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In 1988, Ps, Ceorgia residents, purchased a second
home (vacation honme 1), also in Georgia, which the
famly used on weekends frommd-April to Labor Day for
recreational purposes. After Ps changed their
princi pal residence in 1995 or 1996, the |engthened
commute to vacation home 1 nade its continued use
i npractical, and, in 1999, they agreed to purchase
anot her vacation hone (vacation hone 2) closer to their
princi pal residence. In 2000, Ps disposed of vacation
home 1 and acquired vacation hone 2 pursuant to a
series of transactions intended to qualify as a tax-
free, like-kind exchange of those properties under sec.
1031, I.R C. Pronpted by the need for liquidity
incident to their then-pending divorce, Ps were hol ding
vacation hone 2 for sale at the time of trial. Ps and
their children used both vacati on homes exclusively for
recreational purposes, and Ps never rented or offered
to rent either vacation hone to third parties. One of
Ps’ notives in acquiring and hol di ng each vacati on hone
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was the prospect of appreciation resulting in profit on
t he eventual sale of each property.

Pwfe (PW acquired a 2-percent nenbership
interest in a nmedical LLC (the LLC) upon formation of
the LLC in April 1995. In July 2000, incident to the
July 28, 2000, sale of all nmenbership interests in the
LLCto a third party, the three LLC nenbers executed a
witten agreenent describing transfers by Dr. J, who
hel d an 88-percent nenbership interest in the LLC as of
Dec. 31, 1995, of 10-percent nenbership interests to
each of the other two LLC nenbers, PWand Dr. M (who
previously held a 10-percent LLC nenbership interest).
The agreenent stated that it was “effective as of” Jan.
1, 1997. In 1998, 1999, and 2000, the LLC nade
distributions to the three nmenbers consistent with a
68- 20- 12- percent apportionnment of the LLC profits anpng
Dr. J, Dr. M and PW respectively. Ps argue that Dr.
J's transfers of 10-percent nenbership interests to Dr.
M and PWdid not occur until July 2000. R argues that
the July 2000 witten agreenent formalized a prior
oral agreenent and that the effective date of those
transfers was Jan. 1, 1997.

PWreceived both a | unp-sum cash paynent and a
prom ssory note in consideration of the July 28, 2000,
sale of her 12-percent LLC nenbership interest. On
their 2000 return, Ps reported, as long-term capital
gai n under the installnment nethod of accounting, the
| unmp- sum cash paynment and the sumof the first five
mont hl y paynments due under the ternms of the prom ssory
note. R argues that Ps elected out of the install nment
method with respect to the gain on the sale and that Ps
are required to report the full anmount of that gain in
2000.

1. Held: Neither vacation hone 1 nor vacation
home 2 was held for investnment. Therefore, Ps are not
entitled to treat the disposal of the forner and
acquisition of the latter in 2000 as a tax-free |ike-
ki nd exchange under sec. 1031, |I.R C

2. Held, further, PWowned a 12-percent
menbership interest in the LLC during the years in
i ssue, 1999 and 2000.

3. Held, further, Ps did not elect out of the
i nstal l ment nethod of accounting in connection with
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PWs 2000 sal e of her 12-percent LLC nenbership
i nterest.

Vivian D. Hoard and Patti M Richards, for petitioners.

M chael L. Scheier and Jennifer J. Mrales, for affected

person United Surgical Partners International, Inc.

Brenda M Fitzgerald, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HALPERN, Judge: By notice of deficiency dated April 10,
2003 (the notice), respondent determ ned deficiencies in

petitioners’ Federal incone tax as foll ows:

Year Defi ci ency
1999 $96, 925
2000 78,578

By the petition, petitioners assign error to respondent’s
deficiency determ nation. The parties have resolved certain
i ssues.! The renmining issues for decision are whether (1)
petitioners’ purported exchange of vacation properties qualifies

as a tax-free “like-kind” exchange of properties under section

! Those issues are (1) issues settled or conceded pursuant
to the parties’ stipulation of settled i ssues executed on May 19,
2004, and (2) issues that petitioners failed to pursue on brief,
which we treat as having been abandoned. See N cklaus v.
Comm ssioner, 117 T.C 117, 120 n.4 (2001). The issues that
petitioners failed to pursue are (1) whether petitioners are
required to include in income for 1999 $1, 701 of interest and (2)
whet her petitioner Barry E. Moore is entitled to relief fromtax
l[tability for either 1999 or 2000 as an innocent spouse.
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10312 (the section 1031 issue), (2) petitioner Deborah E. Mdyore
(Ms. Moore) increased her nmenbership interest in The Surgery
Center of Georgia, LLC (the LLC) before the years in issue (1999
and 2000), as alleged by respondent, or in July 2000, as all eged
by petitioners (the nmenbership interest acquisition issue), and
(3) petitioners are entitled to report Ms. More’s gain on the
sal e of her nmenbership interest in the LLC under the install nent
met hod, in accordance with section 453 (the installnent nethod
reporting issue).?

The notice contains certain other adjustnents that are
purely conputational. Their resolution solely depends upon our

resolution of the issues renmaining in dispute.

2 Unless otherwise 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
Pr ocedure.

8 The parties al so disagree regarding the application of
sec. 7491(a) to this case. |If applicable to a factual issue,
sec. 7491(a) would cause the burden of proof on that issue to
shift frompetitioners to respondent. See Rule 142(a). W need
not deci de whether sec. 7491(a) applies herein because we resolve
all factual issues upon a preponderance of the evidence.
Therefore, resolution of the issues in this case does not depend
upon which party bears the burden of proof. See Estate of
Bongard v. Comm ssioner, 124 T.C. 95, 111 (2005); see also
Bl odgett v. Conm ssioner, 394 F.3d 1030, 1039 (8th G r. 2005),
affg. T.C. Meno. 2003-212; FR&C Inv., LLC v. Conm ssioner, 89
Fed. Appx. 656 (9th Cr. 2004), affg. T.C Meno. 2002-276;
Brookfield Wre Co. v. Conmm ssioner, 667 F.2d 551, 553 n.2 (1st
Cr. 1981), affg. T.C. Meno. 1980-321.
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Petitioners’ Challenge to Respondent’s Briefs

On the basis of Rule 151(b), Tinme for Filing Briefs,
petitioners argue that we nust disregard respondent’s opening
bri ef because respondent filed that brief 1 day |late and did not
nove before the due date for an extension of time to file.
Petitioners also argue that, because respondent “failed to file”
an opening brief and did not seek | eave of the Court to file a
reply brief, he is not permtted to file a reply brief. See Rule
151(b).

Petitioners argue that respondent should have filed his
opening brief no later than August 15, 2005, the |ast day of the
60-day period allotted by the Court for such filings at the
conclusion of the trial on June 15, 2005, even though the trial
transcript furnished to the parties records both the trial clerk
and the Court as stating that due date to be August 16, 2005, the
dat e upon whi ch respondent’s opening brief was actually fil ed.

Because the Court identified a due date one day after the
cl ose of the 60-day period allocated by the Court for the filing
of opening briefs, the Court nust accept sone responsibility for
the tardiness, if any, in respondent’s filing of his opening
brief. Mreover, 1 day is negligible, and we do not believe that
it prejudiced petitioners in preparing their answering brief. In
fact, petitioners do not allege that they were so prejudiced;

they allege only that we “nust strike and di sregard” respondent’s
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brief pursuant to Rule 151. Under the circunstances, we find it
i nappropriate to disregard or strike respondent’s opening (or
reply) brief, and we decline to do so.
FI NDI NGS OF FACT

Sone facts have been stipulated and are so found. The
stipulation of facts, with attached exhibits, is incorporated
herein by this reference.

At the tinme the petition was filed, petitioner Barry E.
Moore (M. Moore) resided in El berton, Georgia, and Ms. Moore
resided in Marietta, Ceorgia.

The Section 1031 |Issue

Backgr ound

On April 15, 1988, petitioners purchased two contiguous
parcels of |akefront real property, along with a nobile hone
| ocated on one of those parcels, on Clark H Il Lake in Lincoln
County, Ceorgia (the Clark H Il property). On Decenber 3, 1999,
petitioners entered into a purchase and sal e agreenent wherein
they agreed to purchase inproved | akefront property in Forsyth
County, Ceorgia (the Lake Lanier property). Thereafter, during
2000, petitioners were involved in a series of transactions
wher eby they purported to (1) assign a 25-percent interest in the
purchase and sal e agreenent to an escrow agent, (2) join with the
escrow agent in purchasing the Lake Lanier property (75 percent

acquired by petitioners, 25 percent by the escrow agent), and (3)
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after buyers for the Cark H Il property had been found, through
an internedi ary, exchange the Clark Hi |l property for the escrow
agent’s 25-percent interest in the Lake Lanier property in a
transaction intended to qualify as a deferred |ike-kind exchange
satisfying the requirenents of section 1031(a)(3) and section
1.1031(k)-1, Income Tax Regs. Respondent denies the authenticity
of nmuch of petitioners’ supporting docunentation and all eges that
(1) the escrow agent was, in substance, acting as petitioners’
agent in acquiring a 25-percent interest in the Lake Lanier
property so that petitioners already owned that property before
the purported Iike-kind exchange; i.e., there was no “exchange”
of |ike-kind properties, and (2) petitioners otherwise failed to
satisfy the requirenents of section 1031(a)(3) and the
regul ations thereunder for a deferred |ike-kind exchange.

