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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

RUME, Judge: These cases were consolidated for purposes of
trial, briefing, and opinion. Respondent determ ned deficiencies
in petitioners’ Federal incone taxes, additions to tax pursuant
to section 6651(a)(1),? accuracy-related penalties, and additions
to tax/fraud penalties pursuant to sections 6653(b) and 6663° for
t he docket nunbers, taxable years, and in the foll ow ng anmounts
as stated:

Eric B. Benson, Docket No. 585-98:

1Addi tions to Tax/Penalties
Year Defi ci ency Sec. 6651(a) Sec. 6663(a)

1993 $236, 997 $59, 793 $177, 748

!Respondent asserts the accuracy rel ated penalties as
an alternative in the event that the Court does not find
fraud.

Brad D. Benson, Docket No. 19416-98:

Penal t vy
Year Defi ci ency Sec. 6662(a)
1994 $43, 906 $8, 781

2Al'l 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.

3In the notices of deficiency, respondent took an
alternative position that accuracy-rel ated penalties pursuant to
sec. 6662(a) for the tax years 1989, 1990, 1993, and 1994 apply
to the extent additions to tax/fraud penalties do not. See also
infra note 70.
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Mark D. Benson, Docket No. 19417-98:

Penal t vy
Year Defi ci ency Sec. 6662(a)
1994 $50, 158 $10, 032

Eric B. Benson, Docket No. 19421-98:

Penal t vy
Year Defi ci ency Sec. 6662(a)
1994 $36, 853 $7, 370

Burton O and Elizabeth C. Benson, Docket No. 12967-00:

1Addi tions to Tax/Penalties

Year Defi ci ency Sec. 6651(a) Sec. 6653(b) Sec. 6663(a)
1988 $125, 578 — $100, 654. 50 —-
1989 168, 666 $42,173.50 —- $126, 499. 50

1990 2113, 559 28, 390. 25 — 85, 169. 25
1993 31, 500, 523 — — 1,125, 392. 25

!Respondent asserts the accuracy related penalties as an
alternative in the event that the Court does not find fraud.

2l n his second anendnent to answer to petition as anended,
docket No. 12967-00, respondent asserted an increase in the
deficiency anount, addition to tax, and fraud penalty for 1990 of
$122,930, $30, 733, and $92, 197.50, respectively. See infra p. 5,
tabl e, note 2.

]In his second anendnent to answer to petition as anended,
docket No. 12967-00, respondent decreased the anmount of the
deficiency and fraud penalty for 1993 to $1, 499, 627 and
$1, 124, 720. 25, respectively.

Burton O and Elizabeth C. Benson, Docket No. 14171-01:

Penal t vy
Year Defi ci ency Sec. 6663(a)
1994 1$118, 429 $88, 821. 75

1'n his amendnment to answer, docket No. 14171-01, respondent
asserted an increase in the deficiency amount and fraud penalty
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for 1994 of $129,902 and $97, 426.50, respectively. See infra p.
5, table, note 2.

In the notices of deficiency, respondent asserted many
alternatives and whi psaw positions. For ease of explanation, we
address only those issues which we decide. Additionally, there
are nunerous conputational issues which we omt from our
di scussion. Because of the interconnected nature of these cases,
our findings and holdings as to sone petitioners wll have
ram fications to other petitioners. As aresult, there will be
extensi ve adjustnents nade by the parties under a Rule 155
conput at i on.

After nunerous concessions by respondent and petitioners,*
the issues remaining for decision are as foll ows:

1. Wether petitioners Burton O and Elizabeth C. Benson
(the Bensons) received and failed to report constructive
dividends. The transactions still at issue for the years and the

anmounts are listed as foll ows:

‘Because of their nunber, a summary of the parties’
concessions is attached hereto and incorporated herein as an
appendi Xx.



Tax Year
Description 1988 1989 1990 1993 1994

ERG Recreation acct. —- — —- $8, 000 $2, 698
Transfers ERGto NPl  $180, 000 $483, 098 —- 3, 600, 000 160, 063
143 Alice Lane —- —- $336, 500 — —
Prop. taxes Alice Ln. —- —- —- 3,879 8,196
Check ref: Carroll —- 96, 749 —- —- —-
Aut onobi | e deducti ons 9, 465 10, 624 8,676 14, 808 14,723
Charitabl e deduction —- —- —- 50, 000 —-
Excess rent-- Stanford?! — — 240, 067 46, 560 63, 444
Rent - - Lowel | pl ant 31, 850 29, 400 29, 400 31, 020 341, 376
Director’s fees

El i zabet h Benson — 3, 000 12, 000 12, 000 12, 000

Rel ated parties —- 3,000 11, 000 30, 000 25, 000

Est her Benson check —- —- —- —- 12, 000
Townsend check —- —- —- —- 15, 000
Travel expenses —- —- —- —- 6, 690
Legal expenses —- —- —- —- 4,159
Enpl oyee rel ati ons —- —- —- —- 4,027

Tot al 221,315 625,871 437,643 3,796, 267 369, 376

The record and briefs contain inconsistencies with respect to

respondent’s determ nations for the Stanford and Lowel| plants. |ndeed,
generally, the notices of deficiency list the anounts stated above for
Stanford as that for Lowell, and vice versa. For exanple, on one page of the

Bensons’ notice of deficiency for 1994, the adjustment for “Excess rents for
Stanford plant” is listed as $41,736 and for “ERG s paynents for Lowell plant”
as $35,316. On the very next page, the excess rent for Stanford is listed as
$35,316 and for Lowell as $41,736. Respondent’s answers, anmendnments thereto,
and brief mmc the anounts stated above. W assune a clerical error and
assign no substantive significance to this error

2On brief, respondent explained that he amended his answers in docket
Nos. 12967-00 and 14171-01, which anmendnents caused respondent to assert
i ncreased deficiencies for the Bensons, for tax years 1990 and 1994. See
supra p. 3, tables, notes 1 & 2. However, for 1993 his anendnent caused a
decrease in the anount determ ned; respondent determined in the notice of
deficiency that the Bensons failed to report $48,758 in rent for the Stanford
plant. See supra p. 3, table, note 3.

Clearly, there is a clerical error in the anbunt stated in respondent’s
brief, $41,376, as the anobunt listed in the notice of deficiency is $41, 736.

2. whether the Bensons received and failed to report other
i ncone. The transactions still at issue for the years and in the

anmounts are as foll ows:

Tax Year
Description 1988 1989 1990 1993 1994
Di vi dend i ncome —- — —- —- $1, 072

Di schar ge debt —- —- —- —- 188, 291
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!Respondent alternatively argues that this anmount is includable in 1988.

3. whether the Bensons are entitled to deduct expenses with
respect to a ski cabin owned by the Baden Spiel Haus partnership
in the anmount of $2,635 for 1994;

4. whether the Bensons are entitled to claima deduction
for residential rental expenses in excess of the anounts all owed
by respondent;

5. whether Burton Benson is liable for fraud penalties for
the years at issue;® or

(a) alternatively, whether the Bensons are liable for
accuracy-rel ated penalties for the years 1989, 1990, 1993, and
1994;

6. whether Eric B. (Eric), Brad D. (Brad), and Mark D
(Mark) Benson are liable for accuracy-related penalties as
det er m ned;

7. whether the Bensons and/or Eric are liable for additions
to tax for failure to file a Federal incone tax return pursuant
to section 6651(a)(1) as determ ned;

8. whether the period of limtations bars assessnent of the
Bensons’ taxes reported on their 1988, 1989, 1990, 1993, and 1994

Federal tax returns;

W use the term“fraud penalties” to include the addition
to tax for 1988 under sec. 6653(b).
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9. whether Eric, Brad, and Mark received and failed to
report distributions froman S corporation in excess of their
st ock basis;

10. whether Eric, Brad, and Mark are subject to the passive
| oss rules with respect to passthrough rental |osses froman S
cor porati on.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts, the supplenental stipulations of facts,
the stipulations of settled issues, and the attached exhibits are
i ncorporated herein by this reference. At the tine of filing the
petitions, each petitioner’s |legal residence was Oi nda,
Cal i fornia.

1. Backgr ound

Burton O Benson (Burton) served 9 years as an officer in
the U S. Navy and 23 years as an officer in the U S. Nava
Reserve, retiring with the rank of Rear Admral. Burton earned a
B.S. degree in nechanical engineering fromthe University of
M nnesota. Eric, Mark, and Brad are the sons of the Bensons.?®
d endon M Benson (G endon) is the elder brother of Burton

Est her V. Benson (Esther) was the nother of Burton and d endon.

SEric, Mark, and Brad were born on July 24, 1974, Aug. 26,
1976, and Aug. 11, 1981, respectively.
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Energy Research & Generation, Inc. (ERG is a corporation
i ncorporated by dendon, his wife, Janet Benson, and Burton in
California on January 5, 1967. During the years at issue, ERG
utilized the accrual nmethod of accounting for tax purposes.

ERG is the only conpany in the world that manufactures
various forns of foamnetal and foam nmetal baffles.” Duane Wlz
and d endon invented the process known as foam netal which
d endon then devel oped into a product. However, Walz was given
sole credit as the inventor in the patent, and on March 23, 1976,
he assigned his patent rights to ERG

On each of the tax returns filed by ERG for 1988 t hrough
1994, Burton is listed on Schedule E, Conpensation of Oficers,
as owni ng 100 percent of the common stock of ERG  Throughout the
years 1988 through 1994, Burton was a director of ERG
Thr oughout the years 1988 through 1994, ERG maintai ned a noney
mar ket account with Merrill Lynch Pierce, Fenner & Smth, Inc.,
account No. 280-07888-2 (ERG s bank account).

New Process Industries, Inc. (NPl) was originally
incorporated in Mnnesota in 1922 by Burton and G endon’s father
under the nanme New Process Laundries, Inc. On January 6, 1967,

t he nane was changed to NPI. During the years at issue, NP

'Foam netal baffles are used in the U S. Navy's fleet of
ballistic mssiles.
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utilized the cash nethod of accounting for tax purposes and was
an S corporation.

The Benson fam ly’s percentage of ownership in NPl was
listed on its tax returns for the individuals, for the years, and
in the anounts as stated:

Year of NPl Return

| ndi vi dual s 1988 1989 1990 1991 1992 1993 1994
Burton 66.7 66.7 66.7 66.7 50.0 66.7 50.0
Est her 33.3 33.3 33.3 33.3 50.0 —- —-

Eric —- —- —- —- -- 11.1 16.7
Br ad —- —- —- —- —- 11.1 16.7
Mar k —- —- —- —- —- 11.1 16.7

Thr oughout the years at issue, there was no witten
agreenent between ERG and NPl relating to engi neering, design, or
managenent services, NPl did not treat anyone as an enpl oyee, and
no Form 941, Federal Payroll Tax Returns, was filed or Form 1099
was issued. During this sane period, NPl maintai ned a noney
mar ket account with Merrill Lynch Pierce, Fenner & Smth, Inc.,
account No. 280-07017-8 (NPI’'s bank account).

During the years at issue, NPl owned three parcels of rea
property located in QGakland, California: (1) 952 57th Street
(Lowel I plant); (2) 900-960-962-964 Stanford Avenue (Stanford
plant); and (3) vacant |and adjacent to 900 Stanford Avenue
fronting on Lowell Street. Before and after July 1, 1987, ERG
conducted its foam netal manufacturing operations fromthe

Stanford Pl ant.
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In the m d-1980s, a dispute arose between Burton and d endon
over the operation and ownership of ERG On April 4, 1985, the
Bensons filed a |lawsuit against G endon, his wfe Janet, and ERG
I n or about Septenber 1985, d endon convened an ERG board neeting
during which the directors in attendance supposedly voted to
termnate Burton’s enploynment with ERG | medi ately thereafter,
d endon hired security personnel to bar Burton fromentering
ERG s facilities.

In Cctober 1985, Burton and d endon executed an agreenent
delineating their respective responsibilities concerning
contracts with two major ERG clients, Hercul es Aerospace Co.,

Inc. (Hercules),® and Gas Research Institute (CGRI). Essentially
under that agreenent, Burton was granted all rights to and
responsibility for contracts with Hercul es, and G endon was
granted all rights to and responsibility for contracts with GRI

In May 1986, Burton and d endon initiated binding
arbitration. On July 9, 1986, the arbitration panel issued an
interimdecision. |In October 1986, Burton and d endon entered
into an agreenent to adjourn the arbitrati on proceedi ngs choosi ng
instead to nediate the dispute with the aid of Wnston E. Ml ler
(MIller or VEM as nediator. On June 28, 1987, during the course

of nmedi ation, Burton and 3 endon entered into an agreenent

8Her cul es and all predecessors and successors in interest
will be referred to throughout this opinion as Hercul es.



- 11 -
entitled “Menorandum Re: Unbundling of ERG'. Burton and d endon
executed a docunent entitled “Suppl enental Menorandum Re:
Unbundl i ng of ERG (Decenber 4, 1987)”. On Decenber 5, 1987,
Burton and G endon executed a docunent entitled “Menorandum Re:

O her Commitnents nade to WEM . °

By letter dated March 18, 1988, ERG and NPI, through Burton,
gave instructions to their patent counsel of the firm Townsend &
Townsend to transfer certain patents, patent applications, and
intellectual property to dendon. The parties stipulated that on
Decenber 29, 1988, d endon incorporated Aker Industries, Inc.
(Aker) . After July 1987, and during all periods relevant to
t hese cases, Burton exercised al nost sole control over the
managenent and operations of ERG and NPI.

On March 23, 1993, dendon and his wfe, Janet, filed a
notion asking a California court to enforce the unbundling
agreenent as a settlenent agreenent. |In response to a 1994
petition filed by Burton, the court ordered the parties to
recommence arbitration. [In 1994, arbitration proceedi ngs

reconmenced. On June 7, 1995, a second interimarbitration

°Except as otherwi se noted to the contrary, we refer to the
docunents executed by Burton and G endon during nediation
collectively as the “unbundling agreenent”.

°0n Feb. 29, 1988, Burton signed a City of Gakland Busi ness
Tax Declaration stating that ERG s research and devel opnent
di vi sion had been established as a new conpany, “Acker [sic]
| ndustries”. However, G endon testified that Aker was
incorporated in July 1987.
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deci sion was i ssued. On Novenber 8, 1996, a third interim
arbitration decision was issued.

On March 5, 1999, a final arbitration decision was issued.
The final arbitration decision conprehensively decided the issues
bet ween the brothers, and the arbitrators found, inter alia,
t hat :

During the period fromand after July 1, 1987,

* * * [Burton]/ERG NPl was extrenely successful * * *,

As a result, in the period from 1988 through 1996,

* * * TBurton] and his famly obtained in excess of

$6, 500,000 in salaries, director’s fees and cash

di stributions from ERG NPI .

* * * TFJromand after July 1, 1987, * * *
[Burton] had total control over both ERG and NPl * * *

Accordingly, the arbitrators held that Burton becanme the 100-
percent owner of ERG on July 1, 1987. The arbitrators found that
Burton owed d endon a gross anount of $3,119,475 for his interest
in ERG The arbitrators awarded the Lowell plant to

d endon/ Aker, for which Burton received a credit of $185, 500.

The tribunal found that d endon/ Aker should have paid NPl rent
for the Lowell plant at $2,000 per nonth for the period July 1,
1987, to Decenber 31, 1994, and $2,500 thereafter. Accordingly,
Burton was credited with the rent paynents plus interest,
$420,650. The final arbitration decision awarded d endon a net

$2,412, 172 after credits and deducti ons.
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2. Constructive Dividend | ssues

(a) The ERG Recreation Fund Account

On or about April 5, 1985, Burton submtted an application
to open an account with the Franklin G oup of Funds (Franklin)
under the nanme “ERG Recreation Fund”. The account was opened and
assi gned noney fund account No. 1110267091-7 (the ERG Recreation
fund account). During the years 1988 through 1994, Burton was
the only person with signature authority over the ERG Recreation
fund account. Checks witten against the account were payable
t hrough Bank of Anerica.

