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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: Respondent determ ned a deficiency in

petitioners’ Federal incone tax of $1,302,102 and an accuracy-

rel ated penalty under section 6662(a) of $260,420 for 2003.1

1Unl ess ot herw se i ndi cat ed,
| nt ernal Revenue Code,
i ssue.

section references are to the
as anmended and in effect for the year in
Rul e references are to the Tax Court Rules of Practice

(continued. . .)
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After stipulations? the issues renmining for decision are:
(1) Whether Portfolio Properties, Inc. (PPl), an S corporation
i ncorporated under the laws of Illinois, must include $1,190, 500
in income for 2003;3 (2) whether PPl is entitled to deduct in
2003 l egal and professional fees attributable to the $1, 190, 500;
and (3) whether a $218,499 distribution fromPPl to its sole
shar ehol der, petitioner John Rogers (Rogers), is includable in
petitioners’ gross inconme for 20083.

Sone of the facts have been stipulated and are so found.
The stipulation of facts, the supplenental stipulation of facts,
the stipulation of settled issues, and the exhibits attached
thereto are incorporated herein by this reference. At the tine

they filed their petition, petitioners resided in Illinois.

Y(...continued)
and Procedure. Anounts are rounded to the nearest doll ar.

2On Feb. 5, 2010, the Court filed the parties’ stipulation
of settled issues, resolving many of the issues set forth in the
notice of deficiency. On Mar. 4, 2010, the Court filed the
parties’ supplenental stipulation of settled issues, resolving
addi tional issues, including the accuracy-rel ated penalty under
sec. 6662(a).

%Petitioner John Rogers is the sole sharehol der of PPI
Because PPl is an S corporation, we nust determ ne the incone and
deduction itens of PPl before determ ning petitioners’ incone.
VWhere a notice of deficiency includes adjustnments for S
corporation items with other adjustnents, we have jurisdiction to
determ ne the correctness of all adjustnents. See Wnter v.

Comm ssioner, 135 T.C. 238 (2010).
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FI NDI NGS OF FACT

Rogers is a tax attorney with over 40 years of experience.
He received a | aw degree from Harvard University in 1967 and a
master’s degree in business admnistration fromthe University of
Chicago. He worked in the tax departnent of Arthur Andersen for
over 24 years before serving for 7 years as the tax director and
assistant treasurer at FMC Corp. In 2003 Rogers was a partner
wth the law firmAltheinmer & Gay until its bankruptcy on June
30, 2003. For the remainder of the year Rogers was a partner
with the law firm Seyfarth Shaw, LLP

Rogers pronoted to clients “tax advantaged” transactions
that dealt with the acquisition of, and sal es of indirect
interests in, Brazilian consunmer receivables.* The instant case
is an of fshoot of those transactions. Qur concern is not with
t he consuner receivables transactions thenselves, but with the
inconme tax, if any, resulting fromthe receipt of noney from
investors by Rogers’ controlled entities and by Rogers hinself.

Rogers set up three business entities to manage numnerous
hol di ng and tradi ng conpani es used in the Brazilian receivable
transactions. The first, PPlI, was incorporated under the | aws of
IIlinois on April 1, 1989, and el ected on January 1, 1992, to be

treated as an S corporation under section 1361(a)(1l). Rogers was

‘For the details of these transactions, see Superior
Trading, LLC v. Conmm ssioner, 137 T.C. 70 (2011).
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its sole shareholder. The second, Jetstream Business Limted
(Jetstreanm), a British Virgin Islands |limted conpany, was forned
by Rogers with PPl as its sole sharehol der. Rogers was
Jetstreamis only director. In 2003 Jetstreamwas treated as a
di sregarded entity for Federal tax purposes. The third, Warw ck
Trading, LLC (Vrwick), an Illinois limted liability conpany
(LLC), was forned in 2001. 1In 2003 Jetstream was the managi ng
menber of Warwi ck. Consequently, in 2003 Rogers had sole contro
over PPl, Jetstream and Warw ck

