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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COHEN, Judge: Respondent determ ned deficiencies and
penalties with regard to petitioners’ Federal inconme tax as

foll ows:



Penal ty
Year Defi ci ency |. R C. Sec. 6663
2000 $106, 074 $79, 555. 50
2001 74, 841 56, 130. 75
2002 74, 156 55,617. 00

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Procedure. After concessions, the issues for decision are:

(1) Whether petitioner’s solely owned S corporation received
and failed to report taxable incone for taxable years 2000, 2001,
and 2002;

(2) whether petitioners are entitled to reductions in their
Federal taxable incone for 2000 attributable to additional
Enpl oyee Enbezzl ement Account deductions that were not clainmed on
their return;

(3) whether various deductions clainmed as busi ness expenses
of petitioner’s solely owned corporation should be disallowed as
personal expenses of petitioners or for failure to substanti ate;

(4) whether petitioners are entitled to disall owed
deductions relating to their racing activities; and

(5) whether petitioners are liable for the fraud penalty
pursuant to section 6663 for the years in issue or, in the
alternative, whether petitioners are liable for the accuracy-

rel ated penalty pursuant to section 6662.
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FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated into our findings by this reference.
Petitioners are married and resided in lahoma at the tine that
they filed their petition.

Petitioner Lee F. Haney, Sr. (petitioner), is the sole
sharehol der of Flair Enterprises, Inc. (Flair Enterprises or the
conpany), an S corporation. Flair Enterprises operates three
full-service autonobile paint and body shops doi ng busi ness as
Flair Body Wrks in the Cklahoma City netropolitan area. The
Fl air Body Wrks shops are nanaged by petitioners’ sons, Phillip
Haney and Al an Haney.

During the years in issue, it was the business practice of
Flair Enterprises to keep conplete and accurate records of work
performed by Flair Body Works for their insurance custoners.
Flair Body Wrks is a preferred provider for several major
aut onobi | e i nsurance conpani es, which requires strict records to
be mai ntai ned by service providers seeking paynent on cl ai ns.
During the years in issue, Flair Enterprises maintained two
separate sets of books for Flair Body Wrks. One set of books
recorded transactions that were covered by the autonobile
i nsurance conpani es; the other recorded transactions with

noni nsurance custoners and ot her regul ar payors.
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Checks fromcustonmers with i nsurance were deposited and
recorded through a conputerized accounting system checks from
noni nsurance custoners and ot her payors were sinply recorded and
totaled on a |l egal pad bearing the title “Do Not Touch” and on
bank deposit slips and then cashed, not deposited, by petitioner
Jean C. Haney (Ms. Haney). During the years in issue,
M's. Haney regul arly endorsed and cashed checks for Flair
Enterprises, d.b.a. Flair Body Wrks. Ms. Haney continued to
cash conpany checks until approximtely |ate 2001, when
petitioners’ bank no longer permtted her to cash conpany checks.

In addition to checks from noni nsurance custoners, nmany
checks received by Flair Enterprises and cashed by Ms. Haney in
2000 and 2001 were from COPART Sal vage Auto Auctions (COPART),
which is in the business of purchasing wecked vehicles from body
shops for sale to junk dealers. COPART has been picking up
vehicles fromFlair Body Wrks for nore than 20 years.

Many of the checks cashed by Ms. Haney were received by
Flair Enterprises from Hudi burg Chevrolet. Flair Enterprises
| eased pickup trucks from Hudi burg Chevrolet during the years in
i ssue. The | ease paynents were deducted as busi ness expenses of
the conpany. Flair Enterprises also purchased approxi mately
$300, 000 in auto parts annually from Hudi burg Chevrolet in the
years in issue. |In appreciation for the volune of business that

Flair Enterprises did with it, Hudi burg Chevrolet reinbursed the
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conpany for | ease expenses in nonthly checks ranging from
approximately $1,200 to $1,700. Most of the Hudi burg Chevrol et
checks were cashed by Ms. Haney, and the incone fromthem was
not reported by Flair Enterprises.

Many of the checks cashed by Ms. Haney were received from
B&H Supply Co. (B&H), Flair Body Wrks’ paint vendor. The B&H
checks will be described in detail bel ow

When Ms. Haney returned from cashing the checks at the
bank, she delivered the cash received fromthe Hudi burg Chevrol et
| ease rei nbursenents and certain B&H paynents to petitioner. She
t hen di vided the remai nder of the cash anong hersel f and
petitioners’ two sons.

On March 28, 2000, a check in the ambunt of $580.62 was
deposited in petitioners’ personal checking account. The deposit
slip for this deposit included the notation “Flair” next to the
anount of the check. During 2002, $39,000 in cash was al so
deposited into petitioners’ personal checking account.

Wth a couple of mnor adjustnents, Flair Enterprises’s bank
deposits for the years in issue roughly totaled its reported
income for those years. Any checks that were cashed instead of
deposited were not included in the inconme of Flair Enterprises.

Agr eenent Wth B&H

Prior to and during the years in issue, B&H sold paint to

Flair Enterprises for use at its Flair Body Wrks body shop
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| ocations. Flair Enterprises is one of B&H s | argest custoners.
In 1999, Flair Enterprises was purchasing PPG pai nt products for
use in its body shops. PPG canceled its business with B&H, and
Flair Enterprises was asked by B&H to switch to Dupont paint
product s.

Flair Enterprises entered into an agreenent (the supply
agreenent) wth B&H for the purchase of Dupont paint products
i nstead of PPG products for 5 years, for which change in supply
Flair Enterprises would be conpensated $150,000. Dupont financed
the supply agreenent as an incentive for Flair Enterprises to
continue using B&H as its paint vendor and to switch to Dupont
pai nt products. Half of the incentive paynent was to be paid at
the tinme of the contract formation in 1999, and the remaining
half was to be paid in nonthly installnents of $1, 250.

