’t be deducted until al

events that establish the existence of the liability have
happened, the amount of the liability can be determned with

reasonabl e accuracy, and econom c performance has occurred. Sec.

5(...continued)
this, but doesn’'t suggest any rationale to a deduction for the
unearned portion of the bonus in any year other than 2002.)

It is possible, as the Comm ssioner suggests in a footnote
to his final reply brief, that the bonus would stunble on the
requi renent that conpensation be reasonable, if the entire bonus
never lost its character as a paynent for services. See sec.
1.162-9, Inconme Tax Regs. But raising new grounds for
di sall owance in a footnote in a reply brief is hardly sufficient
notice to Wnter to contest the issue. See, e.g., Tabrezi v.
Comm ssioner, T.C Menp. 2006-61 (finding the IRS could not win
on a new matter raised in a posttrial brief w thout sufficient
supporting evidence). W also note that the reasonabl eness
determ nation nust take into account the circunstances at the
tinme the contract is made, rather than when it is questioned.
Sec. 1.162-7(b)(3), Inconme Tax Regs. And the Comm ssioner
doesn’t chal |l enge the reasonabl eness of Wnter’s conpensati on
fromthe perspective of the tinme he began work, but only fromthe
perspective of when BFC fired him
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1.461-1(a)(2)(i), Inconme Tax Regs. This analysis is sonetines

called the all-events test. Capital One Fin. Corp. V.

Comm ssioner, 133 T.C 136, 196 (2009).

Assum ng the dispute was resolved in Wnter’s favor, the
first two prerequisites for deducting a liability in 2002 under
t he accrual nethod would be net—all events establishing BFC s
liability woul d have happened, and BFC woul d owe Wnter the
entire bonus of $5.5 million. But the Conm ssioner argues that
t he hypothetical runs afoul of the third requirenent— he says
econom ¢ performance for the disputed portion didn’t occur in
2002 because Wnter performed only one-fifth of the total
services that year

The Conmm ssioner may be right if “the liability of the
taxpayer arises out of * * * the providing of services to the
t axpayer by another person,” sec. 461(h)(2)(A) (i), in which case
econom ¢ performance occurs as the services are provided. But in
the counterfactual world the regulation tells us to explore,
BFC s liability didn't arise fromWnter’s actual work, but from

BFC s premature term nation of his enploynent.® The statute

6 O course the enploynent agreenent existed in the first
pl ace to govern Wnter’s enploynent by BFC, and so in a very
broad sense the disputed portion could be construed as arising
fromthe provision of services. W don’t read section 461(h)
this way, however, particularly because regul ations
di stingui shing cl ai ns--such as workers conpensati on--woul d be
swal | oned by such an expansive reading. Sec. 1.461-4(g)(2),
| ncone Tax Regs. W avoid Justice Jackson’s “winding trail of
remote and nultiple causations.” Lykes v. United States, 343

(continued. . .)
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doesn’t say when econom c performance occurs for a severance
paynment, so we turn to the regul ations.

The regul ati ons set out several categories of clains and
establish what constitutes econom c performance for each. See
sec. 1.461-4, Inconme Tax Regs. W don’t think the applicable
regulation is section 1.461-4(g)(2), Inconme Tax Regs., which
covers liabilities arising froma breach of contract. |f BFC
made the paynent to Wnter in satisfaction of the contract, it
wasn’'t in breach.” So we turn to section 1.461-4(g)’s catchal
provi si on, which says econom ¢ perfornmance occurs when paynent is
made to the creditor. Sec. 1.461-4(g)(7), Incone Tax Regs. W
therefore find that econom c performance related to the disputed
portion of the bonus occurred when BFC nade the paynent to
Wnter, and BFC woul d therefore be able to deduct the paid
portion of the bonus in 2002 under the accrual nethod of
accounting. This in turn neans that the disputed portion was an
“asserted liability” and the paynent therefore neets the first

el ement of section 461(f).

5(...continued)
U S 118, 128 (1952) (Jackson, J., dissenting) (positing that
| ooking too far back in a causal chain could | ead one to suppose
attorney’s fees for effecting a gift actually sprang fromthe
t axpayer’s decision to have children because if the taxpayer
didn’t have children, there wouldn’t have been a gift).