In 2003 Warwi ck entered into transactions directly and
through affiliated entities for, in effect, purchasing Brazilian
consuner receivables and selling interests in themto nunerous
i nvestors through trading and hol di ng conpani es.® The investors
pai d an aggregate of $2,381,000, all apparently for acquiring
such interests. O the $2,381, 000, Warw ck received and
transferred $1, 190,500 to Miulticred Investanentos Limtada
(Multicred), a Brazilian collection conpany. The other
$1, 190, 500 was deposited directly in PPlI’s bank account on behal f
of Jetstream None of Warw ck, Jetstream or PPl had any
obligation to transfer the $1, 190,500 deposited directly in PPI’s
bank account to anyone, hold the funds in escrow, or segregate

the funds from any ot her use.

5See id.
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Rogers prepared PPI’s 2003 Form 1120S, U.S. Incone Tax
Return for an S Corporation. PPl reported $1, 958,877 of gross
recei pts or sales, including income of $27,877 fromtransactions
unrel ated to the receivables, and a deduction of $1, 190,500 for
the $1, 190,500 transferred to Multicred. Lucas & Rogers Capital,
Inc. (L&R), a second S corporation with Rogers as its sole
shar ehol der, reported $450, 000 of gross receipts in 2003
attributable to investor noney for the receivables. The parties
agree that the $450,000 L&R reported as gross receipts in 2003
shoul d have been reported by PPI. Further, the parties agree
that the $1, 190,500 transferred to Multicred is not includable in
PPI’'s inconme and does not entitle PPl to a deduction.

PPl distributed $732,000 to Rogers in 2003. Petitioners
deposited this anount in their joint bank account. PPl deducted
$513, 501 of this anmobunt as | egal and professional fees paid to
Rogers.® In turn, petitioners included the $513,501 Rogers
received from PPl as incone on their Schedule C, Profit or Loss
From Busi ness. Petitioners did not report the remaining $218, 499
distribution as incone in 2003. Petitioners had no obligation to
transfer the $218,499 to anyone, hold the funds in escrow, or

segregate the funds fromtheir personal funds.

PPl al so deducted $22,039 of |egal and professional fees
paid to Altheiner & Gay and Seyfarth Shaw.
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On August 24, 2007, respondent issued a statutory notice of
deficiency to petitioners determ ning, anong other things, that
the $218, 499 was incone to petitioners in 2003. On Cctober 2,
2007, the Court filed petitioners’ tinely petition.

OPI NI ON

Burden of Proof

The Conmm ssioner’s determ nations in the notice of
deficiency are generally presuned correct, and the taxpayers bear
t he burden of proving themincorrect. See Rule 142(a)(1).
Petitioners do not argue that the burden of proof shifts to
respondent pursuant to section 7491(a), nor have they shown that
the threshold requirenments of section 7491(a) have been net. The
burden therefore remains on petitioners with respect to al
i ssues to prove that respondent’s determ nation of the deficiency
in inconme tax i S erroneous.

1. PPL

A &G oss | ncone

Ceneral ly, unless otherw se provided, gross inconme under
section 61 includes all accessions to wealth from what ever source

derived. Conmm ssioner v. denshaw 3 ass Co., 348 U. S. 426, 431

(1955). Moreover,

gain * * * constitutes taxable inconme when its recipient has
such control over it that, as a practical matter, he derives
readily realizable economc value fromit. That occurs when
cash * * * s delivered by its owner to the taxpayer in a
manner which allows the recipient freedomto dispose of it
at will, even though it may have been obtai ned by fraud and
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his freedomto use it may be assail able by soneone with a
better title toit. J[Rutkin v. United States, 343 U S. 130,
137 (1952); citations omtted.]

See also United States v. Rochelle, 384 F.2d 748, 751 (5th G

1967); MSpadden v. Conmm ssioner, 50 T.C 478, 490 (1968).

The econom c benefit accruing to the taxpayer is the controlling

factor in determning whether a gain is inconme. Rutkin v. United

States, supra at 137; United States v. Rochelle, supra at 751.

