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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HAI NES, Judge: Respondent determ ned deficiencies in

petitioners’ Federal incone tax and penalties as foll ows:

Penal ti es
Year Defi ci ency Sec. 6663(a)
1996 $83, 907 $62, 930

1998 29, 569 22,145
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On March 16, 2010, the Court granted respondent’s notion for
partial summary judgnment, thereby ruling that petitioner WIIliam
Norris (M. Norris) is collaterally estopped fromchall enging the
deficiency and fraud penalty for 1998 because of his crimnal
conviction for tax evasion pursuant to section 7201.! As a
result, the Court further held that the limtations period for
M. Norris for 1998 remai ned open at the tinme the notice of
deficiency was issued. On March 31, 2011, the Court granted
respondent’s notion for leave to file an anmendnent to answer out
of time to correct an error in respondent’s cal culation of the
deficiency and penalties.?

The remai ning issues for decision are:

(1) \Wether petitioners are subject to the section 6663
civil fraud penalty for 1996 and whet her petitioner Sharon Norris
(Ms. Norris) is subject to the section 6663 civil fraud penalty
for 1998;

(2) whether the period of limtations for assessing taxes

and penal ties against petitioners expired for 1996 and whet her

1Unl ess otherw se indicated, all section references are to
the I nternal Revenue Code of 1986, as anended, and all Rule
references are to the Tax Court Rules of Practice and Procedure.
Ampbunts are rounded to the nearest doll ar.

2The original notice of deficiency included deficiency and
sec. 6663(a) penalty cal culations of $71,699 and $53, 774 for
1996, respectively, and $39, 641 and $29, 699 for 1998,
respectively.
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the period of limtations for assessing taxes and penalties
against Ms. Norris expired for 1998; and

(3) if the Court determnes that the periods of |imtations
for assessing taxes and penalties were open for 1996 and 1998 at
the tinme of assessnent, whether respondent’s deficiency
determ nations and related fraud penalties are correct.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts, together with the attached exhibits, is
i ncorporated herein by this reference. At the tine petitioners
filed their petition, they lived in Tennessee.

| . Backgr ound

M. Norris was born in Nashville, Tennessee. He conpleted a
10t h grade education and began working in the specialty wel ding
business in the late 1970s. Ms. Norris conpl eted sone coll ege
courses at Macon College in Georgia. Wile living in Georgia,
she worked as a purchasing agent for the City of Macon Water
Departnent. Petitioners were married on Decenber 28, 1990. 1In
1996 petitioners bought land in Joelton, Tennessee, and began
construction on a new hone. Petitioners’ honme was conpleted in
1998. M. Norris acted as the general contractor during the
construction of petitioners’ home and performed nuch of the work

hinself to reduce costs.
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M. Norris owned and operated a specialty wel ding busi ness
until early 1996. As his business grew, he was required to
travel frequently to jobsites throughout the United States. He
enpl oyed new workers at the different jobsites. M. Norris
testified that one of the challenges of traveling fromtown to
town was that it was sonetinmes difficult to cash checks to pay
his workers. As a result, he devel oped the habit of going to the
bank before traveling to a jobsite to get the cash he felt was
necessary for each job. |[If he did not spend all the cash he had
on a jobsite, he put it in a safe in his hone. M. Norris
accunmul ated cash this way over a 6- to 7-year period. |In 1996 he
had approxi mately $100, 000 in cash in his hone.

I1. The Little Barn Market

A. Recor dkeepi ng and Reporting

In 1994 M. Norris purchased a conveni ence store and gas
station in Nashville, Tennessee, called the Little Barn Market
(the market). M. and Ms. Norris both worked at the market in
1996 and 1998. Ms. Norris wote and signed checks to pay
vendors, prepared nonthly sales summaries, and prepared and fil ed
sal es and enpl oynent tax returns. On their 1996 and 1998 Feder al
incone tax returns, petitioners reported gross receipts fromthe
mar ket of $717,550 and $840, 672, respectively. The gross

recei pts reported on petitioners’ 1996 Federal inconme tax return
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omtted at | east $200,000 in sales fromthe market because of a
m stake in Ms. Norris’ cal cul ations.

