T.C. Meno. 2011-45

UNI TED STATES TAX COURT

ENERGY RESEARCH AND GENERATI ON, INC., Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket Nos. 4936-02, 1561-04. Fil ed February 24, 2011

John M Youngqui st, for petitioner.

Daniel J. Parent and Kaelyn J. Roney, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

RUVWE, Judge: |In these consolidated cases, respondent

determ ned deficiencies in petitioner’s Federal incone taxes,
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additions to tax pursuant to section 6651(a)(1),?! and fraud
penal ti es? pursuant to sections 6653(b) and 6663 as foll ows:?

Docket No. 4936-02

Fraud Penalty

Year Defi ci ency Sec. 6653(b)
1988 $187, 030 $140, 272.50
Addition to Tax Fraud Penalty
Year Defi ci ency Sec. 6651(a) (1) Sec. 6663(a)
1989 $355, 725 $89, 162. 00 $266, 793. 75
1990 400, 041 100, 250. 50 300, 030. 75
1991 870, 725 217, 681. 25 653, 043. 75
1992 534, 706 133, 676. 50 401, 029. 50
Fraud Penalty
Year Defi ci ency Sec. 6663(a)
1993 $382, 865 $287, 148. 75
1994 178, 506 133, 879. 50

Docket No. 1561-04

Fraud Penalty
Year Defi ci ency Sec. 6663(a)

1995 $457, 143 $342, 857. 25

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years at issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.

2\ use the term“fraud penalty(ies)” to include the
addition to tax under sec. 6653(b) for 1988.

3As set forth in an anendnent to answer, respondent seeks to
i ncrease the amounts of disallowed rent expenses for tax years
1990-94. On brief respondent states that, because of
concessions, the deficiencies and penalties will not exceed the
anounts in the notices of deficiency.
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The parties agree that the period of limtations for
assessnent has expired for each of the years 1988 through 1995
(years at issue) unless the Court finds that petitioner’s returns
were false or fraudulent with the intent to evade tax. See sec.
6501(c) (1) .

If we find that petitioner’s returns were fraudul ent, nost
of the adjustnents to petitioner’s incone are now agreed.
Pursuant to the parties’ stipulations and posttrial concessions
intheir briefs, all but two of the adjustnents to incone,
deductions, and credits have been agreed. The follow ng

schedul es show t he agreed adj ustnents:

1988

Adj ustnents to Taxable | ncone Agr eed Adj ust nent

G oss receipts (%22, 270)

Di sal | owed deducti ons:
Legal & professional fees 23,598
Research & devel opnent 24,601
Enpl oyee rel ati ons 467
Aut o expenses 9, 645
Li fe i nsurance expenses 2,425
Tax and |icense expense 311
Rent s 29, 400
Sal aries & cost of goods sold | abor 264, 134
Pensi on pl an expense 15, 348
Director’s fees 24,000
O her paynents - 0-
Accounting nethod for custonmer deposits 86, 000
Enpl oyee benefits (1,170)

| ncreased taxabl e i ncome 456, 489
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1989

Adj ust ments to Taxable | ncone

G oss receipts

Di sal | owed deducti ons:
Legal & professional fees
Research & devel opnent
Royal ty
Enpl oyee rel ati ons
Aut 0 expenses
Li fe i nsurance expenses
Tax and |icense expense
Rent s
Sal aries & cost of goods sold | abor
Bad debts
Pensi on pl an expense!
Director’s fees
Q her paynents
Janitorial expense
Contri butions

| ncreased taxabl e i ncone

Di sal |l owed research & devel opnent credit

Agr eed Adj ust nent

$318, 507

138, 484
102, 222
248, 098
1, 347
10, 624
2,404
7,909
29, 400
118, 686
31, 675
24,000
-0-
5, 980
-0-
1, 039, 336

$5, 515

1A $100, 000 adj ustnent for pension plan expense is in

di sput e.
1990

Adj ust ments to Taxable | ncone

G oss receipts

Cost of goods sold (purchases & material s)

Di sal | owed deducti ons:
Legal & professional fees
Research & devel opnent
Royal ty
Enpl oyee rel ati ons
Aut 0 expenses
Li fe i nsurance expenses
Tax and |icense expense
Rent s
Sal aries & cost of goods sold | abor
| nt er est expense
Bad debts
Pensi on pl an expense
Director’s fees

Agr eed Adj ust nent

($173, 872)
26, 387

49, 652
132, 687
193, 508

7,139

23,676

2,480

34, 147

61, 308
404, 435

938

19, 255

50, 000

24,000



Conpensation of officers - 0-
O her paynents - 0-
Materials & supplies (4, 698)
Enpl oyee benefits 10, 930
Janitorial expense 7,239
Repai rs & mai nt enance 3, 567
Contri butions (6, 000)
Dues & subscriptions (683)
| ncreased taxabl e i ncone 866, 095
Di sal | owed research & devel opnent credit $5, 693
1991
Adj ustnents to Taxable | ncone Agr eed Adj ust nent
G oss receipts $459, 833
Cost of goods sold (purchases & material s) (1, 220)
Di sal | owed deducti ons:
Legal & professional fees 55, 046
Research & devel opnent 169, 137
Royal ty 1, 764, 049
Enpl oyee rel ati ons 8,418
Aut 0 expenses 12, 706
Li fe i nsurance expenses 2,458
Tax and |icense expense 1, 799
Rent s 61, 308
| nt erest expense 8,128
Bad debts 36, 053
Director’s fees 24,000
Conpensation of officers - 0-
Materials & supplies 9, 254
Janitorial expense 6, 730
Depreci ati on (11)
Contri butions (13, 200)
Dues & subscriptions (2,027)
NCL carryback from 1993 --
| ncreased taxabl e i ncone 2,602, 461
Di sal | owed research & devel opnent credit $7, 256
1992
Adj ustnents to Taxable | ncone Agr eed Adj ust nent
G oss receipts 1$51, 017
Cost of goods sold (purchase & materi al s) (11, 212)

Di sal | owed deducti ons:



Legal & professional fees 64, 880
Research & devel opnent 136, 045
Royal ty 907, 443
Enpl oyee rel ati ons 23,429
Paid to Kent G eene 7,634
Aut o expenses 20, 636
Li fe i nsurance expenses 2,590
Tax and |icense expense 21, 057
Rent s 80, 400
| nt erest expense 9,051
Bad debts 84, 455
Pensi on pl an expense (2,792)
Director’s fees 36, 000
Conpensation of officers - 0-
O her paynents - 0-
Materials & supplies 4, 800
Enpl oyee benefits 25, 446
Janitorial expense 6, 760
Repai rs & nai nt enance 15, 280
Depr eci ati on (303)
Contri butions (14, 400)
Sal ari es & wages (13,782)
| ncreased taxabl e i ncone 1, 454, 434
Di sal | owed research & devel opnent credit $5, 836

!Respondent’ s adjustnment is $145,418 and petitioner has
conceded $51,017; therefore, $94,401 is in dispute.

1993
Adjustnents to Taxabl e | ncone Adgr eed Adj ust nent
G oss receipts $52, 597
Cost of goods sold (purchase & nmaterial s) (3,959
Di sal | owed deducti ons:
Legal & professional fees 85, 560
Research & devel opnent 118, 989
Royal ty 220, 000
Enpl oyee rel ati ons 4, 255
Paid to Kent G eene 7,032
Aut o expenses 28, 303
Li fe i nsurance expenses 2, 646
Enpl oyee educati on expenses 2,599
Conput er purchase - 0-
Tax and |icense expense 24,546
Rent s 105, 086
Sal aries & cost of goods sold | abor 164, 039



| nt erest expense 9,436
Bad debts 3, 377
Pensi on pl an expense 28, 027
Director’s fees 36, 000
Mar k Benson’s nedi cal expense - 0-
Conpensation of officers - 0-
Enpl oyee benefits 628
Depr eci ati on (1, 435)
Contri butions - 0-
Dues & subscriptions (76)
| ncreased taxabl e i ncone 887, 650

