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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

GCEKE, Judge: Respondent determ ned deficiencies in
petitioner’s 1990, 1991, 1992, and 1993 Federal incone taxes of
$25, 438, $2,883, $9,883, and $35,876, respectively. Respondent

al so determ ned fraud penalties under section 6663' for 1990,

1Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code as anended, and all Rule references are
to the Tax Court Rules of Practice and Procedure.
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1991, 1992, and 1993 of $19, 078.50, $2,162.25, $7,412.25, and
$26, 907, respectively. After concessions by the parties, the
i ssues for decision are:

(1) \Wether assessnent of petitioner’s 1990, 1991, 1992,
and 1993 taxes is barred by the period of limtations in section
6501(a). Because we find that petitioner filed false and
fraudul ent returns with the intent to evade tax for 1990, 1991,
1992, and 1993, we hold that assessnent is not barred;

(2) whether Taxman, Inc. (Taxman), and West Fargo
| nvest nent Corp. (WFI C) should be disregarded because they are
nmere alter egos of petitioner. W hold that they should not;

(3) whether petitioner earned real estate comm ssions of
$56, 196, $18,552, $1,566, and $139,080 in 1990, 1991, 1992, and
1993, respectively. W hold that petitioner earned a real estate
conmi ssion of $1,566 in 1992 and that petitioner did not earn
real estate conm ssions in 1990, 1991, or 1993;

(4) whether petitioner realized capital gain of $25, 000
fromthe sale of Jondahl Insurance in 1990 and conmm ssions from
the sale of crop hail insurance in 1990 and 1991 of $12,882 and
$3, 142, respectively. W hold that petitioner received capital
gai n of $14,962 and i nsurance conmi ssions of $10,038 in 1990, and

that petitioner did not earn insurance conm ssions in 1991,
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(5) whether in 1990 petitioner realized capital gain of
$20, 244 fromthe repossessi on of an apartnent conplex called Lone
Tree Manor. We hold that he did;

(6) whether petitioner had unreported incone in 1990 of
$6, 000 fromthe paynent of a settlenent judgnment by Taxman, $310
fromthe paynent to petitioner’s attorney by Taxman, $2,147 from
a repaynent of a loan by Taxman, and $3,000 in cash taken from
Taxman. W hold that he did,

(7) whether petitioner had unreported inconme in 1991 of
$509 (the value of a stereo transferred from Taxman to
petitioner’s girlfriend), $2,052 froma check issued to
petitioner by Taxman, $2,086 from Taxman' s payment for
petitioner’s furniture, and $3,000 in cash taken from Taxman. W
hol d that petitioner had unreported i ncome of $2,052 froma check
issued to petitioner by Taxman, $2,086 from Taxman’ s paynent for
petitioner’s furniture, and $3,000 in cash taken from Taxnman;

(8) whether petitioner had unreported incone in 1992 of
$1,904 from Taxman’s paynent for petitioner’s furniture, $15, 000
from Taxman’ s paynent of petitioner’s inconme taxes, $3,000 in
cash taken from Taxman, and $10,931 froma certificate of deposit
(CD) in the nane of Western Realty Partners, L.P. (WRP). W hold
that petitioner had unreported income of $3,000 in cash taken

from Taxman and $10,931 froma CD in the nane of WRP;
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(9) whether petitioner had unreported incone in 1993 of
$310 from Taxman’s paynent for a repair of petitioner’s wife's
car, $7,000 fromWIC s paynent to petitioner’s sister, $28,660
fromWI C s purchase of a car, and $3,000 in cash taken from
Taxman. W hold that petitioner had unreported incone of $310
from Taxman’ s paynent for a repair of petitioner’s wife' s car,
$7,000 fromWIC s paynent to petitioner’s sister, $18,660 from
WFI C s purchase of a car, and $3,000 in cash taken from Taxnman;

(10) whether petitioner is entitled to claimhead- of -
househol d filing status in 1990. W hold that he is not;

(11) whether petitioner is liable for self-enploynent tax
on his unreported crop hail insurance comm ssion in 1990 and real
estate comm ssion in 1992. W hold that he is; and

(12) whether the understatenent in each of 1990, 1991
1992, and 1993 is subject to the fraud penalty under section
6663(a). W hold that petitioner is liable for the fraud penalty
under section 6663(a) with respect to unreported i ncone of $3, 000
in each year.

FI NDI NGS OF FACT

Sonme of the facts are stipulated. The stipulations of fact
and the attached exhibits are incorporated herein by this
reference. At the tinme the petition was filed, petitioner

resided in Fargo, North Dakot a.
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Petitioner married Lori J. Jondahl (Lori) on August 11
1983. In 1986, petitioner and Lori bought a house in Moorhead,
M nnesota, in which they lived until June 1990. In June 1990,
petitioner noved out of the Mdorhead house and into an apart nent
in West Fargo, North Dakota, where he lived until Decenber 31,
1993. On July 9, 1991, petitioner and Lori were granted a
divorce. Lori was granted custody of the couple s daughter. On
Cct ober 30, 1993, petitioner married Mary Lee Jondahl (Mary).
Petitioner and Mary are still married.

| . Petitioner’s Business Activities

A. Petitioner’'s Tax Preparation Business

In January 1976, petitioner began preparing Federal and
State tax returns as a sole proprietorship under the nanme Jondah
Tax Service, and | ater under the nanme Jondahl Fi nancial Services
(JFS). In 1978, petitioner becane an Internal Revenue Service
(IRS) enrolled agent authorized to practice before the IRS.

B. Taxman

In Cctober 1986, Taxman was i ncorporated by David Garaas,
petitioner’s attorney. Taxman's initial directors were Tony
Baasch, an associate of petitioner’s, and Gerald Omen Jondahl
(M. Jondahl), petitioner’s father. At Taxman’s first board of
directors neeting, M. Jondahl was el ected president, M. Baasch
was el ected vice president, and 3 adys Jondahl (Ms. Jondahl),

petitioner’s nother, was el ected secretary and treasurer.
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Petitioner ran the day-to-day operations of Taxman. M. Garaas
and M. and Ms. Jondahl were not involved in Taxman’s day-to-day
oper ati ons.

Taxman’ s busi ness consi sted of preparing Federal and State
tax returns, providing tax advice, and keeping financial books
and records. Taxman enpl oyed several people at any one tine
whose duties included preparation of tax returns, accounting
wor k, mai ntenance of accounts receivabl e and payabl e, maki ng bank
deposits, signing checks, and receptionist tasks. Taxman
mai nt ai ned bank accounts in its nane, kept corporate records, and
filed corporate tax returns for the years in issue.

In July 1985, petitioner was sued individually and as sole
proprietor of his tax preparation business. Two of JFS' s clients
sued petitioner in connection with a tax shelter investnent. In
Septenber 1986, a settlenent was reached in which petitioner
initially agreed to pay each couple $6,000. |In connection with
the 1986 | awsuit against him petitioner was deposed in July
1987. During the deposition, petitioner stated that Taxman was
organi zed to take over the assets and liabilities of JFS.
Petitioner testified in the deposition that he had transferred
of fi ce equi pnent worth approxi mately $10, 000, accounts receivable
worth $3, 000, and two bank | oans totaling approxi mately $31, 000
to Taxman. Petitioner also stated that no witten agreenent

exi sted evidencing the takeover of JFS by Taxman. After the 1987
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deposition, the clients who had sued petitioner agreed to accept
$3, 000 each in satisfaction of petitioner’s obligations to them
The two $3, 000 paynents were nmade by Taxman in 1990. Petitioner
did not include the $6,000 paid by Taxnman as incone to himon his
1990 Federal income tax return.

Each of Taxman’s corporate returns for its taxable years
endi ng Septenber 30, 1990, 1991, 1992, and 1993, was conpl eted by
petitioner. M. Jondahl is listed as the majority stockhol der on
each return. Petitioner determ ned Taxman’s incone for its
corporate returns from Taxman’s bank deposits. During each year
at issue, approximtely $3,000 of Taxman’s cash recei pts was not
deposited in Taxman’s bank accounts. Petitioner took possession
of the cash but did not keep records of howit was spent. Sone
of the cash was used by petitioner to pay personal expenses.
Petitioner did not report the cash anmounts on his individual tax
returns. Mst of Taxman’s expenses, even anmounts |ess than $2,
were paid by check. During the 4 years in issue, Taxman issued
over 500 checks to various eating establishnents, to Sanis
Whol esal e A ub, and for office supplies, snacks, and postage.

I n Septenber 1992, after petitioner was notified that the
| RS was auditing Taxman’s 1990 return, he typed up m nutes of
annual directors neetings that he clains took place on Cctober 5,
1987, COctober 2, 1989, and Cctober 8, 1990. Petitioner clains

that he took handwitten notes of these neetings. The m nutes
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reflect that Mnica Ransden, an enpl oyee of Taxman, was el ected
secretary during the neeting that allegedly took place on Cctober
5, 1987, and that she remained in that capacity until at |east
Cctober 7, 1991. D anna Jilek, an enployee of Taxman from 1988
until 1992, was designated an officer of Taxman and WFI C on the
conpani es’ annual reports. M. Jilek did not know she was
desi gnated an officer until she saw her name on Taxman and WFIC s
annual reports.