Al t hough the supply agreenent does not address the issue,
B&H i ntended that Flair Enterprises would use the incentive
paynment to purchase shop equi pnent, such as paint booths or
sprayi ng machi nes, and referred to the supply agreenent as a
“shop investnent”. Flair Enterprises received a paynent of
$75,000 in 1999, which year is not before us, when the supply
agreenent was executed, and received 60 nonthly install nments of
$1,250. The nonthly installments of $1,250 received throughout
2000 and until Septenmber 2001 were not invested in the business

of Flair Enterprises but were cashed by Ms. Haney.
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In addition to the incentive paynents, exhibit Ato the
supply agreenent between Flair Enterprises and B&H comm tted B&H

to provide Flair Enterprises with Dupont products at 25 percent
of f the suggested shop price and 3M products at 35 percent off.
Al t hough nost of B&H s custoners receive their discounts as
reductions fromtheir invoiced costs, Flair Enterprises requested
that it be issued nonthly rebate checks instead. The anounts
allocated to each Flair Body Wrks |ocation were reflected on the
checks.

At the direction of Phillip Haney, the rebate checks from
B&H wer e nade payable to Flair Racing, Inc. (Flair Racing),
anot her operation solely owned by petitioner discussed infra,
instead of to Flair Enterprises. The rebate checks were then
deposited into Flair Racing’ s bank account. There is no
reference to Flair Racing in the supply agreenent between B&H and
Flair Enterprises. Flair Racing does not purchase any paint
products from B&H.  The anounts paid pursuant to the supply
agreenent were unrelated to any racing activities in which
petitioners or their famly engaged and woul d have been paid
regardl ess of petitioners’ involvenent in racing. The supply

agreenent was not a racing sponsorship by B&H or Dupont.



Enbezzl enent by Karen Steel man

Karen Steel man (St eel man) began her enploynent with Flair
Enterpri ses as bookkeeper and accountant in 1996 and was trained
in office procedures by Phillip Haney and Ms. Haney. The
practice of separating noni nsurance checks and cashi ng t hem
i nstead of depositing them was established before Steel man joi ned
t he conpany, although no records were kept of such transactions
at the tinme she began her enploynent. Steelman was fired in
Novenber 2000 when it was di scovered that she was enbezzling
substantial funds fromFlair Enterprises during the course of her
enpl oynent. Phillip Haney’s wi fe, Regina Haney (G na Haney), had
been assisting Steelman with the bookkeeping for Flair
Enterprises from May 1999 t hrough Novenber 2000. Wen Steel man’s
enpl oynent was term nated in Novenber 2000, G na Haney becane the
pri mary bookkeeper.

Respondent al |l owed petitioners a deduction of $86,950 in
calculating their taxable inconme for 2000 for noney enbezzl ed by
Steelman in that year. The enbezzl enent deduction was | abel ed as
Enpl oyee Enbezzl ement Account in the “other deductions” section
of the Form 1120-S, U.S. Income Tax Return for an S Corporation,
filed by Flair Enterprises for the year 2000.

I n Novenber 2000, petitioner enployed attorney/certified
public accountant Jeffrey C. Trent (Trent) to investigate

m sappropriation and enbezzl ement of corporate funds. Trent
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identified specifics of the suspected wongdoi ng, and Steel man
was fired after Trent’s report to petitioner. Trent was then
engaged to performrecords reconstruction and to assi st
petitioners in preparation of their incone tax returns for the
years in issue. Trent also assisted | aw enforcenent, including
t he Federal Bureau of Investigation, with the crim nal
i nvestigation of Steel man.

During an audit interview, Trent, representing petitioners,
told the exam ning agent that Steel man enbezzled funds three
ways: Additional weekly payroll checks that Steelman tricked
M's. Haney into signing by show ng her a check stub payable to
one entity and then making the check itself payable to a
different person, credits posted to Steel man’s personal credit
card account fromFlair Enterprises’ credit card machine, and a
pension and profit sharing plan benefiting Steel man that she
created w thout authorization and enhanced usi ng conpany assets
for her own benefit. Trent also represented to the exam ning
agent that Flair Enterprises kept no cash on hand and that there
was no petty cash fund set up at the conpany.

Steelman utilized several neans to enbezzle funds fromFlair
Enterprises, including witing additional unauthorized payrol
checks to herself and depositing unauthorized funds fromthe
conpany into a section 401(k) account in her nane. However,

Steel man di d not enbezzle cash funds fromthe conpany.
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Representati ons Made Duri ng Audit

During audit, the exam ni ng agent conducted several
interviews of petitioners, Trent, and other related parties.
Regardi ng the practice of cashing checks, Trent, informed by
petitioners, represented in several interviews that all incone of
Flair Enterprises was deposited during the years in issue.

M's. Haney represented that she did not cash any checks after
Steelman left in Novenber 2000. Regarding the existence of a
petty cash fund at Flair Enterprises, Trent represented that the
conpany had no petty cash fund and that none was reflected on the
conpany’s books.

Regardi ng the B&H supply agreenent, G na Haney, through
Trent, told the exam ning agent that there was no witten
agreenent between Flair Enterprises and B&H  One of B&H s
representatives stated that B&H does not sponsor racers and that
the nonthly paynments fromB&H to Flair Enterprises did not anount
to a raci ng sponsorship, although petitioners may have wanted to
characterize themin that manner.