In order for petitioners to prevail on the section 1031
i ssue, the evidence nust show that (1) the Cark H Il and Lake
Lanier properties were of like kind (a matter not in dispute),
(2) petitioners held both properties for investnent,* and (3)
t hey di sposed of the fornmer and acquired the latter in a manner
that satisfied the requirenents of section 1031(a)(3) and the

regul ations thereunder for a deferred |ike-kind exchange.

4 Petitioners do not claimthat either property satisfied
the alternative definition of qualified Iike-kind property:
“property held for productive use in a trade or business”. Sec.
1031(a)(1).
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Because we find that petitioners held neither property for
i nvestnment, we nmake no findings of fact relating to the
sufficiency of petitioners’ attenpt to satisfy the other
requi rements for a deferred |ike-kind exchange.?®

Petitioners’ Purchase and Use of the Properties

The dark H Il Property

Petitioners’ decision to purchase the Clark H Il property
was notivated, in part, by their famliarity wwth the area, both
having grown up in the vicinity of Cark H Il Lake. In addition,
both their famlies owned property on or near Clark HIl, and M.
Moore’ s father advised themthat property on Clark H Il Lake had
appreci ated and would continue to appreciate. Petitioners’
decision to invest in real estate rather than in intangibles,
such as stocks or bonds, was influenced by a prior bad experience
with a financial adviser who had stolen their noney.

VWhen in 1988 they purchased the Clark H Il property,
petitioners’ primary residence was in Norcross, Ceorgia, an
approximately 3-hour drive fromthe Cark H Il property. 1In 1995
or 1996, petitioners changed their primary residence to Marietta,
Ceorgia. The drive fromthe Marietta residence to the Clark Hil

property normally took between 5 and 6 hours.

> As aresult, we need not rule on respondent’s objections
to various docunents petitioners offered.
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Beginning in |ate March of each year during which they owned
the Aark H Il property, M. More wuld spend a coupl e of
weekends there getting it ready for the sumer nonths. Then,
beginning in md to late April, petitioners’ famly would visit
the property two and, sonetines, three weekends a nonth until
Labor Day, when M. More closed the property for the wnter.

Bet ween Labor Day and the follow ng March, M. More would
occasionally visit the property to rake | eaves and perform ot her
caretaker functions.

The nobile honme | ocated on the property was a doubl e-w de
nmobi l e honme. During their tenure, petitioners built a deck
around it, built a screened-in porch on top of a portion of the
deck, and installed a satellite television receiver, a new
television, and a VHS recorder. They also replaced the roof and
repainted the hone two or three tinmes. They installed a new
washer and dryer and replaced sone of the furniture (bedroom
seats and beds) that had cone with the hone. They kept a pontoon
boat on Cark H Il Lake and inproved the dock they had in the
| ake to conformto the U S. Arny Corps of Engineers electrical
requi renents. During their summer stays at the Cark Hil
property, petitioners and their children used the property for
various recreational purposes, including relaxing on the dock,

boati ng, and fishing.
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Until they decided to acquire the Lake Lanier property in
| ate 1999, petitioners had never advertised the Cdark Hil
property for sale although they had been offered noney for it.

Al so, petitioners never rented or attenpted to rent the property
to others.

On their 1996-99 Federal income tax returns, petitioners
|isted deductions for “hone nortgage interest”. They did not
list on those returns any deduction for investnment interest, nor
did they deduct any mai ntenance or other expenses associated with
the Clark H Il property.

The Lake Lani er Property

Reasons for Purchase

After petitioners changed their principal residence from
Norcross to Marietta, Georgia, the length of the drive to the
Clark H Il property coupled with their children’s increased
weekend activities (in particular, their son’s participation in
weekend sports) made it inconvenient for the famly to spend
weekends at the property. As a result, they used that property
| ess frequently and, during the 2 years before their disposition
of it, they may have visited the property a total of three tines.
During that period, it becane a chore for M. Mwore just to
mai ntain the property, with the result that it becane rundown and

had to be either renovated or disposed of.
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Beginning in late 1997 or early 1998, the foregoi ng problens
associated wwth the Clark Hi |l property caused petitioners to
i nvestigate properties on Lake Lanier, which is much closer to
what was at the tinme petitioners’ Marietta, Georgia, residence.
Petitioners felt that a house on Lake Lanier would be of nore use
to themthan the Clark H Il property. Petitioners also believed
that property on Lake Lanier would appreciate nore rapidly than
the Cark H Il property because it was closer to the netropolitan
Atlanta area. Petitioners acquired the Lake Lanier property in
January 2000.

Use of the Property

The Lake Lanier property consisted of a greater than 1.2-
acre tract of land, the largest double slip dock allowable on the
| ake (conplete with two lifts), and a house that had five
screened-in porches overlooking the | ake, a full party deck, a
covered veranda, a great roomw th a stone fireplace, five
bedroons, and 4-1/2 bathroons. At the tinme of purchase, the
house was partially furnished, and, after purchase, petitioners
conpleted the furnishing thenselves. They installed a satellite
TV system and a VHS recorder, and, before their second sumrer at
the property, they purchased a notorboat with roomfor six to
ei ght passengers.

Petitioners and their children engaged in essentially the

sanme activities at the Lake Lanier property as they had at the
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Clark H Il property. They visited the property two weekends per
nmont h beginning in md-Mrch (depending on the weather) and
endi ng around Labor Day. |In addition, the famly mght visit the
property once or twice each wnter, and M. More and his son
woul d fish off the dock one Saturday night each nonth during the
fall. During the sumer nonths, petitioners occasionally
entertained visitors at the house. M. Moore’s maintenance
activities at the Lake Lanier property were simlar to, but |ess
frequent than, his maintenance activities at the Cark Hil
property.

The nortgage | ender in connection with petitioners’ purchase
of the Lake Lanier property was Sout hTrust Bank, N. A (SouthTrust
Bank).® On their 2000-02 Federal income tax returns, petitioners
cl ai mred deductions for honme nortgage and investnent interest paid

to Sout hTrust Bank as foll ows:

Year Honme Mbrtgage | nterest | nvest nent | nt er est
2000 $36, 219 $5, 647

2001 42, 437 1, 994

2002 45, 766 --

As in the case of the Cark H Il property, petitioners did
not list on their 2000-02 returns any deductions for maintenance

or other expenses associated with the Lake Lanier property.

6 Inits “Credit Ofering Report” assessing the risk of
various loans to Ms. Mdore, including the | oan to purchase the
Lake Lanier property, that property, which was to serve as
security for those loans, is consistently referred to as a
“second residence”.
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Also, as in the case of the Cark H Il property, petitioners
never rented or attenpted to rent the Lake Lanier property, and
they never offered it for sale until forced to do so by the need
for liquidity in connection with the division of their assets
incident to their divorce. Both the sale and the divorce were
still pending at the tine of the trial.

The Menbership Interest Acquisition |Issue

The LLC Operati ng Agreenent

The LLC was organi zed in the State of Georgia on April 19,
1995, and, as of that date, the “Operating Agreenment of The
Surgery Center of CGeorgia” (the LLC operating agreenent or the
agreenent) becane effective. Pursuant to the agreenent, the
initial nmenbers of the LLC and their initial nmenbership interests

were as foll ows:

Menber Percent | nterest
Laser Centers of Anerica, |nc. 45
Stephen N. Joffe, MD. 35
Barry MKernan, M D. 10
Hugh McLeod, M D. 8
Debor ah Mbore 2

At that time, Dr. Joffe was the CEO and sol e sharehol der of Laser
Centers of America, Inc., which was designated the manager of the

LLC. '

” On a day-to-day operational basis, however, Ms. Mbore
managed the LLC
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Article 8 of the LLC operating agreenent governs
“All ocations and Distributions”. Section 8.5, entitled “Interim
Distributions”, provides in pertinent part as follows:

To the extent * * * [cash in excess of current and

antici pated needs] exists, the Menbers * * * may nake

Distributions to the Menbers in accordance with their

Menbership Interests. Such distributions shall be in

cash or Property (which need not be distributed

proportionately) or partly in both, as determ ned by

t he Manager.

Article 10 of the agreenent is entitled “Di sposition of
Menbership Interests”. Section 10.1 provides: “No Menbership
Interest of the * * * [LLC] shall be Di sposed, except as
hereinafter provided in this Article 10.” Section 10.2.1
governing voluntary di spositions of nenbership interests,
provides in pertinent part: “Any Menber who desires voluntarily
to Di spose of the Menbership Interest * * * owned by himin the
* * * [LLC] shall give the Manager * * * witten notice of his
intent and the terns of such proposed Disposition.” Section 10.3
gives the LLC an overall 90-day right of first refusal to
purchase or to designate a purchaser for the selling nmenber’s
interest at a designated purchase price. Section 10.5 provides
that the closing of a sale of a nenbership interest nust occur no
|ater [earlier?] than 90 days after the giving of witten notice

of the sale required in section 10.2. Section 10.7 states: *“Any

attenpted Disposition of a Menbership Interest, or any part
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thereof, not in conpliance with * * * [article 10] is null and
void ab initio.”

