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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: |In separate notices of deficiency,

respondent determ ned the follow ng incone tax deficiencies and

1Cases of the following petitioners are consol i dated
herewith: Eddy B. and Ellen K Cordes, docket No. 4815-99;
Joseph P. and Jean Ann Richard, docket No. 4816-99; John J. and
Sue E. Cordes, docket No. 4823-99; Eddie Cordes, Inc. Successor
by Merger Wth Cordes Finance Corp., docket No. 5508-99; and
Edmund J. and June J. Cordes, docket No. 7369-99.
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penalties with respect to petitioners’ Federal incone taxes:?

Docket No. 19027-98
Eddi e Cordes, Inc.:

Accuracy-rel ated penalty

Year Defi ci ency sec. 6662(a)
1992 $22, 453 $4, 491
1994 159, 087 31, 817
1995 41, 783 8, 357

Docket No. 4815-99
Eddy B. and Ellen K Cordes:

Accuracy-rel ated penalty

Year Defi ci ency sec. 6662(a)
1994 $1, 759, 679 $351, 936
1995 985, 704 197, 141

Docket No. 4816-99
Joseph P. and Jean Ann Ri chard:

Accuracy-rel ated penalty

Year Defi ci ency sec. 6662(a)
1994 $1, 757, 554 $351, 590
1995 980, 285 196, 884

Docket No. 4823-99
John J. and Sue E. Cordes:

Accuracy-rel ated penalty

Year Defi ci ency sec. 6662(a)
1994 $1, 970, 294 $394, 059
1995 972,618 194, 523

2All section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure. Monetary anmounts are
rounded to the nearest dollar.
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Docket No. 5508-99
Eddi e Cordes, Inc. Successor by Merger with Cordes Finance Corp.

Accuracy-rel ated Fr aud
penal ties penal ties
Year Defi ci ency sec. 6662(a) sec. 6663
1994 $328, 625 - 0- $246, 654
1995 298, 393 $59, 861 (685)
Docket No. 7369-99
Edmund J. and June J. Cordes:
Accuracy-rel ated Fr aud
penal ties penal ties
Year Defi ci ency sec. 6662(a) sec. 6663
1994 $1, 806, 379 $211, 212 $562, 739
1995 1,162, 589 108, 851 463, 750

Separate petitions were filed contesting respondent’s
determ nations. These cases present common issues of fact and
| aw and were consolidated for trial, briefing, and opinion
pursuant to Rule 141(a).

After concessions,® the only issues for decision are:

1) Wet her any of the individual petitioners received
constructive dividends from Cordes Finance Corp. (CFC) and/or
Eddi e Cordes, Inc. (ECl), in 1994 and/or 1995, and, if so, in
what anounts;

2) whet her interest earned on certain notes in 1994 and

1995 is properly included in CFC s or Ednund J. Cordes’'s (M.

3Many i ssues in these consolidated cases have been settled
or conceded by the parties or are deened by this Court to be
conceded. Oher issues raised by the parties are conputationa
in nature. 1In the interest of space, these conceded, deened
conceded, conputational, and settled issues, and their respective
di spositions, are set forth in Appendi x, Sunmary of Conceded,
Deened Conceded, Conputational, and Settled |Issues. W
i ncorporate those dispositions into our opinion by this
ref erence.
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Cordes’s) incone and, if properly included in M. Cordes’s
i ncone, whether that interest is incone fromself-enploynent;

3) whet her CFC may properly deduct fromincone
repossession costs in 1994 and 1995;

4) whet her any of the petitioners are |liable for the
accuracy-rel ated penalty pursuant to sec. 6662(a) for 1994 or
1995; and

5) whet her CFC and M. Cordes are liable for the fraud
penal ty pursuant to sec. 6663(a) for 1994 or 1995.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated. The stipulation of
facts and the two suppl enmental stipulations of facts are
i ncorporated herein by this reference, except as specifically
noted below. At the tinme the petitions in these cases were
filed, ECl's principal place of business was in Lawton, Gkl ahong;
Eddy Ben and Ellen K. Cordes resided in Lawton, Cklahoma; Joseph
P. and Jean Ann Richard resided in Lawton, lahoma; John J. and
Sue E. Cordes resided in Austin, Texas; and Ednund J. and June J.
Cordes (the Cordeses) resided in Lawon, Okl ahoma. Eddy Ben
Cordes, Jean Ann Richard, and John Cordes are the Cordeses
children. W refer to the Cordeses together with their children
as the Cordes famly.

| . Cor por ate Omership

ECI was incorporated in Cklahoma in January 1963 as an
aut hori zed deal ership for Jeep-Eagle vehicles. CFC was

incorporated in January 1964 and operated mainly to finance new
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and used vehicl es purchased by custonmers from ECl and ot her car
deal ershi ps owned by M. Cordes. In 1997, CFC nerged into EC
with ECl surviving as the successor corporation.

During the taxable years at issue, nenbers of the Cordes
famly held legal title to all the shares of stock in CFC and
ECI. On January 1, 1994, Jean Ann Richard and John Cordes each
held legal title to 33.3 percent of the shares of stock in CFC,
and June J. Cordes (Ms. Cordes) held legal title to the
remai ni ng 33.4 percent of the shares of stock in CFC. On January
14, 1994, Ms. Cordes transferred her legal title to Eddy Ben
Cordes. Cordes v. Conm ssioner, T.C Menp. 2002-124. No further

transfers of stock in CFC took place in the years at issue. At
all times during the years at issue, Eddy Ben Cordes held | egal
title to 100 percent of the shares of stock in EC

M . Cordes exercised conplete control over CFC and ECI (the
corporations) during the taxable years at issue. M. Cordes
controlled all of the corporations’ operations and nade al
decisions pertaining to the timng, anount, and character of the
distributions at issue herein. Al corporate decisions that
woul d typically be made by sharehol ders--incl udi ng who woul d hol d
legal title to the shares of stock in the corporations, and for
how | ong--were nmade by M. Cordes. The record owners had no
know edge of the corporations’ day-to-day operations, did not
aut hori ze or disapprove of any of the distributions at issue,

and, in many cases, were not aware of those distributions.
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Robert H nman, C P. A, of Stanfield & ODell, P.C, prepared
CFC s, EC’'s, the Cordeses’, John Cordes’s, and Eddy Ben Cordes’s
tax returns for the years at issue. M chael Mayhall of Godl ove,
Mayhal |, et al., Attorneys, prepared Jean Ann Richard s tax
returns for the years at issue.

1. Constructive Dividends

Respondent determ ned that one or nore of the individual
petitioners received constructive dividends in the years at issue
from CFC and/or ECI. Specifically, respondent determ ned that
the individual petitioners in each docket* received the follow ng
constructive dividends fromthe foll ow ng corporations:

Source of Distribution

EC 1994 1995

Di versi on of checks from
uni dentified | oans $88, 225 $16, 000
Di version of tag refunds 57, 609 55, 088
Excess payoffs 3, 826 28,514
Cash distributions to M. Cordes - 0- 600, 000
Total from ECI 149, 660 699, 602

“‘Respondent clains that the constructive dividends arose
fromcertain transactions between CFC and/or ECI and the nenbers
of the Cordes famly, wherein the sharehol der(s) received
econom ¢ benefit(s) fromthe corporation or corporations, wthout
an expectation of repaynent. Because respondent was initially
unabl e to determ ne which individual petitioner received each
constructive dividend, respondent determned, to protect the
Governnent’s interest, that each of the individual petitioners
received the constructive dividend in full.



CFC 1994 1995

Cash distributions to John Cordes?® $800, 000 - 0-
Cash distributions to Jean Ann Ri chard 800, 000 $120, 000
Cash distributions to Ms. Cordes 484, 651 400, 000
Sal e of 1994 and 1995 notes 1, 733, 608 1,073, 608

Di versi on of checks from bad debt s® 12, 282 - 0-

Di versi on of unbooked CFC i ncone 71,910 - 0-
Unexpl ai ned source of funds 405, 724 211,612
Total from CFC 4,308,175 1, 805, 220
Total constructive dividends 4,457, 835 2,504, 822

Bel ow, we set out the facts relevant to respondent’s
determ nations regardi ng constructive divi dends.

A. Constructive Dividends From EC

1. Di versi on of Checks From Unidentified Loans,
Di versi on of Tag Refunds, and Excess Payoffs

Petitioners concede that the anobunts respondent determ ned
ECl distributed as diverted checks on unidentified |oans,
diverted tag refunds, and excess payoffs constitute constructive
dividends to ECI’'s sharehol der(s) for 1994 and 1995.
2. Cash Distributions to M. Cordes

In 1995, ECI issued checks to M. Cordes in the anpbunts of
$200, 000 and $400, 000. ECl recorded the anpbunts of the checks in

its “Paid-1n Capital” account.

The $800, 000 was a check nade payabl e to John Cordes.
Al though the parties stipulated that it was a cash distribution
to Edmund J. Cordes, we treat it as a cash distribution of
$800, 000 to John Cordes, and we refer to it as such.

6The parties refer to these itenms as “Diversion of checks
from Chapter 13”. The parties have failed to explain fully the
significance of chapter 13, and we surm se by a careful review of
the record that these checks were paid to CFC from chapter 13
trustees representing funds CFC received as a creditor to
bankruptcy estates.
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B. Constructive Dividends From CEFC

1. Cash Distributions to John Cordes

On March 16, 1994, CFC issued to John Cordes a check for
$800, 000. On that sane day, M. Cordes, or soneone on his
behal f, endorsed the check for $800,000 over to CFC, and CFC
deposited the check in its own account. CFC recorded this
transaction as a liability in CFC s account titled “Note
Payabl e--John J. Cordes” (John Cordes’s | oan account).

During 1994, CFC issued 12 checks totaling $94,000 to John
Cordes. Each was charged to John Cordes’s | oan account. John
Cordes returned to CFC $4,000 of the $94, 000 received.’ During
1995, CFC issued 23 checks totaling $430,000 to John Cordes.
Each was charged to John Cordes’s |oan account. Six of the 23
checks, totaling $180,000, were deposited in Ms. Cordes’s
per sonal checki ng account.

John Cordes failed to report the $800, 000 distribution or
any of the other paynments as any type of incone in 1994 or 1995.
He did, however, report $20,000 of interest inconme fromCFC in
1995.