1994

Adj ustments to Taxable | ncone

Agr eed Adj ust nent

G oss receipts $1, 559

Di sal | owed deducti ons:
Legal & professional fees 167, 237
Research & devel opnent 106, 694
Royal ty 160, 063
Enpl oyee rel ati ons 10, 630
Aut 0 expenses 14,723
Li fe i nsurance expenses 4,779
Enpl oyee educati on expenses 7,269
Tax and |icense expense 14, 960
Rent s 102, 360
Sal aries & cost of goods sold | abor 35, 561
Bad debts 9, 906
Pensi on pl an expense (56, 083)
Director’s fees 36, 000
Conpensation of officers - 0-
Materials & supplies 3,274
Enpl oyee benefits (3,310)
Mai nt enance & repair (359)
Travel 7,955
Depreci ati on (8,327)
Dues & subscriptions 4,119
O her deducti ons 4,106
Contri butions (20, 000)

| ncreased taxabl e i ncone 603, 116

1995

Adj ust ments to Taxable | ncone Agr eed Adj ust nent

Gross receipts ($58, 507)
Cost of goods sold (purchase & naterials) 114, 568



Di sal | owed deducti ons:

Legal fees 133, 703
Pr of essi onal fees 5,263
Royal ty 260, 160
Engi neeri ng studies 108, 714
Enpl oyee rel ati ons 2,332
Aut o expenses 8, 455
Li fe i nsurance expenses 6,011
Enpl oyee educati on expenses 13, 088
Tax and |icense expense 2,075
Rent s 135, 518
Sal ari es 145, 620
Bad debts 11, 343
Director’s fees 36, 857
Conpensation of officers - 0-
Supplies (including R & D) 40, 543
Enpl oyee benefits 30, 199
Janitorial expense 584
Depreci ati on (10, 677)
NCL deducti on 131, 975
Tel ephone expense 2,149
Busi ness neeti ngs 666
Contri butions (19, 800)
| ncreased taxabl e i ncone 1, 100, 839

The issues we nust decide are:

(1) Whether petitioner’s returns for the years at issue were
fal se or fraudulent with the intent to evade tax. |If so, the
periods of limtations for assessing tax remain open and
petitioner is liable for fraud penalties pursuant to section
6653(b) for 1988 and section 6663(a) for 1989 through 1995;*

(2) whether petitioner is entitled to deduct $100,000 as a

pensi on plan expense in 1989;

‘Respondent alternatively asserts that petitioner is liable
for an addition to tax under sec. 6651(f) for 1994 should we not
find petitioner |iable under sec. 6663(a).
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(3) whether petitioner understated its gross receipts by
$94, 401 in 1992; and

(4) whether petitioner is liable for an addition to tax
pursuant to section 6651(a)(1) for 1989 through 1992.

FI NDI NGS OF FACT

Even though nost of the adjustnents to petitioner’s taxable
i ncone have been agreed, it is necessary to make fact findings
regardi ng many of those adjustnents because the factual basis for
those adjustnents is also the factual basis for respondent’s
al l egations of fraud. Sone of the facts have been stipul ated and
are so found. The stipulation of facts, the first and second
suppl enental stipulations of facts, and the stipul ati on of
settled issues are incorporated herein by this reference.® At
the time the petitions were filed, petitioner’s principal place
of business was in California.
Backgr ound

Petitioner is a corporation incorporated in California in

1967 by d endon M Benson (d endon), his w fe, Janet Benson

°I'n Benson v. Comm ssioner, T.C. Menp. 2004-272,
suppl enented by T.C. Meno. 2006-55, affd. 560 F.3d 1133 (9th Cir
2009), in which Burton O Benson (Burton) was a petitioner, we
made certain findings that the parties agree apply in this case.
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(Janet), and Burton O Benson (Burton),® @ endon’s younger
br ot her .

Petitioner is the only conpany in the world that
manuf actures various forns of foamnetal and foam netal baffles.’
Duane Wal z and d endon i nvented the process known as foam netal,
whi ch @ endon then devel oped into a product. M. Wil z was given
sole credit as the inventor of the patent and, on March 23, 1976,
he assigned his patent rights to petitioner.

In the m d-1980s a dispute arose between Burton and d endon
over the operation and ownership of petitioner. On April 4,
1985, Burton and his wife, Elizabeth, filed suit against G endon,
Janet, and petitioner. In October 1985 Burton and d endon
executed an agreenent delineating their respective
responsibilities concerning contracts with two of petitioner’s
maj or clients, Hercules Aerospace Co., Inc. (Hercules),® and Gas

Research Institute (GRI). Under the agreenent, Burton was

Burton has a degree in nechanical engineering fromthe
University of Mnnesota. He and his wife, Elizabeth Benson
(El'i zabeth), have three sons: Eric, Mark, and Brad. Esther V.
Benson (Esther) was the nother of Burton and d endon. Burton
served 9 years as an officer in the U S Navy and 23 years as an
officer in the U S. Naval Reserve, retiring with the rank of Rear
Adm ral .

'Foam netal baffles are used in the U S. Navy's fleet of
ballistic mssiles.

8Her cul es Aerospace Co., Inc., and all predecessors and
successors in interest will be referred to throughout this
opi nion as Hercul es.
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granted all rights to and responsibility for contracts with
Her cul es, ® and d endon was granted all rights to and
responsibility for contracts with GRI

In May 1986 Burton and G endon initiated binding
arbitration. On July 9, 1986, the arbitration panel issued an
interimdecision. |In October 1986 Burton and G endon entered
into an agreenent to adjourn the arbitrati on proceedi ngs,
choosing to nediate the dispute with the aid of Wnston E. Ml er
(WEM as nediator. On June 28, 1987, during the course of
medi ati on, Burton and G endon entered into an agreenent entitled
“Menor andum Re:  Unbundl i ng of ERG (June 24, 1987)”". The
unbundl i ng agreenent provided terns for petitioner to purchase
A endon’s interest (stock) in petitioner with the result that
Burton becones the sole owner of petitioner. Burton and d endon
subsequent |y executed a docunent entitled “Suppl enent al
Menor andum Re:  Unbundl i ng of ERG (Decenber 4, 1987)”. On
Decenber 5, 1987, Burton and G endon executed a docunment entitled
“Menorandum Re: Other Commitnents nmade to VWM . 1°

In July 1987 d endon started Aker Industries (Aker) in

Cakl and, California. Aker perforns research and devel opnent

°During the years at issue petitioner produced for Hercul es
the First Stage Baffle for the Trident Il D5 U S. Navy Fl eet
Ballistic Mssile Program

PExcept as noted to the contrary, we refer to the docunents
executed by Burton and d endon during nediation collectively as
t he unbundl i ng agreenent.
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contracts. During the years at issue neither & endon nor Aker
performed research or devel opnent for petitioner. Burton is not,
and never has been, an owner, sharehol der, enployee, director, or
of ficer of Aker.

Nei t her petitioner nor Burton paid dendon for his interest
in petitioner, and the brothers continued to fight over what, if
anyt hing, was due to dendon. On March 23, 1993, d endon and
Janet filed a notion asking a California court to enforce the
unbundl i ng 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
recomenced. On June 7, 1995, a second interimarbitration
deci si on was issued and, on Novenber 8, 1996, a third interim
arbitration deci sion was issued.

On March 5, 1999, a final arbitration decision was issued.
The final arbitration decision conprehensively decided the issues
bet ween Burton and G endon. The arbitrators held that Burton
becane the 100-percent owner of petitioner on July 1, 1987, and
found, inter alia, that

During the period fromand after July 1, 1987,

* * * [Burton]/* * * [petitioner]/* * * [New Process

I ndustries, Inc.,] was extrenely successful * * *  As

aresult, in the period from 1988 t hrough 1996, * * *

[Burton] and his famly obtained in excess of

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

distributions from* * * [petitioner]/* * * [ New
Process Industries, Inc.].
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* * * fromand after July 1, 1987, * * * [Burton]

had total control over both * * * [petitioner] and

* * * [ New Process Industries, Inc.] * * *,
The arbitrators al so found that Burton owed d endon a gross
amount of $3,119,475 for A endon’s interest in petitioner. The
arbitrators awarded property (the Lowell plant) at 952 57th
Street, Oakland, California, to d endon/Aker, for which Burton
received a credit of $185,500. Additionally, the arbitrators
found that d endon/ Aker shoul d have paid New Process | ndustries,
Inc. (NPI), rent for the Lowell plant at $2,000 per nmonth from
July 1, 1987, to Decenber 31, 1994, and $2,500 thereafter.
Accordingly, Burton was credited with $420,650 for the rent

paynments plus interest. The final arbitration decision awarded

d endon a net $2,412,172 after credits and deducti ons.

