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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

CHI ECHI, Judge: Respondent determ ned the follow ng defi-
ciencies in, and accuracy-rel ated penalties under section

6662(a)! on, petitioners’ Federal inconme tax (tax):

IAIl section references are to the Internal Revenue Code
(Code) in effect for the years at issue. Al Rule references are
to the Tax Court Rules of Practice and Procedure.



Accur acy- Rel at ed

Year_ Defi ci ency Penalty Under Sec. 6662(a)
2003 $33, 492 $6, 698. 40
2004 23,561 4,712. 20
2005 31, 866 6, 373. 20

The issues remaining for decision are:

(1) Are petitioners entitled to deduct under section 162(a)
for each of their taxable years 2003 through 2005 certai n amounts
that petitioner Francis J. VMlock paid to a certain corporation?
We hold that they are not.

(2) Are petitioners entitled to deduct under section 162(a)
for their taxable year 2003 certain amounts that they claim
petitioner Francis J. Vlock paid to two of their children for
services rendered? W hold that they are not.

(3) Are petitioners liable for each of their taxable years
2003 t hrough 2005 for the accuracy-rel ated penalty under section
6662(a)? We hold that they are.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found
except as stated herein.

At the tinme petitioners filed the petition in this case,

t hey resided in Nebraska.



M. VM ock’'s | nsurance Business

Fromat least 1978 to the time of the trial in this case,
petitioner Francis J. Mlock (M. M ock)? served as an insurance
representative of one or nore insurance conpanies. As an insur-
ance representative, M. Vlock sold insurance and certain other
financial products, such as variable annuities and ot her securi -
ties, in several States. From 2000 to the tine of the trial in
this case, M. Viock primarily represented New York Life |nsur-
ance Co. (New York Life). From2002 to the tinme of the trial in
this case, M. VIock was an i ndependent contractor of New York
Life and operated his business (M. Vlock’s insurance busi ness)
as a sole proprietorship.

From 1975 until 2002, petitioner Jeanne M VIock (Ms. VI ock)
spent nost of her time raising and caring for petitioners’ four
children. Before 2002, Ms. VIock had been invol ved sporadically
in M. Vlock’s insurance busi ness and had occasionally provided
certain unidentified services to M. Vlock’s insurance business.

In June 2000, M. VIock underwent hip surgery, which re-
quired himto spend several nonths recovering. |In order to
mai ntain M. Vlock’s insurance business during that period of

recovery, M. Vlock worked primarily at petitioners’ personal

’2In referring to M. VM ock, the record refers interchange-
ably to Francis J. Vlock, F. Joseph M ock, Joseph VIock, and Joe
VI ock.
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residence at South 167th G rcle, Omaha, Nebraska (petitioners’
resi dence).

In 2000, M. Vliock and New York Life entered into a contract
whereby M. M ock becane a so-called district agent of New York
Life. As such, M. Mock, inter alia, was responsible for
hiring, training, and devel oping individuals to becone agents for
New York Life (agents-in-training). In exchange for his services
as a district agent, M. Vliock was entitled to certain comm s-
sions on the sales of New York Life insurance products by the
agents-in-training. M. Vlock treated the agents-in-training
that he hired in his capacity as a New York Life district agent
as i ndependent contractors.

Starting around 2000, M. Vlock acquired as clients approxi-
mately 2,500 to 3,000 individuals (additional clients) who had
been clients of certain other agents of New York Life who had
died or retired. Those additional clients nearly doubled the
total nunber of clients of M. VW ock’s insurance business.

Wiile M. VIock was recovering fromhis hip surgery and was
acquiring the additional clients, he decided that he needed
addi tional assistance in order to maintain and inprove M.

VI ock’ s insurance business. Around 2000 or 2001, M. WVl ock
di scussed with Ms. VIock whether she was willing to becone nore
involved in M. Vlock’ s insurance business in order to assist him

in servicing additional clients and obtaining new clients. M.
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VI ock was open to that possibility because petitioners’ children
no longer required her full-time care and attention. At a tine
bet ween around m d-2000 and the end of 2001, petitioners agreed
that Ms. Viock was to provide to M. MV ock certain assistance in
mar keting M. VlIock’s insurance business and servicing its
clients.

From 2002 t hrough the summer of 2006, M. VIock operated M.
VI ock’ s insurance business in office space that he | eased at 6901
Dodge Street, Omaha, Nebraska (Dodge Street office). In the
summer of 2006, M. M ock termnated the | ease with respect to
that office and noved M. VlIock’s insurance business to office
space that New York Life owned at Val nont Plaza, Owmha, Nebraska.

During 2003 through 2005, the years at issue, M. W ock
enpl oyed at | east one or nore of the followng individuals in M.
VI ock’ s insurance business: Paul Jensen, Shirley Schm dt, and
Kiran Khajuria. During those years, those enpl oyees perforned
their respective duties for M. Vlock’ s insurance business at the
Dodge Street office.

