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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COHEN, Judge: Respondent determ ned a deficiency of

$176,164 in petitioner’s Federal income tax for 2003. The issue

for decision is whether distributions petitioner

received from an

S corporation exceeded his adjusted basis in the corporation’s

st ock. Unl ess otherwi se indicated, all section references are to

the Internal Revenue Code in effect for the year

in issue.
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FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference.
Petitioner resided in California at the tine he filed his
petition.

JAM Phar naceutical, Inc. (JAM, a California corporation
was organi zed on July 13, 1995. On August 29, 1995, petitioner,
t hrough his revocable living trust, acquired all of JAMs stock--
10, 000 shares of common stock. JAMis a cal endar year taxpayer
and nmade valid S corporation elections for 2002 and 2003.
Petitioner was JAM s sole corporate officer and director fromthe
date of organization until 2007, when JAM was di ssol ved.

On August 29, 2002, JAM s articles of incorporation were
anended to authorize the corporation to issue tw cl asses of
stock: (1) 1 mllion shares of class A voting conmon stock, and
(2) 1 mllion shares of class B nonvoting common st ock.
Petitioner, as the sole sharehol der and sol e corporate officer
and director, consented to the anended articles of incorporation.
Thereafter, petitioner surrendered his 10,000 shares of common
stock for 10,000 shares of class A stock, issued in two
certificates of 5,000 shares, and 90,000 shares of class B stock.

A purchase agreenent dated Decenber 12, 2002, for JAM stock
was executed by petitioner, as seller, and his son, as buyer.

The purchase agreenent stated that JAMhad 1 mllion shares of
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stock and that this represented all of the shares issued and
aut hori zed to be issued. The agreenent also provided that at
closing: “Seller shall sell to Buyer 950,000 shares of the
Conmpany for a purchase price per share of $.10". The cl osing
date was not identified in the docunent. The purchase agreenent
al so provided that the buyer’s obligation to purchase the shares
fromthe seller was subject to conditions, including (1) that the
seller would deliver to buyer his resignation as director and
officer of JAMon the closing date and (2) that all of the shares
of JAM woul d concurrently be sold to buyer.

On Decenber 31, 2002, petitioner’s adjusted basis in his
100, 000 shares of JAM stock was $866, 795 (petitioner’s original
basi s of $200, 000 plus JAM s accunul at ed adj ust nent account
bal ance of $666, 795 as of Decenber 31, 2002). Petitioner
subsequently transferred 5,000 shares of class A stock and 90, 000
shares of class B stock to his son. Petitioner’s son did not pay
petitioner $95, 000 for the JAM stock, and petitioner did not
resign as director and officer of JAM

On July 24, 2003, petitioner filed a Form 709, United States
G ft (and Generation-Ski pping Transfer) Tax Return, for 2002. On
the Form 709, petitioner reported transfers of JAM stock on
Decenber 31, 2002, to his son as gifts subject to gift tax as
follows: (1) 5,000 shares of class A stock with petitioner’s

adj usted basis reported as $43,340 and the value of the gift as
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$34, 600 and (2) 90,000 shares of class B stock with petitioner’s
adj ust ed basis reported as $780, 116 and the value of the gift as
$511, 200. A business val uation report dated Novenber 5, 2002,
for JAMwas attached to the Form 709 that established the fair
mar ket val ues of the shares of stock as of August 31, 2002,
reported on the return.

During 2003, JAM nmade distributions as foll ows:

Dat e Petitioner Petitioner’'s Son

Feb. 24 $400, 000 ---
Apr. 11 75, 000 ---
Apr. 14 --- $170, 000
June 11 53, 000 100, 000
Sept. 12 54, 000 70, 000
Dec. 30 --- 38, 000
Addi ti onal

di stribution 37,551 7,692

Tot al 619, 551 385, 692

On Septenber 15, 2004, JAMfiled a Form 1120S, U.S. |ncone
Tax Return for an S Corporation, for 2003 and reported ordi nary
i ncome of $366,162. On a Schedul e K-1, Sharehol der’s Share of
I ncome, Credits, Deductions, etc., attached to the tax return,
JAM reported that petitioner owned 5 percent of JAM s stock
during 2003 and that his share of JAMs ordinary income for 2003
was $18, 308.