INew Process Industries, Inc. (NPl), was a fam |ly-owned S
corporation, incorporated in Mnnesota. On its respective 1988
t hrough 1995 tax returns, the Benson famly’s percentage of
ownership of NPl was reported as foll ows:

Year and Percent age Omership

| ndi vi dual 1988 1989 1990 1991 1992 1993 1994 1995
Burton 66.7 66.7 66.7 66.7 50.0 66.7 50.0 50.0
Est her 33.3 33.3 33.3 33.3 50.0 —- —- —-
Eric —- —- —- —- —- 11.1 16.7 16.7
Mar k —- —- —- —- —- 11.1 16.7 16.7
Br ad —- —- —- —- —- 11.1 16.7 16.7

Burton exerci sed al nost sole control over nmanagenent and
oper ati ons of NPI
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During the years at issue Burton was petitioner’s president
and director.! Burton al one exercised al nbst sole control over
petitioner’s managenent and operations. On each of petitioner’s
1988 through 1994 Forns 1120, U.S. Corporation |Incone Tax Return
(tax returns), Burton is listed on Schedul e E, Conpensation of
O ficers, as owning 100 percent of petitioner’s comopn stock. On
petitioner’s 1995 Schedule E, Burton is |isted as owning 28
percent of petitioner’s common stock and Elizabeth, Eric B
Benson (Eric), and Mark D. Benson (Mark), Burton and Elizabeth’s
sons, are |listed as each owni ng 24 percent.

Tax Return Preparation

Tax Return Preparers

GA “A” Piepho (M. Piepho) perforned all of petitioner’s
bookkeepi ng and accounting up until his death on Cctober 1, 1989.
M. Piepho prepared petitioner’s 1987 tax return, which was filed
on May 23, 1989. Burton worked directly with M. Piepho and
provided himthe records fromwhich he was to prepare
petitioner’s tax returns.

Edward J. Bradac, C.P.A. (M. Bradac), purchased M.

Pi epho’ s accounting business. For tax years 1988 through 1993,

M. Bradac prepared petitioner’s tax returns. |In 1995 M. Bradac

2Burton joined petitioner in 1969 in the capacity of vice
president. Before working for petitioner, Burton was an
assi stant program nmanager at Westinghouse, where it was his
responsibility to check and ensure that the accounting was being
done correctly.
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becane associated with Arnstrong, G I nour & Associ ates
(Arnmstrong) and prepared petitioner’s 1994 tax return.
Petitioner’s 1995 tax return was prepared by Jill Toibin, CP. A
(Ms. Toi bin), who was M. Bradac’s manager at Arnstrong.

Books and Records

Burton supervised petitioner’s general bookkeepi ng, accounts
recei vabl e, accounts payabl e, sales, and purchases. Petitioner
kept sales, invoice, and check registers. The sales, invoice,
and check registers were not provided to M. Bradac or Ms. Toibin
for the preparation of petitioner’s 1988 through 1995 tax
returns. Instead, Burton prepared sunmary/data sheets fromthe
information in the registers and provided the sumary/data sheets
to the return preparer.

Burton understood i ncone taxes, and he frequently asked
petitioner’s accountants tax questions or discussed tax planning
or tax return preparation. Burton responded to any questions the
return preparers had about any of the entries on the sunmary/data
sheets. However, Burton’s responses generally did not include
providing the return preparers with any of the underlying
docunent ation used in preparing the summry/data sheets.

Filing the Tax Returns

Most of petitioner’s tax returns for the years at issue were
not tinmely prepared or filed. The dates on which Burton first

provi ded the summary/data sheets to petitioner’s return preparers



- 16 -

and the dates on which petitioner’s returns were filed are as

foll ows:
Summary Provi ded
Year to Preparer Return Filed
1988 7/ 94 8/ 1/ 94
1989 8/ 1/ 94 8/ 8/ 94
1990 8/ 27/ 94 11/ 20/ 94
1991 1/ 26/ 95 7/ 16/ 95
1992 2/ 9/ 95 7/ 16/ 95
1993 9/ 13/ 94 9/ 18/ 94
1994 9/ 15/ 95 9/ 15/ 95
1995 9/ 4/ 96 9/ 16/ 96

Respondent’s I nitial Exan nation

Respondent sent to petitioner a letter dated June 9, 1991,
inquiring as to petitioner’s unfiled 1988 tax return. On August
23, 1995, respondent’s revenue agent contacted petitioner’s
president, Burton, by tel ephone regarding petitioner’s 1993 tax
return. On January 8, 1996, petitioner’s case was assigned to
respondent’ s revenue agent Theresa Martin (Revenue Agent Martin).
The initial appointnment was reschedul ed several tines.

On May 8, 1996, Revenue Agent Martin nmet with Burton and M.
Bradac at M. Bradac’s office and reviewed information and
docunents. At this nmeeting Revenue Agent Martin was provided
schedul es of expenses for 1993 and copi es of invoices for
“royalties”, “research and devel opnent”, and “engi neering
services”. The exam nation was subsequently expanded to include
the other years at issue. During the exam nation petitioner did

not provide respondent with copies of its invoice or check
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regi sters for 1988 through 1995. Petitioner first provided the
i nvoi ce and check registers for 1988 through 1995 to respondent
in February and March 2008.

During the exam nati on Revenue Agent Martin requested the
corporate mnutes and was told that there were no corporate
mnutes. At trial petitioner offered into evidence docunents
whi ch petitioner’s president testified were contenporaneously
kept corporate m nutes.

G oss Receipts

Respondent conducted a bank deposits analysis to determn ne
whet her petitioner correctly reported its gross receipts. The
parties agree to the bank deposits anal ysis, except for the
i nclusion of a $94, 401 deposit on March 27, 1992, into
petitioner’s Merrill Lynch account #XXX-X7888. For tax years
1989, 1991, 1993, and 1994 petitioner understated its gross
recei pts by $318,507, $459, 833, $52,606, and $1, 559,
respectively. Petitioner also understated its gross receipts by
at least $51,017 in 1992. Petitioner overstated its gross
recei pts or sales by $22,270, $173,872, and $58,507 in 1988,
1990, and 1995, respectively. Thus, for the 8 consecutive years
at issue in this case, petitioner understated its gross receipts
or sales by at |east $628,873 ($883,522 in understatenents |ess

$254,649 in overstatenents). G oss receipts reported on
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petitioner’s tax returns were based on the summary/data sheets
prepared by Burton and given to the return preparers.

Rent

During the years at issue NPl owned the Lowell plant and
property at 900-960-962-964 Stanford Avenue, Qakland, California
(the Stanford plant). Petitioner deducted the rent paynments it
made to NPl for both the Lowell plant and the Stanford plant on
its tax returns as follows: $91,308 in 1988; $91, 308 in 1989;
$127,308 in 1990; $127,308 in 1991; $146,400 in 1992; $171,086 in
1993; $168,360 in 1994; and $201,518 in 1995. Petitioner
conducted its foam netal and manufacturing operations fromthe
Stanford plant before and after July 1, 1987. For years 1988 and
1989, petitioner paid $5,159 per nonth to NPl for the use of the
Stanford plant. The nonthly rent expense renai ned unchanged
until August 15, 1990, when petitioner paid $26,159 to NPI. For
the remai ning 4 nonths of 1990, petitioner nmade rent paynents of
$8, 159, $8, 159, $14, 159, and $8, 159, respectively. In 1993 and
1994 petitioner paid to NPl $9,380 and $10, 787 per nonth,
respectively. Petitioner made 1 nonthly paynent of $10, 787 and
11 nonthly paynents of $12,405 to NPl for tax year 1995.

The 1989 unbundl i ng agreenent provided that the Stanford
pl ant would be | eased for a termof 8 years at “$5,000 (or $5, 500
per nonth)”. The maxi mum nonthly | ease anmount listed in the

unbundl i ng agreenent reflected the product of an armis-length
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negotiation. The rent petitioner paid for the Stanford plant in
excess of $5,500 per nonth was a constructive dividend to Burton
that petitioner was not entitled to deduct.

The Lowel | plant was used by d endon and Aker. In the
unbundl i ng agreenent G endon and Burton agreed to enter into an
8-year lease with respect to the Lowell plant, which was to
provi de that d endon would pay $2,000 per nonth to NPI. In 1988
a confirmng commercial | ease was prepared but not executed.
This | ease agreenent was for a termof 8 years to commence in
March 1988 and provi ded that Aker pay rent of $2,000 per nonth.
During the years at issue neither d endon nor Aker paid rent to
NPl for the use of the Lowell plant. Instead, petitioner paid
rent to NPl on behalf of 4 endon/Aker

Petitioner had no contractual obligation to pay rent to NP
for dendon’ s/ Aker’s use of the Lowell plant. It was Aker’s
responsibility to pay NPl for the use of the Lowell plant, which
A endon ultimately paid by virtue of the final arbitration
decision. The rent petitioner paid to NPl was a constructive
dividend to Burton that petitioner was not entitled to deduct.

