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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

RUVWE, Judge: These cases were consolidated by notion of the
parties for purposes of trial, briefing, and opinion. Respondent

determ ned deficiencies in petitioners’ Federal incone taxes,
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additions to tax pursuant to section 6654,! accuracy-rel ated
penal ti es pursuant to section 6662(a), and fraud penalties
pursuant to section 6663 for the taxable years 1995, 1996, and

1997, in the follow ng anounts:

Additions to Tax Penal ties
Year Defi ci ency Sec. 6654 Sec. 6662(a) Sec. 6663
1995 $98, 690 -- $19, 738. 00 --
1996 61, 038 $305. 73 1, 150. 80 $41, 463. 00
1997 24,818 66. 23 774. 60 15, 708. 75

After a concession by respondent the issues to be decided
are as follows:

(1) Whether funds deposited into a bank account held in the
name of a purported trust are taxable inconme for the taxable
years 1995, 1996, and 1997 in the respective anounts of $58, 057,
$149, 774, and $58, 622;

(2) Whether petitioners failed to report $7,725 as
additional inconme in 1997 relating to petitioner Ray Sowards’s
| aw practi ce;

(3) Whet her respondent erroneously disall owed deductions for
expenses allegedly incurred in 1996 and 1997 relating to

petitioner Ray Sowards’s | aw practice;

IAIl section references are to the Internal Revenue Code in
effect for the taxable years at issue, and all Rule references
are to the Tax Court Rules of Practice and Procedure.
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(4) Wet her respondent erroneously disall owed deductions for
expenses allegedly incurred in 1996 relating to petitioner
Marilyn Sowards’s purported organi zational consulting business;

(5) Whether petitioner Ray Sowards is liable for fraud
penal ti es pursuant to section 6663 for the taxable years 1996 and
1997;

(6) Whether petitioners are liable for accuracy-rel ated
penal ti es pursuant to section 6662(a) for the taxable years 1995,
1996, and 1997;°2

(7) Whether petitioners are liable for additions to tax for
failure to pay estimated tax pursuant to section 6654 for the
t axabl e years 1996 and 1997;° and

(8) Whether petitioner Marilyn Sowards is entitled to relief
fromjoint and several liability pursuant to section 6015 for the
t axabl e years at issue.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

The stipulation of facts, the second stipulation of facts, the

stipulation of settled issues, and the attached exhibits are

2Respondent determ ned a negligence penalty pursuant to sec.
6662(a) for 1995 prem sed upon the entire anount of the
deficiency. Wth respect to 1996 and 1997, respondent determ ned
negl i gence penalties as an alternative to the fraud penalty and
for the deficiency amounts related to | ack of substantiation.

3Petitioner Ray Sowards concedes the applicability of this
addition to tax based upon the Court’s opinion and conputation
under Rul e 155.
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i ncorporated herein by this reference. At the tinme of filing the
petition, petitioners resided in San Jose, California.
Petitioners have been married to each other since 1969. At the
time of filing the petition, petitioners were in the process of

di ssolving their marriage; they have lived in separate abodes

si nce 1997.

Petitioner Ray Sowards (M. Sowards) worked for Pacific Gas
and Electric (PGE) until he becane disabled in the m d-1980s. He
received disability inconme from PGE during the years at issue.
M. Sowards graduated from Lincoln Law School in 1985. He was a
licensed attorney in the State of California at the tine the
returns at issue were filed. Additionally, during the
af orenenti oned period, M. Sowards was admtted to practice
before this Court.

After graduating fromlaw school, M. Sowards opened a | aw
practice. H s practice concentrated on what he described as
asset protection. In or about the end of 1993 or 1994, M.
Sowar ds becane acquainted with Robert Strong (M. Strong). M.
Strong operated a business entity known as System Two Limted
(STL). STL was in the tax and financial services business, and
it prepared tax returns. As part of this business, STL pronoted
business trusts. STL's pronotion activities included sem nars.
M. Sowards participated in these pronotion activities. During

the years at issue, M. Sowards worked at an office | ocated at
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STL's place of business. M. Sowards went to his STL office on a
regul ar basi s.

M. Sowards, STL, and M. Strong had a cl ose busi ness
relationship.* M. Sowards, M. Strong, and STL referred clients
anong thensel ves. M. Sowards perforned |egal services for STL
and advi sed nany of STL's clients.® M. Sowards travel ed and
assisted M. Strong with sem nars pronoting STL's services
conducted in Ohio, Hawaii,® Al aska, and Texas. STL rei nbursed
M. Sowards for business and travel expenses. STL also provided
M. Sowards with an Anerican Express credit card.

On or about June 1, 1994, M. Sowards, with the assistance
of M. Strong, purportedly created an intervivos trust nanmed
Weal th Preservation Assistance (WPA). M. Sowards was the sole
grantor of WPA. 7 The trust docunent states that WPA's busi ness
purpose is “diversification of business activities and business

assets for planned constructive growh.”

‘Petitioner Marilyn Sowards (Ms. Sowards) testified that M.
Strong and her husband had a contract rel ationship.

SM. Sowards testified that he perforned these | egal
services as a courtesy and on a pro bono basis.

l'n one of the years at issue, M. Sowards traveled to
Hawaii as nmany as nine tinmes to assist M. Strong with the STL
sem nars.

M. Sowards testified that there were three nmain reasons
for establishing WPA: (1) For use in doing charitable, pro bono
| egal work; (2) for use on sone mnor business transactions; and
(3) for use in estate planning. WPA was never used for
charitabl e purposes or as a business entity.
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M. Sowards purportedly assigned certificates of beneficial
interest in WPAto his wife, Ms. Sowards, and their six
children.® M. Sowards did not informhis wife or children of
their purported beneficial interests in WPA

M. Sowards opened and nai ntai ned a bank account under the
WPA nane at the Bank of MIipitas, account No. 1109898 (WPA's
bank account). He had sole signatory authority over WPA' s bank
account. During the relevant years, M. Sowards controlled and
made all day-to-day decisions regarding WPA. Ms. Vera Morris
(Ms. Morris) was naned sole trustee of WPA. Ms. Morris was an
enpl oyee of STL and the nother-in-law of M. Strong. WPA did not
file Federal incone tax returns for 1995, 1996, or 1997.

For the tax years at issue, STL issued checks to WPA
approxi mately every week. On an approxi mately weekly basis, M.
Sowards submtted statenents to STL for the WPA paynents he
received. The dated statenents read “To: System Two Limted,”
“From WPA,” “For: Legal Conpliance” and |list an anount “Due”.
The statenents for 1996 and 1997 list total anmounts due to WPA

from STL of $131, 700 and $46, 853. 52, respectively.

8. Sowards purportedly assigned the foll ow ng percentages
of beneficial interest in WPAto the foll ow ng nenbers of his
famly, 25 percent to his wife and 12.5 percent to each of his
six children: Jared V. Sowards, Benjam n J. Sowards, Rachel H
Sowards, Emly M Sowards, N colas L. Sowards, and Julie A
Sowar ds.
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Additionally, M. Sowards submtted rei nbursenent requests to STL
for expenditures for gasoline.

During 1995, STL issued 65 checks made payable to WPA in the
total amount of $65,833. Al the aforenentioned checks were
deposited into WPA's bank account. During 1996, STL issued 56
checks nmade payable to WPA in the total anount of $128,000. Al
the af orenenti oned checks were deposited into WPA's bank account.
During 1997, STL issued 19 checks in the total amount of $50, 345
made payable to WPA.  All the aforenenti oned checks were
deposited into WPA's bank account.