Dr. Joffe's 1995 Purchases of Additional Interests in the
LLC

On Septenber 28, 1995, Laser Centers of Anerica, Inc., sold
its 45-percent nenbership interest in the LLCto Dr. Joffe, and,
on Decenber 31, 1995, Dr. MLeod sold his 8-percent nenbership
interest in the LLCto him As a result, as of Decenber 31,
1995, Dr. Joffe owned 88 percent, Dr. MKernan owned 10 percent,
and Ms. Mbore owned 2 percent of the LLC

The Moore Letter; the Joffe Menorandum

In a handwitten letter dated July 1, 1997, to Janes P.
Kelly (M. Kelly), counsel to the LLC during 1996-98, M. Mbore
listed percentage distributions, including an 8-percent share for
hersel f, “should * * * [the LLC] be sold or distributions be
made.” In that letter (the More letter), M. More further
noted: “Deborah Moore has 2% originally already. Also, the
agreenent for the above percentages in no way interferes with the

original LLC percentages.”?8

8 In substantial part, the More letter states:
July 1, 1997
Janmes P. Kelly
200 Gal l eria Pkwy
Suite 1510
Atlanta, Ga 30339

(continued. . .)
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Sonetinme between July 1 and | ate Decenber 1997, Dr. Joffe
executed a handwitten, undated nenorandum (the Joffe nmenorandum
to Ms. More, in which he states: “This is to confirmthat
Debbie Moore will receive 10% (Ten Percent) of the net proceeds
of the sale of * * * [the LLC].”

The Kelly Correspondence

During 1997, M. Kelly sent three letters (the Kelly
correspondence) to Ms. Moore in her capacity as the de facto
manager of the LLC.

In the first letter, dated Cctober 17, 1997, M. Kelly
advi sed Ms. Moore that the LLC could “lawfully issue 6% of its

stock to you under the safe harbor for reasonable conpensation to

8. ..continued)
Jim

| spoke with Dr. Joffe and here are the %distributions for
the Surgery Center of Ceorgia, LLC should the center be sold or
di stributions be made. These are % of net profit.

J. Barry McKernan -- 10%
J. K. Chanpion -- 3%

Robert S. Cowes -- 3%
Deborah Moore -- 8%
Ronal d Van Tuyl -- 1%
Wlliam$S. Arnstrong -- 2%
Ri ck Hawkins -- 1%

J. Barry McKernan has originally 10% already in the Surgery
Center of Ga and Deborah More has 2% originally already. Al so
the agreenent for the above percentages in no way interferes with
the original LLC percentages. Call for questions.

Thanks,
Debor ah Moore
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enpl oyees.” The letter also describes the fornmal requirenents
needed to effect such an issuance of shares.

The other two letters, both dated Cctober 28, 1997, concern
the potential application of Medicare Antikickback laws to
proposed physician acquisitions of stock in the LLC. 1In one of
those letters, M. Kelly states his understanding that the LLC
“currently is owmed by Dr. Joffe (88% * * * Dr. MKernan (10%
and * * * [Ms. Moore] (2%".

The Sout hTrust Bank Credit O fering Report and the $50, 000
Revol vi ng Not e

In connection with a $50,000 loan to the LLC, evidenced by a
$50, 000 “revol ving note” dated March 29, 1999, Sout hTrust Bank
prepared a “Credit O fering Report” (the SouthTrust Bank credit
report), which states: “The [LLC] was started, according to the
tax return, on 5/1/95. During 1995, two nenbers of the LLC sold
their interests to Dr. Joffe who now owns 88%” That portion of
the Sout hTrust Bank credit report is date-stanped “Dec-01-98".

I n anot her portion of the SouthTrust Bank credit report, entitled
“Collateral”, the word “Unsecured” appears. The word “Unsecured”
is also typed on the revolving note in the section of the
printed formdealing with security agreenents.

The LLC Returns

The initial short year return, Form 1065, U.S. Partnership
Return of Incone, filed by the LLC for 1995 reflects the 1995

sal es by Laser Centers of Anerica, Inc., of its 45-percent



- 18 -

ownership interest and by Dr. MLeod of his 8-percent ownership
interest in the LLC to Dr. Joffe. The sales are reflected in
footnotes to the Schedul es K-1, Partner’s Share of |ncone
Credits, Deductions, etc., prepared for Drs. Joffe and McLeod and
for Laser Centers of Anerica, |nc.

The returns filed by the LLC for 1996-99 include Schedul es
K-1 for Drs. Joffe and McKernan and for Ms. Moore (collectively,
the LLC nenbers), which reflect percentage profit and | oss
sharing and capital ownership interests for themof 88, 10, and 2
percent, respectively. The LLC s final return for its short year
ending July 31, 2000, reflects those sane percentage interests
for the LLC nenbers at the beginning of the year, and a zero-
percent interest for each at yearend.?®

The LLC s 1996 and 1997 returns reflect no distributions to
the LLC nenbers. The 1998-2000 LLC returns reflect distributions
to the LLC nenbers in the follow ng anbunts and percent ages of

total distributions:

1998 1999 2000
Menber Anmount % of Tot al Anmount % of Tot al Anmount % of Tot al
Dr. Joffe $40, 538 67. 86 $268, 510 63.91 $978, 466 68
Dr. McKer nan 12, 000 20. 08 96, 979 23.08 287,785 20
Ms. Moore 7,200 12. 05 54, 642 13.01 172,671 12

Sale of the LLC Menbership Interests

On or about Novenber 30, 1999, the LLC, the LLC menbers, and

Surgi coe Corp. (Surgicoe) entered into a “Menbership Interest

® As discussed infra, the LLC nenbers sold their interests
in the LLC effective July 28, 2000.
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Purchase Agreenent” (the Surgicoe purchase agreenent) pursuant to
whi ch the LLC nenbers agreed to sell their menbership interests
in the LLCto Surgicoe for a total of $9,988, 352, subject to
certain adjustnents at closing. After those adjustnents, the
total purchase price was reduced to $9, 490,051. The Surgicoe
pur chase agreenent provides that “[t]he Purchase Price shall be
all ocated as set forth in Schedule 2.2.4.” The record contains
two such schedules. The first, presumably attached to the
agreenent, provides: “Consideration to be allocated anong
Sellers as provided in a closing statenent to be executed by
Sellers at dosing.” The second, presumably executed sonetine
bet ween the dates of the Surgi coe purchase agreenent and the
closing, allocates the total purchase price anong the LLC nenbers
on the follow ng percentage basis: 68 percent to Dr. Joffe, 20
percent to Dr. MKernan, and 12 percent to Ms. Mwore. The

distribution of the final, adjusted purchase price was as

foll ows:
Menber Anpunt % of Tot al
Dr. Joffe $6, 453, 234. 68 68
Dr. MKer nan 1, 898, 010. 20 20
Ms. Mbore 1, 138, 806. 12 12

Surgi coe’s purchase of Ms. Moore’s interest in the LLC
consi sted of Ms. Moore’s recei pt from Surgi coe of $661,774.01 in
cash, LLC debt relief apportioned to Ms. Mbore of $316, 206. 24,

and a prom ssory note dated July 28, 2000, in the sum of
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$160, 825.87. Also, on that date, Ms. Mbore executed (1) a
“Certificate of Limted Liability Conpany Interest in the Surgery
Center of Ceorgia, LLC, in which she certifies to her ownership
of a “12%limted liability conpany interest * * * in [the LLC],”
and (2) an “lrrevocabl e Menber Interest Power” pursuant to which
she states that she “does hereby sell * * * to [Surgicoe] a 12%
interest as a nenber in [the LLC]” and appoints a nanmed attorney
to transfer that interest on the LLC s books.

Assi gnment and Assunpti on Agr eenment

In 2000, in connection with, and sonetine before, the July
28, 2000, closing of the sale of the LLC nenbership interests to
Surgicoe, Drs. Joffe and McKernan and Ms. Mbore executed an
“Assi gnnent and Assunption Agreenent * * * pade and entered into
and effective as of the 1st day of January, 1997” (the assignnent
and assunption agreenment or, sonetinmes, just the agreenent),
whereby Dr. Joffe, “in consideration of the continued services of
* * * [Dr. McKernan and Ms. Moore] and ot her good and val uabl e
consideration”, transferred a 10-percent nenbership interest in
the LLC to Dr. MKernan and a 10-percent nenbership interest in
the LLC to Ms. Moore. The |last sentence of the agreenent, just
before the signatures of Drs. Joffe and McKernan and Ms. Moore,
reads: “IN WTNESS WHEREOF, the parties have executed this
Agreenment under seal to be effective as of the date [January 1,

1997] first above witten.” The agreenent states that it is “a
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Ceorgia contract and shall be governed by and construed in
accordance with Georgia |law.”

Dr. Joffe, on behalf of hinself as manager of the LLC and on
behal f of the LLC, executed a “Waiver of Notice and R ght to
Purchase” (which is attached to the assignnent and assunption
agreenent) whereby he specifically waived (1) the right to
receive notice pursuant to section 10.2.1 of the LLC operating
agreenent of his nmenbership interest dispositions and (2) the
LLC s rights, pursuant to section 10.3 of the LLC operating
agreenent, either to purchase Dr. Joffe’ s 10-percent nmenbership
interests transferred to Dr. McKernan and Ms. Mbore or to
i dentify another purchaser thereof.