Legal and Prof essi onal Fees

During the years at issue petitioner deducted | egal and
prof essional fees that were properly disall owed as deducti ons.
Anmong t hese deductions was a $96, 749 legal fee paid to

M chael B. Carroll (M. Carroll) for advice and services as an
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advocate for Burton concerning ownership and control of
petitioner and NPI. M. Carroll’s representation involved a
personal and noncorporate matter between d endon and Burton. On
May 19, 1989, petitioner issued a $96, 749 check to Burton, and
Burton deposited the check. On or about May 23, 1989, Burton
purchased a $97, 467. 21 cashier’s check made payable to M.
Carroll. On its 1989 tax return, petitioner clained a $96, 749
deduction for legal fees paid to M. Carroll. Burton al so
clainmed the $96, 749 as a deduction in conputing his 1989 Federal
incone tax liability. The $96, 749 petitioner paid was a
constructive dividend to Burton that petitioner was not entitled
t o deduct.

Roval ti es and Engi neeri ng Services

During the years 1988, 1993, and 1994 petitioner transferred

significant anmounts of noney to NPl as foll ows:

Date Transferred Amount

12/ 30/ 88 $180, 000
4/ 15/ 93 750, 000
4/ 15/ 93 190, 000
4/ 20/ 93 2, 060, 000
12/ 30/ 93 600, 000
4/ 15/ 94 129, 414
6/ 17/ 94 30, 649

Tot al 3, 940, 063

Burton's goal was to limt petitioner’s reported profits.
The plan to achieve this goal was put in place in 1993 and Burton

caused petitioner to transfer nost of the noney in 1993.



Burton’s goa

approxi mately $75, 000 per year.

On its 1989 through 1995 tax returns,

deducti ons for

was to have petitioner show a paper

profit of

petitioner claimed

royal ti es expense and engi neering services as

fol | ows:
Year Anmount Classification
1989 1$252, 679 Royal ty expense
1990 193, 508 Royal ty expense
1991 1, 764, 049 Royal ty expense
1992 907, 443 Royal ty expense
1993 220, 000 Royal ty expense
1994 160, 063 Royal ty expense
1995 260, 160 Royal ty expense
1995 108, 714 Engi neeri ng services
Tot al 3, 866, 616

1'n the notice of deficiency for 1989, respondent

di sal | oned $248, 098 of the clainmed $252,679 as a

royalty expense. As previously noted the parties now

agree to respondent’s adj ustnent.

Since nost of petitioner’s paynents to NPl were nmade after
the clained royalties were supposedly earned the deductions on
petitioner’s tax returns have little, if any, correlation to when
the funds were transferred to NPI

The royal ty deductions were based on a purported |icensing
agreenent between petitioner and NPI. The purported |icensing
agreenent to pay royalties to NPl was nerely a tax planning tool,
conpletely lacking in econom ¢ substance. Burton, however, told

M. Bradac that the purported licensing agreenent was |legally

enf or ceabl e.
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During the years at issue there was no witten agreenent
bet ween petitioner and NPl relating to engineering, design, or
managenent services, and NPl did not perform any engi neering work
for petitioner or provide any services to petitioner. NPl did
not treat anyone as an enpl oyee, did not issue any Forns 1099,
and did not file any Fornms 941, Enployer’s Quarterly Federal Tax
Return. The | abel “engineering services” was created to achieve
Burton’s goal of having petitioner show profits of approximtely
$75, 000.

At a May 8, 1996, neeting, petitioner provided Revenue Agent
Martin with royalty invoices and engi neering services invoices in
support of its claimthat during 1993 it paid $224,023 to NPl as
royal ti es and $220, 000 as engi neering services. These invoices
were on NPl | etterhead, addressed to petitioner, showed anobunt
“due”, and were dated and stanped as “RECEI VED' in 1993. The NP
| etterhead shows NPI's address in Mnneapolis, Mnnesota. Burton
created and backdated these royalty and engi neering services
i nvoi ces shortly before the May 8, 1996, neeting. Burton did not
i nform Revenue Agent Martin that he created the royalty and
engi neering invoices in preparation for his nmeeting with her.

M. Bradac first saw the royalty and engi neering services
i nvoi ces on May 8, 1996, shortly before they were provided to

Revenue Agent Martin. Burton did not inform M. Bradac that he
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had just created the invoices for the neeting with Revenue Agent
Martin.

In February 1998 Burton told respondent’s agents that he
al ways conputed the royalties each nonth and he al ways nade the
i nvoi ce each nonth for royalties and then gave it to his
secretary. However, the only year for which petitioner provided
t he exam ning agent invoices for royalties or engineering
services was 1993. In late 1999 or early 2000 Burton finally
acknow edged to respondent’s agents that the NPl invoices that he
had provi ded were created in 1996 and backdated to 1993.

The purported royalty and engi neering services paynents that
petitioner transferred to NPl were used for Burton’s and his
famly s econom c benefit and constituted constructive dividends
to Burton in the year of transfer. Petitioner was not entitled
to any of the clainmed deductions for royalty and engi neering
services purportedly provided by NPI

Paynents to Cox Construction and to Kent G eene

In 1992 Burton and Cox Construction entered into a contract
to renodel a recreation roomin Burton’s residence. The contract
provided, inter alia, that “M. Benson nmay furnish a maintenance
man fromhis plant to help with the framng.” Burton provided
petitioner’s mai ntenance nman, Kent G eene (M. Geene), to assist
in the renodel of his residence. On its 1992 tax return

petitioner inproperly deducted a $15,280 “repair and mai nt enance
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expense” that it paid to Cox Construction. On its 1992 and 1993
tax returns petitioner inproperly deducted salaries and | abor
expenses of $7,634 and $7,032, respectively, which it paid to M.
G eene.

Empl oyee Educati on Expense

On its 1993 and 1994 tax returns, petitioner inproperly
deduct ed enpl oyee educati on expenses of $2,599 and $7, 269,
respectively, for paynents nmade to Oregon State University,
Corvallis, Oregon (OSU). On its 1995 tax return, petitioner
deduct ed enpl oyee educati on expenses of $13,334. Petitioner’s

1995 | edger reflects paynents nade as foll ows:

Date Paid Check Payee Anmount
1/ 9/ 95 25588 osuU $3, 129
3/ 25/ 95 25840 Li nn-Bent on Col | ege 128
Al bany, O egon

4/ 24/ 95 25886 osuU 200
4/ 25/ 95 25921 osuU 2,812
10/ 1/ 95 26345 osuU 3,422
10/ 4/ 95 26349 osuU 3,397
Subt ot al 13, 088
Burt Hut chi nson 73

Drexel University 135

Don Hol | eran 38

Tot al 113, 334

IO the amount clainmed in 1995, respondent all owed
$246 of enpl oyee education expense for the paynments to
Burt Hutchi nson, Drexel University, and Don Hol |l eran.
The paynments made to OSU were for college tuition, fees, and
books for Burton’s son Eric during 1993, 1994, and for Burton’'s

sons Eric and Mark in 1995.
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Petitioner produced letters dated June 12, 1993, and June
12, 1995, indicating that Eric and Mark, respectively, were
selected froma vast field of applicants for the “ERG Managenent
Trai ning Progranf; however, neither Eric nor Mark was sel ected
froma “vast field” of applicants for the scholarship. In fact,
petitioner’s awardi ng of “schol arshi ps” coincided wwth Burton's
three sons’ turning 18 or 19 years old and starting coll ege.
Neither Eric nor Mark received a salary frompetitioner before
receiving the purported scholarship frompetitioner.

Aut onpbi |l e and Truck Deducti ons

During the years at issue petitioner inproperly deducted
aut onobi |l e and truck expenses, including Departnent of Motor
Vehi cl e fees, insurance, gasoline, and repairs for autonobiles
used by Burton’s famly (the Bensons). The Bensons were
aut hori zed signators on a First Interstate checking account,
whi ch was used exclusively to pay for gasoline purchases through
Interlink bank debit card(s) linked to that account. Petitioner
pai d and deducted $1,853 in 1990, $3,327.85 in 1991, $3,995.08 in
1992, $4,194.09 in 1993, $4,383.16 in 1994, and $3,875.32 in 1995
for gasoline purchases. On its respective 1990 and 1993 tax
returns, petitioner inproperly deducted the purchase of a $15, 000
Jeep for Eric, and a $13,500 Ford Bronco for Mark.