Petitioners hired Evan Rogers (M. Rogers) to represent them
in a sales tax dispute with the State of Tennessee. M. Rogers,
who was not involved in the preparation of petitioners’ 1996
Federal inconme tax return, reviewed the market’s records for 1996
and uncovered Ms. Norris’ m stake.

The market’s cash register printed daily sales records on
what petitioners referred to as the “Z-tapes”. Ms. Norris
totaled the daily Z-tapes and created nonthly sales records (the
Z-out reports). The Z-out reports have five col ums of
calculations. The first colum is for total taxable sales. The
next four colums list the sales figures for newspapers,
kerosene, gasoline, and food stanps, itens with separate Z-out
functions on the narket’s cash regi ster because they were not
subject to sales tax. M. Rogers’ analysis revealed that Ms.
Norris had subtracted the totals fromthese four colums from
total taxable sales under the m staken belief that the Z-out
reports for total taxable sales included those anounts. As a
result, because Ms. Norris believed that the totals for
newspapers, kerosene, gasoline, and food stanps were already
included in total taxable sales for Federal tax purposes on the

Z-out reports, she failed to add those itens to total taxable
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sales for Federal tax reporting purposes. Ms. Norris did not
understand the m stake until preparation for this trial.

B. |11 eqgal Poker WMachi nes

M. Norris owned and operated illegal poker machines in the
back room of the market in 1996 and 1998. On August 8, 1996, the
Metropolitan Police Departnent of Nashville-Davidson (the nmetro
police) seized eight illegal poker machines fromthe market. M.
Norris was arrested and charged and pleaded guilty to a
m sdenmeanor ganbling offense. After the 1996 seizure M. Norris
purchased new il | egal poker machines and again operated themin
t he back room of the market. The netro police seized the
replacenent illegal poker machines in January 1997. M. Norris
was arrested and charged and pl eaded guilty to a m sdeneanor
ganbling offense with respect to the 1997 seizure. After the
1997 seizure M. Norris once again replaced the illegal poker
machi nes. The nmetro police seized these illegal poker machi nes
in 1998. M. Norris was once again arrested and charged and
pl eaded guilty to a m sdeneanor ganbling offense.

The illegal poker machi nes generated illegal ganbling
incone. M. Norris failed to keep sufficient records of his
illegal ganbling incone, but he earned at |east $22,380 fromhis
illegal poker machine business in 1996. Petitioners’ Federal
incone tax returns for 1996 and 1998 were prepared by John Gaddy

(M. Gaddy), a former revenue agent with the Internal Revenue
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Service (IRS). M. Gaddy had operated a tax preparation business
since 1974, and he first worked with M. Norris to help prepare
tax returns for M. Norris’ specialty welding business |ong
bef ore 1996.

M. Gaddy knew that M. Norris operated an illegal poker
machi ne business in the back roomof the market in 1996. 1In
fact, he wote “poker machine income” in reference to M. Norris’
$22,380 estimate of income fromthe illegal poker machines in
1996 that was witten in M. Norris’ notes. M. (Gaddy testified
that M. Norris’ income fromthe illegal poker nachi nes was
reported on petitioners’ tax returns. On cross-exan nation,
however, M. Gaddy testified that he was not aware of
petitioners’ illegal ganbling inconme in 1996. He |ater expl ai ned
this conflicting testinony by stating that he did not have his
wor kpapers in front of himand could not remenber exactly what
had happened.

[11. Legal Ganbling

During 1996 and 1998 petitioners ganbled frequently in Las
Vegas, Nevada. Petitioners reported |egal ganbling inconme of
$96, 210 in 1996. A portion of this amobunt was documented using
Formse W2G Certain Ganbling Wnnings, given to petitioners by
the casi nos where they had ganbled. Petitioners orally informned
M. Gaddy of their winnings in excess of those docunented by

Forms W2G  \Were petitioners’ oral accounts of their w nnings
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exceeded their docunentation, M. Gaddy reported the higher of
the two nunbers.

Petitioners did not report an additional $43,120 of | egal
ganbling incone on their 1996 Federal inconme tax return. O this
amount, $35,800 is attributable to a 1957 Corvette that M.
Norris won at the Mrage Casino in a slot nmachine tournanent.