The Install nent Met hod Reporting | ssue

As noted supra, part of the consideration Ms. Moore received
for the sale of a 12-percent interest in the LLC to Surgicoe
consi sted of a prom ssory note in the sumof $160, 825.87. That
note provided for 60 consecutive nonthly paynents of conbi ned
principal and interest of $3,358.03, beginning Septenber 1, 2000,
and endi ng August 1, 2005. On their 2000 return, Schedul e D
Capital Gains and Losses, petitioners reported as |ong-term
capital gain $631,590 fromthe July 28, 2000, sale of

“partnership interest” and “note paynents” in the sumof $16, 790.



OPI NI ON

The Section 1031 |Issue

A. Analysis

As noted supra, the issue before us is whether petitioners
held the Cark H Il and Lake Lanier properties “for investnent”.
That depends on their intent or purpose in holding the

properties, determned as of the tinme of the exchange. E.g.,

Bol ker v. Conm ssioner, 81 T.C. 782, 804 (1983), affd. 760 F.2d
1039 (9th G r. 1985).

Petitioners point to their interest in the appreciation
potential of the Cark HilIl and Lake Lanier properties, both
before and after acquisition, and argue: “If investnent intent
is one notive for holding * * * property, it is held for
i nvestnment for purposes of Section 1031.” Petitioners’ argunent,
if carried to its logical extrene, is that the existence of any
i nvestnment notive in holding a personal residence, no matter how
mnor a factor in the overall decision to acquire and hold (or
sinply to hold) the property before its inclusion in an exchange
of properties, wll render it “property * * * held for
investnment” with any gain on the exchange eligible for
nonrecognition treatnent under section 1031. Petitioners are
m staken. It is a taxpayer’s prinmary purpose in holding the

properties that counts. Mntgonery v. Comm ssioner, T.C. Meno.

1997-279 (“section 1031 requires that both the property
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transferred and the property received in a |like-kind exchange be
held primarily for productive use in a trade or business, or for
investnment.”), affd. in part and revd. in part on another issue
wi t hout published opinion 300 F.3d 866 (10th Cr. 1999). | ndeed,

in Starker v. United States, 602 F.2d 1341, 1350-1351 (9th G

1979), the U S. Court of Appeals for the Ninth Grcuit recognized
the I ongstanding rule that the exclusive use of property by the
owner as his residence contradicts any claimby himthat the
property is held for investnent. The court applied the rule
specifically to section 1031 exchanges. The court said:

It has | ong been the rule that use of property solely

as a personal residence is antithetical to its being

held for investnent. Losses on the sale or exchange of

such property cannot be deducted for this reason,

despite the general rule that | osses fromtransactions

involving * * * investnent properties are deducti bl e.

A simlar rule nust obtain in construing the term*®“held

for investnent” in section 1031. * * * [ld.;

citations omtted.]

This and other courts have reached the sane conclusion in
the context of deciding whether expenses incurred with respect to
a personal residence are deducti bl e under section 212(2) as
“expenses paid or incurred * * * for the managenent,
conservation, or maintenance of property held for the production
of incone”. Property held for investnent is property held for
t he production of income within the nmeaning of section 212. See

Newconbe v. Conmm ssioner, 54 T.C 1298, 1302 (1970) (an expense

deduction is justified under section 212(2) only if the property
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to which it relates “is *held for investnent,’” i.e., for the

production of incone”); sec. 1.212-1(b), Incone Tax Regs. Thus,

both section 1031 and section 212(2) involve the sane factual

i nquiry whether the property in question was held for investnent.
As a prelimnary matter, we accept as a fact that

petitioners hoped that both the Clark H Il and Lake Lani er

properties woul d appreciate. However, the nere hope or

expectation that property may be sold at a gain cannot establish

an investnent intent if the taxpayer uses the property as a

resi dence. See Jasionowski v. Conm ssioner, 66 T.C 312, 323

(1976) (“if the anticipation of eventually selling the house at a
profit were in itself sufficient to establish that the property
was held with a profit-making intent, rare indeed would be the
homeowner who purchased a hone several years ago who coul d not
make the sanme clainf). Moreover, a taxpayer cannot escape the
residential status of property nerely by noving out. |n Newconbe

v. Conm ssioner, supra, the taxpayers listed their forner

resi dence for sale on or about the day they noved out, Decenber

1, 1965. They sold the property at a |l oss on February 1, 1967.

The issue in Newconbe relevant to this case was whet her, during
1966, the property was held for the production of incone (i.e.,

for investnment) so as to entitle the taxpayers to deductions for
mai nt enance expenses under section 212(2). In denying those

deducti ons we st at ed:
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The taxpayer nmust * * * be seeking to realize a
profit representing postconversion appreciation in the
mar ket val ue of the property. Cearly, where the
profit represents only the appreciation which took
pl ace during the period of occupancy as a personal
residence, it cannot be said that the property was
“held for the production of incone.” * * * []ld. at
1302. ]
We added: “The placing of the property on the market for
i medi ate sale, at or shortly after * * * its abandonnent as a
residence, wll ordinarily be strong evidence that a taxpayer is
not hol ding the property for postconversion appreciation in
value.” 1d.?°

This Court has frequently applied the reasoning of one or

both of Jasi onowski and Newconbe in rejecting taxpayer argunments

t hat because a second or vacation home was held for appreciation
(i.e., investnment) the taxpayer was entitled to a deducti on,
under section 212(2), for expenses incurred to maintain or

i nprove the property. See, e.g., Ray v. Comm ssioner, T.C. Meno.

1989-628; Houle v. Commi ssioner, T.C. Mno. 1985-389; Cettler v.

Comm ssioner, T.C. Meno. 1975-87. In both Ray and Houl e we

deni ed the deductions on the ground that the taxpayers treated

0 |In a concurring opinion, Judge Forrester observed:

The time when the conversion occurred is obviously
t he key, and any appreciation prior thereto would not
have grown while the property was being “held for
investnment” * * * put while the property was being held
as taxpayers’ personal residence. [Newconbe v.
Comm ssioner, 54 T.C 1298, 1304 (1970) (Forrester, J.,
concurring).]
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t he houses as a “second hone” (Ray) or “second residence”
(Houle). In Gettler, we denied the deductions, concluding that
“the primary purpose in both acquiring the house and hol di ng on
toit was to use it as a vacation hone.” The cited cases stand
for the proposition that the holding of a primary or secondary
(e.g., vacation) residence notivated in part by an expectation
that the property wll appreciate in value is insufficient to
justify the classification of that property as property “held for
i nvestment” under section 212(2) and, by anal ogy, section 1031.

Mor eover, putting aside petitioners’ expectations that both
the Cark H Il and Lake Lanier properties would appreciate in
val ue, there is no convincing evidence that the properties were
hel d for the production of inconme, and there is convincing
evidence that petitioners and their famlies used the properties
as vacation retreats. Petitioners nmade neither the Cark Hil
nor Lake Lanier property available for rent. Nor is there any
evi dence that petitioners held either property primarily for sale
at a profit. They did not offer the Clark H Il property for sale
until late 1999 when they decided to acquire the nore accessible
Lake Lanier property. Thereafter, the Cark H Il property was

held for imMmmedi ate sale, not for investnent. See Newconbe V.

Comm ssi oner, supra at 1302. They did not offer the Lake Lanier

property for sale until required to do so by the need for

liquidity incident to their divorce. Wile it is true that M.
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Moore spent considerable tinme fixing up and maintaining both
properties and petitioners nmade substantial inprovenents at the
Clark H Il property, those actions are consistent wth enjoying
the properties as vacation hones. Petitioners did not hold the
Clark H Il property out for rent or sale, yet they added a deck
and screened-in porch, installed a satellite tel evision receiver,
and purchased a television, a VHS recorder, and a new washer and
dryer for their use at the property. They replaced furniture and
kept a boat on the |ake, which they used for boating and fishing.
Petitioners added simlar electronic equipnent to the Lake Lanier
house. That house was of sone substance, containing five
bedr oons and havi ng, anong ot her anenities, five screened-in
porches overl ooking the | ake, a double slip dock, a great room
with a stone fireplace, and a full party deck. Surely, that
house represented a substantial portion of the purchase price of
t he Lake Lanier property, yet petitioners made no effort to
recover any portion of that investnent by renting the house out;
i ndeed, they did not even offer it for rent. Petitioners would
have us believe that they used the house only as a caretaker’s
cottage while awaiting the expected appreciation in the val ue of
the property as a whole. Wiile awaiting that event, however,
they purchased a 6- to 8-passenger notorboat to pass the tine on
the lake. Also inconsistent wwth their claimthat they held the

two properties for investnent is their failure to claimany tax
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deducti ons for mai ntenance expenses or depreciation connected
with the properties. Also, on their tax returns, they treated
all of their interest deductions for 1996-99 and nost of those
deductions for 2000-02 as honme nortgage interest rather than as
i nvestment interest.