In 1995, 1996, and 1997, M. Sowards wote checks totaling
$51, 484. 84, $121,685.21, and $62,876. 44, respectively, fromWPA' s
bank account. Mdst of the checks witten on WPA's bank account
were used to pay for his famly' s expenses. For exanple, M.
Sowards wote checks to his wife, Ms. Sowards, to the famly’s
church, to a tel ephone conpany, to a nortgage | ender, etc.
Additionally, in 1995, 1996, and 1997, M. Sowards w ote checks
made payable to cash in the total amounts of $2,800, $18, 404. 74,
and $7, 430, respectively.

M. Sowards al so maintai ned a bank account at the Bank of
the West, account No. 24054726° and a personal joint checking

bank account with his wife at First Interstate Bank, account No.

Fromthe transactions stipulated by the parties, M.
Sowar ds appears to have used this bank account for his | aw
practice.
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684- 0- 18497 (the joint checking account).!® Sone of the funds
deposited into WPA's bank account were subsequently transferred
via checks to the joint checking account. Petitioners used the
funds in their joint checking account to pay for their living
expenses.

In 1995, M. Sowards wote 39 checks totaling $12,995 from
WPA' s bank account to Ms. Sowards. |In 1996, M. Sowards wote 59
checks totaling $17,538 from WPA's bank account to Ms. Sowards.
In 1997, M. Sowards wote 28 checks totaling $12,047.20 from
WPA' s bank account to Ms. Sowards. Ms. Sowards deposited the
af orenenti oned checks into the joint checking account. In 1997,
petitioners borrowed $30,000 froma third-party |lender. Part of
the | oan proceeds was deposited into the joint checking account
and used to pay, inter alia, credit card bills and hone
i nprovenent expenses. !

On their 1996 return, petitioners included a Schedule C,
Profit or Loss From Busi ness, for “business consulting” that M.
Sowards al | egedly operated. Respondent denied all the expenses
associated wth this business for |ack of substantiation. During
respondent’ s exam nation, Revenue Agent Terry Dal ei den (Agent

Dal ei den) questioned M. Sowards about this business and these

\Wel | s Fargo bank took over First Interstate Bank, and
petitioners’ account nunber changed to 0515-660033.

10On Apr. 16, 1997, $13,000 of the | oan proceeds was al so
deposited into WPA's bank account.
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expenses. M. Sowards represented to Agent Dal eiden that his

w fe perfornmed paral egal services associated with his | aw
practice. Simlarly, in responding to respondent’s interrogatory
concerning the substantiation of the business consulting
expenses, M. Sowards answered: “All of petitioners’ financial
and tax data for the years in dispute were destroyed in a fire on
April 8, 1998.” 1In his second set of interrogatories, respondent
asked M. Sowards to “State what duties Marilyn Sowards perforned
as an organi zational consultant during 1996.” M. Sowards
responded: “Marilyn Sowards perfornmed light filing and mailing.”
However, Ms. Sowards never had a consulting business. M.

Sowar ds fabricated the business. *?

On their 1996 and 1997 returns, petitioners included
Schedules C for M. Sowards’s |law practice. On these Schedul es
C, petitioners clainmed deductions for expenses of $11,197 and
$14,805 for 1996 and 1997, respectively. Respondent denied al
of petitioners’ clained deductions for |lack of substantiation.
Addi tionally, respondent inputed additional incone of $7,725 in
1997 to petitioners fromthe |aw practice utilizing the bank

deposits nethod of incone reconstruction.

2M. Sowards testified at trial that the incone and
expenses shown on his wife’'s Schedule C were fromhis | aw
practice and that he reported themon his wife’s Schedule C to
get credit for Social Security purposes. M. Sowards did not
know of the cl ained existence of “her” fabricated organi zati onal
consulting business until the Internal Revenue Service (IRS)
commenced the exam nation of petitioners’ returns.
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Ms. Sowar ds graduated from Bri gham Young University in 1969
and thereafter attended Cal -State Hayward for 2 years. She has
never taken an accounting course. During the years at issue, M.
Sowar ds was a stay-at-honme nother and honermaker. Her work
hi story consists of 2 years of teaching primary school in or
about 1969, 2 years as a reading specialist in a prinmary school
after petitioners’ separation in 1997, and 2 nonths as a nanny in
2000.

Ms. Sowards knew little of her husband’ s business affairs.
Her husband refused to provide and di scuss with her any
i nformati on concerning his finances. For exanple, she had no
know edge of the alleged | oan agreenent by and between M.
Strong/ STL and her husband. She was unaware that WPA was a trust
of which she and her children were the naned beneficiaries. As
both petitioners testified, she was never given a copy of the
shares of beneficial interest. Her husband told her that WPA was
t he nane he gave his law practice’s “operating” bank account.
She believed that the approximately weekly checks witten to her
fromthe WPA account were drawn on the law firm s business
account. She testified that she never knew how nuch noney her
husband was maki ng and that the famly lived “nonth-to-nonth”.

She had no access to WPA bank account statements. She did know,

BMs. Sowards testified that upon questioning her husband
about the nane, “he just said that WPA would nean sonething to
the elderly, sonething fromthe war days.”
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however, that her husband woul d separately wite WPA checks for
her children’s needs such as tuition, rent, etc.

Ms. Sowards did not participate in the preparation of the
couple’s tax returns except for a few conversations with the tax-
return preparer concerning, for exanple, the nunber of charitable
deductions. She never reviewed the tax returns; her husband told
her to sinply sign the returns. Petitioners expended no noneys
on | avish itens.

In the spring of 1997, STL noved its offices to a new
| ocation in Frenont, California. M. Sowards did not nove with
STL. After STL noved its offices, M. Sowards performed no
further business services for STL and ceased receiving STL checks
witten to WPA

M. Jesus Flores (M. Flores) prepared petitioners’ 1995 and
1997 returns. Petitioners’ 1996 return was prepared by Anerican
Tax Professional. M. Sowards never nentioned WPA or STL to M.
Fl ores.

OPI NI ON

A. Burden of Proof and Section 7491(a)

M. Sowar ds!® argues that respondent bears the burden of

proof wth respect to factual matters because: (1) The

“Ms. Sowards testified that her husband | ost his contract
with STL.

Vs, Sowar ds did not advance any argunent concerning the
applicability of sec. 7491l.
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exam nation of petitioners’ returns commenced after July 22,
1998; (2) M. Sowards introduced credi ble evidence as to al
contested issues; (3) he conplied with all substantiation
requi renents; and (4) he cooperated with respondent’s reasonabl e
requests. Respondent argues that with regard to petitioners’
1995 return, section 7491 is inapplicable since the exam nation
commenced prior to the effective date. Respondent relies upon
Agent Daleiden’'s testinony that the first contact letter was sent
to petitioners in April of 1998. Wth respect to 1996 and 1997,
respondent argues that petitioners have failed to conply with the
requi renments of section 7491(a)(2)(A) and (B). For the reasons
detailed below, we find the burden of proof does not shift to
respondent.