" Not that it would nake a difference—the tine for economc
performance in the breach-of-contract regulation is the sane.
Sec. 1.461-4(g)(2), Inconme Tax Regs. (“econom c performance
occurs as paynent is nmade to the person to which the liability is
owed”).
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2. Taxpayer Transfers Mney to Satisfy Asserted
Liability

The Comm ssioner also asserts that Wnter can’t show he
nmeets the second el enent of the test--a transfer of noney to
satisfy an asserted liability. He does not argue, of course,
that BFC didn’'t transfer noney to Wnter, but he does argue that
it could not have been a transfer to satisfy an asserted
l[iability because no liability was asserted at the tinme of
transfer. But renenber the exanple we discussed above. The
t axpayer in that exanple had paid a bill w thout conplaint, and
only later disputed the quality of the nerchandi se and denmanded a
refund. Sec. 1.461-2(b)(3), Income Tax Regs. This exanple shows
that section 461(f) can apply when the taxpayer seeks to recover
money transferred before the dispute began.

The Comm ssioner al so makes nuch of the fact that BFC paid
Wnter before it had to and says that that neans there was no
real liability at the time. 1It’s true that cash-basis taxpayers
often can’t deduct voluntarily prepai d busi ness expenses because
it’s not ordinary and necessary in business to pay for things

before one has to. See sec. 162(a); Bonaire Dev. Co. V.

Comm ssi oner, 679 F.2d 159, 161 (9th Cr. 1982), affg. 76 T.C

789 (1981).8 But “liability” in this context neans “asserted

8 The Ninth Circuit noted in Bonaire Dev. Co. V.
Conm ssi oner, 679 F.2d 159, 161 (9th Cr. 1982), affg. 76 T.C
789 (1981), that there are “two principal exceptions” to the
general rule that a cash-basis taxpayer can’t deduct a prepaid

(continued. . .)
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liability,” and we have al ready found that BFC s bonus expense
was an asserted liability within the regulation’s definition of
that term See sec. 1.461-2(b)(1), Incone Tax Regs.

3. Contest Exists After the Tine of the Transfer

The third elenment is easily nmet. The plain | anguage of the
statute says that the contest nust exist after the time of the
transfer. The regulations clarify that for a contest to exist
after a transfer, “such contest nust be pursued subsequent to
such time. Thus, the contest nust have been neither settled nor
abandoned at the tine of the transfer.” Sec. 1.461-2(d), |ncone
Tax Regs. The contest had not even begun at the tinme BFC paid
Wnter, so it’s clear that the paynent didn't settle the dispute.
And BFC pursued the contest in late 2002 and into 2003, show ng
that its claimwasn’t abandoned at the end of 2002. W therefore

find Wnter satisfies this el enent

8. ..continued)
expense in the year paid. One of those exceptions is when an

entity has a conpelling business reason for prepaying. 1d. at
162. The record here establishes that the bonus was prepaid to
help Wnter with a tax bill that arose fromhis exercise of the

stock options that made himnore than a quarter-owner of BFC.
BFC s desire to have its chief executive officer own a
significant chunk of its equity may qualify as a conpelling
busi ness reason, though we don’t need to decide the issue.
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4. But for the Contest, a Deduction Wuld Be Al owed
After Application of Subsection (h)

Section 461(f)(4) requires that the contested paynent would
ot herwi se be deductible after application of subsection (h).
Subsection (h) says a liability is not incurred until the tine
“when econonic performance with respect to such item occurs.”?®
We have al ready found that econom c performance occurred when BFC
paid Wnter. See supra pt. |1.B.1. This brings us to the |ast
requirenent, that “[t]he existence of the contest wwth respect to
an asserted liability must prevent (w thout regard to section
461(f)) and be the only factor preventing a deduction for the
taxabl e year of the transfer.” Sec. 1.461-2(e)(1), |Incone Tax
Regs.

So we now have to consider a different hypothetical--if
there wasn’t a contest (and Wnter was able to keep the entire
bonus), would BFC be able to deduct the disputed portion in 2002
as a cash-basis taxpayer? W already determ ned that the paynent
in this hypothetical would be for severance, and that severance
is a deductible expense, but we nust | ook again at tim ng.

