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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: In a notice of deficiency dated July 31,
2003, respondent determ ned that petitioner was liable for an
i ncone tax deficiency of $5,797 with respect to his 2001 taxable
year. In a letter to this Court dated Septenber 16, 2003, which
we filed as an inperfect petition on Septenber 23, 2003,

petitioner stated his intention to appeal respondent’s
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determnation for 2001 as well as determ nations for 1999 and
2000 that petitioner alleged respondent had al so nmade. By order
dat ed Septenber 29, 2003, we ordered petitioner to file a proper
anended petition and to pay the required filing fee on or before
Novenber 28, 2003. On Novenber 12, 2003, we received and filed
petitioner’s anmended petition, which again sought a
redeterm nati on of deficiencies for 1999, 2000, and 2001.

On January 12, 2004, we filed respondent’s notion to dism ss
for lack of jurisdiction and to strike as to petitioner’s 1999
and 2000 taxable years. After receiving an extension of tinme to
object to the notion, petitioner filed no objection, and we
granted the notion on April 16, 2004.

This case was originally calendared for trial at the New
York, New York, trial session comencing on Cctober 25, 2004.

Foll owi ng a conference call with the parties, we continued the
case generally.

On April 21, 2005, we filed respondent’s notion for |eave to
file amendnent to answer to anended petition. In that notion,
respondent acknow edged certain m stakes in the notice of
deficiency and conceded that the correct anount of the incone tax
deficiency in the notice of deficiency should have been $5, 196.
In addition, respondent alleged that petitioner is liable for an

“increased” deficiency of $5,784.14, for a total deficiency of
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$10,980. 14, and for a civil fraud penalty under section 6663(a).?
Respondent alleged in the notion that the reasons for the
i ncreased deficiency and the civil fraud penalty were not evident
when he filed his answer to the anended petition. Respondent
further alleged that petitioner had received fair warning of
respondent’s intention to anend his answer and that petitioner
had anple tinme to prepare for trial under the circunstances.

By order dated April 26, 2005, we directed petitioner to
file a response to respondent’s notion on or before May 10, 2005.
No response was received by the deadline, so we granted
respondent’s notion and filed respondent’s anmendnent to answer on
May 19, 2005.

On June 1, 2005, we held a conference call with the parties
to discuss petitioner’s request for a continuance and
respondent’s request for a date and tinme certain for the trial.
Respondent objected to the continuance on a variety of grounds
including petitioner’s failure to docunent a conpelling nedi cal
reason for the request and his continuing failure to cooperate in
preparing the case for trial. W denied petitioner’s request
W t hout prejudice to petitioner’s right to renew the request if
petitioner could docunent a conpelling reason for another

cont i nuance.

IAIl section references are to the Internal Revenue Code in
effect for the year in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure.
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On June 14, 2005, the case was called for trial. Petitioner
did not appear, although he had been in contact wth respondent’s
counsel and with the Court in the days leading up to the trial.
| nstead, petitioner submtted a witten notion for continuance in
whi ch he clained that he had had a “heart attack seizure” on June
9, 2005. However, despite repeated warnings fromthis Court to
petitioner during various pretrial conference calls, he failed to
attach any docunentation of the episode or of a current nedical
condition sufficient to prevent himfrom appearing in Court on
June 14. W denied petitioner’s notion.

Wen the case was called for trial on June 14, 2005,
respondent orally noved under Rule 123(a) for a default judgnent
on the underlying deficiency. W granted the notion with respect
to the original deficiency as corrected by respondent but denied
the notion with respect to the additional deficiency and the
civil fraud penalty, matters on which respondent had the burden
of proof. Thereafter, a trial was held on June 14, 2005, to
permt respondent to introduce evidence regarding the additional
deficiency and the civil fraud penalty.

The issues for decision are:

(1) Wet her respondent has satisfied his burden of proving
by a preponderance of the evidence that petitioner is |liable for

an i ncreased deficiency as all eged by respondent; and



- 5 -

(2) whet her respondent has satisfied his burden of proving
by clear and convincing evidence that petitioner is |iable for
the civil fraud penalty under section 6663(a).

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found. W
i ncorporate the stipulated facts into our findings by this
reference. Petitioner resided in Flushing, New York, when his
petition in this case was filed.