Cenerally, a determ nation nmade by the Conmm ssioner in a
notice of deficiency issued to the taxpayer is presuned correct,
and the taxpayer bears the burden of proving that determ nation

incorrect. Rule 142(a); Welch v. Helvering, 290 U S. 111, 115

(1933). However, section 7491(a)(1) provides that if the

t axpayer introduces credi ble evidence wwth respect to any factual
i ssue relevant to ascertaining the tax liability of the taxpayer,
t he burden of proof shifts to the Conm ssioner with respect to
that issue. Section 7491(a) was added to the Code by the

I nt ernal Revenue Service Restructuring and Reform Act of 1998

(RRA 1998), Pub. L. 105-206, sec. 3001, 112 Stat. 726.
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Section 7491(a) (1) applies in court proceedings arising only
in connection with exam nations comencing after July 22, 1998. 1
See RRA 1998 sec. 3001(c), 112 Stat. 727. Agent Daleiden’s first
contact letter regarding 1995 was nailed to petitioners in Apri
1998. Accordi ngly, respondent’s exam nation of petitioners’
1995 return commenced prior to the effective date of section

7491. Seawright v. Conm ssioner, 117 T.C 294 (2001). Thus, we

find section 7491 inapplicable to petitioners’ 1995 return.

Since the exam nation of petitioners’ 1996 and 1997 returns
commenced after the effective date of section 7491, we nust
consider the provisions of that section. The burden of proof
will shift to the Comm ssioner only after the taxpayer introduces
“credi bl e evidence” with respect to a factual issue relevant to
ascertaining the taxpayer’s incone tax liability. See sec.
7491(a). The statute fails to define what constitutes “credible
evi dence”. The conference commttee report assists in

determining its intended neaning:

1The House conference report states:

An audit is not the only event that would be considered
an exam nation for purposes of this provision. For
exanpl e, the matching of an information return against
anounts reported on a tax return is intended to be an
exam nation for purposes of this provision. Simlarly,
the review of a claimfor refund prior to issuing that
refund is also intended to be an exam nation for
purposes of this provision. [H Conf. Rept. 105-599, at
242 (1998), 1998-3 C.B. 747, 996.]
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Credi bl e evidence is the quality of evidence which,
after critical analysis, the court would find
sufficient upon which to base a decision on the issue
if no contrary evidence were submtted (w thout regard
to the judicial presunption of IRS correctness). A

t axpayer has not produced credi ble evidence for these
purposes if the taxpayer nerely makes inpl ausible
factual assertions, frivolous clains, or tax protestor-
type argunments. The introduction of evidence wll not
meet this standard if the court is not convinced that
it is worthy of belief. |[If after evidence from both
sides, the court believes that the evidence is equally
bal anced, the court shall find that the Secretary has
not sustained his burden of proof. [H Conf. Rept.
105-599, at 240-241 (1998), 1998-3 C. B. 747, 994-995.]

See Higbee v. Conm ssioner, 116 T.C 438 (2001). |In support of

his position that anounts received from STL were | oans, M.
Sowards offered only his self-serving testinony and an al | eged

| oan docunent. We find that M. Sowards was not a credible

W tness; his testinony was vague, inconsistent, and inplausible.
Further, as detailed infra, we find that the paynents from STL
were received for services that M. Sowards rendered. M.
Sowards also failed to present credi ble evidence that other
deposits to his bank accounts were not taxable inconme or that
deductions disall owed by respondent should be allowed. As such,
we find that M. Sowards failed to present credible evidence.

See Hi gbee v. Conm ssioner, supra; Tokh v. Conmi ssioner, T.C

Meno. 2001-45, affd. 25 Fed. Appx. 440 (7th Cr. 2001).
In addition, the application of section 7491(a)(1) is
l[imted by section 7491(a)(2), which provides in pertinent part:

SEC. 7491(a). Burden Shifts Were Taxpayer
Produces Credi bl e Evidence. --



(2). Limtations.--Paragraph (1) shall apply
wWith respect to an issue only if--

(A) the taxpayer has conplied with the
requi renents under this title to substantiate
any item

(B) the taxpayer has maintained al
records required under this title and has
cooperated wth reasonabl e requests by the
Secretary for w tnesses, information,
docunents, neetings, and interviews * * *

One of the issues to be decided in this case is whether
petitioners have adequately substanti ated those expenses cl ai ned
on their returns and disall owed by respondent. The |egislative
hi story of section 7491 explicates:

Not hing in the provision shall be construed to
override any requirenment under the Code or regul ations
to substantiate any item Accordingly, taxpayers nust
nmeet applicabl e substantiation requirenents, whether
general ly inposed or inposed with respect to specific
itenms, such as charitable contributions or neals,
entertai nment, travel, and certain other expenses.
Substantiation requirenents include any requirenent of
the Code or regulations that the taxpayer establish an
itemto the satisfaction of the Secretary. Taxpayers
who fail to substantiate any itemin accordance wth
the I egal requirenent of substantiation will not have
satisfied the legal conditions that are prerequisite to
claimng the itemon the taxpayer’s tax return and w ||
accordingly be unable to avail thenselves of this
provi sion regarding the burden of proof. Thus, if a
taxpayer required to substantiate an itemfails to do
so in the manner required (or destroys the
substantiation), this burden of proof provision is
i napplicable. [H Conf. Rept. 105-599, supra at 241,
1998-3 C.B. at 995; fn. refs. omtted; enphasis added.]

As we find infra, petitioners failed to adequately substantiate

t hose deductions clained on their returns.
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Accordingly, we find that the burden of proof with respect
to the underlying deficiencies remains on petitioners.?

B. Reconstruction of Petitioners’ |ncone

Unreported | ncone

In the notices of deficiency, respondent determ ned that
petitioners had additional inconme for 1995, 1996, and 1997 of
$58, 057, $149, 774, and $66, 347, respectively. 1In the case of
1995, all additional inconme is attributable to noney that STL
transferred to WPA. 18 For 1996 and 1997, the vast mmjority of
t he additional reconstructed incone is attributable to STL
paynments to WPA.

Section 61(a) defines gross incone as “all income from
what ever source derived.” Every person liable for incone tax
nmust mai ntai n books and records sufficient to establish the

anount of his gross incone. Sec. 6001; DiLeo v. Conm ssioner, 96

T.C. 858, 867 (1991), affd. 959 F.2d 16 (2d Cr. 1992). The
Secretary is authorized and has great latitude in reconstructing
i ncone in accordance with any reasonabl e nethod that accurately

reflects actual incone. Secs. 446(b), 6001; Petzoldt v.

OfF course, with regard to the fraud penalty, respondent
bears the burden of proof. Secs. 7491(a)(3), 7454(a); see
di scussion, infra.

8Al t hough the evidence for 1995 shows total STL deposits
into WPA's bank account of $65,833, in the notice of deficiency,
respondent only determ ned additional unreported incone of
$58, 057. Respondent is not seeking an increase in the deficiency
anount for 1995.
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Commi ssioner, 92 T.C. 661, 687 (1989); Menequzzo v. Conm SsSi oner,

43 T.C. 824, 831 (1965); see Taglianetti v. United States, 398

F.2d 558, 562 (1st G r. 1968), affd. on other grounds 394 U. S.

316 (1969); Ransey v. Conmm ssioner, T.C Menp. 1980-59; Bolton v.

Conmi ssioner, T.C. Menp. 1975-373. The reconstruction of a

t axpayer’s income need only be reasonable in light of al

surrounding facts and circunstances. dddio v. Conmm ssioner, 54

T.C 1530, 1533 (1970); Schroeder v. Comm ssioner, 40 T.C 30, 33

(1963).

To reconstruct petitioners’ gross incone, respondent
utilized the bank deposits nethod. The bank deposits nethod of
i ncone reconstruction has | ong been sanctioned by the courts.

