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MVEMORANDUM FI NDI NGS OF FACT AND CPI NI ON
SW FT, Judge: Respondent determ ned deficiencies, additions
to tax, and fraud penalties relating to petitioner’s Federal

i ncone taxes as foll ows:
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Additions to Tax Penal ti es
Year Defi ci ency Sec. 6651(a) (1) Sec. 6663(a)
1999 $55, 695 $12, 263 $41, 772
2000 148, 390 36, 361 111, 292
2001 13, 832 3, 560 10, 374

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
Pr ocedur e.

After settlenent of sonme issues, the primary issues for
deci sion are whether funds petitioner received in 1999 and 2000
fromtrusts, fromfamly nmenbers, and froma real estate
managenent conpany constitute incone to petitioner and whet her
petitioner is liable for the section 6663(a) fraud penalties.
For convenience, we set forth separately for each issue our
findings of fact and our analysis, and we first address the fraud

penal ties.

Fraud Penalties

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.
At the tinme the petition was filed, petitioner resided in
Fl ori da.
After graduating from high school, petitioner attended
Tul ane University in New Oleans. During petitioner’s fourth

year of college, petitioner was involved in a car accident and
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suffered serious brain trauma. As a result of the accident,
petitioner occasionally suffers fromshort- and | ong-term nenory
| oss, and occasionally petitioner still relies on famly nenbers
to manage sone of his personal affairs. After a year off because
of the accident, petitioner returned to Tulane University, and in
1984 petitioner received a bachelor’s degree in geol ogy.

After managi ng restaurants for a nunber of years, petitioner
entered graduate school, and in 1989 petitioner received a
master’s degree in hotel adm nistration fromFlorida
I nternational University. Petitioner then worked as an assi stant
manager and manager of several hotels in Florida, Texas, and
Costa Rica.

In 1997 petitioner began working in Mam as an operations
manager for a | arge shipping conpany. While working for the
shi ppi ng conpany, petitioner becane interested in investing in
rental real estate and in trading securities on his own account.
In 1999 petitioner left his job at the shipping conpany, becane a
real estate agent in Tanpa, Florida, began investing in real
estate and in the stock market, and began managi ng rental real
est ate.

During 1999, 2000, and 2001 as a result of his rental real
estate and securities trading activities petitioner realized

substanti al incone.
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Wth regard to his rental real estate and securities trading
activities, petitioner occasionally received advice fromhis
parents, his brother, and his supervisor at the real estate
managenent conpany where he worked, and petitioner received | oans
fromhis parents and brother.

Petitioner’s father apparently was a successful business
consul tant and worked for a large oil conpany. After retiring,
petitioner’s father fornmed a hol di ng conpany and established a
famly trust to hold and manage famly assets. Petitioner and
his brother were naned beneficiaries of the trust petitioner’s
father established. Petitioner’s brother was an attorney in
Fl ori da.

In 1999 his supervisor at the real estate nmanagenent conpany
where petitioner worked introduced petitioner to G egory Mayer
(Mayer), an accountant and a pronoter of abusive tax avoi dance
trusts. Petitioner hired Mayer to assist w th bookkeepi ng
matters relating to petitioner’s rental real estate and
securities trading activity. Petitioner also began receiving
advice from Mayer on the formation of tax avoi dance trusts and on
the filing of his Federal incone tax returns.

Wth Mayer’ s assi stance, on January 4, 2000, petitioner
formed Al addin Land Trust (ALT), and petitioner transferred to

ALT nom nal ownership of three parcels of rental real estate.
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Petitioner was the sole beneficiary of ALT, and Mayer was the
trustee.

Mayer explained to petitioner the “section 861 theory” that
was the basis for Mayer’s tax avoi dance advice (nanely, that nost
i ncone derived fromsources within the United States by a
resident U S. citizen was not subject to Federal inconme taxes).!?
On the basis of the section 861 theory, Mayer advised petitioner
that petitioner was not required to report on his Federal incone
tax returns any of his inconme fromU. S. sources and that
petitioner owed no taxes for 1999.

