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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
COHEN, Judge: Respondent determ ned deficiencies of $68, 587
and $33,638 in petitioner's 1989 and 1990 Federal incone taxes,
respectively, and accuracy related penalties of $9, 386 and $55
under section 6662(a) for 1989 and 1990, respectively. Unless
ot herw se indicated, all section references are to the Internal
Revenue Code in effect for the years in issue, and all Rule

references are to the Tax Court Rules of Practice and Procedure.
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After concessions by the parties, the only issues renaining
for decision are whether petitioner is liable for the 1989 and
1990 accuracy related penalties for negligence and for a
substantial understatenent of incone tax.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference.
Petitioner had its principal place of business in Chio at the
tinme the petition was filed. During the years in issue,
petitioner was in the business of manufacturing circuit boards.

United Grcuits, Inc. (UCl), was owned by Frank Schubert
(Schubert) and Gary Junp (Junp). Schubert, the president of UC
was primarily responsible for overseeing the manufacturing
process and ensuring that the waste produced fromthe
manuf acturing process was in conpliance with Environnent al
Protection Agency standards. Schubert's education and prior work
experience were in engineering.

Junp was the vice president and general manager of UC
Junp had various responsibilities that included review ng UC
financial information, naking decisions about equi prment
purchases, and working with Schubert on manufacturing nmatters.
Junp received a degree in nmarketing.

UClI enpl oyed Davi dson Audit Conpany (DAC) to perform
accounting functions and to prepare UCI's financial statenents

and tax returns. Eleanor Northcutt (Northcutt), an enpl oyee of
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DAC, was responsible for the UCI account. Northcutt had been
enpl oyed by DAC since 1965 and had handl ed the UCI account since
UCI began business. Northcutt was a high school and a business
school graduate. She took 32 to 48 hours of continuing education
courses a year that were offered by the International Society of
Public Accountants. Northcutt did not have a public accountant
Iicense. \When Northcutt was presented wth an accounting issue
about which she was uncertain, she would research the issue
hersel f and then nmake a decision as to how she felt the issue
shoul d be treat ed.

Every nonth, Junp took UCI |edgers and invoices to
Northcutt. Northcutt would have her clerk prepare nonthly
financial statenments for UCI based on the | edgers and invoices.
Northcutt reviewed the nonthly financial statenents after the
clerk conpleted them and before they were given to UC

Because the nmanufacturing processes used by UCI corroded its
equi pnent, periodic replacenent of the equi pnent was necessary.
Prior to the years in issue, UCl purchased equi pnent outright and
depreciated it for tax purposes.

During 1988, Junp was contacted by Equitable Lomas Leasing
Corp. (Lomms), a conpany that offered | eases on equi pment that
Junp was interested in purchasing. Lomas told Junp that there
were tax advantages of |easing the equipnment instead of
purchasing it. Lomas advised Junp that, if the equipnment | ease

were for a duration of at least 1 year, the | ease would be
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"legitimate". Junp contacted Northcutt about the equi pnment
acqui sitions, and they discussed the possibility of |easing the
equi prent. Junp specifically asked whether a 1-year |ease was a
"legitimate" |l ease. Northcutt researched the issue of |ease
duration and told Junp that 1l-year |eases would not be a problem
as long as they had nonthly paynents and they were set up as
| eases or intended as |eases.

During 1989 and 1990, UCI acquired the equi pnmrent and nmade

paynents as foll ows:

Asset 1989 Paynents 1990 Paynents
Voss | evel machine $ 38, 750 $11, 250
Drill 66, 840 12, 368
Et cher 26, 220 26, 221
Filter press 9, 295
Air conpressor 7,086
Tot al $141, 105 $56, 925

The docunent that conveyed the Voss | evel machi ne equi pnent
to UCI consisted of a typed paynent schedule on a formthat had
the preprinted words "Purchase Order” on the top of the form
The words "Lease Paynents as Fol |l ows" were typed bel ow "Purchase
Order". The agreenent required four paynments of $5,000 and ei ght
paynents of $3,750, for a total of $50,000, with a $1.00 buy out
option. The agreenent did not contain a provision for the return
of the equipnent to the |l essor. The invoice was signed by Junp
and dated April 28, 1989.