Taxman i ssued Forns W2, Wage and Tax Statenent, to
petitioner for each year in issue. Taxman paid petitioner
$12, 000, $20, 186, $18,208, and $25,008 in 1990, 1991, 1992, and
1993, respectively.

On Septenber 30, 1994, M. Jondahl died. At the time of his
death, M. Jondahl owned 95 percent of Taxman’s stock. M.
Jondahl left his entire estate to Ms. Jondahl. |In Novenber
1995, petitioner and Ms. Jondahl sold Taxman to an unrel ated
third party.

C. WIC and Petitioner’'s Real Estate Business

On Cctober 12, 1978, petitioner received his real estate
agent’s license. |In January 1985, petitioner began selling real
estate as an agent for WRIC. W C was organi zed in 1949 as a
real estate corporation by Lester Smth. M. Smth served on
WFI C s board of directors and as its president fromits

incorporation until 1990 or 1991. M. Smth died in 1993.
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Sonetinme around 1988, M. Smith transferred the stock of WRAIC to
petitioner or petitioner’s sister and brother-in-law and noved
WFIC to Taxman’s office space. Petitioner ran the day-to-day
operations of WFIC from 1988 until 1994. Wiile petitioner ran
WIC, WICs primary business was the sale of conmmercial real
estate. W C maintained a checking account, a savings account,
and an Interest on Real Estate Trust Account (trust account)
t hroughout the years in issue. On Septenber 14, 1990, the North
Dakota Real Estate Conmm ssion (NDREC) granted petitioner’s
application to be a real estate broker for WRWIC. W C did not
hol d regul ar sharehol ders or directors neetings. During the
years at issue, W C enployed two real estate agents in addition
to petitioner. WIC paid each agent conm ssions the agent earned
brokering transactions for WFIC. Certain of Taxman’s enpl oyees,
i ncluding petitioner, performed work for WFIC and were paid for
t hese services by Taxman. The Taxman enpl oyees who al so wor ked
for WRAIC did not keep track of the tine they spent working for

WFI C.  During 1990, 1991, 1992, and 1993, WFIC transferred at

2Petitioner testified that M. Smith transferred the WFIC
stock to petitioner’s sister and brother-in-Iaw because
petitioner’s attorney advised himnot to own stock in |ight of
the lawsuit against himand a potential lawsuit fromhis fornmer
w fe. Respondent alleges that the WFI C stock was transferred to
petitioner’s sister and brother-in-law as nom nees for
petitioner. Because the identity of the true owner of WFIC s
stock does not affect our determ nations herein, we do not
address this discrepancy.
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| east $190, 240 to Taxman. Petitioner controlled the amunts that
WFI C transferred to Taxman.

On Novenber 26, 1990, WFIC regi stered the trade nane “Epic
Real Estate” with the State of North Dakota. In 1990, petitioner
i nquired of the NDREC whether it was perm ssible for himto
advertise under the nane Epic Real Estate as a division of WIC
He was infornmed that it was, but that he could not advertise
solely as Epic Real Estate while operating through a corporation.
In a letter dated February 19, 1992, petitioner inforned the
secretary of the NDREC that “Epic Real Estate” would no | onger be
a division of WFIC but a sole proprietorship under petitioner’s
broker’s license. On February 19, 1992, petitioner filed an
official notice of change of address and nane with the NDREC,
show ng a change of business nane from “Wst Fargo | nvestnent
Corporation d/b/a Epic Real Estate” to “Epic Real Estate”. Also
in February 1992, petitioner changed the nane on WFIC s trust
account, w thout the know edge or approval of WFI C s sharehol ders
or directors, from*®“Wst Fargo Investnent Corporation d/b/a Epic
Real Estate” to “James O Jondahl d/b/a Epic Real Estate”.
Petitioner renewed his broker’s license for 1993 using the nanme
“Epic Real Estate”. On Septenber 24, 1993, petitioner changed
t he busi ness nane with the NDREC back to “West Fargo | nvestnent

Corporation d/b/a Epic Real Estate”.
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During the years in issue, petitioner, WIC or Epic Real
Estate brokered nunerous real estate transactions. |n sone of
t hese transactions, a comm ssion was transferred from WIC s
trust account to its checking account. |In 1990, comm ssions of
$38,446 fromtwo transactions were transferred fromWIC s trust
account to WFI C s checking account. Additional comm ssions of
$17,700 were paid by check to either petitioner or WFIC. In
1991, commi ssions of $18,552 fromtwo transactions were
transferred fromWIC s trust account to WFI C s checki ng account.
In 1992, a brokerage fee of $1,566 was paid by check nmade out to
petitioner. In 1993, a brokerage fee of $28,000 was transferred
fromWIC s trust account to its checking account, and a
comi ssion of $102,080.25 was paid by check to Epic Real Estate.

WFIC filed Fornms 1120, U.S. Corporation |Inconme Tax Return,
for its taxable years endi ng Decenber 31, 1990, 1991, 1992, and
1993. Petitioner prepared those returns. WIC reported the
comm ssions frompetitioner’'s real estate activities in 1990,
1991, 1992, and 1993 as inconme on its corporate tax returns for
t hose years. Respondent does not dispute that W C reported al
of the real estate conmm ssions on its corporate returns for the
years in issue. The comm ssion inconme was of fset by net
operating |l osses that WFIC held at the tine petitioner began
running WRIC. WFIC did not pay petitioner the real estate

conmi ssions; petitioner’s only salary was from Taxman.
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D. Crop Hail | nsurance Business

On March 11, 1977, petitioner was |icensed as an insurance
agent. From 1977 to Decenber 1990, petitioner sold crop hai
i nsurance under the nanmes Jondahl |nsurance and Jondahl | nsurance
Agency (Jondahl I nsurance). Jondahl Insurance entered into
several contracts with Farner’s Miutual Crop Hail Insurance Co.
(Farmer’s Mutual) between 1983 and 1986 that authorized Jondah
| nsurance to act as an agent of Farnmer’s Mutual in certain
counties. Jondahl Insurance also entered into an agency contract
with Add Republic Insurance Co. in 1989. A Farner’s Mitual 1990
policy register reflects that Jondahl |nsurance earned $12,881.70
in commssions fromFarnmer’s Miutual during that year. The
Farnmer’s Mutual 1991 policy register reflects that Jondah
| nsurance earned $3,141.95 in conmm ssions from Farmer’s Mit ual
during that year. Petitioner did not report any comm ssions
earned from Farnmer’s Miutual for the sale of crop hail insurance
on his individual 1990 and 1991 Federal inconme tax returns.

In 1990, Gary lhry of Valley Crop |Insurance purchased
Jondahl Insurance for $25,000.% M. |hry paid Jondahl |nsurance
$14,962 in 1990 in partial satisfaction of the purchase price.

The parties stipulated that Farnmer’s Mitual paid Jondah

31t is not apparent in the record how Jondahl |nsurance
earned comm ssions in 1991 from Farnmer’s Miutual after selling its
crop hail insurance business to M. Ihry in 1990. The record
does not contain Forms 1099 evidencing that Farner’s Mt ual
actually paid petitioner these conm ssions.
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| nsurance $10,038 in 1990 in satisfaction of the remai nder of the
purchase price, in accordance with the terns of the sale.
Petitioner deposited the proceeds fromthe sale in WRAIC s
checki ng account. Petitioner did not report any capital gain
fromthe sale to M. Ihry on his 1990 i ndividual Federal incone
tax return.

E. Lone Tree Manor Apartnents

On April 1, 1987, petitioner purchased Lone Tree Manor
apartnment conplex fromlInvestors Real Estate Trust (IRET). |IRET
hel d the nortgage on Lone Tree Manor until 1990. The incone and
expenses related to the operation of Lone Tree Manor were
reported on petitioner and Lori’s joint Federal incone tax
returns for 1987 and 1988. Lori reported the income and expenses
for Lone Tree Manor on her individual 1989 inconme tax return. 1In
Novenber 1990, | RET repossessed Lone Tree Manor. Petitioner did
not report any gain resulting fromthe repossession of Lone Tree
Manor on his 1990 Federal incone tax return. Wl C reported
capital gain of $22,028 fromthe sale of Lone Tree Manor on its
1990 Form 1120.

1. O her Expenses

Petitioner, Taxman, and WFI C each mmi nt ai ned bank accounts.

Petitioner had signatory authority on all these accounts.
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In 1990, Taxman paid $310 to Garry Pearson, an attorney whom
petitioner consulted regarding his 1982, 1983, and 1984 tax
returns. Also in 1990, Taxman nmade two paynents totaling $2, 147
to West Far-Mor Credit Union in satisfaction of a 1989 loan to
petitioner. Petitioner did not report either paynent as incone
on his 1990 tax return.

B. 1991

In January 1991, Taxman issued two checks to petitioner
totaling $2,052. Petitioner did not report the $2,052 as incone
on his 1991 tax return.

