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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GCEKE, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone tax, additions to tax, and penalties

as foll ows:
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Ti mot hy Dean Strong--docket No. 821-01

In the alternative

Penal ty Penal ty Addition to Tax
Year Defi ci ency Sec. 6663 Sec. 6662 Sec. 6651(a)(1)
1990 $9, 768 $7, 326. 00 $1, 953. 60 $2,442.00
1991 11, 185 8, 388. 75 2,237.00 2,796. 25
1992 19, 794 14, 845. 50 3, 958. 80 4,948. 50
1993 31, 567 23,675. 25 6, 313. 40 7,891. 75
1994 6, 613 4,959. 75 1, 322. 60 N A

Strong Construction Co., Inc.--docket No. 2048-01

In the alternative
Addition to Tax Addition to Tax

Year Defi ci ency Sec. 6651(f) Sec. 6651(a)(1)
1990 $6, 257 $4, 693 $1, 564
1991 6, 925 5,194 1, 731
1992 12,871 9, 653 3,218
1993 25, 783 19, 337 6, 446
1994 5, 090 3,818 N A

Unl ess otherw se noted, all section references are to the
I nternal Revenue Code in effect during the taxable years at
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

The issues for decision are:

1. Wether petitioner Strong Construction Co., Inc. (SCC)
shoul d be recogni zed as a taxable entity. W hold SCCis a
t axabl e corporate entity;

2. whether SCC had additional inconme from sales of houses
it constructed during the years 1990-94 (the years at issue) and
fromunidentified taxable sources, as established on the basis of

deposits to petitioner Tinothy Dean Strong’s (M. Strong) joint
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bank account with SCC. W hold with certain specific exceptions
that SCC did have the additional incone determ ned by respondent;

3. whether SCCis entitled to expenses for construction
costs and general and adm nistrative expenses related to its
homebui | di ng busi ness during the years at issue in excess of
those all owed by respondent. W hold SCCis entitled to deduct
certain expenses as redeterm ned herein,;

4. whet her M. Strong had additional inconme for the years
at issue for constructive dividends from SCC, deposits of SCC s
funds for his personal use, and the corporation’s paynent of his
personal expenses. W hold he did as redeterm ned herein;

5. whether M. Strong is liable for the fraud penalty
under section 6663 on his underpaynent of tax for each of the
years at issue. W hold he is;

6. whether SCCis liable for the addition to tax under
section 6651(f) for fraudulent failure to file tinely on its
under paynment of tax for each of the years at issue. W hold that
SCCis not liable for the section 6651(f) addition to tax; and

7. alternatively, whether SCCis liable for the addition
to tax under section 6651(a)(1l) for failure to file tinely tax
returns. We hold that SCCis liable for the section 6651(a)(1)

addition to tax.
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tinme of filing his
petition in this case, M. Strong resided in C ear Lake,
M nnesota. At the time of filing its petition, SCC had its
princi pal place of business, mailing address, and registered
office in M nnesot a.
SCC

SCC was incorporated under M nnesota |aw in 1986, and as of
Decenber 31, 1994, had not been formally dissolved. At all tines
relevant, M. Strong was the 100-percent owner of SCC. He was
its incorporator, director, and president. During the years at
i ssue, SCC had no officers except M. Strong and had no
enpl oyees.

During the years at issue, SCC was engaged in the
residential construction business and built and sold houses under
t he nanes Strong Construction or Strong Construction Co., Inc.
SCC constructed and sold the follow ng houses (the 22 house

sal es):



7/ 5

7/ 5

10/ 12

12/ 10
Tot al

1/ 17
1/ 30
4/ 5
6/ 28
7/ 26
9/ 6

Tot al

Dat e

2/ 20
4/ 2
4/ 13

7woul d be one word

92, 900
7/ 23
11/ 18
Tot al

Dat e

10/ 27
Tot al

- 5 -
1990

Property (Buyer)

10925 OCsage Street
10929 OCsage Street
10901 OCsage Street
374 Rose Avenue East

1991

Property (Buyer)

12166 Wedgewood Drive
10905 OCsage Street
16051 Andrie Street
767 99t h Lane, NE
1755 124t h Avenue, NW
1737 McKni ght

1992

Property (Buyer)

1761 County Road F
3242 129t h Lane
3854 120t h Avenue, NW

11900 NE Kerry Street
818 Meander Street

1993

Property (Buyer)

14671 Helium Street

Sale Price

$59, 900
64, 600
64, 900
75, 400

264, 800

Sale Price

$88, 000
64, 000
116, 960
87,760
84, 000
84, 000
524,720

Sale Price

$89, 000
85, 000
78, 000

12154 Wedgewood Drive

91, 000
96, 000
531, 900

Sale Price

$85, 448
85, 448
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1994

Dat e Property (Buyer) Sale Price
8/ 30 14685 | odi ne Court $117, 600
9/ 27 4412 Josephi ne Lane North 103, 766
10/ 7 5661- 146th Circle 115, 000
10/ 25 4265 Victoria Street 121, 880
11/ 22 7096 Progress Road 73,150

Tot al 531, 396

During the years at issue, M. Strong had signatory
authority over bank account No. 893315300 at First Bank, Coon
Rapi ds, M nnesota (later known as Marquette Bank Coon Rapi ds).
Thi s account bears his nanme and that of SCC. The net proceeds
fromthe 22 house sales during the years at issue were paid by
checks issued to SCC and deposited in account No. 893315300. SCC
did not file Federal or State incone tax returns for the years
1990-94. M. Strong considered SCC funds deposited into account
No. 893315300 to be available for his personal use.

M. Strong' s | ncone Tax Returns

M. Strong filed his 1990, 1991, and 1993 Forns 1040, U.S.
| ndi vi dual 1 nconme Tax Return, on March 23, 1995. He filed his
1992 Form 1040 on March 2, 1995, and he tinely filed his 1994
return. For each of the years 1990-94, the returns filed by M.
Strong reflect negative taxable incone. These tax returns al
i ncluded a Schedule C, Profit or Loss From Busi ness (Sol e
Proprietorship), which identified his principal business as
“construction”. These Schedules C reflect the follow ng gross

recei pts, expenses, and net profits or |osses:



ltem 1990 1991 1992 1993 1994
G oss
receipts
or sales $20, 100 $81, 640
$24, 150 $26, 210 $47, 934
Returns &
al | owances - - - 2,110 -
Net sal es --- --- --- 45, 824 ---
Cost of
goods sold - - - 29, 151 66, 204
G oss
profit --- --- --- 16, 673 15, 436
Tot al
expenses 19, 642 24,818 24,970 30, 016 15, 436
Net profit
(1 oss) 458 (668) 1, 240 - 0-
(13, 343)

The Fornms 1040 M. Strong filed reflect a $65 tax liability
based on sel f-enpl oyment tax in 1990 and a $175 sel f - enpl oynent
tax liability in 1992. M. Strong reported no other tax on the
Forms 1040 for 1990- 94.