Petitioner discussed the section 861 theory with his father,
his brother, and his supervisor, and they all advised petitioner
agai nst relying on the section 861 theory in filing his 1999
i ndi vi dual Federal inconme tax return. Petitioner did not seek
advi ce from any i ndependent accountants, attorneys, or other
prof essional s regarding the section 861 theory.

On March 7, 2001, petitioner late filed his 1999 i ndi vi dual
Federal inconme tax return, on which he reported zero incone and
zero taxes due. Attached to petitioner’s 1999 individual Federal
incone tax return was a statenment signed by petitioner stating
that he relied on the section 861 theory in the preparation of

his tax return.

! For a discussion and rejection of Mayer’'s sec. 861

theory, see Wllianms v. Conm ssioner, 114 T.C 136 (2000), and
| RS Notice 2001-40, 2001-1 C. B. 1355.
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On audit, petitioner’s 1999 individual Federal incone tax
return was referred to respondent’s Frivolous Clains Unit. On
review, respondent’s audit was expanded to include petitioner’s
2000 and 2001 Federal inconme taxes as petitioner had not yet
filed tax returns for those years. On Mayer’s advice, during
respondent’s audit petitioner ignored respondent’s requests for
financial information and docunentation relating to his 1999,
2000, and 2001 i ncone.

Unable to obtain information from petitioner, respondent
i ssued sunmonses to third parties requesting bank deposit
records, brokerage statenments, and other information relating to
petitioner’s 1999, 2000, and 2001 incone. Using deposit
information relating to petitioner’s bank accounts and sal es and
basis information relating to petitioner’s brokerage accounts,
whi ch respondent obtained fromthird parties, respondent
reconstructed petitioner’s 1999, 2000, and 2001 i ncone using the
bank deposits and cash expenditures nethods of proof.

On January 21, 2003, a neeting was held with petitioner,
petitioner’s brother, Mayer, and respondent’s audit exam ner. At
the neeting, respondent’s audit exam ner expl ained that the
section 861 theory was not valid. Respondent’s audit exam ner
gave to petitioner, to petitioner’s brother, and to Mayer copies
of IRS Notice 2001-40, 2001-1 C. B. 1355, and al so copi es of
several judicial opinions in which the courts held that the

section 861 theory constituted a frivolous tax-protester
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argunent. Respondent’s audit exam ner al so encouraged petitioner
to abandon the section 861 theory, to file a proper anended 1999
Federal inconme tax return reporting his incone and the taxes due
thereon, and to file proper 2000 and 2001 Federal incone tax
returns. At the neeting, petitioner was disruptive and
uncooperative and refused to answer the exam ner’s questions.

Shortly after the above neeting, petitioner’s brother
reviewed the IRS Notice and the judicial opinions given to him
and advised petitioner to termnate his association with Myer,
to abandon the section 861 theory, and to file proper Federal
income tax returns for 1999, 2000, and 2001.

On January 27, 2003, petitioner late filed his 2000
i ndi vi dual Federal income tax return on which he reported zero
i ncone and zero taxes due. Attached to petitioner’s 2000 tax
return was a statenent signed by petitioner stating that in
reporting no inconme he relied on the section 861 theory.

On February 8, Cctober 7, and Cctober 12, 2004,
respectively, petitioner filed with respondent anmended Feder al
i ncone tax returns for 1999 and 2000 and an ori gi nal Federal
income tax return for 2001. By this tinme respondent had summoned
third-party records, and respondent had reconstructed
petitioner’s inconme for 1999, 2000, and 2001. On these tax
returns petitioner did not use the section 861 theory, but
petitioner did not fully report incone relating to his rental

real estate and to his securities trading activities.
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I n 2004 respondent sought an injunction action agai nst Myer
for, anong other things, preparing abusive tax returns and
pronmoting shamtrusts. On March 10, 2005, the U S. District
Court for the Mddle District of Florida enjoined Mayer from
preparing frivolous tax returns and representing taxpayers before
t he Conm ssioner. Mayer discontinued representing petitioner,
but Mayer recomended that petitioner retain Joe lzen (Izen),
Mayer’s attorney. Petitioner consulted with Izen, who advi sed
petitioner not to give up on the section 861 theory and to ignore
respondent’s requests for information.

