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Pis a former revenue agent with the Internal
Revenue Service and has been a return preparer for over
28 years. P set up J-Co., a wholly owned corporation
purportedly to conduct his accounting business. P also
set up CGCo. to hide his assets fromthe Internal
Revenue Service and X-Co. for his wife's arts and
crafts business. P conducted his accounting business
at his personal residence. P s clients hired him
individually to prepare their returns. P was not an
enpl oyee of J-Co. and was not acting on J-Co.’s behalf
when servicing clients. J-Co. did not engage in a
substanti ve business activity. Neither P nor his
fam |y nmenbers mai ntai ned personal checking accounts.

P deposited all his gross receipts into J-Co.’s account
and paid all his business and personal expenses from
this account w thout maintaining adequate records to
differenti ate between busi ness and personal itens. P
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al so transferred funds fromthis account to the
accounts of C-Co. and X-Co. to allow other famly
menbers to use the funds for personal purposes. P
reported all receipts fromhis accounting services on
J-Co.’ s return, then deducted all business and personal
itens therefrom disguising nost of the itens as “cost
of goods sold”. J-Co. paid no tax. P did not report
any incone fromJ-Co. on his return for 1994, nor did
he report inconme fromthe paynent of personal expenses.
Held: J-Co. is a sham and we disregard it for tax
purposes. Petitioner’s gross receipts, |less allowable
busi ness expenses, are includable in his incone. Held,
further: Pis liable for the fraud penalty under sec.
6663, |.R C.

Joseph J. House, pro se.

John J. Coneau, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

LARO, Judge: These cases are before the Court consoli dated
for purposes of trial, briefing, and opinion. Joseph J. House
(petitioner) and Joseph J. House, Inc. (JJH) separately
petitioned the Court to redeterm ne respondent’s determ nations
of the follow ng deficiencies in Federal incone tax, addition to
tax, and accuracy-related penalties:

Joseph J. House, docket No. 8664-98

Accuracy-rel ated penalty
Year Defi ci ency Sec. 6662(a)

1994 $32,921 $6, 584
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Joseph J. House Inc., docket No. 8665-98

Year ended Addition to tax Accuracy-rel ated penalty
June 30 Deficiency Sec. 6651(a)(1) Sec. 6662(a)
1994 $39, 723 $9, 931 $7, 945

By anendnment to answer in docket No. 8664-98, respondent
affirmatively asserted that petitioner was liable for an
i ncreased deficiency in tax and that petitioner was |liable for
the fraud penalty.! On brief, respondent conceded the deficiency
in tax, addition to tax, and accuracy-related penalty in docket
No. 8665-98. Follow ng concessions of the parties, we decide the
foll ow ng issues:

1. Wether petitioner had unreported incone for 1994
related to his accounting business. W hold he did to the extent
set forth herein.

2. \Wether petitioner is liable for the fraud penalty. W
hol d he is.

Unl ess otherw se indicated, section references are to
applicabl e provisions of the Internal Revenue Code, Rule
references are to the Tax Court Rules of Practice and Procedure,

and dol | ar amounts are rounded.

!Respondent asserted in his amendnent to answer that
petitioner failed to report $156,197 in gross receipts instead of
$77,550 as determined in the notice of deficiency, and he
asserted that the entire deficiency resulting therefromwas
attributable to fraud. Respondent did not set forth a specific
dol | ar anmpbunt for the increased deficiency or the fraud penalty,
stating that the amobunts were conputati onal
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulated facts and exhibits submtted therewith are
i ncorporated herein by this reference. Petitioner resided in
Lockport, Illinois, when he petitioned the Court.

Petitioner has been an accountant and tax return preparer
for over 28 years, and he has a bachelor’s degree in accounting
fromLews College in Lockport, Illinois. Petitioner worked as a
revenue agent for the Internal Revenue Service (the Service) for
5 years in the 1970's. Wile he was at the Service, his duties
i ncl uded auditing Federal inconme tax returns of individuals and
corporations. Petitioner has prepared thousands of Federal
incone tax returns in his career, and he is know edgeabl e about
the Federal inconme tax |laws. Petitioner has also set up hundreds
of corporations for various individuals, and he serves as
regi stered agent for at |east 163 of these corporations.

Petitioner is married to Charl ene House (Charl ene), and they
have two sons, Craig House (Craig) and TimHouse (Tim. Craig
was a construction worker in 1994, and he built at |east two
homes during 1992 through 1994. Timwas a coll ege student at the
University of Central Florida in 1994. During all rel evant
tinmes, petitioner, Charlene, and Craig lived at 210 Miehl,

Lockport, Illinois (Miehl residence). The Miehl residence was
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owned by Lewis Simons (Simmons), who rented the residence to
petitioner.

Petitioner incorporated JJH in 1985 purportedly to conduct
his tax return preparation business. At all relevant tines,
JJH s address and business |ocation were at the Miehl residence.
The Muehl residence has three levels: A basenment, a main floor,
and an upstairs floor where the bedroons are |ocated. Petitioner
conducted his return preparation business in the basenent, and he
saw clients at his office in the basenent.