The M rage Casino issued petitioners a Form 1099-M SC,
M scel | aneous | nconme, for $35,800 but mailed it to the wong
addr ess.

| V. M. Norris’ Crimnal Case

In March 2005 M. Norris was indicted on two counts of
crimnal tax evasion under section 7201, one count for 1996
(count 1) and one count for 1998 (count 2). On January 13, 2006,
he pleaded guilty to count 2 in the U S. District Court for the
M ddle District of Tennessee. |In the plea hearing of the
crimnal case he admtted to taking “affirmative acts in 1998 to
evade tax by conducting his affairs in cash, destroying records,
and by concealing petitioners’ true and correct incone.” M.
Norris further admtted a total tax deficiency for 1996 and 1998
of approximately $111,298 but did not admt to taking any
affirmative acts in 1996 to evade tax. As part of M. Norris’
pl ea agreenent, the Departnment of Justice dism ssed count 1. On
April 15, 2006, M. Norris was sentenced to 15 nonths in prison

and ordered to pay restitution of $111,298 to the IRS.



V. Defici ency Determ nati on

On Cctober 22, 2008, respondent issued a notice of
deficiency to petitioners for 1996 and 1998. As part of the
crimnal investigation of M. Norris, David Martin (M. Martin)
of the IRS Crimnal Investigation Division used the indirect net
worth nethod to reconstruct petitioners’ income. According to
M. Martin's reconstruction, after allowabl e deductions and
exenptions of $104,862 petitioners’ underreported taxable incone
for 1996 was $226,628. For 1998 M. Martin’s reconstruction
determ ned petitioners’ underreported taxable inconme to be
$84, 002 after all owabl e deductions and exenptions of $59, 361.

M. Martin's analysis attributes incone to petitioners for
expenses relating to the construction of their hone. However,
hi s anal ysis confused bids with amounts actually paid. For
exanple, M. Mrtin used a bid from Cakl ey Lunmber of $41, 000 (the
Cakl ey Lunber bid) as the anmount petitioners paid for |unber but
proved only $13,000 was paid. Further, the Gakley Lunber bid
i ncluded nails and bolts, which were eventually purchased
separately. M. Mrtin also failed to properly account for
petitioners’ accumul ation of cash and its use to pay certain
construction workers, to nmake M. Norris’ spousal support
paynents to his ex-wife, and to pay certain market vendors.

Petitioners used an unusual systemto make record of paynent.
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They would wite a check to the payee and i medi ately cash the
check for the payee. The check served as a record of paynent.
OPI NI ON

Odinarily, the limtations period for assessnent is 3 years
fromthe later of the filing date or the due date of the return
Sec. 6501(a). The parties do not dispute that the notice of
deficiency, even with agreed-upon extensions, was not issued
within the statutory deadlines set forth in section 6501(a).
Respondent issued the notice of deficiency on Cctober 22, 2008,
and relied on section 6501(c)(1), which states that “in the case
of false or fraudulent return with the intent to evade tax, the
tax may be assessed, or a proceeding in court for collection of
such tax may be begun w thout assessnent, at any tine.”
Accordingly, our determ nation of whether the period of
limtations was open on COctober 22, 2008, depends on proof of
f raud.

| . Burden of Proof

The Comm ssioner’s determnations in a notice of deficiency
are generally presuned correct, and the taxpayer bears the burden
of proving that those determ nations are incorrect. Rule
142(a)(1). The Conmm ssioner has the burden of proof by clear and
convi ncing evidence with respect to a determ nation of fraud.

Rul e 142(b). If fraud is proven, the Comm ssioner
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wi |l also have the burden of proof with respect to an increased
deficiency. Rule 142(a)(1).

1. Fraud Generally

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

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

T.C. 79, 85 (2001); Rhone-Poulenc Surfactants & Specialties, L.P

v. Comm ssioner, 114 T.C. 533, 548 (2000). For Federal tax

pur poses, fraud entails intentional wongdoing with the purpose
of evading a tax believed to be owwing. See Neely v.

Conmm ssi oner, supra at 86. In order to show fraud, respondent

must prove: (1) An underpaynent exists; and (2) petitioners
i ntended 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. Conmm ssioner, 94 T.C 654, 660-661 (1990).