Burton provided M. Bradac with the amobunts of petitioner’s

aut onobi | e expenses for 1988 through 1993. Wen M. Bradac
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guestioned Burton as to how the autonobil e expenses were
cal cul ated and what they represented, Burton responded: “LEAVE
AS | S.” \Wien M. Bradac prepared petitioner’s 1988 through 1993
tax returns, he did not know that petitioner had purchased the
vehicles for Eric and Mark.

Director’s Fees

During 1988 through 1995 petitioner inproperly deducted
paynents it made to Elizabeth, Esther, Eric, and Mark as
director’s fees. Petitioner did not file a Form 1099 (or ot her
information return) with respondent reporting that it paid
director’s fees to Elizabeth, Esther, Eric, or Mark. During the
years at issue, petitioner nmade the follow ng paynents, which it

deducted as director’s fees:

| ndi vi dual 1988 1989 1990 1991 1992 1993 1994 1995
El i zabeth -0-  $3,000 $12,000 $12,000 $12,000 $12,000 $12,000 $16, 260
Est her - 0- 3,000 12,000 12,000 12,000 12,000 9, 000

Eric -- -- 6,000 12,000 12,000 12,000
Mar k -- -- -- -- -- 5,000 12,000

Petitioner concedes that it is not entitled to deduct the
director’s fees claimed on its 1988 through 1995 tax returns.
This is another instance where Burton had petitioner pay and
i nproperly deduct personal expenditures.

Li fe | nsurance

In 1969 Burton applied for a $100,000 life insurance policy
wi th Massachusetts Miutual Life |Insurance Co. (MassMuitual).

MassMut ual issued policy nunber XXX6416 to Burton, the insured
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and owner of the policy, and during the years at issue his wife
El i zabeth was the primary beneficiary. For each of the years at
i ssue, petitioner paid and cl ai ned a deduction for paynents nade
to MassMutual for a policy on Burton’s life. 1In a menorandum
sent to Burton, dated Septenber 14, 1995, M. Bradac asked:
“VWhat is included in insurance. Life insurance is not
deductible.” In a handwitten note Burton responded that there
was “NO LI FE".

In May 1996 Revenue Agent Martin asked Burton who the
beneficiary of the life insurance policy was. On Cctober 7,
1996, petitioner’s representative provided Revenue Agent Martin
wth a letter dated October 2, 1996, on petitioner’s letterhead
addressed to MassMutual, which indicated that in a tel ephone
conversation between Burton and a custoner service representative
it had been confirned that petitioner was the beneficiary of the
life insurance policy. On Decenber 16, 1996, respondent’s
exam ni ng agent was given a letter dated Decenber 2, 1996, from
MassMut ual indicating that petitioner was the current beneficiary
of the Iife insurance policy; the letter did not indicate who the
beneficiary was during the years at issue. On February 18, 1997,
Revenue Agent Martin issued a summons to MassMutual and on March
11, 1997, MassMutual produced numerous docunents including a copy
of a “Change of Beneficiary with Proceeds Paid in One Sunf dated

Cct ober 25, 1996, wherein Burton had changed the beneficiary of
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the life insurance policy to petitioner effective Novenber 1,
1996. During the exam nation process, neither Burton nor any
other of petitioner’s representatives disclosed to respondent’s
agents that petitioner was not the primary beneficiary of the
MassMutual |ife insurance policy during the years at issue.

1994 Travel Expenses

Burton’s not her Esther passed away Septenber 3, 1994, and
funeral services were held in Mnnesota. On or about October 4,
1994, petitioner paid $833.06 for travel expenses incurred on
behal f of Pastor Leroy M Nelson, Burton’s cousin. Pastor Nel son
presi ded over Esther’s funeral services.

During 1994 Eric attended college at OSU, in Corvallis,
Oregon. On or about February 9, 1994, Burton signed a travel
expense report indicating that he spent $286.95 on behal f of
petitioner for travel to Corvallis, Oregon. |In 1994 charges were
made to a credit card issued for petitioner’s BankAnmericard

account as foll ows:

Dat e Descri ption Anpunt
2/ 5/ 94 Grand Manor | nn #35 $223. 82
Corvallis, OR
2/ 3-6/ 94 Hert z/ f uel / par ki ng 105. 70
5/ 10/ 94 Hertz Rent - A-Car, 91.61
St. Paul, M
5/ 10/ 94 Radi sson Hot el s, 227. 32
M nneapolis, M

5/ 13/ 94 Ranada | nns 342. 17
Fall s Church, VA

5/ 13/ 94 Hertz Rent - A- Car 137. 46

Washi ngton, D.C.
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9/ 10/ 94 Lowel | | nn 1,542.79
Lake El nmo, MN
9/ 11/ 94 Super Anerica 4454 9.23
Bl oom ngt on, N
9/ 11/ 94 Hertz Rent-A-Car 89. 90
St. Paul, W
Tot al 2,770.00

On its 1994 tax return, petitioner inproperly clained
deductions for these travel expenses, which petitioner now agrees
are not deducti bl e.

Property Taxes

In June 1990 petitioner purchased real property in Oinda,
California (Oinda property), for $335,000.® Title to the
Orinda property was put in the nane of “Burton O Benson,
Trustee” of petitioner’s retirenment trust. Petitioner’s
retirement trust neither paid for the purchase nor reflected the
Orinda property as an asset on any tax return or financial
st at enent .

Petitioner’s purchase of the Orinda property occurred at
approximately the same tine that Burton and Elizabeth purchased
a vacant | ot between their home and the Orinda property. Wth
petitioner’s purchase of the Orinda property, Burton and
El i zabeth had effectively acquired a |large, uninterrupted piece
of land behind and abutting their residence. On QOctober 28,

1997, Burton, acting as trustee of petitioner’s retirenment trust,

3The price paid inclusive of fees and taxes was
$336, 410. 72.
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deeded the Orinda property to Burton and Elizabeth, as husband
and wife. The deed shows no consideration for the transfer of
property and, in a handwitten note, describes the transfer as a
“Gft to spouse”.

Petitioner’s paynment in 1990 for the acquisition of the
Orinda property and petitioner’s paynent of property taxes on the
Orinda property were constructive dividends to Burton. On its
tax returns, petitioner inproperly deducted property taxes paid
on the Orinda property as follows: $4,363 in 1991; $3,796 in
1992; $3,879 in 1993; $8,196 in 1994; and $2,075 in 1995.

Research and Devel opnment Expenses and Credits

On or about March 9, 1989, petitioner opened Money Fund
account No. XXXXXXX9082 with Franklin Funds under the nane of
“R& DD vision, ERGInc.” and used petitioner’s tax
identification nunber, 94-XXXX686. From 1989 through 1995 Burton
was the only person who had signature authorization over the
account .

From March 1989 through January 1995 Burton wrote checks
made payable to “R & D Division, ERG Inc.”; “Aker Industries,
Inc. --R & D Division”; “Aker Industries R & D Division”; or
“R & D Dvision, Aker Industries, Inc.” These checks were
witten on petitioner’s Bank of Anerica account, and deposited
into petitioner’s Franklin Funds “R & D Division, ERG Inc.”

account . Burton handwrote the endorsenent “Aker |ndustries” on
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t he back of each check nade payable to Aker Industries which was
deposited into the Franklin “R & D Division ERC I nc.” account.
Bet ween 1989 and 1995 over $700, 000 was accunul ated in the
Franklin Funds “R & D Division, ERG Inc.” account in the above
descri bed manner.

During the years at issue neither Aker nor d endon provided
any research and devel opnent services for petitioner and did not
i ssue invoices to petitioner. d endon had no know edge of the
Frankl i n Funds account.

Onits tax returns for 1988 through 1994, petitioner
i mproperly deducted research and devel opnent expenses of $24, 601
in 1988; $102,222 in 1989; $132,687 in 1990; $169,137 in 1991;
136,045 in 1992; 118,989 in 1993; and $106, 694 in 1994.
Petitioner also deposited a $3,865 check nmade payable to “R & D
Di vi sion, Aker Industries Inc.” into the Franklin Funds “R & D
Division, ERG Inc.” account and inproperly clainmed a deduction
for it as part of a supplies expense on its 1995 tax return.

In a confirmation letter dated July 11, 1995, sent to Burton
regardi ng the preparation of petitioner’s 1988 through 1993 tax
returns, M. Bradac wote, in pertinent part:

Research and Devel opnent expenses: The research and

devel opnent expense shown on your summary is for

qualified research costs. Qualified research is

limted to scientific experinentation or engineering

activities designed to aid in the devel opnent of a new

or inproved product, process, technique, fornula,
i nvention or conputer software programheld for sale,
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| ease, or license, or used by you in a trade or

business. All research was conducted in the state of

Cal i fornia.