Ti m has been collecting Walt Disney toys and characters
since he was very young, and his collection today includes
numerous figurines and other collectible itens of a variety of
sizes and types (Disney collection). Petitioner is simlarly
intrigued with M ckey Muwuse, Donald Duck, and the Walt D sney
fantasy, and he enjoys sharing his affinity for these characters
with others.? Wen Timleft honme for college, he left behind his
Di sney col l ection, and petitioner displays the Disney collection
t hroughout the basenent where he neets tax and accounting
clients.

During all relevant periods, petitioner was the benefici al
owner of all JJH s stock. Petitioner did not have an enpl oynent

contract with JJH and he was not an enployee of JJH JJH had no

2For exanple, petitioner submitted his brief to the Court on
a diskette bearing Mckey Muse’'s i mage.
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enpl oyees and no officers or directors. Wen clients obtained
petitioner’s services, they did not execute an engagenent
contract with JJH and the clients did not recogni ze JJH as the
service provider. JJH did not have a rental agreenent for its
of fice space from Si mmons; Simmons had a verbal agreement with
petitioner to rent the entire house to petitioner. JJH did not
engage in a business activity.

Char | ene made fabric and wood country crafts that she sold
to craft malls. Petitioner and Charl ene incorporated Char’s
Country Accents, Inc. (CCA), in 1986 to operate this business.
Charl ene and Craig were the owners and officers. CCA s address
and | ocation were at the Miehl residence.

In 1987, petitioner incorporated an entity he call ed Coastal
Leasing (Coastal) to conceal his assets fromthe Service.
Coastal s address was the Miehl residence. Coastal did not
conduct any business activity, and petitioner used Coastal to
circul ate funds anong and between his other entities and his
famly nmenbers. By 1994, petitioner allowed Craig to operate his
construction activities under the Coastal name to give the
appearance that Craig was a nmature individual with his own

construction conpany.



The Bank Accounts

Nei t her petitioner, Charlene, nor Craig nmaintained any
personal checking accounts of any kind. Petitioner transferred
funds freely anong JJH, CCA, and Coastal, as he saw fit.

1. JJH Account—Petitioner opened an account in the name of

JJH in 1985 (JJH account) over which he had signature authority,
and this account remai ned open throughout 1994. Petitioner used
the JJH account as his personal and business account, and he paid
al | business and personal expenses fromthis account. Charlene

al so had access to the account and used it to pay some of her
personal expenses. Petitioner deposited all incone generated from
his return preparation business into the JJH account. Petitioner
did not designate what anounts in the account, if any, were salary
or other incone to him and he did not docunment whether expenses
paid fromthe account were business or personal. Petitioner

conm ngl ed his personal inconme and expenses with his business

i ncome and expenses without limtation.

As rel evant herein, petitioner wote a total of $150,208 in
checks fromthe JJH account. O the total, $47,105 related to
expenses of operating petitioner’s return preparation business, and
t he $103, 103 bal ance rel ated to personal |iving expenses of
petitioner and his famly.

For 1994, total deposits to the JJH account were $176, 547,
conprising $144,812 in gross receipts and $31,735 in transfers

from CCA's and Coastal’s accounts. Petitioner withdrew virtually
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all of those deposits by either check or withdrawal, |eaving a 1994
endi ng bal ance of $853. The following is a sunmary of the checks

drawn on the JJH account during 1994:

PAYEE/ CATEGORY AMOUNT PERSONAL BUSI NESS
Petitioner $4, 680 $4, 680 -0-
Charl ene 7,725 7,725 - 0-
Coast al 18, 525 18, 525 -0-
CCA 8, 375 8, 375 -0-
Craig 1, 950 1, 950 -0-
Tim 14, 454 14, 454 -0-
Walt Disney Wrld 4, 869 4, 869 - 0-
Uilities? 6, 768 4,125 $2, 643
Lewi s Si mpns? 8, 780 5, 853 2,927
I nternal Revenue Service 4,570 4,570 - 0-
O her® 63,514 21,979 41, 535

Tot al 144, 210 97, 105 47,105

The total electric, gas, and water bills of the Miehl

resi dence were $3,948. W allocate one-third to business use and
two-thirds to personal use as there are no separate neters for

t he basenent of the residence, and petitioner has provided no
credi bl e evidence that this allocation, which was proffered by
respondent, is inproper. The balance of the utilities expense
conpri ses tel ephone expenses allocated $1,362 to personal use and
$1, 458 to busi ness use.

2This represents rent for the Miuehl residence, allocated
one-third to business and two-thirds to personal.

W& allocate the follow ng paynent categories 100 percent to
personal: River Park Apts, $1,360; insurance, $8,631; nedical,
$2,130; m sc. expenses petitioner admts are personal, $3,621.

