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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

THORNTON, Judge: Respondent determ ned a $1, 194, 503
deficiency in petitioners’ 1993 Federal income tax and a

$238, 901 accuracy-rel ated penalty pursuant to section 6662(a).!?

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
(continued. . .)



The issues for decision are: (1) Wiether the notice of
deficiency is entitled to a presunption of correctness; (2)
whet her petitioners had ordi nary unreported i ncone due to
forgi veness of indebtedness as determ ned by respondent; (3)
whet her petitioners are entitled to a net operating |oss
carryover in the anount of $3,992,234; and (4) whether
petitioners are |liable for an accuracy-related penalty under
section 6662.

FI NDI NGS OF FACT

The parties have stipulated sone of the facts, which are so
found. The stipulation of facts is incorporated herein by this
reference. Wen they filed their petition, petitioners were
married and resided in Key Biscayne, Florida. References to
petitioner are to petitioner husband.

Petitioner’s Busi ness Hol di ngs

From 1986 t hrough 1993, petitioner held extensive business
interests, including two solely owned S corporations, Bonnevista
Terrace, Inc. (Bonnevista), and Castle Towers, Inc. (Castle
Towers), which owned and operated nobile honme parks in M nnesota
and | ndi ana. Bonnevista was incorporated on June 30, 1966, and

el ected status as an S corporation on July 20, 1966. Castle

Y(...continued)
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.
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Towers was incorporated on May 22, 1979, and el ected status as an
S corporation on Decenber 29, 1986

Petitioner also owed and operated mari nas on Lake
M nnet onka in M nnesota through a nunber of wholly owned
corporations.? To acquire the marinas, petitioner personally
guar ant eed bank | oans used to acquire the marinas and pl edged the
nmobi | e hone parks as collateral. Initially, petitioner was
successful in the marina business. During a drought in 1988 or
1989, however, water levels at the marinas fell significantly.
Boat ers began renoving their boats fromthe marinas, and the
cash-flow from petitioner’s marina business practically stopped.

During the drought, Bonnevista and Castle Towers were
generating positive cash-flows fromthe nobile home parks. These
funds were used to help keep the marinas operating tenporarily.?
Eventual |y, however, petitioner |ost both the marinas and the

nobi | e hone parks.*

2 These whol |y owned corporations include: St. Al bans Bay
Marina & Yacht Cub, Inc.; Tonka Bay Marina & Yacht Cub, Inc.;
Shorewood Marina & Yacht Club, Inc.; Maxwell Bay Marina, Inc.;
and Smth’s Bay Marina, |Inc.

3 The record does not reveal the nature and anmount of these
transacti ons.

4 The record is unclear as to exactly when or in what nanner
petitioner |ost these businesses, or exactly when any of the
vari ous corporations may have actually gone out of existence.



- 4 -

Loans From Bonnevi sta and Castle Towers to Petitioner

After filing Form 1120S, U.S. Inconme Tax Return for an S
Corporation, for its 1991 taxable year, Bonnevista filed no
subsequent inconme tax return.®> The bal ance sheet attached to the
1991 Form 1120S reflects loans to petitioner of $2,148, 481 as of
t he begi nning of the tax year and $2, 244,164 as of yearend.

After filing Form 1120S for its 1990 taxable year, Castle
Towers filed no subsequent return.® The bal ance sheet attached to
its 1990 Form 1120S reflects yearend | oans to petitioner of
$633, 329.

Petitioner’'s Omership Interest in Fantasti c Foods

In 1993, petitioner was president and majority stockhol der
of Fantastic Foods, Inc., which holds exclusive rights to Dairy
Queen franchises in two counties in Florida. The corporation has
several affiliated corporations also known as Fantastic Foods.
The 1992 Federal corporate inconme tax return of one of those
affiliated corporations, Fantastic Foods, Inc. (Del aware),

indicates that it is wholly owned by petitioners’ son, WIIliam

5> The 1991 Form 1120S, U.S. Inconme Tax Return for an S
Corporation, does not indicate that it is the final return of
Bonnevi sta Terrace, Inc. (Bonnevista).