Al'so on March 16, 1994, John Cordes transferred to M.
Cordes legal title to 500 shares of stock in John Cordes, Inc.
This transaction was recorded in the “M nutes of Special Meeting

of Shar ehol ders of John Cordes, Inc.”

"The record does not disclose the circunstances regarding
John Cordes’s return of funds to CFC or the manner in which the
transaction was reported on CFC s books. The circunstances are
not relevant in light of our hol ding.
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2. Cash Distributions to Jean Ann Ri chard

On March 16, 1994, CFC issued to Jean Ann Richard a check
for $800,000 and recorded that transaction as a debit to account
No. 309, titled “Notes Payabl e--Edmund Cordes, Inc.” This record
was subsequently changed, and the transaction was recorded as a
debit to CFC s asset account titled “Stock--Ednmund Cordes, Inc.”

On March 16, 1994, M. Cordes, or soneone on his behalf,
endorsed the check for $800,000 over to CFC, and CFC deposited
the check in its own account. CFC recorded this transaction as a
litability in CFC s account titled “Note Payabl e--Jean Ann Cordes”
(Jean Ann Richard s | oan account).?

During 1994, CFC issued 11 checks totaling $90,000 to Jean
Ann Richard. Each was charged to Jean Ann Richard’ s | oan
account. During 1995, CFC issued 16 checks totaling $220,000 to
Jean Ann Richard. Each was charged to Jean Ann Richard s | oan
account. Four of the 16 checks, totaling $100,000, were
deposited in Ms. Cordes’s personal checking account.

Jean Ann Richard failed to report the $800, 000 distribution
or any of the other paynents as any type of inconme in 1994 or
1995.

Al'so on March 16, 1994, Jean Ann Richard transferred to CFC

legal title to 1,000 shares of stock in Ednund Cordes, Inc. This

8Jean Ann Cordes is the sane person as Jean Ann Richard. W
refer to this person as Jean Ann Ri chard throughout this opinion
wher ever appropri ate.
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transaction was recorded in the “Mnutes of Special Meeting of
Shar ehol ders of Ednund Cordes, Inc.”

3. Cash Distributions to Ms. Cordes

During 1994, CFC issued 18 checks totaling $484,651 to Ms.
Cordes. During 1995, CFC issued five checks totaling $120,000 to
Ms. Cordes. Those checks were deposited into Ms. Cordes’s
personal checking account in the year in which they were issued.
Additionally, the six checks totaling $180,000 charged to John
Cordes’s | oan account and the four checks totaling $100, 000
charged to Jean Ann Richard’s | oan account were al so deposited in
Ms. Cordes’s personal checking account in 1995.

In each of 1994 and 1995, one of the checks issued to Ms.
Cordes was in the amount of $20, 000, and each year CFC deducted
t hose $20, 000 paynents as interest expenses, and Ms. Cordes
reported the paynents as interest incone. The remainder of the
checks issued to Ms. Cordes were charged to account No. 312, a
sharehol der | oan account in the Cordeses’ nane.

4. Bargain Sal e of Notes

In the years at issue, CFC was in the trade or business of
financing auto purchases. Each note CFC issued to a purchaser
was recorded on a | edger card and, eventually, in a conmputer. As
CFC recei ved each paynent on a note, CFC recorded that paynent on
the | edger card and issued a receipt to the borrower.

During 1994, M. Cordes used $200, 000 of his own noney to
“pay off” a nunber of CFC s outstanding notes. M. Cordes and

CFC appl i ed that $200,000 to the selected notes in a nmanner
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directly related to those notes’ outstandi ng bal ances. CFC then
treated each of those notes as satisfied on its books and erased
records of those notes fromits conputer. CFC also renoved the
| edger cards fromits records, and M. Cordes added those
records, or had them added, to his own filing system Thereafter
all of the borrowers’ paynents on the “paid off” notes were paid
or delivered ultimtely to M. Cordes. M. Cordes issued
receipts to the borrowers.?®

M. Cordes accunul ated the paynents he received on those
notes and used themto “pay off” a nunber of CFC s remaining
out st andi ng notes. Throughout 1994 and 1995, M. Cordes “paid
off” 1,168 of CFC s notes in this fashion, 584 in each year (the
1994 notes and the 1995 notes, respectively).

At the tinme the 1994 notes were renmoved from CFC s books,
they were worth $3, 340,313. In exchange for those 1994 notes,
M. Cordes paid CFC $1, 600, 700, and CFC deducted the bal ance,
$1, 733,608, as a bad debt for 1994. Respondent determ ned the
di fference between the 1994 notes’ values and the prices M.
Cordes paid for themconstituted a constructive dividend to CFC s

shar ehol der (s). 1

%Some CFC enpl oyees assisted M. Cordes in collecting the
paynments and issuing the receipts. |In many cases, the borrowers
were not aware that M. Cordes now hel d those notes.

The parties stipulated that the difference between the
val ue of the 1994 notes and the anount M. Cordes transferred in
exchange for the 1994 notes was $1, 733,608. The difference
bet ween the 1994 notes’ values and the prices M. Cordes paid for
t hem however, is $1,739,614, according to the values the parties
(continued. . .)
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At the tinme the 1995 notes were renmoved from CFC s books,

they were worth $5,218,828. In exchange for those 1995 notes,

M. Cordes paid CFC $4, 139,512, and CFC deducted the bal ance,

$1, 073,608, as a bad debt for 1995. Respondent determ ned the
di fference between the 1995 notes’ values and the prices M.
Cordes paid for themconstituted a constructive dividend to CFC s
shar ehol der (s).

In 1997, CFC executed a Form CG 4549, I|Inconme Tax Exam nation
Changes, in which it conceded that the bad debt deductions it
claimed in 1994 and 1995 with respect to the 1994 and 1995 notes
descri bed above were false, fraudul ent, and not all owabl e.

The parties stipulated that the 1994 notes and the 1995
not es accumrul ated $138, 409 and $448, 164, respectively, in
interest fromthe dates M. Cordes “paid themoff”. Neither CFC
nor M. Cordes reported that interest inconme on their returns for

t hose years. The Cordeses did not provide their accountant, M.

10, .. conti nued)
assigned to those itens. W are unable to discover the source or
rationale for this discrepancy, but we neverthel ess treat
$1, 733,608 as the ampbunt at issue, in accordance wth
respondent’s determi nation and the parties’ stipulation.

1The parties stipulated that the difference between the
val ue of the 1995 notes and the anpbunt M. Cordes transferred in
exchange for the 1995 notes was $1,073,608. The difference
bet ween the 1995 notes’ values and the prices M. Cordes paid for
t hem however, is $1,079, 317, according to the values the parties
assigned to those itens. W are unable to discover the source or
rationale for this discrepancy, but we neverthel ess treat
$1, 073,608 as the amobunt at issue, in accordance wth
respondent’s determi nation and the parties’ stipulation.
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H nman, with conplete and accurate information regarding the 1994
and 1995 not es.

In connection with the 1994 and 1995 notes, CFC paid costs
associ ated with repossessions of financed vehicles in the anmounts
of $6,879 and $16, 175 in 1994 and 1995, respectively. CFC
deducted these paynents on its 1994 and 1995 Forns 1120, U. S
Corporation Incone Tax Return, respectively.

5. D version of Checks From Bad Debt Recoveri es,

Di versi on of Unbooked CFC | ncone, and Unexpl ai ned
Sour ce of Funds

The parties stipulated that the anmounts respondent
determ ned CFC distributed as diverted checks from bad debt
recoveries and as diverted unbooked CFC i ncone constitute
constructive dividends for 1994 to the extent of $10,380 and
$71, 910, respectively. Respondent concedes that portion of his
determ nation in excess of the parties’ stipulation.

As set forth above, respondent determ ned that CFC sold the
1994 and 1995 notes to M. Cordes for prices below their fair
mar ket val ue. Respondent determ ned that the prices at which
they were sold were $1, 600, 700 and $4, 139,512, respectively, but
was unable to determ ne the source of all those funds used to
purchase the notes at those prices. Respondent determ ned that
t he unexpl ai ned source of funds constituted a further
constructive dividend to CFC s sharehol der(s). After
stipulations, the parties agree that, with respect to these
items, CFC s sharehol der(s) received constructive dividends in

t he amount of $45,702, both in 1994 and in 1995. Respondent
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concedes that portion of his determ nation in excess of the
parties’ stipulation.

OPI NI ON

Constructive Dividends

Respondent determ ned that each of the individual
petitioners before us had taxable incone fromreceipt of
constructive dividends in 1994 and 1995 in amounts of $4, 457, 835
and $2,504, 822, respectively. See sec. 61(a)(7). Respondent
primarily argues that M. Cordes is properly taxable for all of
the constructive dividends, rather than any of the other
i ndi vi dual sharehol ders, because respondent contends M. Cordes
was the beneficial owner of all the CFC and ECI stock during the
years at issue.! Respondent alternatively argues that each
i ndi vi dual petitioner is taxable on receipt of constructive
di vidends in anpbunts proportionate to his or her record
owner shi p.

Petitioners argue that although M. Cordes conpletely
controlled CFC and ECI, M. Cordes cannot be held to have
recei ved constructive dividends because he did not hold stock in
t hose corporations in the taxable years before us. |In response
to respondent’s alternative argunent, petitioners argue that
because M. Cordes conpletely controlled CFC and EClI, and the

record owners had no know edge of, did not authorize, or did not

12Respondent concedes that if we find M. Cordes was the
beneficial owner of all the CFC and ECI stock during the years at
i ssue, then the other individual petitioners are not |iable for
tax on receipt of constructive dividends for those years.
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actually benefit fromthe transactions, they received no
constructive dividends. This is not the first time M. Cordes
and his famly have appeared before us, nor is it the first tinme
that M. Cordes and his famly have presented us with a m shmash
of argunents apparently designed to escape the consequences of

the tax | aws. Cordes v. Conmi ssioner, T.C. Menp. 2002-124;

Cordes v. Conmi ssioner, T.C. Menp. 1994-377. For the reasons

di scussed bel ow, we conclude that, in the taxable years before
us, CFC and ECI conferred certain economc benefits on M. Cordes
as beneficial owner of all the stock in those corporations,
W t hout expectation of repaynent, and that M. Cordes has incone
from constructive dividends.