On January 10, 2006, respondent nmailed to petitioner a
notice of deficiency in which respondent determ ned that
petitioner had substantially underreported his incone and that
petitioner had deficiencies in his 1999, 2000, and 2001 Feder al
i ncome taxes of $55,695, $148,390, and $13, 832, respectively.
Respondent al so determ ned that the underpaynents were due to
petitioner’s fraud and therefore that petitioner was |iable for
the section 6663(a) 75-percent civil fraud penalty on the entire
deficiency for each year.

The schedul e bel ow refl ects the various inconme and expense
adj ust mrents whi ch respondent nmade in the notice of deficiency and

whi ch petitioner and respondent now agree to:



Agr eed Adj ustnents Total Increase
Year | ncone/ Expense Anpunt in Ps Incone
1999 Rental incone $19, 203
Q her i ncone 19, 042
Capital gain incone 40, 220
M scel | aneous expenses (19, 256) $59, 209
2000 Rental incone 12,683
Capital gain incone 128, 531
M scel | aneous expenses 35, 398 176, 612
2001 Rental incone 15, 431
Q her i ncone 36, 594
Di vi dend/ wage i ncone 2,894
M scel | aneous expenses (18, 358) 36, 561

The next schedul e below refl ects the adjustnents respondent
made to petitioner’s reported incone for 1999 and 2000 which
remain in dispute:?

| ncrease to

Year Di sput ed Adjustnents P's I ncone
1999 Distribution fromtrust $110, 000
O her i ncome 2,500
2000 Distribution fromtrust 79, 541
O her i ncome 190, 384
OPI NI ON

Under section 6663(a), where the Comm ssioner establishes
t hat an under paynment of tax, or a portion thereof, required to be
shown on a return is attributable to the taxpayer’'s fraud, the
Comm ssioner may add to the tax a penalty equal to 75 percent of

t he underpaynent. To prove a taxpayer’s fraud, respondent has

2 No incone adjustnents renmain in dispute for 2001.
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t he burden of establishing by clear and convincing evidence both
t he exi stence of an underpaynent and the taxpayer’s fraudul ent

intent. Sec. 7454(a); Rule 142(b); Korecky v. Conm ssioner, 781

F.2d 1566, 1568 (11th Cr. 1986), affg. T.C Meno. 1985-63; Parks
v. Conmm ssioner, 94 T.C. 654, 660-661 (1990).

| f respondent establishes by clear and convi nci ng evi dence
that any portion of an underpaynent is attributable to fraud, the
entire underpaynent for a year is to be treated as attributable
to fraud, except with respect to so much of the underpaynent as
results from adjustnents which the taxpayer establishes by a
preponderance of the evidence is not attributable to fraud. Sec.
6663(b). As stated, respondent contends that the 75-percent
civil fraud penalty should apply to all of the positive
adjustnents to petitioner’s incone.

Fraudulent intent is defined as “‘actual, intentional
wrongdoi ng, and the intent required is the specific purpose to

evade a tax believed to be owing.’” Estate of Tenple v.

Comm ssi oner, 67 T.C. 143, 159 (1976) (quoting Mtchell v.

Conm ssioner 118 F.2d 308, 310 (5th Cr. 1941), revg. 40 B. T. A

424 (1939)).
Whet her petitioner’s fraudulent intent has been established
is to be analyzed on the basis of all of the facts and

circunstances in evidence, Korecky v. Conmni ssioner, supra at

1568, including petitioner’s experience and educati on,
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Ni edri nghaus v. Conm ssioner, 99 T.C 202, 211 (1992),

G osshandler v. Comm ssioner, 75 T.C. 1, 19-20 (1980).