In 1988, nunerous checks were deposited into the ERG
Recreation fund account aggregating $4,387.34. Additionally,
checks were witten fromthis account. For exanple, check No. 6,
dat ed Septenber 7, 1988, payable to NPl for the anmpunt of $3, 000
was signed by Burton. This check was deposited into NPlI’'s bank
account during the period August 27 to Septenber 30, 1988.

In 1990, nunerous checks were deposited into the ERG
Recreation fund account aggregating $11,097.53. |In 1990, three
checks were witten on this account, all signed by Burton, for
exanple: (1) Check No. 7, dated April 5, 1990, for $3,128 was
witten to Mchael’s Reno Suzuki; and (2) check No. 8, dated June
16, 1990, for $597.44 nade payable to Anytinme Power Sports

Equi prent .
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In 1993, nunerous checks were deposited into the ERG
Recreation fund account aggregating $8,819.73. 1In 1993, five
checks were drawn on this account, all signed by Burton, for
exanple: (1) Check No. 27, dated March 8, 1993, for $9,000 nmade
payable to ERG (2) check No. 29, dated June 11, 1993, for $356
made payable to Siegle's;! (3) check No. 30, dated July 15,

1993, for $9,000 nade payable to petitioner Mark;?'? and (4) check
No. 31, dated August 16, 1993, for $8,000 nade payable to ERG
Retirenment Trust.

The parties stipulated that in 1994, nunerous checks were
deposited into the ERG Recreati on fund account aggregating
$6,068.1% 1n 1994, eight checks were drawn on this account, al
signed by Burton, for exanple: (1) Check No. 32, dated May 13,
1994, for $100 nade payable to M. D ablo Silverado Council, BSA;
(2) check No. 34, dated August 13, 1994, for $206.38 nade payabl e

to Berkel ey Yanmaha; (3) check No. 35, dated Septenber 15, 1994,

1'n 1993, Siegle’s Guns was a firearns retailer in Qakland,
Ca.

20n July 19, 1993, check No. 30 was deposited into a
custodi al account into which Burton deposited his payroll checks
and ot her checks from ERG

13The parties stipulated that in 1994 “nunerous checks from
vari ous sources were deposited into the ERG Recreati on Fund
Account in the aggregate anount of $6,068" and referenced an
exhibit in the record. The referenced exhibit contains copies of
an annual account statenent for this account which shows
aggregat e deposits of $5,864.42 for 1994. Additionally, the
referenced exhi bit contains copies of checks apparently deposited
into this account in the aggregate anmount of $4,411. 85.
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for $274.66 nade payable to Bobbi Judson; (4) check No. 37, dated
Sept enber 24, 1994, for $265 nade payable to Marc Dronkers; (5)
check No. 38, dated Novenber 23, 1994, for $650 nmade payable to
Donald J. Holleran; and (6) check No. 39, dated Decenber 14,
1994, for $724.10 made payable to Marc Dronkers. Check Nos. 35
and 39 note Ri sktaker in the nmeno section of the checks, which
refers to a sail boat partly owned by Burton

(b) Paynments From ERG to NPI

During the years 1988 through 1994, Burton caused ERG to
transfer significant funds to NPl on the dates and in the anmounts

as foll ows:

Bradac (Bradac),

the aforenentioned transfers were nade from ERG s bank

Br adac was unaware of the transfer

when he worked on conpiled financi al

Date Transferred Anpunt Dat e Deposited
12/ 30/ 88 $180, 000 Unknown
4/ 15/ 93 750, 000 4/ 21/ 93
4/ 15/ 93 190, 000 4/ 21/ 93
4/ 20/ 93 2, 060, 000 4/ 26/ 93
12/ 30/ 93 600, 000 1/ 10/ 94
4/ 15/ 94 129, 414 4/ 19/ 94
6/ 17/ 94 30, 649 6/ 22/ 94
Tot al 3, 940, 063

Burton never told his accountant and return preparer,
about ERG s 1988 transfer of $180,000 to NPI
|ate 1995 or early 1996

statenents for

account and deposited into NPI’'s bank account.



- 16 -

(c) Paynent for Increased Baffle Production

One of ERG s principal custoners was Hercules. During the
years at issue, ERG produced a baffle system on behal f of
Hercules with respect to the Trident Il D5 U S Navy Fl eet
Ballistic Mssile Program* At sone point, Hercules requested
an increase in the production of baffle sets. ERG through
Burton, indicated that to increase production ERG would require
addi tional equi pnent and material s.

On or about Novenber 22, 1989, Hercules and ERG entered into
a nmenorandum of agreenent (MOA), whereby Hercul es agreed to pay
$483, 098 as an add-on cost to increase production of the baffle
sets delivered by ERG ® The MOA was uni que because it called
for Hercules to “facilitize” or fund ERG s plant and equi pnment,
the cost of which is normally paid for by the owner of the plant
and equi pnent. Attached to the MOA is “schedule 1", which lists

t he equi prment and their associated prices as contenpl ated by the

14The baffles were made from ERG s foam net al .

BUnder the MOA, the add-on cost was spread over the
invoicing of the baffle sets delivered. The MOA states in
pertinent part:

The add-on cost per Baffle per year will be the sum of
t he seven year doubl e declining schedul e amount for
that particular year plus the Cost Accounting Standards
cost of noney, * * * evenly divided anong the nunber of
Baffles that are scheduled to be delivered within that
year. * * *
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MOA. 16 Sone of the items |listed involve proprietary processes.
The projected prices in schedule 1 include the cost of tinme and
engi neering to specify the details of the equipnent, to design
the assenbly, nodifications, and installations of the equi pnent,
and to do debuggi ng on the production process to nake sure the
equi pnent wor ked properly. Sonme of the equipnment was supposedly
to be created by ERG ¥/

On or about Decenmber 20, 1989, ERG and NPl entered into a
“Pl ant Equi pnment & Facilities Purchase Agreenent”. Under this
agreenent, in exchange for $483,098, NPl agreed to purchase,
deliver, install, and place into operation as a “turnkey
operation” the itens listed on schedule 1 of the MOA, which was
incorporated into the agreenent. On or about Decenber 29, 1989,
ERG i ssued check No. 20498 to NPl for $483, 098.

On August 8, 1990, Burton, as president of ERG executed a
docunent entitled “Certification That Pl ant
Equi pnent/ Facilitization Itens Are in Place and Qperational ”.
By this docunent, Burton certified to Hercules that the equi pnent
listed on schedule 1 of the MOA was in place and operational at

ERG or would be by Decenber 31, 1990.

ERG s chi ef engi neer, Bryan Leyda, testified that he
created the prices on schedule 1 wth the help of an associate
engi neer.

M. Leyda testified: “There’'s no way that you can buy
this kind of * * * [equipnent] off the shelf. You m ght buy
pi eces, but not the entire piece of equipnent.”



- 18 -

Hercul es paid ERG the $483,098 agreed to in the MOA in
increnments included in the anobunts it paid to ERG for each baffle
set purchase order during the period 1990 through 1997. However,
nei ther NPl nor ERG purchased the equi pnent |isted on schedule 1
of the MOA.

On its original 1989 Form 1120S, U. S. Inconme Tax Return for
an S Corporation, NPl did not report any portion of the $483, 098
paynment fromERG On its 1989 Form 1120, U.S. Corporation |Incone
Tax Return, ERG deducted $248,097 of the $483,098 paynent to NP
as a royalty. On its anended 1989 Form 1120S, NPl reported
i ncone of $248,097 with respect to the $483, 098 paynent from ERG
On its original 1990 Form 1120S, NPI reflected the $483, 098
paynment from ERG as an increase in liabilities; i.e., a security
deposit. On its 1990 Form 1120, ERG deducted $193, 508 of the
$483, 098 paynent to NPl as a royalty.

(d) Exclusive Royalty Agreenent Between ERG and NPI

ERG owned and/or was assigned certain patent technol ogies.
Addi tionally, d endon assigned to NPl nunerous patents which were
i ssued for technol ogies he invented. On or about March 10, 1990,
Burton executed as president of both NPI and ERG a docunent
entitled “Agreenent of Sale and Exclusive License” (exclusive

i cense agreenent).'® The docunent had a retroactive effective

8The agreenment al so bears the signatures of Elizabeth and
Est her .
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date of July 1, 1987, and a 40-year term?!® The docunent
purports to sell certain “patent rights” owed by ERGto NPl and
si mul taneously grants ERG an exclusive license to use the patent
rights transferred. The patent rights are described as the
“technol ogy, technique, show how, and know how’ relating to foam
metal, RVC foam and SIC foam

Pursuant to the agreenent, NPl purchased ERG s patent rights
for $5,000 and 50 percent of all consideration that NPl received
fromthe “assignnent, |licensing, sublicensing, |easing, or other
commercial exploiting” of the patent rights. Under the
agreenent, ERG would pay to NPlI, inter alia, 10 percent of its
net sal es of any product incorporating the patent rights |Iicensed
to ERG by NPI.

(e) 143 Alice Lane

During the years at issue, the Bensons owned, and used as
their principal residence, real property |ocated at 5 Evans
Place, Orinda, California. The Bensons entered into an agreenent
wi th Dover Construction, dated June 13, 1990, to purchase a

portion of real property adjacent to their residence (the Dover

®During arbitration proceedings, MIler gave testinony
concerning this agreenent. On Apr. 7 and 8, 1997, Ml ler
testified that it was his advice to Burton to create the
agreenent. In fact, MIller testified that he gave Burton a
“nodel ” |icense agreenent from which to fashion the agreenent
between ERG and NPI. Furthernore, MIller testified that there
was not hi ng unusual about backdating the agreenent.
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property).2° Abutting the Dover property is the real property
| ocated at 143 Alice Lane, Oinda, California (143 Alice Lane).

I n June 1990, ERG purchased 143 Alice Lane for $335, 000. %
ERG took title to the property in the nane “Burton O Benson
Trustee” of the ERG Retirenment Trust.?* The ERG Retirenent Trust
neither paid for the purchase nor reflected the property as an
asset on any tax return or financial statement. ERG s purchase
of 143 Alice Lane, along with the Bensons’ purchase of the Dover
property, gave the Bensons a |arge, uninterrupted piece of |and
behi nd and abutting their residence.

On or about April 10 and Decenber 10, 1993, ERG paid
$1,925.57 and $1, 953. 14, respectively, for property taxes on 143
Alice Lane. In 1994, ERG paid $8,196 in property taxes for 143
Al'ice Lane.

On Cctober 28, 1997, Burton as trustee of the ERG Retirenent

Trust deeded 143 Alice Lane to the Bensons as husband and wi fe.

20The Bensons were deeded the Dover property on or about My
23, 1991.

21The price paid inclusive of fees and taxes was
$336, 410. 72.

2During the years at issue, ERG naintained a single plan
qual i fied under ch. 1, subch. D of the Code, the Energy Research
& Ceneration, Inc., Profit Sharing Plan (the plan). The plan
assets were invested in a single trust, the ERG Retirenent Trust.
ERG mai nt ai ned Franklin Money Fund accounts under the nanmes ERG
Ford Retirenment Trust and ERG Retirenment Trust. The ERG Dynar
Retirement Trust and the ERG Ford Retirenent Trust are not
Separate trusts.
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The deed shows no consideration for the transfer and i ndicates
the transfer was a “gift to spouse”.

(f) ERG Check to Burton (Ref. Carroll)

On May 17, 1989, a petition for confirmation of arbitration
award and entry of judgnent was filed in the California Superior
Court, San Francisco County. According to that docunent, M chael
Brooks Carroll (Carroll) provided advice and | egal services with
respect to the di sagreenent Burton had with his brother
concerni ng the ownership, managenent, and control of NPl and ERG
Burton w thheld payment for such services. The arbitrators
rendered a decision that Burton owed M. Carroll $96, 748. 98, plus
i nterest thereon.

On May 19, 1989, ERG issued Burton check No. 19888 for
$96, 748.98. The check bears the notation “for Mchael B
Carroll.” The check was endorsed “For Deposit Only Wells Fargo
Bank 740-6070466," an equity credit |line of the Bensons (the
Bensons’ Wells Fargo bank account). The check was deposited and
accepted for paynent on May 24, 1989.22 On or about My 23,

1989, Burton purchased a Wells Fargo Bank cashier’s check No.

13499 made payable to Carroll for $97,467.21 fromthe Bensons’

2The check was initially presented for paynent on May 19,
1989, but not honored because of insufficient funds. On My 24,
1989, the check was again presented for paynent.
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Wl |s Fargo bank account.? On their 1989 Form 1040, U.S.

| ndi vi dual 1 ncome Tax Return, the Bensons clainmed a deduction for
a portion of the legal fees paid to M. Carroll of $77,973.

(g) Autonobile and Truck Deductions

ERG cl ai med deductions for autonobile and truck expenses for

the follow ng years in the anounts stated:

Tax Year Anmpunt of Deducti on
1988 $9, 645
1989 10, 624
1990 23,676
1993 28, 308
1994 14, 723

ERG bought a Jeep for Eric for $15,000 in 1990 and a Ford Bronco
for Mark for $13,500 in 1993. ERG s claimed deductions included
the cost of purchasing these two vehicles, as well as DW fees,

i nsurance, gasoline, and repairs for four famly cars. The
Bensons conceded that the purchase of the autonobiles constituted
constructive dividends. See appendi X.

The Bensons were authorized signators on a First Interstate
checki ng account No. 804-2-01477, which was used exclusively to
pay for gasoline purchases through Interlink bank debit card(s)
linked to that account. During the years listed, ERG paid the

foll owm ng amounts for gasoline:

24The record does not disclose why there is a difference
bet ween the anobunt of the arbitration award and the anmount of the
paynment. W assune since the arbitrators’ award incl uded
“Iinterest thereon” that the additional noney is accrued interest
fromthe date of the decision to the date of paynent.



Tax Year Anpbunt
1990 $1, 853. 00
1993 4, 194. 09
1994 4,383. 16

(h) Charitable Contributions

In 1989, ERG donated $6,000 to the Mdrraga Vall ey
Presbyterian Church (M/PC). On its 1989 Form 1120, ERG cl ai ned
the $6,000 as a charitable deduction. On their 1989 Form 1040,

t he Bensons al so clainmed a $6, 000 charitable deduction for MVPC

I n 1990, ERG donated $6,000 to MWPC. ERG did not claimthe
donation as a deduction on its 1990 Form 1120; however, the
Bensons did claimthe donation as a deduction on their 1990
i ndi vi dual Federal incone tax return.

In 1993, ERG i ssued checks payable to MVPC totaling $6, 000.
ERG i ssued check No. 23554, dated Decenmber 31, 1992, for $50, 000
made payable to Bank of Anerica. The check was negotiated on
March 3, 1993. On March 5, 1993, Burton purchased cashier’s
check No. 8006822409 for $50,000 from Bank of Anerica made
payable to MWPC. MWHPC deposited the check on March 12, 1993.
ERG s 1993 Form 1120 contai ned a deduction for charitable
contributions of $4,800 and no charitable contribution carryover.
On their 1993 personal Federal inconme tax return, the Bensons
claimed a charitable contribution deduction for the $6,000 paid

to MPC by ERG and the $50, 000 cashier’s check paid to MVPC,
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In 1994, ERG paid $13,500 to WPC and $2,000 to Canp
Timberwol f. On their personal return, the Bensons clained a
charitabl e contribution deduction of $33, 374, which included
$2,000 to Canp Tinberwol f and $18,000 to MVPC. ERG s 1995 Form
1120 refl ected charitable contribution carryovers of $102, 646
from 1991, $13,200 from 1992, $1,984 from 1993, and $20, 000 from
1994. The $20, 000 shown as a carryover from 1994 included a
$10, 000 contribution to MPC and a $2, 000 contribution to Boy
Scouts of Anmerica (Tinberwolf).