Petitioner’'s 2001 Return

During 2001, petitioner was enpl oyed by Keyspan Engi neering
Associ ates and by Cosentini Associ ates.

Petitioner filed a tinely Federal incone tax return for 2001
on which he reported the incone he had earned from his enpl oynent
during 2001. On Schedule A, Item zed Deductions, of his 2001
return, petitioner clained item zed deductions of $31,449.06, and
on Schedule C, Profit or Loss From Business, petitioner clainmed a
bad debt deduction of $20,000 and a deduction for |egal expenses
of $1,300. The Schedule A item zed deductions that petitioner

clainmed on his 2001 return consisted of the follow ng:
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Medi cal and dental expenses $8, 805. 87
Less: adj ust nent 3,428. 96
Net deduction $5, 376. 91
State and | ocal inconme taxes 4,097. 60
Charitable gifts 1, 510. 00
Job expenses 16, 293. 00
Tax preparation fees 202. 16
O her expenses 3, 055. 00
Less: adj ust nent 914. 39
20, 464. 55
Total item zed deductions 131, 449. 06

I nstead of subtracting the $914. 39 adjustnent, petitioner
added the adjustnment in calculating his total item zed
deductions. The mathematically correct total should have been
$29, 620. 28.

Petitioner attached a statenent to his 2001 return
identifying the nedical and dental expenses of $8, 805.87 as
follows: Dr. Jayesh Patel ($350), energency roomtreatnment for
| eft knee pain ($203.97), an operation ($5,900), Dr. Harvey S.
Pal | en ($900), and expenses for eyegl asses, nedications, and
transportation ($1,451.90). Petitioner also attached to his 2001
return the follow ng docunentation of his nedical expenses: A
recei pt No. 07060 from Mount Sinai El mhurst Faculty Practice
dated March 9, 2001, for energency care on 3/3/01, a receipt No.
308431 dated 4/28/01 for $130, a recei pt No. 308434 dated 5/1/01
for $40, a bill from Xeron Cdinical Laboratories dated 6/16/01
reflecting a handwitten entry by “Mary Patel” reading “Paid

fully 6/20/01", a letter dated Decenber 28, 2001 bearing the

signature of “Mary S. Posner” and purporting to confirmthat the
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$5, 900 cost for surgery perforned at St. Luke’ s/ Roosevelt
Hospital on March 13, 2001, had been paid, and a recei pt dated
May 25, 2001, from Harvey S. Pallen, DDS, confirm ng treatnment of
petitioner on various dates in May 2001 for a total cost of $900.
Each of the above-descri bed docunents was falsified, and sonme, if
not all, of the signatures shown on the docunents were forged.
None of the docunents substantiated any of petitioner’s clained
medi cal expenses for 2001.

The charitable gifts clainmed on the Schedul e A consisted of
an alleged cash gift to a church and a noncash contribution. The
noncash contribution consisted of clained donations of property
to the Salvation Arny during 2001. To docunent the contribution,
petitioner attached receipt No. 414, dated Decenber 13, 2001,
purportedly fromthe Salvation Arny, that |isted 12 categories of
property, assigned a value to each category, and |isted the total
contribution as $1,640. The recei pt showed that the contribution
was received by “Juanita Rusell” on Decenber 13, 2001. The
recei pt was falsified and does not substantiate petitioner’s
cl ai med noncash contribution for 2001. Petitioner did not attach
to his 2001 return any substantiation of his alleged cash gift to
the church, and he did not substantiate the gift during the
exam nation of his return

The enpl oyee busi ness expenses of $16, 293 consi sted of

vehi cl e expenses ($12,948), parking fees, tolls, and



- 8 -
transportation ($720), classes ($2,300), and one-half of neals
and entertai nnent expenses totaling $650 ($325). Petitioner
attached to his 2001 return a copy of a letter fromthe New York
City Public Schools confirmng that petitioner had paid $2, 300
for classes in asbestos and paint | ead abatenent. The letter
purported to be signed by Robert Pardi and was dated July 1,
2001. Unfortunately, M. Pardi died on Decenber 23, 1999, and
coul d not possibly have witten the July 1, 2001, letter. 1In
addi tion, no such classes were offered by the New York City
Publ i c Schools during 2001.2 Wth respect to the bal ance of the
enpl oyee busi ness expenses, petitioner was not required by either
of his enployers to incur travel or client entertai nnent expenses
during 2001. Even if petitioner had incurred such expenses, each
of his 2001 enpl oyers had rei nbursenent policies that entitled
their enpl oyees to obtain reinbursenment for any required business
expenses.