M. Strong’s Initial Contacts and Di scussions Wth A Revenue

Oficer

In late 1991, M. Strong was contacted by an Internal

Revenue Service (IRS) revenue officer. The purpose of this

contact was to inquire regarding M. Strong’ s unpaid incone tax

liabilities for 1987 and 1988 and his unfiled i ncome tax returns

for 1989 and 1990. M. Strong refused to provide the revenue

officer with any personal or financial information, but he told

the revenue officer that he expected his tax liabilities for 1989

and 1990 to be at | east $50, 000. In a |l ater conversation, M.
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Strong inforned the revenue officer that the reason he was
delinquent in filing his tax returns was that he coul d not access
records held by his ex-spouse. This statenent was inaccurate
since his fornmer spouse did not have any of his records.

Ret urn Preparation

M. Strong’'s tax returns for 1990 and 1993 were signed by D.
R Newman (M. Newman) as the paid tax return preparer on Apri
10 and 21, 1994, respectively. H's 1991, 1992, and 1994 t ax
returns were executed by D. Wade (Ms. WAde) as the paid tax
return preparer. M. Wade dated her signature on the 1991 return
February 21, 1995, and dated the 1994 return February 15, 1995.

M. Strong initially had M. Newran prepare his tax returns
for 1990-93. M. Newman prepared those returns frominformation
and docunents provided to himby M. Strong. M. Newran gave the
conpleted tax returns along with the provided docunents back to
M. Strong in April 1994. M. Newman did not discuss the tax
returns with himupon conpleting and providing themto M.
Strong. M. Strong did not provide M. Newran with bank
statenents, deposit slips, or canceled checks to prepare his tax
returns.

Wt hout the knowl edge of M. Newran, M. Strong altered or
caused to be altered the anounts shown on the 1990 return
prepared by M. Newman before he filed the return. He also

caused the 1991 and 1992 returns originally prepared by M.
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Newran to be changed by Ms. Wade. M. Strong instructed Ms. \Wade
to change the figures shown on the 1991 and 1992 returns as
originally prepared using handwitten sheets he gave her. M.
Wade changed the figures on the 1991 tax return by covering the
original nunbers with correction fluid and witing new nunbers
over them because she did not have a 1991 format the time she
revised the return. She redid the 1992 return, but on a clean
form The changes M. Strong instructed Ms. Wade to nmake to the
1991 and 1992 tax returns, originally prepared by M. Newran,
reduced the reported Schedule C profit on each return. M. Wde
al so prepared M. Strong’s 1994 incone tax return froma sheet of
paper provided to her that contained the incone and expense
figures she placed on the return.

The Audit of M. Strong' s | ncone Tax Returns

I n Septenber 1995, respondent notified M. Strong that his
1990 and 1991 Federal inconme tax returns were under exam nation,
and in a nmeeting on Novenber 30, 1995, at his residence, a
revenue agent advised himthat his 1992, 1993, and 1994 returns
were al so under review. |In response to requests for his bank and
busi ness records, M. Strong provided only handwitten sumari es
of settlement sheets for five houses sold in 1991 and 1992.
Respondent’ s revenue agent obtained information regarding the

construction business by issuing sumobnses under section 7602 for
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SCC s bank records and for settlenent statenents fromtitle
conpani es for the houses that had been sold by SCC.

After the revenue agent’s prelimnary findings were provided
to M. Strong, reconstructed financial statenments for SCC for the
years 1991, 1992, 1993, and 1994 were presented to the revenue
agent by M. Frazier, an accountant who had been engaged by M.

St rong.

Respondent used the financial statenments provided by M.
Frazier as the starting point for determ ning SCC s taxable
incone for the years at issue. Respondent determ ned that SCC
was not entitled to deduct all the expenses shown on the
financial statenents prepared by M. Frazier. Respondent also
anal yzed deposits in bank account No. 893315300 to determ ne
SCC s taxable income in addition to the identified deposits of
sal es proceeds of houses.

The foll owm ng shows the deposits to account No. 893315300

that remain in dispute!:

!Respondent conceded that a deposit of $6,000 on Dec. 4,
1990, was a loan from M. Strong’s father and that a deposit of
$1, 000 on June 2, 1992, was a loan fromM. Strong’s parents.
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1990 Dat e Armount

Payor Deposi ted Deposi ted

Cash in ticket 1/ 2 $1, 000. 00
Vi ncent Kur kowski 1/ 2 240. 00
Cash in ticket 1/ 24 2, 200. 00
Cash in ticket 2/ 6 3, 500. 00
Cash in ticket 2/ 10 4, 700. 00
Cash in ticket 2/ 27 9, 850. 00
Cash in ticket 2/ 13 7, 200. 00
Cash in ticket 3/5 9, 900. 00
Cash in ticket 3/8 4,900. 00
Ken Jeanotte 3/ 13 9, 900. 00
Unknown 3/ 15 4,500. 00
Ken Jeanotte 5/ 25 9, 900. 00
Ken Jeanotte 6/ 5 9, 900. 00
Gor don Schnobri ch 6/ 22 312. 00
Gor don Schnobri ch 7/ 5 304. 80
Gor don Schnobri ch 7117 170. 00
Cash in ticket 12/ 3 1, 400. 00
Wesl ey Strong 12/ 4 6, 000. 00
Total other deposits 85, 876. 80

1991 Date Armount

Payor Deposi ted Deposi ted
Scherer Brothers Lunber 1/ 30 $144. 45
Bradl ey or Mary Lathrop 4/ 30 100. 00
Cash in ticket 6/ 14 4, 000. 00
Cash in ticket 7/ 12 9, 900. 00
Cash in ticket 12/ 17 5, 300. 00
Todd Pet erson 12/ 17 2, 000. 00
Cash in ticket 12/ 18 6, 000. 00

Total other deposits 27,444. 45
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1992 Dat e Amount
Payor Deposi ted Deposi ted
Cash in ticket 1/ 2 $4, 600
Cash in ticket 1/ 28 6, 560
Cash in ticket 2/ 5 9, 000
Cash in ticket 2/ 14 3, 200
Cash in ticket 2/ 14 3, 400
Cash in ticket 3/ 17 3, 000
Cash in ticket 3/ 23 5, 000
Gene or Sharon Strong 6/ 2 1, 000
Total other deposits 35, 760
1993 Dat e Armount
Payor Deposi ted Deposi ted
Cash in ticket 1/ 19 $3, 000
Cash in ticket 1/ 29 4,000
Har st ad Conpani es 2/ 17 100
Har st ad Conpani es 2/ 17 250
Cash in ticket 3woul d be one word
3, 000
Cash in ticket 3/ 22 2, 000
No bank i nfo. 3/ 24 5, 000
Cash in ticket 4/ 2 5, 000
Cash in ticket 4/ 22 9, 900
Cash in ticket 4/ 23 9, 850
Cash in ticket 4/ 28 9, 900
Cash in ticket 5/ 19 7,000
Cash in ticket 6woul d be one word
4,000
Cash in ticket 6/ 21 5, 000
Cash in ticket 7/ 2 8, 000
Cash in ticket 7/ 15 11, 000
Cash in ticket 8/ 3 5, 000
No bank i nfo. 8/ 24 9, 900
No bank i nfo. 8/ 24 9, 900
Cash in ticket 9/ 22 6, 000
Cash in ticket 10/ 15 4,450
Cashi er’s check -
Rodney Nel son 10/ 18 4, 000