A. Under paynent of Tax

Respondent nust first show by clear and convincing evi dence
t hat an under paynment of tax exists for 1996 and for 1998. The
parties have stipulated that: (1) G oss receipts reported from
the market for 1996 omitted $200,000; and (2) petitioners did not
report $43,120 of ganbling income for 1996. M. Norris is

collaterally estopped from denying the 1998 defi ci ency.
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Accordi ngly, respondent has proven that an underpaynent of tax
exists for 1996 and for 1998.°3

B. Fr audul ent | nt ent

Because direct evidence of fraud is rarely available, fraud
may be proved by circunstantial evidence and reasonabl e

i nfferences fromthe facts. Pet zol dt v. Conmm ssioner, 92 T.C

661, 699 (1989). Courts have devel oped a nonexclusive |ist of

factors, or “badges of fraud”, that denonstrate fraudul ent

3Respondent determ ned petitioners’ underpaynents through
M. Martin' s reconstruction of petitioners’ inconme using the net
worth nmethod. The net worth nmethod conputes inconme by
determ ning a taxpayer’s net worth at the beginning and end of a
period. The difference between the amobunts is the increase in
net worth. An increase in a taxpayer’s net worth, plus his
nondeducti bl e expenditures, |ess nontaxable receipts, may be
considered taxable incone. Holland v. United States, 348 U. S
121, 125 (1954). \Wiile the net worth nethod is an acceptable
met hod of reconstructing petitioners’ incone, its use requires
the exercise of “great care and restraint” to prevent petitioners
frombeing “ensnared in a system which, though difficult for the
prosecution to utilize, is equally hard for the defendant to
refute.” 1d. at 129.

For 1996 respondent determ ned petitioners’ underpaynent to
be greater than the underpaynent attributable to petitioners’
stipul ated om ssions. Respondent spent considerable tine
attributing additional inconme to petitioners from expenses
relating to the construction of their hone. Petitioners
identified numerous errors in this analysis, including
respondent’s m staking of bids for anmpbunts paid and failing to
properly account for petitioners’ use and accunul ati on of cash.
Respondent’s failure to prove the accuracy of his net worth
conput ati ons renders the conputations incapable of sustaining the
deficiencies circunstantially derived therefrom 1d. Thus, we
l[imt petitioners’ underreported gross inconme and rel ated
deficiency for 1996 to amounts resulting fromthe $200, 000 of
omtted gross receipts fromthe market and $43, 120 of omtted
ganbling i ncone, as stipul at ed.
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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
the 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); Morse v.

Comm ssi oner, 419 F. 3d 829, 832 (8th GCr. 2005), affg. T.C. Meno.

2003-332; Recklitis v. Conm ssioner, 91 T.C. 874, 910 (1988).

Al t hough no single factor is necessarily sufficient to establish
fraud, the conbination of a nunber of factors constitutes

persuasi ve evidence. Ni edringhaus v. Conm 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.

[1l1. Fraud Penalties--M. Norris

As di scussed above, M. Norris is collaterally estopped from
denyi ng the deficiency and fraud penalties for 1998.4 Respondent
argues that M. Norris is also subject to the fraud penalty for

1996. We disagree. No single factor or conbination of factors

“The parties agree that anmpbunts M. Norris pays as
restitution in his crimnal case should be credited agai nst any
civil deficiency judgnent.
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adverse to petitioner is sufficient in this case to establish
fraud for 1996. Therefore we will undertake to weigh the factors
equal ly, and on that basis we find respondent has failed to

provi de clear and convincing evidence of fraud. M. Norris’
behavior with respect to petitioners’ incone shows four of the
above-listed factors in support of a finding of fraud, five
factors against, and two factors neutral, as foll ows.

A. Understating | ncone

As stated above, petitioners understated their incone in
1996 by $200,000 with respect to sales fromthe narket and by
$43, 120 of ganbling incone. Accordingly, this factor favors a
finding of fraud.