Courts have devel oped several objective “badges” of fraud,
of which three are particularly relevant in this case:
(1) Substantial understatenents of inconme; (2) failure to
mai ntain or submt adequate books and records; and (3) failure to

cooperate with tax authorities. Bradford v. Comm ssioner, 796

F.2d 303, 307-308 (9th Gir. 1986), affg. T.C. Meno. 1984-601;

G ayton v. Conm ssioner, 102 T.C 632, 647 (1994).

Petitioner now agrees that he underreported his inconme and
his tax liabilities for 1999, 2000, and 2001. Thus, to sustain
fraud in this case, we need only decide whether petitioner’s
under paynents were due to fraudul ent intent.

Petitioner clains that it was the advice and influence of
Mayer and petitioner’s inpaired nmenory and judgnent, rather than
fraudul ent intent, that caused petitioner to rely on the section
861 theory, to file zero returns for 1999 and 2000, and to
underreport his income and his tax liabilities. Petitioner also
clainms that because he did not file a zero return for 2001, he
did not fraudulently underreport his tax liability for 2001.

Wth respect to petitioner’s 1999, 2000, and 2001 i ndi vi dual
Federal inconme tax returns, the evidence establishes petitioner’s
fraudul ent intent.

Certainly petitioner’s college accident may have inpaired

his cognitive abilities and judgnment. However, after the
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accident, petitioner earned a bachelor’s degree in geology and a
master’s degree in hotel adm nistration, was a manager at hotels,
restaurants, and a shipping conpany, and conducted sophisticated
busi ness activities, such as owning and nanagi ng rental real
estate and trading securities. Petitioner has not submtted

medi cal or other docunentation show ng that during any of the
years pertinent to this case he suffered froma nedical condition
which in any substantial way affected his judgnent.

At the tinme he filed his 1999 and 2000 zero tax returns,
petitioner was aware of his obligation to report and to pay taxes
on his incone. At the January 21, 2003, neeting, respondent’s
audit exam ner informed petitioner that the section 861 theory
was frivol ous, warned petitioner of the consequences of filing
frivolous tax returns, and provided petitioner with the
opportunity to avoid those consequences by submtting to
respondent information relating to his actual inconme for 1999.
Petitioner appears to have ignored the advice of respondent, his
father, his brother (an attorney), and his supervisor, and he
also failed to seek the advice of an independent accountant,
attorney, or other professional.

On audit petitioner was uncooperative, and petitioner
i gnored respondent’s tel ephone and letter requests for records
and financial information relating to 1999, 2000, and 2001.

Further, the statenents attached to petitioner’s 1999 and

2000 zero Federal incone tax returns do not disclose wage and
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inconme information relating to petitioner’s enploynent and ot her
i nconme- producing activity for 1999 and 2000.

Al t hough petitioner in 2004 filed anended returns for 1999
and 2000 and an original return for 2001 reporting sonme of his
income in each year, petitioner did so only after respondent’s
audi t, exam nation, and repeated notices, warnings, and requests.

We conclude that petitioner’s agreed understatenents of
i ncome of $59, 209, $176,612, and $36,561 for 1999, 2000, and
2001, respectively, and the underpaynents of tax relating

thereto, are attributable to petitioner’s fraudul ent intent.

Di sput ed Adj ustnents

FI NDI NGS OF FACT

Wth regard to respondent’s positive $110, 000 adjustnent for
1999 relating to a distribution froma trust, on Decenber 16,
1999, petitioner’s nother gave hima $10,000 gift. On
Decenber 17, 1999, petitioner’s parents lent ALT $100, 000,
secured by a nortgage note dated Decenber 22, 1999. As evidence
of the $10,000 gift and the $100, 000 | oan, petitioner subnmtted a
$10, 000 cancel ed check dated Decenber 17, 1999, from his parents
to him a cancel ed $100, 000 check dated Decenber 17, 1999, from
his parents to ALT, and a nortgage note dated Decenber 22, 1999,
reflecting ALT' s $100, 000 debt obligation in favor of his

parents.