Cayton v. Comm ssioner, 102 T.C 632, 645 (1994); Estate of

Mason v. Conmm ssioner, 64 T.C 651, 656 (1975), affd. 566 F.2d 2

(6th Gr. 1977); Bolton v. Conm Ssioner, supra.

Bank deposits constitute prima facie evidence of incone.*®

Tokarski v. Conm ssioner, 87 T.C. 74, 77 (1986). This nethod of

determ ning a taxpayer’s inconme assunes that all the noney
deposited into a taxpayer’s bank accounts during a specific

period constitutes taxable incone. Price v. United States, 335

F.2d 671, 677 (5th Cr. 1964). O course, “the Governnment nust

¥9“1f the taxpayer feels that the Governnent’s nethod of
conputation is unfair or inaccurate, the burden is on himto show
such unfairness or inaccuracy.” Dileo v. Conm ssioner, 96 T.C
858, 871 (1991), affd. 959 F.2d 16 (2d Cr. 1992).
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take into account any non-taxabl e source or deducti bl e expense of
which it has know edge.” |1d. Furthernore, “The fact that the
Comm ssi oner was not conpletely correct does not invalidate the

met hod enployed.” DilLeo v. Conm ssioner, supra at 868.

Respondent determ ned an increase in petitioners’ taxable
i ncome by anal yzing funds deposited into two bank accounts.
First, respondent anal yzed deposits nade in 1997 into M.
Sowards’ law firm “operating” bank account. Secondly, respondent
anal yzed the deposits nade into the WPA bank account for al
the years at issue.

(a) Unreported Incone - Law Firm Account

On their 1997 Federal tax return, petitioners reported gross
recei pts of $23,575 from M. Sowards’s |aw practice. On the
basis of deposits nmade into M. Sowards’s |aw firm operating bank
account, respondent determ ned that petitioners had additional
income fromthis business of $7,725.

At trial, Revenue Agent Anoush Mhallati (Agent Muhallati)
expl ained that in reconstructing petitioners’ inconme, she took
into account all obvious and known nontaxable itens. See Price

V. United States, supra at 671. On brief,2 M. Sowards argues

that respondent failed to account for several nontaxable itens.
Respondent counters and explains that, as his cal cul ation

denpnstrates, all but one of the contested itenms were treated as

2petitioners failed to question Agent Mahall ati .
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nont axable. The only contested deposit that respondent did not
deduct as a nontaxable itemwas a $3,000 paynment from M.
Sowards’s “client trust” bank account to his wife.? The check
to Ms. Sowards states “paral egal service” on the neno |ine.

G ven the fact that this check is from anot her account
related to M. Sowards’s | aw practice ostensibly payable to his
wi fe for paral egal services and M. Sowards admtted that he
falsely reported his inconme on a Schedule C for a fabricated
organi zati onal consulting business in his wwfe's nanme, it can be
inferred that this check represents | egal fees earned by M.
Sowar ds which were diverted to his wfe. On the basis of the
entire record, including M. Sowards’s consistent failure to
report inconme from STL (see infra), we find there is clear and
convi nci ng evidence that petitioners had additional taxable

i ncone of $7,275 in 1997. 22

2lApparently, in addition to a law firm “operating” bank
account, which was the subject of the 1997 bank deposits
anal ysis, M. Sowards nmaintained a “client trust” bank account.
Check no. 142 made payable to petitioner “Marilyn Sowards” dated
Dec. 13, 1997, for $3,000, was drawn agai nst an account at U.S.
Bank, account No. 9280006496, which was held in the nane of *Ray
Sowards Atty. Attorney Cient Trust Account”.

22The anpunt respondent determined in the notice of
deficiency as additional, unreported incone is $7,725. However,
on brief, respondent lists the anbunt as $7,275. It appears that
the amount stated in the notice of deficiency suffers froma
scrivener’s error. The total amount deposited into this bank
account in 1997 was $43,557.37. Respondent identified and
subtracted nontaxable itens of $12,707. The difference results
in net taxable deposits of $30,850.37. Petitioners reported
(continued. . .)
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(b) STL Checks to WPA

In 1995, 1996, and 1997, STL issued checks to WPA in the
total amounts of $65,833,% $128, 000, and $50, 345, respectively
whi ch were deposited into the WPA account. The pattern of STL's
periodi c paynents (weekly), the amounts of the paynents, the
frequent statements M. Sowards provided to STL for *“anounts
due,” and the fact that M. Sowards rendered services to STL and
its custonmers throughout the period of tinme that STL was nmaki ng
paynments to WPA, establish that M. Sowards received renuneration
for services he rendered to STL, its custoners, and/or M.
Strong. That renuneration was in the formof the STL checks to
WPA whi ch were deposited into the WPA account.

M. Sowards contends that all the checks STL wote to WPA
wer e nont axable loans. In support, M. Sowards introduced a one-
page docunent. Because this docunent is the fulcrumof M.
Sowards’s position, we quote it inits entirety:

This nenorializes our oral agreenent of January 3,
1995:

Thi s agreenent between us is never to [sic] revealed to
Jan Strong or Marilyn Sowards.

Robert Strong Trustee, acting with full authorized
authority on behalf of System Two, w Il | oan Ray
Sowards, from System Two, begi nning January 1, 1995 to
Decenber 31, 2001, the sumto which we nmutual ly agreed,

22(. .. continued)
gross receipts of $23,575. The difference then is $7,275. 37.

28See supra note 18.
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not to exceed Ten Thousand ($10, 000.00) Dol l ars per
month. The | oans will be advanced weekly, and Ray
Sowar ds agrees to provide System Two proof of receipt
on a weekly basis in the formof a statenent or invoice
for the weekly | oaned anount. The Checks w Il be
payable to Walth Preservation Assi stance.

Interest shall accrue at the rate of Ten percent per
annum Robert Strong will reconcile the account
bal ance at the end of each year with Ray Sowards.

Robert Strong agrees that any and all liabilities, tax
or otherwi se, that arise fromthis nenorialized
transaction, will be born by System Two, Ltd. and/or
Robert Strong personally.

The Loans and accrued interest shall be repaid
according to the followng terns and conditions:

1. Upon the retirenment of Robert Strong on Decenber

31, 2001, Ray Sowards w || take over the managenent of
System Two, Ltd., and ownership of System Two’s

Fi nanci al Services business, and repay the loans at the
rate of Ten Thousand Dol |l ars ($10, 000. 00) per nonth,
pl us the accrued interest thereon, until the funds are
depleted, Iimted to no nore than twenty Per Cent (20%
of the gross proceeds generated by the Financi al
Services Business. |In the event of the dem se of

Robert Strong after these paynents begin, the bal ance
wll be transferred to a trust to be created by Ray
Sowards, the terns and conditions of which are private
bet ween Robert Strong and Ray Sowards, and not to be

di scl osed. The Paynents to Robert Strong will conmence
January 1, 2002.

2. Upon the Dem se of Robert Strong prior to January
1, 2002, the Account bal ance, at the tine of dem se,
wll be transferred to a trust to be created by Ray
Sowards, the terns and conditions of which are private
bet ween Robert Strong and Ray Sowards, and not to be

di scl osed. Paynents to the created trust will be on
the sanme basis as paragraph 1, above, begi nning January
1, 2002.