(1) Rent Paid to NPl for Stanford and Lowell Plants

Thr oughout 1988-94, ERG occupi ed the Stanford plant which
was owned by NPI. In 1988, a commercial |ease for the Stanford
pl ant was prepared but not executed. Simlarly, in 1988, a
commercial |ease for the Lowell plant was prepared but not
executed. The Lowell plant was used by d endon/Aker.?2> During
the period 1988-94, ERG paid nonthly rent to NPl for both the

Stanford and Lowel| plants.? The parties stipulated that the

2d endon testified that he did not pay rent to NPl during
the period July 1987 through Decenber 1994.

2Burton testified that before the arbitrators’ fina
decision in March 1999, he considered it ERG s responsibility to
pay the rent for ERG s research and devel opnent division, Aker
Industries. In the final arbitration decision, the arbitrators
deci ded that G endon/ Aker was liable to NPl for rent for the
period July 1, 1987, through Dec. 31, 1998, in an anount
including interest, totaling $420, 650.
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rent was paid and al |l ocated between the properties for the years

as foll ows:

Year ERG Paynents to NPI Stanford Lowel |

1988 $98, 917 $67, 067 $31, 850
1989 83, 699 56, 749 26, 950
1990 137,917 106, 067 31, 850
1993 146, 400 112, 560 33, 840
1994 1168, 360 129, 444 38, 296

The _anoun stated abqve are those listed in a joint
exhi bi t ofEfI er edI i)y t%e part? es. However, it ?s cr? earJ t hat

$129, 444 plus $38, 296 does not equal $168, 360, but i nstead
$167, 740.

(j) Director’s Fees?

As detail ed below, ERG paid purported “director’s fees”
during the years at issue.?® ERG did not file Forms 1099 with
respect to paynent of any of the director’s fees.

(1) Elizabeth C. Benson

In 1989, ERG issued three $1, 000 checks payable to
El i zabet h, which she deposited into the Bensons’ Wells Fargo bank
account. In 1990, ERG issued twelve $1,000 checks payable to
El i zabet h, of which she deposited seven into the Bensons’ Wlls
Fargo bank account and five into Franklin account No. 11100025476

(Franklin account). 1In 1993, ERG issued twelve $1, 000 checks

2’Pet i ti oners concede that anounts that ERG paid shoul d have
been included in the returns of the purported directors.

28Qur categorization is based solely upon the stipulations
and characterizations nmade by the parties. Wth the exception of
two checks issued to Eric, the ERG checks issued do not indicate
their intended purpose.
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payabl e to Elizabeth, which she deposited into various bank
accounts.? In 1994, ERG issued twelve $1,000 checks payable to
El i zabet h, which she deposited into the Franklin account.

(1i) Esther V. Benson

In 1989, ERG issued three $1,000 checks payable to Esther.
Each check was deposited in 1990 into a Merrill Lynch Ready Asset
account No. 280-72453 (M. RAT account). In 1990, ERG i ssued
el even $1, 000 checks payable to Esther. Those checks were
deposited into various bank accounts.®* In 1993, ERG issued (at
| east®) el even $1,000 checks payable to Esther. One check,
check no. 23662, was endorsed and deposited into a bank account
held in the nanes Burton and Elizabeth.* In 1993, eleven $1, 000
checks were deposited into a bank account which Esther held with

Burton as joint tenants with the right of survivorship.®*® In

29See infra note 32.

%%Seven checks were deposited into the M. RAT account and
four checks were deposited into a First Bank account No. 711-
2005165.

31See infra note 33.

20n brief, petitioners explained that there was a “m x-up”
in the delivery of the director’s fees checks in 1993. Check No.
23661 payable to Elizabeth was deposited into Esther’s account,
and the director’s fee check for Esther was deposited into
El i zabet h’ s account.

33There is an inconsistency in the parties’ stipulation.

The parties stipulated that Esther was issued el even $1, 000
checks in 1993, one of which was deposited into an account owned
by Elizabeth and Burton. The parties also stipulated that el even
(continued. . .)
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1994 ERG i ssued eight $1,000 checks payable to Esther.3* Esther
did not file Federal inconme tax returns for 1988 through and
i ncl udi ng 1993.

Check to Esther V. Benson

In 1994, Burton took an uncashed check for $12,000 that ERG
had issued to Esther prior to May 1988, altered the date on the
check to indicate a date in August 1994, and deposited the check
into a bank account in Septenber 1994 shortly after his nother’s
deat h.*®* The bank account into which the check was deposited was

held in the nanes of Burton and his nother as joint tenants.

33(...continued)
$1, 000 checks were deposited into an account owned by Esther and
Burton. Indeed, the docunentary evidence in the record contains
a bank statenent for the Esther/Burton account which shows el even
$1, 000 deposits nmade in 1993. Additionally, the record contains
copi es of eleven $1,000 checks, one of which was apparently,
erroneously deposited into an account owned by Elizabeth and
Burton. Arguably, then, there nust have been twelve $1, 000
checks issued to Esther, eleven of which were deposited into the
Est her/ Burton account and one of which was deposited into the
El i zabet h/ Burt on account.

34The parties stipulated that ERG i ssued eight $1,000 checks
to Esther, but the issuing bank was unable to | ocate a copy of
one check. However, the parties also stipulated that ERG did not
file Form 1099 with respect to the $9,000 paid to Esther. W are
unabl e to resolve the seem ng i nconsistency and ascri be a
scrivener’s error to the latter stipulation.

%Burton testified that the check represented director’s
fees, and after his nother died he found the check uncashed anobng
her papers. He changed the date on the check because he believed
it would be rejected due to its age if negoti at ed.
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(ti1) Eric B. Benson

ERG i ssued check No. 23548 for $6,000 to Eric, dated
Decenber 30, 1992, on which “Directors Fee - 6 nonths” is witten
on the meno line.®* On or about February 26, 1993, Burton and
Eric submtted an application to open an account w th USAA
| nvest nent Managenent Co. as joint tenants (the USAA account).
The initial investnment into the USAA account was the
af orenenti oned $6, 000 check. In 1993, ERG issued twelve $1, 000
checks to Eric, of which eleven were deposited into the USAA
account in 1993 and one in 1994.

(k) Townsend & Townsend Check

Townsend & Townsend, patent attorneys, issued a retainer fee
refund check for $15,000 dated January 14, 1994, payable to ERG
Burton endorsed the check on behalf of ERG to the order of
Massachusetts Mutual Life Insurance Co. The $15,000 was credited
on January 27, 1994, as a partial repaynent of |oans fromthe
i nsurance conpany to Burton relating to insurance policy No.
4506416.3% The parties stipulated that during the years at issue

the primary beneficiary of the insurance policy was Elizabeth.

Eric turned 19 years old on July 24, 1993. See supra note

’Burton testified that loans totaling $15, 000 were taken
out in 1975 and 1984 agai nst the insurance policy and that the
funds were “borrowed fromthe * * * policy to be put into ERGto
meet the payroll.” He testified that none of the |oan proceeds
were used for his personal benefit.



(1) Travel Expenses

On or about February 9, 1994, Burton signed an ERG travel

expense report indicating that he spent $616.47 on behal f of ERG
Additionally, the foll ow ng charges were nmade on the dates

i ndicated to an ERG BankAmericard credit card, account No. 0109-

733-620:
Dat e Description of Charge Anmount
2/ 5/ 94 Grand Manor |Inn #35 $223. 82
Corvallis, OR
5/ 10/ 94 Hertz Rent- A-Car 91.61
St. Paul, W
5/ 10/ 94 Radi sson Hotel s 227. 32
M nneapolis, MW
5/ 13/ 94 Ramada | nns 342. 17
Fall s Church, VA
5/ 13/ 94 Hertz Rent- A-Car 137. 46
Washi ngton, D.C.
9/ 7/ 94 Karim Cycl ery 16. 24
Ber kel ey, CA
9/ 7/ 94 Surf Berkel ey 56. 40
Ber kel ey, CA
9/ 10/ 94 Lowel I Inn 1,542.79
Lake El nmo, MN
9/ 11/ 94 Super Aneri ca 4454 9.23
Bl oom ngton, N
9/ 11/ 94 Hertz Rent - A- Car 89. 90
St. Paul, W
12/ 18/ 94 The d arenont Resort 2,504. 30
Tot al 5,241. 24
ERG paid all these expenses.
Est her passed away sonetinme in early Septenber 1994, and
funeral services were held in Still Water, Mnnesota. On or
about Cctober 4, 1994, ERG paid $833.06 for travel expenses

i ncurred on behalf of Pastor Leroy M Nel son, Burton and



- 30 -
d endon’s cousin. Pastor Nel son presided over Esther’s funera
servi ces.

(m Legal Expenses

The stipul ated docunentary evi dence shows that in 1994 ERG
pai d | egal expenses of $4,660.19. The invoices detail the
services provided as, inter alia, “Review information from Burt
Benson respecting property |line dispute’”, an appeal to the
unenpl oynent office, “Burton O Benson v. Wstinghouse Electric,”
revi ew of proposed | oan agreenent, probate questions re: nother’s
estate, etc.

(n) Enployee Rel ati ons Expenses

ERG purchased Gakl and basebal |l tickets for $2,119.50, the
i nvoi ce for which was paid on or about February 11, 1994.
Addi tionally, respondent submitted copies of nonthly invoices for
the Lakeview Cub for the period Decenber 25, 1993, through
Septenber 25, 1994. These invoices are addressed to “RADM Burton
O Benson” and bear his hone address. The total anobunt shown as
bei ng paid on these invoices is $915. 66.

3. Nonconstructi ve Di vidend | ssues

(a) Dividend Franklin Accounts

On or about May 1, 1983, Burton submtted an application to
open a joint investnent account with the Franklin Mney Fund
(Franklin). The application bears the nanme “Benson Properties

Unlimted” as owner, Eric or Burton as co-owner, and Eric’s
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Social Security nunber. Franklin opened the account and assi gned
it account No. 11102309431 (Franklin account #1). On or about
Decenber 28, 1983, Burton and Elizabeth submtted an account
revision formto Franklin, changing the signatories to “Burton O
Benson/ El i zabeth C. Benson and no others.”

Thr oughout 1988, 1989, 1990, 1993, and 1994, rent paynents
received fromtenants occupying residential real properties owned
by the Bensons were deposited into the Franklin account #1.
Expenses incurred with respect to those properties were al so paid
fromthis account. During the years 1988, 1989, 1990, 1993, and
1994, dividends were credited to this account in the anounts of
$204, $193, $229, $360, and $1,072.03, respectively.® For the
years at issue, the Bensons did not report interest or dividend
i ncone from Franklin account #1. However, on his 1994 return
Eric reported dividend income fromFranklin account #1 of $1,072.

(b) Forgiveness of Debt |ncone

ERG s 1987 Form 1120, Schedul e L, Bal ance Sheet, reported
under the category assets “Loans to stockhol ders/officers” of
$88, 291 as the bal ance at the beginning and end of that tax year.
For 1988, ERG s Form 1120, Schedule L, filed August 1, 1994,

reported no amount for “Loans to stockhol ders/officers”. On or

38The parties stipulated that in 1994 $1,072 in dividends
was credited to this account. In fact, the anpbunt credited was
$1, 072. 03.
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about July 29, 1994, accountant Bradac sent Burton a |etter which
stated in part:

Loans to Stockhol ders cannot be identified from
our workpapers. |If it could be identified, any
anmount s due from st ockhol ders shoul d be shown
here, and the Corporation should nmake sincere
efforts to collect. Any stockhol der who has not
repaid a corporate | oan has personal inconme to
report if the loan is forgiven by the Corporation.

On Cctober 25, 1995, the Bensons filed their 1994 return.

4. Transfers From NP

In 1993, Burton caused NPl to issue: (1) Check Nos. 424,
439, and 444, totaling $129,480 from NPI’'s bank account nade
payable to the California Franchise Tax Board to pay his persona
tax liabilities; and (2) check Nos. 423, 425, 432, and 438 from
NPl s bank account made payable to the Internal Revenue Service
(IRS) to pay his personal tax liabilities, the aggregate anount
of which was $378, 000. **

In 1994, Burton caused NPl to: (1) Issue check Nos. 452,
462, and 468 totaling $28,745 from NPlI’s bank account nade
payable to the California Franchise Tax Board to pay his persona

tax liabilities; (2) issue check Nos. 446, 451, 455, and 461

3The parties stipulated that check No. 424 for $81, 000 and
check No. 444 for $28,480 total ed $129, 480, which was obviously
an error since these two suns equal $109,480. It is clear from
t he docunentary evidence in the record that three checks, Nos.
424, 439, and 444 were witten from NPlI’s bank account to the
California Franchi se Tax Board in the total anmount of $129, 480.
Additionally, it is clear fromthe evidence that NPl issued
checks, Nos. 423, 425, 432, and 438 to the IRS in the total
amount of $378, 000.
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totaling $135,869 to the IRS to pay his personal tax liabilities;
(3) issue check Nos. 453 and 457 to hinmself in the total anopunt
of $200,000; and (4) wire transfer $1 mllion to First Anerican
Title Guaranty Co. for the purpose of funding a $2,213, 000
secured prom ssory note with respect to which Burton and
El i zabeth held a 45.188-percent interest as joint tenants.

In 1995, Burton caused NPl to issue: (1) Check No. 469 for
$23, 331 payable to the IRS to pay his personal tax liabilities;
(2) check Nos. 474, 475, 486 in the aggregate anmount of $400, 000
to himself and/or his wife; (3) check No. 477 for $1 million
payable to Jack Wiite & Co. to establish an investnent account in
the nane “Burton O Benson”; (4) check No. 478 for $1 mllion
payabl e to USAA Mutual Fund to establish an investnent account in
t he Bensons’ nanes; (5) check Nos. 482 and 485 in the respective
amount s of $5,441.55 and $4, 860. 81 payable to Insight Capital
Research & Managenent, Inc., to establish an investnent account;
and (6) check Nos. 487, 488, and 489 for $100, 000 each to FEric,
Brad, and Mark.

5. Baden Spi el Haus Partnership

During the years 1989, 1990, 1993, and 1994, Burton was a
partner owning a 25-percent interest in the Baden Spiel Haus
partnership. Baden Spiel Haus owned and operated a ski cabin in
California. The Bensons clai ned partner deductions of $1, 281,

$1, 182, $1,473, and $2,635, for 1989, 1990, 1993, and 1994,
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respectively, which respondent denied for |ack of substantiation.
The Bensons conceded respondent’s determ nation for all years
except 1994. See appendi x, par. 13.

6. Evelyn Hernsnei er Partnership

During the years 1988, 1989, 1990, and 1993, Elizabeth was a
partner holding a 50-percent interest in the Evelyn C. Hernsneier
et al. partnership. Evelyn C. Hernsneier, f.k.a. E.C. Ford, is
the sister of Elizabeth. For the years listed, gross incone of

the partnership was as follows: 4

Tax Year G oss | ncone
1988 $263, 448
1989 274, 683
1990 242,700
1991 282, 059
1992 202, 192
1993 185, 770
1994 201, 239

7. The I ncone Tax Returns

(a) The Bensons

On July 25, 1994, the Bensons filed their 1988 Feder al
i ncone tax return through respondent’s revenue agent. The 1988
return was filed after the Cctober 15, 1989, due date, as
extended. On Septenber 16, 1994, the Bensons filed their 1989

Federal inconme tax return through respondent’s revenue agent.

