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P and L each own 50 percent of the stock in W an
S corporation engaged in the business of farmng. P
and his wife borrowed funds fromL and his wife. On
the sane day, P transferred to Wfunds equal in anount
to the loan fromL and his wife. Part of the funds P
transferred to Wpaid off preexisting debts P owed to
W and the remai nder represents a new debt fromWto P
(the loan). R determned that Pis not at risk with
respect to the loan to Wand disallowed P s share of
W's | osses.

1. Held: Pursuant to sec. 465(a), I.RC, Pis
not at risk with respect to the loan. The at-risk
treatnent of anounts borrowed by a taxpayer and
contributed to an activity is governed by sec.
465(b)(1)(B), I.R C. P is not considered to be at risk
wWth respect to the | oan because sec. 465(b)(3) (A,
| . RC, bars at-risk treatnent wth respect to anounts
that are borrowed froma person with a prohibited
interest in the activity, and L’s equity interest is



such an interest. Sec. 465(b)(3)(B)(ii), I.R C
dealing with anounts borrowed by a corporation fromits
shar ehol ders, does not apply to except P from sec.
465(b) (3) (A, I.RC

2. Held, further, Pis not |iable for penalties
under sec. 6662, |.R C

Burns Mbssman, Steven J. Roy, and Angela L. Watson, for

petitioners.

Deanna R_Kibler and Al bert B. Kerkhove, for respondent.

OPI NI ON

VWELLS, Judge: Respondent determ ned deficiencies in
petitioners' income taxes of $60,371, $14,884, $6,875, and
$20,173 for their 1988, 1991, 1992, and 1993 taxabl e years
respectively, and additions to tax pursuant to section 6662 of
$2,977, $1,375, and $4,035 for their 1991, 1992, and 1993 taxabl e
years respectively.

In the instant case, after concessions, we nust decide the
follow ng issues: (1) Wether petitioner Larry Van Wk is at
risk with respect to a loan he nmade to an S corporation in which
he owns 50 percent of the stock, where the source of the funds

constituting the loan is the other 50-percent sharehol der and

1 Unl ess otherw se noted, all section and Code references are
to the Internal Revenue Code in effect for the years in issue,
and all Rule references are to the Tax Court Rul es of Practice
and Procedure.
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that shareholder's wife; and (2) whether petitioners are |liable
for substantial understatenent penalties under section 6662.
Backgr ound

The parties submtted the instant case fully stipul ated
pursuant to Rule 122. The facts stipulated by the parties are
i ncorporated herein by reference and are found as facts in the
instant case. Wen they filed their petition, petitioners
resided in Mnroe, |owa.

During the years in issue, petitioner Larry Van Wk
(petitioner) and his brother-in-law, Keith Roorda, each owned 50
percent of the stock of West View of Monroe, lowa, Inc. (West
View), an S corporation engaged in the business of farm ng.

On Decenber 24, 1991, petitioners borrowed $700, 000 from
Keith Roorda and his wife, Linda Roorda. To evidence their debt
to Keith and Linda Roorda (the Roordas), petitioners executed a
prom ssory note bearing interest at 10.5 percent per annum The
note was unsecured. Also, on Decenber 24, 1991, petitioners
transferred $700,000 to West View O that amount, $253, 583
retired debts petitioners owed to West View with the remaining
$444, 417 constituting indebtedness owed by West View to
petitioners (the |oan).

On their tax returns for 1988 through 1993, petitioners
reported one-half of the profits and | osses from Wst Vi ew.