6 The 1990 Form 1120S does not indicate that it is the
final return of Castle Towers, Inc. (Castle Towers). On Schedul e
E, Suppl enental |Incone and Loss, of their 1991 joint Federal
incone tax return, petitioners reported both passive and
nonpassi ve i ncone from Castle Towers.
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Toberman, and that as of the end of 1992, the corporation owed
petitioner $457,072.

Bankr upt cy Proceedi ng

In 1990, petitioner filed for relief under chapter 11 of the
United States Bankruptcy Code. On May 21, 1991, petitioner’s
bankruptcy case was dism ssed for petitioner’s failure to file a
di scl osure statenent and plan of reorganization as directed by
the United States Bankruptcy Court.

Judgnent s Agai nst Petitioner

Before 1993, a nunber of judgnents were entered agai nst
petitioner in favor of various creditors.

IRS Collection Informati on St at enent

In 1993, petitioner submtted to the Internal Revenue
Service (IRS) Form 433-A, Collection Information Statenent for
I ndi viduals (C1'S), signed and verified by petitioner on March 3,
1993, as true, correct, and conplete. On the C'S, petitioner
reported that he had a net worth of approximtely $389, 650.” On
the CI'S, petitioner reported no outstanding | oans fromeither
Bonnevi sta or Castle Towers. On the CS, petitioner disclosed
neither his ownership interests in Fantastic Foods nor any

recei vabl es from Fantastic Foods (Del aware). Petitioner reported

" The Collection Information Statement for Individuals (CS)
indicates that as of Mar. 3, 1993, petitioner had assets
conprising $50 cash and real estate worth $850, 000 (subject to
encunbrances of $460, 000), and had $400 of credit card debts.
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on the CI'S, under the category “Qther information relating to
your financial condition”, that there were no court proceedings
or repossessi ons.

Petitioner's O ained Net Operating Loss Deduction

For taxable year 1993, petitioners clainmed a net operating
| oss deduction of $3,992,234, conprising net operating | oss

carryovers fromprior years in the foll ow ng anounts:

Year Anpount
1986 $134, 414
1987 424, 283
1988 306, 907
1989 1, 627, 007
1990 1, 417, 445
1991 82,178
3,992, 234

Respondent’s Deterni nati ons

Respondent determ ned that for taxable year 1993 petitioners
had unreported ordinary inconme of $2,781,810 from di scharge of
t he debts owed by petitioner to Bonnevista and Castle Towers.?®
Respondent al so disall owed petitioners’ clained net operating

| oss deducti on.

8 The notice of deficiency charges petitioner with
unreported cancel l ati on of indebtedness incone based on the
$2, 148,481 | oan due frompetitioner to Bonnevista at the
begi nni ng of 1991, rather than the $2,244,164 due at the end of
1991. On brief, respondent states that although the facts
support using the larger, nore recent, |oan bal ance to conpute
petitioner’s 1993 cancell ation of indebtedness incone, respondent
has not anended his position to assert an increased deficiency.



-7 -
OPI NI ON

VWhet her the Notice of Deficiency |Is Entitled to a Presunption

of Correctness

As a general rule, the Comm ssioner’s determ nations are
presumed correct, and the taxpayer has the burden of proving them

incorrect. See Rule 142(a); United States v. Janis, 428 U. S.

433, 441-442 (1976); Welch v. Helvering, 290 U S. 111, 115

(1933); Feldman v. Conmm ssioner, 20 F.3d 1128, 1132 (11th Cr

1994), affg. T.C. Meno. 1993-17. Petitioners argue that
respondent’s determnation is entitled to no presunption of
correctness because it was arbitrary and capri ci ous.

The Court of Appeals for the Eleventh Crcuit, to which this
case i s appeal abl e absent stipulation, has stated that the
presunption of correctness adheres once the Comm ssioner has nade
a “mnimal” evidentiary show ng |inking the taxpayer to the

al | eged i ncone-producing activity. Blohmv. Conm ssioner, 994

F.2d 1542, 1549 (11th Gr. 1993), affg. T.C Menp. 1991-636.° The

® Petitioners’ reply brief states that because this case was
tried in St. Paul, Mnn., and because petitioners have ties to
M nnesota, they “assune that a stipulation to appeal the case to
the Eighth GCrcuit will be a routine matter.” See sec.
7482(b)(2). We need not linger |long over petitioners’
assunption, however, for we discern no essential difference in
the standards applied in the Eleventh and Eighth Circuits in
determ ning whether the statutory notice is supported by an
adequate evidentiary foundation to sustain the presunption of
correctness. Cf. Page v. Comm ssioner, 58 F.3d 1342, 1347 (8th
Cir. 1995) (the presunption of correctness fails “where the
Comm ssi oner mekes the assessnent w thout any foundation or
supporting evidence” (Enphasis added.)), affg. T.C. Meno. 1993-

(continued. . .)
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Comm ssi oner may support his determ nation on the basis of any
adm ssi bl e evidence and need not rely on the evidence used in

maki ng the adm nistrative determnation. See Jackson v.