Fl air Racing, Inc.

Petitioner formed Flair Racing in order to limt the
liability of petitioners and Flair Enterprises related to certain
Legends race cars owned by petitioner. Legends race cars are

5/8-scale replicas of 1930s and 1940s sedans.
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Racing is a hobby for petitioner and his sons, and they have
been involved with cars and racing for nore than 30 years. They
have enjoyed participating in races and attendi ng races as
spectators. They have enjoyed their association with celebrities
and race car drivers, and photographs of petitioners’ famly
menbers with several celebrity athletes and entertainers are
di spl ayed at the Flair Body Works | ocations. Petitioners’
grandchildren enjoy riding in the Legends race cars.

Petitioner took his Legends race cars to a celebrity Legends
car race at the Texas Mdtor Speedway in 1997 or 1998, but he did
not participate in any races during the years in issue. |In 1997
or 1998, petitioner and his sons raced 50 of 52 weekends. The
races petitioner entered took place all over the State of
Okl ahoma and in several other States. A good purse for winning a
race ranges between $300 and $500. It cost petitioner
approximately $5,000 to enter his four cars in the Texas Motor
Speedway race. Petitioner never nmade a profit fromhis racing
activities, nor did he intend to.

Flair Enterprises advertises and pronotes its Flair Body
Wor ks busi ness through the use of the Legends race cars
di spl aying the nane and quality of paint jobs provided to
custoners of Flair Body Wirrks. Exanples of the pronotional use
i nclude celebrity associations and denonstrati ons of the Legends

race cars; however, the only pronotional use of the Legends race



- 12 -
cars during the years in issue was their display at the Flair
Body Works | ocations.

Most of Flair Body Wrks’ custonmers conme frominsurance
agents who send their clients to the shops. Mst of the
custoners live in the klahoma Cty area and were not present in
| arge nunbers at car races outside of the Cklahoma City area.
Petitioner has worked on race cars for other people occasionally,
but he typically does not charge to performthat work.

Petitioner maintained a race shop originally |ocated at
Flair Body Wbrks’ More, Oklahoma, |ocation. The race shop and
the Legends race cars were used in Flair Body Wrks’ business to
denonstrate for custoners how various car parts worked. In
Cct ober 2000, petitioners acquired 80 acres of land in their
nanes personally. A $20,000 escrow deposit, a $60, 000
downpaynent, and anot her $20, 000 paynment made at cl osing were all
paid by Flair Racing in cash. Petitioners built their personal
resi dence on the acquired land, as well as a new race shop, which
was not conpleted as late as July 2003. In QOctober 2001,
petitioners gave to each of their two sons 5 acres of the 80-acre
par cel

The new race shop was not open to the public, and there were
signs saying “Stay Qut” by the gates at the entrances to
petitioners’ property. Petitioner did not want people around the

Legends race cars or the race shop. The race shop was not air-
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conditioned during the years in issue, and there was no bat hroom
in the shop because it was near petitioners’ residence.
Fol | owi ng conpletion of the race shop, it housed the Legends race
cars owned by Flair Racing, trailers used to haul the Legends
race cars, petitioners’ personal notor home used by petitioners’
famly when they traveled to races, an old pickup truck owned by
one of petitioner’s friends, as well as petitioners’ personal
| awmnnower. I n 2002, petitioners acquired an additional parcel of
| and adj acent to the 80-acre tract for the purpose of building a
test track for his Legends race cars. The test track was
conpl eted shortly before trial of this case in January 2007

Flair Racing did not have any enpl oyees during the years in
i ssue and did not pay petitioner a salary. Petitioner nade al
deci si ons about what expenses were paid fromthe Flair Racing
bank account, and only petitioners had signature authority on
t hat bank account. The nortgage paynments on petitioners’ 80-acre
tract, which included i nprovenents such as petitioners’ personal
resi dence and the race shop, were paid automatically fromFlair
Raci ng’ s bank account nonthly. The nortgage paynents were posted
on Flair Racing s books as “notes payabl e”, except one paynent in
Novenber 2000 that was posted to a “loan from sharehol der”
account. The purchase of the 80-acre tract was entered on Flair
Raci ng’ s depreciation schedules in the amount of $80,000. In

Sept enber 2000, $13,625 was paid fromFlair Racing s bank account
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to purchase pipe for fencing that surrounded the entire 80-acre
parcel. The cost of the fencing pipe was capitalized and pl aced
on Flair Racing s depreciation schedules. Various other
deductions were claimed by Flair Racing for repair work perforned
on the Legends race cars, insurance prem uns on each of the
Legends race cars, and other expenses during the years in issue.

Depreci ati on and O her Expenses Cainmed by Flair Enterprises

During the years in issue, petitioners made substanti al
i nprovenents to their land, including cleaning and repairing
erosion fromthe preexisting pond | ocated on the tract, preparing
the land for construction of three hones for petitioners and
their two sons, installing driveways on the |and, and
constructing the race shop. 1In 2000, Flair Enterprises purchased
heavy construction equi pnent totaling approxi mately $142, 420 and
i ncl udi ng bul | dozers, dunmp trucks, track hoes, road graders, and
brush hog mowers. All of these itens were depreciated by Flair
Enterprises. Flair Enterprises also clainmed a $20,000 section
179 deduction for the taxable year 2000 related to the
acquisition of a tractor and | oader. The construction equi pnent
acquired in 2000 was purchased in anticipation of petitioners’
purchase of the 80-acre tract and was used al nost exclusively on
the tract, where it was also stored. Prior to 2000, the only

heavy equi pnment used at Flair Body Wrks |ocations included a
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dunp truck, a flatbed, and an old wecker. This equipnent was
primarily used to nove vehicles and to haul scrap itens.