In short, the evidence overwhel m ngly denonstrates that
petitioners’ primary purpose in acquiring and hol ding both the
Clark H Il and Lake Lanier properties was to enjoy the use of
those properties as vacation hones; i.e., as secondary, personal
resi dences. That conclusion is buttressed by M. Mbore’s
testinmony that, after petitioners’ regular weekend use of the
Clark Hi Il property ceased during the last 2 years of their
ownership, they allowed it to becone “run down” so that it
“needed to be | ooked after or * * * [disposed of].” That |ack of
upkeep is inconsistent with a professed intention to protect
their investnment in and maximze their profit on the sale of the
property but consistent with an attitude that continued upkeep
and mai nt enance were warranted only in connection with
petitioners’ regular, personal use of the property.

The casel aw upon which petitioners principally rely is

i napposite. In Vandeyacht v. Comm ssioner, T.C Meno. 1994-148,

we sustained the taxpayers’ deductions for expenses associ at ed
wth two oceanfront recreational properties. |In that case,

however, the taxpayers never occupied the properties, a
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condom ni um and a house, nor used them for personal purposes;
and, although the taxpayers’ children and friends stayed in both
properties, they paid fair market rent to the taxpayers.

I n Hanbl eton v. Commi ssioner, T.C Meno. 1982-234, we denied

deductions for expenses relating to farmng activities on a 110-
acre tract of farm and because we found that the taxpayers | acked
the requisite profit notive under section 183. W found,

however: “Although * * * [the taxpayers] used approxi mately one
acre surroundi ng the house for personal use, * * * [the
taxpayers’] principal notivation in purchasing the 110 acre farm
was to realize a profit through appreciation in the value of the
land.” W denied the deductions only because the taxpayers were
unabl e to explain how any of the expenses were “ordinary and
necessary to the holding of the property as an investnent.” The
t axpayers’ circunstances in Hanbleton are readily distinguishable
frompetitioners’ circunstances wherein the properties in
gquestion are not obviously divisible into residential and

nonresi dential portions and, as far as we can tell, were used
entirely and exclusively as weekend vacation retreats.

Lastly, neither Holnmes v. Conmm ssioner, 184 F.3d 536 (6th

Cr. 1999), revg., vacating, and remanding T.C Meno. 1997-401,

nor Frazier v. Conmi ssioner, T.C. Menp. 1985-61, addresses the

i ssue of whether a personal residence that the taxpayers use

exclusively for recreational purposes can constitute property
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held for investnent. Rather, the issue in both cases, decided in
t he taxpayers’ favor, was whether incidental recreational or
residential use by the taxpayers or famly nenbers of property
primarily used by the taxpayers for comercial farmng or fishing
(or whether the personal enjoynent they derived fromthose
primary usage activities) negated the taxpayers’ profit notive
for engaging in those activities.

B. Concl usi on

Neither the Clark Hi Il nor Lake Lanier property constituted
property held for investnment for purposes of section 1031(a).
Therefore, petitioners’ disposition of the fornmer and acquisition
of the latter did not qualify as a tax-free “like-kind” exchange
of properties under section 1031.

1. The Menbership Interest Acquisition |Issue

A. | nt roducti on

Qur resolution of this issue wll determ ne whether
petitioners are required to report, as Ms. Moore’'s distributable
share, 2 percent of the LLC s incone for the years in issue, as
all eged by petitioners, or 12 percent of that incone, as alleged
by respondent.

B. Petitioners’ Position

Petitioners acknow edge that Dr. Joffe transferred a 10-
percent nmenbership interest in the LLCto Ms. More, which

together with his transfer of another 10-percent interest to Dr.
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McKer nan, reduced his percentage nenbership interest in the LLC
from88 to 68 percent and increased Ms. Moore’ s percentage
menbership interest from2 to 12 percent. Petitioners argue,
however, that those transfers occurred in July 2000 upon the
execution of the assignnent and assunption agreenent.

Petitioners also argue that the 1998-2000 distributions from
the LLC to its nmenbers in anmounts either precisely or closely
reflecting a 68-20-12-percent profit split anmong Dr. Joffe, Dr.
McKer nan, and Ms. Moore, respectively (referred to by
petitioners’ counsel, on brief, as “disproportionate
distributions”), did not reflect a shift in the nmenbership
interests anong those three individuals before July 2000, but,
i nstead, reflected an informal agreenent anong themthat Dr.
McKer nan and Ms. Moore shoul d be conpensated by those
distributions for the use of LLC profits and the pledge of LLC
assets to discharge Dr. Joffe’'s debt to the creditors of his
failed surgery center in Cncinnati, Chio. In effect,
petitioners argue that, to the extent the 1998-2000 distributions
to Ms. Mbore and Dr. MKernan exceeded 2 percent and 10 percent,
respectively, of the LLC s current and accumul ated profits, they
represented a return of capital.

I n support of their position, petitioners rely primarily
upon: (1) the Moore letter, which speaks of distribution

per cent ages and not shares of incone, (2) the Joffe nmenorandum
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confirmng his agreenment to give Ms. Moore “10% of the net
proceeds upon the sale of * * * [the LLC]”, but, petitioners
argue, not an additional 10-percent share of annual inconme, (3)
the fact that the Schedules K-1 attached to the 1997-2000 LLC
partnership returns all state that the three nenbers share LLC
profits and losses in a ratio of 88 percent for Dr. Joffe, 10
percent for Dr. MKernan, and 2 percent for Ms. Moore, (4) the
Kelly correspondence, in which M. Kelly expressed his
under st andi ng, presunmably obtained fromthe More |etter and,
per haps, from other conversations or conmmuni cations with M.
Moore, that the foregoing 88-10-2-percent LLC ownership split was
still in effect, (5) the LLC nenbers’ failure to satisfy the
requi renents of the LLC operating agreenent governing
di spositions of nmenbership interests, and (6) the SouthTrust Bank
credit report, which, petitioners allege, indicates that, as |late
as Decenber 1, 1998, Sout hTrust Bank believed that Dr. Joffe
still owned 88 percent of the LLC. Petitioners state: “The
docunent ary evidence of the bank loan * * * confirns that * * *
[Dr. Joffe] pledged * * * [his 88 percent] nmenbership interest to
Sout hTrust Bank in March 1999, [the date of the |oan] over two
years after respondent clains he transferred 10% of that interest
[to Ms. Moore].”

Petitioners view the | anguage in the assignnent and

assunption agreenent creating an effective date “as of” January
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1, 1997, (the effective date provision) as an inproper and
i neffective “backdating” of that agreenment or, alternatively, as
“a draftsman’s error that can be reforned under Ceorgia | aw’;
i.e., as a mutual m stake correctable by the introduction of
parol evidence.

C. Respondent’s Position

Respondent argues that the assignnent and assunption
agreenent was the neans of “formalizing” Dr. Joffe s transfer of
10- percent nenbership interests in the LLC to Dr. MKernan and
Ms. Moore effective January 1, 1997, and that “[f]Jromthat tinme
forward” the division of ownership anong the LLC nenbers was 68
percent for Dr. Joffe, 20 percent for Dr. MKernan, and 12
percent for Ms. Mbore. |In support of his position, respondent
argues that the 1998-2000 cash distributions to those three
i ndividuals “in the approxi mate ratio of 68/ 20/12 * * *
denonstrates that the LLC made its cash distributions based upon
the menbers’ interests, as nodified in 1997.”

Respondent al so seeks to refute all of petitioners’ attacks
on the effective date provision. He acknow edges the failure to
foll ow the procedural requirenents set forth in the LLC operating
agreenent for transfers of nmenbership interests, but he points
out that those requirenments were specifically waived by Dr.

Jof fe, as manager of the LLC, and by the parties to the

assi gnnment and assunption agreenent by their entering into that
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agreenent, an action that anounted to their consent to the waiver
of those requirenents. He argues that the assignnment and
assunption agreenent was not “backdated”, i.e., it “was not a
docunent * * * [attenpting] to change the past or * * * to
m srepresent the past”, but, rather, “was * * * created to
formalize informal transactions that had occurred in the past”.
He al so argues that the effective date provision is not an
exanpl e of mutual m stake that would otherwi se permt petitioners
to introduce parol evidence to establish the actual effective
date of Dr. Joffe’ s transfer of a 10-percent interest in the LLC
to Ms. Moore; and he argues that the LLC s 1998-2000 increased
distributions to Dr. McKernan and Ms. Moore were not sinply a
monetary quid pro quo for the use of LLC assets as collateral for
the discharge of Dr. Joffe’s bank debt related to his failed
G ncinnati Surgery Center. Rather, he argues that those
di stributions corroborated a prior increase in the LLC nenbership

interests of those individuals.

D. Analysis
1. | nt roducti on

Al t hough each party can point to evidence supporting that
party’s view regarding the date upon which Ms. More' s nenbership
interest in the LLC increased from 2 percent to 12 percent, we

find that a preponderance of the evidence supports respondent’s
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view that Ms. Mbore owned a 12-percent nenbership interest in the
LLC during the years in issue, 1999 and 2000.

2. The Assignnent and Assunpti on Agr eenent

The assignnment and assunption agreenent does not set forth
an execution date. Rather, it states that it “is made and
entered into and effective as of the 1st day of January, 1997 by
and anong * * * [the LLC nenbers]”.