B. Mai nt ai ni ng | nadequat e Records

M. Norris failed to naintain adequate records of incone
fromhis illegal poker machine business. Further, petitioners
did not report as incone the value of the 1957 Corvette as
reported by the Mrage Casino on Form 1099-M SC. Petitioners
argue, however, that the Mrage Casino sent the Form 1099-M SC
for the 1957 Corvette to the wong address. Petitioners further
argue that they produced appropriate records for all other
ganbling winnings in 1996 and their failure to produce the Form
1099-M SC for the 1957 Corvette was an honest m stake caused by

the mailing error.
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Wth respect to the market, petitioners produced records of
the market’ s sal es and expenses, inventory, and tax records.
Taxpayers are required to maintain records sufficient to
establish the amounts of all owabl e deductions and to enable the
Commi ssioner to determne the correct tax liability. Sec. 6001;

Shea v. Comm ssioner, 112 T.C. 183, 186 (1999). Respondent

conceded that petitioners are entitled to $104, 862 of item zed
deductions for 1996. Petitioners kept adequate records with
respect to the market but failed to maintain adequate records
with respect to their ganbling wi nnings. Accordingly, this
factor is neutral.

C. | npl ausi bl e or I nconsistent Expl anati ons of Behavi or

Respondent argues that it is inplausible that petitioners
built their hone with approximately $13, 000 of | unber when the
Cakl ey lunmber bid estimated a need for approximtely $41, 000 of
| umber. Respondent fails, however, to provide a factual basis
for this assertion with evidence pertinent to the construction
and design of petitioners’ home. M. Norris perforned a
significant anount of the work on petitioners’ hone on his own
and was thus able to keep costs low. Additionally, M. Norris
purchased the |lunber apart fromthe nails and bolts, which were
included in the QGakley |unber bid. Accordingly, respondent has

not denonstrated inplausible or inconsistent explanations of
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behavior, and this factor goes against a finding of fraudul ent
i ntent.

D. Conceal nent of | ncone or Assets

It is unclear whether petitioners reported income from M.
Norris’ illegal poker machine business on their 1996 Feder al
incone tax return. M. Norris’ notes with respect to incone and
expense itens of the market include a notation for incone from
the illegal poker machi nes of $22,380. Petitioners’ accountant,
M. Gaddy, wote the term “poker nmachine i ncone” above M.

Norris’ notation of $22,380. M. (Gaddy testified that he was
aware that M. Harris was operating the illegal poker machines in
1996 and that any income fromthe illegal poker nachi nes was
reported. During respondent’s cross-exam nation, M. Gaddy
testified that the $22,380 was not reported on petitioners’
Schedule C, Profit or Loss From Busi ness, and he did not recal
whether it was reported in petitioners’ gross receipts. M.
Gaddy explained this conflicting testinony by saying that he did
not have his workpapers avail able and was not sure.

M. Norris’ notes were provided to M. Gaddy, who inserted
the term “poker machi ne inconme”. Respondent has not provided any
evi dence that petitioners attenpted to conceal this incone, but
respondent argued that it was petitioners’ responsibility to
review their tax return to verify its accuracy. Accordingly,

although it is unclear whether M. Gaddy included the $22,380 as
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part of petitioners’ gross receipts, this factor goes against a
finding of fraudulent intent.

E. Failing To Cooperate Wth Tax Authorities

Respondent has not presented any evidence that petitioners
failed to cooperate wwth tax authorities. Accordingly, this
factor goes against a finding of fraudulent intent.

F. Engaging in Illegal Activities

Petitioners concede that M. Norris kept illegal poker
machi nes at the market in 1996. Accordingly, this factor favors
a finding of fraud.

G An Intent To M slead Wiich May Be Inferred From a
Pattern of Conduct

The nmetro police seized illegal poker nmachines fromthe
market in 1996. M. Norris replaced the seized poker machines in
1997. After the metro police seized the replacenent ill egal
poker machines in 1997, M. Norris again replaced themin 1998.
In the plea hearing of M. Norris’ crimnal case he admtted to
taking affirmative acts in 1998 to evade tax by conducting his
affairs in cash, destroying records, and concealing petitioners’
true and correct incone. Accordingly, this factor favors a
finding of fraud.