In 2003 PPl reported $1, 958,877 of gross receipts or sales,
i ncluding i ncone of $27,877 fromtransactions unrelated to the
recei vabl es and the $1, 190,500 transferred to Multicred.
Additionally, PPl deducted the $1,190,500 transferred to
Multicred. The parties subsequently have agreed that the
$450, 000 L&R reported as gross receipts in 2003 shoul d have been
reported by PPlI, and the $1, 190,500 transferred to Multicred (1)
is not includable in PPI’'s incone, and (2) does not entitle PP
to a deduction. Therefore, PPI’s gross incone for 2003 is its
reported gross receipts or sales of $1,958,877, plus $450, 000
fromL&R, less the $1,190,500 that was transferred to Milticred,
for a total of $1,218, 377.

I nconsistent with PPI’s 2003 Form 1120S, as prepared by
Rogers, petitioners argue that the $1,190,500 PPl received from
i nvestors was not income to PPI. Rather, petitioners argue that

the $1,190,500 was: (1) Held in trust on behalf of Warw ck or



- 8 -
Jetstream or (2) inconme to Warw ck. Neither of these
contentions has nerit.

In Superior Trading, LLC v. Comm ssioner, 137 T.C. 70

(2011), we held that Warwi ck was not a partnership for Federa
tax purposes. Rather, Warwi ck was a single-nmenber LLC with
Jetstreamas its only nmenber. Because Warwi ck did not nmake an
election to be treated as an associ ati on under the so-called
check-the-box regulations, it was a disregarded entity in 2003
for Federal tax purposes. See sec. 301.7701-3(b)(1)(ii), Proced.
& Adm n. Regs.

Jetstreamwas al so a disregarded entity in 2003 for Federal
tax purposes. Because both Warwi ck and Jetstream were
di sregarded entities for Federal tax purposes, the $1, 190, 500
received fromthe investors is attributable only to PPI. Nothing
in the record supports petitioners’ argunent that PPl was
required to hold these funds on behalf of or for the benefit of
any other person or entity. The $1,190,500 deposited in PPlI's
bank account constituted unrestricted funds. |In fact, PP
di stributed $732, 000 of these funds to Rogers. Consequently, the
$1, 190, 500 PPl received fromthe investors is income to PPl in
2003.

B. Deduct i ons

Deductions are a matter of |egislative grace, and the

t axpayer nust prove he is entitled to the deductions cl ai ned.
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Rul e 142(a); New Colonial Ice Co. v. Helvering, 292 U S. 435, 440

(1934). Section 162(a) provides that “There shall be allowed as
a deduction all the ordinary and necessary expenses paid or
incurred during the taxable year in carrying on any trade or

busi ness”.

I n 2003 PPl deducted | egal and professional fees of $513,501
paid to Rogers and $22,039 paid to Altheinmer & Gray and Seyfarth
Shaw. In turn, petitioners included the $513,501 Rogers received
fromPPl as incone on their Schedule C. The parties agree that
if PPl must include in incone the $1, 190,500 received from
investors, it is entitled to a deduction for |egal and
prof essional fees incurred with respect to the $1,190,500. W
agree with this position. Consistent with our holding that the
$1, 190,500 is PPI’'s incone, PPl is entitled to deduct |egal and
prof essi onal fees of $513,501 paid to Rogers and $22,039 paid to
Al theimer & Gray and Seyfarth Shaw.