4°0n brief, respondent indicated that facts pertaining to
the Evelyn Hernsneier Partnership relate “solely to the issue of
substantial om ssion of incone pursuant to” sec. 6501(e). Incone
or loss fromthe partnership was reported on the Bensons’ 1989,
1990, 1993, and 1994 Schs. E as Elizabeth’s distributive share.
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The 1989 Federal inconme tax return was filed after the Cctober
15, 1990, due date, as extended. On Cctober 21, 1994, the
Bensons filed their 1993 Federal income tax return. On February
14, 1995, the Bensons filed their 1990 Federal incone tax return
t hrough respondent’s agent. The 1990 Federal incone return was
filed after the October 15, 1991, due date, as extended.

On June 29, 1995, respondent issued Burton a notice of
deficiency for the tax years 1991 and 1992. On Cctober 25, 1995,
t he Bensons filed their 1994 Federal incone tax return. On
Novenmber 27, 1995, respondent assessed a deficiency against
Burton for the 1992 tax year on the basis of a notice of
deficiency dated June 29, 1995. On Decenber 13, 1995, the
Bensons filed their 1991 Federal income tax return. On January
1, 1996, respondent assessed a deficiency against Burton for the
1991 tax year on the basis of a notice of deficiency dated June
25, 1995. On March 5, 1997, the Bensons filed their 1992 Federal
i ncone tax return.

(b) Eric B. Benson

On or about April 15, 1994, Eric requested an extension of
time to file his 1993 Federal incone tax return. On Cctober 17,
1994, Eric filed his 1993 Federal income tax return. On Cctober

23, 1995, Eric filed his 1994 Federal incone tax return.
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(c) Mrk D. and Brad D. Benson

Neither Mark nor Brad filed a Federal incone tax return for
1993. On Cctober 25, 1995, Mark and Brad each filed their 1994
Federal income tax return.

(d) ERG

ERG filed its Fornms 1120 Federal incone tax returns on the

dates and for the years |isted:

Dat e Tax Year
5/ 23/ 89 1987
8/ 1/ 94 1988
8/ 28/ 94 1989
9/ 18/ 94 1993
11/ 20/ 94 1990
7/ 16/ 95 1991 & 1992

There is a dispute between the parties whether ERG filed a 1994
return.
(e) NPL

NPl filed its Fornms 1120S on the dates and for the years

i sted:
Dat e Tax Year
1/ 14/ 91 1987
1/ 21/ 92 1988
5/ 22/ 92 1989
7/ 14/ 92 1990
9/ 17/ 92 1991
9/ 20/ 94 1993
9/ 20/ 94 Anended 1989
12/ 15/ 94 Anended 1990
7/ 19/ 95 1992
9/ 20/ 95 1994

9/ 18/ 95 Amended 1991



8. The Return Preparers

G A “A” Piepho prepared ERG s and NPI's 1987 returns.
Pi epho di ed on or about Cctober 1, 1989. After Piepho died,
Bradac purchased Piepho’s accounting practice. For the tax years
beginning in or after 1988 through 1994, Bradac generally
prepared the tax returns for ERG NPlI, and each of the
petitioners. However, Jill Toibin, C P.A (Toibin), prepared the
Bensons’ 1992 Form 1040.

9. Noti ces of Deficiency

On Cctober 15, 1997, respondent issued Eric a notice of
deficiency for his tax year 1993. On Septenber 10, 1998,
respondent issued notices of deficiency to Eric, Mark, and Brad
for the 1994 tax year. On Septenber 13, 2000, respondent issued
to the Bensons notices of deficiency for the tax years 1988,
1989, 1990, and 1993. On Septenber 24, 2001, respondent issued
to the Bensons a notice of deficiency for their 1994 tax year.

(a) Exam nations

On Novenber 19, 1996, respondent opened an exam nation of
t he Benson’s 1993 return. The exam nation of the Bensons’ 1993
return related to an ongoi ng exam nati on of ERG which
exam nation comenced on August 23, 1995. On March 11, 1997,
respondent opened an exam nation of the 1988, 1989, 1990, and

1994 returns of the Bensons.
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OPI NI ON

The gravanmen of respondent’s argunent is that due to a
bitter famly feud over the control and ownership of ERG Burton
“formed a fraudul ent schene to divert the earnings and profits of
ERG to hinself (either through NPl or directly) and to thereby
| ower the reportable profits of ERG” Respondent alleges that
Burton | abored to reduce ERG s profits because the unbundling
agreenent required himto pay his brother a nultiple of ERG s
profits. The alleged schene, respondent argues, was perpetrated
in three ways: (1) Various transactions to divert cash from ERG
to NPI; (2) ERG s paynent for 143 Alice Lane for the Bensons’
benefit; and (3) ERG s direct paynment of the Benson famly
per sonal expenses. Respondent alleges Burton’s schenme was al so
intended to defraud the Governnent of incone tax due and ow ng.

The Bensons seek sol ace in the circunstances surroundi ng the
preparation and filing of their incone tax returns. The Bensons
all ege that the uncertainties associated with the brothers’ | egal
and personal struggle to control the closely held entities, the
pressures of running successful and profitabl e businesses, and
the death of their longtinme accountant and tax preparer caused
their failure to prepare tinely and accurate tax returns, not
i ntentional mal feasance.

As discussed in detail below, the volum nous record in this

case does not sustain respondent’s burden of proving by clear and
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convi nci ng evidence that the Bensons fraudulently intended to
evade the paynent of their incone taxes. However, respondent has
per suaded us that the Bensons substantially understated their

i ncone.

A. The Burden of Proof and the Statute of Limtations

A determ nati on made by the Comm ssioner in a notice of
deficiency is presuned correct, and the taxpayer bears the burden
of proving that determ nation incorrect.* Rule 142(a); Wlch v.
Hel vering, 290 U.S. 111, 115 (1933).

CGenerally, the Comm ssioner nust assess the anount of tax
within 3 years after areturnis filed. See sec. 6501(a). The
Code provides exceptions to this period of limtations. One
exception, of course, is for fraud. See sec. 6501(c). In
pertinent part, section 6501(c) provides:

SEC. 6501(c). Exceptions.--

(1) False return.—1n the case of a false or
fraudulent return with the intent to evade tax, the tax

may be assessed, or a proceeding in court for

collection of such tax may be begun w t hout assessnent,
at any tine.

41Sec. 7491(a) (1) provides that the burden of proof shifts
to the Comm ssioner if the taxpayer introduces credible evidence
wWth respect to any factual issue relevant to ascertaining the
tax liability of the taxpayer. Sec. 7491(a)(1) applies to court
proceedi ngs arising in connection wth exam nati ons commenci ng
after July 22, 1998. See Internal Revenue Service Restructuring
and Reform Act of 1998, Pub. L. 105-206, sec. 3001(c), 112 Stat.
726. The record indicates that the exam nations of petitioners’
returns began prior to the effective date of sec. 7491. Thus,
sec. 7491 is inapplicable to this case. See Seawight V.
Comm ssi oner, 117 T.C 294 (2001).
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There is an exception for the substantial understatenent
i ncone. Section 6501(e) provides in pertinent part:

SEC. 6501(e). Substantial Om ssion of Itens.—
Except as otherw se provided in subsection (c)--

(1) I'nconme taxes.—1In the case of any tax
i nposed by subtitle A-

(A) General rule.—I1f the taxpayer omts
fromgross income an anount properly
includible therein which is in excess of 25
percent of the anobunt of gross inconme stated
in the return, the tax may be assessed, or a
proceeding in court for the collection of
such tax may be begun w t hout assessnent, at
any time within 6 years after the return was
filed. For purposes of this subparagraph-

(1) I'n the case of a trade or
busi ness, the term “gross incone” neans
the total of the anmounts received or
accrued fromthe sale of goods or
services (if such anpbunts are required
to be shown on the return) prior to
di m nution by the cost of such sales or
services; and

(1i) I'n determ ning the anount
omtted fromgross incone, there shal
not be taken into account any anobunt
which is omtted fromgross incone
stated in the return if such anmount is
disclosed in the return, or in a
statenent attached to the return, in a
manner adequate to apprise the Secretary
of the nature and anpunt of such item

of

Respondent bears the burden of proving by a preponderance of the

evidence that: (1) The Bensons omtted from gross i ncone an
anount in excess of 25 percent of the anount of gross incone
reported on their return, and (2) that the omtted i ncome was

properly includable in gross incone. Burbage v. Conm Ssioner,

82
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T.C. 546, 553 (1984), affd. 774 F.2d 644 (4th Cir. 1985); Chadiri

v. Conm ssioner, T.C. Menob. 1996-528; Httleman v. Conmni Ssioner,

T.C. Meno. 1990-325, affd. w thout published opinion 945 F.2d 409
(9th Gr. 1991). Accordingly, respondent nust introduce

affirmati ve evidence to neet his burden. Ghadiri v.

Conm ssioner, supra. On brief, the parties agree that our

opinion on the nerits wll determ ne whether the period of
limtations bars respondent’s assessnent for 1989, 1990, 1993,
and 1994.

For respondent to prevail with respect to the 1988 taxable
year, we nust find fraud, which we do not. However, as discussed
infra, we do find that respondent has proved substanti al
om ssions of inconme in 1989, 1990, 1993, and 1994. The Bensons
argue on brief that the only way respondent can show a 25-percent
om ssion is by proving that they had constructive dividends. W
have found that substantial constructive dividends were received.
On brief, respondent refers to this matter as a conputati onal
issue. A reconputation of the Bensons’ inconme under Rule 155
pursuant to our findings and hol dings herein will control whether
the Bensons omtted fromgross incone an anmount which is in
excess of 25 percent of the ambunt of gross incone stated in the
returns. |If there was such an om ssion the period of Iimtations

in section 6501(a) wll not bar assessnent for those years. See
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Garden State Dev., Inc. v. Comm ssioner, 30 T.C 135, 142 (1958);

Hul shart v. Conmm ssioner, T.C. Menp. 1955-231.

B. Constructive Dividends

The heart of respondent’s inputation of incone is that
numer ous ERG expenditures and transfers constitute constructive
dividends to the Bensons. On the contrary, petitioners argue
that if the percentage of NPI’'s ownership declared in the final
arbitration decision is considered, petitioners overpaid their
inconme tax liability.

The Conmm ssioner is authorized and has great latitude in
reconstructing inconme in accordance with any reasonabl e net hod
that accurately reflects actual income. Secs. 446(b), 6001;

Pet zol dt v. Comm ssioner, 92 T.C 661, 687 (1989); Menegquzzo V.

Commi ssioner, 43 T.C 824, 831 (1965); see Taglianetti v. United

States, 398 F.2d 558, 562 (1st Cr. 1968), affd. on other grounds
394 U. S. 316 (1969); Ransey v. Conm ssioner, T.C Meno. 1980-59;

Bolton v. Commi ssioner, T.C Meno. 1975-373. The reconstruction

of a taxpayer’s inconme need only be reasonable in light of the

surrounding facts and circunstances. Gddio v. Comm ssioner, 54

T.C 1530, 1533 (1970); Schroeder v. Comm ssioner, 40 T.C 30, 33
(1963). Furthernore, it is axiomatic that “The Comm ssioner and
the review ng courts are permtted to fully exam ne any
transaction to determne its economc and financial reality.”

Nobl e v. Conm ssioner, 368 F.2d 439, 443 (9th Cr. 1966), affgqg.
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T.C. Meno. 1965-84. Those transacti ons which | ack econom c

substance nmay be ignored. Gegory v. Helvering, 293 U S. 465,

467 (1935); Muhich v. Comm ssioner, 238 F.3d 860, 864 (7th Cr

2001), affg. T.C. Meno. 1999-192.

Section 61(a) defines gross incone as “all income from
what ever source derived”. The regul ations denonstrate the
definition s expanse: “&Goss incone includes incone realized in

any form whether in noney, property, or services.” Sec. 1.61-

1(a), Inconme Tax Regs. (enphasis added); see Han v. Conm sSsi oner,

T.C. Meno. 2002-148 (citing Comm ssioner v. d enshaw d ass Co.

348 U. S. 426, 431 (1955)). As the Suprene Court explained, a
gain “constitutes taxable incone when its recipient has such
control over it that, as a practical matter, he derives readily

realizabl e economc value fromit.” Rutkin v. United States, 343

U.S. 130, 137 (1952).
Section 301, however, qualifies the definition of gross

i ncome. Barnard v. Conmi ssioner, T.C. Menp. 2001-242.

CGenerally, that section provides that funds distributed by a
corporation over which the taxpayer/sharehol der has dom ni on and
control are taxed under the auspices of section 301(c). 1d.
Pursuant to section 301(c), a dividend is taxed as ordinary

incone only to the extent of the distributing corporation’s
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earnings and profits; 4 any excess is nontaxable return of
capital to the extent of the taxpayer’s basis; and any renaining
anount received is taxable as capital gain fromthe sale or
exchange of a capital asset. Sec. 301(c)(1),(2), and (3);

Truesdell v. Conmm ssioner, 89 T.C 1280, 1295-1298 (1987);

Barnard v. Comm ssioner, supra. The parties have stipul ated

that, to the extent we find constructive dividends, ERG had
sufficient earnings and profits to deem any distributions as
ordi nary i ncone.

“I't is well established that transfers between rel ated
corporations may result in constructive dividends to a common

sharehol der.” Speer v. Comm ssioner, T.C Meno. 1996-323 (citing

Joseph Lupowitz Sons, Inc. v. Conm ssioner, 497 F.2d 862, 868 (3d

Cr. 1974), affg. in part, revg. in part on another ground, and

remanding T.C. Meno. 1972-238); see DilLeo v. Conm ssioner, 96
T.C. 858, 883 (1991), affd. 959 F.2d 16 (2d Cr. 1992). “A
greater potential for constructive dividends * * * exists in
closely held corporations where deal i ng between stockhol ders and
the corporation are commonly characterized by informality.”

Zhadanov v. Commi ssioner, T.C Mno. 2002-104. However, common

ownership alone will not support a finding of constructive

di vi dends. Sammons v. Conm ssioner, 472 F.2d 449, 451 (5th G

42The determ nati on and cal cul ati on of earnings and profits
is governed by sec. 316 and the regul ati ons pronul gat ed
t her eunder .
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1972), affg. in part and revg. in part on another ground T.C.
Meno. 1971-145.

“Cor porate expenditures constitute constructive dividends
only if 1) the expenditures do not give rise to a deduction on
behal f of the corporation, and 2) the expenditures create
‘econom c gain, benefit, or inconme to the owner-taxpayer.’” P.R

Farnms, Inc. v. Conm ssioner, 820 F.2d 1084, 1088 (9th G r. 1987)

(quoting Meridian Wod Prods. Co. v. United States, 725 F.2d

1183, 1191 (9th Cir. 1984)), affg. T.C. Menp. 1984-549. “The
crucial concept in a finding that there is a constructive
dividend is that the corporation has conferred a benefit on the
sharehol der in order to distribute avail able earnings and profits

wi t hout expectation of repaynent.”* Truesdell v. Conm ssioner,

supra at 1295 (citing Noble v. Conm ssioner, supra at 443). A

“constructive dividend” is “sinply a corporate disbursenent that

is a dividend in the contenplation of |aw though not called such

43 “To constitute a distribution taxable as
a dividend, the benefit received by the
shar ehol der need not be considered as a
di vidend either by the corporation or its
shar ehol ders, declared by the board of
directors, nor other formalities of a
di vi dend decl arati on need be observed, if on
all the evidence there is a distribution of
avai l abl e earnings or profits under a claim
of right or without any expectation of
repaynent.” * * *

Nobl e v. Conmm ssioner, 368 F.2d 439, 443 (9th Cr. 1966), affgqg.
T.C. Meno. 1965-84 (quoting Cark v. Conm ssioner, 266 F.2d 698,
711 (9th Cir. 1959)).
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by the corporation making the disbursenent.” United States V.

Mews, 923 F.2d 67, 68 (7th Cr. 1991). Furthernore, to be a
constructive dividend to a sharehol der, the corporation need not
pay it directly to the shareholder. [d.