Commi ssioner, 73 T.C. 394, 400 (1979). This conclusion is a

natural consequence of the well-established principle that “a
trial before the Tax Court is a proceeding de novo; our

determ nation of a petitioner’s tax liability nust be based on
the nmerits of the case and not any previous record devel oped at

the adm nistrative level.” [1d. (citing Geenberg’'s Express, Inc.

v. Conmi ssioner, 62 T.C. 324, 328 (1974)); see also Gatlin v.

Comm ssi oner, 754 F.2d 921, 923 (11th Cr. 1985), affg. T.C

Meno. 1982-489. An exception to this rul e against | ooking
behind the notice of deficiency may apply in the rare case where
t he Comm ssi oner introduces no substantive evidence but sinply
rests on the presunption of correctness regarding his

determ nation that a taxpayer has unreported incone. See Jackson

V. Conm ssioner, supra at 401. As discussed below, this is not

such a case.

°C...continued)
398; Day v. Conm ssioner, 975 F.2d 534, 537 (8th Cr. 1992)
(“Courts have occasionally declined to accord a presunption of
correctness to a deficiency notice when the Conm ssioner fails to
i ntroduce any substantive evidence |inking the taxpayer to the
i ncome generating activity in question.” (Enphasis added.)),
affg. in part, revg. in part on other grounds and remanding T.C.
Mermo. 1991-140.
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A. Di schar ge of | ndebt edness | ncone

Stipul at ed evi dence--specifically, Bonnevista's 1991 Federal
income tax return and Castle Tower’s 1990 Federal incone tax
return--shows that as of Decenber 31, 1991, petitioner owed
Bonnevi sta $2, 244, 164, and that as of Decenber 31, 1990, he owed
Castl e Towers $633,329. Petitioners have stipul ated that
Bonnevi sta and Castle Towers filed no subsequent Federal inconme
tax returns. These corporations failed, however, to provide
respondent the notification that would have been required if they
had ceased to exist.?

The stipul ated evi dence shows that in March 1993 when he
submtted his financial statenent to the IRS, petitioner
represented under penalties of perjury—and does not now
di spute--that he no longer owed these liabilities. Petitioner
does not argue, and has adduced no evidence to show, that he

directly repaid these | oans.

0 1f an S corporation ceases to exist, it thereby
termnates its election under sec. 1362(a) to be taxed as an S
corporation and is required to attach to its return for the
taxabl e year in which the term nation occurs a notification that
a termnation has occurred and the date of term nation. See sec.
1.1362-2(b)(1), Incone Tax Regs. In addition, if the corporation
has ceased to exist, box F(2) of Form 1120S, indicating a final
return, nust be checked. See Instructions for Form 1120S; see
al so sec. 1.6037-1(a)(5), Incone Tax Regs. (the return of an S
corporation shall include, inter alia, information as is required
by the instructions issued with respect to the form. The |ast
returns presented by Bonnevista and Castle Towers, as stipul ated
into evidence, include no attachnments notifying the Conmm ssi oner
that a term nation has occurred, nor is box F(2), indicating a
final return, checked on either return.
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In these circunstances, it was not arbitrary for respondent
to conclude that Bonnevista and Castle Towers were still in
exi stence in March 1993, and that petitioner’s debts to the
corporations were di scharged when petitioner first represented to
respondent that he no | onger owed the debts previously reported
to be owng to his wholly owned corporations. W conclude that
respondent has nmade the requisite mniml evidentiary show ng
linking petitioner to the discharge of indebtedness incone in
gquestion. Accordingly, the presunption of correctness renains
intact, and petitioner bears the burden of rebutting the
presunption by showi ng that the inference of gross incone from
di scharge of indebtedness was unreasonable. See Page v.