Once correctly stated, the question is easy to answer. A
cash-basi s taxpayer has to deduct the paynent in the year it

makes the payment. Secs. 1.446-1(c)(1)(i), 1.461-1(a)(1l), Incone

® The statute allows for exceptions “provided in regul ations
prescribed by the Secretary,” sec. 461(h)(2), but Wnter doesn’'t
bring any rel evant exceptions to our attention, nor can we find
any.
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Tax Regs. There are of course sone limts as to which expenses
can be deducted currently (ordinary expenses) and which have to

be capitalized (capital expenditures).!® See Wlls Fargo & Co. &

Subs. v. Conm ssioner, 224 F.3d 874, 880 (8th G r. 2000) (citing

Conmm ssioner v. Tellier, 383 U S. 687, 689-90 (1966)), affg. in

part & revg. in part Norwest Corp. & Subs. v. Conm ssioner, 112

T.C. 89 (1999). An expenditure nust be capitalized, and not
deducted, if it creates an asset with a useful |ife extending
“substantially beyond the close of the taxable year.” Sec.
1.461-1(a)(1), Income Tax Regs. These rules enbody the general
goal of the timng rules—“to match expenses wth the revenues of
the taxable period to which they are properly attributabl e,
thereby resulting in a nore accurate cal cul ati on of net incone

for tax purposes.” |INDOPCO, Inc. v. Comm ssioner, 503 U S. 79,

84 (1992).

Severance is, as a general rule, inmediately deducti bl e.
Rev. Rul. 94-77, 1994-2 C B. 19, 20 (“The I NDOPCO deci si on does
not affect the treatnent of severance paynents, nmade by a
taxpayer to its enpl oyees, as business expenses which are

general ly deductible under § 162 and 8§ 1.162-10"). But we nust

10 Capitalization lets a taxpayer recover the costs of a
separate asset whose |ife extends beyond a single tax year. In
the case of an intangible asset, such as prepaid conpensation, a
t axpayer should create an asset on his books and deduct a portion
of the cost each year over the |ife of the related asset. This
process snoothes out his incone stream and nore appropriately
mat ches expenses to the related incone. See INDOPCO, Inc. v.
Comm ssioner, 503 U S. 79, 84 (1992).
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al so ask if the paynent of the disputed portion of the bonus
created an asset with a useful life extending “substantially
beyond the close of the taxable year.” Sec. 1.461-1(a)(1),
| nconme Tax Regs. |If Wnter remai ned enpl oyed by BFC, the
prepaynent would serve BFC in the production of incone for
several years, and the Conm ssioner is correct that BFC woul d be
required to create an intangi ble asset to anortize over the life

of the contract. See Wldman v. Conm ssioner, 78 T.C. 943, 962

(1982). But when BFC fired Wnter, it forfeited any future
benefit it m ght have otherw se received. Because Wnter would
no | onger work for BFC, the paynent had no remaining value to the
bank and becanme an imediate |oss.* W therefore find that, but
for the contest, BFC could have deducted the disputed portion in

2002 as a cash-basis taxpayer. Overall, then, the disputed

1 1t’s possible that the enpl oynent agreenent woul d benefit
BFC beyond 2002 via two restrictive covenants--a confidentiality
and |oyalty clause, and a one-year covenant not to conpete
followng Wnter’s term nation. See, e.g., Becker v.
Comm ssioner, T.C Meno. 2006-264. But it's not clear fromthe
contract what portion, if any, of Wnter’s conpensation was in
consideration for these covenants, or if the covenants offer nore
than an incidental benefit. See |INDOPCO 503 U.S. at 87 (“[T]he
mere presence of an incidental future benefit—"'some future
aspect’ —may not warrant capitalization”). Both parties
inplicitly value themat zero. The Conm ssioner argues that BFC
properly deducted the first $1.1 mllion in 2002 because Wnter
had provided one-fifth of the total services—this can only be
true if none of the $5.5 mllion is allocated to the covenants.
Wnter also ignores the covenants by arguing that the ful
paynment shoul d be deducted in 2002 as part conpensation and part
severance. This isn't a jurisdictional argunment, so we won't
make an argunent for the parties that they do not make for
t hensel ves.
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portion satisfies all four elenments of section 461(f), and we
hold that the entire $5.1 mllion was deductible by BFC in
2002. 12