Also in January 1991, petitioner bought several pieces of
furniture fromConlin's Furniture (Conlin’s). The total price of
the furniture was $4,034.10. The cost of the furniture was
charged to petitioner’s Visa card in January and April 1991.
Taxman made all the paynents on petitioner’s Visa during 1991 and
1992. For 1991 and 1992, Taxman paid $2,086 and $1, 904,
respectively, toward the furniture purchase.* Petitioner did not
i nclude the amount paid for the furniture fromConlin's as incone

on his 1991 or 1992 personal incone tax return.

“The notice of deficiency states that Taxman paid only
$1,904. However, the credit card statements reflect that Taxman
paid $1,948.10 toward the furniture purchase in 1992. For
sinmplicity’s sake, we refer to the 1992 anobunt as $1, 904 as
stated in the notice of deficiency.
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Taxman occasionally accepted equi pnent fromone of its
clients, Site on Sound Car and Hone El ectronics (Site on Sound),
inlieu of paynent on Site on Sound’ s bal ance due. In May 1991,
petitioner received a hone stereo systemas partial paynent of
Site on Sound’s bal ance due. The stereo was val ued at $5009.
Petitioner gave the home stereo systemto his girlfriend, Ml odie
Lane. He did not report the $509 as income on his personal tax
return for 1991. M. Lane worked in an office of Taxman Express,
a subsidiary of WFIC, for 1 nonth in early 1992. Taxman Express
was a busi ness opened by petitioner in 1991 in order to prepare
and e-file tax returns for wal k-in customers. M. Lane was never
enpl oyed by Taxman.

C. 1992

On Cctober 1, 1990, petitioner formed Western Realty
Partners, L.P.-1 (WRP). WFIC was the general partner of WRP and
hel d a greater-than-95-percent interest in WRP. On Cctober 5,
1990, Valis R Garceau, a client of petitioner’s and Taxman’s,
gave petitioner $10,000 to purchase rental real estate on her
behal f. Petitioner deposited the $10,000 in WIC s trust
account. On the sanme day, $10,000 was withdrawn from W C s
trust account by check payable to WRP. A nenp on the check read
“V. Garceau CD’. Petitioner does not dispute that the check was
used to purchase a $10,000 CD. On May 6, 1991, WRP |i qui dat ed

the CD and deposited the funds, $10,418.89, into a new nbney
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mar ket account opened by WRP that same nonth. No other deposits
were made into the noney market account. On April 20, 1992,
petitioner closed the noney market account and w thdrew t he
bal ance ($10,930.58). Petitioner deposited the $10,930.58 into
hi s personal bank account. Petitioner did not report the
$10, 930.58 as incone on his 1992 incone tax return.

On May 28 and July 24, 1992, Taxman issued checks for $5, 000
and $10, 000, respectively, to petitioner. Petitioner used these
checks to purchase cashier’s checks payable to a West Fargo | aw
firmto pay petitioner’s personal 1983 and 1984 incone tax
liabilities. Petitioner did not report the $15,000 as inconme on
his 1992 inconme tax return.

D. 1993

On February 17, 1993, Taxnman paid $310.43 to Schunacher
Goodyear for repairs done in Decenber 1992 to Mary’s car, a 1991
Ford Probe. Petitioner did not report the anount paid for the
repairs as incone on his 1993 incone tax return.

On Cctober 12, 1993, WFIC issued a check for $7,000 to
petitioner’s sister, Susan Schoeppach. On Cctober 20, 1993, M.
Schoeppach wote a check for $7,000 to Epic Real Estate. The
$7,000 Ms. Schoeppach paid Epic Real Estate was used as a
downpaynment on an apartnent building that Ms. Schoeppach

purchased. Epic Real Estate brokered Ms. Schoeppach’s purchase
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of the apartnent building and received a real estate conm ssion
of $9,000 for the sale in 1993.

On Cctober 15, 1993, WFI C purchased a 1993 Buick Riviera
(Buick). Mary's 1991 Ford Probe was traded in and its val ue was
credited to the purchase of the Buick. The Buick was registered
in Mary’s nanme, and personalized |icense plates readi ng “PURRFCT”
were requested for the Buick. Petitioner did not report the
val ue of the Buick as incone on his 1993 incone tax return.

In 1994, petitioner represented on both a credit application
and a Uniform Residential Loan Application that he and Mary owned
Taxman, WFI C, and the Bui ck.

[11. Petitioner’s Crimnal Conviction

On Septenber 11, 1997, a jury convicted petitioner of
intentionally filing false returns under section 7206(1) for
1990, 1991, 1992, and 1993 and of attenpting to obstruct and
i npede the adm nistration of internal revenue | aws from 1985
through 1997 in violation of section 7212(a). The U.S. D strict
Court for the District of North Dakota entered its judgnent on
Decenber 30, 1997, sentencing petitioner to 6 nonths’

i mprisonment and ordering petitioner to pay the IRS $42,873.24 in
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restitution.® The District Court’s judgment was affirmed by the
U S. Court of Appeals for the Eighth Crcuit on August 6, 1999.
On May 22, 2002, respondent issued a notice of deficiency
for petitioner’s 1990, 1991, 1992, and 1993 years. Petitioner
tinely filed a petition with the Court.
OPI NI ON

Expiration of the Period of Limtations

The first issue we nust consider is whether the period of
[imtations for each of petitioner’s 1990, 1991, 1992, and 1993
years expired before respondent issued the notice of deficiency
on May 22, 2002. Petitioner contends that the 3-year period in
section 6501(a) expired and respondent’s assessnent is barred.
Respondent argues that the period of limtations in section
6501(a) does not apply pursuant to section 6501(c)(1) and (2)
because petitioner filed false or fraudulent returns with the
intent to evade tax for the years at issue. Accordingly, our
determ nati on of whether the period of limtations renmains open
depends on whether petitioner commtted fraud in the filing of

his 1990, 1991, 1992, and 1993 returns.

SOn Feb. 18, 1999, petitioner paid in full the $42,873. 24
restitution ordered by the District Court. The parties
stipulated that the anpbunt paid as restitution will be credited
to any deficiencies for the years 1990, 1991, 1992, and 1993
after they are redetermned by the Court or agreed upon by the
parties.



- 19 -
The determ nation of fraud for purposes of section
6501(c) (1) is the sanme as the determ nation of fraud for purposes

of the penalty under section 6663. Neely v. Conm ssioner, 116

T.C. 79, 85 (2001); Rnhone-Poulenc Surfactants & Specialties v.

Commi ssioner, 114 T.C. 533, 548 (2000). Respondent has the

burden of showi ng fraud by clear and convincing evidence. See
sec. 7454(a); Rule 142(b).

Petitioner’s conviction under section 7206(1) does not prove
fraud; respondent nust show that petitioner intended to evade tax

infiling the false returns. See Wight v. Conm ssioner, 84 T.C.

636, 643 (1985). For Federal tax purposes, fraud entails
i ntentional wongdoing with the purpose of evading a tax believed

to be owng. See Neely v. Conm ssioner, supra at 86. In order

to show fraud, respondent nust prove: (1) An under paynment
exists; and (2) petitioner intended to evade taxes known to be
owi ng by conduct intended to conceal, m slead, or otherw se

prevent the collection of taxes. See Parks v. Conm ssioner, 94

T.C. 654, 660-661 (1990).

A. Under paynent of Tax

Respondent nust first show by clear and convi nci ng evi dence
that petitioner made an underpaynent of tax in each of 1990,
1991, 1992, and 1993. Respondent may not rely on petitioner’s
failure to carry his burden of proof to sustain respondent’s

burden of proving fraud. See id. at 661. W conclude that
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respondent has nmet this burden. For 1990, petitioner conceded at
trial that he understated his incone by $950. For 1992,
petitioner conceded that he inproperly deducted reinbursed

nmedi cal expenses of $18,129. |In addition, for each of the years
at issue, Taxman received $3,000 in cash receipts, and petitioner
t ook possession of the cash. The parties stipulated that the

$3, 000 of cash taken by petitioner each year was not deposited
into Taxman’s bank account. Petitioner admts that he controlled
all of the cash and that he used sone of it to pay personal
expenses. He did not keep track of how the cash was spent, and
he did not report the cash on his personal incone tax returns.
Petitioner also admts that he used Taxman funds to pay for
furniture. Although petitioner asserts that some of the anmounts
Taxman spent on his personal expenses were intended to be | oans
from Taxman, respondent has shown that petitioner did not keep
credi ble records of sone of these purported |oans. Respondent
has al so shown that petitioner received income fromthe sal e of
his crop hail insurance business in 1990 that he did not report
on his return. W therefore conclude that respondent has
presented clear and convincing evidence that petitioner underpaid
his tax for 1990, 1991, 1992, and 1993.

B. Fr audul ent | nt ent

Because direct evidence of fraud is rarely available, fraud

may be proved by circunstantial evidence and reasonabl e
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i nfferences fromthe facts. Pet zol dt v. Conm ssioner, 92 T.C

661, 699 (1989). Courts have devel oped a nonexclusive |ist of
factors, or “badges of fraud”, that denonstrate fraudul ent

intent. N edringhaus v. Comm ssioner, 99 T.C 202, 211 (1992).