Total other deposits 126, 250
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1994 Date Anmount
Payor Deposi ted Deposi ted

St ephen Roche Honebui | ders 3/ 16 $444
North Metro Auto Sal vage 3/ 16 75
Sean Strong for #7 3/ 16 500
St ephen Roche Honebuil ders 3/ 24 988
No info. avail able from bank 5/ 13 5, 000
Keith E. Hagford 5/ 27 500
Burnet trust acct./

Hagf ord ear nest 6/ 20 500
Jack W Thonpson 8/ 10 8, 500
Sean Strong/ personal 8/ 16 8, 500
Criston or Ann Hol st/ 1 odi ne 10/ 5 225

Total other deposits 25, 232

On March 13, 1990, M. Strong deposited $9,900 into account
No. 893315300. The deposit was cashier’s check No. 6724 in the
amount of $9, 900 issued by First National Bank Anoka- Br ookl yn
Par k- Chanmplin (First Bank), which identifies the purchaser as Ken
Jeanotte (M. Jeanotte). On May 25, 1990, M. Strong deposited
$9, 600 i n account No. 893315300, after taking $300 cash back.
The deposit was cashier’s check No. 6726 in the anmount of $9, 900
i ssued by First Bank, which also identifies the purchaser as M.
Jeanotte. On June 5, 1990, M. Strong deposited $9,500 into
account No. 893315300, after taking $400 cash back. The deposit
was cashier’s check No. 6725 in the amount of $9, 900 issued by
First Bank, which also identifies the purchaser as M. Jeanotte.
M. Jeanotte did not purchase cashier’s check No. 6724, 6725, or
6726 deposited to account No. 893315300 and did not pay M.
Strong the $29, 700 those checks represent. M. Strong used M.

Jeanotte’s nanme w thout his know edge or perm ssion.
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On July 19, 1994, M. Strong obtained two cashier’s checks
i ssued by Norwest Bank each in the anpbunt of $8,500. The first
made payable to M. Strong shows the payor was his brother, Sean
Strong and was deposited to account No. 893315300 on August 16,
1994. The second was made payable to M. Strong, and Jack
Thonpson, the payor, is unidentified. It was deposited into
account No. 893315300 on August 10, 1994.

Before 1990, M. Strong was aware of the title 31
requi renents that currency transactions in excess of $10,000 be
reported to the Governnment.

SCC s Activity

During the years at issue, SCC entered into vacant |and
purchase agreenents and acquired real property in its name. M.
Strong signed the purchase agreenents as president of SCC. As
part of the sales process, SCC entered into new construction
purchase agreenents with buyers. SCC al so applied for building
permts, which M. Strong signed as president of SCC. In
addition, SCC entered into a builder’s security agreenent and
applied for a hone buyer’s warranty on sone of the 22 house
sales. SCC was identified as the seller of the property on the
settlenment statenments or closing statenents prepared for the rea
estate property closings for the 22 house sales. M. Strong
executed those statenents as president of SCC. For the purpose

of passing title to real property, M. Strong executed, as
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presi dent of SCC, affidavits regarding the good standi ng of SCC.
SCC i ssued deeds for the 22 houses. M. Strong executed those
deeds as president of SCC. Finally, during the years at issue
and thereafter, SCC filed various notices wth the M nnesota
secretary of state.

M. Strong’s Bankruptcy Filing

In March 1990, M. Strong, doing business as Strong
Construction, filed for relief under chapter 7 of the Bankruptcy
Code. In his bankruptcy petition, which M. Strong signed under
penalties of perjury, he nmade the follow ng representations:

a. That his current nonthly gross incone was zero and

that his current nonthly expenses were $1,319. He al so

stated that “debtor had been living off proceeds from

sal e of personal property, which proceeds are now

exhaust ed”;

b. t hat he had been engaged in the construction

busi ness under the name “Strong Construction” and that

all books of account and records were kept and

mai ntai ned by him that they were avail able, and that

none had been destroyed,

C. t hat he had received no incone other than fromthe

operation of his business in the 2 years preceding the

filing of the bankruptcy petition;
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d. that he was not hol ding property for another

person and that no ot her person was hol di ng property

for him

e. that the only real property in which he had an

interest was his residence at 7090 107th Avenue, C ear

Lake, M nnesota, and that the value of his interest

t herein was $30, 000;

f. t hat he had no cash on hand, and the market val ue

of any interest he had in stock or interests in

i ncor porated or unincorporated conpani es was zero. He

reported only $3,500 in personal property on his

bankruptcy petition; and

g. he reported liabilities of $199, 581. 38.

M. Strong attended a neeting of creditors under 11 U. S.C
section 341 on June 15, 1990. The trustee reported that after
diligent inquiry, she had |ocated no property belonging to the
bankruptcy estate. A discharge was granted M. Strong on August
15, 1990. Robert Munns (M. Minns) represented M. Strong as his
attorney in his 1990 bankruptcy filing. M. Mnns prepared the
bankruptcy petition and acconpanyi ng schedul es using information
M. Strong provided to him M. Minns reviewed M. Strong s
bankruptcy petition with himbefore filing it. M. Strong did
not inform M. Minns that he had a | arge accumul ati on of cash on

hand. M. Minns did not advise M. Strong that he did not have
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to report cash on hand, or corporation stock, which he held when
he filed for bankruptcy in 1990.

O her G rcunstances Related to Cash Avail abl e

M. Strong entered the Navy on Decenber 5, 1974, and was
di scharged on June 9, 1976. The hi ghest rank he attained was E-
1, which paid a nonthly salary of $361.20 in 1976. After
di scharge fromthe Navy, he attended vocational school and was
trained as a machinist. He then worked as a machinist for a
couple of years and | ater noved into the honme construction
busi ness.

M. Strong was narried to Anna Lisa Strong (Ms. Strong)
from 1978 to 1989; the couple separated in 1986. He was divorced
fromMs. Strong in August 1989. That proceedi ng was brought by
Ms. Strong in 1987. M. Strong did not disclose in that
proceeding his interest in any real estate (except for 7090 107th
Avenue, Cl ear Lake, Mnnesota) or his interest in any cash on
hand. Petitioner paid child support to his ex-wife during the
years 1991-94.

