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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GOEKE, Judge: These consolidated cases are before the Court
for determ nation of the tax consequences of the sale of a
recreational vehicle park in 2001. Respondent determ ned that

petitioners Larry D. Klaas and Lisa G Kl aas are subject to tax
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on the sale of the recreational vehicle (RV) park as M. Kl aas
was the sol e sharehol der of the passthrough entities that held
title to the property.

Respondent determ ned deficiencies in Federal incone tax and
penal ties for 2000 and 2001 agai nst petitioners Larry D. Kl aas
and Lisa G Klaas (petitioners Klaas or petitioners) and
determ ned a Federal incone tax deficiency and penalty agai nst

M. Kl aas for 2002 as foll ows:1?

Penal ti es
Year Defi ci ency Sec. 6663 Sec. 6662(a)
2000 $54, 989 --- $10, 998
2001 2,241, 548 $1, 681, 161 ---
2002 216, 933 --- 43, 387

For 2001 respondent determned in the alternative to the fraud
penalty that petitioners are liable for a section 6662(a)
accuracy-rel ated penal ty.

Respondent has conceded the deficiency and penalty agai nst
petitioners for 2000. Ms. Klaas is a party herein only because
she filed joint income tax returns wth M. Kl aas for 2001 and
2002. Respondent has not argued the fraud penalty agai nst Ms.
Klaas for 2001, and we find that respondent has conceded the

fraud penalty against Ms. Kl aas.

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code (Code), and all Rule references are to
the Tax Court Rules of Practice and Procedure. Anpbunts are
rounded to the nearest dollar.
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As a protective neasure respondent issued a notice of
deficiency to Apex Insurance Co. (Apex) for 2001 which determ ned
that Apex is subject to tax on the sale of the recreational
vehicle park in the event that we find that petitioners Kl aas are
not subject to tax on the sale of the recreational vehicle park.
For 2001 respondent determ ned agai nst Apex a Federal incone tax
deficiency of $2,720,000, a section 6651(a)(1) addition to tax of
$680, 000, a section 6651(a)(2) addition to tax to be determ ned
on the basis of the entire deficiency, and a section 6654
estimated tax penalty of $115, 749.

As a protective nmeasure respondent al so issued a notice of
deficiency to M. Klaas for 2002 in the event that we find that
he is not subject to tax on the sale of the recreational vehicle
park in 2001. For 2002 respondent determ ned on the basis of a
purported sharehol der |oan that M. Kl aas received a constructive
di vidend from Apex of $678,689. Respondent also determined a
Federal incone tax deficiency of $216,933 and a section 6662(a)
accuracy-rel ated penalty of $43,387 against M. Kl aas.

FI NDI NGS OF FACT

The stipulation of facts and the acconpanying exhibits are
incorporated by this reference. M. Kl aas resided in Wom ng at
the tinme of filing his petition. Ms. Kl aas resided in
Washington at the tinme of filing her petition. Apex is an

i nsurance conpany organi zed under the laws of Anguilla British
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West Indies, and its place of business and registered office were
in Uah at the tinme its petition was filed.

M. Klaas is engaged in the devel opnent and managenent of
recreational vehicle parks throughout the United States. M.

Kl aas has sold four RV parks for a profit after making repairs to
the properties, including the RV park at issue, the Silver Spur
RV park (Silver Spur) in Mesa, Arizona. M. Klaas continued to
own and manage ot her RV parks after selling Silver Spur. In 1999
M. Klaas owned Silver Spur through Kl aas Devel opnent, Inc.

(KDI'), an S corporation. At that time Ms. Klaas held an
interest in KDI. In md-2000 Ms. Klaas disposed of all her
shares in KDI. By the beginning of 2001, the year of the sale,
M. Klaas was KDI's sol e shareholder. Before M. Klaas becane

i nvolved in the purchase and managenent of Silver Spur, he was
engaged in diverse lines of work, including accounting for 8

mont hs foll ow ng college, inporting bicycles, selling airplanes,
running a famly farmfor 7 years, and working as a real estate
br oker.

In early 1999 M. Klaas sought tax planning and invest nent
advice from Merrill Scott Associates (MSA) regarding his
ownership of Silver Spur RV park. In an April 12, 1999, letter
to MBA, M. Klaas indicated that he anticipated refinancing

Silver Spur and reinvesting the equity into other business
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ventures.? He estimated the value of Silver Spur at $6 to $6.5
mllion. M. Kl aas specifically expressed an interest in
investing in a New Zeal and nortgage conpany. M. Kl aas
understood that real estate |oans in New Zeal and earned high
interest rates and New Zeal and i nposed a low tax rate on interest
i nconme earned by foreign investors. He stated that he wanted to
form*®“an entity sonewhere that would not have to pay US taxes”.
The letter also indicated M. Klaas’s intent to purchase real
property in the United States using the equity from Silver Spur.
In the April 12, 1999, letter M. Kl aas asked MSA for advice
concerning the creation of an offshore entity for his investnent
in the New Zeal and nortgage conpany, how to structure ownership
of future U S. real estate purchases, and how to structure
ownership of an experinental aircraft. On July 6, 1999, MSA
presented a proposal to M. Klaas for a financial master plan
that outlined the formation of nultiple foreign entities and U S
entities for tax planning purposes. M. Klaas executed an
engagenent letter with MSA in Novenber 1999. At that tine M.

Kl aas i nformed MSA that he had decided not to pursue the New

2The parties stipulated that the Apr. 12, 1999, letter
stated that M. Klaas anticipated selling Silver Spur RV park for
approximately $6 to $6.5 nmillion. However, the letter did not
say a sale was anticipated. The letter stated because of trading
restrictions, “I think I'll just keep the Mesa park, refinance it
every 5-7 years to pull out equity”. The Court may set aside a
stipulation that is clearly contrary to the facts discl osed by
the record. See Jasionowski v. Conm ssioner, 66 T.C. 312, 318
(1976).
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Zeal and nortgage conpany investnent and intended to invest all
his equity fromSilver Spur RV park in U S. real property. M.
Kl aas al so informed MSA of his plan to refinance Silver Spur RV
park and indicated that it then had a market value of $8 mllion.