1. Taxability of the Bonus to Wnter in 2002

Wnter was not only a sharehol der of BFC but also an
enpl oyee. Wen he filed his 2002 return, he reported his entire
prepai d bonus as taxabl e enpl oyee i ncome, which was consi stent
with the W2 which BFC sent to him But Wnter now clains only a
portion of the bonus should be taxable in 2002 either because it
was really a |l oan and not incone; or, if it was incone, he did
not have unrestricted access to it and so should not be taxed on
it until sone |later year

A. VWas the Bonus Paynent a Loan to Wnter?

Wnter clains that the unearned portion of his bonus shoul d
not be included in his 2002 gross inconme because it was a | oan.
Both parties agree that | oan proceeds are generally not included
in the borrower’s gross incone.

When a taxpayer receives a |loan, he incurs an
obligation to repay that | oan at sonme future

12 Thi s deduction, however, seens to resolve about hal f of
the inconsistent-reporting discrepancy. Wnter and the bank were
about $2 mllion apart on their estimtes of his 2002 passt hrough
i ncone. Resolving the disputed portion of the bonus paynment
appears to account for about $1 mllion of the difference (the $4
mllion disputed deduction tinmes Wnter’s share of 26 percent,
pl us any conputational adjustnents that may follow). Wnter,
however, doesn’t chall enge any other itens on BFC s return--and
wi thout a challenge, their treatment on BFC s tax return is
binding on him See Rule 151(e)(4) and (5); Petzoldt, 92 T.C at
683.
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date. Because of this obligation, the |oan
proceeds do not qualify as incone to the
taxpayer. Wen he fulfills the obligation,
the repaynent of the |oan |ikew se has no
effect on his tax liability.

Conm ssioner v. Tufts, 461 U S. 300, 307 (1983). Wnter points

out that, under certain circunstances outlined in his enpl oynent
contract, he would be required to repay sone of the 2002 bonus.
This potential repaynent obligation, he clainms, makes the
unear ned portion of the bonus a | oan.

The Comm ssioner argues that Wnter nmust include the entire
bonus paid in his income because it was not a | oan but a paynent
for personal services subject to a conditional obligation to

repay. See, e.g., Haag v. Conm ssioner, 88 T.C. 604, 615-16

(1987), affd. w thout published opinion 855 F.2d 855 (8th Cr
1988). And, even though we found the disputed portion to be
severance, that would |Iikew se be includable in Wnter’s 2002

incone if it isn't a |oan. See Putchat v. Conm ssioner, 52 T.C

470, 475-77 (1969), affd. 425 F.2d 737 (3d Cr. 1970); sec. 1.61-
2(a)(1), Incone Tax Regs.

Wnter argues that his case is |like Dennis v. Conm SsSioner,

T.C. Meno. 1997-275, and Gales v. Conm ssioner, T.C. Mnob. 1999-

27. In Dennis, the taxpayer was an insurance agent who received
advance sal es conm ssions. Under his enploynent contract, Dennis
could take a nonthly draw agai nst future conm ssion inconme. He

was personally liable for the advances, which were payable to the

enpl oyer on demand. Al though he had conplete control over the
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noney he received, he didn't include any of it in his incone for
tax purposes. The enpl oyer kept records of all advances and
charged Dennis an admnistrative fee each nonth. W found that
Dennis had a bona fide obligation to nmake repaynents and
classified his advance conm ssion as |oans not includable in his
gross i ncone.

Gal es al so was an insurance sal es agent whose enpl oyer had
advanced hi m comm ssions. These paynents accrued interest, and
their repaynent was secured by Gales’ s future conpensation. W
found that they were | oans and not incone, because Gal es was
personally obligated to repay them Pointing to Dennis and
Gales, Wnter argues that the proper test is whether he had a
bona fide personal obligation to repay the bonus advance. Wnter
says that if the bank had won or settled its enpl oynent contract
case against him including its claimthat it properly term nated
him for cause, he would then have had an unconditional personal
obligation to repay all or part of his unearned bonus.