Bet ween 1978 and 1989, M. Strong and his then wife acquired
and relinquished title to various real estate parcels. In 1983
and 1984, M. Strong and his then wife lost at |east three

properties in foreclosure actions. M. Strong filed his 1981-85



- 18 -
inconme tax returns jointly with his then wfe; they reported the

foll ow ng adjusted gross incone and taxable incone on those

returns:
Year_ Adj usted Gross | ncone Taxabl e | ncone
1981 $35, 266 $24, 184
1982 32,636 15, 314
1983 20, 917 2,765
1984 21,371 - 0-
1985 3,170 - 0-

M. Strong’s Prior Year Returns

M. Strong filed his 1986 Federal incone tax return in March
1990 with the followng details: (1) Hs filing status on that
return was married filing separate; (2) he clainmed exenptions for
his three children; (3) he reported adjusted gross incone of
$31,952; (4) he clained item zed deductions of $6,826; and (5) he
reported taxable incone of $17,526. The reported tax liability
of $2,105 was not paid until August 1991. He filed his 1987
Federal inconme tax return in March 1990 with the foll ow ng
details: (1) His filing status on that return was married filing
separate; (2) he clainmed exenptions for his three children; (3)
he reported adjusted gross incone of $11,976; (4) he clained
item zed deductions of $5,875; and (5) he reported taxable incone
of zero. The reported self-enploynent tax liability of $1,116
was not paid until April 1992. M. Strong filed his 1988

Federal inconme tax return in March 1990 with the foll ow ng
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details: (1) His filing status on that return was married filing
separate; (2) he clained exenptions for his three children; (3)
he reported adjusted gross incone of $8,867; (4) he clained
item zed deductions of $4,127; and (5) taxable incone of zero.
The reported sel f-enploynent tax liability of $1,153 was not paid
until April 1992. M. Strong did not file a Federal incone tax
return for 1989.

Respondent’s | ncone Determ nations

Respondent determned in the notice of deficiency that SCC
was a taxable corporate entity and determ ned SCC s net taxable
income in the years 1990-94. These determ nations are di sputed
as to the status of SCC as a taxpayer, the gross incone, and the
al | owabl e expenses. Respondent also determned in a separate
notice of deficiency that M. Strong received constructive
di vidend inconme in the full amount of SCC s net incone. Both SCC
and M. Strong tinely filed petitions with this Court.

OPI NI ON

|s SCC A Taxable Entity?

SCC and M. Strong argue that SCC should be ignored for tax
pur poses and was not a separate taxable entity apart from M.
Strong. A corporation is a separate taxable entity if it was
formed for a business purpose and engaged in business activity.

See Moline Props., Inc. v. Commi ssioner, 319 U S. 436, 439

(1943); Strong v. Conm ssioner, 66 T.C. 12, 23-24 (1976), affd.
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553 F.2d 94 (2d Cr. 1977). SCC was a valid M nnesota
corporation. Mre critical to this question, SCC was engaged in
t he construction business and houses were sold in its name during
the years in question. SCC was jointly listed wwth M. Strong on
account No. 893315300 where the receipts in dispute were
deposited. Checks for house sales were issued with SCC as the
payee. M. Strong chose to operate the construction business
t hrough a corporation, not a sole proprietorship. Under these
facts, SCC nust be recognized as a distinct taxable entity.

1. SCC s Unreported I ncome and Expenses

The extent of SCC s taxable incone is a separate issue.
There are two distinct questions in this regard. First, should
t he unreported deposits be treated as incone, and second, should
SCC be all owed deductions against its inconme in addition to those
al | oned by respondent ?

A. Construction | ncone

The parties stipulated that the construction business earned
gross income of $264,800 in 1990, $524,720 in 1991, $531,900 in
1992, $85,448 in 1993, and $531,396 in 1994 fromthe construction
and sal e of houses. This business was conducted in SCC s nane,
and the deposits of proceeds fromthese hone sal es should be

included in SCC s gross incone.
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B. Uni dentified Deposits

The question whether the unidentified deposits to the First
Bank account are income to SCC nerits further discussion. The
record reflects deposits were made to account No. 893315300 in
addition to the anobunts traced to specific hone sal es.
Respondent conceded that two of these deposits were |oans from
M. Strong’'s parents but asserts that the rest of these deposits
were incone to SCC and M. Strong.

Many of the deposits in dispute were of currency or were
conpletely unidentified. Oher deposits were by check
purportedly fromvarious individuals or entities. Respondent
asserts that M. Strong used nom nee nanes to hide his own
identity on sonme of the deposited cashier’s checks, such as the
three checks from M. Jeanotte in 1990 and two checks fromhis
brot her, Sean Strong, in 1994.

Because of M. Strong’ s inadequate records, respondent
reasons under the bank deposits nethod of proof that these
deposits are construction recei pts absent evi dence of any

nont axabl e source of the deposits. Respondent cites D Leo v.

Commi ssioner, 96 T.C 858, 867 (1991), affd. 959 F.2d 16 (2d Cr

1992); dayton v. Comm ssioner, 102 T.C 632 (1994); Tokarski v.

Commi ssioner, 87 T.C. 74 (1986); and Nicholas v. Comm ssioner, 70

T.C. 1057 (1978). W agree with respondent that unless

petitioners have shown that the funds cane from nontaxabl e
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sources, they are taxable to SCC. Dodge v. Conm ssioner, 981

F.2d 350, 353 (8th Cr. 1992), affg. in part, revg. in part and
remanding in part 96 T.C. 172 (1991). Petitioners argue that the
deposits in question were fromcash that M. Strong accunul at ed
over the years.

SCC clearly had a taxable source of incone as it was in the
construction business during the years at issue. The anbunts
were deposited to bank account No. 893315300, as were the
proceeds fromthe 22 house sales. M. Strong did not point to
any source for the deposits other than his previously accunul at ed
f unds.

M. Strong all eges he began to accunul ate cash through
ganbling w nnings during his service in the US. Navy in the md-
1970s. He clainms to have maintained a substantial cash hoard
t hroughout his marriage from 1978 to 1989 and during his filing
under chapter 7 of the Bankruptcy Code in 1990. M. Strong s
assertions are not credible for several reasons. First, M.
Strong was unable to explain specifically how the cash was
obt ai ned, where it was maintained, its anmount after 1978, and how
it was used. He stated that he was basically guessi ng when asked
to specify what anounts he had on hand at any particul ar point.
On cross-exam nation regarding the nature of his cash hoard, M.
Strong refused to be specific and continually changed his story.

For exanple, he stated that he did not add to his cash
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accunul ation for 6 years, from 1982 through 1988. Later, upon
bei ng questioned by the Court, M. Strong stated that he did add
to his cash accumul ation during that period. Still later, M.
Strong decided that his cash accunul ati on woul d have been in one
of three bank accounts. W construe against himM. Strong s
failure to provide adequate details regarding his cash hoard.
“We are not required to accept inplausible, uncorroborated, and
i ncoherent contentions as to the existence of a cash hoard.”

Daniels v. Conm ssioner, T.C. Menp. 1992-692.

Second, even though M. Strong was married during the period
he held his cash hoard, his ex-wife was unaware that it existed.
Hs ex-wife testified that the couple did not have an excess of
cash during the 8 years they were living together. Further, M.
Strong did not disclose the existence of the cash hoard upon
their divorce, even though he stated under penalties of perjury
in that proceeding that he had disclosed all assets.