3. Upon the dem se of the Financial services Business
of System Two, Ltd., or System Two, or |oss of control
of the business by Robert Strong, prior to January 1,

2001, the Account bal ance, at the tine of dem se, wll
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be transferred to a trust to be created by Ray Sowards,
the terns and conditions of which are private between
Robert Strong and Ray Sowards, and not to be disclosed.
Paynents to the created trust will be on the sanme basis
as paragraph 1, above, begi nning January 1, 2002.
An Anerican Express Card wll be furnished to Ray
Sowards, and all legitimte expenses will by [sic]
Systens Two/ Robert Strong for Travel Expenses.

This agreenent may be nodified by the two parties only
in witing.

Dat ed: January 6, 1996024
There are what appear to be signatures at the bottom of the
docunent . 2°

In chal l engi ng respondent’s inputation of additional taxable
income, M. Sowards argues that all the noneys received from STL
were | oans and, thus, nontaxable.

The characterization of advances as | oans nust be distilled

fromall the evidence. Dixie Dairies Corp. v. Conm ssioner, 74

T.C. 476, 493 (1980). “Loans are identified by the nutual
under st andi ng between the borrower and | ender of the obligation
to repay and a bona fide intent on the borrower’s part to repay

the acquired funds.” Collins v. Comm ssioner, 3 F.3d 625, 631

(2d Gr. 1993) (enphasis in original omtted), affg. T.C. Meno.

1992-478. The ultimate question is whether there was a “genui ne

2\W¢ note that this date is after the 1995 paynents from
STL.

Only M. Sowards testified that the docunent bore his and
M. Strong’ s signatures.
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intention to create a debt, with a reasonabl e expectation of
repaynent, and did that intention conport with the economc

reality of creating a debtor-creditor relationship”. Litton Bus.

Sys., Inc. v. Conm ssioner, 61 T.C. 367, 377 (1973).

In support of his “loan” argunent, M. Sowards relies only
upon the one-page docunent and his testinony. O course, “It is
wel |l settled that we are not required to accept petitioner’s
self-serving testinony in the absence of corroborating

evi dence. "2 Jacoby v. Conmissioner, T.C. Meno. 1994-612; see

Geiger v. Conmm ssioner, 440 F.2d 688, 689 (9th Cir. 1971), affg.

per curiamT.C. Meno. 1969-159; N edringhaus v. Conm ssioner, 99

T.C. 202, 212 (1992). The nere declaration of intent does not
establish, w thout additional substantiating evidence, the

exi stence of a bona fide debt. Turner v. Comm ssioner, 812 F.2d

650, 654 (11th Cr. 1987), affg. T.C Meno. 1985-159; Cordes v.

Conmi ssioner, T.C. Menp. 1994-377.

The docunent, which is at best anbi guous, states that
certain of its ternms and conditions are to remain secret. 1In the
event of M. Strong’s death, M. Sowards is to create a trust to
which will be transferred the “Account bal ance” of the principal
and accrued interest under “the ternms and conditions of which are

private between Robert Strong and Ray Sowards, and not to be

M. Sowards testified that he did not know t he exact
anount that he allegedly borrowed from STL/ M. Strong.
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di scl osed.”?” At trial, M. Sowards failed to state the terns
and conditions of the alleged trust he was to create. The books
and records of STL were not presented to the Court to assist in
det erm ni ng how STL characterized these paynents.?® There was no
collateral for these purported |oans. M. Sowards indicated that
he had no present neans of paying back the anmounts purportedly
bor r owed.

The sole testinony of M. Sowards is not sufficient to
establish the existence of an actual indebtedness. On this
record, we are convinced that the funds transferred from STL/ M.
Strong to petitioners/ WA were not | oan proceeds. Indeed, the
evi dence clearly establishes that the paynents from STL to WPA
were taxable inconme to M. Sowards.

(c) Oher Deposits into WPA's Bank Account

In 1996 and 1997, funds were deposited into the WPA bank
account in addition to STL noneys. In 1996, an additional
$21, 773. 86 was deposited into the WPA bank account.?® Exanples

of the additional itens are: (1) A check from Al an D. Tel ebaum

2IAccrued interest was not due until the principal was due.

2C early, such information would be hel pful since the
intent of the parties is “perhaps the ultimte question.” D xie
Dairies Corp. v. Conm ssioner, 74 T.C. 476, 495 (1980).

2ln fact, a total of $152,317.86 was deposited into the WPA
bank account. O that, $2,544 represents nontaxabl e deposit
itens since M. Sowards transferred those suns froma different
account .



- 25 -
dated February 20, 1996, for $450, on which the nmeno |ine states
“Attorneys fees”; (2) a check from Nhu-Hanh Duong dated June 13,
1996, for $446.54, on which the nmeno line states “Deposition for
Kevin Holt and pictures;” and (3) a check from Edward R Gal | egos
dated October 1, 1996, for $1,000, on which the neno |ine states
“partial retainer tax audit”.

In 1997, an additional $8,277 was deposited into the WPA
bank account.®® The additional deposits included those itens as:
(1) Check No. 2011 from Preferred Capital for $50 dated February
7, 1997, on which the nenpo |ine states “Attorney advice”; and (2)
check No. 902 from Advanced Strategies for $2,400 dated May 27
1997, on which the nmeno |ine states “Trust Preparation”. M.
Sowar ds provi ded no evi dence what soever regarding these
addi ti onal deposits.

The record clearly establishes that M. Sowards regularly
rendered services to STL, billing it via weekly statenents, for
whi ch he regularly received renmuneration. The anounts STL paid
to WPA, which were deposited into WPA's account, constitute
taxabl e incone to petitioners. Thus, we hold that additional
income shall be inputed to petitioners for 1995, 1996, and 1997,
in the respective anobunts $58, 057, $128, 000, and $50, 345.

Additionally, we are convinced that the anounts deposited in

%l n fact, in 1997 $74,121.55 was deposited into the WPA
account of which $15,500 i s nontaxable itens.
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excess of the STL transfers to WPA's bank account in 1996 and
1997 in the respective anounts of $21,774 and $8, 277 al so
constitute additional, unreported taxable inconme to petitioners.
We al so disagree with petitioners’ claimthat WPA was a
valid trust. Even if a trust were legally created under State
law, we are not required to respect it as a separate entity for

Federal tax purposes. Markosian v. Conmm ssioner, 73 T.C 1235,

1245 (1980). \Whether a trust is a shamentity lacking in

econom c substance is a question of fact. United States v.

Cunberl and Pub. Serv. Co., 338 U S. 451, 454 (1950); Paul son v.

Comm ssioner, 992 F.2d 789, 790 (8th Cr. 1993), affg. T.C. Meno.

1991-508. The record clearly denonstrates that WPA engaged in no
busi ness or charitable activities during the rel evant peri od.

M. Sowards generally used WPA only as a receptacle into which he
deposited i ncone received from STL and out of which noneys fl owed
for his personal use.

I n deci di ng whether a purported trust |acks econom c
substance, we consider the follow ng factors: (1) Wether the
taxpayer's relationship, as grantor, to property purportedly
transferred into trust differed naterially before and after the
trust's formation; (2) whether the trust had a bona fide
i ndependent trustee; (3) whether an economc interest in the
trust passed to trust beneficiaries other than the grantor; and

(4) whether the taxpayer honored restrictions inposed by the
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trust or by the law of trusts. See Markosian v. Conm ssioner,

supra at 1243-1245.