We allocate the foll owi ng paynent categories 100 percent to

busi ness: Charles Losa, $5,276; Tax Court, $300; Dir. of Labor,
$39; misc. paynents, $10,581; Ofice Max, $598; S.W Financi al,
$1,818; various individuals, $3,677; C ndy Manzzi, $4,485;

Post master, $2,526. On the basis of a reasonable estinmation and
| ack of exact substantiation in the record, we allocate the
foll ow ng paynent categories 50 percent to business and 50
percent to personal (anobunt stated is the total expense): Credit
cards, $6,468; Hintze Auctions, $4,360; cable, $953; autonotive
rel ated, $12, 690.
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None of the above personal expenses were ordi nhary and necessary
busi ness expenses of JJH or petitioner. The checks to
petitioner, Charlene, Coastal, CCA and Craig were for the
personal use of petitioner and his famly. The checks to Tim and
the University of Central Florida were for Tims tuition, room
and board, and ot her coll ege expenses. The autonotive expenses
i ncluded petitioner’s nonthly car paynents, paynents for gas, and
car mai ntenance expenses. The paynents to the I RS were paynents
for petitioner’s and Craig’s Federal incone tax obligations.

2. CCA's Account—€CA had a checki ng account over which

petitioner and Charl ene had signatory authority. Charlene used
this account as her personal checking account. The deposits to
this account during 1994 included $16, 100 in checks from JJH
witten to Charlene and CCA and $9, 000 in checks from Coastal .
Charl ene al so deposited receipts fromher craft business into
this account, but she did not know what portion of the deposits
t hese receipts were. During 1994, Charlene wote approximtely
$30,569 in checks fromthis account, including $9,400 in checks
to JJH, $7,700 in checks to Charlene or Coastal, and other

m scel | aneous checks to cover personal |iving expenses.

3. Coastal’s Account—€oastal had a checking account over

whi ch Charlene and Craig had signatory authority, but petitioner
was in control of the account, and Charl ene and Crai g obtained

petitioner’s approval before using the funds. The Coast al
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account served primarily as a “clearing account” through which
petitioner circulated funds for the purpose of paying Craig s
personal and construction expenses, and other personal expenses
of petitioner’s famly. During 1994, the deposits into Coastal’s
checki ng account consisted of primarily checks witten from JJH
and al so included checks from CCA and a small anount of
unidentified deposits. The transfers fromJJH s account were not
| oans, and the transfers were not related to petitioner’s
accounting business.® Craig used the funds in the Coastal

account to pay sone of his personal living and construction
expenses and to funnel noney to other famly nenbers. During
1994, Craig wote a total of $39,863 in checks fromthis account,
i ncluding $22,335 in checks to JJH and $11,920 in checks to
petitioner, Charlene, CCA and Craig.

Tax Reporting

Petitioner—Petitioner filed a 1994 incone tax return

claimng married filing separate status. Charlene did not file a
return for 1994. On his 1994 return, petitioner reported no

sal ary, wages, dividends, or other conpensation fromJJH He
reported total income of $31,500, conprising $1,000 Schedule C

i ncone, $10,000 rent incone, $3,000 capital gain incone, and

$17,500 as incone froma covenant not to conpete. On the

3Petitioner admtted these transfers were nade “on the basis
of an affinity, of a relationship” between himand his famly.
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Schedul e C attached to his return, petitioner stated that he was
an “accountant”, and that his business nane was “House
Accountant”. Petitioner failed to provide a conpl ete business
address but stated his office was in Lockport, Illinois.

JJHPetitioner prepared and filed returns for JJH for the
fiscal years ending June 30, 1994 and 1995, reporting that the
busi ness activity of JJH was “sal es” and the product or service
was “process”. For these years, petitioner reported the gross
recei pts fromhis accounting business on JJH s returns, reporting
gross recei pts of $156, 197 and $152, 340, respectively. These
gross receipts equaled the total deposits into the JJH account
for both years.* In reporting the total bank deposits as gross
recei pts, petitioner was aware he was including transfers from
CCA's and Coastal’s accounts. In each year, petitioner clained
on JJH s return deductions and cost of goods sold in excess of
the gross receipts, and JJH paid no tax in either year. The
cl ai med deductions and cost of goods sold included the checks
drawn for business and personal itens of $150,208 as set forth
above for cal endar year 1994.