[11. The $218,499 Distribution

A. S Cor poration Rul es

On its face, the $218,499 transfer from PPl to Rogers is a
distribution froman S corporation to a shareholder. GCenerally,
section 1368(b) provides that distributions froman S corporation
with no accunul ated earnings and profits (E&P) of a predecessor C
corporation are not included in the gross incone of the

sharehol der to the extent that they do not exceed the adjusted
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basi s of the sharehol der’s stock, and any excess over adjusted
basis is treated as gain fromthe sal e or exchange of property.
|f the S corporation has accunul ated E&P of a predecessor C
corporation, then the portion of the distributions in excess of
the S corporation’s accunul ated adj ustnment account (AAA) is
treated as a dividend to the extent it does not exceed the
accunul ated E&P. Sec. 1368(c)(1l) and (2). The AAA is intended
to measure the accunul ated taxable incone of an S corporation
that has not been distributed to the shareholders. See WIlians

v. Comm ssioner, 110 T.C. 27, 30 (1998). The portion of a

distribution to a sharehol der that does not exceed the AAAis a
nont axabl e return of capital to the extent of the sharehol der’s
adj usted basis in S corporation stock. Sec. 1368(b) and (c)(1).
The AAA is increased for the S corporation’s inconme and decreased
for the S corporation’s |osses and deductions and for nontaxabl e
di stributions to shareholders. See secs. 1367 and 1368.

Section 1366(a)(1l) provides that a sharehol der shal
take into account his or her pro rata share of the S
corporation’s itens of incone, |oss, deduction, or credit for the
S corporation’s taxable year ending wwth or in the sharehol der’s
taxabl e year. Section 1367 provides that basis in S corporation
stock is increased by incone passed through to the sharehol der

under section 1366(a)(1), and decreased by, inter alia,
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di stributions not includable in the sharehol der’s inconme pursuant
to section 1368.

Unl ess a statutory or legal principle applies to renove the
$218, 499 distribution fromthe S corporation rules described
above, these rules will govern whether the $218, 499 distribution
fromPPl to Rogers is incone to petitioners and, if so, the
character of that inconme. Petitioners argue that the rules
shoul d not apply because the $218, 499 distribution fromPPl to
Rogers was not a distribution froman S corporation to a
sharehol der, but rather, a distribution to a fiduciary to be held
in trust.

B. Petitioners’ Trust Arqgunent

Petitioners argue that Rogers held the $218, 499 distribution
fromPPl in trust pursuant to a duty of loyalty to Warwi ck under
the Illinois Limted Liability Conpany Act (lllinois LLC Act).
The Illinois LLC Act requires the manager of an Illinois LLC to
“account to the conpany and to hold as trustee for it any
property, profit, or benefit derived by the nmenber in the conduct
or winding up of the conpany’ s business”. 805 IIl. Conp. Stat.
Ann. 180/ 15-3(b) (1) (West 2010). Petitioners contend that the
$218, 499 distribution fromPPl to Rogers is not incone to
petitioners because Rogers held this anmount in a fiduciary

capacity as manager of Warwi ck t hrough Jetstream
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Petitioners’ reliance on the Illinois LLC Act is ill ogical
and m sguided. PPlI, and not Warwi ck, distributed the $218,499 in
gquestion to Rogers. PPl is an S corporation and is not subject
tothe Illinois LLC Act. W have no reason to view the
transaction at issue as anything nore than a distribution from an
S corporation to a shareholder. Therefore, PPlI’'s $218, 499
distribution to Rogers does not give rise to a duty of loyalty
pursuant to the Illinois LLC Act.

Rogers did not have a fiduciary duty to PPl under the
II'linois LLC Act, but he was a sharehol der, officer, and director
of PPI. Cenerally, “a taxpayer need not treat as inconme noneys
whi ch he did not receive under a claimof right, which were not
his to keep, and which he was required to transmt to soneone

else as a nere conduit.” Dianmond v. Conmi ssioner, 56 T.C. 530,

541 (1971), affd. 492 F.2d 286 (7th Cr. 1974). Thus, noney a
t axpayer receives in his or her capacity as a fiduciary or agent
does not constitute inconme to that taxpayer, Herman v.

Comm ssioner, 84 T.C. 120, 134-136 (1985); Hem nway V.