The law in this area is well settled. Section 301(a) and
(c)(1) requires the inclusion in a sharehol der’s gross i ncone of
anounts received as dividends. Secs. 61(a)(7), 301(c)(1),

316(a); Hillsboro Natl. Bank v. Conm ssioner, 460 U S. 370, 392

(1983); see lreland v. United States, 621 F.2d 731, 735 (5th Cr

1980); see also A d Colony Trust Co. v. Conm ssioner, 279 U. S

716, 729-731 (1929). Section 316(a) defines a dividend as “any
distribution of property nade by a corporation to its

shar ehol ders--(1) out of its earnings and profits accumul at ed
after February 28, 1913, or (2) out of its earnings and profits

of the taxable year”.®® It is not necessary that the corporation

BBpetitioners have failed to prove that there was not
sufficient accunul ated or current earnings and profits to support
the deficiency determned in respondent’s notices of deficiency.

(continued. . .)
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intend a dividend, or that the distribution be termed a divi dend

or recorded as such. Dol ese v. United States, 605 F.2d 1146,

1152 (10th Cr. 1979). Thus, dividends may be either formally

decl ared, or they may be “constructive”. lreland v. United

States, supra at 735.

A constructive dividend is paid when a corporation confers
an econom ¢ benefit on a sharehol der w thout expectation of

repaynent. Wortham Mach. Co. v. United States, 521 F.2d 160, 164

(10th Gr. 1975). That shareholder, for the taxable years before
us, is M. Cordes.

Al t hough Ms. Cordes, Eddy Ben Cordes, Jean Ann Richard, and
John Cordes, in sonme proportion, held legal title to all of the
out st andi ng shares of stock in CFC and EClI throughout the taxable
years at issue, “record ownership of stock, standing alone, is
not determnative of who is required to include any divi dends
attributable to such stock in gross incone. Rather, beneficial

ownership is the controlling factor.” Cordes v. Conm ssioner,

T.C. Meno. 1994-377 (citing Wal ker v. Conm ssioner, 544 F.2d 419

13(...continued)
Rul e 142(a). The Internal Revenue Service Restructuring & Reform
Act of 1998, Pub. L. 105-206, sec. 3001, 112 Stat. 685, 726,
added sec. 7491(a), which is applicable to court proceedi ngs
arising in connection wth exam nati ons commencing after July 22,
1998. Under sec. 7491, Congress requires the burden of proof to
be placed on the Comm ssioner, subject to certain limtations,
where a taxpayer introduces credi ble evidence with respect to
factual issues relevant to ascertaining the taxpayer’s liability
for tax. In the instant case, petitioners have not raised the
application of this provision. Further, the record does not
i ndicate that the Conm ssioner’s exam nati ons commenced after
July 22, 1998.



- 17 -
(9th Gr. 1976), revg. T.C Menp. 1972-223; Raqgghianti v.

Commi ssioner, 71 T.C 346, 349 (1978), affd. w thout published

opinion 652 F.2d 65 (9th Cr. 1981); Cepeda v. Conm ssioner, T.C

Meno. 1994-62). “*Beneficial ownership is marked by conmand over
property or enjoynent of its economc benefits.’” Cordes v.

Comm ssioner, T.C Meno. 1994-377 (quoting Cepeda v.

Conm ssi oner, supra). A taxpayer’'s total control over a

corporation and use of corporate funds for personal reasons can
result in constructive dividends, even though the taxpayer did
not hold legal title to the corporation’s stock at the tinme of

t he advances. Yelencsics v. Conm ssioner, 74 T.C 1513, 1532-

1533 (1980); Cordes v. Comm ssioner, T.C Meno. 1994-377.

In Cordes v. Commi ssioner, T.C. Menp. 1994-377, and in

Cordes v. Conmissioner, T.C Meno. 2002-124, we held M. Cordes

recei ved constructive dividends even though he did not hold | egal
title to any shares because we found he exercised full control
over CFC in the taxable years there at issue. In those cases,

M. Cordes caused CFC to make distributions to him to friends
and famly, and to his personal creditors; he controlled the
timng, anmount, and uses of those funds. Because M. Cordes had
total control over CFC and used the corporate funds for personal
reasons, we held that “whether or not petitioner [ M. Cordes] was
a stockhol der of record, petitioner had beneficial ownership of

all of the stock”. Cordes v. Conm ssioner, T.C. Mno. 2002-124;

Cordes v. Comm ssioner, T.C. Meno. 1994-377. By virtue of his
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beneficial ownership, we held he received constructive dividends
and was required to include those dividends in his gross incone.

Petitioners do not dispute M. Cordes’s conplete control
over all aspects of the corporations in the taxable years before
us; in fact, petitioners rely on that control as the reason why
the record owners should not be held to have received
constructive dividends. Petitioners acknow edge that in the
t axabl e years before us, M. Cordes exercised conplete contro
over CFC and ECI and made all the decisions as to anounts,
timng, and character of the distributions here at issue. Al
deci sions typically nmade by sharehol ders were instead nmade by M.
Cordes, and the record owners knew that. The parties concede
that, regardless of record ownership, M. Cordes had the power to
change ownership of those shares as he wished. Petitioners even
stated in their opening brief that “The nom nal owners are Eddy
Ben Cordes, John J. Cordes, and Jean Ann Richard for the years
1994 and 1995. It is clear however that these persons own [these
corporations] in formonly. The true control of [these
corporations] is in Ednund J. Cordes.”

It is abundantly clear that M. Cordes was CFC s and ECl’'s
beneficial owner during the taxable years before us. W nust now
consi der whether ECI and CFC conferred econom c benefits on the
petitioner-sharehol der, M. Cordes, as beneficial owner, wthout

expectation of repaynment. See Dolese v. United States, supra at

1152 (citing Palo Alto Town & Country Vill., Inc. v.
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Comm ssi oner, 565 F.2d 1388 (9th Cr. 1977), affg. T.C Meno.

1973- 223).

In order for a conpany-provided benefit to be treated as
i ncone to the shareholder, the item“nust primarily benefit
t axpayer’s personal interests as opposed to the business

interests of the corporation.” Jlreland v. United States, supra

at 735; accord Dolese v. United States, supra at 1152.

Petitioners bear the burden of proving that the anmpbunts at issue
were not expended for personal benefit or in discharge of

personal obligations. Rule 142(a); Wlch v. Helvering, 290 U S

111 (1933); Chall enge Manufacturing Co. v. Conmm ssioner, 37 T.C

650 (1962); Arnold v. Conmm ssioner, T.C Meno. 1994-97. Qur

standard, in review ng these many expenditures, is whether the
expense primarily benefited ECl or CFC, as appropriate, or their

sol e sharehol der, M. Cordes. Frazier v. Conm ssioner, T.C

Menmo. 1994-358, affd. 90 F.3d 437 (10th Gir. 1996).

A. Constructive Dividends From Eddi e Cordes, Inc.

1. Di versi on of Checks From Unidentified Loans,
Di versi on of Tag Refunds, and Excess Payoffs

Petitioners concede these itens constitute constructive
di vidends for 1994 and 1995. Petitioners’ only contention is
that M. Cordes did not receive inconme fromthese itens because
he was not a shareholder in ECl. W have already held that M.
Cordes was EClI’s sol e sharehol der for Federal incone tax
pur poses, and we now hold that petitioners’ concession operates

to include these itens in M. Cordes’s incone.
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2. Cash Distributions to M. Cordes

ECl distributed $600,000 to M. Cordes in 1995. Petitioners
contend that this anpbunt does not represent constructive
di vidends, but instead it represents |oans or repaynents of | oans
by ECIl to M. Cordes. Petitioners have offered no evidence that
any | oans exi sted between ECl and M. Cordes. W thout support,
petitioners assert that the “nmulti-year history of |arge |oans by
and to M. Cordes and these corporations over the years” and the
“consistent history of repaynent of the | oans” supports their
position. These statenents are insufficient to show that the
econom ¢ nature of the transactions thenselves is that of a debt

rather than of a constructive dividend. Cordes v. Conm ssioner,

T.C. Meno. 1994-377 (citing Wllianms v. Comm ssioner, 627 F.2d

1032, 1034 (10th Cr. 1980), affg. T.C Menop. 1978-306; Alternan
Foods, Inc. v. United States, 505 F.2d 873, 876-877 (5th Cr

1974)) .

We cannot find that these paynents represent |oans or
repaynments of | oans; petitioners have failed to neet their burden
of proof. Furthernore, because petitioners have not shown that
M. Cordes did not benefit or that ECl did benefit fromthese
paynments, we concl ude these paynents are constructive divi dends
to ECl’ s beneficial owner and sol e sharehol der for Federal incone

tax purposes, M. Cordes.
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B. Constructive Dividends From CFC

1. Cash Distributions to John Cordes and Jean Ann
Ri chard

On March 16, 1994, CFC nmade two checks payabl e, one to John
Cordes, the other to Jean Ann Richard, each in the anount of
$800, 000. Both checks bore the notation “Purchase Stock”, and
bot h checks were endorsed by M. Cordes, or sonmeone acting on his
behal f, and redeposited in CFC s bank account at M. Cordes’s
direction. Upon receipt of the checks, CFC established accounts
on its books evidencing a note payable to John Cordes and anot her
to Jean Ann Richard, each in the anmount of $800,000. Throughout
1994 and 1995, CFC nmade a nunber of distributions to John Cordes,
Jean Ann Richard, and Ms. Cordes and charged those distributions
to John Cordes’s and Jean Ann Richard’ s | oan accounts.

a. The Two $800, 000 Di stri butions

Respondent’ s primary argunments with respect to the two
$800, 000 distributions are: (1) CFC distributed $800, 000 for M.
Cordes’s use in purchasing stock from John Cordes, and the
di stribution thereby constitutes a constructive dividend to CFC s

shar ehol der(s), ' and (2) CFC distributed $800,000 to Jean Ann

1Y Respondent al so argued that John Cordes received the
$800, 000 as proceeds fromthe sale of a capital asset, but
respondent did not anmend his answer to include the tax on such
proceeds. Respondent further argued that John Cordes lent the
$800, 000 to CFC upon his receipt of the funds and that CFC nade
paynments to John Cordes on that loan in 1994 and 1995. As these
argunents have no bearing on whether the itens in the notice of
deficiency constitute constructive dividends to CFC s
sharehol der(s), we do not exam ne these argunents.
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Ri chard, *® and the distribution thereby constitutes a
constructive dividend to CFC s sharehol der(s). 15

Petitioners contend that John Cordes and Jean Ann R chard
never received the two $800, 000 checks or the funds the checks
represented, and CFC s sharehol der(s) therefore cannot be held to
have received constructive dividends. Petitioners argue that the
two $800, 000 checks were drafted nerely to establish interest-
free lines of credit through CFC to John Cordes and Jean Ann
Ri chard and that only anmounts charged to those lines of credit
and actually received by John Cordes or Jean Ann Richard may be
constructive dividends.