Third, M. Strong’s liabilities are inconsistent with his
cl ai med cash hoard. For instance, M. Strong and his then wfe
| ost at |least three properties through foreclosure from Decenber
1986 t hrough February 1988. Such a forfeiture is inconsistent

with the existence of a cash hoard. See Holland v. United

States, 348 U. S. 121, 133 (1954). M. Strong al so borrowed
$10,000 in 1991 to purchase equi prent and al |l egedly borrowed
$6, 000 fromhis father in Decenmber 1990. M. Strong specifically
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testified that he borrowed fromhis father in 1990 because he
“was short on cash”. Borrow ng noney and incurring interest
charges are inconsistent with sitting on a | arge anmount of

unproductive cash. Thomas v. Conmm ssioner, 223 F.2d 83, 88 (6th

Cir. 1955), revg. a Menorandum Opinion of this Court; Daniels v.

Conmi sSsi oner, supra.

Fourth, M. Strong’s prior years’ tax returns are
inconsistent with his claimthat the cash hoard canme from
previously taxed income. From 1981 through 1989, he reported
t axabl e i ncome of $59, 789, an average of $6,643 per year.? The
| argest taxabl e incone he reported was $24,184 in 1981, and in
1984, 1985, 1987, 1988 and 1989, he reported zero taxable incone.
This was at the sane tinme he was supporting three children. M.

Strong’s reported incone from 1981 to 1989 is not sufficient to

live on, much |l ess accunulate a | arge cash hoard. See Holl and v.

United States, supra.

Finally, M. Strong filed for chapter 7 bankruptcy
protection in March 1990. In his bankruptcy case, he represented
that the sumtotal of his assets equal ed $33,500, including his
homest ead val ued at $30,000. He alleged he had no cash on hand
and no interest in any corporation. These representations
plainly contradict his current assertion that his cash deposits

during the years at issue were fromcash on hand at the begi nning

2SCC reported no taxable incone during this sane period.
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of 1990. M. Strong testified that he nmade these representations
on the advice of his bankruptcy counsel. M. Strong s bankruptcy
counsel, M. Minns, plainly denied that charge in his testinony.
M. Minns unequivocally stated that he did not inform M. Strong
that cash on hand or the value of a corporation did not have to
be reported in bankruptcy. M. Minns also stated that M. Strong
failed to informhimthat he had a significant anmount of cash on
hand.

In conclusion, we reject M. Strong’s cash hoard expl anation
for the unidentified deposits. Respondent al so asserts judici al
estoppel as a result of the representations in the bankruptcy
filing. Because we reject M. Strong’s clainms of a cash hoard,
it 1s unnecessary for us to reach this argunent.

The burden is on SCC to establish that the deposits in
di spute were not incone. “Once the deposits were shown to be in
the nature of inconme and to exceed what the taxpayers had
reported as incone, it becane the taxpayers’ responsibility to
persuade the trier of fact the deposits were nontaxable.” Dodge

v. Comm ssioner, 981 F.2d at 354. 1In addition to M. Strong’s

claimof a cash hoard, SCC argues that two of the deposits were
not taxable to SCC. The first is a deposit of $8,500 on August
10, 1994, which M. Strong clainms was paynent for the sale of a
motorcycle. In that instance, we accept the corroborating

testinmony of M. Strong’s then girlfriend and hold that the
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$8, 500 was not incone to SCC. The second is a deposit of $8, 500
on August 16, 1994, which M. Strong clainms was paynent for the
sale of his truck to his brother. 1In this instance, SCC has not
carried its burden. M. Strong provided testinony fromhis
brother that the $8,500 deposit was paynment for a pickup truck.
However, this testinmony is inconsistent with the records of the
M nnesot a Departnent of Mtor Vehicles regarding the ownership of
the truck in question, and we find this testinony unconvinci ng.
SCC does not provide any explanation for the remaining deposits,
and we concl ude that these deposits are incone to SCC.

C. Allowabl e Expenses of SCC

Section 162(a) allows a taxpayer deductions for ordinary and
necessary busi ness expenses incurred during the taxable year in
carrying on a trade or business. Deductions, however, are a
matter of |egislative grace, and the taxpayer bears the burden of

proving entitlenment to any deduction clainmed. See |NDOPCO Inc.

v. Comm ssioner, 503 U S. 79, 84 (1992). GCenerally, a taxpayer

must establish that deductions taken pursuant to section 162 are
ordi nary and necessary busi ness expenses and nust nmaintain
records sufficient to substantiate the anounts of the deductions
clainmed. Sec. 1.6001-1(a), Incone Tax Regs.

Wth respect to certain business expenses specified in
section 274(d), nore stringent substantiation requirenments apply.

Section 274(d) disallows deductions for travel expenses, gifts,
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meal s, and entertainnment, as well as for listed property defined
by section 280F(d)(4), unless the taxpayer substantiates by
adequate records or by sufficient evidence corroborating the
t axpayer’s own statenent: (1) The anmount of the expense; (2) the
time and place of the expense; (3) the business purpose of the
expense; and (4) the business relationship to the taxpayer of the
persons involved in the expense.

SCC argues that many of the expenses paid by M. Strong out
of account No. 893315300 were deducti bl e busi ness expenses of
SCC. For 1990, SCC s financial statenment provided to the revenue
agent during respondent’s audit of SCC did not include an
accountant’s conpilation of expenses paid from account No.
893315300; instead, it estimated SCC s costs using industry
standards and information available fromclosing statenents. For
1991-94, respondent allowed SCC expenses based upon fi nanci al
statenents including accountant’s conpilati ons of expenses for
those years. Respondent allowed SCC expenses for 1990 on the
basis of the information in the financial statenent, adjusted by
SCC s average actual gross profits percentage taken fromthe
1991-94 accountant’s conpil ati ons.

M. Strong testified that he paid sone of his personal
expenses, including child support, nedical fees, clothing

pur chases, restaurant charges, nagazi ne subscriptions, and
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groceries, for 1991-94 by issuing checks from account No.
893315300.

There are seven general categories of additional disputed
expenses that were paid out of account No. 893315300 which we
w Il discuss: (1) Advertising or pronotional expenses; (2)
prof essional fees; (3) travel expenses; (4) autonobile and truck
expenses; (5) office supplies and general supplies; (6) utility
expenses; and (7) m scell aneous expenses.

1. Advertising or Pronotional Expenses

Expenses for the pronotion or sponsorship of activities not
directly related to a taxpayer’s business are deductible if the
t axpayer can establish a proximte relationship between the
activity and the taxpayer’s business such that the sponsorship
was reasonably calculated to advertise the business. Gl v.

Comm ssioner, T.C Meno. 1994-92, affd. w thout published opinion

76 F.3d 378 (6th Cr. 1996).

SCC advertised its business primarily either through word of
mouth or by athletic sponsorships. As part of the athletic
sponsorshi ps, SCC paid for the uniforns, |ogo design, hats, t-
shirts, sweat pants, coats, bags, and pants for all players on
its sponsored teans. In addition, SCC nmade nonetary donations
for high school westling organizations and woul d provide
equi pnent and | eague/tournanent fees for its sponsored athletic

t eans.
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SCC cl ai ned that the expenses for advertising were

deducti bl e as ordinary and necessary business expenses.