In 2001, Flair Enterprises spent approximtely $180, 000 for
addi tional equi pnent, shop buildings, and i nprovenents to the
80-acre tract. Expenses were also incurred and paid by Flair
Enterprises for house plans and prelimnary plunbing and
i nspection work for the sites where the race shop and hones of
petitioners and their two sons were to be built. The assets
acquired by Flair Enterprises in 2001 included two entryway signs
for the 80-acre tract, a second brush hog nmower, a |awnnmower, and
vari ous ot her pieces of equipnment. For a total cost of
$81, 315. 74, two buil dings were al so purchased by Flair
Enterprises that year and placed on the tract for use as
petitioner’s race shop. Flair Enterprises also nmade substanti al
expenditures in 2001 for cleanup of a preexisting oil well site
on the 80-acre tract, fencing, drainage, construction of entry
signs and of the race shop building, and other inprovenents to
t he | and.

In 2002, the year that petitioners noved into their new
house on the 80-acre tract, Flair Enterprises deducted on its tax
return $226,477.10 of costs classified as inprovenents, the
majority of which relate to inprovenents to the 80-acre parcel of
| and and construction of the personal residences of petitioners

and their two sons. The substantiation information provided for
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t hese expenses consistently references the personal residences of
petitioners and their two sons. Also included in the list of
Flair Enterprises’ expenditures for 2002 are numerous checks
payable to petitioners’ sons to reinburse themfor expenses
related to their hones. Additional expenses in 2002 related to
the i nmprovenent of the 80-acre tract and the construction of the
personal residences of petitioners’ famly were deducted as
repair expenses by Flair Enterprises. The utility costs for
petitioners’ honme were deducted by the conpany as well. Flair
Enterprises purchased a Harl ey Davi dson notorcycle at a cost of
$19,000 in 2002 and added the nmotorcycle to its depreciation
schedule. Repairs to the notorcycle that year were deducted by
Flair Enterprises as business pronption expenses.

During the years in issue, Flair Body Wrks had an Anmeri can
Express charge account that was used by several nenbers of
petitioners’ famly, and the statenents were broken down by the
fam |y menber making the respective charges. The Anerican
Express card was used for personal travel and neals, including
several trips to Las Vegas, Nevada. The use of the Anmerican
Express card increased about the tinme that the check cashing
practice of petitioners stopped. Although substantiation for
t hese expenses was requested by the Internal Revenue Service
(IRS) during the audit of Flair Enterprises, no docunentation was

provi ded by petitioners for nost of the expenditures.
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In 2001, Flair Enterprises purchased gocarts costing
$2,160. 70 and deducted the cost under m scell aneous expenses.
The gocarts were bought with conpany funds by petitioner as toys
for his grandchildren. Also in 2001, a storm shelter was
pur chased for $5,670 by Flair Enterprises and deducted as an
of fice supplies expense of the conpany. The stormshelter is
| ocated at petitioners’ personal residence inside their garage;
nothing related to the Flair Body Wrks business is stored in the
shelter. During the years in issue, nunerous dry cleaning bills
were paid by Flair Enterprises for petitioners and their famly
menbers. Departnent store and gift shop purchases were al so
rei nbursed as busi ness expenses of the conpany, for which no
substanti ation of business purpose has been provided.

No substantiation of deductibility has been provided for
numer ous conpany checks nmade payable to petitioners’ sons. For
exanpl e, no expl anation has been provided for reinbursenents to
Phillip Haney by Flair Enterprises for dog food and a tee ball
gl ove, which were deducted as shop supply expenses. During the
years in issue, Flair Enterprises deducted | oan paynents nade on
M's. Haney’ s Mercedes and G na Haney’s Suburban vehicles. One
$3, 325. 32 check to Mercedes Benz of OKC was categorized on the
conpany’s books as a “Materials” expense. Flair Enterprises
deduct ed nunerous paynents related to petitioners’

grandchil dren’s school and extracurricular activities. In 2000,
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t hree conpany checks were | abel ed as “grandkid cheer teani. Many
simlar expenses were recorded in the conpany’s records as
adverti sing expenses.

During the years in issue, petitioners owned a W nnebago
that was used by their famly when they traveled to car races.
The i nsurance on the Wnnebago was paid by Flair Enterprises and
deducted as a busi ness expense.

Petitioners owned | and on Lake Texoma in Marshall County,
Texas, during the years in issue. The land and nobile honme
| ocated on the land are titled in the nanes of petitioners
personally. Uility records for the Lake Texoma property reflect
petitioner as the property owner of record. During the years in
issue, Flair Enterprises deducted utilities, taxes, and insurance
expenses related to petitioners’ Lake Texoma property.
Petitioners originally nmade paynents on the trailer fromtheir
personal account, but at sone point started maki ng paynments out
of the Flair Enterprises account so that they could be witten
of f as busi ness expenses. Petitioners also personally owned a
boat and trailer that were kept on the Lake Texoma property. The
i nsurance on the boat and trailer was in petitioner’s nanme but
was paid by Flair Enterprises and deducted as a busi ness expense
of the conpany. Insurance on petitioners’ personal water craft
was al so paid and deducted by Flair Enterprises for the years in

i ssue.
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OPI NI ON
As a general rule, with respect to the anmount of the
deficiency in issue, the taxpayer bears the burden of proof.