Here, M. Sowards’s relationship to the property purportedly
transferred to the trust was not changed by virtue of the
creation of WPA. The record denonstrates that despite being
named the sole trustee of WPA, Ms. Morris had no further
i nvol venent with WPA after its creation. M. Sowards had sol e
control over WPA's bank account. The only “operations” in which
WPA engaged were the recei pt and paynent of noneys. No econom c
interest was transferred to WPA's beneficiaries. |ndeed, the
purported beneficiaries had no knowl edge of their interest in
WPA. Furthernore, M. Sowards admtted at trial that WPA “was
never used as a trust.” W find that WPA was sinply a paper

entity wholly wi thout econom c substance. See Paul son V.

Comm ssi oner, supra; Chase v. Conmm ssioner, 926 F.2d 737 (8th

Cr. 1991), affg. T.C. Meno. 1990-164.

C. Schedul es C - Deductions for Expenses

In the notice of deficiency, respondent disallowed all
petitioners’ Schedul es C expense deductions for want of adequate
substantiation.® M. Sowards testified that he in fact incurred

t he expenses listed on the 1996 Schedule C for his wife's

3lRespondent di sal | owed deductions fromthe Schedul es C for
1996 and 1997 for M. Sowards’s |law practice. Additionally,
respondent disall owed deductions fromthe 1996 Schedule C for his
w fe' s purported organi zational consulting business.
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pur ported organi zati onal consulting business. He clains that
t hese expenses shoul d have been reported on the 1996 Schedule C
for his |aw practice.

Ceneral ly, ordinary and necessary expenses paid or incurred
in the carrying on of a trade or business are deductible. Sec.
162(a); sec. 1.162-1(a), Incone Tax Regs. “The determ nation of

whet her an expenditure satisfies the requirenents of section 162

is a question of fact.” Shea v. Conm ssioner, 112 T.C 183, 186
(1999).

Al |l deducti bl e expenses are subject to substantiation.
Secs. 6001, 274(d). The general substantiation requirenent is
set forth in section 6001 and states in pertinent part: “Every
person |liable for any tax inposed by this title, or for the
col l ection thereof, shall keep such records * * * and conply with
such rules and regul ations as the Secretary may fromtine to tine
prescribe.” The regulations provide that “any person subject to
tax * * * shall keep such permanent books of account or records *
* * as are sufficient to establish the anount of * * *
deductions”. Sec. 1.6001-1(a), Inconme Tax Regs. In the event
that a taxpayer establishes that a deducti bl e expense has been
paid, but he is unable to substantiate the precise anount, the

Court may estimate the anmount of the deduction bearing heavily

agai nst the taxpayer. Cohan v. Conm ssioner, 39 F.2d 540, 543-

544 (2d Cr. 1930). However, the Court cannot nake such an
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estimate unl ess the taxpayer presents sufficient evidence to
provi de a reasonabl e basis upon which the estimate i s nade. *

Vani cek v. Commi ssioner, 85 T.C 731, 743 (1985).

M. Sowards testified that he and Ms. Cheryl Nunn (Ms.

Nunn), a financial planner, were working together on a few cases.
He testified that one day, Ms. Nunn cane to his office and

m st akenly took two bankers boxes of docunents froma chair.
According to M. Sowards’s testinmony, M. Nunn took the boxes to
her cabin in the Santa Cruz nountains where they were destroyed
by a fire. M. Sowards testified that anong those itens
destroyed were the docunents which substantiate the expenses
clainmed on the returns and al so docunents concerning the all eged
| oan between M. Strong and M. Sowards. For support, M.
Sowards introduced a fire departnent’s report that the fire
occurred.

The record before us is conspicuously devoid of any credible
evi dence or testinony substantiating the all eged deductions
clainmed. Petitioners presented no evidence (not even M.
Sowards’s testinony) substantiating any item of deduction. There

was no testinony as to what car and truck expenses were incurred,

32The Court’s ability to estimate reasonably the anmbunt of a
deduction is curtailed in the case of certain cl asses of
expenses. Sec. 274(d) limts the Court’s estimating ability.
Sanford v. Conm ssioner, 50 T.C. 823, 827 (1968), affd. per
curiam412 F.2d 201 (2d Gr. 1969); see olden v. Conm ssioner,
T.C. Meno. 1993-602.
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what busi ness property was | eased or rented, or what itens were
bei ng depreciated. M. Sowards did not call M. Nunn, the

al l eged bailee of petitioners’ financial records, as a witness in
this matter. Furthernore, we disagree with M. Sowards’s
contention that “no disallowed deduction is subject to the
substantiation requirenments of section 274(d)”. In fact, in 1995
and 1996, petitioners clained depreciation deductions for
conput er equi pnent. Conputer equipnent is a “listed property”
under section 280F(d)(4). Here, however, M. Sowards does not
present a scintilla of evidence that the cl ai med expenses were in
fact incurred. On this record, we sustain respondent’s

di sal | owance of all deductions clainmed as stated in the notices
of deficiency.

D. Fraud Penalties

Respondent determ ned fraud penalties for the taxable years
1996 and 1997. Respondent applied the fraud penalties to the
unreported inconme deposited into the WPA account and the
unreported incone deposited into M. Sowards’s |aw practice
account. The Conm ssioner bears the burden of proving by clear
and convinci ng evidence that an “underpaynment exists for the
years in issue and that sone portion of the underpaynent is due

to fraud.” Sec. 7454(a); Rule 142(b); N edringhaus v.

Conmi ssioner, 99 T.C. at 210; Tenple v. Conm ssioner, T.C. Meno.

2000- 337, affd. 62 Fed. Appx. 605 (6th Gr. 2003).
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1. G ear and Convinci ng Evi dence of Under paynent

To prove an under paynent, the Conm ssioner must establish
that the taxpayer received unreported inconme that resulted in a

tax deficiency. United States v. Canpbell, 351 F.2d 336, 338 (2d

Cr. 1965); Elwert v. United States, 231 F.2d 928, 931 (9th G

1956); United States v. Bender, 218 F.2d 869, 871-72 (7th G

1955); Langworthy v. Conmm ssioner, T.C Menp. 1998-218.

When the all egations of fraud are based on reconstructed
i ncone, respondent can satisfy his burden of proving the
under paynment in one of two ways: (1) By proving a likely source
of the unreported incone; or (2) where the taxpayer alleges a
nont axabl e source, respondent may neet his burden by disproving

t he taxpayer’s all eged nontaxable source. D Leo v. Conm SsSioner,

96 T.C. at 873-874.

M. Sowards alleged that the funds transferred by STL to WPA
were | oans and that the unreported |law firmincone was conposed
of nontaxable itens. As we have previously found, respondent
proved that the paynents from STL were incone, that there was no
valid | oan agreenent between M. Sowards and M. Strong/STL, that
WPA was a sham and that there were no nontaxable itens for which
respondent did not account. Thus, respondent has nmet his burden

of proving an underpaynent by clear and convi nci ng evi dence.



2. | ntent To Defraud

We now turn to whether M. Sowards’s failure to report
income was an effort to fraudulently evade his tax liability.
“Fraud is the intentional wongdoing on the part of a taxpayer to

evade a tax believed to be owing.” Tenple v. Conm ssioner,

supra; see DilLeo v. Conm ssioner, supra at 874; Profl. Servs. V.