These badges of fraud include: (1) Understating incone, (2)

mai nt ai ni ng i nadequate records, (3) inplausible or inconsistent
expl anations of behavior, (4) conceal nent of incone or assets,
(5) failing to cooperate with tax authorities, (6) engaging in
illegal activities, (7) an intent to m slead which may be
inferred froma pattern of conduct, (8) lack of credibility of

t he taxpayer’'s testinony, (9) filing false docunents, (10)
failing to file tax returns, and (11) dealing in cash. 1d.; see

also Spies v. United States, 317 U.S. 492, 499 (1943); Recklitis

v. Comm ssioner, 91 T.C 874, 910 (1988). Although no single

factor is necessarily sufficient to establish fraud, the
conbi nati on of a nunber of factors constitutes persuasive

evi dence. Ni edri nghaus v. Conmi ssioner, supra at 211

Respondent nust prove fraud for each year at issue. See id. at

210; Ferguson v. Comm ssioner, T.C Mno. 2004-90.

Respondent has shown by cl ear and convi nci ng evi dence t hat
at | east portions of the understatenents on petitioner’s returns
for 1990, 1991, 1992, and 1993 are due to fraud. W believe
petitioner took possession of Taxman’s cash receipts for his own

personal use with the intent to evade taxes on that incone.
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Petitioner instructed Ms. Jilek, who regularly deposited Taxnman’s
incone into its bank account, not to deposit Taxman’s cash
recei pts into Taxman’s bank account. Petitioner also reprimnded
Ms. Jil ek when, on occasion, she did deposit the cash. |nstead,
petitioner took possession of the cash, and he admts that he
used sone of the cash for his own personal expenses. He did not
report the amounts used for personal expenses on his individual
tax returns. Petitioner clains that sone of the cash was used
for business expenses, but Ms. Jilek credibly testified that
al t hough she renenbers occasionally using cash to buy postage,
she does not renenber using cash for any other business expense.
Petitioner did not keep track of how the cash was spent. M.
Jil ek was responsible for paying Taxman’s bills, signing checks
drawn on Taxman’s account, and using petitioner’s credit cards to
pay busi ness expenses. Respondent has shown that it was unusual
for Taxman to pay its expenses in cash. Even small anmounts were
paid by check. M. Jilek could not renmenber petitioner or
hersel f using cash to pay Taxman’ s expenses, except, sonetines,
for postage. W do not find petitioner’s testinony that he used
the cash for business purposes credi ble, and we believe
petitioner took the cash with the intent to conceal incone.

Petitioner understated his inconme, maintained i nadequate
records of amounts he received from Taxman, and conceal ed i ncone

he received from Taxman. Petitioner is collaterally estopped
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fromarguing here that he did not willfully file a false incone
tax return for each of the years in issue. W conclude that
respondent has shown by clear and convincing evi dence that
petitioner filed false or fraudulent returns with the intent to
evade tax for the years at issue. Therefore, the 3-year period
of limtations under section 6501(a) does not apply to any of
petitioner’s 1990, 1991, 1992, and 1993 years, and respondent is
not barred from assessing any deficiencies in petitioner’s taxes
for those years.

1. Burden of Proofé®

Respondent’s determ nations in the notice of deficiency are
presuned correct, and petitioner bears the burden of proving that
respondent’s determnations are incorrect. See Rule 142(a); see

Welch v. Helvering, 290 U S. 111, 115 (1933); Page v.

Comm ssioner, 58 F.3d 1342, 1347 (8th Cr. 1995), affg. T.C

Meno. 1993-398. Respondent asserted adjustnments in an anended
answer that were not made in the notice of deficiency.
Respondent bears the burden of proof with respect to the itens of

adjustnment not raised in the notice of deficiency. See Rule

142(a); see Achiro v. Conm ssioner, 77 T.C. 881, 889 (1981).

6Sec. 7491 does not apply to this case because the
exam nation of petitioner’s 1990, 1991, and 1992 returns began
before July 22, 1998. See Internal Revenue Service Restructuring
and Reform Act, Pub. L. 105-206, sec. 3001(a), 112 Stat. 726.
The audit was subsequently expanded to include petitioner’s 1993
tax year
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Therefore, respondent bears the burden of proving that: (1)
Petitioner had unreported inconme in each of 1990, 1991, 1992, and
1993 of $3,000 by nmeans of cash diverted from Taxman; (2)
petitioner had unreported crop hail insurance conm ssion incone
in 1990 and 1991 of $12,882 and $3, 142, respectively; (3)
petitioner had unreported real estate conm ssion incone of

$28, 098, $9, 276, and $69, 540 in 1990, 1991, and 1993,
respectively; and (4) petitioner is liable for self-enploynent
tax on his unreported comm ssion incone. Petitioner bears the
burden of proof on the remaining adjustnents.

[11. Validity of Taxman and Wl C

Respondent first argues that petitioner used both Taxman and
WFI C as his alter egos and they shoul d be disregarded for tax
pur poses. Essentially, respondent asks us to find that Taxman
and WFI C | ack econom ¢ substance and are shans. Respondent
points to petitioner’s control over each corporation, his use of
corporate funds to pay personal expenses, and his inconsistent
representations of his positions in each corporation. Petitioner
argues that he treated Taxman and WFIC as entities that were
| egally separate from hinsel f.

Respondent does not argue that Taxman and Wl C were not
properly organi zed under North Dakota |law. However, even though
a corporation is organized under the laws of a State, we my

disregard it for Federal tax purposes if it is no nore than a
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vehicle for tax avoidance and void of a |legitimte business

purpose. Geqgory v. Helvering, 293 U S. 465 (1935); Al don Hones,

Inc. v. Comm ssioner, 33 T.C 582, 596 (1959). While a taxpayer

is free to adopt the corporate form of doing business, the
corporation nust have been organi zed for a substantial business
purpose or actually engage in substantive business activity in

order to be a viable business entity. Mline Props., Inc. v.

Commi ssioner, 319 U S. 436, 439 (1943) (stating that such

busi ness purposes include gai ni ng an advant age under the | aws of
the State of incorporation, avoiding or conplying with the
demands of creditors, and serving the creator’s personal or

undi scl osed conveni ence); Al don Hones, Inc. v. Comm ssSioner,

supra at 597.

On the other hand, a corporation remains a separate taxable
entity as long as the purpose for which it was fornmed “is the
equi val ent of business activity or is followed by the carrying on

of business by the corporation”. Mline Props., Inc. v.

Commi ssi oner, supra at 438-439. The degree of corporate business

purpose required for recognition of a separate corporate

existence is “extrenely low” Strong v. Conm ssioner, 66 T.C

12, 24 (1976), affd. 553 F.2d 94 (2d Gir. 1977); Lukins v.

Conmi ssioner, T.C. Menp. 1992-569.

The busi ness purposes and activities of Taxman and W C were

sufficient to require recognition of them as separate | egal



- 26 -
entities. At the tinme Taxman was i ncorporated, petitioner was
bei ng sued as an individual and as sole proprietor of his tax
preparation business. Petitioner’s goal of obtaining limted
l[tability for his tax preparation business by operating his
busi ness t hrough Taxman is a sufficient business purpose for

Taxman to be recogni zed as a separate entity. See Mline Props.,

Inc. v. Conm ssioner, supra at 438-439. I n additi on, Taxman had

enpl oyees, filed tax returns, maintained books, records, and a
bank account, and held assets and liabilities. This level of
ongoi ng business activity is also sufficient for the Court to
concl ude that Taxman was not a sham corporation. See id.

WFI C was organized by M. Smith in 1949, and from 1988 until
1994, it operated a comercial real estate business. Until 1991,
M. Smth renmained actively involved in WFl C s day-to-day
busi ness operations and had an office in Taxman’ s busi ness space.
WFI C mai nt ai ned books, records, and bank accounts and filed
corporate tax returns. Petitioner applied for his real estate
broker’s license as an enpl oyee of WFIC and ran nost of his real
estate transactions through WRAIC s trust account. WIC al so had
other real estate agents working for it. These business
activities are sufficient to convince us that WFlI C was not a sham
and shoul d be recogni zed as a corporate entity separate from

petitioner. See id.



V. Assignnent of |ncone

Al t hough we have concl uded that Taxman and WFI C shoul d be
recogni zed as separate entities, WFIC s real estate conm ssion
income during the years at issue may nonet hel ess be taxable to
petitioner under section 61 and the assignnent of incone

doctrine. See Haag v. Conm ssioner, 88 T.C. 604, 610 (1987),

affd. without published opinion 855 F.2d 855 (8th Gr. 1988). A
t axpayer may not assign inconme to a corporation with real and
substantial business activity to avoid tax liability. WIson v.

United States, 530 F.2d 772, 778 (8th Cr. 1976). Two

requi renents nmust be fulfilled in order for a corporation, rather
than its service-perforner enployee, to be considered the earner
of the inconme and taxabl e thereon:

First, the service-perfornmer enpl oyee nust be just

t hat - -an enpl oyee of the corporation whomthe
corporation has the right to direct or control in sone
meani ngf ul sense. Second, there nmust exist between the
corporation and the person or entity using the services
a contract or simlar indiciumrecognizing the
corporation’s controlling position. [Gtations and fn.
ref. omtted.]

Johnson v. Comm ssioner, 78 T.C 882, 891 (1982), affd. wthout

publ i shed opinion 734 F.2d 20 (9th Cr. 1984).