I n Decenber 1999 M. Klaas refinanced Silver Spur RV park to
receive approximately $1 mllion in equity fromthe property. On
Decenber 8, 1999, KDI conveyed title to Silver Spur RV park to
Silver Spur Holdings, L.L.C, on account of a bank requirenent
for the refinancing. Silver Spur Hol di ngs was i ncorporated on
Novenber 19, 1999, and KDl was its sole shareholder. Silver Spur
Holding is a disregarded entity for Federal tax purposes. See
sec. 301.7701-3(b), Proced. & Adm n. Regs. On Decenber 30, 1999,
Silver Spur Hol dings received an offer from Cal - Am Properties,
Inc. (Cal-Am), to purchase Silver Spur RV park for $8 mllion.
At that time M. Kl aas discussed Silver Spur with MSA the
creation of another entity to act as the seller of Silver Spur RV
park al though details of the plan are not clear fromthe record.
M. Klaas al so discussed with MSA the use of a deferred annuity
to delay tax on the sale. M. Klaas expressed concerns to MSA
about his Arizona State tax liability fromthe sale of Silver
Spur RV park. Because of these concerns, M. Klaas changed his
| egal residence to the State of Washi ngton

In February 2000 M. Klaas inforned MSA that he did not want

to inplenent the financial nmaster plan as it related to the sale
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of Silver Spur RV park because of Federal and State tax concerns
that the plan did not adequately address. M. Klaas also stated
t hat he understood from his conmmuni cations with MSA that there
was “no real tax advantage fromforeign entities investing in US
real estate”. M. Klaas continued to negotiate wth Cal - Am over
the sale of Silver Spur into March 2000, but M. Kl aas ultimtely
deci ded not to sell the property. MSA has since been enjoined
fromany sales activities, and a receiver was appointed to
distribute its assets to defrauded investors.

In April 2001 M. Klaas again refinanced Silver Spur to
obtain approximately $1 million in equity fromthe property. On
July 17, 2001, Cal-Am nmade a second offer to purchase Silver Spur
fromSilver Spur Holdings for $7.75 million. M. Klaas engaged
in negotiations including the purchase price. In July 2001 M.

Kl aas made a counteroffer for $8 mllion and al so changed the
seller to include “an entity to be fornmed”. M. Klaas sought to
delay the sale for tax planning purposes. On July 19, 2001, M.
Kl aas sent an email to Cal-Amthat requested a delay in the sale
of Silver Spur for 6 nonths because of estate planning and a need
to get his “ducks in arow, which M. Klaas expl ained to nean
tinme to set up a foreign captive insurance conpany as the owner

of Silver Spur to mnimze U S. taxes on the sale.
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Before receiving this second offer fromCal-Am M. Kl aas
had sought tax planning and i nvestnent advice from Cornerstone
Strategic Advisors (Cornerstone). M. Klaas had previously
worked with the two principals of Cornerstone--Roger Fuller, a
certified public accountant, and M chael Bishop, a tax attorney,
when they worked for MSA. M. Bishop and M. Fuller left MSA in
2000 to form Cornerstone. M. Bishop and M. Fuller recomended
formng a foreign captive insurance conpany that would qualify
for tax-exenpt status under section 501(c)(15) as the owner of
Silver Spur to avoid U S. tax on a sale. Cornerstone had al so
recommended foreign captive insurance conpanies as a tax planning
device to other clients. M. Fuller and M. Bishop explained to
M. Klaas the tax advantages of the insurance conpany and the
ability to self-insure. M. Klaas was interested in self-

i nsurance for an experinental turbine engine aircraft that he was
having built. M. Klaas could not obtain insurance to pilot the
ai rpl ane because he did not have sufficient flight experience.

On Cctober 8, 2001, M. Klaas incorporated Apex under the
| aws of the Cook Islands, as a controlled foreign corporation
wi thin the neaning of section 957(a). M. Kl aas is the sole
shar ehol der of Apex. On that sane date M. Kl aas executed an
agreenent and plan of nerger on behalf of KD and Apex. Pursuant
to the plan of nerger, KDI was to nerge into Apex with Apex

surviving in a transaction intended to qualify as a
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reorgani zati on under section 368(a)(1)(A) (an “A’ reorgani zation)
and KDI woul d cease to exist. Under the plan of nerger M. Kl aas
woul d transfer all of his shares in KDl to Apex, the KDI shares
woul d be cancel ed, and M. Klaas would receive newWy issued
shares of Apex. The plan of nerger contenpl ated that the nerger
woul d occur on Cctober 15, 2001, if the parties had satisfied al
conditions to the nmerger by that date. The plan of nerger stated
that the nmerger woul d becone effective upon the filing of the
mer ger docunents. The plan of nerger permtted the parties to
termnate the agreenent at any tinme before the effective date by
nmut ual consent or by unilateral action of either party if the
merger was not consummated on or before Decenber 31, 2001. KD
and Apex filed the nerger docunents with the State of WAshi ngton
on March 1, 2002.

On Novenber 14, 2001, Silver Spur was sold for $8 mllion
with Silver Spur Holdings listed as the seller to Norton Karno
(M. Karno). Cal-Amassigned its contractual right to purchase
Silver Spur to M. Karno shortly before the sale. Cornerstone
was not involved in the negotiations for the sale of Silver Spur.
After paynment of the nortgage of approximately $5 nmillion and
closing costs, the proceeds were deposited into KDI’'s bank
account. Later that nmonth KDI wired approximately $3 million in
proceeds to Apex. The |egal docunments prepared in connection

with the sale list Silver Spur Holdings as the transferor,
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seller, grantor, or titleholder and were signed by M. Klaas as
president of KDI, Silver Spur Hol dings sole nenber. The
docunents include: A master final settlenent statenent, a
general warranty deed, a nonforeign certification, a Form 1099
certification, a bill of sale, and an owner’s affidavit and
indemmity. None of the docunents |lists Apex as a sharehol der of
KDI. M. Kl aas as president of KD executed a docunent, under
penal ties of perjury, |abeled “Non-Foreign Certification” that
states the transferor was not a foreign person, a foreign
corporation, or foreign estate as defined by the Code. The
purpose of the certification is to informthe transferee that
w thholding is not required under section 1445(a), which requires
10- percent wi thhol ding of the anpbunt realized on the sale of U S
real property by a foreign person. See sec. 1.1445-2(b)(2),
| ncone Tax Regs. The certification provided KDI's taxpayer
identification nunber as the transferor.