Rul e 142(a); INDOPCO, Inc. v. Conm ssioner, 503 U.S. 79, 84

(1992); Rockwell v. Conm ssioner, 512 F.2d 882, 886 (9th Cr

1975), affg. T.C. Meno. 1972-133. That burden may shift to
respondent if the taxpayer introduces credible evidence with
respect to any factual issue relevant to ascertaining the
taxpayer’s tax liability. Sec. 7491(a)(1l). However, section
7491(a) (1) applies with respect to an issue only if the taxpayer
has conplied with the requirenments under the Code to substantiate
any item has maintained all records required by the Code, and
has cooperated with reasonabl e requests by the Conm ssioner for
W tnesses, information, docunents, neetings, and interviews.

Sec. 7491(a)(2)(A) and (B). For the reasons discussed bel ow,
petitioners’ evidence is unreliable, and their clains are
unsubstantiated. They have not satisfied the conditions for
shifting the burden of proof to respondent. As discussed bel ow,
however, respondent has the burden of proving fraud by clear and
convi nci ng evi dence.

Unr eported Taxabl e | ncone

G oss incone is defined in section 61 as all incone from
what ever source derived, including, but not limted to, incone

derived from business. Sec. 61(a). Cenerally, in determ ning
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the tax of a shareholder of an S corporation for the
sharehol der’ s taxabl e year, the shareholder’s pro rata share of
the corporation’s itenms of income, |oss, deduction, or credit
nmust be taken into account. Sec. 1366. As the sol e sharehol der
of Flair Enterprises, the adjustnents to the conpany’s ordinary
i nconme would flow through to petitioner and be included on
petitioner’s individual inconme tax returns for the years in
i ssue. The evidence establishes that petitioner’s solely owed S
corporation received and failed to report taxable incone for the
years in issue.

During the years in issue, Ms. Haney regularly cashed
checks from noni nsurance custoners and checks received from
COPART, B&H, and Hudi burg Chevrolet. O fice procedures at Flair
Enterprises required that two sets of books be maintai ned.
Cashed checks were listed in a handwitten notebook, but not
posted to the conpany’s conputer system Checks from i nsurance
custoners were deposited in Flair Enterprises’ bank account, not
cashed, and were recorded in the conpany’s conputer system Only
deposited checks were included as incone on the tax returns of
Flair Enterprises for the years in issue. Several of
petitioners’ famly nmenbers participated in this dual record-
keepi ng process, by which petitioners were able to avoid

reporting substantial anmounts of income received by the conpany.
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| ncl uded anong those checks cashed by Ms. Haney were checks
from COPART, which were rei nbursenents for tow ng, storage, and
expenses incurred with regard to vehicles that were eventual |y
decl ared total ed by insurance conpani es and haul ed away from
Fl air Body Wrks. These costs rei nbursed by COPART had al ready
been included in those deducted by Flair Enterprises on its Forns
1120-S for the years in issue. Because Flair Enterprises failed
to take the COPART reinbursenents into account either as
reductions in its clained busi ness expense deductions or as
taxabl e inconme, it underreported its net incone in the years in
i ssue by the total anpbunt of COPART checks cashed by Ms. Haney
in those years.

Al'so included in the checks cashed by Ms. Haney during the
years in issue were | ease reinbursenent checks from Hudi burg
Chevrol et in appreciation for the high volunme of business that
Flair Enterprises did with the car deal ership. The nonthly | ease
paynments made by Flair Enterprises to Hudi burg Chevrol et were
deduct ed as busi ness expenses of the conpany, but the |ease
rei nbursenents from Hudi burg Chevrol et back to Flair Enterprises
were not included in the inconme of the conpany to offset the
previously taken | ease expense deductions. Rather than being
deposited into Flair Enterprises’ bank account and included in
i ncome, the Hudi burg Chevrol et reinbursenent checks were cashed

by Ms. Haney and turned over to petitioner.
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Flair Enterprises also received two checks nmonthly from B&H
during the years in issue in accordance with a 1999 supply
contract between the conpany and B&H. One nonthly paynent by B&H
to Flair Enterprises was an incentive paynent of $1,250 in return
for a 5-year commtnent of Flair Body Wirks to continue to
pur chase paint products from B&H  The B&H checks were cashed
t hroughout 2000 and t hrough Septenber 2001, when petitioners’
bank no | onger allowed petitioners to cash checks. Throughout
the remai nder of 2001 and all of 2002, the incentive paynents
from B&H were deposited into the bank account of Flair Racing and
were not recogni zed as incone to Flair Enterprises, which was
contractually entitled to the paynents. None of the B&H
i ncentive paynments that were cashed were recogni zed in the incone
of any entity or individual. The B&H incentive paynents that
were deposited into the Flair Racing bank account were included
in the income of Flair Racing.

The other nonthly check fromB&H to Flair Enterprises was a
rebate check for an agreed percentage of the invoiced cost of
Dupont and 3M products purchased from B&. The rebate checks
vari ed in anpount each nonth and were based on the vol une of
products purchased by Flair Body Wrks during the previous nonth.
Al t hough the agreed percentage di scount from B&H was guar ant eed
to Flair Enterprises and the rebate was a rem ttance of that

di scount to Flair Body Wrks, the B&H rebate checks were nade
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payable to Flair Racing, at the direction of petitioner’s son,
Phillip, and were deposited nonthly into Flair Racing’ s bank
account. The B&H rebate checks are properly incone to Flair
Enterprises, which was contractually entitled to the di scount
rebates.

Petitioners allege that Ms. Haney gave all cash received
fromthe cashed checks to Steel man, who allegedly kept it as a
| arge petty cash fund. Petitioners assert that new vendors
frequently would conme by the Flair Body Wirks | ocations with very
expensive parts and needed to be paid i medi ately. Because
St eel man was not authorized to sign checks for Flair Enterprises,
she all egedly needed the |arge petty cash fund to make these
purchases. Petitioners rely on Steel man’s confessed enbezzl enent
activities to explain the mssing cash fromthe cashed checks,
al l eging that Steel man nust have stolen the cash if it is
m Ssi ng.

