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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

FOLEY, Judge: The issues for decision are whether
petitioner is liable for deficiencies and fraud penalties

relating to 1991, 1992, and 1993.
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FI NDI NGS OF FACT

In 1968, petitioner began operating McGowan Construction
Conpany, Inc. (the Conmpany), an S corporation. Petitioner is the
presi dent and sol e sharehol der of the Conpany.

In 1987, petitioner married Bonnie Cason, owner and operator
of Bonnie’s Sportswear, a whol esal e garnent nmanufacturing
busi ness. Soon after they were married, petitioner hired Leonard
Ki sal us, Ms. Cason’s accountant, to set up the Conpany’s
accounting and payroll records and prepare tax returns. M.

Ki sal us prepared the Conpany’s 1987 through 1993 returns and
petitioner’s 1985 through 1993 returns.

In 1990, petitioner purchased a conputer for the Conpany,
and M. Kisalus installed, on the conputer, an accounting
software programto record general |edger, payroll, invoice, and
accounts receivable information. Petitioner’s secretaries did
not have any previ ous bookkeepi ng experience, but M. Kisalus
trained themto nmanage the Conpany’s bookkeepi ng
responsibilities.

Each year petitioner and his secretaries nmaintained a
handwitten | edger to record all work perforned, invoices
prepared, and custonmer checks received. The secretaries opened
the Conpany’s nmail and coll ected custoner checks. They woul d

mat ch each check with its corresponding invoice and record, in
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the handwitten | edger, that the invoice had been paid. In
addition, the secretaries recorded, in the general |edger, the
custoner checks they deposited in the Conpany’ s account and used
this information to prepare nonthly financial statenents.

From 1990 t hrough 1993, petitioner and his secretaries
recorded the receipt of all of the custoner checks in
petitioner’s handwitten |ledger. During this period, petitioner
cashed, or deposited into his personal bank account, custoner
checks and used the proceeds for his personal benefit. The
Conpany’ s bal ance sheets for each year in issue reflected
significant balances in the sharehol der equity accounts
(sharehol der accounts), which included sharehol der | oan, capital
stock, retained earnings, and current earnings.

Begi nning in 1990, Ms. Cason becane concerned because sone
of the custoner checks were not being deposited into the
Conpany’s account. M. Cason informed M. Kisalus that she did
not want to file a 1990 joint return. M. Kisalus asked
petitioner whether all custonmer checks were being accounted for,
and petitioner told M. Kisalus that all of the inconme was being
recorded in the Conpany’ s books. Based upon petitioner’s
assurance, and M. Kisalus's belief that Ms. Cason would qualify

as an innocent spouse even if petitioner were underreporting his
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i nconme, M. Kisalus convinced Ms. Cason to sign a 1990 j oi nt
return.

Prior to signing a 1991 return, Ms. Cason sought | egal
advice to determ ne whet her she would qualify as an innocent
spouse if petitioner failed to report all of his incone on their
joint return. M. Cason subsequently refused to sign a 1991
joint return with petitioner. Her failure to do so precipitated
petitioner and Ms. Cason’s 1992 separation and 1994 divorce. M.
Cason subsequently contacted the Internal Revenue Service and
al l eged that petitioner had taken funds fromthe Conpany and not
reported those funds on his returns.

M. Kisalus had access to, but did not review, the
handwitten | edger, accounts receivable, and invoices. He relied
exclusively on the bank records and financial statenents (i.e.,
prepared fromthe information in the general |edger) to prepare
the Conpany’s 1991, 1992, and 1993 returns.

By notice of deficiency dated Septenber 6, 2001, respondent
determ ned deficiencies of $103,299, $36,968, and $67, 180 and
fraud penalties, pursuant to section 6663, of $77,474, $27,726,

and $50, 385 relating to 1991, 1992, and 1993, respectively.

1 Unless otherwi 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 ocedure.
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In 1998, petitioner was convicted, pursuant to section
7206(1), of filing false tax returns and, pursuant to section
7206(2), of aiding or assisting the filing of false tax returns
relating to 1991, 1992, and 1993. The convictions were
subsequently affirnmed on appeal and becane final.
On Decenber 4, 2001, petitioner, while residing in Townsend,
CGeorgia, filed his petition with this Court.
OPI NI ON
Petitioner concedes that he underreported his 1991 through
1993 taxes, but contends that the liabilities were determ ned
after the 3-year and 6-year periods of limtations set forth in
section 6501(a) and (e), respectively. Respondent contends that
the determ nations are tinely because petitioner’s underpaynents
are due to fraud and thus are not subject to either the 3-year or
6-year limtations period. Sec. 6501(c)(1).
Petitioner’s conviction, pursuant to section 7206(1), is a
badge of fraud and estops himfromcontesting that he filed fal se
1991, 1992, and 1993 returns and that an underpaynent exists for

t hese years. Bradford v. Conm ssioner, 796 F.2d 303, 307-308

(9th Cr. 1986), affg. T.C Meno. 1984-601; Considine v. United

States, 683 F.2d 1285, 1287 (9th Gr. 1982): Wight v.

Comm ssioner, 84 T.C. 636, 643-644 (1985). Respondent cannot

rely on petitioner’s conviction to sustain his burden of
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establishing fraud but nust clearly and convincingly prove that
petitioner intended to evade tax. Sec. 7454(a); Rule 142(b);

Parks v. Conm ssioner, 94 T.C. 654, 660-661 (1990); Wight v.

Conmi ssi oner, supra at 643-644. This burden is nmet where

respondent proves conduct intended to conceal, mslead, or

ot herwi se prevent the collection of tax. Parks v. Conm ssioner,

supra at 661. Fraud is not to be inputed or presuned but rather
must be established by sone i ndependent evidence. Beaver v.

Comm ssioner, 55 T.C. 85, 92 (1970).

Respondent has failed to neet his burden. Respondent’s
W tnesses either supported petitioner’s contentions or presented
contradictory and unconvincing testinony. In addition, the
typical indicia of an intent to evade tax are not present.
Petitioner maintained adequate records, made all pertinent
information available to his secretaries (i.e., who prepared
records for M. Kisalus to use in preparing petitioner’s returns)
and subsequently to the Internal Revenue Service, cooperated with
the Internal Revenue Service’s investigation, and did not enpl oy
any schene to conceal inconme. Petitioner and his secretaries
recorded, in the handwitten | edger, the receipt of all custoner
checks (i.e., those cashed or deposited in his personal account).
M. Kisalus, on whompetitioner relied, did not, however, use

this | edger to prepare the Conpany’s returns.
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Petitioner questioned M. Kisalus about the sharehol der
accounts and believed that the checks he converted to personal
use were included in these accounts. Wile he know ngly
underreported his incone during the years in issue, petitioner,
who had an ei ghth grade education, believed that any disparity
between his reported incone and the anounts reflected in the
shar ehol der accounts would ultinmately be reconciled and that, at
sone point, he would pay the appropriate anmount of tax relating
to all of his income. |Inexplicably, respondent failed to address
petitioner’s apparent confusion relating to these sharehol der
accounts (i.e., respondent did not question any w tnesses about
this issue or address it on brief). In essence, respondent
rested on petitioner’s conviction and ignored this critical issue
relating to petitioner’s intent to evade tax.

Accordi ngly, respondent’s determ nations relating to 1991,
1992, and 1993 are barred.

Contenti ons we have not addressed are irrelevant, noot, or
meritless.

To reflect the foregoing,

Deci sion will be entered

for petitioner.

[REPORTER’S NOTE: This opinion was amended by Order dated Sept. 14, 2004.]