H. Lack of Credibility of the Taxpayer's Testi nony

Respondent argues that M. Norris’ testinmony was not
credi bl e because he downpl ayed the profitability of the illegal

poker machines. This argunent is based on M. Norris’ testinony
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that the machi nes generated “sone incone”, rather than “a | ot of
income”. \Whether $22,380 is “sone income” or “a |lot of incone”
is a subjective question to which there is no right or wong
answer .

Throughout his testinony the Court found M. Norris to be
credible. Wile sone of his business practices were unusual,
particularly his use of cash, he provided | ogical explanations
for his behavior that respondent was unable to refute.
Accordingly, this factor goes against a finding of fraudul ent
i ntent.

| . Filing Fal se Docunents

Petitioners concede that they understated their inconme on
their 1996 Federal incone tax return. Respondent has not
presented any evidence that petitioners filed any other fal se
docunents. Accordingly, this factor is neutral.

J. Failing To File Tax Returns

On Novenber 1, 1998, petitioners filed their 1996 incone tax
return. M. Norris’ plea agreenent in his crimnal case required
himto file anmended returns for 1996 and 1998. M. Norris did
not file anended returns as required. Accordingly, this factor
favors a finding of fraud.

K. Dealing in Cash

Petitioners sonetines used cash to pay M. Norris’ ex-w fe,
wor kers on the construction of petitioners’ hone, and certain of

the market’s vendors. M. Norris explained that he began using
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cash in his welding business in the |ate 1970s. He expl ai ned
that he traveled as part of the wel ding business and because it
was difficult to cash checks, he devel oped the habit of taking
| arge sunms of cash with himto a jobsite to pay the workers.
Oten, after a job had been conpleted and he had paid the
wor kers, he had cash left over. As a result, M. Norris
accunmul ated a cash hoard. The Court recognizes that M. Norris’
propensity to accunmul ate cash nmay be consi dered unusual in
today’ s busi ness environnment. Nonethel ess, because M. Norris
used cash regularly throughout his career, the Court does not
find his nmere continued use of cash to be evidence of an intent
to evade tax.

Respondent has not provided evidence that petitioners tried
to hide or conceal cash transactions in 1996. Petitioners
oftenti mes paid workers on the construction of their honme in cash
by providing themw th a check and i mmedi ately cashi ng the check.
The check woul d then becone petitioners’ record of paynent. This
process was al so used for spousal support paynents nade to M.
Norris’ ex-wife. Ms. Norris explained that cash paynents nade
to the market’s vendors were based on receipts that were used to
determ ne vendor totals. Petitioners kept a record of al
vendors paid in cash. Accordingly, there is no evidence that
petitioners used cash to avoid reporting requirenents, and this

factor favors against a finding of fraudulent intent.
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As di scussed above, respondent nust provide proof by clear
and convincing evidence with respect to the determ nation of
fraud. See Rule 142(b). Respondent has proven only four badges
of fraud with respect to M. Norris in 1996. M. Norris’ plea
agreenent in his crimnal case does not provide any additional
support for respondent’s determ nations. Despite conceding a
deficiency, M. Norris’ plea agreenent does not include any
concession with respect to fraud in 1996. Thus, M. Norris is
not liable for the fraud penalties for 1996.

| V. Fraud Penalties--Ms. Norris

Cenerally, a husband and wife are jointly and severally
liable for the total tax due on their joint Federal incone tax
return. Sec. 6013(d)(3). Fraud, however, is not inputed from
one spouse to the other. Sec. 6663(c). Accordingly, respondent
has the burden of proving by clear and convi nci ng evi dence that
sone part of each underpaynent is due to the fraud of Ms.

Norris. See Stone v. Conm ssioner, 56 T.C. 213, 227-228 (1971);

Otiz v. Conmi ssioner, T.C. Menp. 1998-141.