Apex becane |icensed as an insurance conpany on Novenber 14,
2001. Cornerstone assisted with obtaining a corporate charter
and insurance |icense for Apex. M. Kl aas has been the sole
enpl oyee of Apex since its inception. Upon receiving its
i cense, Apex engaged Sovereign |Insurance Managenent L.L.C.
(Sovereign), an entity related to Cornerstone, to provide
i nsurance nmanagenent services. On Decenber 15, 2001, Sovereign

executed three incone replacenent policies for unrel ated persons
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on Apex’'s behalf with gross annual prem uns of $350,000. On that
sane date Apex entered into a reinsurance agreenent with
Sovereign or a related entity for the three policies, thereby
reduci ng Apex’s potential liability from $925,371 to $64,853. As
a result of the reinsurance agreenent, $325,000 of the $350, 000
on account of the gross prem uns shown on Apex’s 2001 return was
ceded to the reinsurance conpany, reducing Apex’ s net prem um
i ncome to $25,000. Apex reported the ceded insurance prem uns as
an expense on its 2001 return. Apex’s general |edger for 2001
listed accounts receivabl e of $350, 000 on account of the gross
premuns fromthe three policies, recorded as “unearned policy
prem uns”.

Apex did not receive paynent for the $25,000 in net prem unms
fromthe three incone replacenent policies. Nor does the record
establish that Sovereign received paynent for any anount of the
prem uns on these policies. M. Klaas term nated Apex’s
relationship with Sovereign in 2002 because he was dissatisfied
with its managenent services. Upon term nation of Apex’s
relationship with Sovereign, Apex received a refund of its
managenment fees of $70, 000, which included a $25,000 credit for
t he uncol | ected prem uns.

Apex did not issue any insurance policies in 2002 and did
not renew the three income replacenent policies from 2001.

Apex’ s general |edger for 2002 continued to show $350,000 in



- 12 -
accounts receivable fromthe three incone replacenent policies
from2001. 1In |late Decenber 2003 Apex issued two insurance
policies each with a 1-year term An aviation liability policy
to Wnchester Managenent, Inc., wholly owed by M. Klaas, to
insure an experinental aircraft to be piloted by M. Klaas, with
an $8, 400 annual premum and a professional liability policy for
cosnetic medicine and | aser treatnment (nmed-spa policy), with a
$5, 000 annual premum issued to a day spa in California that
performed botox injections and other cosnetic applications. In
2004 Apex reissued the aviation and ned-spa policies and issued
four additional policies: Alife policy on M. Klaas with a
$5, 000 annual prem um a medical mal practice policy with a
$15, 000 annual premiumto a doctor who | ost his hospital
privileges and was unable to obtain insurance from ot her
i nsurance conpanies, a health policy to M. Klaas with a $5, 000
annual premum and a |l egal services policy to M. Klaas with a
$1, 000 annual premium |In 2005 Apex reissued five policies from
2004 (with the exception of the ned-spa policy) wth the sane
annual prem uns and issued a pollution policy with a $12, 000
premumto a conpany of which M. Klaas owed 50 percent. Apex
reinsured all of the policies issued in 2004 and 2005 to reduce

its risk under the policies.
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The annual prem uns fromthe above policies are as foll ows:

No. of Self- Prem uns
Tot al No. | nsur ance Annual From Sel f -
Year of Policies Pol i cies Prem uns | nsur ance
2001 3 0 $25, 000 - 0-
2002 0 0 - 0- - 0-
2003 2 1 13, 400 $ 8,400
2004 6 4 29, 400 14, 400
2005 6 5 36, 400 21, 400
No evidence of the receipt of the annual premuns |isted
above was presented at trial. Apex reported program service

revenue on Form 990, Return of Organi zation Exenpt From | ncone

Tax, as foll ows:

Year Revenue
2001 $350, 000
2002 8, 700
2003 25, 000
2004 26, 000
2005 92, 250
2006 97, 033

Apex did not issue any insurance policies in 2002 but
reported program service revenue. During 2005, 2006, and 2007
Apex acted as a reinsurer of policies insured by other insurance
provi ders through a pooling of insurance arrangenent and earned
revenue through this arrangenent that accounts for the revenue
reported in excess of the premuns fromthe above policies issued
by Apex. The record does not contain evidence of the policies
Apex i ndependently issued, if any, in 2006 and 2007.

Since its inception Apex has sought niche markets within the

i nsurance industry where other insurers would not provide
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coverage. However, Apex quickly abandoned these niche markets or
did not pursue them because of the costs and risks of the
policies. For exanple, in 2003 Soverei gn pursued nursing hone
i nsurance on Apex’'s behalf because few insurers woul d provide
i nsurance to nursing homes. Simlarly, M. Kl aas thought that
Apex found a profitable niche in the ned-spa business. After
Apex issued the first policy in Decenber 2003, two other spa
owners contacted Apex about insurance. M. Kl aas inquired about
obtaining an insurance license in California. However, he
deci ded to abandon ned-spa insurance after he | earned of the
expense associated with obtaining an insurance license in
California and a $250,000 [ awsuit was filed against the first
policy holder. After its decision not to pursue the ned-spa
i ndustry ni che, Apex unsuccessfully sought to partner with
anot her insurance conpany to wite nedical mal practice policies
so that Apex could avoid State insurance |icensing requirenents.
I n 2006 Apex began to pursue aviation insurance for
experinmental airplanes, like the one piloted by M. Kl aas, as a
potential niche market. Apex negotiated a joint venture with
Prime Insurance Co. (Prine) to wite these policies. M. Klaas
antici pated Apex’'s receiving a 5-percent conm ssion on any
policies issued by Prine. Prinme issued one policy for a $25, 000
premium The policy holder filed a claimw thin 3 nonths of the

policy’s issuance. Apex did not pay any portion of the claim
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because Apex never finalized its agreenent with Prine.
Thereafter, Apex’s relationship with Prinme becane contentious,
and the parties termnated the relationship.