Petitioners argue that the execution date of the agreenent
(all eged by petitioners, wthout dispute by respondent, to be
sonetinme during July 2000, when the agreenent was entered into in
connection wth the closing of the sale of the nmenbership
interests in the LLCto Surgicoe) is its effective date. They
cite Georgia caselaw, which permts the introduction of parol
evi dence to establish the actual date of execution, and they rely
upon both Georgia statutory | aw and casel aw, which perm t
equitable reformation of a contract in order to conformw th the
true intent of the parties where there has been a nutual m stake
in the drafting of the contract. Respondent disputes the
applicability of both Iines of authority.

a. Enforceability of the Effective Date Provision

(1) &overning Principles of Georgia Law

As noted supra, the assignnent and assunption agreenent
specifically states that it is to be “governed by and construed

in accordance with CGeorgia law.” Under Georgia law, it is clear
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that the parties to a contract can give the contract retroactive

effect. See Am Cyanamd Co. v. R ng, 286 S.E.2d 1, 3 (Ga.

1982). In that case, the Suprenme Court of Ceorgia was called
upon to determne the effective date of a contract executed by
the parties sonetine after July 1, 1975, the first sentence of
which read: “This contract entered into as of July 1, 1975”, and
the | ast sentence of which read: “In w tness whereof, the
parties hereto have executed this contract as of the day and year
first above witten.” On the basis of those two sentences (which
are virtually identical, both in | anguage and in contract

pl acenent, to the correspondi ng sentences in the assignnent and
assunption agreenent), the court held that the effective date of
the contract was July 1, 1975. In reaching that conclusion, the
court observed that “the effective date of a contract is not the
date of execution where the contract expressly states that its
ternms are to take effect at an earlier date.” 1d. at 674; see

al so Goldstein v. Ipswich Hosiery Co., 122 S. E. 2d 339, 345 (Ga.

Ct. App. 1961) ("It is elenmental that contracting parties may
agree to give retroactive effect, between thenselves, to their
contracts as they may see fit.”); 2 WIlliston on Contracts, sec.
6:60 (4th ed. 1991) (“it seens clear that, where the parties

t hensel ves agree that a contract between them shoul d be given
effect as of a specified date, absent the intervention of third

party rights, there is no sound reason why that agreenent should
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not be given effect”). WIIliston cites both Am Cyanam d and

&ol dstein as the enbodi nent of Georgia precedent in support of
the quoted statenent.

Petitioners attenpt to discredit the effective date | anguage
of the agreenent, alleging that it is inconsistent with Dr.
Joffe’s and Ms. Moore’s actions during 1997-2000, which, they
argue, denonstrate an intent to transfer a 10-percent nenbership
interest in the LLC fromDr. Joffe to Ms. Moore no earlier than
July 2000. Under Ceorgia |aw, however: “Wiere the terns of a
witten contract are clear and unanbi guous, the court will | ook
to the contract alone to find the intention of the parties.”

Health Serv. Crs., Inc. v. Boddy, 359 S E. 2d 659, 661 ((a.

1987) .

(2) The Effective Date Provision Is Not a Prohibited
Backdati ng of the Assignnent and Assunption

Agr eenent

We do not view the effective date provision as an attenpt to
backdat e the assi gnnent and assunption agreenment in order to
retroactively obtain an unwarranted tax benefit. Rather, we
consider its purpose to have been to reduce to witing a prior
oral understandi ng anong the parties. As the cases petitioners
cite make clear, “backdating” generally involves an effort to
make it appear that the docunent in question was executed on a
date prior to its actual execution date; i.e., there is an effort

to mslead the reader. That is not true of the assignnent and
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assunption agreenent, where the “effective as of” phrase nakes
clear that the intended effective date differs fromthe execution
dat e.

The parties to the agreenent were operating at arm s |ength.
A retroactive increase in Dr. MKernan’s and Ms. More’'s share of
LLC profits would have necessarily resulted in a retroactive
decrease in Dr. Joffe’'s share of those profits. Thus, aside from
possible tax rate differentials anong the three individuals
(unsupported by any evidence in the record), the respondent is
indifferent as regards the respective profit shares of each. The
cases petitioners cite do not involve parties dealing at arm s

length or IRS indifference to their actions. |In Georgiou v.

Comm ssioner, T.C Menp. 1995-546, we rejected taxpayer attenpts

to rely upon (1) docunents dated 1 to 3 years before their actua
execution dates in order to establish beneficial stock ownership,
during the preexecution years, of a corporation the | osses of

whi ch woul d then have been available in consolidation to offset
the taxpayer’s incone in those years, and (2) corporate m nutes,
a security agreenent, prom ssory notes, and altered accounting
records, all dated before, but executed or prepared after,
certain advances by a corporation to the taxpayer shareholder, in
order to show that the advances were | oans rather than
constructive dividends. Simlarly, each of the other cases

petitioners cite in support of their argunent that courts
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uniformy disregard (and may even find fraudul ent) backdated
docunents invol ves taxpayer efforts to use those docunents solely
in order to achieve a tax result dependent upon tinely action by
t he taxpayer, where the tine to act had al ready passed. See

e.g., United States v. Wistler, 139 Fed. Appx. 1 (9th G

2005); Dobrich v. Conmm ssioner, T.C Meno. 1997-477, suppl enented

T.C. Meno. 1998-39, affd. w thout published opinion 188 F.3d 512

(9th Cr. 1999); Medieval Attractions N. V. v. Comm ssioner, T.C

Meno. 1996-455. The circunstances described in the cases cited

by petitioners are factually distinguishable fromthe

ci rcunst ances surroundi ng the execution of the assignnent and

assunpti on agreenment. Those cases are, therefore, inapposite.!!
(3) The Effective Date Included in the Assignnent and

Assunpti on Agreenent Was Not a Mutual M st ake
Ref or mabl e by Parol Evi dence Under GCeorgia Law

As noted supra, petitioners also argue, and respondent
di sputes, that the specification in the assignnment and assunption
agreenent of a January 1, 1997, effective date was a m stake that
may be refornmed under Georgia Law. Although we agree with
petitioners that the resolution of the issue is governed by

Ceorgia |law, see, e.qg., Estate of Holland v. Comm ssioner, T.C

11 Al'so inapposite are the cases petitioners cite for the
proposition that Georgia' s parol evidence rule does not preclude
evi dence of the actual execution date of a docunent. See, e.g.,
Smith v. Smith, 156 S.E. 2d 901, 902 (Ga. 1967); Ilrwin v. Dailey,
118 S. E. 2d 827, 829-830 (Ga. 1961). The issue in this case is
not the execution date of the assignnment and assunption
agreement .




- 40 -

Meno. 1997-302 (issue of whether decedent’s conveyance with
respect to her Atlanta, Georgia, residence to her children could
be refornmed to carry out her actual intention to convey a life
estate rather than the fee sinple interest m stakenly specified
in the conveyance governed by Georgia |law), we disagree that the
effective date provision was a drafting error or m stake subject
to reformati on under Georgia | aw.

Ga. Code Ann. sec. 23-2-21 (1982) provides as foll ows:

What m stakes relievable in equity: power to relieve to be
exerci sed cauti ously.

(a) A mstake relievable in equity is sone
uni ntentional act, om ssion, or error arising from
i gnorance, surprise, inposition, or msplaced confidence.

(b) M stakes may be either of |aw or of fact.

(c) The power to relieve m stakes shall be exercised
with caution; to justify it, the evidence shall be clear,
unequi vocal , and decisive as to the m st ake.

Ga. Code Ann. sec. 23-2-31 (1982) provides, in pertinent
part: “Equity will not reforma witten contract unless the
m stake is shown to be the m stake of both parties”. See also

Cox v. Smth, 260 S.E 2d 310, 312-313 (Ga. 1979) (“A ‘nutual

m stake’ in an action for reformati on nmeans one in which both
parties had agreed on the ternms of the contract, but by m stake
of the scrivener the true terns of the agreenent were not set

forth.”); Prince v. Friedman, 42 S.E. 2d 434, 436 (Ga. 1947)

(“jurisdiction [to reforma contract in equity for nutual
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m stake] w Il always be cautiously exercised, and to justify it
t he evi dence nust be clear, unequivocal, and decisive.”).

In this case, there is not “clear, unequivocal, and
deci sive” evidence of nmutual m stake as required by Georgia | aw
The assignnment and assunption agreenent plainly states that it is
to be effective as of January 1, 1997. It is a brief (two-page)
agreenent, which makes it unlikely that Ms. Moore was distracted
by excessive verbiage so that she failed to notice the effective
date provision in the very first sentence of the agreenent.

Dr. Joffe testified that he and Ms. Moore agreed to his
transfer of a 10-percent menbership interest in the LLCto her in
1997 and that, beginning in 1997, the LLC distributions would
reflect that shift in nmenbership interest. T. MIls Flemng (M.
Flem ng), an attorney representing Ms. Moore and Dr. MKernan in
connection wth the sale of their nenbership interests to
Surgicoe, testified that the assignnment and assunption agreenent
was drafted in order to verify to Surgicoe, in witing, that the
proceeds fromthe sale of the LLC nenbership interests should be
all ocated on a 68-20-12-percent basis anong Drs. Joffe and
McKernan and Ms. Moore, respectively. He further testified that
the January 1, 1997, effective date was inserted “because that’s
what the parties represented was the effective date of the
transfer of those interests from@88-10-2 to the 68-20-12."