Petitioners’ testinony is inplausible. Petitioners offered
no corroborating evidence that Steel man was engaged in buying
parts for the body shop business. Petitioners have not presented
any records of cash purchases all egedly nade by Steel man or any
ot her cash expenditures by the conpany. Trent told the exam ning
agent that there was no petty cash fund, and G na Haney testified
that none existed after Steelman was fired and that all cash from

checks cashed by Ms. Haney after Steelman’s term nation went to
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petitioners. Regarding the allegations that Steel man enbezzl ed
the cash fromthe checks regularly cashed by Ms. Haney, although
t he enbezzl enent investigation and ensui ng case agai nst Steel man
was extensive, petitioners did not claimin any court proceeding
or police report prior to this case that Steel man stole cash from
Flair Body Wrks. Steel man enbezzled funds fromFlair
Enterprises through m suse of checks payable to her and through
unaut hori zed contributions to a 401(k) plan, but we do not
bel i eve that she enbezzled cash fromthe conpany.

Rat her, the evidence establishes that substantial anmounts of
cash received by Ms. Haney fromthe checks cashed at
petitioners’ bank were retained by Ms. Haney and distributed to
petitioner and their two sons. Furthernore, petitioners admt
and the evidence establishes that substantial anpbunts of cash
were kept in petitioners’ personal safe at home and in a safe-
deposit box at their bank.

In addition to determ ning that the cashed checks were
additional inconme to Flair Enterprises, and thus to petitioners,
respondent determ ned that cash deposits into petitioners’
personal checking account totaling $39,000 in 2002 constituted
addi tional unreported income to petitioners that year.
Petitioners argue that these cash deposits were taken fromthe
sum of cash received from cashing the above-nenti oned checks and,

t hus, that respondent is double counting this sumas incone to
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petitioners. This argunent is inconsistent with petitioners’
assertion that the cash received fromthe cashed checks was not
retai ned by petitioners but was entrusted to Steel man for an
al |l eged petty cash fund. Because no records were naintained
regardi ng the amount, timng, or source of cash that petitioner
added to his personal safe, and because petitioners’ testinony
regardi ng the cash transactions was inconsistent and
unper suasi ve, petitioners have not net their burden of proving
t hat respondent erred in including these cash deposits as
additional inconme to petitioners in the notice of deficiency for
2002.

Addi ti onal Enpl oyee Enbezzl enent Account Deducti on

Petitioners assert that they are entitled to an increased
deduction for cash funds all egedly enbezzled by Steelman in 2000,
bef ore her enbezzl enment schene was di scovered. For the reasons
stated above, we do not believe that Steel man had access to the
cash that Ms. Haney received upon cashing the checks received by
Flair Enterprises. Petitioners are not entitled to a deduction
for their Enpl oyee Enbezzl ement Account beyond what respondent
has al ready al | owed.

Cl ai ned Deductions Disall owed

Respondent di sal | owed many fl owt hr ough deducti ons cl ai ned by

petitioners because they related to personal expenses of



- 26 -
petitioners and their famly or because petitioners failed to
provi de the required substantiation.

Petitioners argue that respondent has refused to recognize
the separate existence of Flair Racing as a business entity.
Petitioners point out that both Flair Enterprises and Flair
Racing are S corporations, and all incone and deductions fl ow
through to petitioners. However, respondent’s disallowance of
t he di sputed deductions is founded upon the determ nation that
Fl air Racing was not actively conducting busi ness operations
during the years in issue and upon general tax |aw principles
defining the limts of deductible business expenses.

The parties agree that Flair Racing was incorporated to
shield petitioners and Flair Enterprises fromliability
associated wth the Legends race cars. However, petitioners
presented no evidence of any business activities in which Flair
Raci ng engaged during the years in issue. Petitioner testified
that the Legends race cars were an enjoyabl e hobby for hinself
and his sons. No racing activities occurred during the years in
i ssue, and the Legends race cars were not publicly displayed
anywhere outside of the Flair Body Wirrks |locations. W are not
convinced that Flair Racing was carrying on business during the
years in issue.

Funds deposited in Flair Racing s bank account and incl uded

as incone on Flair Racing’'s Federal incone tax returns consisted
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al nost exclusively of rebate and incentive paynents from B&H and
| ease rei nbursenents from Hudi burg Chevrol et that properly
bel onged to Flair Enterprises. No paynents were nmade fromFlair
Enterprises to Flair Racing for advertising or marketing
services. Flair Racing perfornmed no services, engaged in no
sales during the years in issue, and earned no incone in those
years.

Petitioners argue that the B&H paynents to Flair Racing,
whi ch B&H owed to Flair Enterprises under the terns of their
supply contract, were racing sponsorshi ps and were properly
allocated to Flair Racing. Inconsistent testinony of petitioner
and B&H s representatives regarding this issue was presented at
trial. One of B&H s representatives denied to the auditing agent
that the paynments were for a sponsorship. It appears that he
succunbed to pressure fromhis sal es nmanager and his custoner,
Flair Enterprises, because he later testified at trial that the
paynments to Flair Racing did amount to a racing sponsorship.
Anot her B&H representative testified that B&H woul d not permt
petitioner to display B&H decals on their vehicles because B&H
could not afford to sponsor their many customers’ other race
cars. Thus, B&H received no advertising or marketing benefits
fromits all eged sponsorship of the Legends race cars, which
benefits are the essence of sponsorship. See GII v.