From 2001 to 2007 Apex engaged five different insurance
managenent conpanies. M. Kl aas becane dissatisfied with the
managenent conpani es because of their inability to establish a
profitabl e i nsurance business for Apex. Three of the managenent
conpani es prepared business plans for Apex: (1) Sovereign
prepared the first plan, dated Cctober 8, 2001; (2) David Ross,
the attorney representing petitioners in this proceeding,
prepared the second plan in either 2003 or 2004; and (3) Altas
| nsurance Managenent prepared the third plan in connection with
Apex’ s nove to Anguilla in Septenber 2005.

Fromits inception, Apex’s business plan was for a
substantial portion of its business to be self-insurance. Apex’s
busi ness Spur plan dated Cctober 8, 2001, stated:

Annuity, Property & Casualty, Directors & Oficers,

Loss of Incone, Life and Business Interruption products

shall be issued to and/or for the benefit of Apex

princi pal, Lawence Klaas, his associates and outside

third parties pursuant to private (not public)

transactions. At least thirty (30% of the business
witten will occur to outside third parties.
Apex planned to rely on outside consulting firns for services,

i ncludi ng underwiting and marketing. The business plan al so

proj ected net prem uminconme for 2001 of $320,000 and for 2002 of
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$350, 000. The business plan listed paid-in capital of $100, 000
and did not |ist any capital surplus.

In a May 8, 2002, letter, M. Bishop for Sovereign expl ai ned
to M. Klaas the conditions and tax consequences of form ng and
mai nt ai ni ng an of fshore i nsurance conpany. The letter expl ained
that Apex’s investnment income is not subject to tax but that any
tax benefits are subject to M. Klaas’s intent to operate “a real
i nsurance conpany; the tax benefits are nerely incentives that
Congress has provided to form and operate bona fide insurance
conpanies.” The letter also advised Apex on the need for a
substantial part of Apex’'s premumto originate fromunrel ated
third parties.

On July 2, 2002, KDI filed a final short-year return for
2001 for the period ending October 15, 2001, on Form 1120S, U.S.
| nconme Tax Return for an S Corporation. The return indicated
that the boards of directors of Apex and KDI approved the plan of
merger on Cctober 8, 2001. The return did not report the sale of
Silver Spur. The return reported the nmerger of KDI with and into
Apex on COctober 15, 2001, and listed KD stock as the assets
transferred fromthe acquired conpany in exchange for Apex stock.
M. Klaas did not report the sale of Silver Spur on his 2001
i ndi vi dual return.

On June 17, 2002, Apex filed an election under section

953(d) to be treated as a U. S. donestic insurance conpany for the
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2001 tax year. The election listed Apex's gross underwiting

i ncome and gross investnent inconme in the respective amunts of
$350, 000 and $4, 780, 877, for the period from Cctober 7 to
Decenber 31, 2001. The election annualized gross incone for 2001
to $22,011, 462 for purposes of the U S. asset test described in
Notice 89-79, 1989-2 C. B. 392.

On August 6, 2002, Apex submtted Form 1024, Application for
Recogni ti on of Exenption Under Section 501(a), to be recognized
as a tax-exenpt entity as described in section 501(c)(15). On
Form 1024, Apex stated its intent to sell property and casualty
i nsurance. On COctober 15, 2002, Apex filed Form 990 reporting
the sale of Silver Spur and reporting total revenues of
$5, 130,877. Apex clained that the sale of Silver Spur was not
subject to tax because Apex is a tax-exenpt insurance conpany
under section 501(c)(15). In May 2003 M. Ross provided a | egal
opi nion that Apex qualified as a tax-exenpt captive insurance
conpany under section 501(c)(15).

On Cctober 25, 2005, respondent issued a final determ nation
that Apex did not qualify for tax-exenpt status under section
501(c)(15). The final determnation letter states that Apex did
not qualify as an insurance conpany for 2003 and 2004. The
heading of the letter identifies the years at issue as “2001 et
seq.” and the formrequired to be filed as Form 1120, U. S.

Cor poration Incone Tax Return, but the body of the letter does
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not indicate whether Apex qualified for tax-exenpt status for
2001 and 2002. The letter further states that Apex nust file
returns on the formand for the years |listed above. The body of
the letter does not nention Form 1120. The Internal Revenue
Service has not granted tax-exenpt status to Apex for any year at
i ssue. Petitioners concede that Apex was not an insurance
conpany for 2003 but dispute respondent’s determ nation for 2001,
2002, and 2004.

In 2002, the year following the sale of Silver Spur, Apex
lent $678,689 to M. Klaas fromthe proceeds fromthe sal e of
Silver Spur. M. Klaas used the loan in part to purchase a
personal residence. M. Klaas executed a note on the property
with a 4.5-percent interest rate and a maturity date of Decenber
31, 2004. He also executed a deed of trust to secure the note
filed with the county recorder approximately 7 nonths later. M.
Kl aas sold the residence on April 18, 2003, and repaid the |oan
as follows: $10,000 on April 18, 2003, and $551, 469. 34 on Apri
28, 2003.