Conmm ssioner, 58 F.3d 1342, 1347-1348 (8th Gr. 1995), affg. T.C

Meno. 1993-398; Blohmv. Conmi ssioner, supra at 1549.

B. Net Operating Loss Deduction

As regards respondent’s determ nation disallow ng
petitioners’ clainmed net operating | oss deduction for |ack of
substantiation, the requirenent that respondent make a predicate
evidentiary show ng is inapplicable; petitioners bear the burden
of proving their right to, and the anount of, the clai ned

deduction. See Aney & Monge, Inc. v. Commi ssioner, 808 F.2d 758,

761 (11th Gr. 1987), affg. T.C. Meno. 1984-642; Gatlin v.

Conmi ssi oner, supra at 923.
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1. Di schar ge of | ndebt edness | ncone

Ceneral ly, discharge of indebtedness gives rise to gross
incone to the obligor. See sec. 61(a)(12); sec. 1.61-12(a),
I ncome Tax Regs. The general rationale for this rule is that
di scharge of indebtedness enriches the obligor by freeing up

assets otherw se needed to repay the debt. See United States v.

Kirby Lunber Co., 284 U S. 1, 3 (1931); Ml enbach v.

Commi ssioner, 106 T.C. 184, 202 (1996); Cozzi v. Conmm ssioner, 88

T.C. 435, 445 (1987). A debt is deened to be discharged as soon
as it becones clear, on the basis of a practical assessnent of
all the facts and circunstances, that it will never have to be

paid. See Cozzi v. Conm ssioner, supra at 445. Any identifiable

event that fixes with certainty the anount to be di scharged may
be taken into consideration. See id. The event nay or my not
be overt; “ultimately, it is the actions of the taxpayer in the
context of the circunstances of a case” that determ ne whether an
abandonment or discharge of indebtedness has taken place. 1d. at
446. The taxpayer bears the burden of proving that there was no
valid debt, that a discharge of debt did not occur, and that the
year of the discharge determ ned by the Conm ssioner is

erroneous. See Rule 142(a); Waterhouse v. Comm ssioner, T.C

Meno. 1994-467; Carlins v. Comm ssioner, T.C. Menob. 1988-79.




- 12 -

A. WAs Petitioner a “Net Lender” to Bonnevi sta and Castle
Tower s?

Petitioners do not dispute that sonetine before 1992,
Bonnevi sta and Castle Towers made | oans to petitioner. Rather,
petitioners argue that “there were | oans goi ng both ways between
M . Toberman on the one hand and Bonnevista and Castle Towers on
the other hand” and that “if the |oans were netted out,

M . Toberman woul d have been a net |ender.” Therefore,
petitioners argue, there was no debt to forgive.

Except for petitioner’s vague and uncorroborated testinony,
there is no proof that he was a “net |ender” to Bonnevista and
Castle Towers. Petitioners have failed to provide any
docunent ary evi dence of any indebtedness from Bonnevi sta or
Castle Towers to petitioner. W are not obligated to accept
petitioner’s self-serving and uncorroborated testinmony in this

regard, see Day v. Comm ssioner, 975 F.2d 534, 538 (8th G

1992), affg. in part, revg. in part and remanding T.C. Meno.

1991- 140; Tokarski v. Conm ssioner, 87 T.C. 74 (1986), and we do

not .

B. Did Petitioner Repay the Loans?

Petitioners do not argue that petitioner ever repaid the
| oans in question directly. Rather, they argue that petitioner
personal |y guaranteed third-party | oans to Bonnevi sta and Castle
Towers, and that these guaranties ultimately resulted in

judgnents against him Petitioners failed to corroborate the
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anount and nature of petitioner’s guaranties of his corporations’
debts. Although the record contains notices of judgnent against
petitioner, the notices generally provide no explanation of the
specific circunstances of the judgnents or of the underlying
debts giving rise to them The notices that do provide
expl anations do not establish that the underlying debts rel ated
either to Bonnevista or Castle Towers. |In at |east one instance,
the evidence clearly indicates that the judgnent against
petitioner was for his own debts, rather than those of Bonnevista
or Castle Towers.! In short, petitioners have failed to show
that petitioner repaid, directly or indirectly, Bonnevista s or
Castl e Towers’ loans to him