It is clear that when a corporation confers an econom c
benefit upon a sharehol der w thout expectation of reinbursenent,
t hat economi c benefit becones a constructive dividend. Loftin &

Whodard, Inc. v. United States, 577 F.2d 1206, 1214 (5th G

1978); Thorpe v. Comm ssioner, T.C Meno. 1998-115. For exanpl e,

t he anobunt of taxes paid by a corporation on behalf of and for
the benefit of a shareholder was held to be a constructive

di vidend. Inland Asphalt Co. v. Conm ssioner, 756 F.2d 1425 (9th

Cir. 1985), affg. T.C Meno. 1982-463. Corporate paynent of a
shar ehol der’ s personal expenses constituted a constructive

di vidend. Dobbe v. Conm ssioner, 61 Fed. Appx. 348 (9th G

2003), affg. T.C Meno. 2000-330. Paynents by a corporation for
painting and repairs made to a shareholder’s famly residence and
travel expenses incurred for personal purposes were deened to be

constructive dividends. Gossnman v. Commi ssioner, 182 F.3d 275

(4th Gr. 1999), affg. T.C. Menp. 1996-452; Noble v.
Commi ssioner, 368 F.2d 439 (9th Gr. 1966). And use of a

cor por at e-owned | uxury aut onobile for personal purposes

constituted a constructive divi dend. Mbhan Roy, MD., Inc. V.

Comm ssioner, T.C Meno. 1997-562, affd. 182 F.3d 927 (9th Gr.

1999) .
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“I'n determ ni ng whether or not the expenditure related to
t he busi ness of the corporation, we nmust ascertain whether the
paynment or expenditure has independent and substantial inportance

to the paying corporation.” Gow v. Conmm ssioner, T.C Meno.

2000-93 (citing T.J. Enters., Inc. v. Conm ssioner, 101 T.C 581

(1993)), affd. 19 Fed. Appx. 90 (4th Cr. 2001). “An expenditure
general |y does not have i ndependent and substantial inportance to
the distributing corporation if it is not deductible under

section 162.” 1d. (citing P.R Farns, Inc. v. Conm SSioner,

supra.)

Respondent determ ned that nunerous transactions constituted
constructive dividends to the Bensons. For ease of discussion,
we shall separately detail each item and then describe the
econom ¢ benefit the Bensons received fromthose itens.

1. ERG Transfers to NP

Transfers nmade by ERG to NPl and the anounts reported for

the years 1988 through 1994 are |isted as foll ows:

Year ERG Tr ansf er Anount Report ed Ant. Reported on Reporti ng
to NPI by NPI Shar ehol der Return Shar ehol der
1988 1$180, 000 —- -- n/ a
1989 483, 098 $248, 097 $165, 481 The Bensons
1990 —- 193, 508 129, 070 The Bensons
1991 —- 1, 764, 049 757, 025 The Bensons
1992 —- 907, 443 365, 754 The Bensons
1993 3, 600, 000 220, 000 146, 667 The Bensons
24, 444 Eri c Benson
1994 160, 063 160, 063 80, 032 The Bensons
26, 677 Eri c Benson
26, 677 Brad Benson
26,677 Mar k Benson
Tot al 4,423,161 3,493, 160 1, 748, 504

Petitioners offered no evidence as to this transfer. Furthernore, Burton
could not recall the purpose of the transfer.
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As found above, in 1989 ERG transferred $483,098 to NPl wth
respect to the MOA. Although there was conflicting testinony
concerni ng what was contenplated by the MOA % petitioners
of fered no evidence of what specific services, if any, were
performed and/ or what equi pnent, if any, was purchased. M.
Bradac, Burton’s accountant and return preparer, testified that
Burton inforned himthat no equi pnent was purchased, and he
i nstead booked the paynent as a security deposit.

Cenerally, noney was transferred from ERG to NPl ostensibly
for two reasons. First, in accordance with the exclusive |icense
agreenent between ERG and NPI, 10 percent of ERG s profits fl owed
to NPl in the formof royalties.* Second, to achieve Burton's
goal of having ERG show a paper profit of approximately $75, 000
per year, the difference between the purported royalty paynents
and ERG s actual annual profit (less approximtely $75,000) was
transferred as paynment to NPl for purported engi neering services

performed by NPI.

“Warren Tinothy, a fornmer enployee of Hercules, testified
that the MOA was a purchase contract, and it did not contenplate
reengi neering. Simlarly, WIlliam Mrton, also a forner enpl oyee
of Hercules, testified that the MOA was an equi pnment purchase
contract. However, Bryan Leyda, an ERG enpl oyee, testified that
the schedule attached to the MOA was his “personal best estinmate”
for tinme and engi neering to design the assenbly, the
nmodi fications, and the installation, and any debuggi ng processes.

“The paynents were | abeled “royalties” on the basis of
information that Burton provided. Bradac did not see a copy of
the royalty agreenent until after he prepared the returns.
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The realization of the “plan” is denonstrated in a
stipulated exhibit. For exanple, in 1992 ERG had $2, 704,096 in
total sales and allocated $275,867 in royalties to NPI. 4
Simlarly, in 1993 ERG had total sales of $2,440,139 and
al |l ocated $244,023 in royalties to NPI.% ERGr reported a profit
in 1989, 1990, and 1993 of $77,930, $79,576, and $76, 941,
respectively.

Because many of ERG s paynments to NPl were made after the
purported royalties and engi neering services were supposedly
earned, there had to be a plan or basis upon which the funds were

attributed to the tax years at issue.*® At trial, M. Bradac

“NPI's original 1992 return reported royalty incone of
$907, 443.

4NPl's original 1993 return reported royalty incone as
$220, 000.

48Jill Toibin, C. P.A, prepared the Bensons’ 1992 Form 1040.
On or about Cct. 3, 1996, Toibin wote a nmenorandumto her file
whi ch states in pertinent part:

| asked Burt if all disbursenents from ERG were

ordi nary and necessary busi ness expenses of the
corporation and he confirnmed in the positive. He

i ndicated that the corporation has a royalty agreenent
with New Process Industries (a related corporation).

In addition, New Process provides services to ERG

t hrough the action of the enpl oyee owner (hinself) that
are not covered by the rent agreenent, so that

engi neering services are paid to conpensate the
corporation for these services.

At trial, Toibin testified that the classification of
engi neering services was on the basis of Burton's representations
t hat he provided “know how, show how, sonething of value to NPI”".
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explained the “plan”: “And not having exact nunbers to work
with, | suggested that we allocate the nunbers based upon the
i ncome of the corporation. Wen we get down to the end, we'll
take whatever difference there is and put it into the mddle
years.” The theory of allocating ERG paynents for tax years
prior to paynent was further refined in Jill Toibin s letter to
the California Franchise Tax Board:

The corporation [NPI] receives royalties and perforns

engi neering services for arelated entity * * * [ ERG

The corporation is a cash basis taxpayer. However, the

corporation was required to report as current incone

any anounts constructively received, even though such
anounts were not actually paid in the current year

* * %

During trial, Bradac was asked and answered as foll ows:

Q Okay. Now was there a discussion at sonme point
bet ween you and Admi ral Benson of a desire to flow
profits fromERG to NPI?

A | mean | don’t think of it in those terns, but
yes, | guess there would be discussion which entail ed
t hat .

* * * * * * *
Q Did you specifically recall, do you recall having

conversations with Admral Benson about trying to keep
the profits of ERG down?

A Yes.

* * * * * * *

Q Did you have an understanding from Adm ral Benson
that nore of the profits of ERG could be passed, or
flowed to New Process through increasing deductions on
ERG s returns?
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A | vaguely recall having sone discussions |ike
increasing the rents, and along those lines, yes.

Q And in those discussions, do you recall discussing
perform ng services as another way that ERG s profits
m ght flow to NPI?

A Pr obabl y.

Q And if those profits flowed fromERG to NPlI, then
woul d ERG appear |ess profitable?

A Yes.

Q At | east on paper?

A Yes.

Q Do you recall a discussion or discussions with

Adm ral Benson in which Adm ral Benson expressed a

desire to keep the profits of ERG for any given year,

to a |l evel of about $75,000 — excuse ne, did | say

profits? | neant taxable incone.

A We have [sic] a conversation along those |ines.
Simlarly, on or about April 13, 1993, Burton sent Bradac a

menor andum whi ch states in pertinent part:

ERG 1) ERG had an estimated profit of $757,000 for yr-
end 1992.

2) Assune ERG pay [sic] royalties to NPl of $750K
for this period.

3) Then ERG has mnimal to no tax for Fed & state
in 92.

NPl 1) NPl has a est. profit of $750K from ERG pl us
$68K sel f made profit equals $818K for 1992.

2) Assume $818K flows to BOB sonehow royalty,
profit, salary, this yet to be determ ned.

3) Then NPI has no Fed tax but has CA State
of 2 1/2% of profit * * *
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Burton testified that this nmenorandum was “a tax planning
docunent”. Simlarly, on or about March 7, 1996, Burton sent a

menor andumto Bradac stating: “Considering that we desire to

keep ERG at a profit of about $75K, we would then pull about

$260K out of ERG and allocate it to NPI.” (Enphasis added.)

Petitioners produced purported “invoices” for the royalties
paid only with respect to 1993. The invoices are printed on
NPI's | etterhead, addressed to ERG and show an anount *“due”.
Each docunent is stanped “RECEI VED' by ERG on a specific date and
bears a “paid’” stanp showi ng an anount, date, and check nunber.
However, these invoices were not created contenporaneously wth
paynment and/or the receipt of services, but they were prepared in
response to a neeting Burton had with a revenue agent.

Burton testified that the “engi neering services” for which
ERG conpensated NPl were consul ti ng design services that he
performed to make the Hercul es contract “work”. He stated: “The
engi neering services I'mreferring to was the understandi ng
between ERG and NPl in light of the agreenent that ERG had with
NPl to do the design services, to change the D-5 process, and
scale up to the delivery rate that the custoner wanted.” He
stated that the paynents were for his “engi neering know how'.
However, there was no witten agreenent between ERG and NP

concerning the provision of engineering services.
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The record al so includes purported invoices for engineering
and design services for only 1993. The docunents state in
pertinent part:

Engi neeri ng and Design Services for Hercul es Aerospace,

as Prinme Contractor to the Departnent of Defense

authorization to ERG for the investnent in the

Facilitization and Pl ant Equi prment required to obtain

the contract delivery rate requirenents under Hercul es

Cl assified Contract No. 2257-003136 as line item1 and

under Hercules O assified Contract No. 2295-03020 as

line item2, for the Fleet Ballistic Mssile Program

“Special” D5 tooling requirenents.

The docunents are witten on NPI's |etterhead, addressed to ERG
and bear the |ast day of each nonth in 1993 as the date.

Addi tionally, the docunents are stanped “RECEI VED' on a certain
date by “ERG Inc.” and are al so stanped “paid” show ng an
anount, date, and check nunber. Burton admtted, however, that
t hese invoices were created shortly before an audit neeting with
a revenue agent.

Burton testified that he kept track of the hours he spent
perform ng the purported design and engi neering services on his
desk cal endar.*® |In answering a question concerning how much NP
charged ERG for his alleged services, he testified: “l’'d be
guessi ng, 200, 300 dollars an hour, sonething like that.” Burton

was asked and answered as foll ows:

Q And how woul d you nmake that calculation, if you
didn't keep specific hours on your desk cal endar?

“The desk cal endar was not proffered as evidence.
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A You know | really don’t know. They seemlike very
round nunbers. They could be just what we in the
busi ness call engi neering estinates.
However, Burton presented no evidence detailing precisely what
servi ces he provided, the nunber of hours he spent performng
t hose services, and whether the conpensation charged was ordi nary
and reasonable in the industry. Cearly, Burton controlled both
sides of the “table” wth respect to ERG and NPI. Transactions

bet ween rel ated corporations are inherently suspect. Tulia

Feedlot, Inc. v. United States, 513 F.2d 800, 805 (5th Cr. 1975)

(“Transactions between rel ated taxpayers or between a cl ose
corporation and its principals * * * nust be subject to close

scrutiny.” (citing United States v. Ragen, 314 U. S. 513 (1942)));

Ludwi g Baumann & Co. v. Comm ssioner, T.C. Mnp. 1961-271

(“common ownership factor requires a close scrutiny to determ ne
t he substance of the transaction and whether it reasonably woul d
have been made between parties dealing at armis length.”), affd.
312 F.2d 557 (2d Cir. 1963).

Furthernore, we infer fromthe evidence that the exclusive
Il icensing agreenent was nerely a tax planning tool, conpletely
| acking in econom c substance. Although taxpayers are entitled
to structure their transactions in such a way to achi eve the nost
advant ageous tax ram fications, nonethel ess, those transactions

must be real and have econonm ¢ substance. G eqory v. Helvering,

293 U. S. at 469. For exanple, the exclusive |icensing agreenent
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was entered into in 1990 but had retroactive application to 1987,
t he year during which Burton took sole control of ERG The
anmounts that ERG transferred to NPl were not regular. As the
arbitrators found, the pattern of paynent denonstrates that
Burton was nerely funneling ERG s profits to NPI. There is no
evi dence of a business purpose why ERG would “sell” its val uabl e
patent rights to NPl and sinultaneously |icense them back.
Furthernore, there is no evidence whether ERG received the
consi deration contenpl ated by the agreenent for “selling” those
rights. The agreenent states that ERGis entitled to, inter
alia, 50 percent of the noneys NPl receives fromlicensing the
patent rights. ERG ostensibly was “licensing” those patent
ri ghts under the agreenent and payi ng NPl hundreds of thousands
of dollars for such rights. However, the record shows only the
unidirectional flow of noney from ERG to NPI

ERG transferred mllions of dollars to NPl for paynent of
supposed “engi neering services”. However, there is no evidence
of what services Burton performed on behalf of NPl other than his
testinmony that he provided ERG w th engi neering “know how'. No
third party testified as to what Burton specifically did. There
is no evidence of how nmuch tinme he devoted to this endeavor and
whet her the anmounts charged were reasonable and customary. In
fact, we infer fromthe evidence that in conjunction with the

excl usive |icensing agreenent, the |abel “engineering services”
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was created to achieve Burton’s goal of having ERG show a
consi stent paper profit of approxi mately $75, 000.° For exanpl e,
ERG s records show that in 1991 ERG i ncurred $1, 539, 463 for
“engi neering services” provided by NPI. Assum ng, as Burton
testified, that NPl charged ERG $300 per hour, Burton would have
had to spend 5,131.5 hours or 213.8 twenty-four hour periods
perform ng so-call ed engi neering services.

On brief, petitioners argue that the percentage of ownership
determined in the arbitration decisions affects the issue of what
anmount, if any, constitutes taxable inconme to the Bensons.
Petitioners direct the Court’s attention to the arbitrators’
finding that Burton owned one-third of NPI's stock during the
years at issue. Thus, petitioners conclude, if one-third of the
di stributive share rights in NPl is considered, the Bensons
overpaid their incone tax liability. W disagree.

The fact that Burton did not actually own 100 percent of NP
during the years at issue does not affect our holding that those
ERG funds transferred to NPl constituted constructive dividends
to Burton. The arbitrators found and the parties agree that

during the years at issue, Burton maintained sole operating

°On brief, petitioners argue: “The allocations of incone
to NPI for the engineering services that Burton perforned for ERG
respecting the Hercules contract were |egitimte business
accounting decisions.” (Enphasis added.)
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control of ERG and NPI.® The record clearly denpbnstrates that
ERG funds transferred to NPl were used for Burton’s famly’'s
econom ¢ benefit and ot herw se | acked a busi ness purpose.