Respondent determ ned that SCC was not entitled to deduct these

expenses as shown on the financial

account ants’

statenents and the

conpi l ations provided by SCC and adj usted these

expenses in determning SCCs tax liabilities for the years at

i ssue. SCC s cancel ed checks supported nany of these pronotional

expenses. |In addition,

testified credibly to substantiate the expenses.

menbers of SCC s sponsored teans

Accordi ngly, we

concl ude the anounts of the foll ow ng advertising or pronotional

expenses for the years 1991, 1992, 1993, and 1994 were ordinary

and necessary expenses of SCC.

1/ 2
1/ 2
2/ 2
2/ 4
2/ 27
2/ 27
3/ 23
4/ 9
4/ 10
4/ 19
517
5/8
5/ 15
5/ 17
5/ 17
6/ 5
6/ 13
6/ 19
8/ 13
9/ 12

1991

Expense

Letterman Sports
Letterman Sports
A&B

d adi ators
Letterman Sports
SRO Sof t bal

USA Westling
SRO Sof t bal

SRO Sof t bal
Letterman Sports
Dave’s Sports
Letterman Sports
At hl ete’ s Foot
USA Westling
USA Westling
Letterman Sports
Letterman Sports
Letterman Sports
Letterman Sports
SRO Sof t bal

Ampunt

$50. 00
644. 80
42. 38
74. 00
186. 00
320. 00
30. 00
615. 00
320. 00
297.75
73.62
50. 00
37.09
10. 00
20. 00
95. 40
271.75
50. 00
48. 00
225. 00



Dat e

12/ 11
12/ 11
12/ 14
12/ 19
12/ 23
12/ 23
12/ 23
Tot al

Dat e

1/9
1/ 14
1/ 31
2/ 3
2/ 29

3woul d be one word

104. 81
3/ 14
4/ 10
4/ 13
5/ 19
6/ 10
6/ 10
6/ 17
6/ 17
9/ 27
12/ 10
12/ 11
12/ 20
Tot al

1/ 23
1/ 24
2/ 06
3/ 05
3/11
4/ 15
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1991

Expense

Herman’ s Sports
Dave’s Sports
Broonbal I League
Herman’ s Sports
Dave’s Sports
Dave’s Sports
Herman’ s Sports

1992

Expense

Herman’ s Sports
Dave’s Sports

St at e Broonbal |

But ch Sal zi nger

Radi sson (Broonball)

D. Stecker (Softball)
But ch Sal zi nger (Hats)
Herman’ s Sports
Letterman Sports
Letterman Sports
Wal - Mart (Ball s)
Letterman Sports

Mar di’ s Enbroi dery
Slow Pitch MN

Dave’s Sports

St. Francis Westling
4 Seasons Broonbal |

1993

Expense

Herman’s Sports
Mardi’ s Enbroi dery
Mar ¢ WAshbur n

Mar di’ s Enbroi dery
MN Sports Federation
Cty of Coon Rapids

Ampunt

$89.
47.
60.
285.
100.
169.
63.

35
94
00
39
00
26
88

4, 276.

61

Ampunt

$32.
385.
185.
800.
132.
Radi sson (Broonball)

3, 900.
185.
51.
429.
78.
12.
102.
480.
112.
287.
250.

37
00
00
00
69

00
40
99
75
00
32
00
25
00
64

Ampunt

$149.
180.
80.
294.
63.
846.

97
00
00
00
00
00
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1993
Dat e Expense Anmount
4/ 16 WMN Liquor Liability $200. 00
4/ 21 Cty of Coon Rapids 60. 00
4/ 22 Janet Cul l en 1, 000. 00
6/ 5 MN Recreation Assn. 125. 00
6/ 7 A & B Sporting Goods 21. 29
8/ 10 Cty of Coon Rapids 100. 00
12/ 03 Sports Connection 75. 00
Tot al 3,194. 26

1994
Dat e Expense Anmount
317 Elk River Westling $105. 00
11/ 16 A & B Sporting Goods 118. 42
4/ 21 C.R Athletic Assn. 300. 00
Tot al 523.42

2. Pr of essi onal Fees

M. Strong clainmed accounting and | egal expenses of $3,410
and $4, 790 for 1993 and 1994, respectively. O these anounts,
respondent all owed $575 and $790 for 1993 and 1994, respectively,
as m scell aneous item zed deductions for tax preparation fees
paid to M. Newran. The remaining $2,835 for 1993 and $4, 000 for
1994 are in dispute. M. Strong testified that the $2,835 was
paid to Mchael Scott, an attorney, for title clarification in
connection with one of SCC s business properties. |In addition,
M. Strong testified that the $4,000 was paid to Craig Cascorono,
an attorney, also with respect to title issues concerning SCC s
busi ness properties. M. Strong testified that SCC often had to

retain attorneys in order to make sure its properties had valid
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titles fromthe city council before building on them Respondent
argues that | egal expenses relating to title issues are not
deducti bl e as ordinary and necessary busi ness expenses but should
be added to the basis of each property to which they relate.
We agree with respondent. The cost of defending or
perfecting title to property constitutes a capital expenditure

and no deduction shall be allowed for it. Estate of Franco v.

Conmi ssioner, T.C. Meno. 1980-340; Cowden v. Conm ssioner, T.C

Menmo. 1965-278, affd. per curiam 365 F.2d 832 (1st Cir. 1966);
sec. 1.263(a)-2(c), Income Tax Regs. The only evidence presented
by M. Strong and SCC shows that these |egal fees were for
defending or perfecting title. In his testinmony, M. Strong did
not relate these expenses to specific properties sold during the
years at issue. Therefore, the legal fees of $2,835 and $4, 000
paid in 1993 and 1994, respectively, are not currently deductible
to SCC.

3. Charitable Contributions

SCC cl ai ned deductions for charitable contributions of
$73.14 for 1991, $220 and $80 for 1992, and $80 for 1993. O
t hese anmounts, respondent allowed only the $80 charitable
contribution for 1992. Respondent contends that SCC failed to
provi de the required docunentation to substantiate the renaining

chari tabl e deducti ons.
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Under section 1.170A-13(a)(1), Incone Tax Regs., a taxpayer
is required to maintain for each charitable contribution a
cancel ed check, a receipt fromthe donee organi zation, or other
reliable witten records of the contribution. Because M. Strong
present ed copi es of cancel ed checks for the $73.14 in 1991 and
$80 in 1993, we conclude that SCC is allowed these charitable
contributions. However, because M. Strong failed to
substantiate the $220 contribution, we conclude that SCCis
precl uded from deducting the $220 for the year 1992 as a
charitable contribution.

4. Travel Expenses

SCC cl ai ned travel expenses for the years 1991-94 of
$1,914.59, $397.79, $148.62, and $1,045. 67, respectively.
Respondent di sal |l owed these travel expenses.