- 14 -

Wth regard to respondent’s $2,500 adjustnent for 1999
relating to other incone, in 1999 petitioner’s brother repaid to
petitioner a $2,500 | oan petitioner had nmade to his brother.

This | oan repaynent was verified by 1999 bank statenents
reflecting two check deposits totaling $2,500 from petitioner’s
br ot her .

Wth regard to the $79,541 petitioner received in 2000 from
his father’s trust, the evidence indicates that on Cctober 6,
2000, his father lent $79,541 nomnally to ALT. The | oan was
verified by a $79,541 cancel ed check dated October 6, 2000, from
petitioner’s father’s trust nomnally to ALT and a |letter dated
Novenber 8, 2000, frompetitioner’s father to petitioner
describing the loan. On Septenber 2, 2005, petitioner repaid his
father the $79, 541 | oan.

Wth regard to respondent’s $190, 384 adj ustnent for 2000
relating to other inconme, on February 29, 2000, and on October 4,
2000, petitioner’s parents lent nomnally to ALT $18, 500 and
$81, 469, respectively. These |oans were verified by an $18, 500
cancel ed check dated February 29, 2000, frompetitioner’s parents
nomnally to ALT, by bank statenments for 2000 reflecting a wre
transfer of $81,469 frompetitioner’s father nomnally to ALT,
and by the above Novenber 8, 2000, letter frompetitioner’s
father to petitioner describing the loans. It is unclear from

the record whether petitioner repaid his father the February 29,
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2000, $18,500 | oan, but on Septenber 2, 2005, petitioner repaid
his father the Cctober 4, 2000, $81, 469 | oan.

Al so, in 2000 petitioner nmade a $50, 000 deposit on the
purchase of a property owned by the real estate managenent
conpany at which he worked, and on April 28, 2000, the real
estate nmanagenent conpany returned to petitioner the $50, 000
deposit. The April 28, 2000, return of petitioner’s $50, 000
deposit was verified by a $50,000 cancel ed check dated April 28,

2000, fromthe real estate nmanagenment conpany to petitioner

OPI NI ON
Cenerally, as to the proper calculation of a taxpayer’s
i ncone, the taxpayer bears the burden of proof, and the
Comm ssioner’s determ nation of a taxpayer’s incone and tax
liabilities are entitled to a presunption of correctness. Rule

142(a); Welch v. Helvering, 290 U. S. 111, 115 (1933); Feldman v.

Comm ssi oner, 20 F.3d 1128, 1132 (11th Gr. 1994), affg. T.C
Meno. 1993-17.°3

Petitioner has net his burden of proof with regard to the
two di sputed adjustnments for 1999. W conclude that the $110, 000

and the $2,500 do not constitute inconme to petitioner, and we

3 Because we find that petitioner failed to adequately
cooperate with respondent’s reasonabl e requests for information
relating to petitioner’s incone for 1999, 2000, and 2001,
petitioner does not qualify for a shift in the burden of proof
under sec. 7491(a).



- 16 -
di sal | ow respondent’ s positive 1999 inconme adjustnents relating
t her et o.

Petitioner also has nmet his burden of proof with regard to
t he nontaxabl e nature of the $79,541 received fromhis father’s
trust and with regard to $149, 969 of the total $190, 384 ot her
incone in dispute ($18,500 and $81, 469 | oans frompetitioner’s
parents and $50, 000 deposit refund equals $149,969). W concl ude
that the $79, 541 di sputed adjustnment and $149, 969 of the other
i ncome di sputed adjustnment for 2000 do not constitute incone to
petitioner.

However, petitioner has not submtted evi dence, and
therefore has not net his burden of proof, with regard to the
remai ni ng $40, 415 of the other inconme disputed adjustnent for
2000, and we sustain a $40, 415 increase in petitioner’s other
i ncone for 2000.

As stated, because of petitioner’s failure to neet his
burden of proof under section 6663(b) as to the nonfraudul ent
nature of the adjustnments we sustain, the fraud penalty al so
attaches thereto.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