Commi ssioner, 79 T.C 888, 930 (1982). “The required state of

mnd is one which, ‘if translated into action, is well cal cul ated

to cheat or deceive the governnent.’” Zell v. Conmm ssioner, 763

F.2d 1139, 1143 (10th Gr. 1985) (quoting 10 Mertens, Law of
Federal I nconme Taxation, sec. 55.10, at 46 (1984)), affg. T.C
Meno. 1984-152. A taxpayer’s background and the context of the
events in question nmay be considered in determ ning fraudul ent

intent. Plunkett v. Comm ssioner, 465 F.2d 299 (7th Cr. 1972),

affg. T.C. Menb. 1970-274. Furthernore, a taxpayer’s |level of

education is relevant to the inquiry. Tenple v. Conm ssioner,

supra.

Because it is difficult to prove fraudulent intent by direct
evi dence, fraud can be inferred from various kinds of
circunstantial evidence. Courts describe these “badges of fraud”
as including the followng: (1) Understatenent of incone; (2)
failing to maintain adequate records; (3) failure to file tax
returns; (4) inplausible or inconsistent explanations; (5)

conceal nent of assets; (6) failure to cooperate with tax
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authorities; (7) the filing of false docunents; (8) making of
fal se and i nconsistent statenents to revenue agents; (9)
concealing income froma taxpayer’s tax preparer; and (10)

extensive dealings in cash. Bradford v. Conm ssioner, 796 F.2d

303, 307 (9th Cr. 1986), affg. T.C. Meno. 1984-601; Parks v.

Conmm ssioner, 94 T.C. 654, 664 (1990); Tenple v. Conmi ssioner,

supra. No single factor is necessarily dispositive; however, a
conbi nation of several factors is persuasive circunstanti al

evi dence of fraud. Pet zol dt v. Conmm ssioner, 92 T.C. at 699. “A

pattern of consistent underreporting of incone, particularly when
acconpani ed by other circunstances exhibiting an intent to

conceal, justifies an inference of fraud.” Posnanski V.

Conmi ssioner, T.C. Menp. 2001-26; see Holland v. Conmni ssi oner,

348 U.S. 121, 137 (1954).

In this case, the record discloses nultiple “badges of
fraud” which clearly and convincingly justify the inposition of
fraud penalties. In 1996 and 1997, there was a significant
understatenment of inconme. W find M. Sowards’s testinony that
the funds transferred by STL were | oans was fal se. Except for
M. Sowards’s self-serving testinony and an al |l eged | oan
docunent, all the evidence refutes the existence of a debtor-
creditor relationship. The pattern of STL's periodic paynents
(weekly), the amobunts of the paynents, the frequent statenents

M. Sowards provided to STL for “anmpunts due,” and the fact that
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M. Sowards rendered services to STL and its custoners throughout
the period of time that STL was naki ng paynments to WPA, establish
that M. Sowards received renuneration for services he rendered
to STL, its custoners, and/or M. Strong. That renuneration was
in the formof the STL checks to WPA which were deposited into
the WPA account. W find that the understatement of this incone
to be clear and convinci ng evidence of fraudulent intent.

M. Sowards failed to maintain records of incone. His
all egation of their alleged destruction is not believable. M.
Nunn did not testify that M. Sowards’s financial docunents were
destroyed in a fire at her house. W find the absence of
records, given the circunstances of this case, to be strong
evi dence of fraudulent intent.

M. Sowards conceal ed assets and incone from petitioners’
tax return preparer. Petitioners’ return preparer for 1995 and
1997 testified that he was not aware of WPA or STL. M. Sowards
failed to disclose the significant suns of noney flow ng from STL
to WPA and the fact that all these suns were used for his
personal needs. W find this failure to informthe return
preparer, given the circunstances of this case, to be strong
evi dence of fraudulent intent.

M. Sowards failed to cooperate with tax authorities. He
made nunerous fal se and i nconsistent statenents to respondent’s

enpl oyees. \Wen interviewed and questioned on Septenber 30,
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1998, M. Sowards failed to disclose the existence of the WPA
bank account. In a February 23, 1999, tel ephone interview, M.
Sowards stated that he knew very little about WPA. \Wen
respondent’s enpl oyee indicated that he had information |inking
M. Sowards with STL, M. Sowards stated that WPA was set up for
the retirenment of M. Strong, and the funds transferred were

| oans.* M. Sowards indicated that there was no witten
contract between hinself and M. Strong. However, at the August
10, 1999, interview wth the Revenue Agent, M. Sowards produced
for the first time the alleged | oan docunent.

M. Sowards falsely represented that his wife had an
organi zati onal consulting business. He nmaintained this
representation throughout this litigation until trial when he
admtted that he had fabricated this business. See DilLeo v.

Conm ssioner, 96 T.C. at 874 (“The taxpayer’s entire course of

conduct can be indicative of fraud.”).
W find all the above to be clear and convi nci ng evi dence
that M. Sowards fraudulently understated his tax for 1996 and

1997. 3

3M . Sowards purported to have assi gned benefici al
interests in WA to his wwfe and famly, not to M. Strong.

34Si nce we sustain respondent’s fraud penalties,
respondent’s alternative accuracy-rel ated penalty pursuant to
sec. 6662 is noot. On brief, M. Sowards conceded additions to
tax under sec. 6654.



E. Neqgl i gence Penalties

In the notices of deficiency, respondent determ ned
accuracy-rel ated penalties pursuant to section 6662 in the
anmount s of $19, 738. 00, %° $1, 150. 80, and $774.60 for the taxable
years 1995, 1996, and 1997, respectively. The 1995 penalty is
based upon petitioners’ failure to report WPA inconme. The 1996
and 1997 penalties are prem sed upon respondent’s disall owance of
expense deductions for M. Sowards’s |aw practice and for the
fabricated organi zati onal consulting business.

Section 6662(a) inposes a 20-percent penalty on the portion
of an underpaynent of tax attributable to, inter alia, negligence
and/ or a substantial understatenment of incone tax. “Negligence”
is defined as “any failure to nmake a reasonable attenpt to conply
with the provisions of this title” and “di sregard” neans “any
carel ess, reckless, or intentional disregard.” Sec. 6662(c).
Simlarly, case | aw defines negligence as a | ack of due care or
“the failure to do what a reasonable and ordinarily prudent

person woul d do under the circunstances.” Freytaqg v.

Comm ssioner, 89 T.C. 849, 887 (1987) (quoting Marcello v.

%]t appears fromthe notice of deficiency that the anount
of the negligence penalty that respondent cal culated for 1995 is
prem sed upon, inter alia, the inclusion of $209, 141 of
addi tional, unreported incone. As indicated previously,
respondent conceded this issue. See supra note 2. Thus, in
accordance with this opinion and the concession of the parties,
t he anobunt of the negligence penalty nmust necessarily be
recal cul at ed.
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Commi ssi oner, 380 F.2d 499, 506 (5th Gr. 1967), affg. on this

issue 43 T.C. 168 (1964) and T.C Meno. 1964-299), affd. 904 F.2d
1011 (5th Gr. 1990), affd. 501 U.S. 868 (1991). Pursuant to the
regul ations, “*Neglience’ also includes any failure by the

t axpayer to keep adequate books and records or to substantiate
itenms properly.” Sec. 1.6662-3(b)(1), Incone Tax Regs.

Section 6664(c) provides an exception to the penalty inposed
under section 6662(a). “No penalty shall be inposed under this
part with respect to any portion of an underpaynent if it is
shown that there was a reasonabl e cause for such portion and that
the taxpayer acted in good faith with respect to such portion.”
Sec. 6664(c)(1l). The determ nation of whether the taxpayer acted
wi th reasonabl e cause and in good faith is made on a case-by-case
basis, contenplating all of the relevant facts and circunstances.
Sec. 1.6664-4(b)(1), Incone Tax Regs.