OPI NI ON
The issue for decision is the tax consequences of the sale

of Silver Spur.® Respondent contends that the facts show t hat

3Respondent based the Federal inconme tax deficiency for 2001
on capital gain on the sale of Silver Spur equal to the $8
mllion realized wthout a reduction for the basis in Silver
Spur. The petition assigned error to respondent’s failure to
account for the basis of Silver Spur as reported on KDI's tax

(continued. . .)
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M. Klaas renmained KDI's sole shareholder at the tinme of the
sale, that M. Klaas did not contribute his KD stock to Apex
before the sale, and that a nerger of the two entities did not
occur before the sale. Accordingly, respondent contends that on
the facts of the transactions petitioners Klaas are subject to
tax on the sale. |In the alternative, respondent relies on
subst ance over form principles, including the shamtransaction
and the step-transaction doctrines, to argue that M. Kl aas
shoul d be taxed on the sale of Silver Spur in the event we find
that a merger or a contribution occurred before the sale.
Respondent al so presents alternative theories for taxing M.
Klaas on the gain fromthe sale of Silver Spur that are based on
section 367, relating to the denial of nonrecognition treatnent
for transfers froma donestic to a foreign corporation, and on
section 269, relating to the disallowance rules for tax-notivated
corporate transactions. |If the Court determ nes that petitioners
Kl aas are not subject to tax on the sale of Silver Spur, we nust
determ ne whet her Apex is subject to tax on the sale.

| . Omership of KD at the Tine of Sale

The first issue is which entity owned Silver Spur at the

time of the sale. Respondent argues that the nerger between KDI

3(...continued)
returns. Petitioners contend that Silver Spur had a cost basis
after depreciation of $3,226,231. The parties attached basis and
depreciation information to the stipulation of facts. Respondent
did not address this issue at trial or on brief.
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and Apex did not becone effective until the filing of the
articles of nerger with the State of Washi ngton on March 1, 2002,
over 3 nonths after the sale. Thus, respondent argues that M.
Kl aas remai ned the sol e sharehol der of KDl at the tinme of sale.
Respondent seeks to tax M. Klaas on the basis of the foll ow ng
chain of ownership: Silver Spur was sold by Silver Spur
Hol di ngs, a disregarded entity wholly owned by KDI, an S
corporation wholly owned by M. Klaas. Petitioners do not
contest the effective date of the nerger argued by respondent or
argue that the nmerger occurred before the sale. |Instead,
petitioners argue: (1) The Court should not consider
respondent’ s effective date argunent because it is a new issue
being raised for the first time on brief, and (2) M. Kl aas nade
a capital contribution of his KDI stock to Apex on COctober 8,
2001, the date Apex was incorporated. Petitioners appear to
argue that the contribution was a separate transaction fromthe
mer ger and occurred before the nerger.

A party may not raise a new issue on brief where
consideration of the issue would surprise or prejudice the

opposing party. See Snalley v. Conm ssioner, 116 T.C 450, 456

(2001); 508 dinton St. Corp. v. Conmm ssioner, 89 T.C 352, 353

n.2 (1987); Gordon v. Conmm ssioner, 85 T.C. 309, 331 n.16 (1985).

In his opening statenent, respondent contended that the sale of

Silver Spur occurred before the nerger. Respondent’s trial
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position contradicted his pretrial nmenorandum which indicated
his assent to an October 8, 2001, nerger date. Respondent’s
pretrial menorandum stated that M. Klaas transferred all his KD
shares to Apex in exchange for Apex stock on Cctober 8, 2001.
Neverthel ess, the parties did not stipulate the nerger date.
Mor eover, respondent’s position in his pretrial nmenorandumis
inconsistent wwth petitioners’ position that M. Kl aas
transferred the KD stock in a capital contribution and not in
the nmerger transaction. 1In the petition, petitioners assigned
error to respondent’s determ nation that Apex and KD entered
into a nerger transaction and alleged that M. Klaas contri buted
his KD stock to Apex in a transaction separate fromthe nerger,
relying on substance over form principles. Under petitioners’
argunment, they would have to establish whether M. Kl aas
transferred the KDI stock in a capital contribution or in the
merger transaction and when he transferred the KDl stock.
Petitioners should have known that the date of the nerger
relative to the date of the sale was at issue.

Regardl ess of which theory respondent relies on, the issue
is which entity owmed Silver Spur on the date of sale. The issue
as presented by petitioners under their contribution theory is
essentially the sane issue presented under respondent’s effective
date argunent--whether M. Klaas owned KDI at the tine of the

sale. Petitioners are not required to introduce any additional
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or different evidence as their own argunent depends on who was
the ultimte owner of Silver Spur at the time of the sale. Nor
have petitioners suggested that the record contains insufficient
facts to permt us to decide the effective date of the nmerger or
to consider respondent’s argunent. Even if respondent’s
effective date argunent is a new issue, it should not surprise or
prejudi ce petitioners.

Petitioners have not taken a position as to when the nerger
occurred. Petitioners would have difficulty arguing that the
merger occurred before the sale. Under the terns of the nmerger
pl an, KDl ceased to exist upon the nmerger, and Apex was the
surviving entity. Under Washington State | aw, when a nerger
takes effect, the target corporation nerges into the surviving
corporation and the separate existence of the target ceases, and
the title to all real estate owned by the target is vested in the
surviving corporation. Wsh. Rev. Code Ann. sec.
23B.11.060(1)(a) and (b) (West 1994). |If the nmerger had occurred
before the date of the sale, KDI would have ceased to exist, Apex
woul d have been the surviving entity, and Apex shoul d have been
listed in the sale docunents as the seller, not KDI. Al the
sal e docunments for Silver Spur show KDI as the signatory on the
sale and thus still in existence at the time of the sale. A
finding that the nerger occurred before the sale of Silver Spur

woul d be inconsistent with petitioners’ reporting of the sale
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because KDI would not have existed after the nmerger. On brief
petitioners acknow edge that the merger did not take place until
after the sale, stating: “At the tine of the sale KDI was Silver
Spur RV park’s sole nmenber.” Petitioners’ position on brief is
inconsistent wwth KDI's 2001 short-year return, which reported
that the nmerger occurred on Cctober 15, 2001.

Petitioners do not take a position as to whether the nerger
occurred before or after the sale. Instead, petitioners argue
that M. Klaas’s contribution of his KDl stock to Apex was
separate fromthe plan of nmerger. The record does not establish
that M. Klaas made a capital contribution of his KDI stock to
Apex before the sale of Silver Spur. The stipulation of facts
contains a stipulation that is contrary to petitioners’ assertion
that M. Klaas transferred his KD stock to Apex through a
capital contribution and not through the nerger transaction. The
parties stipulated that “M. Klaas transferred all of his shares
in KDI to Apex pursuant to the Plan of Merger, below \en it
i ncorporated, M. Klaas funded KDI with a capital contribution of
$4,777,399. "4

The stipul ati on does not indicate whether Apex was funded
with a contribution of KDI stock or fromthe proceeds fromthe
sale of Silver Spur by KDI. Generally, a stipulation of fact is

treated as a concl usive adm ssion by the parties and is binding

‘1t appears that the stipulation contains an error and
should refer to M. Klaas’s funding of Apex.
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on the parties. Rule 91(e); Stanps v. Conm ssioner, 87 T.C.