Respondent determ ned that petitioners' incone should be



increased in the amunts of $252,503, $438, 811, $115, 230, and
$165, 277 for the taxable years 1988, 1991, 1992, and 1993,
respectively, on account of the disallowance of petitioners
deductions of West View s |osses for those years. Additionally,
respondent determ ned that, for 1993, petitioners' income should
be increased by $93, 239, on account of the disallowance of
petitioners' deduction of West View s |loss for the 1991 taxable
year, which petitioners carried forward to 1993. Finally,
respondent determ ned that petitioners are liable for a
subst anti al understatenent penalty pursuant to section 6662 for
taxabl e years 1991, 1992, and 1993.
Di scussi on

We have been asked to resolve whether petitioner is at risk
with respect to the loan.2 Petitioners argue that petitioner
shoul d be considered at risk with respect to the | oan pursuant to
section 465(b)(1)(A). Additionally, petitioners argue that
petitioner should be considered to be at risk with respect to

the | oan pursuant to section 465(b)(1)(B). Specifically,

2 The parties have stipulated the | osses which petitioners
will be entitled to deduct in accordance with our decision as to
whet her petitioner is at risk with respect the |oan.

Accordingly, other than the penalty issue discussed below, this
is the only issue which we are called upon to decide. The
parties also agree that the at-risk determnation is to be nade
at the sharehol der |level and not at the S corporation |evel.



petitioners maintain that section 465(b)(3)(B)(ii) applies to the
i nstant case.
The rel evant portions of section 465 provide as foll ows:
SEC. 465. DEDUCTI ONS LI M TED TO AMOUNT AT RI SK
(a) Limtation to Anount at Risk.--
(1) I'n general.--1n the case of--—
(A) an individual, and

(B) a C corporation with respect to which the
stock ownershi p requirenent of paragraph (2) of
section 542(a) is net,

engaged in an activity to which this section applies,
any loss fromsuch activity for the taxable year shal
be allowed only to the extent of the aggregate anount
with respect to which the taxpayer is at risk (wthin

t he neani ng of subsection (b)) for such activity at the
cl ose of the taxable year

* * * * * * *

(b) Amounts Considered at Risk.--

(1) I'n general.--For purposes of this section, a
t axpayer shall be considered at risk for an activity
W th respect to anounts including--—

(A) the anount of noney and the adjusted
basis of other property contributed by the
t axpayer to the activity, and

(B) anmpunts borrowed with respect to such
activity (as determ ned under paragraph (2)).

(2) Borrowed anmounts. --For purposes of this
section, a taxpayer shall be considered at risk with
respect to amounts borrowed for use in an activity to
the extent that he--

(A) is personally liable for the repaynent of
such anounts, or
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(B) has pl edged property, other than property
used in such activity, as security for such
borrowed anobunt (to the extent of the net fair
mar ket val ue of the taxpayer's interest in such

property).

* * * * * * *

(3) Certain borrowed anobunts excl uded. - -

(A) I'n general.--Except to the extent
provided in regul ati ons, for purposes of paragraph
(1)(B), anmpbunts borrowed shall not be considered
to be at risk with respect to an activity if such
anounts are borrowed from any person who has an
interest in such activity or froma rel ated person
to a person (other than the taxpayer) having such
an interest.

(B) Exceptions.--

(i) Interest as creditor.--Subparagraph
(A) shall not apply to an interest as a
creditor in the activity.

(1i) Interest as shareholder with
respect to anmounts borrowed by corporation.--
In the case of anmounts borrowed by a
corporation froma sharehol der, subparagraph
(A) shall not apply to an interest as a
shar ehol der

* * * * * * *
(c) Activities to Wiich Section Applies.--

(1) Types of activities.--This section applies to
any taxpayer engaged in the activity of-- * * *

(B) farmng (as defined in section 464(e)),

* %

Section 465(b)(1)(A)

Petitioners' first argunment is that petitioner should be

considered at risk with respect to the |oan pursuant to section



465(b) (1) (A). Petitioners contend that section 1.465-10(d),
Exanpl e, Proposed I ncone Tax Regs., 44 Fed. Reg. 32240 (June 5,
1979) "clearly illustrates this principle.” The exanple provides
as follows:

A is the single shareholder in X an electing snal

busi ness corporation engaged in an activity descri bed

in 8 465(c)(1). A contributed $50,000 to X in exchange

for its stock under 8 351. In addition, A borrowed

$40, 000 for which A assuned personal liability. A then

| oaned the entire amount to X for use in the activity.