The Comm ssi oner disagrees. He argues that in both Dennis
and Gales the enployers charged the taxpayers interest on the
advances and placed no conditions on the taxpayers’ obligation to
repay. The Conmm ssioner says that Wnter’'s case is nore |ike

McCormack v. Conm ssioner, T.C Meno. 1987-11, where the taxpayer

received a salary advance. He and his enployer had an understan-
ding that if he didn't work for the contracted tine, he would

have to repay the unearned portion of the advance. W relied on
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t he absence of a note evidencing indebtedness and the | ack of any
interest charged on the debt to characterize the paynent as

i ncone. Most inportantly, the primary purpose of the M Cornmack
arrangenment was the provision of personal services and not the

| endi ng of noney.

The Comm ssioner’s analogy is closer. Wnter’'s primary
obligation under his enploynent contract was, just |ike
McCormack’s, to work--not to repay a |l oan secured by future
income. And just |ike the enployer in MCornmack, BFC did not
require Wnter to sign a note or pay interest on the bonus
advance.

Wnter also only partially states the correct test. W
said in Dennis that “whether or not such advances constitute
i ncome depends on whether, at the tinme of the making of the
paynment, the recipient had unfettered use of the funds and
whet her there was a bona fide obligation on the part of the agent
to make repaynent.” Dennis, T.C Meno. 1997-275 (enphasis

added); see al so Conm ssioner v. |Indianapolis Power & Light Co.,

493 U. S. 203, 211-12 (1990). The key question is thus whether
Wnter’s obligation to repay the bonus was unconditional at the
time he received it. And we answer that it was not--he’'d have to
repay if and only if he quit or was fired for cause within five
years. Wether he was able to last that |ong doesn’'t affect the

underlying character of the bonus as conpensati on when he
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received it, and its change from conpensation for services to
conpensation for early dism ssal doesn't matter either.

B. Should Wnter Include the Entire Bonus Paynent in H's
2002 | ncone?

Now t hat we have deci ded the character of the bonus paynment
(it’s inconme, not a |oan), we nust decide the timng of its
recognition. The Comm ssioner argues that the bonus was paid to
Wnter in 2002 and so it’s taxable to himin 2002. W agree. A
t axpayer’s recei pt of noney which would otherw se qualify as
taxabl e incone is taxable even though there is a possibility

he’ Il have to return the noney later. Hamett v. Conm Ssioner,

T.C. Meno. 2004-78; see also NN. Am GOl Consol. v. Burnet, 286

U S. 417, 424 (1932). A taxpayer cannot postpone paying tax on a
di sputed anount until the dispute is finally settled. See United

States v. Lews, 340 U. S. 590, 592 (1951). Section 451(a)

provi des the general rule that a taxpayer mnmust report itens of
gross incone in the year he receives them Under section 1.451-
1(a), Income Tax Regs., taxpayers |like Wnter who use the cash
met hod of accounting nust include such itens in gross inconme when
actually or constructively received. The Code mtigates the
potential harshness of this rule to a taxpayer who's later forced
to repay the incone by giving hima deduction--but only in the

year he repays it. Secs. 162, 1341; Pahl v. Conm ssioner, 67

T.C. 286 (1976).
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Wnter got the bonus paynent in early 2002 and was free to
use it as he saw fit. That he m ght have had to repay sone of
the noney | ater on does not relieve himfrom paying tax on the
bonus in the year he received it.

I[11. Charitable Contribution

An S corporation can nake charitable contributions, but it
doesn’t deduct them when calculating its incone. See sec.
301.6245-1T(a)(1)(ii), Tenp. Proced. & Adm n. Regs., 52 Fed. Reg.
3003 (Jan. 30, 1987). Instead, it notifies its sharehol ders of
their pro-rata shares so each may deduct his portion on his
i ndividual return subject to each shareholder’s individual limts
on charitable giving. See, e.g., sec. 170(b).

On the K-1 that it sent to Wnter, BFC listed $5,062 as his
share of its charitable contributions. Wnter did not claimthis
deduction on his return, and the Conmm ssioner questioned in his
pretrial brief whether Wnter should now be able to. Because
Wnter didn't address this issue after subm ssion of the case, we
treat himas having conceded it. See Rule 151(e)(4) and (5);

Pet zol dt v. Conm ssioner, 92 T.C. 661, 683 (1989); Mney v.