Respondent argues that petitioner should have included on
his personal tax returns the real estate comm ssions paid to WFIC
during 1990, 1991, 1992, and 1993 because petitioner was the true
earner of those comm ssions. Petitioner argues that WIC earned

the real estate comm ssions. Petitioner has the burden of proof
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with respect to the $1,566 real estate comm ssion earned in 1992.
Because the notice of deficiency included half the real estate
conmm ssion i nconme earned during 1990, 1991, and 1993, petitioner
has the burden of proof with respect to half of the real estate
comm ssions at issue for those years. |In his anended answer,
respondent asserted the inclusion of the other half of the real
estate comm ssion anounts for 1990, 1991, and 1993; therefore,
respondent has the burden of proof for half the real estate
conmi ssions for those years.

Petitioner did not present evidence at trial that he and
WFI C executed an enpl oynent contract at any tinme. However, when
petitioner applied for his real estate broker’s license in 1990,
he stated that he would be an “acting broker for a corporation”
l[isting WFIC as his enployer. Likew se, in correspondence
bet ween petitioner and nenbers of the NDREC, petitioner
acknow edged his relationship with W C and sought advice
regardi ng the proper way to advertise. In addition, petitioner
used WFIC s trust account to facilitate nost of his real estate
transacti ons.

In 1990 and 1991, all of petitioner’s real estate
transactions were brokered using WAl C s trust account, and the
conmi ssion anounts were transferred to WFl C s general account at
the concl usi on of each transaction. These anobunts were reported

on WFIC s 1990 and 1991 corporate tax returns. Petitioner’s
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dealings with the NDREC and his custoners as an enpl oyee of W C
tend to show that for purposes of this test, W C had the right
to direct petitioner as an enployee. Petitioner’s use of WFIC s
bank accounts to facilitate the real estate transactions al so
denonstrates that WFI C was petitioner’s enployer for real estate
matters. The use of WFIC s bank accounts and the presence of
WFI C s nane on docunments such as settlenent statenents put WFIC' s
custoners on notice that petitioner was operating as an enpl oyee
of WRFIC. This conclusion is supported by the fact that
petitioner’s custoners wote checks to WFIC or to Epic Real
Estate as a division of WRIC. Al these facts surroundi ng
petitioner’s operation of WFIC | ead us to concl ude t hat
petitioner has nmet his burden of proving that WFIC was the true
earner of the real estate comm ssions in 1990 and 1991, and
respondent has not net his burden of showi ng that petitioner
earned the 1990 and 1991 real estate conm ssions.

In February 1992, petitioner changed his business nanme with
the NDREC from WFI C d/b/a Epic Real Estate to “Janmes O Jondahl
d/b/a Epic Real Estate”. He also changed the nane on WFIC s
trust account to Epic Real Estate. Petitioner conpleted one real
estate transaction in 1992. The docunents related to that
transaction reference Epic Real Estate but do not reference WIC
The conmi ssion, $1,566, was paid out of the WFI C/ Epic Real Estate

trust account to petitioner. Petitioner not only took formal
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steps to separate his real estate activity in 1992 from WFl C but
al so acted as a sole proprietor in the 1992 transaction. These
facts indicate that WFIC was not the true earner of the 1992
commi ssion. Petitioner has not net his burden of proving that he
did not earn the 1992 comm ssion of $1, 566.

In 1993, petitioner brokered one transaction for which a
conmi ssi on of $28,000 was transferred fromWIC s trust account
to its checking account and another transaction for which Epic
Real Estate received a commi ssion of $102,080. The docunents
related to this second transaction, including a comm ssion check,
referred to Epic Real Estate as a division of WFIC. Petitioner
deposited the proceeds fromthe transaction into WFI C s general
account. Likew se, in Novenber 1993, petitioner brokered a
transaction for his sister in which Epic Real Estate received a
conmi ssi on of $9,000. Petitioner also deposited this check into
WFI C s general account. These amounts were reported on WFIC s
corporate tax return for 1993. Petitioner changed the business
name with the NDREC back to “Wst Fargo |Investnent Corporation
d/b/a Epic Real Estate” on Septenber 24, 1993, indicating his
intent to operate the real estate business through WI C again.
We conclude that, for the purpose of the 1993 real estate
transactions, petitioner was again an enpl oyee of W C.
Petitioner has net his burden of proving that WFI C was the true

earner of the real estate comm ssions in 1993, and respondent has
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not met his burden of showi ng that petitioner earned the real
estate conm ssions.’
Petitioner argues that expenses associated with the real
estate conmm ssi on he earned should be taken into account. The
burden of proving entitlenent to deductions is on petitioner.

See | NDOPCO, Inc. v. Comm ssioner, 503 U S. 79, 84 (1992).

Because petitioner did not present any evidence that he paid any
expenses or is entitled to any deductions against the real estate
i ncome, we conclude that the full amount of the 1992 conm ssi on,
$1,566, is incone to petitioner.

V. O her Adj ust nents

A. Sal e of and Commi ssions From Crop Hail | nsurance
Busi ness
Petitioner sold crop hail insurance as a sole proprietor

beginning in 1977. He asserts that in 1986, his crop hai

i nsurance business was transferred to Taxman, along with his tax
preparati on and bookkeepi ng busi nesses. He clains that in 1989,
Taxman transferred the crop hail insurance business to WIC
because it was confusing for custoners to receive crop hai

i nsurance bills froma conpany called “Taxman”. On May 9, 1990,

petitioner entered into a purchase contract wwith M. IThry to sel

'Respondent did not raise the potential application of sec.
482 to petitioner’s arrangenment with WRIC. See, e.g., Haag v.
Conmi ssioner, 88 T.C. 604, 614 (1987), affd. w thout published
opinion 855 F.2d 855 (8th Gr. 1988). Therefore, we do not
address it.
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the crop hail insurance business for $25,000. Respondent argues
that the $25,000 is incone to petitioner in 1990. Petitioner has
t he burden of proving that the sale proceeds were not inconme to
him Petitioner nmaintains that WI C owned the crop hai
i nsurance business when it was sol d.

Petitioner did not present any docunentation of the
purported transfers of the business to Taxman and to WFIC. In
the 1987 deposition, petitioner admtted that the transfer to
Taxman was not docunented. The 1990 purchase agreenent was
between M. Ihry and Jondahl I|nsurance, not WFIC. Likew se, the
checks paid for the purchase of the business by M. lhry were
made out to Jondahl Insurance, although petitioner deposited the
checks into WAl C s bank account. Jondahl | nsurance was a party
to agency agreenents with Farnmer’s Miutual and A d Republic
| nsurance Co. in 1986 and 1989, after its alleged transfer.
Nei t her Taxman nor WFIC i s nentioned on either contract.
Farnmer’s Mutual listed “Jondahl | nsurance Agency” on its policy
regi sters for 1990 and 1991. Petitioner has not shown any
evi dence to support his claimthat his insurance custoners
received bills from Taxman or that any custonmers were confused as
to the ownership of the business. |In addition, petitioner did
not report capital gain fromthe sale of the insurance business

on WFI C s 1990 or 1991 corporate return.
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Petitioner did not change any activity with respect to the
crop hail insurance business, formally or informally, after he
all egedly transferred the business to Taxman and W C, except
that he deposited the incone fromthe business, including the
sal e proceeds, into WFIC s bank account. Petitioner’s deposits
of insurance inconme into WAl C s bank accounts, in the absence of
any other proof that WFI C held the insurance busi ness, do not
prove that a transfer occurred. Petitioner alleges that he
reported insurance comm ssions on Taxman’s and WFI C s corporate
returns, but he has not presented item zed lists of incone for
the corporations. In addition, petitioner’s failure to inform
his insurance custoners that he was acting on behalf of a
corporation is a factor indicating that State | aw may not have
afforded petitioner corporate liability protection. See

Hi | zendager v. Skwarok, 335 N.W2d 768, 774 (N.D. 1983).8

Petitioner also argues that he should not be required to
include the crop hail insurance sale proceeds in his personal
i ncone because an IRS audit of his 1987 individual return

required himto renove certain deductions fromhis individual

8The parties stipulated that North Dakota | aw did not all ow
corporations to hold insurance licenses until 1995. Qur analysis
of North Dakota insurance |aw, however, reveal ed no such
limtation. 1In any case, we do not consider this factor to be
relevant to our determnation. Cf. Jones v. Conmm Ssioner, 64
T.C. 1066 (1975) (holding that a court reporter’s assignnent of
income to her personal service corporation was invalid because
State law did not allow corporations to performcourt reporter
services).
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return. He clains the IRS characterized the itens as corporate
expenses. The record contains tw docunents fromthe audit of
petitioner’s 1987 return, a statenment of inconme tax exam nation
changes and a partially redacted copy of a letter fromthe
revenue agent. Although it is clear that certain deductions were
removed frompetitioner’s individual return pursuant to the
audit, neither docunent refers to the crop hail insurance
busi ness, Taxman, or WRIC. We find no relevance in the audit
docunents regarding the sale of the crop hail insurance business.