M. Bradac was not aware of the fact that neither Aker nor

d endon had provided any services to petitioner and was unaware
of petitioner’s Franklin Funds “R & D Division ERG Inc.” account
until after the exam nation of petitioner’s 1993 tax year had
begun.

At the May 8, 1996, neeting with Revenue Agent Martin,
Burton provided her with research and devel opnent invoices for
tax year 1993. These research and devel opnent invoices are on
Aker letterhead and were provided to agent Martin to support that
the research and devel opnent deductions cl ainmed on petitioner’s
1993 tax return were for expenses paid to Aker. The research and
devel opnent invoices are dated and stanped as “RECElI VED' by
petitioner in 1993. Burton created these research and
devel opnent invoices shortly before the May 8, 1996, neeting to
substantiate the inproper deductions. M. Bradac saw t he
fabricated research and devel opnent invoices for the first tine
approximately 5 mnutes before the initial neeting with Revenue
Agent Martin on May 8, 1996.

Petitioner also inproperly clainmd research and devel opnment
credits as follows: $5,515 in 1989, $5,693 in 1990, $7,256 in
1991, and $5,836 in 1992. \While preparing petitioner’s tax

returns, M. Bradac inforned Burton of the requirenments to
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qualify for the research and devel opnent credit. Neverthel ess,
Burton told M. Bradac that petitioner’s purported research and
devel opnent paynents qualified for the research and devel opnent
credit. On August 2 and Novenber 11, 1994, Burton sent (via
facsimle) nmenoranduns to M. Bradac to informhimnot to forget
the research and devel opnent tax credit.

Conceal ed Bank Account s/ Checks

In an information docunent request (IDR) dated August 23,
1995, respondent requested “Bank statenents, reconciliations and
cancel l ed checks for all corporate accounts for the period
begi nni ng Decenber 1, 1992 and endi ng January 31, 1994.” On My
8, 1996, petitioner provided bank statenments and cancel ed checks
for petitioner’s accounts at Bank of Anmerica and Merrill Lynch
but did not disclose or provide statenents for its accounts with
Frankl i n Funds.

In an | DR dated August 19, 1996, respondent requested “Bank
statenents, reconciliations and cancell ed checks for al
corporate accounts for the period beginning January 1994 and
endi ng January 1995.” On Cctober 7, 1996, petitioner provided
bank statenments and nost cancel ed checks for petitioner’s
accounts at Bank of Anerica and Merrill Lynch but did not
di scl ose or provide statenents for its accounts with Franklin

Funds.
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In an I DR dated Cctober 10, 1996, respondent requested 18
m ssing checks as follows: “Cancelled checks shown on bank
statenments for Bank of America account XXX-X8267 but not included
with the statenents on 10-07-96". On Decenber 16, 1996
petitioner provided respondent with 12 checks nade payable to
“R & D Division, Aker Industries, Inc.”

I n Decenber 1996 respondent requested bank statenents and
cancel ed checks for the period 1988 through 1992. On January 29,
1997, petitioner provided statenents and nost cancel ed checks for
petitioner’s accounts at Bank of America and Merrill Lynch but
did not disclose or provide statenents for its accounts with
Frankl i n Funds.

After conparing cancel ed checks to the Bank of Anerica
statenents, Revenue Agent Martin determ ned that 12 cancel ed
checks were m ssing for 1989. Respondent issued sunmonses to
Bank of Anerica and to Merrill Lynch requesting petitioner’s bank
records for the years at issue. Bank of Anmerica and Merril
Lynch conmplied with the sunmonses to the extent that records
exi sted. Bank of Anerica provided copies of the 12 m ssing
checks for 1989. Eleven of the checks were nmade payable to Aker
and one $33, 328 check was made payable to “cash”.

On February 6, 1997, respondent issued two summobnses to
Franklin Funds. One sumons was in the matter of “Energy

Research and Generation, Inc.”, and the other sunmmpbns was in the
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matter of “R & D Division EER G Aker Industries, Inc. Trust”.
The Franklin Funds | egal departnent received the sumonses, and
they were forwarded to a | oss prevention specialist who began
retrieving the docunents. On February 19, 1997, Burton called
Franklin Funds and indicated that he thought the accounts did not
fall within the scope of the summons. On February 21, 1997,
Franklin Funds issued a “Certificate of No Records” which stated
that “no records exist pertaining to securities in the nanme of or
for the benefit of Energy Research and Generation, |Inc. under tax
identification nunmber 94- XXXX686.” On February 27, 1997,
respondent issued a summons to Franklin Funds requesting the
signature card for the account in which the checks nade payabl e
to “R & D Division Aker Industries” had been deposited. On or
about March 10, 1997, Franklin Funds provided the account
application to respondent. The account application was signed by
Burton as president of petitioner and the tax identification
nunber on the account was petitioner’s.

On April 14, 1997, respondent issued additional summobnses to
Franklin Funds, which, in turn, provided copies of account
statenents and deposited itens. Wen Revenue Agent Martin
recei ved the Franklin Funds account information she |earned for
the first time that the account--where the checks payable to
“R & D Division, Aker Industries” were deposited--was owned by

petitioner, was under petitioner’s tax identification nunber, and
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Burton, as petitioner’s president, was the only individual with
signature authority over the account.

Revenue Agent Martin also learned for the first tinme that
petitioner maintained a second account wth Franklin Funds, the
ERG Recreation Fund. During the years at issue Burton was the
only person with signature authorization over the ERG Recreation
Fund.

During the years at issue $87,102 was deposited into the
ERG Recreation Fund account. Checks witten on the ERG
Recreation Fund account were often for the benefit of Burton and
his famly and were constructive dividends to Burton.

OPI NI ON

A. The Statute of Limtations

The parties agree that the periods for assessing tax for the
years at issue have expired unless petitioner’s returns were
fraudulent. GCenerally, the Comm ssioner nust assess any tax
within 3 years after a returnis filed. See sec. 6501(a). An
exception to the “3-year rule” is provided in section 6501(c).
Section 6501(c), in pertinent part, 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.



- 37 -
Fraud is defined as an intentional wongdoing on the part of
t he taxpayer designed to evade tax believed to be owing. Neely

v. Comm ssioner, 116 T.C. 79, 86 (2001) (citing Edel son v.

Comm ssi oner, 829 F.2d 828, 833 (9th Cr. 1987), affg. T.C. Meno.

1986- 223, and McGee v. Comm ssioner, 61 T.C 249, 256 (1973),

affd. 519 F.2d 1121 (5th Cr. 1975)). The existence of fraud is
a question of fact to be resolved fromthe entire record. DilLeo

v. Conmm ssioner, 96 T.C 858, 874 (1991), affd. 959 F.2d 16 (2d

Cr. 1992).
A corporation acts through its officers, and corporate fraud
necessarily depends upon the fraudulent intent of a corporate

officer. D Leo v. Conm ssioner, supra at 875 (citing Auerbach

Shoe Co. v. Conm ssioner, 216 F.2d 693 (1st Cr. 1954), affg. 21

T.C. 191 (1953), Currier v. United States, 166 F.2d 346 (1st Cr.

1948), and Federbush v. Comm ssioner, 34 T.C 740, 749 (1960),

affd. 325 F.2d 1 (2d Cr. 1963)).
Respondent bears the burden of proving fraud by clear and
convi nci ng evidence. See sec. 7454(a); Rule 142(b); D Leo v.

Commi ssi oner, supra at 873. Respondent nust establish both that

(1) petitioner has underpaid its taxes for each year; and (2)
sone part of the underpaynent is due to fraud. Dileo v.

Commi ssi oner, supra at 873 (citing Hebrank v. Conmm ssioner, 81

T.C. 640, 642 (1983)).
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The undi sputed facts show that petitioner substantially
underpaid its taxes for each of the years at issue, and we find
t hat respondent has net his burden of proof with respect to the
first prong of the fraud test. W nust now deci de whet her
petitioner filed its tax returns with the specific wllful intent
to evade taxes.
Any conduct, the likely effect of which would be to m sl ead,
conceal , or otherw se prevent the collection of taxes may
establish an affirmative act of evasion. See DilLeo v.

Commi ssioner, supra at 874; see also Spies v. United States, 317

U S 492, 499 (1943). The taxpayer’s entire course of conduct

can be indicative of fraud. Di Leo v. Commi ssioner, supra at 874.