Respondent argues that Ms. Norris knew of the illegal poker
machi nes in the back of the market; however, respondent has not
presented any evidence that she was involved in M. Norris’
i1l egal poker machine business or had any direct know edge of
such operations. Wile it is likely that she was not conpletely
unaware of M. Norris’ activity, that fact alone cannot sustain a

finding of fraud as to her. See Otiz v. Conm ssioner, supra.
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Respondent further argues that Ms. Norris was the primary
bookkeeper for the market and, as such, was aware that gross
recei pts fromthe market were understated. Again, however,
respondent has failed to present any evidence of these
assertions. Petitioners concede that gross receipts fromthe
mar ket were underreported; however, they argue that Ms. Norris’
made an innocent mstake in reporting the sales totals fromthe
Z-out reports. M. Rogers discovered this m stake while hel ping
Ms. Norris work through a State sales tax audit of the market.
According to M. Rogers, Ms. Norris failed to report gross
recei pts fromgasoline, kerosene, newspapers, and other itens
that were reported separately on the Z-tapes. M. Rogers
testified that Ms. Norris subtracted these itens fromtotal
sales without realizing that they had already been omtted. Ms.
Norris testified that she did not conpletely understand this
m stake until preparation for this trial.

Respondent has not presented any evidence disputing M.
Rogers’ or Ms. Norris’ description of this m stake. Rather,
respondent relies on a theory that requires the Court to assune
t hat because Ms. Norris was responsible for the market’s
bookkeepi ng, and because M. Rogers was not involved in the
preparation of petitioners’ 1996 and 1998 incone tax returns and
therefore did not have firsthand know edge of what was and was

not reported, Ms. Norris intentionally underreported total sales
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fromthe Z-out reports for the purpose of evading tax. W cannot
draw that conclusion. Accordingly, respondent has failed to
prove by clear and convincing evidence that Ms. Norris displayed
a fraudulent intent to evade taxes for 1996 and 1998.

V. Statute of Limtations

As stated above, the |imtations period for assessnent is 3
years fromthe later of the filing date or the due date of the
return. Sec. 6501(a). The parties do not dispute that the
noti ce of deficiency, even with agreed-upon extensions, was not
issued within the statutory deadline for either 1996 or 1998 as

set forth in section 6501(a).

Respondent relied on the fraud exception of section 6501(c)
to issue the notice of deficiency for both 1996 and 1998. The
Court previously held that the limtations period for M. Norris
for 1998 remai ned open because M. Norris is estopped from
denying fraud. Generally, in the case of a joint return, proof
of fraudulent intent as to either taxpayer lifts the bar of the

statute of limtations as to both taxpayers. See Vannaman v.

Comm ssi oner, 54 T.C. 1011, 1018 (1970).

A refinenment to the general rule exists when the fraud of
one spouse is established via collateral estoppel froma section
7201 conviction. 1d. The innocent spouse is not estopped from

denying that the joint return is fraudulent. 1d. If such a



-23-
chal l enge is raised, the Comm ssioner nust affirmatively prove by
cl ear and convincing evidence that at |east one of the spouses
filed with the requisite fraudulent intent. 1d. Such a show ng
will then lift the bar of limtations as to both spouses and w ||l
render the nonestopped spouse |iable for the subject deficiency.
Id. Thus, the [imtations period for 1998 is not open for Ms.
Norris unl ess respondent affirmatively proves, by clear and
convi ncing evidence, that M. Norris commtted fraud in 1998.

Id.

In the plea hearing of M. Norris’ crimnal case, he
admtted to taking affirmative acts in 1998 to evade tax. This
adm ssion is clear and convincing evidence of M. Norris’
fraudul ent conduct in 1998. Accordingly, at the time the notice
of deficiency was issued, the limtations period for 1998

remai ned open for Ms. Norris as well.

Pursuant to section 6663(c), Ms. Norris is not |iable for
the fraud penalties. She is, however, jointly and severally
liable for any deficiencies in 1998 resulting fromthe findings
and concl usi ons reached herein with respect to M. Norris. See
sec. 6013(d)(3). Wth respect to 1996, because the fraud penalty
does not apply to either petitioner, respondent may not rely on
section 6501(c) to extend the limtations period. Accordingly,

the period of Iimtations was closed on Cctober 22, 2008, when
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the notice of deficiency was issued, and therefore it is invalid
for 1996.
I n reaching our holdings herein, we have consi dered al
argunents nade, and, to the extent not nentioned above, we
conclude they are noot, irrelevant, or without nerit.

To reflect the foregoing,

An appropriate order wll

be issued, and decision will be

entered under Rul e 155.