1451, 1455 (1986). W may nodify or set aside a stipulation that

is clearly contrary to facts in the record. Jasionowski V.

Comm ssioner, 66 T.C. 312, 318 (1976). The Court wll not all ow

a party to qualify, change, or contradict a stipulation except
where justice requires. Rule 91(e). There is no docunmentation
or fact in the record except for M. Klaas’'s self-serving
testinmony to establish a contribution of the KD stock to Apex
i ndependent fromthe nerger docunents. Petitioners are bound by
the stipulation that M. Klaas transferred his KD stock to Apex
pursuant to the plan of merger. Petitioners cannot argue that
M. Klaas contributed his KDI stock to Apex before the nerger
occurred.?®

Al t hough petitioners have not taken a position as to when
the nerger occurred, petitioners’ position relies on KD's
exi stence at the tinme of the sale. Thus, petitioners inplicitly
acknow edge that the nerger occurred after the sale; otherw se
KDI woul d have not existed at the tinme of the sale. Mreover,

Washi ngton State | aw supports respondent’s position that the

°Respondent contends that under petitioners’ contribution
argunment M. Kl aas would al so be taxable on the gain fromhis KD
stock at the tinme of the alleged contribution to a foreign
corporation under sec. 367(a), resulting in double taxation at
the corporate and sharehol der | evels. Because respondent views
Apex as a foreign corporation without a valid sec. 953(d)
el ection to be treated as a donestic corporation, respondent
argues that the nonrecognition rules of sec. 351 would not apply.
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merger occurred upon the filing of the articles of nerger on
March 1, 2002, after the sale of Silver Spur. Washington State
| aw provides that the surviving entity in a nmerger nust file
articles of nerger with the secretary of state. Wsh. Rev. Code
Ann. secs. 23B.11.090 (West Supp. 2009), 23B.11.050 (West 1994).
The plan of nmerger defined the effective tine of the nmerger as
the date of the filing of the articles of nmerger wwth the State.
Washi ngton State | aw recogni zes the parties’ right to abandon an
aut horized nerger at any tine before the filing of the articles
of merger in accordance with the procedure set forth in the plan
of nmerger. Wash. Rev. Code Ann. sec. 23B.11.030(9) (West 1994).
The plan of nmerger between Apex and KDI permtted the term nation
of the plan of nmerger under certain circunstances at any tine
before the effective tine. Thus, the nerger between Apex and KD
coul d have been abandoned after the sale of Silver Spur and was
not final at the tinme of the sale.

Finally, we note that M. Klaas chose to structure the
transacti on between KDI and the newy created Apex as a nerger
wi t hout any docunentation that he planned to nake his capital
contribution of his KDI stock to Apex independent and separate
fromthe nmerger transaction. Taxpayers are entitled to arrange
and conduct their affairs and structure their transactions to

m nimze any adverse tax inplications. Gegory v. Helvering, 293

U. S. 465, 469 (1935). Once having done so, taxpayers are
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generally bound by the formof the transaction they chose and
cannot disregard the chosen form when confronted with adverse tax

consequences. Comm ssioner v. Natl. Alfalfa Dehydrating &

MIling Co., 417 U. S. 134, 149 (1974); Legg v. Conm ssioner, 57

T.C. 164, 169 (1971), affd. per curiam496 F.2d 1179 (9th Cr
1974). There is nothing in the record except M. Klaas's self-
serving testinony to suggest that the plan of nerger did not
properly reflect the transactions between KD and Apex. The
parties structured the transaction in the formof a nerger and
executed the plan of nmerger to effect this result.

We find on the record and the stipulation of facts that M.
Klaas did not contribute the KDI stock to Apex before the sale of
Silver Spur. W find on the basis of petitioners’ contribution
argunent and the reporting of the sale docunents that petitioners
have conceded that the nmerger did not occur until after the sale
of Silver Spur. Thus, M. Klaas renmained KDI's sol e sharehol der
at the time of the sale and is subject to tax on the gain from
t he sal e.

Because petitioners Klaas are liable for tax on the gain
fromthe sale of Silver Spur, respondent concedes the adjustnments
agai nst Apex for 2001 and the adjustnents against M. Klaas for

2002.
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1. Respondent’s Alternative Arqunents

As an alternative argunent, respondent argues that M. Kl aas
shoul d be directly taxed on the gain from Silver Spur under
either the shamtransaction or the step transaction doctrine in
the event we find that a merger or contribution occurred before
the sale. Respondent further argues that M. Klaas is subject to
tax on the sale of Silver Spur under section 367 or section 269.
Since we find as a matter of fact that M. Klaas remained KDI's
sol e sharehol der at the tinme of the sale, we do not need to
deci de these issues.

[, Fraud Penalty Under Section 6663

Section 6663 inposes an addition to tax equal to 75 percent
of any underpaynent attributable to fraud. Respondent contends
that M. Klaas is liable for the section 6663 fraud penalty for
2001 on account of his failure to report the gain fromthe sale
of Silver Spur. Respondent bears the burden of proving fraud by
cl ear and convincing evidence. See sec. 7454(a); Rule 142(b);

Row ee v. Conmm ssioner, 80 T.C 1111, 1123 (1983). Fraud is an

i ntentional wongdoing with the purpose of evading taxes believed

to be owng. See Neely v. Conm ssioner, 85 T.C. 934, 947 (1985).

To establish fraud, respondent nust prove (1) an under paynent
exists, and (2) M. Klaas 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
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T.C. 654, 660-661 (1990). W have found above that M. Klaas is
taxabl e on the sale of Silver Spur as the sol e sharehol der of
KDI. He did not pay Federal incone tax on the gain fromthe
sale. Therefore, he underpaid his tax for 2001.