Comm ssioner, T.C Meno. 1994-92, affd. w thout published opinion
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76 F.3d 378 (6th Gr. 1996). Furthernore, the evidence
establ i shes that B&H woul d have nade the required nonthly
paynments regardl ess of petitioner’s racing activities.

Al |l expense deductions clained by Flair Racing for the years
in issue were either nondeducti bl e personal expenses of
petitioners and their famly or business expenses of Flair
Enterprises. Petitioners clainmed deductions on Flair Racing s
returns for inprovenents to | and where petitioners and their two
sons built their personal residences, the purchase and repair of
a Harl ey Davidson notorcycle, and depreciation and repair
expenses incurred with respect to the Legends race cars and
trailer. Additionally, petitioners deducted on Flair Racing’s
tax returns the interest paid on their residential nortgage
secured by the 80-acre tract of |and.

Because we have concl uded that Flair Racing was not
conducting business during the years in issue, it is not entitled
to any business expense deductions related to any all eged racing
or advertising activities. W are convinced that petitioners
reported income as paid to Flair Racing in order to disguise the
personal nature of expenses related to the Legends race cars and
the 80-acre tract of land on which the personal residences of
petitioners and their two sons sit. Petitioners’ inclusion of
the nortgage interest deduction related to their personal

resi dence and surrounding land on Flair Racing’s tax returns is
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further indication of petitioners’ attenpts to portray falsely
Flair Racing as an active business operation.

Petitioners clainmed depreciation deductions for several
pi eces of heavy construction equi pnent acquired during the years
in issue. However, petitioners have not presented any evi dence
of the business purpose of nost of these itens. Petitioners have
presented sone evidence with regard to a tractor and | oader
purchase to substantiate a $20, 000 section 179 deduction cl ai med
in 2000 by the conpany. Respondent nmaintains that the tractor
was purchased as a personal asset for use on petitioners’ 80-acre
tract. Petitioners maintain that the tractor and | oader were
used to renove ice and snow fromthe Flair Body Wrks | ocations
and to nove wrecked vehicles. Petitioner testified, however,
that the equi pnent acquired in 2000 was purchased in anticipation
of buying the 80-acre tract, and it was stored at the tract, not
at the business locations. He also testified that he thought the
equi pnent was bei ng depreciated on the schedules for Flair
Raci ng. W conclude that petitioners have failed to establish
that the tractor is a business asset, and Flair Enterprises is
not entitled to a section 179 deduction for the purchase of the
tractor in 2000.

Petitioners have not contested, and have thus conceded,
respondent’ s di sal | owance of deductions fromFlair Enterprises’

i ncone for various personal expenses of petitioners or for
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unsubstanti ated expenses. W sustain the disallowance of these
cl ai mred deductions as determ ned by respondent.

Fraud Penalty

The penalty in the case of fraud is a civil sanction
provided primarily as a safeguard for the protection of the
revenue and to reinburse the Governnent for the heavy expense of
investigation and the loss resulting fromthe taxpayer’s fraud.

Hel vering v. Mtchell, 303 U S. 391, 401 (1938); Sadler v.

Commi ssioner, 113 T.C. 99, 102 (1999). Respondent has the burden

of proving, by clear and convincing evidence, an underpaynent for
the years in issue and that sone part of the underpaynent for
those years is due to fraud. Sec. 7454(a); Rule 142(b). |If
respondent establishes that any portion of the underpaynent is
attributable to fraud, the entire underpaynent is treated as
attributable to fraud and subjected to a 75-percent penalty,

unl ess the taxpayer establishes that sone part of the

under paynent is not attributable to fraud. Sec. 6663(b).
Respondent nust show that the taxpayer intended to conceal,

m sl ead, or otherw se prevent the collection of taxes. Katz v.

Comm ssioner, 90 T.C. 1130, 1143 (1988).

The existence of fraud is a question of fact to be resol ved

upon consideration of the entire record. King’s Court Mbile

Hone Park, Inc. v. Conm ssioner, 98 T.C 511, 516 (1992). Fraud

wi |l never be presunmed. 1d.; Beaver v. Conmm ssioner, 55 T.C 85,
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92 (1970). Fraud may, however, be proved by circunstanti al
evi dence and inferences drawn fromthe facts because direct proof

of a taxpayer’s intent is rarely available. N edringhaus v.

Comm ssioner, 99 T.C. 202, 210 (1992). The taxpayer’'s entire

course of conduct may establish the requisite fraudul ent intent.

Stone v. Conmm ssioner, 56 T.C 213, 223-224 (1971). Fraudul ent

intent may be inferred fromvarious kinds of circunstanti al
evi dence, or “badges of fraud”, including the consistent
under st atenent of i ncone, inadequate records, inplausible or

i nconsi stent expl anations of behavior, concealing assets, and

failure to cooperate with tax authorities. Bradford v.

Conmm ssi oner, 796 F.2d 303, 307 (9th Cr. 1986), affg. T.C. Meno.

1984-601. Dealing in cash is also considered a “badge of fraud”
by the courts because it is indicative of a taxpayer’s attenpt to
avoid scrutiny of his finances. See id. at 308. Additional
“badges of fraud” include keeping a double set of books and
handling one’s affairs to avoid making the records usual ly made

in transacti ons of the kind. Spies v. United States, 317 U. S

492, 499 (1943). Evidence of fraud also includes a taxpayer’s
use of a business entity to cloak the personal nature of

expenses. See Roner v. Conmm ssioner, T.C Meno. 2001-168.