To docunent the Schedule C | egal expenses of $1,300 that he
clainmed on his 2001 return, petitioner attached to his 2001
return a letter dated May 15, 2001, from M chael E. G eenblatt,
an attorney allegedly enployed by N xon, Hargrave, Devans & Doyl e

LLP. However, M. Geenblatt never worked for N xon Hargrave,

2Sim | ar docunents were submtted to substantiate charitable
contributions, nedical expenses, and enpl oyee busi ness expenses
clainmed on petitioner’s 2000 return. At |east sone of those
docunents al so appear to have been falsified.
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and petitioner was never a client of the firm To conpound the
probl em petitioner submtted to respondent’s counsel, on Cctober
14, 2004, yet another letter to substantiate the $1, 300 | egal
expense. This letter, dated May 15, 2001, was purportedly
prepared and signed by Paul Rubenfeld and purports to confirm
that M. Rubenfeld represented petitioner before the United
St ates Bankruptcy Court for the Southern District of New York for
a fee of $1,300. The Rubenfeld letter was falsified, and M.
Rubenfel d’ s signature on the letter was forged. M. Rubenfeld
did not represent petitioner before the Bankruptcy Court at any
time during 2001.

On a date that does not appear in the record, the Internal
Revenue Service selected petitioner’s 2002 and 2003 tax returns
for exam nation. On Decenber 15, 2004, petitioner nmet with
Revenue Agent W nslow, the agent who was assigned to conduct the
2002 and 2003 exam nation, and respondent’s counsel to discuss
petitioner’s claimthat he was entitled to deductions for 2001
and to review the docunentation needed for the exam nation of
petitioner’s 2002 and 2003 returns. During that neeting,
petitioner admtted that he personally had prepared sone of the
third-party docunentation that he had attached to his 2001

return.



Noti ce of Deficiency

In the notice of deficiency, respondent disallowed
petitioner’s Schedul e C bad debt deduction of $20,000 and his
Schedul e C | egal expense deduction of $1,300. As a result of
t hese adj ustnents, respondent made a conputational adjustnment
reduci ng petitioner’s item zed deductions by $2,195 but did not
ot herwi se disallow the item zed deductions petitioner had cl ai ned
on Schedule A. Respondent did not assert that petitioner was
liable for any addition to tax or penalty.

Amrendnent to Answer

After respondent uncovered evidence that petitioner had
overstated his Schedule A item zed deductions and had falsified
docunentation to substantiate his Schedul es A and C deducti ons,
respondent anended his answer to the anended petition to assert
an additional deficiency of $5,784.14 (thereby increasing the
total clainmed deficiency for 2001 to $10,980.14% resulting from
the conpl ete disall owance of petitioner’s item zed deductions for
| ack of substantiation. Respondent al so asserted for the first
time that petitioner was liable for the fraud penalty pursuant to

section 6663(a).

]In his notion, respondent conceded a conputational m stake
in calculating the original deficiency. The corrected original
deficiency is $5,196.



OPI NI ON

Burden of Proof

Normally, in a case before this Court, the taxpayer bears
the burden of proof.* Rule 142(a)(1). However, if the
Comm ssi oner raises a new issue or seeks an increase in a
deficiency, the Comm ssioner has the burden of proof as to the
new i ssue or increased deficiency. 1d. 1In addition, in any case
involving the issue of fraud with intent to evade tax, the burden
of proof in respect of that issue is on the Conm ssioner. Sec.
7454(a); Rule 142(b).

In this case, the only open issues are issues as to which
respondent concedes he has the burden of proof. |In order to
sati sfy that burden of proof, respondent nust prove by a
preponderance of the evidence that he properly disall owed
petitioner’s Schedul e A deductions, and he nust al so prove by
cl ear and convincing evidence that petitioner is liable for the
fraud penalty under section 6663. Rule 142.