CCA' s Returns—Petitioner prepared and filed a return on

behal f of CCA for 1994, reporting gross receipts of $66, 994,

expenses and cost of goods sold of $68,358, and no taxable

“For the cal endar year 1994, the reported gross receipts
equal the $176,547 in deposits identified above.
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i ncone. Charlene had no idea what these figures conprised or
whet her the reported gross receipts, expenses, and cost of goods
sold were accurate. Mst of the $68, 358 claimed on CCA's return
was |listed as cost of goods sold, and a |l arge portion of the cost
of goods sold figure represented personal |iving expenses of
petitioner and Charl ene.?®

Coastal’s Return—Petitioner prepared and filed Coastal’s

returns for fiscal years ended June 30, 1994 and 1995, reporting
as gross receipts $23,056 and $94, 952, respectively. 1In both
years, the reported expenses exceeded the reported gross
recei pts, and Coastal reported no taxable incone and paid no tax.
Craig signed the returns but had no idea where the reported
i ncome cane fromor whether it was accurate. The reported gross
recei pts conprised primarily checks and transfers fromJJH s
account to Coastal.
The Audit

Revenue Agent Ruby Townsend (Townsend) conducted the audits
of petitioner’s and JJH s returns at issue. Petitioner was
uncooperative with Townsend. Townsend repeatedly requested to
meet with petitioner and requested that petitioner provide

docunents to substantiate the itens on his return and JJH s

SCharl ene adnitted that she used the funds in the CCA
account for personal purposes, and there is insufficient evidence
inthis record to determ ne what itens, if any, were business
rel at ed.
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return. After refusing several tines to neet with Townsend,
petitioner reluctantly appeared for a neeting wherein he provided
no docunents.

Respondent’s Deterni nati on

Respondent determ ned petitioner had unreported inconme in

1994 of $81,879, conputed as foll ows:

Deposits to JJH s account $176, 547
Less: Transfers from CCA (9, 400)
Less: Transfers from Coast al (22, 335)
Total gross receipts 144,812
Less: Business expenses (31,433)
Taxabl e i nconme 113, 379
Less: Reported incone (31, 500)
Unr eported | ncone 181, 879

This figure is respondent’s revised determ nation set forth
on brief and is |l ess than the anobunt he set forth by amendnent to
answer .

Respondent determ ned that JJH is a sham and shoul d be
di sregarded for tax purposes, or, alternatively, that petitioner
i nproperly assigned his incone to JJH.

OPI NI ON

Econom c Reality of JJH

Petitioner was a know edgeabl e fornmer Internal Revenue
Servi ce agent who devised a deceitful plan to divert and di sgui se
his income and used his insight and skill in an attenpt to avoid

det ecti on.
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We first decide whether JJH should be disregarded for tax
pur poses. According to respondent, it should because it |acked
econom ¢ substance and is a sham W agree. The burden of proof
is split in this case. Petitioner has the burden of proof as to
the $77,550 in unreported income respondent determined in the
notice of deficiency. See Rule 142(a). Respondent has the
burden of proof as to the $4,328 increase in unreported i ncone®
and as to fraud. See Rule 142(a) and (b).

There is no dispute that JJH was properly organi zed under
I[llinois |aw. However, even though a corporation is organi zed
under the laws of a State, we may disregard it for Federal tax
purposes if it is no nore than a vehicle for tax avoi dance and

void of a legitimte business purpose. See Gregory v. Helvering,

293 U. S. 465 (1935); Anerican Sav. Bank v. Conm ssioner, 56 T.C

828, 838 (1971); Aldon Hones, Inc. v. Conm ssioner, 33 T.C. 582
(1959). Wiile a taxpayer is free to adopt the corporate form of
doi ng busi ness, a corporation nust engage in sonme neani ngful

busi ness activity to be recognized as a separate entity for tax

purposes. See Mdline Properties, Inc. v. Conm ssioner, 319 U S.

436 (1943); Achiro v. Comm ssioner, 77 T.C 881 (1981). Avoiding

taxation is not a business activity. See National Carbide Corp.

5On brief, respondent maintains that petitioner’s unreported
i ncome was $81,879, |eaving respondent with the burden of proof
on $4, 328, the excess over the $77,550 deternmined in the notice
of deficiency.
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v. Comm ssioner, 336 U S. 422, 437 n.20 (1949); Hi ggins v. Smth,

308 U.S. 473 (1940); Gegory v. Helvering, supra. On this

record, we find that JJH | acked econom ¢ substance and was nerely

a paper entity that engaged in no neani ngful business activity.
The purported purpose of JJH was to render accounting

services, yet it had no enployees to carry out this purpose.’

Petitioner admts he was not an enployee of JJH, testifying at

trial: "As Joseph J. House, the individual, I was not an
enpl oyee. | did not consider nyself an enpl oyee of Joseph J.
House, Inc. | considered nyself an independent contractor”. To

the extent petitioner suggests he was acting on behalf of JJH as
an i ndependent contractor, we are not persuaded. Petitioner was
acting on behalf of hinself individually when he rendered
services to clients. There was no enpl oynent or agency contract
bet ween petitioner and JJH  There is no credible evidence that
there was a rel ationship between JJH and petitioner’s clients or
that the clients recognized JJH as the service provider. The
relationship was directly between petitioner and his clients.
Petitioner’'s clients paid petitioner directly. JJH did not pay
petitioner conpensation for his services and did not issue hima

Form 1099 or W2. To enbrace petitioner’s argunent, we would

‘Petitioner reported a negligible amunt of wages paid on
JIJH s returns but does not argue these wages were paid to him
and the record does not disclose who purportedly earned them
Petitioner has not suggested that JJH s paynent of personal
expenses constitutes conpensati on.
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have to find that he worked for JJH wi thout conpensation. W
decline to do so.