For the reasons stated above, respondent’s burden regardi ng
t he under paynent of tax in support of the fraud penalty has been

met. Petitioners’ consistent failure to report taxable incone
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and their inproper deductions of personal expenses on the
conpany’s accounts during the years in issue resulted in
substanti al underpaynents of tax for those years.

The evidence in this case al so establishes the existence of
several “badges of fraud” in petitioners’ personal and business
transactions. Petitioners consistently failed to report taxable
income during the years in issue, nost notably from checks that
were cashed by Ms. Haney and never recorded in the conpany’s
of ficial books. Petitioner’s solely owned corporation
established and foll owed a policy of keeping conplete and
accurate conputerized records for insurance transactions that
woul d certainly be reported to the IRS by the insurance
conpani es, but kept only a handwitten |list on a notepad of other
checks to the conpany and did not include the cashed checks as
incone to the conpany during the years in issue. The practice of
keepi ng a doubl e set of books in this fashion indicates
petitioners’ fraudulent intent to evade tax liabilities with
regard to the incone from checks that were cashed.

Petitioners’ practice of consistently charging personal
itens to business expense accounts of Flair Enterprises and Flair
Racing is additional evidence of fraudulent intent with regard to
their inconme tax liabilities. Personal expenses of petitioners
t hat were charged as busi ness expenses include the downpaynent

and closing costs of petitioners’ purchase of the 80-acre tract
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on which they built their personal residence and the homes of
their two sons. Substantial expenses related to the inprovenent
of the 80-acre tract and the construction of the three residences
on site were charged to business accounts. Petitioner testified
at trial that he paid all the costs of his hone and rel ated
i nprovenents out of Flair Enterprises’ account. Additional
personal expenses deducted from busi ness accounts include dry
cleaning bills, |ease paynents for personal vehicles, insurance
prem uns on a personal water craft and on a Wnnebago, utilities
and taxes at petitioners’ |ake house, and several personal famly
vacati ons.

Addi tional evidence of fraud in this case consists of
i nconsi stent and i npl ausi bl e expl anati ons of behavi or by
petitioners and nenbers of their famly that were involved with
their business. For instance, Trent stated during the audit, as
infornmed by petitioner, that no checks were being cashed during
the years in issue and all inconme was deposited into the
conpany’s account. Ms. Haney stated during the audit that no
checks were cashed after Steelman was fired in Novenber 2000.
These statenents are contradi cted by bank records. The evidence
establishes and petitioners admt that Ms. Haney regularly
cashed certain checks payable to Flair Enterprises through
Sept enber 2001, and handwitten records regardi ng such

transactions were mai ntained substantially by G na Haney.
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Furthernore, Ms. Haney testified extensively at trial about her
regul ar practice of cashing checks for Flair Enterprises,
asserting that she was the only person who handl ed cashi ng
conpany checks. Ms. Haney testified that Steel man’s nanme was
not on the Flair Enterprises account, and thus Steel man coul d not
cash checks on the account, because petitioners were concerned
about the possibility of enbezzlement in general. Ms. Haney
cl ai mred, however, that Steelman required that she cash the checks
and turn over the currency obtained fromthe bank back to
Steel man on every occasion. Her testinony is inconsistent,
i npl ausi bl e, and not credible.

G na Haney, who was the sole accountant and bookkeeper for
Flair Enterprises after Steelman was fired in Novenber 2000,
represented during the audit that Flair Body Wrks did not
recei ve any noney from COPART and that there was no witten
agreenent between Flair Enterprises and B&H  The evi dence
establ i shes that paynments were received regularly from both
COPART and B&H and that the majority of those paynents were
regul arly converted to cash.

During the extensive crimnal investigation of Steelman’s
enbezzl enent, no allegation was nmade by petitioners that Steel man
enbezzl ed cash fromFlair Enterprises. Trent, on behal f of
petitioners, represented during the audit that the conpany had no

petty cash fund. Petitioners did not nention the existence of a
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conpany petty cash fund during the enbezzl enent investigation,
but now all ege, as discussed earlier, that Steel man maintai ned a
petty cash fund, into which all the cash fromthe cashed checks
was placed, and that Steelman took that noney with her when she
left. Petitioners developed this argunent only when faced with
substantial incone tax deficiencies related to the unreported
i ncone represented by the cashed checks. The bel at ed,
i nconsi stent, and inplausible representations nade by petitioners
are evidence of petitioners’ fraudul ent intent.

Ms. Haney regul arly cashed checks from noni nsurance
custoners and busi ness associ ates but deposited checks from
i nsurance custonmers. W are convinced that this pattern was a
del i berate schene to report only the incone that was easily
traceabl e because of reporting requirenents applicable to the
payors. W conclude that petitioners’ statenents and testinony
regardi ng the cash transactions and the cash kept on hand by them
personally were false. Petitioners’ l|ast-mnute clainms that al
cash received by Ms. Haney at the bank was given to Steel man,
who then stole it, is particularly unconvincing. To the
contrary, we believe that petitioners have fabricated this
argunment as a defense to their own wongdoing in underreporting
i ncone and overstating deductions.

The evidence in this case establishing the fraudul ent intent

of each petitioner with regard to their understatenents of
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taxabl e incone for the years in issue is clear and convi nci ng.
Petitioners have not proven that any part of the underpaynents in
di spute was not attributable to fraud. See sec. 6663(b). Upon
consideration of the entire record, we conclude that petitioners
are liable for the fraud penalty determ ned by respondent under
section 6663(a).

We have considered the argunents of the parties that were
not specifically addressed in this opinion. Those argunents are
either without nmerit or irrelevant to our deci sion.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