C. Wen D d the Discharges of |ndebtedness Cccur?

Petitioners contend that if there was any di scharge of
i ndebt edness, it nmust have occurred in 1992 rather than 1993,
because Bonnevista and Castle Towers went out of business in
1992. The record does not support this contention, which is
contradicted in part by petitioners’ own petition, which alleges
t hat Bonnevista was involved in litigation with creditors until

1997. Petitioner testified vaguely that he “lost” Bonnevista and

11 A Federal District Court order, dated Sept. 22, 1992,
entering judgment of $832,806 agai nst petitioners and various
ot her parties, not including Bonnevista or Castle Towers, in
favor of Holroyd Enterprises, Inc., indicates that the underlying
debt on which the judgnent was based was a proni ssory note
executed by petitioner and secured by a nortgage on the Shorewood
Marina & Yacht C ub.
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Castle Towers in 1992. There is no evidence in the record,
however, as to the manner in which petitioner “lost” Bonnevista
or Castle Towers, or when the corporations m ght actually have
ceased to exist. Petitioner testified unconvincingly that he did
not know what happened to the business records of either
Bonnevi sta or Castle Towers. W cannot assune that the m ssing
evi dence woul d have been favorable to petitioners; to the
contrary, the usual inference is that the evidence woul d be

adverse. See Pollack v. Conmm ssioner, 47 T.C 92, 108 (1966),

affd. 392 F.2d 409 (5th Gr. 1968).
Rel ying on petitioner’s representations in the
March 3, 1993, CIS that he no | onger owed the debts, respondent
determ ned that the debts were discharged on that date.
Petitioner has failed to show that respondent’s determ nati on was

unreasonable. Cf. Cozzi v. Conm ssioner, supra at 447-448 (where

it is inpossible to identify one, and only one event, that
clearly fixes the time of a discharge of indebtedness, the burden
is on the taxpayer to prove that the event determ ned by the
Commi ssioner to fix the tinme is unreasonable).

D. Do Petitioners Qualify for the Insol vency Exception?

Petitioners argue that they qualify for the exclusion under
section 108(a)(1)(B), which generally provides that gross incone

does not include amobunts from di scharge of indebtedness if the
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di scharge occurs when the taxpayer is insolvent. To claimthe
benefit of the insolvency exclusion, the taxpayer:

must prove (1) with respect to any obligation clainmed to be
aliability, that, as of the calculation date, it is nore
probabl e than not that he will be called upon to pay that
obligation in the amount clainmed and (2) that the tota
l[iabilities so proved exceed the fair market value of his
assets.

Merkel v. Conm ssioner, 109 T.C 463, 484 (1997), affd. 192 F. 3d

844 (9th Cir. 1999).

Petitioner clains that he was insolvent “by at least two to
three mllion dollars” in 1993 when his debts to Bonnevi sta and
Castl e Towers were discharged. |In support of this contention,
petitioner relies on the vague and conclusory testinony of
hi msel f and his accountant. Petitioner has failed to provide any
details, however, as to either the specific liabilities he clains
to have owed or the fair market value of his assets in 1993. H's
testinmony in this regard is contradicted by his adm ssion in the
Cl'S, which he signed on March 3, 1993, representing that he had a
positive net worth of approximately $389, 650--an anount t hat
appears to have been understated by at | east the value of his
ownership interests in Fantastic Foods and his $457, 072
recei vable from Fantastic Food (Del aware), as reported on that
entity’'s 1992 Federal corporate incone tax return. W concl ude
and hold that petitioners have failed to establish that they

qualify for the insolvency exception under section 108(a)(1)(B)
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E. Should Petitioners’' |Incone From D scharge of
| ndebt edness Be Treated as Ordinary | ncone?

Petitioners argue that respondent erred in treating the
entire anount of discharge of indebtedness incone as ordinary
income rather than as capital gain. Petitioners cite section
316, which generally defines a dividend as a distribution out of
a corporation’s earnings and profits. Petitioners argue that
Bonnevi sta and Castle Towers had no earnings and profits, and
therefore any distribution to petitioner could not have been a
di vidend. Respondent’s answering brief, citing section 1368,
anong other statutory provisions, argues that petitioners had
ordinary income fromthe di scharge of indebtedness. !?