In order to substantiate a deduction by neans of adequate
records, a taxpayer nust maintain a diary, |og, statenent of
expenses, trip sheet, or simlar record, and docunentary evi dence
whi ch, in conbination, are sufficient to establish each el enent
of each expense or use. Sec. 1.274-5T(c)(2)(i), Tenporary |ncone
Tax Regs., 50 Fed. Reg. 46017 (Nov. 6, 1985). Accordingly, no
deduction for expenses under section 274(d) may be all owed on the
basi s of any approxi mation or the unsupported testinony of the

taxpayer. See, e.g., Sanford v. Conm ssioner, 50 T.C. 823, 827-

828 (1968), affd. 412 F.2d 201 (2d Gr. 1969).



- 34 -

Here, although M. Strong testified to some of the travel
expenses and provi ded copi es of sone cancel ed checks, SCC did not
provi de adequate substantiation to neet the strict requirenents
of section 274(d). The record does not include any receipts,
vouchers, itineraries, diaries, logs, or calendars nade in
connection wth the all eged travel expenses, nor any other
evi dence sufficient to corroborate M. Strong’s testinony.
Accordi ngly, we sustain respondent’s determ nations with respect
to these travel expenses for the years 1991 through 1994.

5. M scel | aneous Expenses

a. Ofice Supplies and General Supplies Expenses

SCC contests respondent’ s disall owance of the deductions
clainmed for office supplies and general supplies incurred for
1991, 1992, 1993, and 1994 of $797.96, $611.16, $396.12, and
$1, 102. 14, respectively. O these ambunts, respondent all owed
$326 for 1991, $495.52 for 1992, $386.66 for 1993, and $518.01
for 1994.

However, SCC contends that it is entitled to additional
of fice and general supplies expenses that were not all owed by
respondent. SCC offered as proof only copies of cancel ed checks.
The cancel ed checks do not show in any detail the itens purchased
or the business purpose for the itens, as required to

substanti ate the cl ai ned deductions. See sec. 1.162-17, |ncone
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Tax Regs. Therefore, we cannot allow SCC deductions for these
expenses.

b. Autonpbile and Truck Expenses

SCC cl ai ns deductions for autonobile and truck expenses for
1991, 1992, 1993, and 1994 of $686.56, $572.66, $27, and
$1, 239. 93, respectively. Respondent allowed SCC aut onobil e and
truck expenses for only the years 1992 and 1994 of $469.35 and
$320. 91, respectively. Respondent disallowed the renaining
aut onobi l e and truck expenses because of failure to substantiate
that the amounts were expended for business use. SCC did not
of fer any evidence at trial or present any argunent on brief
regardi ng these anmounts. Accordingly, respondent’s determ nation
on these remaining itens i s sustained.

C. Utility and Tel ephone Expenses

SCC clained utility expenses for the years 1991-94 of
$3, 704. 50, $3,314.11, $1,669.92, and $4,692.60, respectively.
Respondent concedes that SCC may deduct $3,609.20, $2,873.73,
$912. 20, and $3,118.61, respectively for 1991-94. SCC has failed
to present any evidence to substantiate entitlenent to the
remai ni ng di sal |l owed deductions. Accordingly, respondent’s
determ nation on these itens is sustained.

In addition, SCC clained tel ephone expenses for the 1992 tax
year of $665.53. Respondent concedes that SCC may deduct

$355.77. SCC failed to present any evidence at trial or present
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any argunent on brief regarding the additional anount.
Accordingly, respondent’s determ nation on the remaining clained
deduction is sustained.

d. M scel | aneous Expenses

As to SCC s other deductions (i.e., entertainnent,

i nsurance, and rent), M. Strong was not able to proffer any
docunentation to substantiate that the purpose of these expenses
was for business. M. Strong attributes the | ack of
substantiation to two fires that resulted in the loss of his
recei pts, but his general attitude regardi ng Federal inconme taxes
and his lack of credibility leave us with no reason to believe
recei pts were ever naintained.

Even if we were persuaded that sone portion of these
expenses was for business purposes, M. Strong has not offered
any evidence that would support his allocation of expenses or
otherwise allow the Court to reach an alternate determ nation

under Cohan v. Conm ssioner, 39 F.2d 540, 543-544 (2d G r. 1930).

Thus, with regard to these additional expenses for which there
are no adequate receipts, SCCs claimfails for |ack of
substanti ati on.

[11. Constructive Dividends to M. Strong

Respondent argues that the unreported busi ness incone of
SCC, neasured by the deposits into account No. 893315300, is

taxable to M. Strong as constructive dividend i ncone because M.
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Strong freely used the noney for personal expenses. Petitioners
do not address respondent’s argunent.
If a controlling sharehol der diverts corporate inconme to his
own use, the diverted funds are generally treated as constructive

dividends for tax purposes. DilLeo v. Conm ssioner, 96 T.C at

883. A dividend is any distribution of property made by a
corporation to its shareholders out of its earnings and profits.
Sec. 316(a). Were a corporation nakes a distributionto a
sharehol der that serves no legitimte corporate purpose and
results in an economc benefit to the sharehol der, the paynent is
a constructive dividend to the benefited sharehol der.

Conm ssioner v. Riss, 374 F.2d 161, 167 (8th Gr. 1967), affg. in

part, revg. in part and vacating in part T.C Meno. 1964-190; see

al so Meridian Wood Prods., Inc. v. United States, 725 F.2d 1183,

1191 (9th GCr. 1984). However, the fact that certain paynents
are not deductible by a corporation as busi ness expenses does not
automatically nmake them taxable to the sharehol der. Dol ese v.

United States, 605 F.2d 1146, 1152 (10th G r. 1979); Falsetti v.

Commi ssioner, 85 T.C 332, 356-357 (1985); Ashby v. Conm ssi oner,

50 T.C. 409, 418 (1968). To the extent the paynents do not
represent sone direct benefit to the sharehol der, they are not

taxable to him See Ashby v. Commi SSioner, supra.

Sone of the incone deposited into account No. 893315300 was

used by M. Strong for SCC s |egitimte busi ness expenses.
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Respondent al | owed sone of these expenses in the notice of
deficiency, and we have identified additional pronotional
expenses in section I1.C 1., above. |In addition, although SCC
may not deduct certain capital |egal fees, see supra section
I1.C. 2., we are convinced that those itens were of no personal
benefit to M. Strong. These itens, which are not constructive
di vidends to M. Strong, are $2,835 in 1993 (check No. 6834) and
$4,000 in 1994 (check No. 7763).

Ei ther the remaining inconme itens disallowed as deductions
to SCC were used by M. Strong for personal benefit or he has
failed to show that they were not so used. He nade no
di stinction between SCC s funds and his own, by his own
adm ssion. He paid child support, nedical bills, clothing,
groceries, travel, and other personal expenses directly out of
account No. 893315300. In addition to failing to properly
substantiate his travel expenses, he has not shown that the
travel expenses were not personal. He has failed to establish
that the renmai ni ng nondeducti bl e corporate expenditures had any
| egitimate corporate purpose and were not for his benefit.