The drill was conveyed on a Lomas formtitled "Master

Equi pnrent Lease Agreenent". The agreenent consisted of a deposit



- 5 -
and advance paynent of $32,736.16, followed by eight nonthly
paynments of $5,684.04, for a total of $78,208, with a $1, 000 buy
out option at the end of the 8 nonths. UCH exercised the buy out
option. The | ease was signed by Schubert and dated June 27,
1989.

UCI was sent an invoice for the etcher by the supplier. The
terms were 50 percent down and 50 percent net 30 days after
shipnment. UCI paid with two $26, 220. 50 checks dated Novenber 9,
1989, and June 21, 1990, for a total of $52,441. The invoices
did not contain a provision for the return of the equipnent to
the |l essor or a buy out option. The checks were signed by Junp,
and the invoice was dated Cctober 17, 1989.

The filter press was acquired on a series of invoices from
Jims Plating Supply, Inc. There were a total of seven nonthly
i nvoi ces, each one requesting a paynent of $1,168.13. The
i nvoi ces did not contain a buy out option or a provision to
return the equipnent to the lessor. The invoices were dated June
t hrough Decenber 1989.

The air conpressor was acquired on a Conpu Rent |ease
agreement that required an advance paynment of $1,574.60 and 10
nont hly paynents of $787.30. The agreenent did not contain a buy
out provision. The agreenent was signed by Junp and dated
May 15, 1990.

UCl recorded the paynents for the equi pnent under "Lease

Expense" on its |ledgers. The useful life of the equipnent
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acqui red as descri bed above was substantially greater than the
duration of the purported | eases.

Northcutt's clerk prepared UClI's 1989 and 1990 tax returns
based on the | edgers and invoices provided by UCI. Northcutt did
not review the purported | ease transactions that were entered
into by UCI. Neither Northcutt nor her clerk verified the | ease
expenses as part of UCI's return preparation. Petitioner
deducted the paynents for the asset acquisitions as "Lease
Expense” on its 1989 and 1990 tax returns in the aggregate
amount s of $141, 105 and $56, 925, respectively. Northcutt
revi ewed and checked the returns before sending themto UCl for
signature. Junp and Schubert each spent 5 to 10 m nutes
reviewi ng the Federal inconme tax returns after they were received
fromNorthcutt. Schubert, as president of UCI, signed the
returns in both 1989 and 1990.

OPI NI ON

Respondent determ ned that the | ease expenses cl ai ned by
petitioner were capital expenses and disall owed the deductions.
Petiti oner has conceded the $68, 587 and $33, 638 deficiencies for
1989 and 1990, respectively. Petitioner argues, however, that it
is not |liable for the accuracy rel ated penalties because there
was substantial authority for its position on its tax returns and
because petitioner's reliance on its accountant was reasonabl e
and in good faith. Respondent contends that there is no

substantial authority for petitioner's position on its tax
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returns and that petitioner's accountant was not qualified to
render tax advice. Petitioner bears the burden of proving that

respondent’'s determ nation is erroneous. Rule 142(a); | NDOPCO

Inc. v. Conmm ssioner, 503 U S. 79, 84 (1992); Bixby v.

Comm ssioner, 58 T.C. 757, 791 (1972).

Section 6662(a) inposes an accuracy related penalty of
20 percent on any portion of an underpaynent of tax that is
attributable to itens set forth in section 6662(b). Section
6662(b) (2) specifies as one of those itens "Any substanti al
under statenment of inconme tax." An understatement is substanti al
if it exceeds the greater of 10 percent of the tax required to be
shown on the return or $10,000. Sec. 6662(d)(1)(A) and (B). In
cal cul ati ng understatenents under section 6662(b)(2), itens for
whi ch there was substantial authority are not to be considered.
Sec. 6662(d)(2)(B)(i). To determ ne whether the treatnent of any
portion of an understatenent is supported by substanti al
authority, the weight of authorities in support of the taxpayer's
position nust be substantial in relation to the wei ght of

authorities supporting contrary positions. Antonides v.