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

upon consideration of the entire record. D Leo v. Conm ssioner,

96 T.C. 858, 874 (1991), affd. 959 F.2d 16 (2d Cir. 1992). Since
direct evidence of fraud is rarely available, fraud nmay be proved
by circunmstantial evidence and reasonable inferences fromthe

facts. Petzoldt v. Conmm ssioner, 92 T.C 661, 699 (1989).

Courts have devel oped a nonexclusive list of factors or “badges

of fraud” that denopbnstrate fraudul ent intent. Ni edri nghaus v.

Commi ssioner, 99 T.C 202, 211 (1992). These badges of fraud

include: (1) Understatenent of incone; (2) inadequate records;
(3) failure to file tax returns; (4) inplausible or inconsistent
expl anations of behavior; (5) conceal nent of incone or assets;
(6) failure to cooperate with tax authorities; (7) filing fal se
docunents; (8) failure to nmake estimated tax paynents; (9)
dealing in cash; (10) engaging in illegal activities; and (11)
engaging in a pattern of behavior that indicates an intent to

m sl ead. Vogt v. Conm ssioner, T.C Meno. 2007-209. No single

factor is necessarily sufficient to establish fraud; however, a
conbi nati on of several of these factors may constitute persuasive

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




- 29 -

Respondent argues that M. Klaas sought advice fromtax
shel ter pronoters and considered various tax shelter products
before deciding to forma foreign insurance conpany to concea
the gain on the sale of Silver Spur. Respondent alleges that M.
Kl aas established Apex to reduce his U S. tax liability fromthe
sale of Silver Spur but still had access to the sale proceeds for
hi s personal benefit as evidence by a purported | oan in 2002.
Respondent further alleges that M. Klaas conceal ed the
transactions at issue by failing to report the gain on his
i ndi vidual return or KDI's return, even though he listed KD as
the selling entity.

Through his reliance on the stipulation of facts, respondent
m sstates the purpose of M. Klaas’s first seeking advice from
MSA. M. Klaas did not initiate a relationship with MSA for
advice on tax products to shelter the gain fromthe sale of
Silver Spur. The April 12, 1999, letter does not state that M.
Kl aas anticipated selling Silver Spur. |In fact, the letter
states the opposite, that he intended to keep the property and
pull out equity to invest in other investnent opportunities. M.
Kl aas sought MSA s advice on these ot her investnent
opportunities. M. Kl aas sought tax planning advice from MSA
regarding the sale of Silver Spur in Decenber 1999 after
receiving an unsolicited offer to purchase the property. M.

Kl aas deci ded not to pursue any of MSA s tax planning advice.
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After making that decision, M. Klaas continued to negotiate the
sale. After M. Klaas received a second unsolicited offer in
July 2001, he sought advice from M. Bishop and M. Fuller, then
princi pals of Cornerstone, who recommended a foreign insurance
conpany. M. Klaas del ayed the sale of Silver Spur so that he
woul d have tine to inplenent the tax planning strategies.
Al t hough these actions establish that M. Klaas sought to
mnimze his tax liability fromthe sale, none constitutes fraud.

Clearly, M. Kl aas was concerned about mnim zing both his
Federal and State tax liabilities fromthe sale of Silver Spur
and di scussed various ways to reduce his tax liabilities wth his
tax advisers. M. Kl aas acknow edged that one reason he forned
Apex was to minimze U S tax on the sale. Taxpayers are
generally allowed to arrange their affairs and to structure their
transactions to mnimze any adverse tax conseguences so |ong as
t he transactions have econom c effect apart fromtheir tax

benefits. See G egory v. Helvering, 293 U S. at 469; Znuda v.

Comm ssioner, 731 F.2d 1417, 1421 (9th Cr. 1984), affg. 79 T.C

714 (1982). M. Klaas failed to structure the transactions in a
manner that reflected economc reality. Although M. Kl aas’'s
dealings with MSA denonstrate that he wanted to m nim ze taxes,
they do not support a finding of fraud.

The 2002 | oan from Apex to M. Klaas is not evidence of

fraud as respondent alleges. Respondent contends that the | oan
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was part of a prearranged plan to take noney out of Apex.
Respondent has not established that the | oan was part of a
prearranged plan in which M. Klaas woul d have access to the sale
proceeds for his personal benefit. M. Kl aas credibly testified
that he decided to use Apex’'s capital to repay his nortgage
because Apex earned a low interest rate on its capital reserves.
M. Klaas signed a note with a 4.5-percent interest rate and
repaid the loan in 2003 when he sold the residence.

Respondent al so contends that M. Kl aas conceal ed the gain
by failing to report the sale on his individual return or KDI's
return. M. Klaas’s failure to report the gain fromthe sale on
his individual or KDI's return is not sufficient proof of fraud
for the Court to sustain the section 6663 fraud penalty.

Al though the failure includes an el enent of conceal nent, Apex
reported the sale on its Form990. |In addition, KD reported the
merger with Apex on its 2001 short-year return and attached the
merger docunents to the return. Apex’s continued use of Form
990, instead of Form 1120, after respondent’s determ nation that
Apex did not qualify for tax-exenpt status is not evidence of
fraud, as respondent all eges, because Apex may chal | enge that
determ nati on

Finally, respondent contends that M. Klaas nade fal se and
i nconsi stent statenments including: (1) The execution of a listed

transaction check sheet (the check sheet) dated Novenber 1, 2004,
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(2) the nonforeign status certification; and (3) Apex’'s section
953(d) election. W do not believe M. Klaas’s subm ssion of any
of these docunents constitutes fraud with an intent to conceal
i ncone. The check sheet included as prohibited transactions
“Transactions that shifted incone to related conpani es purported
to be insurance conpanies that are subject to little or no U S
federal income tax.” Although the overly broad description used
in the check sheet would arguably apply to Apex, the listed
transaction identified by respondent--producer-owned reinsurance
conpani es--does not apply to Apex. Notice 2002-70, 2002-2 C. B
765. Moreover, the Internal Revenue Service elimnated such
rei nsurance arrangenents fromthe list of listed transactions on
Sept enber 24, 2004, before M. Klaas signed the check sheet. See
Notice 2004-67, 2004-2 C.B. 600. Accordingly, we find that the
check sheet is not evidence of fraud.