* * * At the close of the taxable year (w thout

reduction for any loss of X) A's anpbunt at risk is

$90, 000 ($50, 000 plus $40,000). * * *
As we read the foregoing exanple, it does not contenplate a
situation where the anmounts A contributed to X are borrowed by A
froma person who has an interest in X. The source of the
contributed anmounts is critical because it is section
465(b)(1)(B) and its rel ated provisions, discussed bel ow, rather
t han section 465(b)(1)(A), that govern at-risk treatnent for
anounts that are borrowed wth respect to the activity.

Petitioners additionally argue that section 1.465-10(c),
Proposed I nconme Tax Regs., 44 Fed. Reg. 32240 (June 5, 1979),
supports their argunent that petitioner should be considered at
risk with respect to the loan. The proposed regul ati on provides
that "The amount at risk of a sharehol der of an electing snall
busi ness corporation * * * shall be adjusted to reflect any

i ncrease or decrease in the adjusted basis of any indebtedness of

the corporation to the shareholder”. 1d. Petitioners' reliance



- 8 -

on section 1.465-10(c), Proposed Incone Tax Regs., supra, is
flawed for the sane reason we reject petitioners' argunent
concerni ng section 1.465-10(d), Exanple, Proposed |Incone Tax
Regs., supra, i.e., the proposed regulation just does not
contenpl ate the source of the funds, an issue governed by section
465(b)(1)(B) and its rel ated provisions.

As to what is neant by "noney * * * contributed by the
taxpayer to the activity" within the neaning of section
465(b) (1) (A), the proposed regul ations provide: "A taxpayer's
anmount at risk in an activity shall be increased by the anount of
personal funds the taxpayer contributes to the activity." Sec.
1. 465-22(a), Proposed Incone Tax Regs., 44 Fed. Reg. 32241 (June
5, 1979). According to the proposed regul ations, "personal
funds" of a taxpayer are those owned by the taxpayer and are not
t hose acquired through borrowi ng. Sec. 1.465-9(f), Proposed
I ncone Tax Regs., 44 Fed. Reg. 32240 (June 5, 1979).

Petitioners acknow edge the proposed regul ati ons regardi ng
personal funds but note that they are over 19 years old and stil
in proposed form Petitioners also note that the personal funds
requirenent is not nmentioned in either the statute or the
| egi slative history. Accordingly, petitioners claimthat the
proposed regul ations carry little weight as to the personal funds
requirenent. We think it anomal ous that petitioners enbrace the

proposed regul ati ons as support for their argunent, yet argue



that the proposed regul ations do not apply when they present
contrary authority. Nonethel ess, proposed regul ations are given
no greater weight than a position advanced by the Conm ssioner on

brief. See, e.g., EEW Wolworth Co. v. Conmm ssioner, 54 T.C

1233, 1265-1266 (1970). Yet proposed regul ati ons can be usef ul
as guidelines where they closely follow the |legislative history

of the act. See Estate of Wallace v. Conmi ssioner, 95 T.C. 525,

547 (1990), affd. 965 F.2d 1038 (11th Cir. 1992). W have
previously cited the section 465 proposed regul ati ons for that

purpose. See Melvin v. Conm ssioner, 88 T.C. 63 (1987), affd.