We concl ude that petitioner has not net his burden of
proving that the crop hail insurance business was transferred to
Taxman and WFI C. Consequently, any sal e proceeds or conmm ssion
i ncome earned by Jondahl Insurance while petitioner owned the
i nsurance busi ness was properly taxable to petitioner, not WFIC
or Taxman.

Three checks from M. lhry to Jondahl Insurance are in the
record evidencing the paynent of the purchase price, dated May 9,
1990, Novenber 2, 1990, and Novenber 19, 1990, for $1, 000,
$3, 962, and $10, 000, respectively. The purchase agreenent
bet ween petitioner and M. lhry provided that petitioner would
recei ve comm ssions fromFarnmer’s Mitual earned in 1990 and 1991,
and the amount M. Ihry owed woul d be reduced by the anount of
the comm ssions. The parties stipulated that Jondahl |nsurance

recei ved $10,038 from Farner’s Insurance in 1990, representing a
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portion of the comm ssions earned by Jondahl |nsurance between
May and Novenber 1990. This anpbunt plus the checks issued by M.
lhry (totaling $14,962) equal $25,000. W conclude that capital
gai n of $14,962 and ordinary income from comi ssions of $10, 038
shoul d be included in petitioner’s 1990 i ncone.

Respondent has introduced Farner’s Mutual policy registers
for 1990 and 1991 showi ng that Jondahl Insurance earned insurance
conmmi ssions of $12,881.70 in 1990 and $3, 141.95 in 1991.
Respondent contends that these anounts are incone to petitioner
in addition to the $25,000 sal e proceeds. Because respondent
asserted an increased deficiency in his anended answer based on
the inclusion in income of the insurance comm ssions, respondent
has the burden of proving that petitioner received the
comm ssions. See Rule 142(a).

Respondent does not explain why petitioner would have
recei ved conm ssion inconme after he sold the business at the end
of 1990. Fromthe record before us, it appears that the
conmmi ssion anounts listed in the Farnmer’s Miutual policy registers
may i nclude the anmount paid as part of the purchase price
(%$10,038), which we have already determi ned was inconme to
petitioner. It is also possible that the additional conm ssions
listed for 1990, to the extent they exceed $10, 038 (%$2,844), and
the $3,141.95 listed for 1991 were received by M. lhry after the

busi ness was sold or were part of the purchase price, settled by



- 36 -
a charge-back between M. Ihry and petitioner. The record does
not show that petitioner in fact received the comm ssions for
1990 and 1991 beyond the $10,038 paid as part of the purchase
price. On the basis of the record before us, we concl ude that
respondent has not nmet his burden of show ng that the insurance
commi ssions of $12,881.70 in 1990 and $3,141.95 in 1991 were
inconme to petitioner.

B. Repossessi on of Lone Tree Manor

Capital gain of $22,028 was reported on WFI C s 1990
corporate return as gain fromthe repossession of Lone Tree
Manor. Respondent argues that petitioner, not WFIC, should
recogni ze capital gain of $20,244 fromthe repossession.
Petitioner does not explain how the anmount of capital gain
(%$22,028) was reached for the purpose of WRFIC s return, and we
afford respondent’s determ nati ons a presunption of correctness.
See Rule 142(a). Petitioner contends that he bought Lone Tree
Manor in 1987 in his own nane for the assunption of a nortgage on
the property held by IRET. He also clains that in 1989 he
transferred Lone Tree Manor to WFIC in exchange for WFIC s
assunption of the debt and other consideration. Petitioner did
present an all eged purchase agreenent evidencing the transfer of
Lone Tree Manor to WFIC, but the copy entered into evidence does
not show the date on which it was signed or the date the purchase

was effective. It is a one-page docunent that lists Lori as the
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seller and WFIC as the buyer. It is signed on behalf of WIC by
petitioner’s sister, Janeen Conrad. Petitioner did not produce
any acconpanyi ng docunents, such as the title to the property,
the | RET nortgage, the canceled note to petitioner, or any Forns
1099 showi ng interest paid on the | RET nortgage. The record does
not show that petitioner transferred title to Lone Tree Manor to
Lori (for sale to WRIC) or WAIC. We do not believe that
petitioner has met his burden of proving that WI C owned Lone
Tree Manor at any tinme. W conclude that capital gain of $20, 244
fromthe repossession of Lone Tree Manor was inconme to petitioner
for 1990.

C. O her | ncone

Respondent argues that petitioner received multiple itens of
unreported incone in each year at issue. Petitioner argues that
he is not liable for incone tax on the unreported itens for
vari ous reasons. Petitioner bears the burden of proving that the
itens listed in the notice of deficiency are not taxable to him
Respondent bears the burden of showi ng that petitioner received
$3, 000 from Taxman in each of 1990, 1991, 1992, and 1993.

1. Unreported I ncone in 1990

Respondent adjusted petitioner’s 1990 incone to include
Taxman’ s $6, 000 paynment of the settlenment judgnment agai nst
petitioner in connection with his clients’ tax shelter

investnments. Petitioner argues that Taxman assuned the
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liabilities of the sole proprietorship, including the settlenent
j udgment, when it took over the business in 1986. However, in
the 1987 deposition, petitioner stated that the only liabilities
Taxman assunmed were two bank | oans totaling $31,000. Petitioner
di d not docunent the transfer of assets and liabilities to Taxman
and has not provided any evidence that Taxman assuned the
settlenment liability.

Petitioner also argues again that the IRS audit of his 1987
tax return required himto treat the settl enent judgnent paynment
as a corporate expense. The audit papers in the record contain
no reference to the settlenent judgment or the liabilities that
were or were not transferred to Taxman. Petitioner has not net
hi s burden of proving that Taxman assuned the $6,000 liability;
therefore, the $6, 000 paynent is conpensation incone to
petitioner for 1990.

Taxman paid $310 to the law firm of Pearson, Christensen &
Fi scher during 1990. The paynent was for consultations between
petitioner and M. Pearson regarding Schedules C, Profit or Loss
From Busi ness (Sole Proprietorship), of petitioner’s personal
income tax returns for 1982, 1983, and 1984. Petitioner clains
that he did not report the $310 as personal inconme because Taxnman
assuned the liabilities of his sole proprietorship, and he was
instructed in the audit for his 1987 return to place “deductions

of busi ness expenses” on Taxman’s return. The audit of
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petitioner’s 1987 return has no rel evance to busi ness expenses of
the sole proprietorship in 1982, 1983, and 1984, because any
busi ness expenses taken as deductions for those years were
incurred before Taxman existed. |In addition, we concluded above
that the record does not support that Taxman assunmed any
liabilities other than two bank | oans. Therefore, petitioner had
i ncome of $310 in 1990 from Taxman’s paynent for petitioner’s
personal | egal expenses.

In 1990, Taxman al so repaid a bank | oan for $2,000, plus
i nterest of $147, that had been obtained in petitioner’s name in
July 1989. Petitioner clainms that he obtained the loan in his
own nanme because Taxman had reached the Iimt of its line of
credit with the bank. Petitioner testified that he deposited the
funds into WAl C s account, and WFI C used the funds until it
received its tax refund in 1990.

The 1989 bank statenents for WFI C, Taxman, and petitioner
are not part of the record. Petitioner offered no evidence that
Taxman’s credit limt had been reached or that the |oan funds
were deposited into WAl C s bank account. W give little weight
to petitioner’s testinony on this matter given that he cl ai ned
Taxman had reached the [imt of its line of credit but WIC used
the funds and repaid the loan. W do not believe petitioner has

nmet his burden of proving the $2, 147 was not repaid on his behalf
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by Taxman. Petitioner therefore nust include the $2,147 as
conpensation incone in 1990.

2. Unreported Incone in 1991

In 1991, Taxman accepted a stereo worth $509 froma client
i n exchange for a corresponding reduction in the client’s bill.
Petitioner then gave the stereo to his girlfriend, M. Lane.
Respondent argues that petitioner’s inconme should be adjusted by
$509 to reflect the value of the stereo. Petitioner argues that
he gave Ms. Lane the stereo and in exchange she worked in a
Taxman Express office for 1 nonth. W believe the stereo was
conpensation to Ms. Lane from Taxman. Ms. Lane credibly
testified that she worked at the Taxman Express office because
she wanted to pay petitioner back for the stereo after she
received it. W believe the arrangenent between petitioner and
Ms. Lane resulted in a benefit to Taxman that is equal to or
greater than the value of the stereo. As a result, we do not
believe that the value of the stereo is incone to petitioner.

Taxman paid petitioner $2,052 in 1991. Petitioner argues
that as a result of the 1987 audit, the $2,052 was renoved from
hi s personal Schedul e C because it was an expense of Taxman. He
clains that in order for Taxman to take the expense as a
deduction, the revenue agent advised himthat Taxman shoul d
rei nburse petitioner for the anmount of the expense in 1991.

Therefore, petitioner argues that the $2,052 was not incone to
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himin 1991 because it was a rei nbursenent of the earlier expense
he paid on behalf of Taxman.

The statenent of inconme tax exam nation changes fromthe
1987 audit disallows a $2,052 deduction frompetitioner’s
Schedule C. This statenent is signed by the revenue agent with a
date of Decenber 28, 1990. The record also includes a portion of
a letter fromthe IRS to petitioner and Lori explaining that the
$2, 052 was renoved because it was “not an expense of the * * *
[ taxpayer], but an expense of another”. The only references to a
“rei mbursenent” on the audit docunents are handwitten notes by
petitioner. No official correspondence fromthe revenue agent
refers to rei nbursenent.