Petitioners’ argument that CFC did not confer a benefit on
John Cordes and Jean Ann Ri chard begs the question of who was the

beneficial owner of the stock nomnally owned by John Cordes and

SRegarding the distribution to Jean Ann Ri chard, respondent
asserts that the distribution alternatively may be characteri zed
as a sale of stock in Ednmund Cordes, Inc., by Jean Ann R chard to
CFC in exchange for (a) $800, 000, which she constructively
received in 1994, or (b) $800,000 paid by installnment, of which
she received $90,000 in 1994 and $120,000 in 1995.

%Upon careful review of the facts in this case and our
prior opinions involving M. Cordes and the Cordes corporations,
we find that M. Cordes was beneficial owner of all the
corporations discussed herein, including those corporations in
whi ch respondent contends M. Cordes purchased stock. The facts
do not establish that M. Cordes used a $800, 000 check to
purchase stock from John Cordes, or that CFC used $800, 000 to
purchase stock from Jean Ann Richard. The facts do show that, on
March 16, 1994, M. Cordes and CFC becane the respective record
owners of the shares in question, but M. Cordes’s conplete
control over the corporations allowed himto alter record
ownership in any or all of the corporations at any tinme, wthout
consi derati on.
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Jean Ann Richard. CFC conferred econom c benefits on its
sharehol der, M. Cordes, by and upon delivering to himthe two
$800, 000 checks, on March 16, 1994, wi thout expectation of
repaynent. CFC provided these funds to M. Cordes for personal
reasons, and it is inconsequential that M. Cordes subsequently
deposited the funds into CFC s bank account for his famly’'s
benefit, rather than directly into his children’ s personal
accounts. Wiat M. Cordes ultimately did wwth the funds is not
rel evant; CFC conferred upon M. Cordes the econom c benefit of
control over $1, 600,000 for personal reasons. Because CFC
conferred upon M. Cordes the ability to dispose of $1, 600, 000
for any personal reason and received no corporate benefit and did
not expect any repaynent, we hold that M. Cordes received
constructive dividends in 1994 in the aggregate anount of
$1, 600, 000.

b. Subsequent Distributions From John Cordes’s
and Jean Ann Richard' s Loan Accounts

In 1994, distributions were made from John Cordes’s | oan
account to John Cordes in the anmount of $94,000 and from Jean Ann
Ri chard’s | oan account to Jean Ann Richard in the amount of
$90, 000. In 1995, paynments were made from John Cordes’s | oan
account to John Cordes in the anount of $250,000 and to Ms.
Cordes in the anobunt of $180,000 and from Jean Ann Richard’ s | oan
account to Jean Ann Richard in the anmount of $120,000 and to Ms.
Cordes in the anmount of $100,000. Respondent determ ned that the

distributions to Ms. Cordes in 1994 and 1995 and the
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distributions to Jean Ann Richard in 1995 constitute constructive
dividends to CFC s sharehol der(s). For sonme reason, respondent
did not nmake a simlar determnation with respect to the
distributions to John Cordes in 1994 and 1995 or with respect to
the distributions to Jean Ann Richard in 1994. %7

Respondent’ s positions are inconsistent, and respondent’s
argunents are confusing, inconplete, and unsupported, at best.
In Iight of our holding, we see no need to address themfully.
The distributions to John Cordes, Jean Ann Richard, and Ms.
Cordes were charged to John Cordes’s and Jean Ann Richard’s | oan
accounts. Those |oan accounts were established to account for
t he $1, 600,000 that was distributed in effect to M. Cordes and
returned to CFC until M. Cordes determ ned what to do with the
funds. The | oan accounts operated in substance as savi ngs
accounts fromwhich M. Cordes distributed funds to his famly
menbers at will. Because we have already held that M. Cordes
nmust report the $1, 600,000 recorded in the |oan accounts as
constructive dividends, we hold that the distributions fromthe

| oan accounts; i.e., the distributions of $94, 000 and $250, 000 to

"Respondent instead argued that the distributions to John
Cordes establish that a bona fide debt existed betwen CFC and
John Cordes, but respondent did not determ ne that a portion of
those distributions constituted interest incone or, if respondent
agreed with petitioners that these distributions were interest-
free loans from CFC to John Cordes, that the forgone interest
constituted a constructive dividend to CFC s sharehol der(s).
Respondent has not made an argunment with regard to the
di stributions to Jean Ann Richard totaling $90, 000, other than to
mention that they may constitute constructive dividends or the
proceeds of an installnent sale to Jean Ann Ri chard.
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John Cordes in 1994 and 1995, respectively; the distributions of
$90, 000 and $120, 000 to Jean Ann Richard in 1994 and 1995,
respectively; and the distributions of $180, 000 and $100, 000 to
Ms. Cordes in 1995 from John Cordes’s and Jean Ann Richard’s
accounts, respectively, do not constitute additional constructive
di vidends from CFC to M. Cordes.

2. Cash Distributions to Ms. Cordes

CFC i ssued checks totaling $484,651 in 1994 and totaling
$120,000 in 1995 nade payable to Ms. Cordes. Al of the checks
were deposited in Ms. Cordes’s personal checking account.
Respondent determ ned that all of these distributions constituted
constructive dividends to CFC s sharehol der(s). Petitioners
mai ntain that the distributions are not constructive dividends to
CFC s sharehol der(s) because the sharehol der(s) did not
aut hori ze, receive, or derive econom c benefits fromthe
distributions or, alternatively, that the distributions
represented | oans or the repaynent of |loans to the
shar ehol der (s) .

Respondent al so determ ned that the $180, 000 and $100, 000
distributions Ms. Cordes received and deposited in 1995 and
whi ch were charged to John Cordes’s and Jean Ann Richard’ s | oan
accounts, respectively, were constructive dividends to CFC s

sharehol der(s). W addressed those distributions above. Bel ow,

8 Respondent has not alleged that these distributions are
taxable to any of the petitioners on any other grounds nor has
respondent alleged that the distributions are gifts fromMm.
Cordes to the respective recipients.
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we address the $484, 651 and the $120,000 Ms. Cordes received in
1994 and 1995, respectively, and which have not already been
consi der ed.
a. | nt er est
I n each of 1994 and 1995, CFC deducted $20, 000 of the
distributed funds as interest expenses, and Ms. Cordes included
t hat $20,000 in inconme as interest received. Respondent
determ ned that CFC and Ms. Cordes inproperly treated the funds
as interest because CFC was not indebted to Ms. Cordes in 1994
or 1995. Respondent therefore disallowed CFC s deductions and
decreased Ms. Cordes’s incone.
Petitioners contend “The uncontroverted testinony here is
t hat $200, 000. 00 was advanced to Cordes Finance Corp. by Edmund
J. Cordes in 1994 * * *  * * * the noney was advanced and the
$20, 000. 00 paynents annually do constitute a reasonable rate of
interest (approximately 10% on these funds.” Petitioners have
confused the facts. W have found the $200,000 was transferred
by M. Cordes to CFC in exchange for sone of the notes. Ms.
Cordes did not transfer those funds, nor did the transfer of
$200, 000 constitute a loan. Petitioners have failed to

denonstrate that CFC was indebted in any way to Ms. Cordes,*®

\W note that although M. Cordes testified that CFC repaid
total |oans of approximtely $884,000 to Ms. Cordes’s account
bet ween 1994 and 1995, petitioners have not presented any
corroborative evidence that such | oans exi sted.

M. Cordes also testified that sone of the funds Ms. Cordes
received in 1995 may have been repaynents of | oans she nade to
John Cordes. M. Cordes’s testinony is inconsistent and not

(continued. . .)
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and we must therefore hold that the two $20,000 distributions to
Ms. Cordes do not constitute deductible interest expenses to CFC
or interest incone to Ms. Cordes.

b. Loans and Repaynent of Loans

Respondent determ ned that the anmounts Ms. Cordes received
and deposited which we have not yet addressed, $464,651 in 1994
and $100,000 in 1995, constitute constructive dividends to CFC s
sharehol der(s). Petitioners posit a theory that these
distributions are either loans fromCFC to Ms. Cordes or
repaynent of loans by CFCto Ms. Cordes. Petitioners rely on
their alleged history of | oans, together with CFC s treatnent of
these distributions; petitioners did not introduce any evidence
that these distributions were | oan rel at ed.

Petitioners failed to show that CFC benefited fromthese
distributions or that M. Cordes did not so benefit.
Distributions to famly nmenbers can constitute constructive
di vidends to the sharehol der(s) when the distributions fail to

benefit the corporation. Cordes v. Conm ssioner, T.C Meno.

1994-377 (in situation nearly identical to that before us, this
Court held CFC s transfers to friends, wife, and children of M.
Cordes to be constructive dividends to hi mwhen he failed to show

corporate benefit or expectation of repaynent); Proctor v.

Commi ssioner, T.C. Menp. 1981-436 (paynents to sharehol der’s

nmot her, in excess of conpensation reasonable for services

19C. .. continued)
credi bl e.
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provi ded, constituted constructive dividend incone to
sharehol der). Because petitioners failed to show M. Cordes
recei ved no personal benefit fromthese transfers, we hold M.
Cordes received constructive dividends in 1994 and 1995 with
respect to these itens.