Comm ssioner, 91 T.C. 686, 700-704 (1988), affd. 893 F.2d 656

(4th Gr. 1990); sec. 1.6662-4(d)(3), Incone Tax Regs.
Petitioner argues that the weight of authorities supports

its position that the equi pnmrent was acquired by | ease and not

acquired in a disqguised sale. Petitioner relies on Revenue

Rul i ng 55-540, 1955-2 C.B. 39, and Benton v. Comm ssioner, 197
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F.2d 745 (5th G r. 1952), revg. a Menorandum Opinion of this
Court dated Sept. 20, 1950, as authorities to support its
position. Petitioner quotes Revenue Ruling 55-540, 1955-2 C. B
at 41, as follows:

Whet her an agreenent, which in formis a lease, is in

substance a conditional sales contract depends upon the

intent of the parties as evidenced by the provisions of
the agreenent, read in the light of the facts and

ci rcunstances existing at the tine the agreenment was

executed. |In ascertaining such intent no single test,

or any special conbination of tests, is absolutely

determ native. No general rule, applicable to al

cases, can be laid down. Each case nust be decided in

the light of its particular facts. * * *

Petitioner concludes that, because there is no general rule on
how to treat these arrangenents, there is substantial authority
to treat themas petitioner did on its returns. However,
petitioner's recitation of Revenue Ruling 55-540 is inconplete.
The ruling sets forth an "econom c" test and continues as
fol |l ows:

However, fromthe decisions cited below, it would

appear that in the absence of conpelling persuasive

factors of contrary inplication an intent warranting

treatnent of a transaction for tax purposes as a

purchase and sale rather than as a | ease or rental

agreenent may in general be said to exist if, for

exanple, one or nore of the follow ng conditions are

present: [ld. at 41.]

The conditions followng in the ruling that would indicate a
sal e include facts where: The lessee will acquire title upon the
paynent of a stated amount of "rentals", which under the contract
he is required to nake; the total amount that the | essee is

required to pay for a relatively short period of use constitutes
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an inordinately large proportion of the total sumrequired to be
paid to secure the transfer of the title; and the property may be
acqui red under a purchase option at a price that is nomnal in
relation to the value of the property at the tinme when the option
may be exercised, as determned at the tinme of entering into the
original agreenent, or at a price that is a relatively small
anount when conpared with the total paynents that are required to
be made.

The facts in this case fit squarely within the conditions
set forth in the ruling: the terns of the | eases were
substantially less than the life of the equi pnent, and UCl owned
t he equi pnment outright, either after a maxi numof 10 paynents or
after exercising a nom nal buy out option. Rather than
supporting petitioner's position, Revenue Ruling 55-540 is
contrary to petitioner's position.

Petitioner relies on Benton v. Conmi Ssioner, supra, to

support deducting all paynents under short-termleases. In
Benton, the | ease was for the purchase of autonobiles to be used
as taxicabs. The 1945 | ease required 10 paynents of $5,000 with
an option to purchase the autonobiles for $35,000 at the end of
the 10 nonths. The Court of Appeals upheld the |eases stating
that, when the intent of the parties to a contract is determ ned,
it nust be determned in light of the facts and circunstances as

they existed at the tinme the parties entered into the contract.
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At the tine the "leases" in dispute here were entered into,
UCI intended to keep the equi pment permanently. Northcutt
testified at trial: "United Crcuits was buying sonme equi pnent
and we [Junp and Northcutt] discussed the possibility of a | ease
agai nst depreciating it". (Enphasis added.) The docunents
transferring the equi pment either had no provision for the return
of the equipnent to the "lessors" at the end of the required
paynments or the agreenents offered a nom nal buy out. Taking
into account all of the relevant facts and circunstances,
including the intent of the parties to the agreenment at the tine
of the agreenents, we conclude that agreenents have the |egal
effect of a contract for sale. Benton is distinguishable and
does not represent authority for petitioner's position.

Petitioner has failed to present any authority that supports
petitioner's position on its tax returns. Under either the
econom c test of the revenue ruling or the intent test of Benton
applied to the facts, the transactions were sales and not | eases.
Accordingly, petitioner cannot rely on the substantial authority
exception to the substantial understatenent penalty to avoid
liability.

Petitioner also argues that it reasonably and in good faith
relied on Northcutt, its accountant, to prepare its returns and,
therefore, it should not be liable for the accuracy rel ated
penalty. The reasonabl e cause and good faith exception in

section 6664(c) applies to both the substantial understatenent
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and negligence penalties in section 6662(a) and (b). Section
1.6664-4, Inconme Tax Regs., states:

Reasonabl e cause and good faith exception to section
6662 penalties.--(a) In general. No penalty may be

i nposed under section 6662 with respect to an portion
of an underpaynent upon a show ng by the taxpayer that
t here was reasonabl e cause for, and the taxpayer acted
in good faith with respect to, such portion. * * *