Because fraudulent intent is rarely established by direct
evidence, fraud nmay be inferred fromvarious kinds of

circunstanti al evidence. Bradf ord v. Comm ssioner, 796 F.2d 303,

307 (9th Gr. 1986), affg. T.C Menp. 1984-601. Crcunstanti al
evi dence tending to indicate that an underpaynent of tax is due
to fraud has often been referred to as “indicia of fraud” and
generally includes: (1) Understatenent of incone; (2) inadequate
records; (3) failure to file tax returns; (4) inplausible or

i nconsi stent expl anati ons of behavior; (5) concealing assets; and
(6) failure to cooperate with tax authorities. 1d. Although no
single factor is necessarily sufficient to establish fraud, the

exi stence of several of these indicia is persuasive
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circunstanti al evidence of fraud. Pet zol dt v. Conm ssi oner, 92

T.C. 661, 700 (1989).

1. Under st at enent of | ncone

The evidence clearly establishes that petitioner
substantially understated its taxable inconme in each of the years
at issue. The understatenents of inconme are the result of both
understated gross recei pts and overstated costs of goods sold and
expenses.

G oss receipts reported on petitioner’s tax returns were
based on summary/data sheets prepared by Burton and given to the
return preparers. The underlying corporate records were not
provided to the return preparers. |In the light of respondent’s
bank deposits analysis, petitioner now concedes that its gross
recei pts were understated in tax years 1989, 1991, 1992, 1993,
and 1994, with the exception of a $94, 401 deposit in 1992. The
bank deposits nethod of reconstruction has |ong been sanctioned

by the courts. dayton v. Conm ssioner, 102 T.C 632, 645

(1994); Estate of Mason v. Conm ssioner, 64 T.C. 651, 657 (1975),

affd. 566 F.2d 2 (6th Gr. 1977). For the 8 years at issue
petitioner understated its gross receipts by at |east $628, 000.
Petitioner has offered no explanation for these understatenents
of gross receipts.

The evi dence al so shows that petitioner clained substanti al

i nproper deductions in each of the years at issue. For the 8
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years at issue petitioner has agreed to the disall owance of at
least $8.5 mllion in inproperly deducted expenses. The nost
egregi ous of the inproper deductions were for the fabricated
research and devel opnent expenses and the fabricated royalty and
engi neering services expenses paid to NPI

The research and devel opnment expenses were allegedly paid to
Aker but were actually deposited into an undi scl osed bank account
controlled by petitioner and its principal officer, who knew t hat
Aker never performed any research and devel opnent services for
petitioner during the years at issue. These phony research and
devel opment deductions exceed $790, 000 during the years at issue.

The fabricated royalty and engi neering servi ces expenses
were paid to NPI, which was a separate entity controlled by
Burton. The purported royalties and engi neering services were
fabrications intended to reduce petitioner’s reported incone to a
range that was acceptable to petitioner’s principal officer, who
was al so the personal beneficiary of the paynents to NPI. These

transfers and i nproper deductions were as foll ows:

Year Ampunt Transferred Anpbunt Deduct ed
1989 $180, 000 $248, 098
1990 - - 193, 508
1991 - - 1, 764, 049
1992 - - 907, 443
1993 3, 600, 000 220, 000
1994 160, 063 160, 063
1995 - - 368, 874

Tot al 3, 940, 063 3,862,035
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W will not repeat the previously stated facts regardi ng the
ot her i nproper deductions. Suffice it to say that we find that
they represent a pattern denonstrating a consistent and
deliberate attenpt to understate petitioner’s correct tax
lTabilities.

Consi stent and substantial understatenments of inconme over
several years are highly persuasive evidence of intent to defraud
t he Governnent, particularly when conbined with other indicia of

fraud. See Bai sden v. Comm ssioner, T.C. Menp. 2008-215. To

this effect the Court of Appeals for the Ninth Crcuit has
stated: “repeated understatenents in successive years when
coupl ed with other circunstances showi ng an intent to conceal or
m sstate taxable inconme present a basis on which the Tax Court

may properly infer fraud.” Furnish v. Conmm ssioner, 262 F.2d

727, 728-729 (9th Cir. 1958), affg. in part and remanding in part

Funk v. Comm ssioner, 29 T.C 279 (1957). Accordingly, we find

petitioner’s consistent understatenents of incone to be clear and
convi nci ng evidence of an intent to evade tax known to be ow ng.

2. | nadequat e Records/ Failure To Provide the Tax Return
Preparers Wth Accurate |Information

Petitioner’s records consisted of sales, invoice, and check
regi sters. However, petitioner did not provide these registers
to the return preparers for their use in the preparation of
petitioner’s tax returns. Rather, Burton instructed M. Bradac

and Ms. Toibin to use the sunmmary/data sheets he had prepared.
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The total sales anpbunts Burton provided for 1988 through 1993 do
not match the sal es anmobunts recorded in petitioner’s sales

regi sters.

At the tinme petitioner’s 1988 through 1995 tax returns were
prepared, M. Bradac was unaware of the existence of the Franklin
Funds “R & D Division, ERG Inc.” account and that the all eged
research and devel opment expendi tures had been deposited into
that account. Burton intentionally msled the tax return
preparer by insisting that petitioner’s paynents to Aker
qualified as research and devel opnent expenditures even though
M. Bradac had told himthe requirenents for research and
devel opnent deductions and credits.

Burton told the return preparer that the so-called royalty
paynments to NPl were made pursuant to a | egal obligation when in
fact the purported |licensing agreenent was nothing but a sham
whose purpose was to reduce petitioner’s taxable inconme. Burton
also told M. Bradac that petitioner’s insurance expenses did not
include life insurance when M. Bradac asked whet her the
i nsurance expense included any life insurance. He also insisted
that M. Bradac “LEAVE AS | S the autonobil e expenses on
petitioner’s 1990 and 1993 tax returns after M. Bradac had
inquired as to the substance of the expenses.

Burton’s failure to keep and provi de adequate records and

hi s obfuscatory behavi or--when questioned by M. Bradac regarding
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cl ai mred expenses--is evidence of petitioner’s intent to evade

t axes known to be owi ng by concealing corporate information and
records and failing to provide this information to its tax return

preparer. See Federbush v. Conm ssioner, 34 T.C. at 749-750.

3. Failure To File Tax Returns

Petitioner filed untinmely tax returns for 1988, 1989, 1990,
1991, and 1992 indicating a disregard of its legal obligation to
pay tax.

4. | npl ausi bl e or I nconsistent Expl anati ons of Behavi or

a. Roval ty and Engi neering Services | nvoices

At the neeting with the Internal Revenue Service (IRS) on
May 8, 1996, Burton provided Revenue Agent Martin with recently
fabricated royalty and engi neering services invoices to support
hundreds of thousands of dollars in alleged deducti bl e expenses.
The invoices were witten on NPl |etterhead and were respectively
dated at the end of each calendar nonth in 1993. Burton had
actually created and backdated the invoices shortly before the
May 8, 1996, neeting but did not informeither M. Bradac or
Revenue Agent Martin that these invoices had just been created.
Burton’s conduct was deceptive with the specific purpose of
m sl eadi ng respondent with respect to the legitimcy of the

al l eged royalty and engi neering services expenses.
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b. Research and Devel opnent | nvoi ces

At the May 8, 1996, neeting Burton al so provi ded Revenue
Agent Martin with research and devel opnent invoices. The
research and devel opnment invoices were witten on Aker’s
| etterhead and were provided to Revenue Agent Martin as support
for the research and devel opnent deductions claimed on
petitioner’s 1993 tax return. Neither Aker nor d endon had
performed any research and devel opnent for petitioner. Burton
had created and backdated the research and devel opnment invoices
shortly before the May 8, 1996, neeting. Again, Burton did not
di scl ose to Revenue Agent Martin that he had fabricated the
research and devel opnent invoices shortly before the neeting.
This was a deliberate attenpt to m sl ead respondent.

5. Concealing Assets

During the exam nation of petitioner’s tax returns
respondent’ s agents issued several |IDRs, requesting that
petitioner provide records of all of its bank accounts. Al though
petitioner provided information regardi ng accounts at Bank of
America and Merrill Lynch, no information was disclosed regarding
the Franklin Funds “R & D Division, ERG Inc.” account. Wen
Revenue Agent Martin expanded the exam nation to include tax year
1994, she discovered that copies of several of the Bank of
Anerica cancel ed checks were mssing. After inquiring further,

Revenue Agent Martin determ ned that nost of the m ssing checks
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wer e payable to Aker and deposited into the Franklin Funds “R & D
D vision, ERG Inc.” account.