Furthernore, petitioners argue: “Respondent has not
presented conpelling evidence that Burton appropriated NPlI’'s bank
accounts to his own benefit.” Again, we disagree. The record
denonstrates, and indeed as the arbitrators also found, that
Burton transferred ERG noney to NPl and then used this noney for
the sol e and exclusive benefit of hinmself and his famly.
A endon received no benefit fromhis determ ned ownership rights
in NPl or ERGuntil after the final arbitration decision. As he
testified, after June 1987 neither he nor Aker had any
i nvol venent with ERG That issue was at the very heart of the
brothers’ dispute during the arbitration proceedi ngs.

As we discuss infra, the Bensons received a substanti al
econom ¢ benefit fromthe ERG funds transferred to NPI

Accordingly, we find and hol d®? that the ERG transfers to NP

S1Petitioners asked us to find as fact that:

All of the funds at issue that were transferred from
ERG to NPl were deposited in an NPl bank account * * *
over which Burton exercised sole authority and control
as president of NPl responsible to its sharehol ders.

[ Enphasi s added. ]

2Qur use of the term*“find and hold” in this opinion neans
that we have determ ned that a preponderance of evidence supports
our concl usi on.
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constituted constructive dividends to Burton in the year of
transfer.

2. ERG Recreati on Fund Account

Respondent subm tted copi es of cancel ed checks and bank
statenents for the ERG Recreation fund account. Petitioners
conceded that many of the ERG Recreation fund account itens
constituted constructive dividends to Burton. See appendi x, par.
7. Melody Carter, ERG s adm nistrative assistant, testified that
this account was funded with noneys that ERG received “from
recycling cans, recycling cardboard, refunds”, etc. She stated:
“1I"1l apply for the refund; the refund will go into that fund.”
She also testified that this account was used to “purchase
basebal | tickets, to purchase Christmas parties, conpany picnic,
wei ght room equi pnent, things of that nature.”®

Respondent denonstrated that Burton was the sole signatory
for this account and withdrew funds fromthis account. |In
addition to the cancel ed checks proffered by respondent and
Burton’s concessions, the Court notes that the Bensons failed to
provi de evidence that any specific amunts w thdrawn were used
for ERG s busi ness purposes. |In fact, the checks at issue

provide a contrary inference that the ERG Recreation fund was

%Burton testified that at | east one ERG Christmas party was
not paid fromthis account but was instead charged to a corporate
credit card. See discussion infra. There is no indication that
funds fromthis account were used to pay this bill.
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used for personal expenses. For exanple, in 1993, check No. 31
is made payable to ERG Retirenment Trust for $8,000; simlarly, in
1994 Burton issued two checks for expenses relating to his
sai | boat, Ri sktaker, a check to Berkel ey Yanaha, and checks to
various individuals. 1In the face of the above facts and
concessions, the Bensons failed to substantiate any of the
expenses for which checks were witten fromthis account and
otherwi se failed to denonstrate a busi ness purpose for any of the
expenditures. Accordingly, we find and hold that, in addition to
t he amounts conceded, Burton received and failed to report
constructive dividends in 1993 and 1994 of $8, 000 and $2, 698,
respectively.

3. Paynent for 143 Alice Lane

The parties do not dispute that in 1990 ERG paid $336, 500
for the real property described as 143 Alice Lane and hel d that
property in the nane “ERG Retirenent Trust”. Petitioners did not
object to respondent’s requested finding of fact that the
purchase of 143 Alice Lane gave the Bensons “a | arge,
uni nterrupted piece of |and behind and abutting their personal
resi dence.”

The Bensons’ only argunent is that they did not receive a

personal benefit until 1997, a year not before the Court, when

the ERG Retirement Trust deeded the property to the Bensons in

their individual capacities for no consideration. W disagree.
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The facts indicate that the property was purchased to enhance the
Bensons’ personal residence. The fact that it was finally deeded
to the Bensons nerely confirns this.

Clearly, the Bensons received a personal and econom c

benefit when ERG purchased 143 Alice Lane. They had the
excl usi ve use of real property, and eventually the title, for
whi ch they paid no consideration. W find and hold that ERG s
paynment in 1990 for 143 Alice Lane was a constructive dividend to
Burton. W also find and hold, under the sane reasoning, that
ERG s paynent of property taxes, $3,879 in 1993 and $8,196 in
1994, al so constituted constructive dividends to the Bensons.

4. ERG Check to Burton (Ref. Carroll)

According to a 1989 petition for confirmation of an
arbitration award, Burton owed M. Carroll $96, 748.98, plus
interest thereon. In 1989, ERG issued a check payable to Burton
for $96,748.98, on which is witten “for Mchael B. Carroll”
Wth these funds, Burton purchased a cashier’s check in the
anount of $97,467.21 nade payable to M. Carroll. The Bensons
of fered no evidence or explanation concerning this check other
than stating that ERG was al so naned as a defendant in that suit.
However, the fee arbitration award names only Burton as a
defendant. Indeed, we infer fromthe recitation of the facts
that the representation involved a personal and noncorporate

matter between the brothers. The petition for confirmation of
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arbitration award and entry of judgnent states: “Carrol
provided * * * advice and services as an advocate for Benson.”
In fact, ownership and control of ERG and NPl was the issue for
which M. Carroll provided | egal services.
The paynment by a corporation of personal expenses of a
shar ehol der constitutes a constructive dividend. See [nland

Asphalt Co. v. Conm ssioner, 756 F.2d 1425 (9th Cr. 1985); Noble

v. Comm ssioner, 368 F.2d 439 (9th Cr. 1966). Accordingly, we

find and hold that Burton received a constructive dividend in
1989 of $96, 748. 98.

5. Autonobil e Expenses

ERG cl ainmed the foll ow ng anounts as deductions for

aut onobi l e and truck expenses for the years as stated:

Tax Year Amount of Deducti on
1989 $10, 624
1990 23,676
1993 28, 308
1994 14, 723

The parties stipulated that the $15,000 and the $13,500 that ERG
paid in 1990 and 1993, respectively, to purchase vehicles for
Eric and Mark were constructive dividend incone to Burton. See
appendi x, par. 4. Respondent argues that the bal ance constitutes
constructive dividend i nconme to Burton.

Petitioners failed to substantiate any of the expenses
claimed and offered no evidence detailing the percentage that the

aut onobi |l es and trucks were used for business purposes. See
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Mbhan Roy, MD., Inc. v. Commi ssioner, T.C Meno. 1997-562.

| ndeed, Burton admtted that possibly sonme of the autonobile
expenses were spent on his famly’'s cars. The Bensons have
failed to neet their burden of proving error in respondent’s
determi nation with respect to the amounts still in issue.® W
hold that, in addition to the anmounts conceded, Burton had
constructive dividend inconme in 1989, 1990, 1993, and 1994 of
$10, 624, $8,676, $14,808, and $14, 723, respectively.

6. Charitable Contributions

Because respondent has conceded that ERG s paynents of
$6, 000, $6, 000, $6,000, and $13,500 in 1989, 1990, 1993, and 1994
to Moraga Valley Presbyterian Church (MVPC) are not constructive
di vi dends, the Bensons are not entitled to deduct these anmounts
on their personal returns. See sec. 170(a)(1l); sec. 1.170A-1(a),
| ncone Tax Regs. Additionally, respondent conceded that a $2, 000
ERG check to Canp Tinberwolf in 1994 was not a constructive
dividend to the Bensons. Thus, the Bensons are not entitled to

deduct this donation.® See sec. 170(a)(1); sec. 1.170A-1(a),

W do not find that respondent has affirmatively proven
that the anobunts in issue are constructive dividends.

*There appears to be a scrivener’s error in respondent’s
opening brief. Respondent argues: “Finally, with respect to the
1994 check for $2,000 paid to Canp Tinberwolf * * * respondent
has conceded that this ambunt was not a constructive dividend to
* * * Tthe Bensons]. Therefore, ERG s charitable contribution to
Canmp Tinberwol f should be allowed as an item zed deduction on the
Bensons’ 1994 return.” G ven respondent’s first argunent that to

(continued. . .)
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I ncome Tax Regs. Petitioners appear to concede the deductibility
i ssue as they advance no argunent.

The only remaining matter of contention is whether an ERG
check issued on Decenber 31, 1992, for $50,000 nade payable to
t he Bank of America constituted a constructive dividend to the
Bensons. Burton used these funds to purchase a $50, 000 cashier’s
check fromthe Bank of Anerica nade payable to MWPC. The check
lists Burton as its purchaser. The Bensons, and not ERG cl ai ned
a $50, 000 deduction on their 1993 return. Burton testified that
t he donation was fromhimand not ERG At trial, Burton
expl ai ned that MVPC “put on both the non-negotiable receipt, they
put B. O, Benson and on the face of the [cashier’s] check they put
B. O Benson. The reason, Your Honor, | put it on, | wanted to
ensure they knew where it came from” Accordingly, we find and
hol d that the Bensons received a $50, 000 constructive dividend in
1993 and hold that they are entitled to a charitable deduction
for the anmount of the donation. See sec. 170(a)(1l); sec. 1.170A-
1(a), Incone Tax Regs.

7. Excess Rent Paid by ERG Re: Stanford Pl ant

Thr oughout the years 1988 to 1994, ERG occupi ed the Stanford

plant and paid rent to NPl for its use. The unbundling agreenent

55(...continued)
the extent that anounts paid by ERG are not constructive
di vidends to the Bensons they should not also receive the benefit
of the deduction, we presune that respondent inadvertently
omtted the word “not” between “shoul d” and “be”.
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contenplated that the parties would enter into a | ease on the
Stanford plant for 8 years for “$5,000 (or $5,500 per nmonth)”. A
comercial |lease for this property was prepared but never
executed. According to this unexecuted docunent, for a period of
8 years commenci ng March 1988, ERG was to pay NPl $5, 000 per
month for the use of the Stanford plant.

For 1988 and 1989, ERG paid NPl $5, 159 per nonth for the use
of the Stanford plant. This nonthly anount paid remai ned
unchanged until August 15, 1990, when ERG paid NPl $26, 159 that
month. For the last 4 nonths of 1990 the nonthly anmounts paid
were $8, 159, $8,159, $14, 159, and $8, 159, respectively. In 1993
and 1994, ERG paid NPl $9, 380 and $10, 787 per nonth,
respectively.

Respondent determ ned that part of the noney, $40, 067,
$46, 560, and $63, 444, ERG paid to NPl as rent for the Stanford
plant in 1990, 1993, and 1994, respectively, constituted
constructive dividends to the Bensons.® Thus, it appears that
respondent is arguing that the amount of rent paid in excess of
$5, 500 per nmonth constitutes constructive dividends.

The maxi mum nonthly | ease anount listed in the unbundling

agreenent apparently reflected the product of an arm s-length

6See supra p. 5, table, note 2.
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negoti ati on between the two warring brothers.® Under these
circunstances, this is the best indication of the intent of the
parties and the value of the use of the property at that tine.

Hel ba v. Conm ssioner, 87 T.C. 983 (1986), affd. w thout

publ i shed opinion 860 F.2d 1075 (3d G r. 1988); see Zirker v.

Commi ssioner, 87 T.C. 970 (1986). Furthernore, the “excess rent”

ERG pai d pooled noney in NPI, which as we |ater discuss, was used
for the Benson famly’ s econom c benefit. Accordingly, we find
and hold that Burton had constructive dividend income of $40, 067,
$46, 560, and $63, 444 in 1990, 1993, and 1994, respectively.

8. ERG Paynents to NPl for Rent on Lowell Pl ant

I n the unbundling agreement the brothers agreed to enter
into an 8-year |lease with respect to the Lowel |l plant, which was
to provide that A endon would pay NPl $2,000 per nonth. |n 1988,
a confirmng commercial | ease was prepared but not executed.
This | ease agreenent was for a termof 8 years to conmence in
March 1988 and provided for a rental paynment by “Acker [sic]
| ndustries, Inc.” of $2,000 per nonth.

During the years at issue, neither dendon nor Aker paid

rent to NPl for use of the Lowell plant.® |I|nstead, ERG paid

S’Respondent requested the Court to find that the unbundling
agreenent was “the result of intense arm s-|ength bargaining”.
Petitioners failed to object to this requested finding.

%8d endon expl ai ned why he failed to pay rent:

(continued. . .)
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rent to NPl on behalf of d endon/Aker. Burton testified that
during the arbitration proceedings, it was ERG s responsibility
to pay Aker’s rent obligation since it was still, at |east until
a final resolution was achi eved, ERG s research and devel opnent
di vi si on.

The arbitrators in their final decision found that “the rent
that should be paid by GvB [ d endon]/Aker to NPl is $2,000 per
nonth fromJuly 1, 1987 to Decenber 31, 1994 and $2, 500 per
mont h” thereafter. And in fact, G endon did pay such rent via a
credit to the anmbunt the arbitrators deci ded Burton owed him

Respondent argues that ERG had no duty to pay NPl $31, 850,
$29, 400, $29, 400, $31, 020, and $41,736 in 1988, 1989, 1990, 1993,
and 1994, respectively, for Aker’s use of the Lowell plant and
t hat those paynments constituted constructive dividends to the

Bensons.®® W agree with respondent that ERG had no contractual

%8(...continued)

| knew that the performance on the [unbundli ng]
agreenent required paynent of rent. * * * [But it] also
required ny brother to advance noney to satisfy the
terms of that agreenent. | was not going to pay rent
until my brother satisfied his nonetary agreenent, or
conmi t nent s.

®Respondent determ ned these anpbunts in the notices of
deficiency. However, in a stipulated exhibit, the parties agreed
t hat ERG paid NPl $31, 850, $26,950, $31, 850, $33, 840, and $38, 296
during the years at issue, respectively, as rent for the Lowell
plant. But see supra p. 25, table, note 1. Fromthe evidence
and argunent presented, we cannot determ ne why there is a
di screpancy between the anpunts that respondent determ ned and
the anmounts the parties stipulated. Thus, we assune the parties

(continued. . .)
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obligation to pay Aker’'s rent obligations. Indeed, it was, as
the arbitrators concluded, Aker’s responsibility to pay NPl for
the use of the Lowell plant, which dendon ultimately paid by
virtue of the final arbitration decision. This, of course, is in
accord with what the brothers agreed in the unbundling agreenent.
G ven that these funds were transferred to NPI, which the Bensons
used for their personal benefit, see infra, we find and hold that
t he Bensons received constructive dividends in the anbunts of the
excess rents that ERG paid.

9. Director’s Fees

During the years at issue, ERG paid noneys to Esther
El i zabeth, Mark, Brad, and Eric as purported director’s fees.
Additionally, in 1994, Burton altered the date on a $12, 000 check
previously issued to his nother and negotiated it shortly after
her death. Burton testified that this check al so represented
director’s fees paid to his nother. Respondent argues that al
t hese paynments represent constructive dividends to Burton. W
agree with respondent.

At trial, Burton generally testified that his famly nenbers
were directors of ERG that ERG held neetings fromtine to tine,
and that the purported directors performed services for ERG

However, he did not testify what services the purported directors

(... continued)
wll resolve the difference in their Rule 155 conputati on.
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performed, and there is no evidence when and how often board
nmeetings were held. No mnutes of these all eged board neetings
were proffered as evidence. Furthernore, ERG did not issue Forns
1099, and generally, none of the purported directors reported the
income on their individual returns.®
The “Transfer of income within the famly presunmably

benefits both transferor and transferee.” P.R Farns, Inc. v.

Comm ssi oner, 820 F.2d at 1089-1089 (citing Helvering v.

Adifford, 309 U S 331, 335 (1940)). In P.R Farns, Inc. V.

Commi ssi oner, supra, the majority sharehol der of a corporate

t axpayer structured his business affairs to, inter alia, shuttle
noney to his children.® The court found the business
arrangenment gratuitous and held that the corporation could not
deduct the transfers as ordinary and necessary busi ness expenses,
and the amounts transferred were constructive dividends to the
shareholder. |1d. at 1088. A simlar result is appropriate here.
There is no evidence what services the purported directors

performed on behalf of ERG when the neetings were held, and

S%However, Eric did report the fees received in 1994 on his
1994 return.