Petitioner did not respect the separateness of JJH, and he
comm ngl ed his incone and expenses with JJH s. Petitioner
mai nt ai ned no personal checking accounts, and he treated JJH s
account as his own. Petitioner had dom nion and control over the

account, and he readily admts that he used it as his own,

boasting at trial: “nmy home, ny style of living, is paid for by
Joseph J. House, Inc.”, and that "personal checkbooks are not a
good thing". See Denali Dental Services v. Conm ssioner, T.C

Meno. 1989-482 (corporation a shamwhere its checking account was
used as a “pocket book” for paynent of sharehol der’s personal
expenses). JJH did not keep separate books and records of the
deposits, checks, transfers, or withdrawals fromJJH s account to
differenti ate between busi ness and personal inconme and expenses.
I nstead, petitioner treated his affairs as one and the sane with
JJH s.

JJH had no managenent other than petitioner, and petitioner
acknow edged that he was in conplete control of JJH
Petitioner’s contention that Charlene and Craig were officers of
JJH does not stand up in the face of the evidence, which shows
that they had nothing to do with its activities. In discussing
the use of the famly corporations, petitioner admtted that

"This whol e operation, this whole function, is ny responsibility
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* * *  These people [Charlene and Craig] don't understand what's
going on. They're part of it, they benefit fromit, and they
don't understand”. Charlene’s testinony corroborates
petitioner’s adm ssion as she was obviously unfamliar with JJH
Charl ene did not know what JJH s assets were, and she had no idea
whether it operated at a profit or loss. Wat Charlene did know
about JJH was that it had a checking account from which she could
w t hdraw funds. Her knowl edge about JJH s affairs stopped there.
Crai g knew even | ess about JJH, admtting that he does not recal
how or why he becane an officer and that petitioner just said
“this is what we’'ll do”. Petitioner’s attenpt to lend | egitinmacy
to the arrangenent by namng his famly nenbers as officers of
JJH i s unavai ling.

JJH did not contract with Simons for rental of the Mieh
resi dence; petitioner did, and Simons believed the rent checks
were personal paynents frompetitioner. Petitioner prepared
Si ”mmons’ tax returns, and Simons considered petitioner
individually his “tax person”. JJH did not have services or
utilities (e.g., telephone and electric) billed in its name, and
there is no other credible evidence that it contracted with third
parties or held itself out to the public as a business. The only
activity in which JJH engaged was receiving, spending, and
circulating the funds earned by petitioner. JJH was essentially

a conduit through which petitioner noved funds. Petitioner



- 18 -
admtted JJH “repetitively and continuously, in the normal course
of its business, transfers noney to account of Coastal Leasing;
it transfers noney to the account of Char’s Country Accents;
transfers noney to and from Joseph Crai g House, the individual”
We find no business purpose for this circular flow of funds.

I n substance, there really was no JJH there was only
petitioner. Petitioner recognized JJH once a year, at tax tine,
and the fact that petitioner so recognized it and filed returns
on its behalf fails to legitimze its existence. As outlined
above, JJH was little nore than a clearing account through which
petitioner noved funds, and the returns were the vehicle through
whi ch petitioner inproperly reported the flow of funds and
paynment of personal expenses to avoid taxes. Petitioner did not
respect the separateness of JJH, nor do we. W disregard JJH for
tax purposes, and we hold that petitioner had unreported incone

in the anount of $66, 207 detern ned as fol |l ows:

Deposits to JJH s account $176, 547
Less: Transfers from CCA (9, 400)
Less: Transfers from Coast al (22, 335)
Total gross receipts 144,812
Less: Business expenses (47,105)
Taxabl e i nconme 97, 707
Less: Reported incone (31, 500)
Unr eported incone 166, 207

This figure is less than the unreported i ncone figure of
$81, 879 advanced by respondent on brief because of our finding
petitioner is entitled to additional business expenses.
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We sustain respondent’s determ nation of unreported inconme to the
extent of $66, 207.

Petitioner maintains that buried somewhere in JJH s |arge
cost of goods sold figure are several other business expenses
whi ch are deductible, in addition to the expenses of $47, 105
al l oned above. W have carefully reviewed all argunents nmade by
petitioner as to his expenses, and we are unpersuaded that he had
busi ness expenses greater than the amounts deci ded herein. For
exanpl e, petitioner argues that in 1990, JJH obtai ned a covenant
not to conpete frompetitioner for $105,000 to be paid over a 6-
year period, and that $17,500 of the cost of goods sold
represents a paynent under the covenant. Purportedly, petitioner
sold his stock in JJHto a friend, Charles Losa (Losa), in
exchange for $1,000 and a covenant not to conpete.® W are
unpersuaded and find petitioner’s testinony and docunentary
evidence on this point not credible. W have already found that
petitioner remai ned the beneficial owner of the JJH stock at al
times, and petitioner’s contention that he transferred anything
other than nomnal title to the stock is not credible. Losa
admtted that he was a shareholder in “nane only” and that the