Conmm ssioner, 89 T.C. 46, 48 (1987).

V. Accuracy-Related Penalty

The last issue is whether Wnter is liable for a penalty.
The Comm ssioner isn’t exactly clear about which m sbehavior he
wants to penalize and why. Section 6662(b) lists triggers for

the accuracy-rel ated penalty, two of which nmay be at issue here-—-
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a negligence penalty (section 6662(b)(1)) and a substanti al -
under st at enent - of -i ncone-tax penalty (section 6662(b)(2)).*® The
notice of deficiency's “Explanation of Changes” refers only to
substantial understatenent of incone tax, defined under section
6662(d), with no nention of negligence. The Comm ssioner’s
pretrial brief argued for a negligence or a substantial -
understatenent penalty. The parties stipulated before trial that
the only remaining penalty at issue was for negligence. But the
Commi ssioner’s posttrial brief again asserts both grounds.
(Wnter was at | east consistently vague throughout and stuck to
conbating all “section 6662(a)” penalties.)

We al so have to deci pher the underpaynments to which these
penalties mght apply. The notice of deficiency shows that the
Comm ssioner determ ned a penalty against the entire
under paynment —whet her attri butable to Wnter’s m sreported S-
corporation incone or to his unreported dividend, interest, and
ganbling incone. This seens sinple enough. But although Wnter
conceded sone adjustnents, he didn’t concede the associ ated
penalty. And in bearing his burden of production the
Comm ssi oner focuses solely on the big noney, w thout nention of

the smaller itens.

13 Wnter would not be liable for double penalties, but the
Comm ssioner can argue in the alternative to get at |east one to
stick. See sec. 1.6662-2(c), Incone Tax Regs.
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A. Penalty Tied to Dividend, Interest, and Ganbli ng
| ncone

Wnter agreed that he failed to report m scell aneous incone
from di vi dends and ganbling, and didn’t fight the Conm ssioner’s
assertion about some interest incone, but he did not concede the
related penalties. That’'s enough to put themat issue, and
trigger the Comm ssioner’s burden under section 7491(c) of
produci ng sone evidence in support of the penalties. See Hi gbee

v. Conmm ssioner, 116 T.C 438, 446 (2001).

The Conmm ssioner first asserted, in the notice of
deficiency, only the substantial -understatenent penalty. But he
added to his claimin his pretrial nmeno by asserting in the
alternative a negligence penalty. At this point, then, either

penalty was on the table. See Baker v. Conm ssioner, T.C Meno.

2008-247 (citing Estate of Petschek v. Comm ssioner, 81 T.C. 260,

271-72 (1983), affd. 738 F.2d 67 (2d G r. 1984), and Koufnman v.

Comm ssioner, 69 T.C. 473, 475-76, (1977)). But the Conm ssioner

then stipulated that the only penalty issue “remaining for the
Court to decide [is] * * * [w] hether petitioners are liable for
the negligence penalty inposed under section 6662(a).” This
knocked the substanti al -understatenent penalty off the table.

See Money, 89 T.C. at 48 (finding Comm ssioner conceded
negl i gence penalty when not pursued on brief or in trial

menor andun) ; Koufman, 69 T.C at 475-76 (“It is well settled that

the Court cannot approve a deficiency unless the Comm ssioner has
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made a claimtherefor”). The Comm ssioner’s |ast-mnute attenpt
to catch the substantial -understatenent penalty and nudge it back
on the table in his posttrial brief is just too late. Stipul a-
tions are binding and cannot be changed unl ess justice so
requires, Rule 91(e), and the parties’ stipulation of facts
states that all stipulations shall be conclusive. W also note
that the Comm ssioner hasn’t even asked to be relieved of this
stipulation, and we will therefore hold himto it.

The Conmm ssioner is thus left with the burden of producing
sone evidence of negligence. And for this the Conm ssioner can’t
rest on a concession of the underlying substantive item See
H gbee, 116 T.C. at 446. Section 1.6662-3(b)(1), |Incone Tax
Regs., tells us that “[n]egligence is strongly indicated where
* * * a taxpayer fails to include on an incone tax return an
anount of inconme shown on an information return.” So the
Comm ssi oner could start sinply by showing that Wnter’s

m scel | aneous i ncone was i ncluded on infornmation returns sent to

Wnter and Wnter didn’t report it. See Alonimyv. Conmm Ssioner,
T.C. Meno. 2010-190. But the Conm ssioner failed to do even
this--he didn't present any evidence or argunent related to these
little inconme itens--choosing instead to focus only on the issue
of Wnter’s failure to report his passthrough i ncone from BFC.