Petitioner has shown that an expense of $2,052 was
di sal l owed on his 1987 personal return. However, he has not
shown that he actually paid the expense on Taxman’s behalf in
1987, that it was a properly deducti bl e expense of Taxman, or
that the revenue agent instructed himthat reinbursenent was an
appropriate course of action. W do not believe that petitioner
has nmet his burden of proving that the $2,052 Taxman paid himin
1991 was rei nbursenent for an expense petitioner paid in 1987.
Therefore, the $2,052 is incone to petitioner in 1991.

During 1991, petitioner bought furniture using a credit card
issued in his nane. Al of the paynents on the credit card

during 1991 and 1992 were nmade by Taxman. 1In 1991, Taxman paid
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$2,086 toward the price of the furniture. Petitioner argues that
t he anbunts Taxman paid for his furniture were |oans to him

Petitioner clains that the | oans were recorded on the “l oan
schedul e as a note receivable” and the bal ance sheet on Taxman's
1991 corporate return. Respondent entered into the record a
docunent that appears to be a schedule of |oans from Taxman and
WFIC to petitioner. For 1991, the schedule shows no | oans from
Taxman to petitioner and $29,800 in loans fromWIC to
petitioner. Taxman’s 1991 corporate tax return does not reflect
any new |l oans to petitioner in 1991. WIC s 1991 corporate
return lists receivables of $29,800, and a purported schedul e of
| oans from WI C to Taxman al so states that WFIC | ent Taxman
$29,800 in 1991. Taxman’ s bal ance sheets, filed with its tax
returns for 1991 and 1992, do not |list these anmobunts as
lTabilities.

Whet her a withdrawal of funds froma corporation creates a
true debtor-creditor relationship is a factual question to be
deci ded on the basis of all of the relevant facts and

ci rcunst ances. Haag v. Conmi ssioner, 88 T.C. at 615. For

di sbursenents to constitute true |oans, there nust have been an
uncondi tional obligation on the part of the transferee to repay
t he noney and an unconditional intention on the part of the

transferor to secure repaynent at the tinme that the funds were

transferred. ld. at 615-616; see al so Haber v. Conm ssioner, 52
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T.C. 255, 266 (1969), affd. 422 F.2d 198 (5th Gr. 1970). Courts
have focused on certain objective factors to distinguish bona
fide | oans from di sgui sed di vi dends, conpensation, and
contributions to capital. The factors considered relevant for
pur poses of identifying bona fide |oans include (1) the existence
or nonexi stence of a debt instrunent; (2) provisions for
security, interest paynents, and a fixed paynent date; (3)
treatment of the funds on the corporation’s books; (4) whether
repaynments were nmade; (5) the extent of the sharehol der’s
participation in managenent; and (6) the effect of the “loan” on

the transferee’'s salary. Haber v. Comm ssioner, supra at 266.

When the individual is in substantial control of the corporation,
as petitioner is in this case, special scrutiny of the situation

is necessary. 1d.; Roschuni v. Comm ssioner, 29 T.C 1193, 1202

(1958), affd. 271 F.2d 267 (5th CGr. 1959).

Fromthe record, it is possible that WFIC | ent noney to
Taxman in 1991, which then I ent the ambunts to petitioner for his
furniture purchase. However, although petitioner has shown that
WFI C may have |l ent anmpbunts to Taxman during 1991, he has not
shown any evi dence of a |loan from Taxman to hinself during 1991.
He does not claimthat a debt instrument was created, and none is
in the record. Petitioner has provided no evidence that he
of fered anything as security for the | oan, interest paynents on

the principal anmpbunt, or fixed paynent dates. As we stated
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above, the | oan was not recorded on Taxman’s books, and there is
no evi dence that petitioner repaid any of the $2,086. Although
petitioner was not a sharehol der of Taxman, he controlled the
managenent and day-to-day operations of Taxman. The sharehol ders
did not participate at all in the business. The record does not
reflect how, if at all, the |loans affected petitioner’s salary
from Taxman. We concl ude that Taxman’s paynent of petitioner’s
credit card debt in 1991 for his furniture did not create a | oan
bet ween petitioner and Taxman. |Instead, the $2,086 paynent
shoul d be treated as conpensation to petitioner and included in
his 1991 incone.

3. Unreported Incone in 1992

As nentioned above, Taxman paid $1,904 toward petitioner’s
furniture purchase in 1992. Taxnman al so paid $15, 000 toward
petitioner’s personal tax liability froman earlier year.
Petitioner clainms the $15,000 was reflected in two pronissory
not es he executed between Taxman and hinself. No debt instrunent
was created for the furniture paynent. The record contains no
evi dence that petitioner gave security for the | oans or provided
for fixed paynent dates. However, the |oan schedul e for Taxman
and WFIC that is in the record and Taxman’s 1992 corporate return
reflect that Taxman lent petitioner a total of $20,856 in 1992.
This amount is nore than the two | oans petitioner argues he

received from Taxman in 1992 and may include additional |oans for
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that year not chall enged by respondent. The |oan schedul e
provides for an interest rate of 7 percent and shows t hat
petitioner purportedly repaid sonme of the debt in a later year.
W believe petitioner has proven that he borrowed $1, 904 and
$15, 000 from Taxman in 1992. Therefore, these anmounts were not
income to petitioner in 1992.

Respondent al so determned in the notice of deficiency that
petitioner was required to include in incone the bal ance of WRP' s
noney mar ket account ($10,931) that he withdrew in April 1992.
The parties stipulated that the $10,000 given to petitioner by
Ms. Garceau was not used for real estate investnents as M.
Garceau intended. As we understand petitioner’s argunment, he
asserts that in 1995, he repaid Ms. Garceau the $10,000 plus 8
percent interest, borrowing the funds necessary to do so from
WFIC. He clains a promi ssory note in the record for $13,674. 35
(whi ch approxi mately equal s $10, 000 plus 8 percent interest,
conpoundi ng annual ly over 5 years) evidences the transaction.
However, petitioner has not shown that he actually repaid M.
Garceau or WRP. The record does not contain petitioner’s or
WFI C s bank statenments for 1995, and we cannot verify that
$13,674.35 was withdrawmn fromeither of them M. Garceau did
not testify, and petitioner’s testinony on this matter was
unsupported by the record. |In addition, the purported debt for

$13,674.35 is not reflected on WFI C s 1992 | oan schedul e or
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corporate tax return. Therefore, we agree with respondent that
petitioner nust report the $13,674.35 as conpensation received in
1992.

4. Unreported I ncone in 1993

In 1993, Taxman paid $310 to repair a 1991 Ford Probe owned
by Mary. Petitioner argues that the $310 was an expense of
Taxman because he used the car on business trips. Specifically,
petitioner testified that he “thinks” he used Mary's car “a
couple of tinmes for business trips.” Petitioner offered no
evi dence beyond his testinony on the business trips for which he
used Mary's car. Gven the uncertainty with which he testified
and his |lack of proper record keeping, petitioner has not net his
burden of proving that the $310 for the car repair was not
conpensation to himin 1993.

In 1993, WFIC, doing business as Epic Real Estate, brokered
a real estate transaction for petitioner’s sister, M.

Schoeppach. As part of the transaction, WIC issued a check for
$7,000 to Ms. Schoeppach. Eight days later, M. Schoeppach paid
Epi ¢ Real Estate $7,000 as a downpaynment. Respondent determ ned
in the notice of deficiency that the $7,000 paynent by WFIC to
Ms. Schoeppach was incone to petitioner. Petitioner argues that
after the transaction was conpl eted, he cancel ed Ms. Schoeppach’s
$7,000 debt to WFI C because Epic Real Estate received a $9, 000

conmm ssion which WFIC reported on its 1993 corporate return.
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Petitioner clains he cancel ed the debt because he thought the

$9, 000 commi ssion was “i nappropriate”. Because petitioner was an
agent of WFIC, his unilateral decision to effectively reduce
WFI C s conmmi ssion by $7,000 without an adequat e expl anati on shows
that the $7,000 was in substance conpensation fromWIC to
petitioner, who then gave it as a gift to his sister.
Consequently, the $7,000 is conpensation includable in
petitioner’s 1993 incone.

In October 1993, petitioner paid for the Buick wwith WFIC' s
funds. Respondent includes the price of the car in petitioner’s
income in the notice of deficiency. Petitioner clainms that the
car was purchased for WFIC s business use and that a m | eage | og
was kept for business purposes. He also clains that Mary
reported conpensation inconme on her 1993 and 1994 personal tax
returns and received Formse W2 in 1993 and 1994 for her use of
t he Bui ck.