The forgiveness of a shareholder’s debt by an S corporation

is considered a distribution of property. See Haber v.

Comm ssioner, 52 T.C. 255, 262 (1969), affd. per curiam422 F. 2d
198 (5th Cr. 1970); see also sec. 301(c); sec. 1.301-1(m,

| ncone Tax Regs. The tax treatnment of a distribution of property

2 1'n the notice of deficiency, respondent treated the
i ncome from di scharge of indebtedness as ordinary. |n opening
statenents at trial, both parties addressed the proper
characterizati on under subch. S rules of any incone from
di scharge of indebtedness. The parties were directed to file
seriatimbriefs. 1In their opening brief, petitioners addressed
the characterization issue with only cursory legal analysis. In
his brief in answer, respondent addressed the issue nore
t horoughly, with citations to the appropriate subch. Srules. 1In
reply, petitioners argue that respondent’s brief inproperly
asserts new i ssues relating to subch. S distributions.
Petitioners’ argunents are without nerit. See Pagel, Inc. v.
Comm ssioner, 91 T.C. 200, 211-212 (1988), affd. 905 F.2d 1190
(8th Cr. 1990).
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by an S corporation depends upon whet her the corporation has
accunul ated earnings and profits. Conpare subsec. (b) with
subsec. (c) of sec. 1368. |If the S corporation has no
accunul ated earnings and profits, the distribution is nontaxable
to the extent of the sharehol der’s adjusted basis in the stock.
See sec. 1368(b)(1). Distributions in excess of adjusted basis
are treated as gains fromthe sale or exchange of property. See
sec. 1368(b)(2). |If the S corporation has accunul at ed ear ni ngs
and profits, then distributions, in sone circunstances, are
treated as dividends and thus as ordinary incone. See sec.
1368(c) (1) and (2).

Petitioners argue that Bonnevista and Castle Towers had no
accunul ated earnings and profits in 1993, because the
corporations were not then in existence. Petitioners argue
alternatively that earnings and profits did not exceed the
retai ned earnings reported by Bonnevista and Castle Towers on
Schedul es L, Bal ance Sheets, of the |ast Federal incone tax
returns that they filed (i.e., Bonnevista' s 1991 Form 1120S and
Castle Tower’s 1990 Form 1120S). 1

Petitioners’ argunents are without nmerit. In the first

i nstance, as previously discussed, petitioners failed to

13 On Schedule L of its 1991 Form 1120S, Bonnevi sta reported
negative yearend retained earnings of $626,228. On Schedule L of
its 1990 Form 1120S, Castle Towers reported yearend retained
ear ni ngs of $218, 623.
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establish that Bonnevista and Castle Towers were not in existence
in 1993. Moreover, retained earnings as reported on Schedule L
of Form 1120S do not necessarily equate to the S corporation’s
earnings and profits. See sec. 312; sec. 1.312-6, Inconme Tax
Regs.; | RS Publication 589, Tax Information on S Corporations 14
(1994, for use in preparing 1993 returns) (“If a corporation has
accunul ated E&P, the retained earnings and accunul at ed E&P
usually will not be the sane because of the special rules for
figuring retained earnings.”).

Under current law, S corporations generally do not generate
current earnings and profits. See sec. 1371(c). An S
corporation can have accunul ated earnings and profits, however,
that nmay arise in various ways, including: (1) As a carryover
fromyears in which it was a C corporation before it becane an S

corporation, see Caneron v. Conmm ssioner, 105 T.C. 380, 384

(1995), affd. 111 F.3d 593 (8th Gr. 1997); (2) as S corporation
earnings for taxable years prior to 1983, see H Conf. Rept. 104-

737, at 227 (1996), 1996-3 C.B. 741, 967;!® and (3) as the result

14 Even if Bonnevista's and Castle Towers’ reported retained
earnings did correlate with their accunul ated earni ngs and
profits, there is no reason to believe that earnings and profits
of Bonnevista and Castle Towers as of the end of 1991 and 1990
respectively would accurately represent their earnings and
profits as of 1993, when petitioner’s debt was di scharged.