transfer was effected to get assets out of petitioner’s nane

8The purported covenant provides that petitioner will not
conpete with JJH for 6 years within a 50-m | e radius of the Mieh
residence. Petitioner is precluded fromengaging in the
follow ng activities: “Accounting Wrk, Bookkeeping, Financial
Consul ting, Tax Preparation & Advice, Consulting, Service”.
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because of his tax problens. Further, the purported covenant is
an unsi gned docunent with no effective date, and it does not
identify to whomthe covenant is granted. Most telling,
petitioner’s conduct belies the existence of the covenant. He
engaged in an accounting and tax business within the prohibited
territory during the entire prohibited period. Petitioner’s
contentions as to the covenant are neritless.

Petitioner attenpts to legitimze the paynents nmade by JJH
to Timand the University of Central Florida by arguing the
paynments were attributable to a | ease between JJH and Timfor the
use of Tims Disney collection. Petitioner asserts that JJH nade
paynments for the | ease of Mckey Muse, Donald Duck, Goofy, and
ot her colorful Disney characters in his basenent office as bona
fide business expenses. Petitioner’s story is as fantastic as
the Disney characters thenselves. Petitioner did not know the
val ue of the collection or how many itens were in the collection,
and there is no evidence the D sney collection furthered any
advertising goal. Charlene’ s testinony that she engaged in bona
fide negotiations wwth Timw th respect to a | ease price on New
Year’s Day in 1993 is not credible. The |ease docunent is
concocted and back dated, and the stated rent of $1, 000 per nonth
bears no relation to the actual paynments made to Timor to the

University of Central Florida.
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Petitioner argues that the paynents by JJH to CCA, Coastal,
and Craig were deductible because JJH transferred funds to these
entities “in the normal course of its business”. W disagree.
Petitioner has put forth no credible evidence that these paynents
by JJH to these entities or to Craig are deductible. To the
contrary, petitioner’s own statenents support our finding that
the funds were circul ated without a business purpose to fund
petitioner’s personal expenses. W reject petitioner’s argunent
that the anmounts paid to Simmons are deducti bl e interest
paynments. Sinmmons admitted he rented the Miehl residence to
petitioner, and the fact that Simmons reported the paynents from
petitioner as “interest” on his return i s unpersuasive since it
was petitioner who prepared this return. Finally, petitioner
argues generally that all amounts paid by JJH are deductibl e
because “Personal |iving expenses, when provided by an enpl oyer,
are not incone to the person who receives it”. Petitioner’s
argunment is without nmerit, and, on the basis of his know edge and
experience, petitioner knows it. W find all other testinony and
evi dence not discussed herein in favor of additional deductions
to be unpersuasive or incredible.

Fraud Penalty Under Section 6663

We turn now to the fraud penalty. Respondent bears the
burden of proving by clear and convincing evidence that

petitioners are liable for the penalty for fraud. See sec.
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7454(a); Rule 142(b); Toussaint v. Conm ssioner, 743 F.2d 309,

312 (5th Gr. 1984), affg. T.C Menp. 1984-25; Wight v.

Commi ssioner, 84 T.C 636, 639 (1985). Respondent nust neet this

burden through affirmative evi dence because fraud is never

i nputed or presuned. See Toussaint v. Comm ssioner, supra at

312; Beaver v. Comm ssioner, 55 T.C 85, 92 (1970). The

exi stence of fraud is a question of fact to be resolved fromthe

entire record. See &@jewski v. Comm ssioner, 67 T.C. 181, 199

(1976), affd. w thout published opinion 578 F.2d 1383 (8th G r
1978). Petitioners’ entire course of conduct can be indicative

of fraud. See Stone v. Comm ssioner, 56 T.C 213, 224 (1971);

QO suki v. Comm ssioner, 53 T.C. 96, 105-106 (1969).

To satisfy his burden of proof, respondent nust show two
things. First, respondent nmust prove that an underpaynent
exi sts. Respondent may not rely on petitioner’s failure to
di sprove a deficiency determnation to satisfy this elenent. See

Drieborg v. Conmm ssioner, 225 F.2d 216, 218 (6th Cr. 1955),

affg. in part a Menorandum Qpinion of this Court; Parks v.

Comm ssioner, 94 T.C. 654, 660-661 (1990); Petzoldt v.

Commi ssioner, 92 T.C. 661, 700 (1989). Second, respondent nust

show that petitioners intended to evade taxes known to be ow ng
by conduct intended to conceal, mslead, or otherw se prevent the

collection of taxes. See Stoltzfus v. United States, 398 F. 2d

1002, 1004 (3d Cir. 1968); DiLeo v. Comm ssioner, 96 T.C 858,
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874 (1991), affd. 959 F.2d 16 (2d Cr. 1992); Row ee V.

Comm ssioner, 80 T.C 1111, 1123 (1983).