We therefore find that the Comm ssioner failed to neet his burden
of production and has conceded the penalty as related to the

unreported dividend, interest, and ganbling inconme. See Rule
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151(e)(4) and (5); Petzoldt, 92 T.C. at 683; Money, 89 T.C. at
48.

B. Penalties Tied to I nconsistent Reporting

Al t hough we agree with Wnter that BFC shoul d have deducted
t he disputed portion of his bonus, a significant difference
remai ns between BFC s and Wnter’s cal cul ati on of his passthrough
i ncone. And the Conm ssioner did produce evidence of negligence
for Wnter’s inconsistent reporting. He points at copies of
Wnter’s K-1 and asserts Wnter was negligent because Wnter
didn’'t report that incone or instead file a Form 8082, Notice of
| nconsi stent Treatnent. The Conmm ssioner also says that if
Wnter didn't receive the K-1, he should have asked either BFC or
the IRS for a copy.

Negligence is a failure to “make a reasonable attenpt to
conply” with the internal revenue |laws or to “exercise ordinary
and reasonable care in the preparation of a tax return.” Sec.
1.6662-3(b) (1), Income Tax Regs. And, as we just said,
negligence is “strongly indicated” where the taxpayer “fails to
i nclude on an incone tax return an anount of incone shown on an
information return.” [d. The Code al so penalizes a taxpayer who
carelessly, recklessly, or intentionally disregards rules or
regul ations. Sec. 1.6662-3(b)(2), Inconme Tax Regs. W find the
Comm ssi oner has nmet his burden of production here.

W nter can escape the penalty if he had reasonabl e cause for

t he under paynent and acted in good faith in preparing his return.
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See sec. 6664(c). W decide whether a taxpayer had reasonabl e
cause and good faith based on the facts and circunstances, and
focus on the extent to which the taxpayer tried to figure out his
proper tax liability. Sec. 1.6664-4(b)(1), Inconme Tax Regs.

“[ Al n honest m sunderstanding of fact or law that is reasonable
inlight of all the facts and circunstances, including the
experience, know edge and education of the taxpayer” tends to
show good faith. 1d. Wnter says he made a good-faith effort to
estimate his income when he didn't receive a K-1 fromBFC. He
admts he should have filed a Form 8082, but he says he shouldn’t
be penalized for this little m stake.

The parties fight nostly over whether Wnter received the
Schedul e K-1 from BFC, but we don’'t think that matters. Even if
Wnter didn't receive a K-1, he was well aware that he should
have, and he failed to ask for a copy fromeither BFC or the IRS.
We agree with the Conmm ssioner that Wnter’s long career in the
financial industry and education in finance shoul d have taught
himthe potentially significant differences between incone
statenments for regulatory filings and those for tax reporting.

See Sunoco, Inc. & Subs. v. Conmmissioner, T.C Meno. 2004-29

(“the objectives of financial and tax accounting are ‘vastly
different’”). Wnter’s adm ssion that he should have filed a
Form 8082 i ndicates that he hinself was aware of the possibility
that he was reporting inconsistently with BFC, yet he failed to

follow the relevant statute or otherwi se alert the Comm ssi oner.
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Wnter points out that he didn't have professional help in
preparing his taxes, but if hiring a paid preparer does not
al ways hel p taxpayers trying to dodge a negligence penalty, see
sec. 1.6664-4(b)(1), Inconme Tax Regs., failing to do so certainly
doesn’t. Wnter’'s reliance on regulatory financial statenents
was not reasonable for sonmeone with his know edge, education, and
experience. W therefore sustain the Conm ssioner’s
determ nation of an accuracy-related penalty in connection with
Wnter’'s inconsistently reported incone, to the extent any
difference remains after accounting for BFC s deduction of the
di sputed portion of his bonus. This will take sone cal cul ati ng,
so

Deci sion will be entered

under Rul e 155.