Petitioner did not produce either Mary’'s 1993 tax returns or
Forms W2 or her 1994 Fornms W2 or tax returns. The purported
m | eage | og of autonobile use for 1993 is in the record. First,
we do not find the mleage log to be a credible representation of
petitioner’s and Mary’'s use of the Buick. The m |l eage |og
i ncludes entries for the nonths of July, Novenber, and Decenber
1993, but the Buick was not purchased until Cctober 15, 1993,

according to the purchase contract. |In addition, the m|leage |og
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lists the beginning mleage (as of July 1993) as 7,660, but the
purchase contract and odoneter statenment filed with the State and
signed by Mary list the mleage at the tine of the sale as 7,435.
Petitioner does not explain the discrepancies.

Second, WRFIC is listed as the purchaser of the Buick on the
purchase contract, but Mary is |listed as the purchaser on the
odonet er disclosure statenent, the damage di scl osure statenent,
and the application for certificate of title and registration of
a notor vehicle, all filed with the North Dakota Departnent of
Transportation Motor Vehicles Division. Mary either signed or
filled out each official docunent filed wwth the Mdtor Vehicles
Division. A draft registration application is included in the
record listing WFIC as the car’s owner, but it is noted “12/3
changed to Mary Jondahl ”.

Third, the Buick was issued personalized |icense plates
readi ng “PURRFCT”. Fourth, a 1991 Ford Probe, titled in Mary’'s
nane, was traded in and $10, 100 was credited to the purchase of
the Buick. Lastly, petitioner and Mary filled out and signed two
| oan applications that list the Buick as an asset personally
owned by them The title to the Buick is not part of the record.
All of these facts in the record indicate that petitioner and his

wife, not WFIC, were the true owners of the Buick. The record
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shows that WFI C paid $18,660 toward the cost of the Buick.?®
Petitioner nust include this amount as conpensation in 1993.

5. Cash Receipts of $3,000 From Taxman

Respondent argues that petitioner nmust report $3, 000 of
conpensation for each of 1990, 1991, 1992, and 1993, representing
Taxman’ s cash receipts petitioner used for his own personal
expenses. Because the issue was raised in an anended answer,
respondent has the burden of proving the $3,000 was i nconme to
petitioner in each year.

We found above that respondent has proven by clear and
convi nci ng evidence that petitioner fraudulently used at |east a
portion of the $3,000 for his own personal expenses. Petitioner
argued at trial that he used sone of the cash to pay for business
expenses of Taxman. Respondent has shown that petitioner did not
keep any records of these business expenses and that the incone
and of fsetting expenses were not reported on Taxman's corporate
returns. M. Jilek credibly testified that she could not recal
an i nstance, other than occasional purchases of postage, in which
she or petitioner paid an expense of Taxman in cash. Even snal
expenses were paid by check. |In addition, Ms. Jilek testified

that she did not know how petitioner spent the cash. This is

The purchase price of the Buick was $27,800, plus tax of
$885 and “license and fees” of $75, totaling $28,760. This
anount was reduced by the value of the Ford Probe trade-in,
$10, 100, for a net amount payable by WFI C of $18, 660.
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particularly persuasive in light of the fact that petitioner
trusted Ms. Jilek wth all other financial aspects of Taxman,

i ncl udi ng maki ng her a signatory on its bank accounts and his
personal credit cards. Petitioner’s testinony on this matter is
sel f-serving. He does not address the $3,000 adjustnents in his
posttrial briefs. Respondent has net his burden of proving that
petitioner used the $3,000 each year for personal expenses.
Therefore, we find that petitioner rmust include $3,000 of
conpensation incone for each of 1990, 1991, 1992, and 1993.

D. Head of Household for 1990

Petitioner filed his 1990 individual inconme tax return
claimng head of household filing status. Respondent denied this
filing status in the notice of deficiency. A taxpayer may file
as the head of a household only if he is not married or is
| egal |y separated under a decree of divorce or separate
mai nt enance at the close of the taxable year, he maintains a
househol d which constitutes the principal place of abode of his
child for nore than half the taxable year, and he furni shes over
hal f the cost of nmmintaining the household during the taxable
year. Sec. 2(b). Petitioner lived wth Lori and their daughter
until June 1990. Petitioner and Lori were granted a divorce on
July 9, 1991. Petitioner did not show that he and Lori were
legally separated at the end of 1990. |In addition, petitioner

di d not present evidence that he provided nore than half of the
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cost of maintaining a household for his daughter in 1990. W
conclude that petitioner did not neet his burden of proving that
he is entitled to claimhead of household status for 1990.

E. Sel f - Enpl oynent Tax on Commi SSsi on | ncone

Respondent argues that petitioner is liable for self-
enpl oynent taxes on the comm ssions he earned fromhis real
estate and crop hail insurance activities. Section 1401 inposes
tax on sel f-enploynment inconme. Section 1402 defines net earnings
fromsel f-enpl oynent as the gross incone derived by an individual
fromthe carrying on of any trade or business by such individual
| ess al |l owabl e deductions attributable to such trade or business.
Respondent argues that petitioner is a “qualified real estate
agent” within the neaning of section 3508, and that he is |iable
for self-enploynment taxes on real estate and insurance
comm ssions he earned. Respondent has the burden of proof wth
respect to petitioner’s liability for self-enploynent tax.

We found above that WFIC, not petitioner, earned the real
estate comm ssions in 1990, 1991, and 1993. Therefore,
petitioner is not |liable for self-enploynent taxes on real estate
comm ssions in 1990, 1991, and 1993. Because petitioner earned a
real estate comm ssion as a sole proprietor in 1992, he is liable
for self-enploynment tax on the comm ssion regardl ess of whet her
he is a “qualified real estate agent” under section 3508. W

al so found that petitioner earned crop hail insurance conm ssions
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of $10,038 in 1990. He is therefore liable for self-enploynent
tax on $10, 038 in 1990.

F. Section 6663(a) Fraud Penalty

| f respondent shows that any portion of an underpaynment is
due to fraud, the entire underpaynent will be treated as
attributable to fraud for purposes of the penalty under section
6663(a), except any portion of the underpaynent that petitioner
establ i shes by a preponderance of the evidence is not

attributable to fraud. See sec. 6663(b); Knauss v. Conm Ssioner,

T.C. Meno. 2005-6. W held above that respondent proved by clear
and convincing evidence that petitioner used at |east sone of
Taxman’ s cash for his own personal expenses with the intent to
evade taxation on the incone. W also held that respondent has
proven that petitioner used all of Taxman’s $3,000 in cash
recei pts for personal expenses. Petitioner’s lack of record
keepi ng, blatant efforts to hide the existence of the cash, and
use of the cash for personal expenses show that he intentionally
conceal ed all of Taxman’s cash receipts and took possession of
the noney with the intent to evade taxes. Therefore, the
section 6663(a) fraud penalty for each year applies to the
portion of the deficiency in petitioner’s tax attributable to the
$3, 000 under st at enent of incone.

Respondent argues that the fraud penalty applies to the

entire amounts of the deficiencies. An analysis of whether
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petitioner has shown by a preponderance of the evidence that
certain itens were not fraudulent is necessary. W found above
that many of the adjustnents respondent nmade were appropriate
because petitioner failed to present enough evidence to the
contrary to neet his burden of proof. However, we believe that
petitioner has shown by a preponderance of the evidence that the
remai ni ng adjustnents were not the result of fraud. Petitioner
was negligent in his failure to provide docunentation of certain
| oans from Taxman and WFIC and his failure to properly docunent
the transfer of his sole proprietorship to Taxman, but he did not
intend to evade tax on these itens. Wiile petitioner’s attenpts
to conceal his use of at |east $3,000 of Taxman's cash receipts
each year indicates fraudulent intent, the other adjustnments do
not rise to the level of fraud. Petitioner, albeit incorrectly,
reported gain fromthe sale of Lone Tree Manor on WFIC s
corporate return. He also had pl ausi bl e expl anati ons for each
item of other incone identified by respondent, although he did
not produce supporting docunentation. Petitioner did show that
WFI C and Taxman kept corporate records, and the record includes
various | oan schedul es and corporate tax returns. A review of
the record shows that petitioner’s actions with respect to the
other itens respondent adjusted were the result of negligence,
but the records petitioner did maintain and the separate

corporate accounts refute a fraudulent intent for the other
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adjustnments. A high |level of negligence does not al one prove
fraud. Fraud nay not be inputed or presuned from*®*circunmstances

whi ch at nost create only suspicion.’”” Wbb v. Conm ssioner, 394

F.2d 366, 377 (5th Cr. 1968) (quoting Carter v. Canpbell, 264

F.2d 930, 935-936 (5th Gr. 1959)), affg. T.C. Meno. 1966-81.
“Fraud inplies bad faith, intentional wongdoing and a
sinister nmotive. * * * Negligence, whether slight or
great, is not equivalent to the fraud with intent to
evade tax naned in the statute. The fraud neant is
actual, intentional wongdoing, and the intent required

is the specific purpose to evade a tax believed to be
owi ng. Mere negligence does not establish either. * * *”

[Ld.]

| f we | eave aside petitioner’s concealing $3,000 in cash each year,
hi s expl anations for the other adjustnents, while not establishing
that the itens should not be included as incone, refute an
assertion that he had fraudulent intent in omtting the itens from
his returns. As a result, the section 6663(a) fraud penalty is not
sustained with respect to the remaining adjustnents.

To reflect the foregoing and concessions by the parties,

Deci sion will be entered

under Rul e 155.