894 F.2d 1072 (9th Cir. 1990).

To read section 465(b)(1)(A) as petitioners suggest would be
i nconsi stent with section 465(b)(1)(B). Accordingly, we conclude
that Congress did not intend such a result and that such a
construction of the statute would be inappropriate. See, e.g.,

VWi nberger v. Hynson, Westcott & Dunning, Inc., 412 U. S. 609,

633-634 (1973) (interpreting a statute in such a nanner "offends
the well-settled rule of statutory construction that all parts of
a statute, if at all possible, are to be given effect”); Inre

W ndsor on the River Associates, 7 F.3d 127, 130 (8th Cr. 1993);

Bokum v. Conm ssioner, 94 T.C. 126, 154 (1990), affd. 992 F.2d

1132 (11th Gir. 1993).
Respondent al so points to statenents by the Staff of the

Joint Commttee on Taxation as an explanation of how Congress
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i ntended section 465(b) (1) to operate when there is an overlap in
coverage between section 465(b)(1)(A) and (B)

The amounts borrowed by the taxpayer and then
contributed to the activity (or used to purchase
property which is contributed to the activity) are
"amounts borrowed with respect to" the activity (as
referred to in section 465(b)(1)(B)) and therefore are
subject to the rules of section 465(b)(3) even though
anounts (or property) are also described in section
465(b) (1) (A). [Staff of the Joint Comm on Taxation
Ceneral Expl anation of the Tax Reform Act of 1976, at
39 n.12 (J. Comm Print 1976).]

The General Explanation is in accord with our own concl usion as
to the operation of the statute. 1In short, petitioners fail to
mar shal any neani ngful support for their argunment under section
465(b) (1) (A). Accordingly, we hold that the | oan does not,

W t hout consideration of section 465(b)(1)(B), constitute noney
contributed to an activity under section 465(b)(1)(A).

Section 465(b) (1) (B)

Petitioners additionally contend that the | oan shoul d be
considered at risk pursuant to section 465(b)(1)(B). Petitioners
argue that the loan is not subject to the general prohibition of
section 465(b)(3)(A) against borrowing fromparties with an
interest in the activity because of the exception provided by
section 465(b)(3)(B)(ii). Petitioners argue:

Van WKk | oaned funds to West View, thus fulfilling the

first clause of 1.R C. 8§ 465(b)(3)(B)(ii). ("In the

case of amounts borrowed by a corporation froma

shareholder . . ."). Because this requirenent is net,

Roorda's status as a sharehol der is disregarded and
| . R C. 8§ 465(b)(3) does not apply. Since Van Wk was
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personally liable to repay the loan to Roorda, |.R C 8§

465(b) (2) has been satisfied and Van Wk has anounts

"at risk" under 1.R C. 8 465(b)(1)(B)

I n essence, petitioners argue that section 465(b)(3)(B)(ii) is
meant to allow at-risk status for a sharehol der who borrows noney
from anot her sharehol der and then lends it to a corporation owned
by both of the sharehol ders. Respondent contends that section
465(b) (3)(B)(ii) bears only upon the at-risk status of a
corporation, not its sharehol ders.

We agree with respondent that the proper interpretation is
that section 465(b)(3)(B)(ii) applies only to allow at-risk
status for a corporate borrower, not to an individual sharehol der
nmerely because he nmade the loan in question to his corporation.
Section 465(b)(1)(B) and (2) speaks to anmpunts borrowed by a
t axpayer—in the instant case, the reference to a taxpayer is to
petitioner. Section 465(b)(3)(A) prohibits at-risk treatnment for
t hose anmounts, i.e., the anmobunts borrowed by the taxpayer (in the
i nstant case petitioner), if those anmpbunts are borrowed froma
person with an interest in the activity or froma person rel ated
to such a person. Section 465(b)(3)(B)(i) excepts those borrowed
anounts, i.e., allows at-risk treatnment, where the only interest
in the activity possessed by the | ender (the person from whomthe
t axpayer borrowed the noney) is a creditor's interest. That
exception does not apply to the instant case because Keith