1. Substantiation of Schedul e A Deductions

A. Medi cal and Dent al Expenses

Section 213(a) authorizes a taxpayer, if he item zes his

deductions, to deduct expenses paid during the taxable year for

“Al t hough a taxpayer may contend that the burden of proof
shoul d shift to the Comm ssioner under sec. 7491, sec. 7491 does
not shift the burden of proof in this case. Respondent concedes
that he has the burden of proof with respect to the only open
i ssues--the increased deficiency and the fraud penalty.
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the nmedi cal care of the taxpayer, the taxpayer’s spouse, or a
dependent to the extent that such expenses exceed 7.5 percent of
adj usted gross incone. 1In this case, petitioner clained an
item zed deduction for unreinbursed nedi cal and dental expenses
of $8, 805.87 on his 2001 return and attached docunmentation to his
return purporting to substantiate the expenses. Wen respondent
i ssued his notice of deficiency, he did not disallow these
expenses, although he did nmake a conputational adjustnment to the
anmount of the deduction because of adjustnents affecting the
cal cul ation of petitioner’s adjusted gross incone. However,
after respondent discovered that sone of the docunmentation
attached to petitioner’s 2001 return may have been falsified,
respondent disallowed all of petitioner’s Schedul e A expenses,
i ncludi ng his nedical and dental expenses, for failure to
substantiate, and he noved to increase the deficiency to reflect
t he di sal | owance.

At trial, respondent convincingly proved that the
docunentation attached to petitioner’s 2001 return to docunent
hi s nedi cal and dental expenses had been falsified.

Consequently, the record contains no credi ble evidence
substantiating petitioner’s nedical and dental expenses for 2001,

and we sustain respondent’s determ nation.



B. Taxes Paid

Petitioner clainmed a deduction for State and | ocal taxes
paid of $4,097.60. In his pretrial nenorandum respondent
conceded that, if petitioner’s allowable item zed deductions are
greater than the standard deduction, petitioner is entitled to a
deduction for the taxes paid.

C. Charitable Contributions

Section 170(a)(1) generally authorizes a taxpayer to claima
deduction for any charitable contribution nmade during the taxable
year. On Schedule A to his 2001 return, petitioner clainmed a
charitable contribution deduction for cash gifts to a church
($690) and for noncash gifts ($820). The only docunentation
produced by petitioner was a receipt, purportedly fromthe
Sal vation Arny, regarding the noncash contribution. At trial
respondent convincingly proved that the docunentation had been
falsified. Consequently, the record contains no credible
evi dence substantiating petitioner’s charitable contributions for
2001, and we sustain respondent’s determ nation.

D. Unr ei mbur sed Enpl oyee Busi ness Expenses and O her
M scel | aneous Expense

Section 162(a) authorizes a taxpayer to deduct ordinary and
necessary busi ness expenses paid or incurred during the taxable
year in carrying on a trade or business. An “ordinary” expense
is one incurred in a transaction that commonly or frequently

occurs in the type of business involved. Deputy v. du Pont, 308
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U S. 488, 495 (1940). A “necessary” expense is one that is
“appropriate and hel pful” to the taxpayer’s business. WIlch v.
Hel vering, 290 U. S. 111, 113 (1933). Expenses all owabl e under

section 162 nust be “directly connected with or pertaining to the

taxpayer’s trade or business”. Sec. 1.162-1(a), |Incone Tax Regs.
Personal, living, and fam |y expenses are not deductible. Sec.
262(a).

An enpl oyee is generally recognized as being in the trade or
busi ness of being an enpl oyee, and may deduct enpl oynent-rel ated
expenses if the requirenents of section 162 are net.