Commi ssioner, 44 T.C 96, 101 (1965), and a sharehol der who takes

personal control of corporate funds is not taxable on them so
long as it is shown that he held the funds as an agent of the
corporation and/ or deployed them for a corporate purpose, AJF

Transp. Consultants, Inc. v. Comm ssioner, T.C. Mno. 1999-16,

affd. wi thout published opinion 213 F.3d 625 (2d Cr. 2000); St.
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Auqustine Trawers, Inc. v. Conm ssioner, T.C. Mnop. 1992-148,

affd. sub nom O Neal v. Conm ssioner, 20 F.3d 1174 (11th Cr.

1994); Alisa v. Comm ssioner, T.C Menp. 1976-255.

Whet her Rogers was acting as an agent of PPl is a question

of fact. See Pittman v. Conm ssioner, 100 F.3d 1308, 1314 (7th

Cir. 1996) (question of fact whether C corporation’s
sharehol der’ s diversion of corporate funds constitutes
constructive dividend), affg. T.C. Menp. 1995-243. W |look to
Rogers’ testinmony and the objective facts to ascertain his

intent. See, e.g., Busch v. Conm ssioner, 728 F.2d 945, 948 (7th

Cir. 1984) (objective factors used to determne intent), affgqg.

T.C. Meno. 1983-98; Spheeris v. Commi ssioner, 284 F.2d 928, 931

(7th CGr. 1960) (legal relationship between a closely held
corporation and its shareholders as to paynents to the latter
“must be established by a consideration of all relevant factors
indicating the true intent of the parties”), affg. T.C Meno.

1959-225; Kaplan v. Conm ssioner, 43 T.C. 580, 595 (1965).

Petitioners rely on Seven-Up Co. v. Comm ssioner, 14 T.C

965 (1950), and Mch. Retailers Association v. United States, 676

F. Supp. 151 (WD. Mch. 1988), to support their fiduciary

theory. In Seven-Up Co., Seven-Up Co. (7-Up) manufactured and

sold extract for a soft drink to various franchised bottlers. To
fund a national advertising canpaign, participating bottlers were

required to pay 7-Up $17.50 per gallon of extract purchased. The
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funds were adm nistered by 7-Up and were to be spent solely for
advertising purposes. The funds were accounted for separately on
t he conpany’s books but were not placed in a separate bank
account. This arrangenent was the result of a well-docunented
arm s-1ength negotiation between 7-Up and the bottlers. Further,
in aletter sent to each bottler 7-Up acknowl edged its role as a
trustee handling the bottlers’ noney for the purpose of a

nati onal advertising canpaign.

The Comm ssioner contended that the excess of the anmounts
received by 7-Up over the advertising expenses incurred and paid
constituted income to 7-Up. In holding that the excess was not
taxabl e, we stated:

Wi le petitioner had the right to receive the bottlers’
contributions under its agreements with them all the facts
and circunstances surroundi ng the transaction clearly
indicate that it was the intention of all of the parties
concerned that these contributions were to be used to
acquire national advertising for the 7-Up bottl ed beverage
and for that purpose only, and that petitioner was to be a
conduit for passing on the funds contributed to the
advertising agency which was to arrange for and supply the
national advertising. * * * Although the funds were not al
expended in the year received, for reasons set forth in our
findings, petitioner did expend themfor national
advertising, did not use them for general corporate

pur poses, treated the anmounts on hand in the fund on its
books as a liability to the bottlers, and considered itself,
as evidenced by its letter of May 2, 1944, to one of the
participating bottlers, nerely as a trustee, handling the
bottlers’ noney. [Seven-Up Co. v. Conmm Ssioner, supra at
977-978. ]

In Mch. Retailers Association v. United States, supra,

M chigan Retailers Association (MRA), a not-for-profit
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corporation, was the master policy holder of two group health

i nsurance policies for its nenbers. As master policy holder, MA
received premumcredits frominsurance conpanies in 1976 and
1977 because prem uns received fromits nenbers exceeded clains
paid for their benefit. The Internal Revenue Service determ ned
t hat MRA shoul d have reported these prem uns as incone. MRA
argued that the prem uns were received and held in trust for the
benefit of its menbers.