61ln P.R__Farns, Inc. v. Conmm ssioner, 820 F.2d 1084 (9th
Cr. 1987), affg. T.C. Meno. 1984-549, the taxpayer owned and
operated fruit orchards (orchards conpany). The 91-percent
shar ehol der, president, and director of the orchards conpany
i ncorporated a fruit packing corporation (packing conpany) owned
by the shareholder’s four children. The packing conpany was
formed to assune responsibility for packing the orchards
conpany’s fruit in exchange for fees.
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whet her the anmounts paid to the purported directors were
reasonabl e and customary in the industry. This appears to be
j ust anot her instance where Burton channel ed funds from ERG for
personal reasons. Accordingly, we find and hold that Burton had
constructive dividend i ncone of $6,000, $23,000, $42,000, and
$49, 000 in 1989, 1990, 1993, and 1994, respectively.

10. Townsend & Townsend Check

The parties stipulated that the law firm Townsend & Townsend
i ssued ERG a check for $15,000 dated January 14, 1994, which
Burton negotiated in favor of an insurance conpany. The funds
were credited to an insurance policy against which Burton had
previously taken |loans. Additionally, the parties stipulated
that during the years at issue, Elizabeth was the primary
beneficiary of the insurance policy. The beneficiary was not
changed to ERG until|l sonetinme in 1996. At trial, Burton
testified that when the insurance policy was purchased, it was a
m stake to designate his wife as the prinmary beneficiary; he
t hought the policy was a “key man” policy owed by ERG Burton
testified that the | oan proceeds originally taken agai nst the
policy were used to neet ERG s payroll.

There is no evidence, save Burton's self-serving testinony,
that the funds were used for the benefit of ERG The record,
i nstead, denonstrates that two | oans were taken agai nst the

i nsurance policy in 1975 and 1984 which total ed approxi mately
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$15,000. Indeed, the policy was not for the benefit of ERG but
for the Bensons. |If Burton had died after repaynent, Elizabeth
woul d have received $15,000 nore as a death benefit than if the
| oans had not been repaid. Accordingly, we find and hol d that
t he $15, 000 was a constructive divi dend.

11. Travel Expenses

On brief, respondent concedes that the Bensons did not have
constructive dividend incone with respect to itens of expense
Burton substantiated. Respondent concedes the followng itens on
the basis of Burton’s explanation at trial: Karim Cycling
$16. 24, Surf Berkeley $56.40, and Cl arenont Resort $2,504. 30.
The bal ance is still at issue.

Burton testified that a $9.23 expense was “Probably * * * a
tank of gas that went into a rental car.” (Enphasis added.)
Some of the charges were incurred in Corvallis, Oregon, where
Burton’s son was attending college.® Finally, expenses were
incurred by Pastor Nelson with respect to the perfornmance of
menori al services on behalf of Esther. Burton testified that
t hese expenses were allocated to ERG because his nother was a
director of ERG After respondent presented evi dence supporting
his contention that these itens constituted constructive

di vidends, wth the exception of Burton' s self-serving testinony,

52Burton testified that these expenses were incurred on a
visit to a Hewett Packard | aser and jet ink printer division.
He did not explain what that visit had to do wth ERG s busi ness.
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petitioners fail to denonstrate a busi ness purpose for any of
t hese expenditures and otherwi se fail to substantiate any of the
itenms. Furthernore, expenses for Esther’s nenorial services are
clearly personal and noncorporate expenses. Accordingly, we find
and hold that Burton had constructive dividend i ncone of
$3, 889. 63

12. Legal Expenses

In 1994, ERG paid | egal expenses of $4,660.19. Respondent
determ ned that $4, 159 constituted a constructive dividend to
Burton.® The stipul ated invoices provide sone expl anati on of
the nature of the charges incurred.

Al t hough we generally agree with respondent, the face of the

i nvoi ces grant the Bensons sone relief. For exanple, $126 in

83Respondent appears to have doubl e-counted a charge of
$223.82. In his opening brief, respondent |ists the anmount stil
at issue as $6,690. Apparently, this anount is the aggregate of
those itens listed on the ERG travel expense report dated Feb. 9,
1994, $616.47, the expense report dated Cct. 4, 1994, $833. 06,
and the anpbunts the parties stipulated totaling $5,241. 24.
However, the anount $223.82 concerning a charge at a hotel in
Corvallis, Oregon, is listed twce. Thus, an anmount equal to
$223. 82 shoul d be backed out of respondent’s determ nation.
Thus, we calculate Burton’s constructive dividend as foll ows:
$6, 690 | ess $2,576.94 of substantiated expenses |ess $223. 82.

64\ are unable to resolve the apparent discrepancy between
the anount listed in the notice of deficiency and the anmount
shown on the docunentary evidence. Simlarly, respondent asked
us to find as fact that in 1994 ERG paid legal bills of $4,159.
Wt hout an explanation to the contrary, we assune that respondent
has conceded the difference.
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| egal fees® was incurred concerning unenpl oynent issues.
Presumabl y, these were not personal expenses. However, for the
majority of the charges detailed, it is either inpossible to
determ ne the purpose of the charges or those charges do not
appear to be deducti bl e expenses of ERG  For exanple, there are
charges concerning a property line dispute and | oan agreenent and
“MVPC docunents”. These could be either personal or business
expenses since both ERG and the Bensons donated noney to MVPC for
whi ch charitabl e deductions were clainmed. Additionally, there
are charges relating to probating Esther’s estate, which would
not appear to be ERG s deducti bl e expense. Petitioners have
failed to neet their burden of proof as to these itens except for
$126. Accordingly, we hold that Burton has constructive dividend
i ncome of $4,033. %

13. Empl oyee Rel ati ons Expenses

Respondent determ ned that the Bensons received certain
anounts paid by ERG designated as business rel ati ons expenses.
On brief, respondent’s only argunent is that the Bensons failed
to overconme the presunption of correctness in the notice of
deficiency as to this issue. The anount of inconme determ ned by
respondent is $4,027, but the invoices in evidence total

$3,035.16. See supra p. 30. The Bensons failed to overcone the

8That is $210 per hour multiplied by .6 of an hour.
%That is $4, 159 | ess $126.
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presunption of correctness with respect to $3,035.16. W hold
that $3,035 was a constructive dividend.

Use of Funds From NP

The Bensons used proceeds fromthe above-listed transfers
for their personal benefit. For exanple, from 1993 t hrough 1995,
Burton caused NPl to expend nore than $4.6 million for his
fam |ly’'s personal benefit.® These funds were used for, inter
alia, the Bensons’ personal State and Federal incone tax
l[tabilities, personal investnents, and transfers to their three
sons. There is no indication in the record that the Bensons

intended to repay any part of these expenditures and/or transfers

NPl made the followi ng transfers on behal f of the Bensons:

Transfer Year Description Anpunt

1993 Cali fornia Franchi se

Tax Board $129, 480. 00
1993 I RS 378, 000. 00
1994 Cali fornia Franchi se

Tax Board 28, 745. 00
1994 I RS 135, 869. 00
1994 Checks payabl e

to Burton 200, 000. 00
1994 Wre transfer re secured

prom ssory note 1, 000, 000. 00
1995 I RS 23, 331. 00
1995 Checks payable to

Burton and Eli zabeth 400, 000. 00
1995 Burton’'s Jack Wiite & Co.

i nvest nent account 1, 000, 000. 00
1995 Bensons’ USAA Muit ua

Fund 1, 000, 000. 00
1995 Bensons’ Insight Capita

Research & Managenent, Inc.

account 5,441. 55
1995 Bensons’ Insight Capita

Research & Managenent, Inc.

account 4, 860. 81
1995 Checks payable to Eric, Brad,

and Mar k 300, 000. 00

Tot al 4,605, 727. 36
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to NPI. See Noble v. Conmi ssioner, 368 F.2d at 443; Truesdell .

Conm ssioner, 89 T.C. 1280 (1987). Nor is there any indication

that any of the transfers served NPI’s business purpose.
Additionally, as detail ed above, ERG made significant paynents to
third parties, famly nmenbers, and the Bensons thenselves. ERG
paid the Benson famly’s personal expenses and purchased real
property for their sole use and enjoynent.

We di sagree with the Bensons that a finding of constructive
di vi dends necessitates a declaration that NPl is a shamentity.
We do not find that NPl was a sham however, we do find that
there is conpetent evidence that transfers by ERGto NPl for
purported royal ties and engi neering services during the years at
i ssue were made by Burton for his personal benefit and | acked a
busi ness purpose. Indeed, the record discloses that NPl was a
receptacle to which ERG transferred and pooled its operational
profits. The exclusive |licensing agreenent and the paynent of
engi neering services were the articulated justification for these
paynments. As the testinony and evi dence denonstrates, there was
a “plan” to keep ERG profits static, shuttling anmounts in excess
thereof to NPI, clothed as business paynents. The profit |evel
of ERG was not a function of economic realities but instead of
tax planning and tinkering.

The record denonstrates that Burton controlled both sides of

the equation; there were no arnis-length transactions between the
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two entities. There is no evidence upon which we can find that
the transfers of funds by ERG to NPl served any business purpose.
The Bensons substantially benefited economcally fromthose
transfers through NPlI's disbursenment of mllions of dollars for
the Benson famly’s personal use and enjoynment. Accordingly, we
find the Bensons enjoyed consi derabl e econom c benefits fromthe
ERG transfers and expenditures.

Nonconstructi ve Di vidend | ssues

1. Franklin D vi dends

The Bensons conceded that they had additional, unreported
di vidend inconme fromtheir Franklin account #1 for all the years
at issue except 1994. In 1994, $1,072 was credited as dividends
to this account. The stipul ated evidence denonstrates that the
account was held in the Bensons’ nane, although the account bore
the Social Security nunber of Eric. Al the funds deposited into
this account are attributable to the Bensons. Despite the fact
that Eric reported the amount credited on his 1994 return, the
di vidends are clearly attributable to the Bensons and shoul d have
been reported by them Thus, we find and hold that the Bensons
had additional dividend inconme in 1994 of $1,072.

2. For gi veness of Debt | ncone

Onits returns, ERG s “loans to stockhol ders/officers” were
reduced from $88,291 in 1987 to $0 in 1988. Respondent argues

that the forgiveness of the debt was incone to the Bensons in
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1994, or, alternatively, in 1988. W agree and sustain
respondent’s determ nation that the Bensons’ debt was forgiven in
1994. “lIncone from di scharge of indebtedness” is included within
the broad definition of incone. See sec. 61(a)(12). “The
underlying rationale for such inclusion is that to the extent a
taxpayer is released fromindebtedness, he or she realizes an
accession to inconme due to the freeing of assets previously

offset by the liability.” Jelle v. Conm ssioner, 116 T.C 63, 67

(2001) (citing United States v. Kirby Lunber Co., 284 U S. 1, 3

(1931)). In July 1994, Bradac stated to Burton that w thout an
expl anation such unpaid | oans constituted incone in the year the
i ndebt edness was di scharged. ERGfiled its 1988 tax return on
August 1, 1994. Burton’s indebtedness was di scharged in 1994
when it was elimnated fromERG s return. It was at that
““monent it * * * [becane] clear that a debt will never have to
be paid, such debt nust be viewed as having been discharged.’”

Ri nehart v. Comm ssioner, T.C Meno. 2002-71 (quoting Cozzi v.

Commi ssioner, 88 T.C. 435, 445 (1987)). Accordingly, we find and

hold that Burton had cancell ati on of indebtedness incone of
$88, 291 in 1994.

3. Part ner Expenses--Baden Spi el Haus Partnership

Burton was a 25-percent partner in the Baden Spiel Haus
part nership, which owned and operated a ski cabin in California.

Respondent determ ned that the Bensons were not entitled to
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deductions for partner expenses clainmed on their returns. The
Bensons conceded the issue for the years 1989, 1990, and 1993,
but not for 1994. The Bensons failed to substantiate any item of
expense. Accordingly, we sustain respondent’s determ nation as
to 1994.

4. Rental | nconme/Loss--Residential Rental Expenses:

Respondent determ ned that the Bensons were not entitled to
unsubstantiated residential rental expenses of $23,599, $22, 951,
$28, 621, $23,737, and $23,599 for 1988, 1989, 1990, 1993, and
1994, respectively. The deductions were clained by NPl and
passed through to its shareholders. The Bensons did not provide
the Court with evidence to substantiate the deductions clai ned.
Accordingly, we sustain respondent’s determ nation on this issue.

5. Passi ve Loss Limtation

Respondent determ ned that rental |osses reported on Eric’s,
Brad’s, and Mark’s returns are subject to the passive |oss
[imtations contained in section 469. Petitioners offer no
evidence with which we can find that they fall within the
auspi ces of any of the exceptions articulated in the

regul ati ons.® See Kessler v. Conm ssioner, T.C Mnp. 2003-185;

sec. 1.469-1T(e)(3)(ii)(A through (F), Tenporary I|Incone Tax

Regs., 53 Fed. Reg. 5702 (Feb. 25, 1988). Wthout a finding that

%0n brief, petitioners state: “Petitioners do not dispute
respondent’s argunment on the applicable Subchapter S rul es at
page 136-38 of his brief.”
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petitioners fall wthin one of those enunci ated exceptions,
“material participation” is irrelevant. See sec. 469(c)(1);

Tarakci v. Comm ssioner, T.C Meno. 2000-358; Wl ch v.

Comm ssioner, T.C Meno. 1998-310 (“If * * * [taxpayer]

establishes that the activity was not a rental activity, he then
nmust establish that he materially participated in the activity to
avoid the proscription of section 469."). Accordingly, we
sustain respondent’s determ nation on this issue.

6. NPl Distributions

On its 1994 return, NPl reported total property
di stributions other than dividends of $1,017,373. FEric’s,
Brad’s, and Mark’s shares thereof were $169,562 each. In the
noti ce of deficiency, respondent determ ned that Eric had
substantiated a basis in his NPl stock of $105,224 and that he
had distributions in excess of basis of $64,338. 1In the notices
of deficiency for Brad and Mark, respondent determ ned that they
had substanti ated bases in their NPl stock of $76,926 each and,
thus, had distributions in excess of basis of $92, 636.

The parties indicate on brief that the issue concerni ng what
anounts are properly reportable on Eric’s, Brad’s, and Mark’s
returns can be resolved by the parties under their Rule 155

conput at i on.



Fraud Penalty

In his determ nations, respondent asserted fraud penalties.
Al t hough the record discloses what could be construed as “badges

of fraud,” see Bradford v. Conm ssioner, 796 F.2d 303, 307 (9th

Cr. 1986), affg. T.C Meno. 1984-601, we are not convinced that

respondent has carried his heavy burden of proving fraud by clear

and convinci ng evidence, Gow v. Comm ssioner, T.C Meno. 2000-93
(“even where there is a strong suspicion of an intent to evade
taxes, we are hesitant to inpose the section 6663(a) penalty

unl ess we are convinced that the Conm ssioner satisfied his
burden of proof”). The record contains evidence that the

i naccuracies and the inconsistencies in petitioners’ returns nmay
have been a result of extraordinary circunstances, albeit many
tinmes at the hands of Burton hinself. For exanple, petitioners’
| ong-tinme accountant and return preparer died just prior to the
years at issue. A new accountant/return preparer was engaged
years later and inherited a poorly adm nistered accounting
system There were few records fromwhich the financial history
of the entities could be reconstructed. Apparently, a
significant anmount of work was perforned to get the books and
records of the entities in a position fromwhich returns could be
filed. Sonme of the returns were filed out of order, and anmended

returns were filed as additional information was di scover ed.
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Clearly, ERG transferred mllions of dollars to NPI. 1In
reviewi ng and reconstructing the books and records of the
entities, the accountants inquired as to these transfers. Burton
and the accountants | abel ed these transfers as paynents of
royalties and for engineering services. The royalties were paid
on the basis of an exclusive |icensing agreenent suggested by
MIler, the nediator of the brothers’ dispute. The bal ances were
desi gnat ed “engi neering services” by Burton and his accountants.