15 H Conf. Rept. 104-737, at 227 (1996), 1996-3 C.B. 741,
967, describing then-current |aw, states:

(continued. . .)
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of certain reorganizations and the |like. See sec. 1371(c)(2);
see al so Eustice & Kuntz, Federal Inconme Taxation of S
Corporations, sec. 8.08[8][b], at 8-62 (3d ed. 1993).16

Bonnevi sta and Castle Towers each elected S corporation
status sonetine after their incorporation. W infer that each
corporation was a C corporation before electing S status.
Mor eover, Bonnevista was an S corporation for taxable years prior
to 1983. Petitioners have failed to show that Bonnevi sta and
Castle Towers did not have accunul ated earnings and profits
arising fromtheir C corporation operations before electing S
status, that Bonnevista had no accunul ated earnings and profits

fromsS corporation operations for taxable years prior to 1983, or

15, .. conti nued)
under the subchapter S rules in effect before revision
in 1982, a corporation electing subchapter S for a
t axabl e year increased its accunul ated earni ngs and
profits if its earnings and profits for the year
exceeded both its taxable incone for the year and its
di stributions out of that year’s earnings and profits.
As a result of this rule, a shareholder may | ater be
required to include in his or her inconme the
accunul ated earnings and profits when it is distributed
by the corporation. The 1982 revision to subchapter S
repealed this rule for earnings attributable to taxable
years beginning after 1982 but did not do so for
previously accumul ated S corporation earnings and
profits.

1 1n 1996, Congress elimnated certain pre-1983 accunul at ed
earnings and profits for certain S corporations that existed
before 1983, effective for the first taxable year beginning after
Dec. 31, 1996. See Snull| Business Job Protection Act of 1996,
Pub. L. 104-188, sec. 1311, 100 Stat. 1755, 1784. Accordingly,
this legislative provision is inapplicable to the instant case.
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t hat Bonnevi sta and Castle Towers had no accumnul at ed ear ni ngs and
profits as the result of reorganizations and the |ike.
Accordi ngly, section 1368(c) is the applicable provision for
determining the tax treatnent of the distributions to petitioner
arising fromthe discharge of his indebtedness to Bonnevi sta and
Castl e Towers.

Under section 1368(c), distributions are deened to cone
first fromthe S corporation’s so-called accunmul ated adj ust nents
account (AAA), which is intended to neasure the corporation’s
accunul ated taxabl e incone that has not been distributed to

sharehol ders. See sec. 1368(e); WIllians v. Comm ssioner, 110

T.C. 27, 30 (1998). The AAA is increased by the S corporation’s
incone and is decreased by its | osses and nont axabl e

di stributions to shareholders. See secs. 1367 and 1368. The AAA
is reduced first by current-year | osses and deductions before
consi dering sharehol der distributions for the year. See WIlIlians

v. Conm ssioner, supra at 34. Distributions that do not exceed

the AAA, like distributions fromS corporations with no earnings
and profits, are treated as tax free to the extent of the
sharehol der’ s adjusted stock basis and then as capital gains.

See sec. 1368(c)(1); sec. 1.1368-1(c), Incone Tax Regs. Anpbunts
distributed in excess of the AAA are next treated as dividends,
and thus as ordinary incone, to the extent of the S corporation’s

accunul ated earnings and profits. See sec. 1368(c)(2).
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Petitioners have failed to establish that any AAA existed
for either Bonnevista or Castle Towers at the tinme of the
di scharge of petitioner’s indebtedness in 1993.% 1|In the absence
of such evidence, it is not unreasonable to assune that in 1993
there was no AAA for either of these financially troubled
corporations, especially since prior |osses have the effect of
reduci ng the AAA. See secs. 1367 and 1368.

Furthernore, as previously discussed, petitioners have
failed to show that Bonnevista and Castle Towers had accumnul at ed
earnings and profits in 1993 | ess than the anount determ ned by
respondent to represent ordinary inconme fromthe di scharge of
petitioner’s indebtedness by each of these corporations.

Accordi ngly, we sustain respondent’s determ nation that the
di scharge of petitioner’s indebtedness to Bonnevista and Castle
Towers gave rise to ordinary incone.

[, Net Operating Loss Deduction Carryover

On their 1993 Federal incone tax return, petitioners clainmed
a net operating | oss deduction of $3,992,234, conprising net
operating | oss carryovers for each of the years 1986 through
1991. In the case of net operating | oss deductions, as with
ot her deductions, petitioners bear the burden of proving their

entitlenent to the clained deductions. See Rule 142(a); Jones V.