On May 9, 2005, the Internal Revenue Service (IRS) received
an anended Form 1120S for 2003 from JAMthat reported a | oss of
$1, 110, 390. The correspondi ng anended Schedul e K-1 for

petitioner reported a | oss of $55,519, 5 percent of JAMs | oss.
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JAM s reported | oss cal culation included interest incone of
$2, 057.

In 2006, the I RS exam ned the anended 2003 returns of JAM
and petitioner and determ ned that JAM had $382, 452 of ordinary
income for 2003 and that petitioner’s distributive share was
$19,123. The I RS exaniner deternmined that in 2003 petitioner
recei ved distributions of $548,664 from JAMthat exceeded his
basis in the JAM st ock

On May 8, 2007, a Form 4605, Exam nati on Changes- -
Part ner shi ps, Fiduciaries, Small Business Corporations, and
I nterest Charge Donestic International Sal es Corporations, was
executed by petitioner’s son as JAMs mgjority sharehol der
accepting the RS exam ner’s adjustnents to JAM s i ncone,
property distributions other than dividends, section 179 expense
deductions, and charitable contributions, anong ot hers.

On Cctober 9, 2007, petitioner filed a Form 709 reporting
gifts for 2003. Petitioner did not report a gift of JAMstock in
2003. Petitioner’s certified public accountant of over 30 years
prepared petitioner’s 2002 and 2003 gift tax returns,
petitioner’s personal inconme tax return for 2003 (including his
anended return), and the 2003 JAMtax return.

On August 4, 2008, the IRS sent petitioner a notice of
deficiency for 2003. The IRS determ ned that petitioner’s JAM

stock basis was $51,661 after the transfer of 95 percent of his



- b -
JAM stock to his son and accordingly $548,664 in distributions
fromJAMto petitioner were in excess of his stock basis and
taxable as a long-termcapital gain. In the notice the IRS
adj usted petitioner’s taxable incone, resulting in a determ ned
tax deficiency of $176, 164.
OPI NI ON

The parties agree that the 2003 distributions fromJAMto
petitioner total ed $619, 551, but they dispute petitioner’s basis
in the JAM stock and accordi ngly whether distributions he
received fromJAMin 2003 exceeded his stock basis.

Petitioner has the burden of proving the basis of his JAM
stock for purposes of determ ning the anmpbunt of gain he nust
recogni ze. See sec. 7491(a). In his brief petitioner asserts
that the burden of proof has shifted to respondent under section
7491(a). Respondent contends that petitioner’s failure to raise
this argunment at or before trial prejudiced respondent’s ability
to present evidence at trial that petitioner did not neet the
requi renents of section 7491(a). W need not address
respondent’s concern because petitioner has not shown that he has
met the requirenents of section 7491(a).

Section 7491(a) requires petitioner to introduce credible
evidence with respect to each issue for which he seeks to shift
the burden of proof. Petitioner has not satisfied that standard.

See Hi gbee v. Conm ssioner, 116 T.C 438, 442-443 (2001). He did
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not identify each issue for which he is seeking to shift the
burden of proof or produce credible evidence relating to the
i ssue that would shift the burden to respondent. The testinony
of petitioner was vague and in no way explai ned away the
consistent reporting that he had a 5-percent interest in JAMin
2003. Petitioner’s 2002 Form 709 reported that he gave 95
percent of the JAM shares to his son, and a 5-percent interest
for petitioner was reported on JAMs 2003 Form 1120S and
petitioner’s individual inconme tax return. In any event, our
concl usi ons are based on a preponderance of the evidence, and
thus the allocation of the burden of proof is inmmterial. See

Martin lce Cream Co. v. Comm ssioner, 110 T.C. 189, 210 n. 16

(1998).

Section 1366(a)(1l) provides that an S corporation
shar ehol der shall take into account his or her pro rata share of
the S corporation’s itens of inconme, |oss, deduction, or credit
for the S corporation’s taxable year ending with or in the
sharehol der’ s taxabl e year. Section 1367 provides that basis in
S corporation stock is increased by incone passed through to the
shar ehol der under section 1366(a)(1), and decreased by, anong
other itens, distributions not includable in the shareholder’s
i ncone pursuant to section 1368.