Roorda's interest in the activity is an equity interest, which is
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a prohibited interest.® Moreover, Linda Roorda, as the w fe of
Keith Roorda, is a "related person to a person with an interest
in the activity" within the neaning of section 465(b)(3)(A).*% As
we read section 465(b)(3)(B)(ii), it excepts borrowed anmounts
only where the borrower that is claimng to be at risk on those

amounts is a corporation.® In the instant case, because the

8 I n Jackson v. Conmi ssioner, 86 T.C. 492, 529 (1986), affd.
864 F.2d 1521 (10th Cr. 1989), we held that a prohibited
interest is a capital interest in the activity or an interest in
the net profits of the activity. W have applied the holding in
Jackson in later cases. See Levy v. Comm ssioner, 91 T.C. 838,
868 (1988); Larsen v. Conmmi ssioner, 89 T.C 1229, 1270 (1987),
affd. in part and revd. on another issue sub nom Casebeer v.
Comm ssi oner, 909 F.2d 1360 (9th Cr. 1990); Bennion v.

Commi ssioner, 88 T.C. 684, 698 (1987). In these cases, we
defined a capital interest as an interest in the assets of the
activity which is distributable to the owner of the capital
interest upon liquidation of the activity.

4 "Rel ated person” includes a spouse. See secs. 465(b)(3)(0O
267(b) (1) and (c)(4).

5 Put nore technically, the follow ng analysis was set forth
in respondent’'s brief:

"Taxpayer" in * * * paragraph 465(b)(1) is the
ant ecedent to which "anmounts borrowed by a corporation”
found in subparagraph 465(b)(3)(B)(ii) refers. The
cl ause "amounts borrowed by a corporation” found in
subpar agraph 465(b)(3)(B)(ii) relates back to the
phrase "amounts borrowed" found in subparagraph
465(b) (3)(A). The phrase "amounts borrowed" found in
subpar agraph 465(b)(3)(A) relates back to the phrase
"anmounts borrowed" found in subparagraph 465(b) (1) (B)
The phrase "anmounts borrowed" found in subparagraph
465(b) (1) (B) relates back to the term"taxpayer" found
in both * * * paragraph 465(b) (1) and paragraph
465(b)(2). This * * * [syntactical] analysis reveals
the clause "by a corporation” to be a term of
(continued. . .)
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t axpayer claimng to be at risk for the borrowed anobunts is an
i ndi vidual, section 465(b)(3)(B)(ii) does not apply.

The House report acconpanying the enactnment of the Deficit
Reduction Act of 1984 (DEFRA), Pub. L. 98-369, sec. 432(c), 98
Stat. 494, 814, the act which added section 465(b)(3)(B)(ii) to
t he Code, supports our reading of section 465. The House report
st ates:

Borrowing fromrelated parties

The bill provides that recourse borrowing fromrel ated
parties (including famly nmenbers and entities
controll ed by the taxpayer) nmay be considered at risk
for purposes of the loss Iimtation and investnent tax
credit at-risk rules. Except as otherw se provi ded by
regul ati ons, recourse borrowing will be considered not
at risk when the related party has an interest (other
than as a creditor) in the activity or when the

t axpayer is otherw se protected against |oss. The bill
al so specifies that a corporation may be considered at
risk with respect to anounts borrowed fromits
sharehol ders to finance participation in an activity.
[H Rept. 98-432 (Part 2), at 1514-1515 (1984);
enphasi s added. ]

5(...continued)
[imtation to the nore general "taxpayer" found in 8§
465(b)(2), * * * to which 8 465(b)(3)(B) refers.

Respondent's anal ysis conports with our own anal ysis above.

6 The Staff of Joint Conmttee on Taxation, GCeneral

Expl anati on of the Revenue Provisions of the Deficit Reduction
Act of 1984, at 736 (J. Conm Print 1984), contains nearly

i dentical | anguage:

The Act further provides that, except to the extent

provided in regul ati ons, recourse borrowng will not be

considered at risk where the | ender has an interest
(continued. . .)
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The quot ed passage indicates that a corporation may be at risk
for anobunts borrowed fromits sharehol ders by reason of section
465(b) (3)(B)(ii). Yet we can find no |egislative history
suggesting that the shareholders will be deened at risk with
respect to such anmounts by reason of that provision of the
statute.