In order to acquire information regarding the ownership of
the Franklin Funds account, on February 6, 1997, respondent
i ssued two summonses to Franklin Funds. When Burton | earned of
t he summonses, he contacted Franklin Funds in an attenpt to
persuade it that the summonses did not pertain to petitioner’s
accounts. As a result, Franklin Funds indicated to the IRS that
no records existed; but after issuing additional sumobnses to
Franklin Funds, Revenue Agent Martin was able to determ ne that
petitioner was the owner of the Franklin Funds “R & D Di vi sion,
ERG I nc.” account. Between 1988 and 1995 petitioner accunul ated
nore than $700,000 in the Franklin Funds “R & D Division, ERG
I nc.” account.

6. Fai lure To Cooperate Wth Tax Authorities

Petitioner consistently failed to provide conplete and
accurate information to Revenue Agent Martin, and sone of the
information was false with the intent to m sl ead her.

7. Concl usi on

Respondent has clearly and convincingly established that
petitioner filed its 1988 through 1995 tax returns intending to
conceal, m slead, or otherw se prevent the collection of tax.
Accordingly, we hold that the requirenents for the exception in

section 6501(c)(1) to the 3-year period of |imtations are net
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and, therefore, each of the years at issue is open for
assessnent .
Before the trial in these cases petitioner noved for summary
judgnment on the fraud issue on the basis of our finding in Benson

v. Comm ssioner, T.C Meno. 2004-272 (Benson |), supplenented by

T.C. Meno. 2006-55, affd. 560 F.3d 1133 (9th Cr. 2009). In
Benson | we found that, even though there was evidence that coul d
be considered indicia of fraud, respondent had failed to carry
hi s burden of proving by clear and convi nci ng evi dence t hat
Burton’s individual returns were fraudulent with intent to evade
tax. In the instant proceedi ngs we denied petitioner’s notion
for summary judgnent on the obvious grounds that petitioner and
Burton are separate taxpayers and the issue of whether
petitioner’s tax returns were fraudul ent was neither presented
nor decided in Benson I. And while the parties agree that sone
of the fact findings in Benson | should be followed in the

i nstant case, a separate trial was held in petitioner’s case
wherei n additional evidence was presented to prove that
petitioner’s returns were fraudulent. W also note that sone of
t he evidence of fraud regarding petitioner’s returns was excl uded
fromevidence in the Benson |I trial pursuant to Burton’s

attorney’s objection.*

¥I'n Benson v. Conmi ssioner, T.C Meno. 2004-272 (Benson 1),
we expressed sone concern about whether the return preparers
(continued. . .)




B. Fraud Penalties

The determ nation of fraud for purposes of section
6501(c) (1) is the same as the determ nation of fraud for purposes

of the fraud penalty under section 6663. Neely v. Conm ssioner,

116 T.C. at 85; Rhone-Poul enc Surfactants & Specialties, L.P. v.

Commi ssioner, 114 T.C. 533, 548 (2000). Since we have already

found that petitioner filed a fraudulent return under section
6501(c) for each of the years at issue, it follows that
petitioner is also |liable for the fraud penalty pursuant to
section 6653(b) for tax year 1988 and section 6663 for tax years
1989 t hrough 1995.

Common to both the old section 6653(b) and the newer section
6663 is the provision that when the Comm ssi oner has established

that any portion of the underpaynent is due to fraud, the entire

¥4(...continued)
m ght have shared responsibility for some of the inaccuracies
regardi ng the inproper reporting of transactions between
petitioner and NPlI, even though Burton was al so responsible for
m srepresenting the true nature of those transactions. The
records in the instant cases contain additional evidence, not
presented in Benson |, regarding other simlar inaccuracies and
m srepresentations for which Burton is solely responsible. For
exanpl e, the inproper deductions for research and devel opnent
expenses that were allegedly paid to Aker, but were in fact
deposited into petitioner’s Franklin Funds account, were the
result of m srepresentations that Burton made to the return
preparers. He falsely told themthat research and devel opnent
had been done and failed to disclose the existence of the
Franklin Funds account. And, as he did with respect to NP
i nvoi ces, Burton also fabricated invoices from Aker in another
attenpt to m sl ead respondent’s agent regarding the validity of
the research and devel opnent expenditures.
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underpaynent is treated as attributable to fraud except for any
portion that the taxpayer establishes is not due to fraud.

Petitioner bears the burden of showi ng by a preponderance of
the evidence what portion, if any, of the underpaynent in each
year is not attributable to fraud. See sec. 6663(b). Petitioner
has failed to neet its burden.?®

We hold that the entire underpaynent for each of the years
at issue is subject to the fraud penalty. Accordingly, we
sustain respondent’s determ nations regarding the fraud penalty
under section 6653(b) for 1988 and section 6663 for 1989 through
1995.

C. $100,000 Retirenment Pl an Expense

On Decenber 22, 1989, a $100, 000 check was witten on

petitioner’s Merrill Lynch Ready Asset Trust account made payabl e
to “ERG- Retirement Trust”. The neno section of the check shows
“BBC [sic] Miuir Terrace”. In the notice of deficiency for tax

year 1989, respondent allowed the $100, 000 expense as a pension
pl an deduction, even though petitioner did not claima deduction

for it onits 1989 tax return.

50n brief petitioner has not asserted that any specific
portion of the underpaynent in each year was not attributable to
fraud; rather, petitioner’s argunent was that no portion of any
under paynment was attributable to fraud because Burton | acked “the
specific intent” to evade incone tax when he signed and filed
petitioner’s tax returns.
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Respondent has not offered any convincing evidence to
contradict the position originally taken in the notice of
deficiency. Accordingly, we hold that petitioner is entitled to
deduct $100, 000 as a pension plan paynent on its 1989 tax return
under section 162.

D. $94,401 Understatenent of Gross Receipts

Respondent reconstructed petitioner’s gross receipts using a
bank deposits analysis. The parties agree to the bank deposits
anal ysis, except for the inclusion of a $94, 401 deposit into
petitioner’s Merrill Lynch account on March 27, 1992.

Muir Terrace was having financial problens which resulted in
a lawsuit’s being filed in Contra Costa Superior Court in 1989.
In March 1992 a settlenent was effected and a $94, 401 check was
paid to “Burton O Benson, Tee, Research & Generation Ret.

Trust.” At trial Burton testified that the check was “a return
on another investnent that the ERG retirenent trust had * * *
made in sonmething that was ternmed BBC (sic) Miir Terrace, which
was an investnent of the ERG retirenent trust.” Burton also
acknow edged that the $94, 401 check was deposited into
petitioner’s general operating account rather than its retirenent
trust. Petitioner asserts that know edge of the m staken deposit
was not discovered until pretrial preparation in spring 2008.
Petitioner, however, has not shown by any probative evidence that

the settlenment funds were ever transferred into petitioner’s
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retirement trust. In fact, the only testinony Burton provided
regardi ng whet her the $94, 401 had been transferred to
petitioner’s retirenment trust was that he did not know whether it
had been transferred.

On brief respondent asserts that he believes the appropriate
adj ustnments are to allow the previously nentioned $100, 000
deduction in 1989 and include the $94,401 in income in 1992. W
agree with respondent. Accordingly, we hold that petitioner nust
include in its 1992 inconme the $94,401 it received and deposited
into its general operating bank account.

E. Section 6651 Additions to Tax

Respondent determ ned that petitioner was liable for an
addition to tax under section 6651(a)(1l) for tax years 1989
t hrough 1992.

Section 6651(a)(1l) provides for an addition to tax when a
taxpayer fails to file a tinmely return. Section 6651(a)(1)
provi des an exception to the addition to tax when the failure to
file atinely return “is due to reasonabl e cause and not due to
willful neglect”.

The parties agree that petitioner’s 1989, 1990, 1991, and
1992 tax returns were received by respondent on August 28, 1994,
Novenmber 20, 1994, July 16, 1995, and July 16, 1995,
respectively. On brief petitioner has not contested the addition

to tax under section 6651(a)(1l) for any of the tax years 1989
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t hrough 1992. Consequently, we treat petitioner’s failure to
argue or address this issue on brief as a concession by

petitioner. See Rule 151(e)(4) and (5); Petzoldt v.

Conmm ssioner, 92 T.C. at 683. Accordingly, we sustain

respondent’s determ nations regarding the addition to tax under
section 6651(a)(1l) for tax years 1989 through 1992.

We have considered all of petitioner’s contentions,
argunents, requests, and statenents. To the extent not discussed
herein, we conclude that they are neritless, noot, or irrelevant.
To reflect the foregoing, and because of the nunmerous concessions

by the parties,

Decisions will be entered

under Rul e 155.