Section 1368(a) provides that a distribution of property

made by an S corporation with respect to its stock to which
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section 301(c) would apply but for this subsection is treated in
the manner provided in either section 1368(b) or section 1368(c).
A distribution nmade by an S corporation that has no accumul at ed
earnings and profits as of the end of its taxable year is treated
in the manner provided in section 1368(b). See sec. 1.1368-1(c),
| ncone Tax Regs. Nothing in the record shows that JAM had
accunul ated earnings and profits at the end of 2003; thus section
1368(b) applies to determne the treatnent of distributions.

For S corporations w thout accunul ated earnings and profits,
distributions are not included in a shareholder’s gross incone to
the extent that they do not exceed the adjusted basis of the
sharehol der’ s stock (but are applied to reduce basis), while any
di stribution anbunt in excess of basis is treated as gain from
the sale or exchange of property. Sec. 1368(b). For purposes of
section 1368(b), a distribution is taken into account on the date
t he corporation makes the distribution, regardl ess of when the
distribution is treated as received by the sharehol der. Sec.
1.1368-1(b), Inconme Tax Regs.

The parties agree that petitioner’s JAM stock basis was
$866, 795 before he transferred 95 percent of his shares to his
son. On his 2002 Form 709, petitioner reported that his adjusted
basis in stock transferred by gift on Decenber 31, 2002, was
$823,456. Respondent notes that in the notice of deficiency,

petitioner’s adjusted basis in his remaining 5 000 shares after



- 9 -
the transfer of JAM shares to his son was inproperly cal cul ated
as $51,661 (instead of $43,339), but respondent does not argue
for application of a figure other than $51, 661.

Petitioner’s 5-percent portion of JAMs taxable inconme in
2003 was $19, 123 and of JAMs interest incone was $103. The IRS
used these figures to calculate the determ ned anount of
petitioner’s JAM stock basis as $70,887 ($51,661 + $19,123 +
$103). Respondent contends that distributions of $548,664 from
JAMto petitioner were in excess of his basis ($619, 551
di stributions | ess $70,887 basis) and should be treated as | ong-
termcapital gain fromthe sale or exchange of property under
section 1368(Db).

Petitioner first argues that respondent’s determnation is
i ncorrect because he did not give the JAMstock to his son on
Decenber 31, 2002, as was reported on his 2002 Form 709, but
sonetinme later than that date. However, he signed the filed Form
709 that reported the gift of 95,000 shares of JAM on that date
and did not file an anended gift tax return. The stock
certificate stubs identify Decenber 31, 2002, as the date that
95, 000 shares of JAMwere issued to petitioner’s son. Petitioner
contends that these stubs were not valid because they were not
execut ed; however, he testified at trial that he was “not sure”

whet her he ever signed a stock assignnent.
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It is well established that “a transaction is to be given
its tax effect in accord with what actually occurred and not in
accord with what m ght have occurred” and that “while a taxpayer
is free to organize his affairs as he chooses, neverthel ess, once
havi ng done so, he nust accept the tax consequences of his

choi ce, whether contenplated or not”. Comm ssioner v. Natl.

Alfalfa Dehydrating & MIling Co., 417 U.S. 134, 148-149 (1974).

Petitioner did not report a gift of JAMstock in 2003, but
in 2002. The record, including petitioner’s 2002 Form 709 and
the stock certificate stubs, shows that petitioner gave 95, 000
shares of JAM stock to his son on Decenber 31, 2002. Petitioner
cannot now, after learning of the tax consequences, disavow what
occurred--as reflected in the contenporaneously prepared
docunents--with respect to his gift of 95 percent of the JAM

stock to his son. See Hll v. Commi ssioner, T.C Mno. 2010-268.

Petitioner alternatively argues that he did not actually
give JAM stock to his son, but that there was a part-sale and
part-gift transaction with his son. He contends on brief that
t he purchase price of $95,000 identified in the purchase
agreenent shoul d be considered as paid through the additional
di stributions that he received fromJAMin 2003.

The record does not show that a sale of the JAM st ock,
partial or otherwi se, occurred as outlined in the signed

purported purchase agreenment. The purchase agreenent terns do
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not reflect JAM s August 29, 2002, anended articles of
i ncorporation authorizing 1 mllion shares each of class A and of
class B stock. JAMissued a total of 100,000 shares of stock to
petitioner--not 1 mllion shares as the purchase agreenent terns
i ndi cat e.