To satisfy the first prong, there nmust be clear and
convi nci ng evidence to support respondent’s determ nation of an
under paynent; i.e., clear and convincing evidence that JJH was a
sham and that the inconme generated frompetitioner’s accounting
services belonged to him This prong nust be satisfied with
affirmative proof, and a taxpayer’s failure to neet his or her
burden of proof alone wll not suffice. W find such clear and
convi nci ng evidence here. Mich of this evidence cane directly
frompetitioner’s own testinony, including petitioner’s
adm ssions that: He was not an enpl oyee of JJH he paid his
personal expenses from JJH s account; the purported officers of
JJH, Charlene and Craig, knew nothing about JJH he noved funds
in a circular manner anong the accounts of JJH, CCA and Coastal;
and he fabricated the nunbers and categories on his 1994 return
(see discussion of fraud below). These adm ssions together with
t he ot her evidence detail ed under our discussion of the
deficiency are clear and convincing affirmative evidence that
petitioner underpaid his 1994 taxes.

Wth respect to the second prong of the fraud test; i.e.,
that petitioner had the requisite fraudulent intent, fraud may be
proven by circunstantial evidence because fraud can rarely be

established by direct proof of the taxpayer’s intention. See
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Row ee v. Conm ssioner, supra at 1123. Courts have devel oped

various factors or “badges” which tend to establish fraud. Sone
of the “badges of fraud” are: (1) Understating incone, (2)

mai nt ai ni ng 1 nadequate records, (3) failing to file tax returns,
(4) giving inplausible or inconsistent explanations of behavior,
(5) concealing assets, (6) failing to cooperate with tax
authorities, (7) engaging in illegal activities, (8) attenpting
to conceal activities, (9) dealing in cash, and (10) failing to

make estimated tax paynents. See Bradford v. Conm ssioner, 796

F.2d 303, 307-308 (9th Gir. 1986), affg. T.C. Meno. 1984-601;

Cayton v. Conm ssioner, 102 T.C 632, 647 (1994). W consi der

this list nonexclusive, and we take into account all the unique
facts and circunstances of every case in determ ning whet her
fraudul ent intent exists.

After exam nation of sonme of the applicable factors above as
well as other factors in this case, we conclude respondent has
satisfied his burden of proving fraud. Petitioner is a fornmer
| nt ernal Revenue Service agent, which gives himinsight into
audit techniques and the Service’ s neans of detecting inaccurate
returns. He has practiced as a return preparer and account ant
for over 20 years, and he is know edgeabl e about tax | aw.
Petitioner put his knowl edge and insight to use and tried to
di sgui se his incone to underpay his taxes, and he tried to

circunvent detection of his deceit by the Service. |In filing his
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return for 1994, petitioner knew he was not reporting his income
from his accounting business or the incone attributable to JJH s
paynment of his personal expenses, and he knew this was contrary

to the tax | aw. See Taxpayers Assi stance Corp. v. Commi SSioner,

T.C. Meno. 1988-343 (taxpayer’s background and experience taken
into account as evidence of fraud).

Petitioner used JJH, CCA, and Coastal to conceal his incone
and personal expenses. The corporations were a critical part of
his schene. Petitioner frequently circul ated funds anong JJH,
Coastal, and CCA for no business purpose and then used the funds
in these accounts to pay personal expenses. JJH s and Coastal’s
bank accounts were petitioner’s and Charl ene’s personal
pocket book. CCA' s bank account was al so Charl ene’s personal
pocket book, and petitioner funneled noney fromJJH and Coastal to
this account to fund Charlene’s expenditures. The use of a
corporation to disguise the personal nature of inconme and

expenses is evidence of fraud. See Truesdell v. Conm ssioner, 89

T.C. 1280, 1302-1303 (1987); Benes v. Conm ssioner, 42 T.C. 358,

383 (1964), affd. 355 F.2d 929 (6th CGr. 1966).

Petitioner clained the living expenses detailed in our
findings of fact as busi ness expenses on JJH s return, concealing
them as cost of goods sold. Petitioner deliberately
m scharacterized JJH s business activity on its returns to create

t he appearance JJH was a nerchandi se busi ness rather than a
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servi ce business, stating that JJH s business activity was
“sales”, and that the product or service was “process”. 1In so
m scharacterizing, petitioner intended that a | arge portion of
t he personal expenses be buried in cost of goods sold, mnimzing
the possibility that the personal nature of the expenses would be
detected.® These clainms were false and petitioner knew it.?1
Petitioner’s testinony that “any personal expenses that are paid
by the corporation are not deducted by the corporation” is not
credible. Finally, petitioner’s failure to include in his incone
JJH s paynment of his personal expenses resulted in a |arge
under statenent of his incone.