(b) Facts and circunstances taken into account. --
(1) I'n general. The determ nation of whether a
t axpayer acted with reasonabl e cause and in good faith
is made on a case-by-case basis, taking into account
all pertinent facts and circunstances. The nost
inportant factor is the extent of the taxpayer's effort
to assess the taxpayer's proper liability. * * *
Reliance on * * * the advice of a professional (such as
an apprai ser, attorney or accountant) does not
necessarily denonstrate reasonabl e cause and good
faith. Simlarly, reasonable cause and good faith is
not necessarily indicated by reliance on facts that,
unknown to the taxpayer, are incorrect. * * *

As a general rule, the responsibility of filing an accurate
return cannot be shifted by the taxpayer to a return preparer.

Metra Chem Corp. v. Conm ssioner, 88 T.C. 654, 662 (1987).

However, under certain circunstances, the taxpayer has been able
to avoid the inposition of a penalty if there was good faith
reliance by the taxpayer on the advice of a conpetent adviser.

Jackson v. Commi ssioner, 86 T.C 492, 539-540 (1986), affd. 864

F.2d 1521 (10th Gr. 1989). To show good faith reliance on the
advi ce of a conpetent adviser, the taxpayer nust at | east

establish: (1) That he or she provided the return preparer with
conpl ete and accurate information; (2) that an incorrect return

was a result of the preparer's m stakes; and (3) that the
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t axpayer believed in good faith that he was relying on the advice

of a conpetent return preparer. Metra Chem Corp. V.

Conmi sSsi oner, supra.

Petitioner relies on section 1.6664-4(b)(2), Exanple (1),
| ncone Tax Regs., to establish good faith reliance:

A, an individual cal endar year taxpayer, engages B, a
tax professional, to give himadvice concerning the
deductibility of certain state and |ocal taxes. A
provides B wth full details concerning the taxes at
issue. B advises Athat the taxes are fully
deductible. A, in preparing his own tax return, clains
a deduction for the taxes. Under these facts, Ais
considered to have denonstrated good faith by seeking
the advice of a tax professional, and to have shown
reasonabl e cause for any underpaynent attributable to

t he deduction clainmed for the taxes. However, if A had
sought advice from soneone that he knew, or should have
known, | acked know edge in federal incone taxation, A
woul d not be considered to have shown reasonabl e cause
or to have acted in good faith.

Petitioner argues that it is not liable for the penalty
because the facts in the instant case are the sane as the facts
in the exanple. Petitioner's argunent, however, is contradicted
by the evidence. Junp did not provide Northcutt with ful
details or conplete and accurate information concerning the
transactions in issue. Northcutt testified that she did not see
the agreenments for the equi pnment acquisitions entered into by
ucl .

In addition, Junp relied on Northcutt for “accounting”
advice rather than for “tax” advice. Junp testified:

Q Ingiving it [the question about the l|eases] to
her, did you anticipate she would render tax advice?
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A | guess we were looking at it nore as
accounting advice than strictly tax advice.

Q So your reliance on Ms. Northcutt for these
| ease expenses goes to the question of accounting as
opposed to tax return preparation?

A Having never been involved in an audit or

anything, we're nore aware of it now but at the tine,

no, we were concerned with accounting and the conpany.

W really didn't give nmuch thought to being audited or

the IRS. W do now.

Northcutt’s return preparation consisted of transferring the
information in petitioner's |edgers to an inconme tax form w thout
verifying the validity of the entries in the | edger. Junp did
not inquire about the tax consequences of the transactions
entered into by petitioners and did not receive advice on the tax
consequences. Junp, by his own adm ssion, did not rely on
Northcutt to render tax advice. Mreover, Junp did not follow
her advice as to the characteristics of a “legitimte” |ease,
because two of the five purported | eases’ paynent terns were for
a duration of less than 1 year. Petitioner has failed to
establish good faith reliance on the advice of a conpetent tax
advi ser.

Respondent al so determ ned that petitioner was liable for an
accuracy rel ated penalty because the understatenent was due to
negligence. Petitioner argues that it is not |iable for the
negli gence penalty because it relied on its accountant. For the

reasons set forth above, we are not persuaded by petitioner's

ar gunment .
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Petitioner has failed to neet its burden of proof to avoid
the accuracy related penalties. Accordingly, respondent's
determ nation will be sustained.

Deci sion will be entered

for respondent.