Petitioners contend that if Congress intended the exception
of section 465(b)(3)(B)(ii) to apply only to corporations, i.e.,
only at the corporate level, it would have expressly provided
that the exception applied only for purposes of cal cul ating
corporate-level at risk anmobunts. Petitioners further contend
that, because there is no express |anguage in section
465(b) (3)(B)(ii) Ilimting its application only to corporations,
the statute should be construed to afford themrelief. 1ndeed,
if the statute contained such | anguage, our task woul d have been
sinpler. The failure of the statute to contain such | anguage,
however, does not persuade us that our interpretation is

i ncorrect.

5(...continued)
(other than as a creditor) in the activity or is
related to a person (other than the taxpayer) having
such an interest. However, the Act specifies that a
corporation may be considered at risk with respect to
anounts borrowed fromits shareholders to finance
participation in an activity.
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Additionally, we note that 2 years after section 465(a)(1)
was anended to elimnate the at-risk limtations for S
corporations,’ section 465(b)(3)(B)(ii) was added to the Code by
DEFRA section 432(c). The logical inference, therefore, is that,
because the at-risk status of an S corporation is no | onger
rel evant, where section 465(b)(3)(B)(ii) addresses the at-risk
status of a corporation borrowing fromits sharehol ders, the
statute nust refer only to C corporations that are subject to
section 465.

For the reasons stated above, we sinply are not persuaded by
petitioners' argunments or their interpretation of the statute.
Accordingly, we hold that, because the source of the funds
constituting the loan is not excepted by section
465(b) (3)(b)(ii), petitioner, pursuant to section 465(b)(3) (A,

is not considered to be at risk with respect to the | oan.

! Previously, wth respect to S corporations, the at-risk
[imtations of sec. 465(a)(1l) applied at both the corporate and

t he sharehol der level. Sec. 5(a)(31)(A) of the Subchapter S

Revi sion Act of 1982, Pub. L. 97-354, 96 Stat. 1669, 1695,
however, anmended sec. 465(a)(1l) by elimnating the at-risk
limtations for S corporations. See also H Rept. 98-432 (Part
2), at 1507 ("In the case of a[n] * * * S corporation, the [at-
risk] rules apply at sharehol der level."), 1507 n.16 (The at-risk
"provisions no |longer apply at the corporate |evel as a result of
an anendnent nade by the subchapter S Revision Act of 1982 (Pub
L. 97-354)" (1984).



Section 6662(a)

The final issue is whether petitioners are liable for a
penal ty under section 6662. Section 6662(a) inposes a 20-percent
penalty on the portion of an underpaynent of tax that is
attributable to, inter alia, any substantial understatenent of
income tax. A substantial understatenment of tax is defined as
t he amount which exceeds the greater of 10 percent of the tax
required to be shown on the return for the taxable year or
$5,000. See sec. 6662(d)(1)(A). An understatenent is reduced to
the extent it is: (1) Based upon substantial authority; (2)
adequately disclosed in the tax return or in a statenent attached
to the return and there was a reasonabl e basis for the treatnent
of the item See sec. 6662(d)(2)(B). Petitioners nust establish
error in respondent's determ nation that they are liable for the
penal ty provided by section 6662(a). See Rule 142(a).

The section 6662 penalty does not apply to any portion of an
under paynent where it is shown that there was reasonabl e cause
and that the taxpayer acted in good faith. Sec. 6664(c)(1). The
decision as to whether the taxpayer acted with reasonabl e cause
and in good faith depends upon all pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs. Under the
ci rcunst ances of the instant case, we believe that the conplexity
of section 465, and the |l ack of express guidance in the

regul ations, led petitioners to an honest m stake of |aw for
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which it is inappropriate to penalize them Accordingly, we do
not sustain the section 6662 determ nation by respondent.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