3. Bargain Sal e of Notes

Respondent determ ned that CFC sold 584 notes to M. Cordes
in each of 1994 and 1995 at prices below their fair market val ue
and that the discount at which CFC sold the notes constitutes
constructive dividends from CFC to CFC s sharehol der(s).
Petitioners contend CFC owned the 1994 and 1995 notes at al
tinmes and that because M. Cordes did not purchase the 1994 and
1995 notes (in a bargain sale or otherwi se), CFC conferred no
econom ¢ benefit on its shareholder(s). W conclude bel ow t hat
M. Cordes did in fact purchase the 1994 and 1995 notes at prices
bel ow fair market value and that M. Cordes, as beneficial owner
of CFC, received constructive dividends in anmounts equal to the
di scounts received.

In 1994, M. Cordes transferred $200, 000 of his personal
savings to CFC. Contenporaneously, CFC renoved a nunber of notes
fromits books, and M. Cordes recorded those notes on his books.
M. Cordes contends that his transfer of $200,000 to CFC was
merely coincident with CFC s reorgani zation of its records. M.
Cor des, however, offered no evidence that the $200, 000 was
treated as a capital contribution or loan to CFC, rather than as

funds used to purchase the notes.
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M. Cordes |later collected paynents of principal and
interest on those notes and transferred those paynents to CFC in
exchange for additional notes. Petitioners have failed to offer
any evidence that those subsequent transfers to CFC were ot her
than funds used to purchase notes. Petitioners contend instead
t hat CFC owned the notes because the borrowers were never told to
make paynments to M. Cordes, the | edger cards were nerely noved
across the room paynments were still nmade payable to CFC, and
t hose paynents were ultimately deposited in CFC s account.

We reject petitioners’ contentions for several reasons. The
borrowers’ beliefs regarding the identity of the | ender, and the
retention of the | edger cards in the same room are of
conparatively little relevance in these circunstances. Wat is
nore relevant is that CFC treated the notes as satisfied and
conpletely renoved the records fromits conmputer and files, going
so far as to clai mdeductions for bad debts, and M. Cordes added
the records to his files and treated them as outstandi ng debts
owed to him Moreover, any paynents delivered to CFC were
pronptly forwarded to M. Cordes. Although CFC s enpl oyees
occasionally collected the paynents fromthe borrowers, recorded
themin M. Cordes’s records, and issued receipts for those
paynents, they did so on behalf of M. Cordes.

We also reject petitioners’ allegation that M. Cordes
nmerely held the paynents “in escrow’, ultimately delivering them
to CFC. W presune petitioners’ argunent is that because M.

Cordes never deposited the paynents in his own account, he did
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not have dom nion or control over the funds, and the funds,
t herefore, are not income to him However, M. Cordes received
paynments on notes he had al ready purchased from CFC and exchanged
themfor nore of CFC s notes, which he then also owned. That M.
Cordes did not first deposit the paynents received in a personal
account before purchasing additional notes is irrelevant. W
find that M. Cordes had full control over the paynents and that
he owned the notes in question.

Clearly, M. Cordes purchased 1,168 notes from CFC in 1994
and 1995. Petitioners have disputed only who owned the 1994 and
1995 notes and have not addressed whether CFC sold the notes to
M. Cordes for prices below fair market value, should we
concl ude, as we have, that M. Cordes owned the notes. Section
1.301-1(j), Inconme Tax Regs., states that “If property is
transferred by a corporation to a shareholder which is not a
corporation for an anount less than its fair market value in a
sal e or exchange, such sharehol der shall be treated as having
received a distribution to which section 301 applies.” Because
CFC sold the 1994 and 1995 notes to M. Cordes for prices bel ow
fair market value, we hold that the differences between the
prices paid for the notes and the fair market val ues of the notes

are constructive dividends to M. Cordes. See Estate of Durkin

v. Conmm ssioner, 99 T.C 561, 567 (1992); Eugene D. Lanier, Inc.

v. Comm ssioner, T.C. Meno. 1998-7 (citing sec. 1.301-1(j),

| nconme Tax Regs.; Palner v. Conm ssioner, 302 U S. 63, 69-70
(1937)) .
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4. Di versi on of Checks From Bad Debt Recoveri es and
Di versi on of Unbooked CFC | ncone

The parties agree that these itens constitute constructive
di vidends for 1994, in the amounts of $10,380 and $71, 910,
respectively. Petitioners’ only contention is that M. Cordes
did not receive inconme fromthese itens because he was not a
shareholder in CFC. W have already held that M. Cordes was
CFC s sol e sharehol der for Federal inconme tax purposes, and we
now hold that petitioners’ concessions operate to include these
itens in M. Cordes’s incone.

5. Unexpl ai ned Source of Funds

In connection with respondent’s determ nation that M.
Cordes purchased the 1994 and 1995 notes at prices below fair
mar ket val ue, respondent further determ ned that CFC provided
sone of the funds for those purchases or further discounted the
purchases. That is, although the parties stipulated that CFC
sold the 1994 notes to M. Cordes for $1, 600,700, only $1, 248, 907
could be traced to funds supplied by M. Cordes. Respondent
determned that the difference, $351,793, was a further
constructive dividend fromCFC to its sharehol der(s). Likew se,
the parties stipulated that CFC sold the 1995 notes to M. Cordes
for $4,139,512 but that only $3, 963,462 could be traced to funds
supplied by M. Cordes. Respondent determ ned that the
di fference, $176,050, was a further constructive dividend from
CFC to its shareholder(s). The parties later stipulated that of

t hose anmounts, only $45, 702 constitutes a constructive dividend
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for each of 1994 and 1995, and respondent concedes that the
anounts in excess of those stipulations are not constructive
di vi dends.

The only issue with regard to these itens is who received
t hese constructive dividends. Because M. Cordes was CFC s sole
shar ehol der for Federal incone tax purposes, we hold M. Cordes
nmust include constructive dividends of $45,702 in income for each
of his 1994 and 1995 taxabl e years.

1. The Proper Tax Treatnent of Interest Earned on the 1994 and
1995 Not es

I n our discussion above regarding the 1994 and 1995 not es,
we found that M. Cordes purchased 584 notes from CFC in each of
1994 and 1995. Respondent determ ned that M. Cordes earned
interest on the notes purchased?® and that M. Cordes earned that
interest in connection with his trade or business (presumably the
trade or business of financing, but respondent has not
specifically naned that trade or business) and is liable for tax
on the net earnings fromself-enploynent. The parties stipul ated
that interest in the amounts of $138,409 and $448, 164 was ear ned
on the notes in 1994 and 1995, respectively.

Petitioners concede that neither CFC nor M. Cordes reported
any of that interest as inconme and that the owner of the notes,

either CFC or M. Cordes, nust report that incone. Petitioners

2%Respondent alternatively determned that if we find M.
Cordes did not purchase the notes; i.e., that CFC still owned the
notes, then CFC nust report that interest as incone in 1994 and
1995.
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contend CFC owned the notes at all tinmes, and CFC concedes the
interest is includable in its incone. Because we have hel d that
M. Cordes owned the 1994 and 1995 notes, M. Cordes nust include
in incone the interest on those notes, in accordance with his
concessions and section 61(a)(4).

M. Cordes has not addressed respondent’s contention that if
M. Cordes owned the notes, he is liable for self-enploynent tax
on the interest.? By virtue of his failure to address the self-
enpl oynment tax issue, M. Cordes is |iable for self-enploynent
tax on that inconme. See also sec. 1.1402(a)-5(b), Incone Tax
Regs., for specific inclusion.

I1l. Repossession Costs Deduction

CFC deducted costs incurred and paid in connection with
repossessing certain vehicles in 1994 and 1995, including the
costs associated with repossessi ng vehicles which secured the
1994 and 1995 notes. The parties stipulated that CFC incurred,
pai d, and deducted costs of $6,879 in 1994 and $16, 175 in 1995 in

2'The extent of M. Cordes’s argunent regarding self-
enpl oynent tax is as foll ows:

XlI. EDMUND J. CORDES IS NOT LI ABLE FOR SELF- EMPLOYMENT
TAX FOR THE TAXABLE YEARS 1994 AND 1995.

Petitioner contends the omtted interest incone
relating to the discounted notes is incone to Cordes
Fi nance Corp., not to Petitioner. Any other incone as
a result of constructive dividends woul d not be subject
to self enploynent taxes.

| RC 81401(a) inposes a tax only on the self
enpl oynment i ncome of an individual and Edmund J. Cordes
had no self enpl oynent incone in 1994 or 1995.



- 34 -
connection wth repossessing vehicles that secured the 1994 and
1995 notes. Respondent determ ned that CFC inproperly deducted
the costs under section 162 because CFC did not incur or pay the
costs in connection with its trade or business. Petitioners
contend that CFC owned the notes and that CFC paid and properly
deducted the costs in connection with its trade or business.

Section 162(a) provides for a deduction fromincone of al
ordi nary and necessary expenses paid or incurred during the
taxabl e year in carrying on a trade or business. Section 1.162-
1(a), Income Tax Regs., provides that the expenses deductible
fromincome include those pertaining to the taxpayer’s trade or
business. In the instant cases, we have held M. Cordes, not
CFC, owned the notes associated with these costs. It follows
that CFC did not incur or pay these costs in connection with its
own trade or business, but in connection with an activity carried
on by M. Cordes. Petitioners have cited no authority allow ng
one party (CFC) a deduction for costs paid in connection with
anot her party’'s (M. Cordes’s) trade or business, or other
activity. We hold, therefore, CFC may not deduct those costs

under section 162. 22

22Petitioner contends that if CFC may not deduct the costs,
then we nust allow M. Cordes to deduct them This issue was not
formally raised by either party, but both parties have addressed
it, and we treat it as tried by consent.

Because M. Cordes is a cash nethod taxpayer, he can deduct
the costs in the year in which he pays them Sec. 461(a); United
States v. Hughes Props., Inc., 476 U S. 593, 599 (1986). Because
M. Cordes did not pay the costs in 1994 or 1995, he may not
deduct the costs in those taxable years.
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V. Accuracy-Rel ated Penalties

Respondent determ ned that each petitioner is liable for an
accuracy-rel ated penalty for each of the taxable years before
us.?* Wth respect to EClI, docket No. 19027-98, 1994 is the only
year in which the penalty is still at issue. W consider the
1994 and 1995 taxable years with respect to all the other
petitioners.