Petitioner failed to naintain adequate records of his inconme
and expenses. Petitioner maintained three corporate checking
accounts fromwhich he paid all business and personal expenses,
and he nmai ntained no records to determ ne which expenses were
busi ness or personal. The records petitioner did keep were
i nadequate. Petitioner purportedly maintained a | edger for his
“draw account” fromJJH  This | edger recorded negligi bl e anmunts

as “drawn” by petitioner, did not include JJH s paynent of the

°Petitioner was aware that the | argest expense of a
mer chandi si ng business is generally cost of goods sold, and he
knew a | arge cost of goods sold was less likely to “red flag” his
return than | arger expenses el sewhere on the return.

1°As just one exanple, petitioner admtted that the
i nsurance paid by JJH to Prudential was a personal expense, and
that he deducted it anyway, stating: “It’s not probably
technically, in the truest accounting sense a good thing to do”.
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personal expenses, and did not correlate with the nunbers on
petitioner’s return.

Petitioner admts he engaged in a pattern of concealing
assets fromthe Service, and he was not reluctant to acknow edge
his disdain for paying taxes, bragging at trial that he forned
Coastal to hide his assets fromthe Service.

Petitioner failed to cooperate during the audit, and his
claimthat the flood of the Miuehl residence prevented himfrom so
doing is not credible. The flood did not destroy rel evant
docunents requested by respondent, such as bank statenents,
cancel ed checks, or deposit slips, as evidenced by the fact
petitioner was able to produce these docunents close to trial.

Petitioner precisely included in the income of JJH al
anounts deposited into its bank account, notw thstanding the fact
t hat he knew he was including transfers between accounts and
doubl e counting incone. Petitioner points to this as evidence
there was no intent to deceive. To the contrary, this was part
of the deception plan. Petitioner admtted that he knew a tax
audi tor woul d al ways conpare bank statenents with reported
receipts. Petitioner’s ensuring that the nunbers matched was his

attenpt to deceive the Service into believing his return and

1petitioner testified: “Now, the problemw th that incone
is that it includes transfers and/or | oans and/or exchanges of
nmoney between those corporations of Joseph House, Coastal Leasing
and Char’s”.
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JIJH s return were accurate. This double counting of income was
of no consequence to petitioner since he managed to nani pul ate
the nunbers on all returns to the point where there was little to
no taxabl e incone.

Petitioner intentionally m scharacterized itenms of incone on
his 1994 return. He reported total incone of $31,500, conprising
$1, 000 Schedule C incone, $10,000 rent incone, $3,000 capital
gain incone and $17,500 as income froma covenant not to conpete.
At trial, he admtted these categories were all concocted,
stating: “I don't mnd giving you [IRS] the el bow, but |I'm not
going to lie to him[the Court]”. Petitioner m scharacterized
his income to avoid self-enploynent tax and to deter the Service
from di scovering unreported incone related to JJH  Petitioner’s
| ack of candor was preval ent throughout the discovery process and
trial.??

Petitioner filed a separate return to avoid paynent of taxes

on the unreported incone in the event he got caught.?®3

2By interrogatory, respondent asked why JJH paid the
University of Central Florida, and petitioner stated the paynents

were for “equi pnent rental”. Wen questioned on cross-
exam nation about why JJH paid petitioner’s personal |iving
expenses, petitioner stated: “lI've got to |live sonewhere".

BCharl ene did not file and testified that she bought her
husband out of JJH and took his nanme off everything including the
CCA signature card because of the IRS collection activity. In
avoiding the joint and several liability of a joint return,
petitioner hoped to remain free to transfer assets and inconme to
Charlene to frustrate the Service's collection activities.
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Petitioner’s attenpt to legitimze JJH s paynent of personal
expenses with his fabricated D sney collection | ease story and
the covenant not to conpete story is further evidence of
petitioner’s fraudulent intent. These concocted stories show
petitioner does not hesitate to manufacture facts and events to
further his interests.

Petitioner’s fraudul ent schene was not just a famly affair,
and he recommended it to others. He set up 163 corporations for
ot her taxpayers. 1In at |east one such case where the Service
chal | enged the personal expenses paid by the corporation and
deducted as cost of goods sold, petitioner advised his clients to
settle, stating: “Hey, we got away with it for ten years, it's
tinme”. At trial, petitioner proudly stood by his prior
statenment, bragging: “it was good advice then and | stand by it
now’ .

We conclude on this record that “it’s tinme” for petitioner
al so. Respondent has proven by clear and convi ncing evi dence
that petitioner underreported his income in 1994 with the
fraudul ent intent of evading taxes. W sustain respondent’s

determ nation as to fraud.

Ypetitioner simlarly disliked having to pay out-of-State
tuition for Timat the University of Central Florida, so he
perpetuated the Di sney collection | ease schene to create the
appearance that Timwas sel f-sufficient and had fixed i ncone.
This allowed Timto obtain residency status for tuition purposes.
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We have considered all other argunents advanced by
petitioner for a contrary result and, to the extent not discussed
herein, find themto be irrelevant or without nerit.

Deci sion will be entered under

Rul e 155 in docket No. 8664-98;

decision will be entered for

petitioner in docket No. 8665-98.