The prem uns were conm ngled with ot her funds; however, they
were segregated in MRA's financial records, earmarked for the
benefit of its nmenbers, and credited to a liability account.
Further, MRA's chief officer and board of directors believed that
they were obligated to use the premumcredits for the benefit of
its menbers. In 1978 MRA executed a declaration of trust
acknow edging its rights and responsibilities with respect to the
excess premuns. Citing these facts and circunstances, the Court
held that MRA was nerely a conduit through which excess prem uns
were returned for the benefit of its nenbers.

Both Seven-Up Co. v. Conmi ssioner, supra, and M ch.

Retailers Association v. United States, supra, are clearly

di stingui shable fromthe case at hand. 1In each of those cases,
the record supported an understandi ng anong all parties that the
nmoneys received were held in trust for the benefit of others.

Here, Rogers testified that he held the $218,499 in trust to pay
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adm ni strative costs and to invest further in Brazilian
recei vables in 2005. However, petitioners have failed to support
this claimw th any docunentation or outside testinony. W are
not required to accept self-serving testinony, particularly where
it is inplausible and there is no persuasive corroborating

evidence. E.g., Frierdich v. Comm ssioner, 925 F.2d 180, 185

(7th CGr. 1991) (“The statenents of an interested party as to his
own intentions are not necessarily conclusive, even when they are
uncontradicted.”), affg. T.C. Meno. 1989-393; Lerch v.

Conm ssi oner, 877 F.2d 624, 631-632 (7th Gr. 1989), affg. T.C

Meno. 1987-295; Tokarski v. Conm ssioner, 87 T.C. 74, 77 (1986).

Additionally, a taxpayer’s testinony as to intent is not
determ native, particularly where it is contradicted by the

obj ective evidence. Busch v. Comm ssioner, supra at 948; d.into

v. Comm ssioner, 397 F.2d 537, 540-541 (7th Cr. 1968)

(taxpayer’s uncontradi cted testinony need not be accepted), affg.
T.C. Meno. 1967-1109.

The objective evidence in the record contradicts Rogers’
contention that he was acting as an agent of PPl in furtherance
of a corporate purpose. Rogers did not hold the $218,499 in
escrow or segregate the funds for PPI's use. Rather, Rogers held
and used the funds without restriction. The $218, 499 was
transferred to petitioners’ joint bank account. The record is

devoi d of any evidence establishing either an express or



- 17 -
constructive trust between Rogers and PPI. Further, petitioners
have not presented any witten agreenent providing that Rogers,
t hrough PPI, acted as a trustee to hold the $218,499 for the
benefit of any other entity. Rogers controlled Warw ck,
Jetstream and PPI. Nothing in the record indicates that Rogers
used the funds fromthe sale of the receivables to serve the
interest of any of these entities. Rather, Rogers’ actions with
respect to these funds clearly show that his only interest was to
use Warwi ck, Jetstream and PPl to avoid tax on his incone.
Accordingly, we sustain respondent’s determ nation with respect
to the trust issue.

| V. Rul e 155 Conputation

The $218,499 distribution fromPPlI to Rogers was nothing
nmore than a distribution froman S corporation to a sharehol der.
PPl was incorporated on April 1, 1989, but did not elect to be
treated as an S corporation until January 1, 1992. As a result,
it is possible that PPl has accunmul ated E&P fromits predecessor
C corporation. Pursuant to the S corporation rules discussed
above, if PPl has accunul ated E&P then the $218, 499 distribution
is a dividend to Rogers to the extent it exceeds PPI’'s AAA but
does not exceed its accunul ated E&P. |If PPl does not have
accunul ated E&P, then the $218,499 distribution nmust be treated
as a gain fromthe sale or exchange of property to the extent it

exceeds Rogers’ basis in his PPl stock. A Rule 155 conputation
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of PPI's E&P and AAA, as well as Rogers’ basis in his PPl stock,
is required to make a final determ nation
The Court, in reaching its hol dings, has considered al
argunents nade, and, to the extent not nentioned, concludes that
they are noot, irrelevant, or w thout nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