G ven the record before us, we sustain the negligence
penalties. M. Sowards was not a credible wtness; he offered
i nconsi stent and i npl ausi bl e expl anations to respondent’s
enpl oyees and this Court. He intentionally disregarded the tax
laws by attenpting to surreptitiously characterize paynents by
STL to WPA as nontaxable |l oans. The failure to keep books and
substanti ate cl ai mred deductions justifies the inposition of the

penalties. See sec. 1.6662-3(b)(1), Incone Tax Regs.
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Accordingly, on this record, we sustain respondent’s inposition
of negligence penalties.

F. Relief FromJoint and Several Liability

If a joint returnis filed, the liability with respect to
income tax is normally joint and several as between husband and
wfe. Sec. 6013(d)(3). M. Sowards argues that she is entitled
torelief fromsuch joint incone tax liability. M. Sowards is
seeking relief under section 6015(b), (c), or (f), but her
primary argunent is that she should be relieved from al
l[iability pursuant to section 6015(c).

Section 6015(c)

Section 6015(c) grants relief fromjoint and several tax
l[tability for electing individuals who filed a joint return and
are no longer married, are legally separated, or are |iving
apart. Congress intended that such relief fromliability be
avai lable for tax attributable to itens of which the electing
spouse had no know edge. S. Rept. 105-174, at 55 (1998), 1998-3
C.B. 537, 591. Cenerally, this road to relief treats spouses,
for purposes of determning tax liability, as if separate returns

had been filed. Sec. 6015(d)(3)(A); Gossnan v. Conm SsSi oner,

182 F.3d 275, 278 (4th Gr. 1999), affg. T.C. Menp. 1996-452;

Charlton v. Comm ssioner, 114 T.C. 333, 342 (2000); Rowe V.

Conmi ssioner, T.C. Menp. 2001-325. The allocation, however, is

not permtted if the Secretary shows by a preponderance of the
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evi dence that the electing individual had “actual know edge, at
the tinme such individual signed the return, of any item giving
rise to a deficiency (or portion thereof) which is not allocable

to such individual”. Sec. 6015(c)(3)(0O; Culver v. Conmm ssioner,

116 T.C. 189, 195 (2001); Cheshire v. Conmm ssioner, 115 T.C. 183

(2000), affd. 282 F.3d 326 (5th Gr. 2002).

Here, respondent does not contest that petitioners were not
menbers of the same househol d during the 12-nonth period before
electing relief and that the omtted i ncone and disal | owed
deductions are allocable to M. Sowards to the extent that M.
Sowards did not have actual know edge. Qur inquiry then focuses
on whet her respondent has shown that Ms. Sowards had act ual
knowl edge, at the tinme she signed the joint returns, of “any item
giving rise to a deficiency (or portion thereof)”.3 Sec.

6015(c) (3) (C).

(a) Qnitted I ncone
Respondent argues that Ms. Sowards had actual know edge of
the omtted i ncome since she received WPA checks from her husband
and knew t hat her husband rmade paynents out of the WPA bank
account for personal expenses, like tuition, nortgage paynents,

etc. We articulated the “actual know edge” standard in omtted

%6Sec. 6015(c)(3)(C) places the burden of proof on
respondent with regard to whether the el ecting spouse had act ual
know edge of the itenms in question. Culver v. Conm ssioner, 116
T.C. 189, 195 (2001).
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i ncone cases as “an actual and clear awareness (as opposed to
reason to know) of the existence of an item which gives rise to

the deficiency (or portion thereof).” Cheshire v. Conmm Ssioner,

supra at 195.

No evi dence was presented that Ms. Sowards had actual
knowl edge of the anounts that STL paid to WPA or that her husband
failed to report those itens. M. Sowards testified that her
husband told her and she believed that the WPA bank account was
his law firm s account, that her husband never discussed the
famly’'s finances, and that she did not even know of the
exi stence of her purported beneficial interest in WPA. W find
her testinony credible and persuasive.

In Culver v. Conm ssioner, supra, we held that the taxpayer

was entitled to relief because the Conm ssioner failed to prove
that the el ecting taxpayer had actual know edge of the funds
enbezzled by his wife. The Court found that despite the fact
that the enbezzled funds were deposited into the couple s joint
bank account and fam |y expenses were paid therefrom the

Comm ssioner had failed to denonstrate that the el ecting spouse
had actual know edge of the enbezzled funds. The Court

enphasi zed that the standard under section 6015(c) “is not that
of a hypothetical, reasonable person, but only that of * * * [the

el ecting spouse’s] actual subjective know edge.” 1d. at 197.
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In Rowe v. Conmmi ssioner, supra, we found that the el ecting

t axpayer did not have actual know edge of omtted incone
distributed froman | RA opened in her name. The Comm ssi oner
attenpted to establish the requisite know edge by citing the fact
that the I RA statenents were nailed to the taxpayer’s hone
address and bore the el ecting spouse’s nane. Finding the

el ecting taxpayer credible, we determ ned that the Comm ssioner
failed to prove that she had an actual awareness of the omtted

i ncone.

On the basis of the record, we hold that respondent failed
to prove that Ms. Sowards had an actual and cl ear awareness of
the omtted income. M. Sowards credibly testified that she did
not know of the nature and anounts of the paynents made by STL to
WPA, which was confirnmed by M. Sowards’s testinony.

Accordingly, we hold that petitioner is entitled to relief from
liability under section 6015(c) for the omtted incone.

(b) Erroneous Deductions

In King v. Conmm ssioner, 116 T.C 198, 204 (2001), we held

that “the proper application of the actual know edge standard in
section 6015(c)(3)(C, in the context of a disallowed deduction,
requires respondent to prove that petitioner had actual know edge
of the factual circunstances which made the item unal |l owable as a
deduction.” In that case, the Conm ssioner disallowed a

deducti on because the el ecting taxpayer’s fornmer spouse | acked
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the necessary profit nmotive. 1d. at 203. W narrowed the
question to whether the el ecting spouse knew or believed that her
former husband was not engaged in the activity for the primry
purpose of making a profit. 1d. at 205. W found that the
Comm ssioner failed to carry his burden. A simlar result is
appropriate on this record.

Here, Ms. Sowards had no invol venent in her husband s | aw
practice. Al the records, bills, correspondence, bank
statenents, etc., were delivered to the law firnmi s address. M.
Sowards did not discuss his business affairs with her.
Furthernore, as the record denonstrates, Ms. Sowards knew not hi ng
of the organi zational consulting business fabricated by her
husband. Respondent presented no evidence which woul d convince
us that Ms. Sowards’s testinony should be questioned.

Accordi ngly, respondent has failed to prove that Ms. Sowards had
actual know edge of the factual circunstances which nade the
itens “unal | owabl e as deductions”.

G Concl usion

On this record, we hold that M. Sowards omtted significant
income frompetitioners’ 1995, 1996, and 1997 returns and that
the resulting underpaynents for 1996 and 1997, as determned in
the notice of deficiency, were due to fraud. W also hold that
petitioners are not entitled to deductions that respondent

di sal l oned and that the negligence penalties determ ned by
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respondent are correct. Finally, we hold that Ms. Sowards is
entitled to relief fromliability pursuant to section 6015(c) for

the deficiencies and penalties in issue.

Deci sions will be

entered under Rul e 155.