7On its 1991 Form 1120S, Bonnevista reported no AAA. On
its 1990 Form 1120S, Castle Towers reported AAA of $248,028 as of
Dec. 31, 1990.
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Commi ssioner, 25 T.C 1100, 1104 (1956), revd. and remanded on

ot her grounds 259 F.2d 300 (5th Cir. 1958); Leitgen v.

Comm ssioner, T.C Meno. 1981-525, affd. per curiamw thout

publ i shed opinion 691 F.2d 504 (8th G r. 1982).

Petitioners failed to produce any books or records
supporting the clained | osses. Instead, petitioners presented
their individual Federal incone tax returns for the years 1986
t hrough 1992, which show | osses arising principally fromrental
properties and S corporations that petitioner owned, and sonme—-
but not nost--of the relevant S corporation returns. Petitioners
al so rely upon their accountant’s testinony regarding his return
preparation procedures.

The testinmony of petitioners’ accountant is insufficient to
establish either the fact or anount of any net operating | oss.

See Wllians v. Conmi ssioner, T.C. Menp. 1990-266. The tax

returns are nerely a statenent of petitioners’ position and do

not constitute proof of the clainmed | osses.® See WIkinson v.

Commi ssioner, 71 T.C 633, 639 (1979); Roberts v. Conm ssioner,

62 T.C. 834, 837 (1974); Seaboard Commercial Corp. V.

Comm ssi oner, 28 T.C. 1034, 1051 (1957).

8 Petitioners’ Federal income tax return for 1987
specifically notes that the return is tentative and wll be
anmended. There is no evidence that any anended return was ever
filed.
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Petitioners have failed to sustain their burden of proof as
to the clained net operating | oss deduction.

| V. Secti on 6662 Penalty

Respondent determ ned that petitioners are liable for the
accuracy-rel ated penalty under section 6662. Section 6662(a)
i nposes a 20-percent penalty on any portion of an underpaynent
that is attributable to negligence. Negligence is the |ack of
due care or failure to do what a reasonable and ordinarily
prudent person would do under the sane circunstances. See Neely

v. Comm ssioner, 85 T.C. 934 (1985). A taxpayer’s failure to

keep adequate books and records may constitute negligence. See

Crocker v. Comm ssioner, 92 T.C. 899, 917 (1989); sec. 1.6662-

3(b), Incone Tax. Regs.

No penalty shall be inposed under section 6662(a) with
respect to any portion of an underpaynent if it is shown that
there was reasonabl e cause and that the taxpayer acted in good
faith. See sec. 6664(c). Wiether a taxpayer acted with good
faith depends upon the facts and circunstances of each case. See
sec. 1.6664-4(b)(1), Incone Tax Regs. The burden of proof is

upon the taxpayer. See Rule 142(a); Bixby v. Comm ssioner, 58

T.C. 757, 791-792 (1972).
Petitioners argue that the negligence penalty should not
apply because they relied upon the services of their accountant.

Rel i ance on the advice of an accountant or other professional tax
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advi ser does not necessarily denonstrate reasonabl e cause unl ess
the reliance was reasonabl e and the taxpayer acted in good faith,
whi ch requires, anong other things, that the advice be based on
all pertinent facts and circunstances and on no unreasonabl e
factual or |egal assunptions. See sec. 1.6664-4(b)(1) and (c),

| ncone Tax Regs. |If the taxpayer fails to provide the accountant

with the informati on necessary for preparing the return, the

taxpayer is liable for the penalty. See Johnson v. Conm Ssioner,
74 T.C. 89, 97 (1980), affd. 673 F.2d 262 (9th Cr. 1982).

Petitioners failed to prove that they provided their
accountant conplete information for preparing their 1993 joint
Federal inconme tax return. 1In addition, petitioners failed to
show t hat they kept adequate books and records to substantiate
their clainmed net operating | oss deduction. Wth regard to both
t he di scharge of indebtedness inconme and the clai med net
operating | oss deduction, petitioners failed to show that they
had reasonabl e cause or acted in good faith.

Accordingly, respondent’s determ nation of an accuracy-

rel ated penalty under section 6662(a) is sustained.

Deci sion will be entered

for respondent.