In summary, the deposits into account No. 893315300
determ ned to be taxable to SCC are taxable to M. Strong as
constructive dividends, |less the anobunts of (1) the expenses

al | oned by respondent, (2) the pronotional expenses we have hel d
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in section I1.C 1. and 3. above are deductible by SCC, and (3)
the itens we have determ ned have no benefit to M. Strong in

this section. |V. Penal ti es and Additions to Tax

A. Fraud Penalty Under Section 6663--M. Strong

Respondent determned that M. Strong is liable for the
fraud penalty under section 6663 for each of the years 1990,
1991, 1992, 1993, and 1994. Respondent nust show by cl ear and
convi ncing evidence that M. Strong fraudulently intended to
underpay his taxes in each year in issue in order to prove that
he is liable for the fraud penalty under section 6663. See sec.

7454(a); Rule 142(b); Row ee v. Comm ssioner, 80 T.C 1111, 1113

(1983). For Federal tax purposes, fraud entails intentional
wr ongdoi ng with the purpose of evading a tax believed to be

ow ng. See Neely v. Comm ssioner, 85 T.C. 934, 947 (1985). In

order to show fraud, respondent nust prove: (1) An underpaynent
exists and (2) M. Strong 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

T.C. 654, 660-661 (1990).

1. Under paynent

We have found above that SCC received construction incone in
each of the years 1990-94 and that M. Strong used nost of the
construction inconme for his personal expenses. Neither SCC nor

M. Strong paid Federal income tax on the additional construction
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i ncone. Therefore, both SCC and M. Strong underpaid their taxes
for 1990-94.

2. 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

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 1 nadequate records; (3) failure to file tax returns;
(4) inplausible or inconsistent explanations of behavior; (5)
conceal ment of incone or assets; (6) failing to cooperate with
tax authorities; (7) filing false docunents; (8) failure to nmake
estimated tax paynents; (9) dealing in cash; (10) engaging in
illegal activities; (11) attenpting to conceal illegal activity;
(12) an intent to mslead which may be inferred froma pattern of
conduct; and (13) lack of credibility of the taxpayer’s

testinony. 1d.; see also Spies v. United States, 317 U S. 492,

499 (1943); Recklitis v. Conmm ssioner, 91 T.C. 874, 910 (1988).

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

persuasi ve evidence. Niedringhaus v. Conm ssioner, supra at 211
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M. Strong consistently understated his incone while
spendi ng SCC s construction incone on his personal expenses
during the years in issue. During these sane years, M. Strong
reported m nimal taxable inconme, if any, and at nost $81,640 in
gross receipts fromthe construction business. M. Strong's
personal tax returns also do not take into account any of the
funds he used for personal expenses.

M. Strong did not keep adequate records of the expenses he
clainms were related to SCC s business. Hi s claimof a cash hoard
that he periodically deposited into account No. 893315300 was an
i npl ausi bl e expl anati on of the unreported construction incone.
Hi s purported explanation, if true, is an adm ssion that he
defrauded his creditors and lied to his attorney during his
bankrupt cy proceedi ngs by denying the existence of the cash he
cl ainse was hi dden under his house. During an inquiry by
respondent’s revenue agent, M. Strong refused to provide the
revenue agent with any personal or financial information and |ied
about his access to records. During the later audit, he provided
detailed financial records only after respondent obtained third
party records by summons. M. Strong know ngly filed fal se tax
returns for each year at issue. Hi s patterns of depositing cash
in amounts | ess than $10, 000 and understating the construction
income in each year show that he intended to conceal the incone

he appropriated fromhis construction business. W did not find
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M. Strong’ s testinony credi ble and do not accept his explanation
for the inconme deposited into his bank account. He admtted in
his testinony that he considered the noney in account No.
893315300 hi s personal funds. The factors indicating fraud weigh
heavily against M. Strong. Respondent has shown by clear and
convi ncing evidence that M. Strong fraudul ently underpaid his
taxes for 1990, 1991, 1992, 1993, and 1994. Therefore, he is
liable for the fraud penalty under section 6663 for each year in
I ssue.

B. Additions to Tax for Failure To Fil e--SCC

Respondent asserts that SCCis liable for the addition to
tax under section 6651(f) for fraudulent failure to file a
return, or, in the alternative, that SCCis |liable for the
addition to tax for failure to file a return under section
6651(a) (1) for each of the years 1990, 1991, 1992, 1993, and
1994. Corporations subject to taxation nust file Federal incone
tax returns. Sec. 6012(a)(2). |If a corporation fails to file a
return, the Comm ssioner nmay inpose an addition to tax of 5
percent per nonth of the amount of tax required to be shown on
the return, to a maxi mumof 25 percent. Sec. 6651(a)(1). |If the
failure to file is fraudulent, the addition to tax is increased
to 15 percent per nonth of the tax required to be shown on the
return, to a maxi numof 75 percent. Sec. 6651(f). W consi der

the sane factors under section 6651(f) that are considered in
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i nposing the fraud penalty under section 6663. C ayton v.

Conmm ssioner, 102 T.C 632, 653 (1994).

A corporation can act only through its officers and does not
escape responsibility for acts of its officers perfornmed in that

capacity. DilLeo v. Conm ssioner, 96 T.C. at 875. It follows

that corporate fraud necessarily depends upon the fraudul ent
intent of the corporate officers. 1d. In determ ning whether
SCC acted with the requisite fraudul ent intent, we nust consider
the actions of M. Strong, SCC s president and sol e sharehol der.
The pertinent questions are: (1) Wiether M. Strong had
sufficient control of the corporation that his fraudul ent acts
shoul d be inputed to the corporation and (2) whether M. Strong
was acting on behalf of, and not against the interests of, SCC

See Rui doso Raci ng Association, Inc. v. Conm ssioner, 476 F.2d

502, 506 (10th G r. 1973), affg. in part and remanding in part on

anot her ground T.C. Menp. 1971-194; Botwinik Bros., Inc. v.

Commi ssioner, 39 T.C 988, 996 (1963); Federbush v. Conm ssi oner,

34 T.C. 740, 750 (1960), affd. per curiam325 F.2d 1 (2d Gr.

1963); Moore v. Conm ssioner, T.C Meno. 1977-275, affd. 619 F.2d

619 (6th Cr. 1980).

M. Strong was the sole sharehol der, officer, and director
of SCC and had control over its activities. He diverted proceeds
for his owm use that belonged to SCC. Gven M. Strong’s limted

education, lack of tax experience, and existence as SCC s only
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sharehol der, we are not convinced that he fully understood that
SCC s corporate formrequired a separate tax return. |In fact,
M. Strong formed SCC as a corporation because his attorney
recommended it. It has not been shown that M. Strong had any
expertise in keeping corporate books and records, or that his
attorney or accountants instructed himin filing corporate
returns. As a result, respondent has not shown by clear and
convi ncing evidence that M. Strong’ s fraudul ent intent extended
beyond his desire to conceal inconme with respect to his persona
income tax returns or that SCCs failure to file tax returns was
f raudul ent .

However, it is clear fromthe record that SCC did not file
Federal inconme tax returns for 1990-94 w thout any reasonabl e
expl anation. Therefore, SCCis liable for the addition to tax
under section 6651(a)(1l) for failure to file returns.

To reflect the foregoing and concessions by the parties,

Decisions will be entered

under Rul e 155.