Commi ssioner v. Flowers, 326 U S. 465 (1946). However, “A trade

or business expense deduction is not allowable to an enpl oyee to
the extent that the enployee is entitled to rei nbursenment from
his or her enployer for an expenditure related to his or her

status as an enployee.” Lucas v. Comm ssioner, 79 T.C. 1, 7

(1982). If an enployee coul d have requested rei nbursenent under
the plan and fails or forgets to do so, he may not claima
deduction for the expenses under section 162. [d.; see also

Ovis v. Conm ssioner, 788 F.2d 1406 (9th Cr. 1986), affg. T.C

Menp. 1984-533; Kennelly v. Conm ssioner, 56 T.C. 936, 943

(1971), affd. w thout published opinion 456 F.2d 1335 (2d Cr
1972) .
In this case, petitioner clainmed a deduction for

unr ei nbursed enpl oyee busi ness expenses totaling $16, 293.
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Al t hough petitioner attached sone docunentation of these expenses
to his 2001 return, respondent has convincingly denonstrated that
t he docunentation was falsified and that several of the
signatures thereon were forged. |In addition, respondent
i ntroduced evidence at trial that petitioner admtted creating
sonme of the docunentation attached to his 2001 return, and he
al so convincingly established at trial that both of petitioner’s
enpl oyers had rei nbursenent plans to cover |egitinate enpl oyee
busi ness expenses during 2001. The record nmade by respondent and
the conplete |lack of credible evidence to substantiate
petitioner’s clainmed enpl oyee busi ness expenses convi nce us that
respondent has nmet his burden of proving by a preponderance of
the evidence that these expenses were properly disall owed.

Wth respect to the remai ning m scell aneous expenses cl ai ned
on Schedul e A, respondent has adequately denonstrated that
petitioner has failed to substantiate the expenses as required by
section 6001 and related regul ations. See sec. 6001; sec.
1.6001-1(a), (e), Income Tax Regs. Consequently, we sustain
respondent’s determ nation disallow ng the expenses.

I11. Disall owance of Schedul e C Deducti ons

A | n General

In his notice of deficiency, respondent disallowed
petitioner’s 2001 Schedul e C expense deducti ons and conputed the

resulting incone tax deficiency. Wen petitioner failed to
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appear for trial, respondent noved for a default judgnent, and we
granted the notion with respect to the original deficiency as
corrected. However, even if we had deni ed respondent’s notion,
we woul d still have concluded that respondent’s determ nation
di sall ow ng petitioner’s Schedul e C expenses nust be sustai ned.
Qur reasons are sunmarized bel ow.

B. Bad Debt Deducti on

Section 166(a)(1) authorizes a taxpayer to deduct a business
bad debt that becones worthless during the year. To be entitled
to the deduction, the taxpayer nmust prove (1) that a bona fide
debt was created obligating the debtor to pay a fixed or
determ nabl e sum of noney, (2) that the debt was created or
acquired in proximate relation to a trade or business, and (3)

that the debt becanme worthless in the year clained. See United

States v. Generes, 405 U S. 93, 96 (1972); Calunet Indus., Inc.

v. Conmm ssioner, 95 T.C 257, 284 (1990). A debt is bona fide if

it arose “froma debtor-creditor relationship based upon a valid
and enforceable obligation to pay a fixed or determ nabl e sum of
money.” Sec. 1.166-1(c), Incone Tax Regs.

In this case, petitioner clainmd a bad debt deduction for
conpensation that he clained he was entitled to but did not
receive in connection with his participation in a joint venture
wi th Thacker Engi neering, Inc. (Thacker), beginning in

approxi mately 1995. Petitioner, a cash basis taxpayer, did not
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report any inconme fromthe joint venture on his Federal incone
tax returns for 1995-2000. On February 2, 1996, Thacker filed a
voluntary petition for bankruptcy under chapter 11 with the
United States Bankruptcy Court for the Southern District of New
York. Petitioner filed a proof of claimwth respect to the
unpai d conpensation he clainmed was owed to himunder the joint
venture agreenment with Thacker. Petitioner’s claimwas
eventual | y di scharged.

Wort hl ess debts arising fromclains of unpaid conpensation
are not deductible under section 166 unless the incone in
gquestion was reported on the taxpayer’s incone tax return for the
year for which the bad debt deduction is claimed or for a prior
taxabl e year. See sec. 1.166-1(e), Inconme Tax Regs.; see al so

CGertz v. Conmmi ssioner, 64 T.C. 598, 600 (1975). 1In this case,

petitioner did not report the incone that is the subject of his
bad debt claimon his 2001 return or on the return of any prior
t axabl e year. Consequently, respondent properly disallowed
petitioner’s bad debt deducti on.