In the nonforeign certification M. Kl aas clained that KD
a donestic entity, was the seller, thereby avoiding the 10-
percent w thhol di ng requirenent of section 1445(a) on the sale of
U S real property by a foreign entity. However, petitioners now
take an inconsistent position, claimng that Apex was the seller.
Wi le the position taken on the nonforeign certification is
gquestionable, it does not establish fraud.

As further evidence of fraud, respondent contends that Apex

i nproperly annualized the gain fromthe sale of Silver Spur for
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purposes of its section 953(d) election, inflating its 2001
incone to over $22 mllion to artificially enhance Apex’s
reserves and to m slead respondent into believing that Apex was
mai nt ai ni ng an i nsurance busi ness. Apex also incorrectly
calculated its annual gross underwiting inconme for 2001 by
failing to reduce its gross prem uns by $325,000 for the prem uns
it ceded for reinsuring the three incone replacenent policies.
See Notice 89-79, supra, 1989-2 C. B. at 393 (defining gross
i ncone as gross premuns witten less return prem uns and
prem uns paid for reinsurance). Although Apex may have made
m stakes on its section 953(d) election statenent, these m stakes
do not constitute fraud. The question of whether Apex overstated
its reserves does not affect the determ nation of which party was
the seller of Silver Spur. Mreover, the incorrect calcul ations
may be contrary to petitioners’ interests; for exanple, the
el ection reported annual underwiting inconme that would
di squalify Apex fromtax-exenpt status. See sec. 501(c)(15) (A
The section 953(d) election is not evidence of M. Klaas’s
fraudul ent intent to evade taxes on the sale of Silver Spur.

Respondent has not proven by clear and convi ncing evi dence
that M. Klaas’'s failure to report the sale of Silver Spur was
fraudulent with the intent to evade taxes. M. Klaas engaged in
aggressive tax planning to mnimze his taxes on the sale of

Silver Spur. However, his actions do not constitute fraud. M.
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Klaas’s |imted experience as an accountant, where he prepared
sinple individual tax returns for 8 nonths foll ow ng coll ege,
does not prove that he acted with fraudulent intent. W find
that M. Klaas is not liable for the section 6663 fraud penalty
for 2001.

| V. Neqgl i gence Penalty Under Section 6662(a)

As an alternative to the fraud penalty, respondent
determ ned that petitioners are liable for a section 6662(a)
accuracy-rel ated penalty for 2001 on account of their failure to
report the gain on the sale of Silver Spur. Section 6662(a) and
(b)(1) and (2) inposes a 20-percent penalty on an under paynent of
tax that results fromnegligence or disregard of rules and
regul ations or froma substantial understatenent of incone tax.
Negligence is defined as any failure to nake a reasonabl e attenpt
to conmply with the provisions of the Code. Sec. 1.6662-3(b)(1),
| ncome Tax Regs. An understatenent of inconme tax is substanti al
if it exceeds the greater of 10 percent of the tax required to be
shown on the return or $5,000. Sec. 6662(d)(1)(A).

The section 6662 penalty is inapplicable to the extent the
t axpayer had reasonabl e cause for the underpaynent and the
t axpayer acted in good faith. Sec. 6664(c)(1). The
determ nati on of whether the taxpayer acted with reasonabl e cause
and in good faith is nmade on a case-by-case basis, taking into

account the relevant facts and circunstances. Sec. 1.6664-



- 35 -
4(b) (1), Inconme Tax Regs. The extent of the taxpayer’s efforts
to assess the proper tax liability is generally the nost
inmportant factor. 1d. Good faith reliance on professional
advice concerning tax |laws may be a defense to negligence

penalties. United States v. Boyle, 469 U S. 241, 250-251 (1985);

see al so sec. 1.6664-4(b)(1), Inconme Tax Regs. Reliance on
pr of essi onal advice is not an absol ute defense to negligence, but

a factor to be consi dered. Freytag v. Conmi ssioner, 89 T.C. 849,

888 (1987), affd. 904 F.2d 1011 (5th G r. 1990), affd. 501 U S.
868 (1991).

Petitioners contend that they are not liable for the section
6662(a) penalty because M. Klaas reasonably and in good faith
relied on the advice of tax professionals in form ng Apex.
Despite the advice received fromtax professionals, petitioners
have not denonstrated that they acted with due care in reporting
the sale of Silver Spur. M. Klaas engaged in aggressive tax
planning to mnimze his taxes on the sale of Silver Spur. M.
Kl aas was aware of the potential risks associated with an
of fshore i nsurance conpany and neverthel ess chose to structure
the transactions in this matter. M. Kl aas maintains that he
intended to operate Apex as a profitable insurance business.
However, he made no serious effort to achieve that result in the
years follow ng Apex’s inception. M. Klaas clainmd that he

pursued niche markets within the insurance industry. However,
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his actions show that he was not willing to accept the risks
associated wth the insurance business as he abandoned the market
once an insurance claimwas fil ed.

Furthernore, M. Kl aas negotiated the sale of Silver Spur
and executed the sales docunents which listed KDl as the selling
entity. As an experienced and successful businessman, M. Kl aas
shoul d have been aware that the sale docunents did not conport
with the plan of nerger because KD woul d cease to exi st when the
merger occurred. M. Klaas should have al so known that the
articles of nmerger were not filed until after the sale. M.
Klaas did not rely on professionals to negotiate the sale of
Silver Spur or prepare the sale docunents. W find that the
under paynent is attributable to negligence. Accordingly,
petitioners are liable for the section 6662(a) and (b) (1)
accuracy-rel ated penalty for 2001.

To reflect the foregoing,

Deci sion will be entered for

petitioner in docket No. 16774-06.

Deci sion will be entered under

Rul e 155 in docket No. 19803-06.