Petitioner testified that his son did not pay the purchase
price as identified in the purchase agreenent. Further, the
purchase agreenent provided that petitioner would deliver his
resignation as director and officer of JAMto his son on the
closing date (with no closing date identified). Petitioner did
not do so. Mdreover, petitioner did not report a sale of JAM
stock on his 2002 or 2003 tax return. Petitioner has not shown
that the JAM stock transfer to his son was a part-sale and part-
gift transaction.

For a corporation to qualify as an S corporation, it mnust
have only one class of stock. Sec. 1361(a), (b)(1)(D. The
parties do not argue that disproportionate distributions from JAM
created a second class of stock for purposes of section 1361(b).

Petitioner instead argues that because JAM made
di sproportionate distributions and that the distributions did not
create a second class of stock for purposes of section 1361(b)
upon exam nation, that the disproportionate distributions should
be “recharacterized”. Petitioner contends that the

di sproportionate distributions during 2003 vari ed because JAM s
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shar ehol ders changed during that year and that accordingly the
effective date of the transfers of JAM stock from petitioner to
his son should be treated as occurring after the disproportionate
di stributions.

Section 1.1361-1(1)(2)(i), Inconme Tax Regs., provides, in
part:

Al though a corporation is not treated as having nore

t han one class of stock so |l ong as the governing

provi sions provide for identical distribution and

liquidation rights, any distributions (including

actual, constructive, or deened distributions) that

differ intimng or anount are to be given appropriate

tax effect in accordance with the facts and

ci rcunst ances.

Petitioner contends that because the parties agree that JAM
was an S corporation in 2002 and 2003, it cannot be argued that
t he one-cl ass-of -stock rul es have been violated and thus the
di sproportionate distributions in 2003 shoul d be given
appropriate tax effect in accordance with the facts and
circunstances. See sec. 1.1361-1(1)(2)(i), Inconme Tax Regs.
Petitioner does not directly argue that the character of the
di sproportionate distributions should change to give them proper
tax effect, but asserts that recharacterization should apply to
treat the effective date of the transfers of JAM stock from
petitioner to his son as occurring after the di sproportionate
di stributions.

Petitioner relies on an exanple in the regul ati ons under

section 1361 that addresses whether an S corporation with
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distributions that differ in timng should be treated as having
nore than one class of stock. See sec. 1.1361-1(1)(2)(vi),
Exanple (2), Income Tax Regs. In the exanple, an S
corporation with two equal shareholders entitled to equal
di stributions under the S corporation’s bylaws distributes an
anount to one shareholder in the current year and an equal anount
to the other shareholder the follow ng year, with circunstances
that indicate the difference in timng did not occur because of a
bi ndi ng agreenment relating to distribution or Iiquidation
proceeds. 1d. The exanple explains that the difference in
timng of the distributions to the sharehol ders does not cause
the S corporation to be treated as having nore than one cl ass of
stock. I|d.

Petitioner has not offered evidence to show whet her JAM nade
corrective distributions, nor has he asserted that the
“character” of the distributions should change to give them
appropriate tax effect. He instead contends that the effective
date of the transfer of stock should be recognized as occurring
after the disproportionate distributions, inplying somewhat
obscurely that the logic of the exanple he cites supports his
position. The exanple ternms do not address an effective date
“recharacterization” when disproportionate distributions are nmade
to a valid S corporation with one class of stock, but explain

that distributions that are different in timng may be equalized
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within a period of time to avoid violating the one-cl ass-of -stock
provision. See id. Petitioner’s argunent for recharacterization
is not supported by the facts and circunstances.

We concl ude that on Decenber 31, 2002, petitioner nmade a
gift of 95 000 shares of JAM stock to his son, |eaving petitioner
with a 5-percent interest in JAMw th an adjusted basis of
$51,661. Accordingly, in 2003 petitioner received distributions
fromJAMin excess of his JAM stock basis, resulting in a | ong-
termcapital gain to petitioner. Al argunents of the parties
have been considered; to the extent not addressed they are

wi thout nerit or noot. For the reasons stated herein,

Deci sion will be entered

for respondent.