A ECl, the Cordeses’ Children, CFC, and the Accuracy-

Rel ated Penalty Due to a Substantial Understatenent of
| ncone Tax

Respondent determ ned that all petitioners, save the
Cordeses, are liable for the accuracy-related penalty due to a
substantial understatenent of incone tax pursuant to sec. 6662(a)
and (b)(2). A substantial understatenent is an understatenent of
i ncone tax for any taxable year which exceeds the greater of (a)
10 percent of the tax required to be shown on the return, or (b)
$5,000, in the case of an individual, or $10,000, in the case of
a corporation. Sec. 6662(d)(1). As this threshold conputation
i s dependent on our other, earlier, conclusions, we |eave for the
Rul e 155 conput ati on whet her there was a substanti al

under st at enent and whet her and to what extent an accuracy-rel ated

2l n docket No. 5508-99, respondent did not determ ne
petitioner Eddie Cordes, Inc., Successor by Merger wth Cordes
Fi nance Corp., was liable for the accuracy-rel ated penalty
pursuant to sec. 6662(a) for 1994. Respondent so determ ned
because the itens which were not attributable to fraud did not
give rise, on their owm, to a deficiency to which an accuracy-
related penalty could attach. Respondent did determ ne, however
that should we find petitioner not |iable for the fraud penalty
pursuant to sec. 6663, petitioner is liable for the accuracy-
related penalty pursuant to sec. 6662(a).
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penalty is properly inposed for each of the taxable years at
i ssue in these dockets.

Petitioners contend that they are not liable for the
substantial understatenment penalty because they did not
substantially understate their incone tax liabilities. EC
separately alleges that “the underpaynent of tax after all agreed
adjustnments is less than $10,000.” (Enphasis added.) Rather
than point out all of petitioner’s errors in making this
statenment, we defer to the Rule 155 conputation for resolution of
ECl's liability.

The Cordes children® and CFC claimthat (1) they did not
understate their inconme tax and, alternatively, (2) they relied
on their financial adviser/return preparer for correct and proper
tax return preparation and that such reliance absol ves them of
ltability for the penalty. As to their first argunent, to the
extent the Rule 155 conputation discloses a substanti al
understatenent as defined in section 6662(d) (1), petitioners’
primary argunment fails. |[If the Rule 155 conputation discloses no
substantial understatenment, then no accuracy-related penalty is

proper as to that petitioner for that taxable year.

2\W¢ have found that the Cordes children did not receive
constructive dividends, and it appears that the Rule 155
conputation will denonstrate that they did not substantially
understate their respective incone tax liabilities. W
nevert hel ess address the accuracy-rel ated penalties as they
relate to these petitioners, in the unlikely event that the Rule
155 conput ati on does denonstrate a substantial understatenent.
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As to petitioners’ second argunent, section 6664(c) (1)
provi des a defense against the accuracy-related penalty with
respect to any portion of an underpaynent if the taxpayer shows
that there was reasonabl e cause for such portion and that the
t axpayer acted in good faith with respect to such portion.
Rel i ance on professionals nmay satisfy the reasonabl e cause and
good faith elenents of section 6664(c)(1) if taxpayers show by a
preponderance of the evidence that the professional was a
conpet ent professional who had sufficient expertise to justify
reliance, the taxpayer gave the adviser all necessary and
accurate information, and the taxpayer actually relied in good

faith on the adviser’s judgnent. Neonatology Associates, P. A v.

Comm ssioner, 115 T.C 43, 99 (2000).

Based on all the pertinent facts and circunstances, section
1.6664-4(b)(1), Incone Tax Regs., we find petitioners have failed
to establish that there was reasonabl e cause for any portion of
t he understatenments in these cases or that they acted with any
measure of good faith. Sec. 6664(c)(1l). Anmong other reasons,
John Cordes, Eddy Ben Cordes, and CFC have not established that
t hey provi ded Robert H nman, their financial adviser/return
preparer, with all the necessary and accurate information or that
M. H nman advi sed them on any reporting positions. Petitioners
seened to rely on M. Hnman, if at all, solely because he was a
certified public accountant known and recommended by M. Cordes.
John Cordes testified that “I don't really recall what

specifically was on * * * [the 1995 tax return], what Robert
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[ H nman] sent ne. 1--ny wife and | signed and returned it. He's
a CPA and | figured he knew how to handl e that situation”,
referring to $20, 000 reported on his 1995 return as interest, for
whi ch he could not recollect the source.

Jean Ann R chard has also failed to prove she reasonably
relied on her return preparer. Jean Ann Richard s returns for
1994 and 1995 were not prepared by M. H nman. The record
contains no information regarding M. Mayhall (the individual who
prepared her returns), M. Mayhall’s conpetency or expertise,
what information Jean Ann Richard provided to him or whether he
i ssued any advi ce upon which Jean Ann Richard relied.

We hold petitioners are |liable for the accuracy-rel ated
penalty due to substantial understatenent of incone tax pursuant
to section 6662(a) and (b)(2), to the extent the Rule 155
conput ati on shows an under paynent of tax.

B. The Cordeses and the Accuracy-Related Penalty Due to
Neqgl i gence or Disregard of Rules or Requl ati ons

Respondent determ ned in docket No. 7369-99 that the
Cordeses were liable for the accuracy-related penalty due to
negl i gence or disregard of rules or regulations, pursuant to
section 6662(a) and (b)(1).

Negligence is defined as “any failure to nmake a reasonabl e
attenpt to conply with the provisions of * * * [the Interna

Revenue Code]”. Sec. 6662(c); Neely v. Conm ssioner, 85 T.C.

934, 947 (1985) (negligence is |ack of due care or failure to do

what a reasonabl e and prudent person would do under the
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circunstances). The term “disregard” includes “any careless,
reckl ess, or intentional disregard.” Sec. 6662(c). Disregard of
rules or regulations is careless if the taxpayer does not
exerci se reasonable diligence to determ ne the correctness of a
return position that is contrary to the rule or regulation. Sec.
1. 6662-3(b)(2), Incone Tax Regs. Disregard of rules or
regul ations is reckless if the taxpayer nmakes little or no effort
to determ ne whether a rule or regulation exists. 1d. Disregard
of rules or regulations is intentional if the taxpayer knows of
the rule or regulation that is disregarded. 1d. Petitioners
have the burden of proving that respondent’s determnation is
erroneous and that they did what reasonably prudent people woul d
have done under the circunstances. Rule 142(a); Bixby v.
Conmm ssioner, 58 T.C. 757, 791 (1972).

Petitioners’ sole defenses to respondent’s determ nation are
that (1) they did not underpay their tax, and, alternatively, (2)
they acted with reasonabl e cause and in good faith with respect
to the underpaynment. W nust sustain respondent’s determ nation

We have al ready deci ded whet her the Cordeses underpaid their
taxes for the taxable years before us. To the extent the Rule
155 conput ation di scl oses an under paynment as defined in section
6664(a), the Cordeses’ argunent fails. In addition, the evidence

does not denonstrate that the Cordeses relied on Robert H nman?®

2’The Cordeses al so purportedly relied on Revenue Agent Ken
McCGee’s advice. W reject their claimbecause it is not
credi bl e.
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or that their purported reliance on M. H nman was in good faith
or reasonable. The Cordeses did not show they requested or
recei ved advi ce regardi ng these transactions, and any advice
regardi ng those transactions that were discussed was based on
i nconpl ete and i naccurate information, information w thheld by
M. Cordes.

The facts before us sinply do not establish that the
reasonabl e cause exception in section 6664(c) applies.
Therefore, the Cordeses are liable for the accuracy-rel ated
penalty due to negligence or disregard of rules or regul ations
for the taxable years before us, to the extent the Rule 155
conput ati on shows an under paynent of tax.

V. The Fraud Penalty

Respondent determ ned that CFC and M. Cordes are |liable for
the fraud penalty for their 1994 and 1995 taxable years. Section
6663(a) provides: “If any part of any underpaynent of tax
required to be shown on a return is due to fraud, there shall be
added to the tax an anount equal to 75 percent of the portion of
t he under payment which is attributable to fraud.” Section
6663(b) provides that if any portion of an underpaynent is
attributable to fraud, then the entire underpaynent shall be
treated as attributable to fraud unl ess the taxpayer shows by a
pr eponderance of the evidence that a portion was not so
attri butable. Respondent has the burden of proving fraud by

cl ear and convincing evidence. Sec. 7454(a); Rule 142(Db).



A. Cordes Fi nance Corp.

In 1997, respondent and CFC executed a partial agreenent,
Form CG 4549, wherein CFC conceded it underpaid taxes in the
amount of $226, 3162 for 1994 and that $226,069 of that
under paynent was attributable to fraud. Respondent |ater issued
a notice of deficiency to CFC in which respondent determ ned CFC
underpaid taxes for 1994 in the amount of $554,941 (%$226, 316 as
agreed; $328,625 in additional deficiencies) and that the entire
under paynent was attributable to fraud. Consequently, respondent
determ ned CFC s fraud penalty for 1994 was $246, 654 nore than
the parties had previously agreed.? CFC disputes this increased
fraud penalty. 28

Respondent’s determ nations are typically entitled to a
presunption of correctness. Wen respondent alleges fraud,

however, respondent nust prove by clear and convincing evidence

26CFC conceded an under paynent of taxes of $226,316 for 1994
based on adjustnents to CFC s bad debt expenses, bad debts
charged to inconme, and interest expenses to John Cordes, Inc.

2’Respondent argued in his opening brief that the only issue
with regard to CFC s liability for fraud is the conputation of
the fraud penalties under the ordering rules of sec. 1.6664-3,
| ncome Tax Regs. Petitioner, however, does not appear to dispute
respondent’s cal culation of the fraud penalties. Petitioner
di sputes only the underlying deficiencies.