When asked at trial who canme up with the idea of howto
all ocate i ncone between NPI and ERG Bradac testified “Probably
t hrough ny suggestion in the early years we were trying to base
it on the incone of ERG and we started wth a nunber, sonewhere
an average of fifty to seventy-five thousand dollars of profits
for the corporation.” That nunber was based upon Bradac’s
suggestion because “the tax rates for a corporation * * *

[ becone] rather prohibitive after 75,000, and al so | ooking at
per haps the bal ance sheets and estimating the growth of the
conpany over those years.” Bradac admtted at trial that “any
pl an devel oped by * * * [Burton], was devel oped with ny
consultation.” For exanple, Bradac knew that the $483, 098 t hat
ERG transferred to NPl was not for equi pnent purchased and,
instead, he clained a royalty deduction in preparing the ERG
returns for 1989 of $252,679 explaining: “I believe it was an

unfortunate tag, neaning the royalty nanme”. He stated: “And I
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was focused on royalties as a possi ble deduction fromERGto * *
* NPl and we put the amount in there when it probably should have
been better | abeled services * * * so we deducted the anpunt as
royal ti es when perhaps a better |abel even then woul d have been
engi neering services.” According to Bradac’s testinony, there
was no real fornmula to allocate royalties to the years at issue.
The Court asked and Bradac answered as foll ows:

Q How were the specific anounts arrived at for
t he individual years?

A: W would—we initially, one based it on the

profits of ERG And when | say that, we antici pated

that ERG woul d still be profitable during the period.

So we estimated their profits in the range of fifty to

seventy-five thousand dollars. And calculated the

royalties that were necessary to bring the income down

to that |evel.
Additionally, Bradac testified that he suggested the concept of
constructive receipt as a basis to allocate paynents to tax years
prior to receipt. Bradac, Toibin, and Burton di scussed the
characterization of other ERG paynments to NPl as “engineering
services”. Finally, Bradac testified that Burton did not order
himto nmake any particular entry that appeared on the returns and
that he nade discretionary decisions with respect to classifying
i ncone and expense.

Gven this record, we are unable to sustain respondent’s

determ nati on of fraud.



Accur acy-Rel ated Penalties

Wth respect to the Bensons, % respondent determned that to
the extent we do not find fraud, we should i npose accuracy-
rel ated penalties.”™ Additionally, respondent determ ned
accuracy-rel ated penalties for Eric, Brad, and Mark for 1994.
Respondent based his determ nations on negligence or disregard of
the tax rules and regul ati ons and/or a substantial understatenent
of income tax. Respondent’s determ nations are presuned correct,
and the burden lies with petitioners to denonstrate that
respondent’s penalty determ nations were in error.” Rule
142(a) .

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 understatenent of incone tax. Sec. 6662(a)
and (b). “Underpaynent” is defined as the anount by which any
tax inposed exceeds the excess of the sumof the anobunt shown by

t he taxpayer on his return plus the anpbunts not so shown

Respondent al so determined, as an alternate to the fraud
penal ty which he conceded shall not apply to Eric, an accuracy-
related penalty for Eric’'s 1993 tax year. See docket No. 585-98.
However, on brief, respondent explains that the penalty is
af fected by our holding on the issue of constructive dividends.

OI'n fact, respondent’s alternative position for 1989, 1990,
1993, and 1994 is based upon sec. 6662(a).

Sec. 7491(c) does not apply in this case. See supra note
41.
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previ ously assessed (or collected wthout assessnent) over the
anmount of rebates nmade. Sec. 6664(a).

“Negligence” is defined as “any failure to nake a reasonabl e
attenpt to conply with the provisions of this title” and
“di sregard” neans “any carel ess, reckless, or intentional
disregard.” Sec. 6662(c). Simlarly, casel aw defines negligence
as a lack of due care or “‘the failure to do what a reasonabl e
and ordinarily prudent person would do under the circunstances.’”

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

Marcello v. Conmm ssioner, 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 Cr. 1990), affd. 501 U S. 868 (1991).
Pursuant to the regul ations, “‘Negligence’ also includes any
failure by the taxpayer to keep adequate books and records or to
substantiate itens 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
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basis, contenplating all the relevant facts and circunstances.
Sec. 1.6664-4(b)(1), Incone Tax Regs.

“Reasonabl e cause requires that the taxpayer exercise

ordi nary business care and prudence”. Bitker v. Conm ssioner,

T.C. Meno. 2003-209 (citing United States v. Boyle, 469 U S. 241

(1985)). Wth respect to the tax treatnent of an item the good
faith reliance on the advice of a conpetent and independent

prof essional may constitute “reasonable cause”. |[d.; sec.
1.6664-4(b), Inconme Tax Regs. However, whether a taxpayer
reasonably relies on the advice of a professional depends upon
the facts and circunstances of the case and the applicable | aw
Sec. 1.6664-4(c)(1)(i), Incone Tax Regs. “[T]he ultimte
responsibility for a correct return lies wth the taxpayer who
must furnish the necessary information to his agent who prepared

his return.” Pessin v. Conm ssioner, 59 T.C. 473, 489 (1972);

sec. 1.6664-4(c)(1)(i), Incone Tax Regs. The taxpayer “has the
burden of establishing that he at |east supplied the correct
information to his accountant * * * and that the incorrect
returns were a result of the accountant’s m stakes.” Pessin v.

Conmi ssi oner, supra at 489.

In this case, the understatenent and underpaynment of tax is
a direct result of the m sapplication and m sl abeling of
transactions in derogation of the tax |aws. Furthernore,

Burton’s failure to keep accurate and conpl ete corporate books
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significantly contributed to his failure to accurately and
conpletely report inconme and file returns.

The record is replete with indications that Burton did not
supply conplete and/or correct information to his return
preparers. He cannot hide behind the shield of ignorance or
reliance. |Indeed, both Bradac and Toibin testified repeatedly
that they relied in large part on Burton's representations and
characterizations. For exanple, Bradac testified that with
respect to the autonobile and truck deductions, he relied
conpletely on Burton’s representations that the correct
al l ocati on between personal and business use was nade.
Additionally, Bradac testified that he had not seen a copy of the
royalty agreenment before he commenced preparation of ERG s and
NPlI’s returns. W sustain respondent’s determ nation of
negl i gence penalties in this case agai nst the Bensons.

Li kew se, petitioners argue on brief that “Burton testified
he was responsible for getting his son’s returns conpl eted and
filed for 1993 and 1994, and * * * accuracy related penalties
should not inure to the sons for what the father undertook to
do.” W disagree. “[T]he taxpayer nust bear the consequences of

any negligent errors conmtted by its agent.” Ellwest Stereo

Theater v. Commi ssioner, T.C Meno. 1995-610 (citing Logan Lunber

?0On brief, petitioners argue: “there is no question that
Burton neglected his responsibilities to enlist new accounting
help and to keep up with required tax return filings.”
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Co. v. Conm ssioner, 365 F.2d 846, 854 (5th Cir. 1966), affg.

T.C. Meno. 1964-126). Thus, we sustain respondent’s
determ nations of accuracy-related penalties as to Eric, Brad,
and Mar K.

Additions to Tax--Failure To File Tinely Return

Pursuant to section 6651(a)(1), respondent determ ned that
the Bensons are liable for additions to tax for 1989 and 1990 and
that Eric is liable for additions to tax for 1993.7 An addition
to tax is inposed under section 6651 for the failure to file a
return within the period prescribed, unless the taxpayer shows
t hat such failure was due to reasonabl e cause and not due to
wllful neglect. Sec. 6651(a)(1). The amount of the addition is
5 percent of the amount required to be shown as tax for each
month that the delinquency persists, up to a maxi num of 25
percent. |d.

The delinquency is due to reasonable cause if the taxpayer
exerci sed ordi nary busi ness care and prudence but was
neverthel ess unable to performhis tax obligations in a tinely

manner. Brewery, Inc. v. United States, 33 F. 3d 589, 592 (6th

Cir. 1994); Housden v. Conmm ssioner, T.C Meno. 1992-91.

BAccording to the notice of deficiency, Eric’'s delinquency
addition to tax is a result of an invalid extension. Since he
did not properly estimate his tax liabilities on his extension
application and since he failed to show a reasonable attenpt to
secure the information necessary to nmake the estinmate, his
ext ensi on was consi dered invali d.
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However, “The delinquency is due to wllful neglect if it
resulted froma consci ous decision or fromreckl ess

indifference.” Ellwest Stereo Theater v. Conmm SSioner, supra

(citing United States v. Boyle, supra at 245).

The Bensons offered no evidence or excuse for their failure
to file tinmely returns, and we concl ude that they have not shown
that their failure to file returns for the years at issue was due
to reasonabl e cause and not due to willful neglect. Accordingly,
we sustain respondent’s determ nations.

Furthernore, petitioners argue on brief that since Burton
testified that he was responsible for filing his son’s returns,
the additions to tax “should not inure to the sons for what the
father undertook to do.” Petitioners cite no authority upon
whi ch we can look to relieve Eric fromhis duty to file his tax
return tinely. They rely solely upon Burton's testinony that he
undertook the responsibility to file his children’s returns.

Were the duty to file the return is inposed on the

guardi an charged with the care of the taxpayer's

property, and not on the taxpayer, the inability of the

taxpayer is not controlling, and the applicability of

additions to tax depends on whether or not there was a

| ack of good cause and due care on the part of the

guar di an.

Bassett v. Conm ssioner, 67 F.3d 29, 32 (2d Cr. 1995), affg. 100

T.C. 650 (1993). W are not convinced that the failure to file

was attributable to reasonable cause and not to willful neglect.
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Thus, we sustain respondent’s inposition of delinquency additions

to tax as to Eric’s 1993 tax year.

Decisions will be entered

under Rul e 155.
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Appendi x

Concessions of the Parties

1. Respondent concedes that paynments of $6,000 nade in
1989, 1990, and 1993, and $13,500 in 1994, by Energy Research &
Generation, Inc. (ERG, to Mdrraga Valley Presbyterian Church
(MVPC) are not constructive dividends to Burton Benson
(Burton). ™

2. Respondent concedes that the foll owi ng paynents that ERG

made for the years |isted are not constructive dividends to

Bur t on:
Year Check No. Amount
1988 19378 $10, 000
1988 18617 10, 000
1989 20021 33, 328
1990 21166 2,610

Respondent concedes that Burton O and Elizabeth C. Benson (the
Bensons) are not liable for constructive dividends with respect
to the category “other paynents” that ERG made of $5,700 for
1990.

3. Respondent concedes that a paynent that ERG nmade in 1993
for medi cal expense of $4,000 is not a constructive dividend to

Bur t on.

“I'n the text of respondent’s opening brief, he states the
anmount conceded as $13,500. However, he also states the anmount
as $15,500. W assune fromthe parties concessions and the
record that respondent conceded $13,500 paid to MPC and $2, 000
to Canp Ti nberl ake.
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4. Burton concedes that he had constructive dividend incone
W th respect to paynents that ERG rmade for autonobil e expenses in

the foll owi ng anounts:

Year Anpunt
1990 $15, 000
1993 13, 500

5. Burton concedes that he had constructive dividend i ncone
with respect to paynents that ERG nmade for life insurance for the

years and in the anounts |isted:

Year Anpunt
1988 $2, 425
1989 2,404
1990 2,480
1994 4 781

Respondent concedes the adjustnment of $2,646 for 1993.

6. Burton concedes that he had constructive dividend i ncone
Wi th respect to paynents that ERG nmade in 1993 and 1994 for Eric
Benson’s (Eric) education of $2,599 and $9, 166, respectively.

7. Burton concedes that he had constructive dividend i ncone
Wi th respect to funds withdrawn fromthe ERG Recreation fund bank

account(s) for the years and in the anounts |i sted:

Year Anpunt
1988 $3, 000
1990 686
1993 18, 556

The amount conceded for 1993 includes $9, 000 from cashi ng check

No. 27 dated March 8, 1993, payable to ERG It also includes
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check No. 30 drawn on the ERG Recreation fund account payable to
Mar k Benson (Mark) for $9,000. However, the bal ance for 1993,
$8, 000, rermains at issue as well as the entire amount for 1994.
8. Respondent concedes that a paynent nmade fromthe ERG
Ford Retirement Fund in 1990 of $26,000 is not incone to the
Bensons. Respondent al so concedes that the Bensons are not
liable for the 10-percent penalty pursuant to section 72 of
$2, 600 for 1990.
9. The Bensons concede that they had additional royalty

i nconme from Form 1099 sources in the years and anounts |i sted:

Year Anpunt
1988 $883
1989 709
1993 570
1994 586

10. The Bensons concede that they had additional dividend
i ncome from Franklin Mney Fund accounts for the years, for the
accounts, and in the anmounts |i sted:

Account No. 1988 1989 1990 1993

11102309431 $204. 36 $192. 66 $229. 39 $360. 04
11100025476 - 0- - 0- 461. 69 627. 07

11. The Bensons are not entitled to the dependency
exenptions clainmed for Esther Benson (Esther) for 1988, 1989, and
1990.

12. The Bensons are not entitled to item zed deductions for

nortgage interest in excess of the anounts all owed by respondent



- 92 -
in the notices of deficiency for tax years 1988, 1989, 1990, and
1993.
13. The Bensons are not entitled to deductions for partner
expenses with respect to the Baden Spiel Haus partnership for the

years and in the anounts |isted:

Year Anpunt
1989 $1, 281
1990 1, 182
1993 1,473

14. For 1993, Eric had additional: (1) Capital gain inconme
of $1,957; (2) dividend income of $565; and (3) interest income
of $121.

15. Respondent concedes that Eric and Elizabeth Benson
(El'i zabeth) are not liable for civil fraud penalties for the
years at issue.

16. For 1994, Brad Benson (Brad) had additional: (1)
Capital gain inconme of $2,444; (2) dividend inconme of $2,779; and
(3) interest income of $65.

17. For 1994, Mark had additional: (1) Capital gain inconme
of $2,542; (2) dividend income of $11,674; (3) incone from ERG of
$5, 000; and (4) self-enploynment income with respect to the
amounts received from ERG

18. For 1994, Eric had additional: (1) Capital gain incone
of $2,443; (2) dividend inconme of $2,822; (3) interest inconme of

$112; (3) gross wage incone of $232; and (4) self-enpl oynent
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income with respect to the anounts received from ERG and reported
on his 1994 return as “other incone”.

19. Respondent concedes that the Bensons did not have
constructive dividend inconme in 1994 wth respect to paynents
that ERG made for travel expense for $536.

20. Respondent concedes his alternative position that the
fair market value of rent on the Stanford plant was as determ ned
by an expert appraiser whose report respondent submtted to the
Court.

21. Respondent concedes ERG s conputer purchase in the
amount of $3,847 did not constitute a constructive dividend to
t he Bensons in 1993.

22. Respondent concedes that ERG s paynent of $692 for
heal th i nsurance coverage for Esther did not constitute a
constructive dividend to the Bensons in 1994.

23. Respondent concedes that if the Court determ nes that
t he Bensons received constructive dividends of $96, 749 from ERG s
paynment of | egal expenses, the Bensons are entitled to deduct
| egal expenses (subject to the |[imtations in section 67) of
$77,973 for 1989.

24. For the years 1988, 1989, 1990, 1993, and 1994 to the
extent that the Court determ nes constructive dividends, these

anmobunts are taxed as dividends to the Bensons.
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25. The parties agree that if respondent prevails on the
constructive dividend issue, then the inconme reported by the
ot her sharehol ders of New Process Industries, Inc., will have to

be accordingly adjusted.