C. Deduction for Legal Expenses

As explained earlier in this opinion, section 162 authorizes
a taxpayer to claima deduction for ordinary and necessary
busi ness expenses paid or incurred during the taxable year to
carry on a trade or business. Petitioner clainmed a deduction for

| egal expenses of $1,300 on his 2001 Schedule C and attached to
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his return a letter purporting to substantiate the deducti on.
The letter was falsified. During the pendency of this case,
petitioner submtted another letter froma different |awer
purporting to substantiate the deduction. That letter was al so
falsified. The record contains no other docunent to substantiate
t he expense. Respondent properly disallowed the deduction.

| V. Fraud Penalty

Section 6663 authorizes the Comm ssioner to inpose a 75-
percent penalty on a taxpayer if any part of an underpaynment is
due to fraud. The Conm ssioner nust prove a taxpayer’s liability
for the fraud penalty by clear and convincing evi dence. Sec.
7454(a); Rule 142(b).

In order for the Conm ssioner to prove that a taxpayer is
liable for the fraud penalty, he nmust establish that (1) an
under paynment of tax exists, and (2) sonme part of the underpaynent

is due to fraud. D lLeo v. Conm ssioner, 96 T.C. 858, 873 (1991),

affd. 959 F.2d 16 (2d Cr. 1992). Fraud is established by
showi ng that the taxpayer intended “to evade tax believed to be

owi ng by conduct intended to conceal, m slead, or otherw se

prevent the collection of such tax.” Recklitis v. Conm Ssioner,
91 T.C. 874, 909 (1988).
The existence of fraud is a question of fact to be resol ved

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

supra at 874. Fraud is never presuned and nust be established by
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i ndependent evi dence of fraudulent intent. Beaver v.

Commi ssioner, 55 T.C. 85, 92 (1970). Fraud may be shown by

circunstantial evidence because direct evidence of the taxpayer’s

fraudul ent intent is seldom avail abl e. Gj ewski v. Commi ssi oner,

67 T.C 181, 200 (1976), affd. w thout published opinion 578 F.2d
1383 (8th Gr. 1978). The taxpayer’'s entire course of conduct
may establish the requisite fraudulent intent. Stone v.

Comm ssioner, 56 T.C. 213, 223-224 (1971).

Courts have relied upon a nunber of indicia or badges of
fraud in deciding whether an underpaynent of tax is due to fraud.

See, e.g., Bradford v. Conm ssioner, 796 F.2d 303, 307-308 (9th

Cr. 1986), affg. T.C. Meno. 1984-601; dayton v. Comm ssioner,

102 T.C. 632, 647 (1994); Petzoldt v. Comm ssioner, 92 T.C 661

700 (1989). Although no single badge is necessarily sufficient
to establish fraud, the existence of several badges of fraud
constitutes persuasive circunstantial evidence of fraud.

Pet zol dt v. Conm ssi oner, supra at 700.

Respondent contends that the foll ow ng badges of fraud are
present in this case: (1) Inadequate records, (2) providing
i npl ausi bl e or inconsistent explanations of behavior, (3) pattern
of behavior indicating an intent to mslead, and (4) filing fal se
docunents. W agree with respondent.

The record clearly and convincingly establishes that

petitioner maintained i nadequate records with respect to the
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deductions clainmed on his 2001 returns. Respondent clearly and
convincingly proved that a substantial nunber of docunments
attached by petitioner to his 2001 return in an effort to
convi nce respondent that his deductions were proper had been
forged and falsified. Respondent also proved that petitioner
submtted at | east one other forged docunent during the pendency
of this case. That docunent conflicted with another forged
docunent that petitioner had attached to his 2001 return.
Respondent elicited testinmony at trial establishing that
petitioner admtted preparing at |east sonme of the forged
docunents. The totality of the evidence clearly and convincingly
establishes that petitioner deliberately overstated his
deductions for 2001 and falsified docunents supporting the
overstated and unsubstanti ated deductions to m sl ead respondent
and to evade his proper incone tax liability for 2001.

Respondent has net his burden of proving that petitioner is
liable for the fraud penalty, and, consequently, we sustain

respondent’ s determ nation.

Deci sion will be entered under

Rul e 155.