28The parties’ partial agreenent also included a concession
by CFC to an underpaynent and a fraud penalty for CFC s 1995
taxabl e year. Respondent |ater determned in his notice of
deficiency that the fraud penalty for 1995 was | ess than the
parties had previously agreed, and CFC has not disputed that
determ nation. W therefore need not address the fraud issue
with respect to CFC s 1995 taxabl e year.
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that (1) there is an underpaynent, and (2) at |east sone of the

under paynent is attributable to fraud. Shaw v. Conmm ssioner, 27

T.C. 561, 570 (1956), affd. 252 F.2d 681 (6th G r. 1958). “If he
carries this burden by clear and convincing evidence, * * * the
correctness of the deficiencies determned by himw | [again] be
presuned.” 1d. This burden does not require respondent to prove
each item conprising the underpaynent set forth in the notice of
deficiency, nor does it require respondent to prove all of the
underpaynent is attributable to fraud. Sec. 6663(b); see also

Shaw v. Commi ssioner, supra at 570; Bencivenga v. Conm ssSioner,

T.C. Meno. 1989-239.

CFC s concession of a $226, 316 under paynent, of which
$226,069 is attributable to fraud, satisfies respondent’s burden
of proving that some part of CFC s underpaynent is due to fraud.

Consol e v. Comm ssioner, T.C Meno. 2001-232 (under paynent

attributable to fraud deened stipul ated under Rule 91(f) for
failure to prosecute can satisfy both elenents of respondent’s

burden of proof); Wagner v. Conm ssioner, T.C Menon. 1996-355

(stipulation to underpaynment satisfies that el enent of

respondent’s burden of proof); Barlow v. Conm ssioner, T.C Meno.

1994-11 (stipulation to underpaynent satisfies that el enent of
respondent’ s burden of proof and stipulation to fraud
acknow edged by Court but decided on other grounds); see also

Frazier v. Conm ssioner, 91 T.C. 1, 12-13 (1988). Consequently,

a part of CFC s 1994 underpaynent is due to fraud. Sec. 6663(b).

Unl ess CFC establishes that a portion of the underpaynent is not
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due to fraud, we nust treat the entire underpaynent as
attributable to fraud. Sec. 6663(b).

CFC has the burden of showi ng by a preponderance of the
evi dence that any of respondent’s determ nations are erroneous or
that any portion of the underpaynent was not attributable to
fraud.?® CFC has failed to neet that burden on all counts. W,
therefore, nmust hold that the entire underpaynent, $554,941, is
attributable to fraud. Sec. 6663(b).

B. Edmund J. Cordes

Respondent determ ned that the portions of M. Cordes’ s 1994
and 1995 underpaynents attributable to fraud are those portions
representing the unreported constructive dividend and interest
incone resulting fromM. Cordes’ s bargai n purchase of CFC s
notes. Again, the burden of proof is on respondent. Respondent
has clearly and convincingly shown that M. Cordes has unreported

constructive dividends and interest income giving rise to

2CFC' s only argument that a portion of the underpaynent is
not so attributable to fraud was “the taxpayer not only relied on
the advice of his C.P.A but also on the advice of the Internal
Revenue Service Agent Ken McGee.” (Record cites omtted.) While
reliance on professionals can be a defense to fraud, CFC could
prevail wth this defense only if it showed it provided the
professional with conplete and accurate information. Korecky v.
Comm ssi oner, 781 F.2d 1566, 1569 (11th Cr. 1986) (quoting
Merritt v. Conm ssioner, 301 F.2d 484, 487 (5th Cr. 1962), affg.
T.C. Meno. 1959-172), affg. T.C. Meno. 1985-63. The facts with
whi ch we were presented indicate just the opposite.

CFC did not turn to professionals for any advice, |let alone
provide themw th conplete and accurate information. The only
occasi on when CFC (through M. Cordes) obtained advice froma
pr of essi onal was when M. Cordes inquired about the deductibility
of | osses upon the sale of CFC s notes. CFC has conceded those
deductions were fraudulently taken.
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under paynents in 1994 and 1995. The only remaining issue is
whet her M. Cordes intended to evade the taxes on these itens
known to be owi ng by conduct intended to conceal, m slead, or

ot herwi se prevent collection of taxes. Stoltzfus v. United

States, 398 F.2d 1002, 1004 (3d Cir. 1968); Row ee v.
Comm ssioner, 80 T.C 1111, 1123 (1983). The issue is one of

fact to be determ ned upon a consideration of the entire record.

Rowl ee v. Commi ssi oner, supra at 1123; Beaver v. Commi ssioner, 55

T.C. 85, 92 (1970). For the reasons di scussed bel ow, we hold for
respondent.

Fraudul ent intent can sel dom be established by direct proof
of the taxpayer’s intention; therefore, fraud is usually
established by drawing inferences fromthe taxpayer’'s entire

course of conduct. Parks v. Commi ssioner, 94 T.C. 654, 664

(1990); Estate of Beck v. Conmm ssioner, 56 T.C. 297, 363 (1971).

The courts have devel oped several indicia or “badges” of
fraudul ent behavior. G rcunstantial evidence which may give rise
to a finding of fraudulent intent includes: (1) Understatenent
of income; (2) inadequate records; (3) failure to file tax
returns; (4) inplausible or inconsistent explanations of

behavi or; (5) conceal nent of assets; (6) failure to cooperate
with tax authorities; (7) filing false docunents; (8) failure to
make estimated tax paynents; (9) dealing in cash; (10) engagi ng

inillegal activity; and (11) attenpting to conceal illegal

activity. Bradford v. Conm ssioner, 796 F.2d 303, 307-308 (9th
Cr. 1986), affg. T.C. Meno. 1984-601; dayton v. Comm ssioner,
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102 T.C. 632, 647 (1994). These “badges of fraud” are
nonexclusive. Mller v. Conm ssioner, 94 T.C 316, 334 (1990).

The taxpayer’s background and the context of the events in
gquestion may be considered as circunstantial evidence of fraud.

Pl unkett v. Conmm ssioner, 465 F.2d 299, 303 (7th Gr. 1972)

(citing Gano v. Conm ssioner, 19 B.T.A 518, 532-533 (1930)),

affg. T.C. Menb. 1970-274.
Respondent has clearly and convincingly shown that M.
Cordes intended to evade tax known to be ow ng by conceal i ng,
m sl eadi ng, and ot herw se preventing the collection of taxes, and
M. Cordes is therefore |liable for the fraud penalty for 1994 and
1995. Wt rely on the following facts in reaching our concl usion:
(1) Respondent denonstrated that M. Cordes consistently
over a period of several years substantially understated his
i ncome by not reporting the constructive dividends or interest

i ncone earned. dayton v. Conmm ssioner, supra at 647; see al so

Steines v. Conmi ssioner, T.C. Mnob. 1995-261. While this

consi stent underreporting alone is not enough to establish fraud,
ot her badges of fraud are present here that nake it clear M.
Cordes’ s behavi or was fraudul ent.

(2) M. Cordes repeatedly failed to cooperate with tax
authorities. Regarding M. Cordes’s 1994 taxable year, the
revenue agent assigned to the case, Ken McGee, requested from M.
Cordes and CFC, which M. Cordes controlled, docunents (such as
the | oan | edger cards) which relate to the constructive dividends

and the interest incone. M. Cordes refused to provide the
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revenue agent with CFC s books or records, refused to conply with
a subsequent summons for the same books and records, and only
conplied with a second-chance letter to provide those docunents
approximately 4 nonths after the initial summons. The revenue
agent issued two additional docunent requests after review ng the
initial docunments, but M. Cordes specifically refused to provide
any additional information. The revenue agent then issued a
summons for those docunents, as well as a summons for the books
and records containing information regarding M. Cordes’s 1995
t axabl e year; those sumonses were issued to Eddy Ben Cordes,
president of CFC, as well as to Bill Burns, Viola Burns, and
M chael Heinz (other adm nistrative personnel). The revenue
agent al so issued a summons to M. Cordes to produce his personal
| edger cards. M. Cordes denied he had those cards and refused
to conply with the summons, although M. Burns and Ms. Burns had
informed the revenue agent that M. Cordes did keep those cards.
Eventual ly, M. Cordes produced 108 | edger cards in parti al
conpliance with a judge’s order. The revenue agent was | ater
able to obtain nore | edger cards from M. Cordes but cumul atively
obt ai ned cards pertaining to fewer than 200 of the 1,168 notes
M. Cordes had purchased from CFC. M. Cordes’s repeated
refusals to cooperate with the revenue agent and his conceal nent
of docunents strongly indicate that M. Cordes’s behavi or was
f raudul ent .

(3) M. Cordes provided fal se docunents to the revenue

agent. M. Cordes, in an effort to prove there were no personal
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| edger cards in excess of those already produced, provided the
revenue agent with docunents that purported to show that the
transferred notes were properly renoved from CFC s books and were
not personally owned by M. Cordes. Those docunents consisted of
purported lien rel eases, each dated to coincide with the date the
note was renoved from CFC s records. The Okl ahoma Tax
Comm ssion’s records, however, evidenced that the |liens were
actually released on | ater dates, indicating that those notes
wer e out standi ng beyond the date CFC renoved themfromits
records. M. Cordes did not deny that the Cklahoma Tax
Comm ssion’s records were accurate. |t appears M. Cordes, or
soneone acting on M. Cordes’s behal f, falsified nany of those
records, intending to deceive the revenue agent, with the goal of
evadi ng taxes known to be owed. This is yet another strong
i ndi cation of fraud.

Like CFC, M. Cordes’s sole defense to respondent’s
assertion of the fraud penalty was that he reasonably relied, in
good faith, on his accountant and the revenue agent. The facts
pertaining to M. Cordes’s reliance are identical to those we
examned with regard to CFC. The facts presented do not allow us
to find M. Cordes reasonably relied on professional advice in
good faith. M. Cordes did not show that he ever requested,
received, or relied on any advice with regard to the transactions
at issue.

Considering all the facts and circunstances, we hold

respondent has clearly and convincingly proven a portion of M.
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Cordes’ s underpaynent is attributable to fraud, and we concl ude
M. Cordes is liable for the fraud penalty for 1994 and 1995.
We have considered the other argunents of the parties, and,
to the extent not discussed herein, we conclude that the
argunents are irrelevant, noot, or neritless.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.
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APPENDI X

Summary of Conceded, Deened Conceded, Conputati onal,

and Settl ed |Issues

The following is a summary of issues and/or adjustnents
conceded, deened conceded, of a conputational nature, or settled.