Kenneth R. Schwartz (M. Schwartz), at the tinme an associ ate at
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M. Flemng' s firm worked with M. Flemng in his representation
of Ms. Moore and Dr. MKernan. He wote the initial draft of the
assi gnnent and assunption agreenent. He testified that he and
M. Flem ng assuned that the January 1, 1997, effective date
reflected “the way they [Drs. Joffe and McKernan and Ms. Moor e]
had been treating it”; i.e., their respective nmenbership
interests. The testinony of Dr. Joffe, M. Flem ng, and M.
Schwartz constitutes evidence that there was an under st andi ng
anong the nenbers of the LLC (and certainly on Dr. Joffe’s part)
that the purpose and effect of the assignnent and assunption
agreenent was to formalize their prior oral agreenment to have Dr.
Joffe transfer 10-percent nenbership interests to Dr. MKernan
and Ms. More, effective January 1, 1997.

Dr. Joffe’s 1997-2000 Federal inconme tax returns would
reflect whether he respected the LLC Schedule K-1 attributions to
him for those years, of an 88-percent nenbership interest in the
LLC. Respondent argues that petitioners could have subpoenaed
Dr. Joffe and required himto produce his tax returns. | ndeed,
Dr. Joffe did testify, as respondent’s w tness, and was subject
to cross-exam nation by petitioners’ counsel. Petitioners asked
hi m no questions about his 1997-2000 returns. Petitioners’
failure to question Dr. Joffe with respect to his returns or
require himto produce those returns raises an inference that

they would reflect Dr. Joffe’'s belief that he, in fact, possessed
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a 68-percent nenbership interest as of January 1, 1997. See

Wchita Term nal Elevator Co. v. Conm ssioner, 6 T.C. 1158, 1165

(1946) (“the failure of a party to introduce evidence * * *
which, if true, would be favorable to him gives rise to the
presunption that if produced it would be unfavorable”), affd. 162
F.2d 513 (10th Cir. 1947).

Nei t her the Moore |letter nor the Joffe nmenorandum provi des
convi nci ng evidence that a nutual m stake resulted in the
assi gnnent and assunption agreenent’s recitation of an effective
date of January 1, 1997, for the transfer of interests in the LLC
by Dr. Joffe to Ms. Moore and Dr. MKernan. Both docunents
postdate January 1, 1997. M. Moore testified that the More
letter related to a plan that was never inplenented to distribute
percentages to ot her physicians that had been | oyal and faithful
to the LLC. The letter is confusing in that it speaks in terns
of percentage distributions “should the * * * [LLC] be sold or
distributions be nmade”. (Enphasis added.) The letter does not
answer the question: Distributions of what? Sale proceeds?
Annual profits? The percentages are identified as percentages of
net profit. The letter was witten to a | awer asking for advice
on how to acconplish a change to the status quo. M. More my
have in part been concerned wth keeping the 10-percent interest
in profits that Dr. Joffe testified she was to get beginning in

1997. The Joffe menorandum can be interpreted as confirmng a



- 44 -
prior agreenment that Dr. Joffe would give Ms. More an additional
10 percent of the net proceeds of any sale of the LLC, and the
failure to reference interimdistributions (in addition to sale
proceeds) could have been an oversight or sinply poor
draftsmanship by the doctor. Neither al one nor together are the
two docunents inconsistent wwth the conclusion, supported by both
t he assi gnnent and assunption agreenent and the LLC s 1998- 2000
distributions to Dr. Joffe, Dr. MKernan, and Ms. Moore
(discussed infra) that, before the end of 1997, those three
i ndi viduals agreed to Dr. Joffe’'s transfer of an additional 10-
percent LLC nenbership interest to each of the other two, and
that those transfers were to be effective as of January 1, 1997;
i.e., they would result in a 10-percent increase for Dr. MKernan
and Ms. Moore and a 20-percent decrease for Dr. Joffe in their
respective shares of LLC profit (or loss) for the entire year.
Such an agreenent coul d have been finalized at any time during
1997, not necessarily on or before January 1 of that year as
petitioners suggest. W find that the More letter and the Joffe
menorandum fail to provide “clear, unequivocal, and decisive”
evi dence of nutual m stake.

Nor do the Schedules K-1 attached to the LLC s 1997-2000
returns, the Kelly correspondence, or the SouthTrust Bank credit

report provide such evidence.
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John Carpentier (M. Carpentier) of the accounting firm of
Tarpley & Underwood, P.C. the firmthat prepared the LLC s 1996-
2000 Federal inconme tax returns, testified that he prepared the
1996 return and revi ewed the subsequent returns. Because no one
contacted himto say that the percentage nenbership interests of
the three nmenbers changed after 1996, the firmcontinued in the
post-1996 returns to reflect the 88-10-2-percent nenbership
interest allocation on the Schedules K-1 issued to Drs. Joffe and
McKernan and Ms. Moore. M. Kelly (the lawer), in his QOctober
28, 1997, letter to Ms. Moore, states: “W understand that [the
LLC is owned by Drs. Joffe and McKernan and Ms. Moore on an 88-
10-2 percentage basis].” The fact that neither M. Carpentier
nor M. Kelly was nade aware of any agreenent that m ght have
altered those percentage interests is not evidence that that
agreenent did not exist, only that it was not communi cated to
t hose i ndi vi dual s.

Simlarly, the Decenber 1998 Sout hTrust Bank credit report
supporting the $50,000 March 1999 |oan to the LLC determ ned that
Dr. Joffe still owned 88 percent of the LLC, apparently on the
basis of the LLC s 1995 return, which describes the 1995 nenber
sales that increased Dr. Joffe’'s nmenbership interest in the LLC

to 88 percent. There is no evidence that Dr. Joffe told
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Sout hTrust Bank in 1998 that he continued to hold an 88- percent
nmenber ship interest. 12

In each instance petitioners cited, the reference to a
conti nui ng 88-10-2-percent division of the LLC nenbership
interests is sinply based upon the lack of any information to the
contrary. None of the docunents petitioners cite provides
“cl ear, unequivocal, and decisive evidence” that Dr. Joffe and
Ms. Moore had not agreed to the transfer of a 10-percent
menbership interest in the LLC fromthe forner to the latter as
of January 1, 1997.

Lastly, the LLC s 1998-2000 distributions are consi stent
wi th an agreenent, at |least as early as 1998, to allocate the LLC
menbership interests on a 68-20-12-percent basis anmong Drs. Joffe
and McKernan and Ms. More, respectively. Petitioners argue that
t hose so-called disproportionate distributions (disproportionate
to the 88-10-2-percent split alleged by petitioners) were nerely
a neans of conpensating Dr. MKernan and Ms. Moore for the
pl edgi ng of LLC assets and the use of LLC funds to di scharge
debts incurred by Dr. Joffe’'s failed G ncinnati Surgery Center

and were not the result of a prior transfer of 10-percent LLC

2 Neither is there any support in the record for
petitioners’ argunent that Dr. Joffe pledged an 88-percent
interest in the LLC as security for the March 1999 |oan to the
LLC. As noted supra, both the note Dr. Joffe executed on behal f
of the LLC and the Sout hTrust Bank credit report (under the
heading “Col |l ateral ") describe the | oan as “Unsecured”.
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menbership interests fromDr. Joffe to Dr. MKernan and Ms.
Moore. Petitioners cite section 8.5 of the LLC operating
agreenent as permtting interimdistributions not in accordance
with the recipients’ menbership interests. In further support of
their argunent, petitioners rely on the follow ng | anguage taken
froma footnote to the LLC s financial statenents for 1997 and
1998, which were reviewed by the LLC s outside accountants
Tar pl ey & Underwood, P.C.

as a part of * * * [a] refinancing [of |ong-term debt],

one of the nenbers [Dr. Joffe] refinanced ot her debt,

on which the nenber and the * * * [LLC] are

contingently liable in the amount of $3,054,972 at

Decenber 31, 1998. Principal and interest paynents may

be paid personally by the nmenber by distributions from

the * * * [LLC]. Proportionate cash distributions wll

be made to other nenbers of the * * * [LLC

We do not agree wth petitioners that the foregoing
accountant’s | anguage describes a disproportionate increase in
the distributions to Dr. McKernan and Ms. Mbore and a
correspondi ng di sproportionate decrease in the distributions to
Dr. Joffe. In fact, the reference to “proportionate cash
distributions * * * to other nmenbers” is consistent with the

notion that Dr. MKernan and Ms. Mbore were to receive interim

di stributions proportionate (not disproportionate) to their

nmenbership interests.®® Mreover, section 8.5 of the LLC

13 Assum ng arguendo that the enhanced financial benefit to
Dr. McKernan and Ms. Moore was notivated by the LLC s potentia
responsibility for Dr. Joffe’s personal debt, as argued by
(continued. . .)
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operating agreenent is consistent wwth a general requirenent that
interimdistributions to nenbers of the LLC be proportionate to
their menbership interests. The operative | anguage provi des as
fol | ows:

Menmbers * * * may nake Distributions to the Menbers in

accordance with their Menbership Interests. Such

distributions shall be in cash or Property (which need

not be distributed proportionately) or partly in both,

as determ ned by the Manager.
A straightforward reading of the foregoing | anguage | eads to the
conclusion that the parenthetical clause nodifies the word
“Property”, not the word “distributions”. Finally, accepting for
t he sake of argument petitioners’ logic for disproportionate

di stributions anong the nenbers of the LLC, they have failed to

show us how they arrived at an approximately 68-20-12 split that,

13(...continued)
petitioners, rather than by “the past and future adm nistrative
services of McKernan and Moore on behalf of the * * * [LLC]", as
stated in the assignnent and assunption agreenent, it makes nore
sense froman econom c self-interest standpoint for Dr. MHKernan
and Ms. Mbore to have demanded i ncreased nenbership interests
rather than so-called disproportionate distributions fromthe LLC
because the latter were likely to result in a return of capital
and, possibly, a negative capital account for either or both.
The resulting potential econom c detrinent of such an arrangenent
is, in fact, illustrated by the 2000 sal e of nenbership interests
in the LLC to Surgicoe. Sec. 3.5 of the Surgicoe purchase
agreenent specifically requires that “the Sellers’ interests * *
* [be] fully paid and assessable”, which, in effect, supersedes
sec. 7.6 of the LLC operating agreenent to the extent that it
provi des that that agreenment “shall not be construed as creating
a [capital account] deficit restoration obligation”. See also
sec. 12.3 of the LLC operating agreenent, which limts the
di stribution of assets, on the dissolution of the LLC, “to
Menbers in accordance with positive Capital Account bal ances”.
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coincidentally, mrrored the split under the assignnent and
assunption agreenent. Therefore, we view the LLC s 1998-2000
distributions in relative percentages approxi mati ng 68, 20, and
12 anmong Drs. Joffe and McKernan and Ms. Moore, respectively, as
strong evidence that those distributions reflected a 68-20-12-
percent nmenbership interest allocation in the LLC anong those

i ndi vidual s during those years.

In the light of the foregoing, we find no basis for
concluding that the effective date provision of the assignnent
and assunption agreenent was caused by a nutual m stake
reformabl e by parol evidence under CGeorgia | aw

b. Dr. Joffe’'s Transfers of Menbership Interests Under
the Assignnent and Assunption Agreenent Were Not

Voi d Because of Nonconpliance Wth Article 10 of
the LLC Operating Agreenent

Petitioners argue that, because Dr. Joffe’s nenbership
interest transfers to Dr. McKernan and Ms. Mdore failed to conply
with the requirenents of article 10 of the LLC operating
agreenent, governing dispositions of nmenbership interests, and
article 6, governing neetings of LLC nenbers, his purported
transfer to Ms. Moore, as of January 1, 1997, “is null and void
ab initio” pursuant to article 10.7. Petitioners’ argunent
i gnores established principles of Georgia | aw, which provide that
contractual provisions may be waived by the nmutual consent of the

parties to the contract, and that such consent may be established
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by the parties’ course of conduct.!* See, e.g., Handex of Fla.

Inc. v. Chatham County, 602 S.E. 2d 660, 664 (Ga. C. App. 2004)

(“While a distinct stipulation in a contract may be waived by the
conduct of the parties, it nust appear that it was the intention
of the parties to treat such stipulation as no | onger binding.”);

Shal om Farns, Inc. v. Colunbus Bank & Trust Co., 312 S. E.2d 138,

141 (Ga. Ct. App. 1983) (“To establish the existence of a quasi
new agreenent would require * * * a show ng of nutual * * *
intention to vary the terns of the original contract. * * *
Such a showing may be inplied fromthe parties’ conduct”).

The parties to the assignment and assunption agreenent,
constituting the entire nmenbership of the LLC, voluntarily
executed that agreenent in the absence of formal notice to the
manager of intent to dispose of nenbership interests and w t hout
affording the LLC its right of prior purchase. See articles 10.2
and 10.3 of the LLC operating agreenent. Moreover, Dr. Joffe, in
his capacity as manager of the LLC, executed a “Wiver of Notice
and Right to Purchase” (attached to the assignnment and assunption
agreenent) whereby the LLC formally waived its rights under

articles 10.2 and 10.3. W view those actions as constituting

14 The preanble to the LLC operating agreenent states that
it “is entered into by and anong the Conpany and the persons
executing this Agreenent as Menbers”. Therefore, it is in the
nature of a contract the parties to which are the LLC and its
menbers. See Kinkle v. RD.C., L.L.C , 889 So. 2d 405, 409 (La.
Ct. App. 2004) (“An operating agreenent is contractual in nature;
thus, it * * * is interpreted pursuant to contract law").
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mut ual consent or agreenent, by the parties to the assignnent and
assunption agreenent, to waive the requirenents of article 10 of
the LLC operating agreenent.!® Therefore, the sales of LLC
menbership interests pursuant to the assignnment and assunption
agreenent were not void by reason of nonconpliance wth the
aforesaid article 10.1®

E. Concl usi on

Ms. Moore owned a 12-percent nenbership interest in the LLC
during the years at issue (1999 and 2000).

[11. The Install ment Method Reporting | ssue

A.  Analysis

Respondent argues that petitioners are not entitled to
report their income fromthe sale of Ms. Moore’s nenbership
interest in the LLC under the installnment nethod of section 453.
Respondent asserts that petitioners opted out of the install nent
met hod, pursuant to section 453(d), “by reporting on their

original return all of the income they believed they received in

15 The wai ver of articles 10.2 and 10.3 of the LLC
operati ng agreenent necessarily rendered the bal ance of the
ot herwi se applicable provisions of article 10 inoperative.

6 Petitioners’ argunent that Dr. Joffe’s purported
transfers of LLC nenbership interests as of Jan. 1, 1997, were
invalid does not extend to the validity of those sanme transfers
as of July 2000. There is no evidence that Dr. Joffe transferred
menbership interests to Dr. McKernan and Ms. More other than by
means of the assignnment and assunption agreenent. Therefore,
petitioners’ argunment that that agreenent was void ab initio is
obvi ously inconsistent with their adm ssion that the transfers
occurred in July 2000 pursuant to that sane agreenent.
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connection wth the sale and not filing a Form 6252 [Install nent
Sale Income] wwth their original return.”

Section 453(d) permts a taxpayer who has nmade an
installment sale to elect out of the installnment nmethod of
accounting, which, absent the election, would apply to the sale
pursuant to section 453(a). Section 15A.453-1(d)(3) (i),
Tenporary I ncone Tax Regs., 46 Fed. Reg. 10718 (Feb. 4, 1981),
provides, in pertinent part:

A taxpayer who reports an anount realized equal to the

selling price including the full face amount of any

install ment obligation on the tax return filed for the

taxabl e year in which the installnment sale occurs wll

be considered to have made an effective el ection [out

of the installnment nethod] * * *

On their 2000 return, Schedule D, petitioners reported two
itens of long-termcapital gain: $631,590 described as
“partnership interest” and $16, 790 descri bed as “note paynents”.
Both itens were reported as gross sale price offset by zero
basis. The $631, 590 approxi mates the $661, 774. 01 cash paynent
from Surgicoe to Ms. Moore at the closing of the sale of her LLC
menbership interest to Surgicoe that was specified in a
“Di sbursenent Authorization” dated July 29, 2000, and signed by

the parties to the Surgi coe purchase agreenent.! The $16, 790

equal s five paynents of $3,358.03, the anount of the nonthly

7 There is no explanation of the discrepancy between the
anount of the cash paynent provided in the di sbursenent
aut hori zation and the anount petitioners reported.
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paynents, to be nade the first of each nonth, beginning Septenber
1, 2000, specified in Surgicoe’'s prom ssory note to Ms. More. 18
Therefore, it is clear that petitioners reported, on their 2000
return, no nore than the cash paynents received in 2000, not the
full amount of the selling price for Ms. Miore's LLC nenbership
interest (%$1,138,806.12) and not the full face amount of the
Sur gi coe prom ssory note ($160,825.87). Under those
circunstances we find that petitioners did not elect out of the
i nstal |l ment nethod of reporting the incone from Surgicoe’s

prom ssory note. See Estate of WIkinson v. Conm ssioner, T.C

Meno. 1993-463 (“The only nmethod for electing out of the

install ment nethod * * * is for taxpayers to report the ful
anount of the sales price and the full anpbunt of the incone
associated wth installnent sales on tinely filed tax returns for

the year of the sales.”).?

18 Assum ng the nonthly paynments commenced on Sept. 1
2000, as specified in Surgicoe’ s prom ssory note, the fifth
paynent woul d have been due Jan. 1, 2001. It appears, however
that that paynment was included in petitioners’ 2000 return.

19 Respondent cites petitioners’ failure to file a Form
6252, Installnment Sale Incone, as concl usive evidence that
“petitioners have not denonstrated that they intended to report
their transaction under the installnent nmethod.” Respondent does
not suggest that petitioners’ failure to file that form
constituted a procedural defect sufficient in itself to bar
petitioners’ use of the installnment nethod, and, indeed, there is
no support in either sec. 453 or the regul ations thereunder for
that position. As we conclude herein, it is a taxpayer’s
reporting of the full anmpount of the incone derived from an
install ment sale (not the taxpayer’s failure to file a Form 6252)

(continued. . .)



B. Concl usi on

Petitioners did not elect out of the installnment nmethod in
connection with Ms. Miore's 2000 install nent sale of her LLC
menber ship interest.

| V. Concl usi on

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.

19C. .. continued)
that is determ native of an intent to el ect out of the
i nstal |l nrent net hod.