Docket No. 19027-98, Eddie Cordes, Inc.:
A 1992:
1

Respondent di sal |l owed petitioner’s deduction for a
net operating |oss carryback of $22,453 from 1995.
I n accordance with certain of respondent’s
concessions for the 1995 taxable year and for

pur poses of the Rule 155 conputation, respondent
concedes petitioner incurred a net operating |oss
in 1995 in the anpbunt of $48,872 and that it may
be properly carried back to 1992.

Respondent determ ned petitioner was liable for an
accuracy-rel ated penalty pursuant to sec. 6662(a).

Respondent concedes that determ nation.

Respondent increased petitioner’s taxable incone

by $61, 435 to account for overstated costs of
goods sold. Petitioner concedes this adjustnent.
Respondent concedes that petitioner’s taxable

i ncone shoul d be decreased by $31, 763, pursuant to
sec. 263A, to reflect additional costs of goods
sol d.

Respondent increased petitioner’s taxable incone
by $405, 724 to account for receipt of certain
paynments from M. Cordes. Respondent nmade an

i dentical adjustnent in docket No. 5508-99, in
order to protect the Governnent’s interest.
Respondent concedes this adjustnent in docket No.
19027-98.

Respondent concedes petitioner may be entitled to
deduct a larger anount for charitable
contributions for the taxable year, as and to the

extent shown in the Rule 155 conputation.

Respondent increased petitioner’s taxable incone

by $83,602 to account for overstated costs of
goods sold. Petitioner concedes this adjustnent.
Respondent concedes that petitioner’s taxable

i ncone shoul d be decreased by $31, 764, pursuant to
sec. 263A, to reflect additional costs of goods
sol d.

Respondent increased petitioner’s taxable incone
by $211,612 to account for receipt of certain
paynments from M. Cordes. Respondent nmade an
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i dentical adjustnent in docket No. 5508-99, in
order to protect the Governnent’s interest.
Respondent concedes this adjustnent in docket No.
19027-98.

Respondent concedes petitioner may be entitled to
deduct a larger anount for charitable
contributions for the taxable year, as and to the
extent shown in the Rule 155 conputation.
Respondent’ s adjustnments conputationally
elimnated petitioner’s net operating | oss for
1994. In accordance with certain of respondent’s
concessions and for purposes of the Rule 155
conput ati on, respondent concedes petitioner
incurred a net operating loss for 1995, in an
amount at |east equal to $48,872, and that it may
be carried back to petitioner’s 1992 taxabl e year.
Respondent determ ned petitioner was liable for an
accuracy-rel ated penalty pursuant to sec. 6662(a).
Respondent concedes that determ nation.

4816-99, Joseph P. and Jean Ann Ri chard:

A

1994:
1

The parties previously agreed to increase and
decrease taxable incone to account for a Schedul e
A expense, Schedul e C expenses and depreciation,
Schedul e E i ncone and expenses, and the self-

enpl oynent tax and the self-enpl oynent tax

deducti on.

Respondent made various conputational changes to
petitioners’ taxable incone so that the limtation
of item zed deductions was increased, item zed
deductions were elimnated, the standard deducti on
was all owed, and the exenption anpunt under sec.
151(d)(3) was reduced. The extent to which these
changes affect petitioners’ ultimate liability

wll be calculated in the Rule 155 conputati on.

The parties previously agreed to increase and

decrease taxable incone to account for a Schedul e
A expense, Schedul e C expenses and depreciation,
Schedul e E i ncone and expenses, and the self-

enpl oynent tax and the self-enpl oynent tax

deducti on.

Respondent made vari ous conputational changes to
petitioners’ taxable incone so that the limtation
of item zed deductions was increased, item zed
deductions were elimnated, the standard deducti on
was all owed, and the exenption anpbunt under sec.
151(d)(3) was reduced. The extent to which these
changes affect petitioners’ ultimate liability
will be calculated in the Rule 155 conputati on.
Respondent increased petitioners’ taxable incone
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by $2,258 for wage expense under sec. 45A
Furthernore, respondent allowed a credit against
petitioners’ tax in the anount of $2,258 for the
I ndi an enpl oynent credit. Petitioners had
requested this credit in a claimfor a refund
submtted to respondent. Respondent did not allow
any other portion of the clained refund.
Petitioner did not address these anmounts at trial
or on brief, and we deem petitioners to have
conceded t hese adj ust nents.

5508-99, Eddie Cordes, Inc., Successor by Merger

with Cordes Fi nance Corp.

Docket No.
A. 1994:
1

The parties previously agreed to increase taxable
i ncone for bad debt expenses and bad debts charged
to income. The parties also previously agreed to
decrease taxable incone to reflect an interest
expense paynent nmade to John Cordes, Inc.
Respondent increased petitioner’s taxable incone
by $8,564 to reflect additional gross receipts
(described in the notice of deficiency as “Goss
Receipts — Debit to Incone). Respondent concedes
t hi s adj ust nent.

Respondent increased petitioner’s taxable incone
by $86, 160 to refl ect additional gross receipts
(described in the notice of deficiency as “Goss
Receipts — Credits to Retained Earnings). The
parties stipulated instead to increase taxable

i ncone by $66, 560.

Petitioner concedes respondent’s determ nation

i ncreasing taxabl e incone by $10,380 to refl ect
bad debt recoveries.

Respondent increased petitioner’s taxable incone
by $131,020 to reflect income from n sposted
receipts. The parties stipulated instead to

i ncrease taxable income by $43, 673.

Petitioner concedes respondent’s determ nation

i ncreasing taxabl e incone by $71,910 to refl ect

i ncone from unbooked receipts.

Petitioner concedes respondent’s determ nation

i ncreasi ng taxabl e i ncone by $88,225 to refl ect
paynments on unidentified | oans.

Respondent increased petitioner’s taxable incone
by $405,724 to reflect income fromunidentified
sources. The parties stipulated instead to

i ncrease taxabl e i ncome by $45, 702.

" The parties previously agreed to increase taxable

i ncone for bad debt expenses, bad debts charged to
i ncone, and due to a disallowed net operating |oss
carryover from 1994. The parties al so previously
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agreed to decrease taxable incone to reflect an
i nterest expense paynent made to John Cordes, Inc.
Respondent increased petitioner’s taxable incone
by $138,424 to reflect income from n sposted
receipts. The parties stipulated instead to

i ncrease taxable i ncome by $46, 141.

Petitioner concedes respondent’s determ nation

i ncreasi ng taxabl e i ncone by $16,000 to refl ect
paynments on unidentified | oans.

Respondent increased petitioner’s taxable incone
by $211,612 to reflect income fromunidentified

sources. The parties stipulated instead to

i ncrease taxabl e i ncome by $45, 702.

Respondent increased petitioner’s taxable incone
by $27,250 to reflect an overstatenent to |egal

and professional fees. The parties stipul ated
instead to increase taxable income by $5, 000.
7369-99, Ednmund J. and June J. Cordes:

A

1

1994:

The parties stipulated that for 1994, the
follow ng distributions constitute constructive

di vidends from EClI: $88, 225 from di versi on of
checks fromunidentified | oans; $57,609 from

di version of tag refunds; and $3,826 from excess
payoffs.

The parties stipulated that for 1994, the
follow ng distributions constitute constructive

di vi dends from CFC. $10, 380 from di versi on of
checks from bad debt recoveries; $71,910 from

di versi on of unbooked CFC i ncone; and $45, 702 from
an unexpl ai ned source of funds. Respondent
concedes that portion of his determnation in
excess of the parties’ stipulation.

Petitioners concede receiving $14,078 in Soci al
Security benefits in 1994. The extent to which
they are taxable will be calculated in the Rule
155 conput ati on.

Respondent made various conputational changes to
petitioners’ taxable incone because the increase
in constructive dividends increased petitioners’
taxabl e income so that the limtation of item zed
deductions was increased, item zed deductions were
el i mnated, the standard deduction was all owed,
and the exenption anount under sec. 151(d)(3) was
reduced. The extent to which these changes affect
petitioners’ ultimate liability will be cal cul ated
in the Rule 155 conputati on.

Respondent determ ned petitioner had self-

enpl oynent incone, that petitioner was liable for
the sel f-enployment tax on that inconme, and that
petitioner was entitled to a deduction for a
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portion of that tax. Petitioner’s liability is
decided in the body of the opinion; the deduction
i's conputational.

Respondent concedes petitioners may be entitled to
deduct a larger anount for charitable
contributions for the taxable year, as and to the
extent shown in the Rule 155 conputation.
Respondent determ ned petitioners were |iable for
the fraud penalty pursuant to sec. 6663 on the
portion of the underpaynent attributable to the
constructive dividends and the incone from self
enpl oynent. Respondent concedes that Ms. Cordes

is not liable for that penalty.

" The parties stipulated that for 1995, the

follow ng distributions constitute constructive

di vidends fromECI : $16,000 from di version of
checks fromunidentified | oans; $55,088 from

di version of tag refunds; and $28,514 from excess
payoffs.

The parties stipulated that for 1995, $45,702 from
an unexpl ai ned source of funds constitutes a
constructive dividend from CFC. Respondent
concedes that portion of his determnation in
excess of the parties’ stipulation.

Petitioners concede receiving $14,462 in Soci al
Security benefits in 1995. The extent to which
they are taxable will be calculated in the Rule
155 conput ati on.

Respondent made vari ous conputational changes to
petitioners’ taxable incone because the increase
in constructive dividends increased petitioners’
taxabl e income so that the limtation of item zed
deductions was increased, item zed deductions were
el i mnated, the standard deduction was all owed,
and the exenption anount under sec. 151(d)(3) was
reduced. The extent to which these changes affect
petitioners’ ultimate liability will be cal cul ated
in the Rule 155 conputati on.

Respondent determ ned petitioner had self-

enpl oynent incone, that petitioner was liable for
the sel f-enployment tax on that inconme, and that
petitioner was entitled to a deduction for a
portion of that tax. Petitioner’s liability is
decided in the body of the opinion; the deduction
i's conmputational.

Respondent concedes petitioners may be entitled to
deduct a larger anount for charitable
contributions for the taxable year, as and to the
extent shown in the Rule 155 conputation.
Respondent determ ned petitioners were |iable for
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the fraud penalty pursuant to sec. 6663 on the
portion of the underpaynent attributable to the
constructive dividends and the incone from self
enpl oynment. Respondent concedes that Ms. Cordes
is not liable for that penalty.