Paul Jensen, whom M. VI ock enployed on a full-tinme basis
during 2003 and part of 2004, served as a receptionist for M.
VI ock’ s insurance business and al so was responsible for perform
ing certain adm nistrative and secretarial tasks for that busi-
ness. Those tasks included (1) scheduling certain appointnents

for M. Vlock, (2) creating files for certain new clients and
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certain prospective clients, (3) managing interns that M. VI ock
hired, (4) maintaining office equipnment used at the Dodge Street
office, and (5) preparing newsletters and other mailings. During
2003 and 2004, M. Vliock paid to Paul Jensen total wages of
$29, 475. 84 and $19, 466. 56, respectively, and reported those
anounts in Forns W2, Wage and Tax Statements (Forns W2), that
he issued to himfor those respective years.

Shirley Schm dt, whom M. WVl ock enpl oyed on a part-tine
basis during each of the years at issue, was responsible for
performng certain admnistrative and financial tasks for M.

VI ock’ s insurance business. Those tasks included (1) payroll

adm nistration, (2) handling certain calls fromclients,

(3) preparing disclosure docunents and conpliance materi al s,

(4) processing checks, executing wire transfers, and conducti ng
certain other financial transactions, and (5) preparing certain
tax reporting materials such as Forms W2 and Fornms 1099- M SC,

M scel | aneous I ncone (Fornms 1099-M SC). During 2003, 2004, and
2005, M. Ml ock paid to Shirley Schm dt total wages of $17, 770,
$17,578, and $14, 072, respectively, and reported those anmbunts in
Forms W2 that he issued to her for those respective years. 1In
addition to paying those wages to Shirley Schmdt, M. W ock paid
her total nonenpl oyee conpensation of $2,320.08, $2,087.27, and
$925. 41 during 2003, 2004, and 2005, respectively, and reported
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t hose anmounts in Forns 1099-M SC that he issued to her for those
respective years.

Ki ran Khajuria, whom M. VIock enployed on a part-tinme basis
during 2005, was responsible for perform ng various tasks for M.
VI ock’ s insurance business. Those tasks included (1) naintaining
prospectuses for the various financial products that M. W ock
sold to clients, (2) maintaining conputer equipnent at the Dodge
Street office, (3) installing software on the conputer system
utilized at the Dodge Street office, and (4) backing up that
conputer systemand maintaining all backup files. During 2005,
M. Vlock paid to Kiran Khajuria total wages of $1,383 and
reported that anmount in Form W2 that he issued to that individ-
ual for that year.

During 2004 and 2005, M. Vlock also hired R chard Ness and
Joaquin Wl wayco to provide services to M. Vlock’s insurance
busi ness as i ndependent contractors. During those years, Richard
Ness assisted M. Vi ock’s insurance business with, inter alia,
training staff and identifying and devel opi ng new markets for
t hat busi ness’s insurance and financial products. During 2004
and 2005, M. Vlock paid to Richard Ness total nonenpl oyee
conpensation of $3,000 and $8, 000, respectively, and reported
t hose anmounts in Forns 1099-M SC that he issued to himfor those

respective years.
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During 2004, Joaquin WIwayco provided to M. Vlock’s
i nsurance business certain software training and assisted M.
VIiock with certain presentations and educational sem nars.
During 2004, M. M ock paid to Joaquin WIlwayco total nonenpl oyee
conpensati on of $500 and reported that amount in Form 1099-M SC
that he issued to himfor that year

From 2002 t hrough Cctober 2005, Ms. VWl ock worked 30 to 50
hours per week perform ng a nunber of services for M. Vlock’s
i nsurance busi ness. Those services included (1) preparing and
distributing materials relating to certain semnars and certain
prograns that M. Vlock s insurance business offered to its
clients and potential clients; (2) organizing speakers, venues,
itineraries, and other logistics for those sem nars and those
prograns; (3) receiving and processing certain calls from sone
clients of M. M ock’ s insurance business regarding their ac-
counts; (4) sorting mail delivered to petitioners’ residence
bet ween personal nmail and mail relating to M. VlIock’s insurance
busi ness; (5) scheduling for M. MVl ock certain appointnments with
sone clients and sone potential clients of M. Vlock’s insurance
busi ness; (6) arranging and tracking certain nmedical appointnents
for sonme clients of M. Vlock’s insurance business where such
appoi ntnents were prerequisites in order to buy certain insurance
products; (7) handling hone entertai nment and hospitality for

certain clients of M. Vlock’ s insurance business; (8) processing
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certain clains for benefits; and (9) entering into M. M ock’s
i nsurance busi ness’s database system certain account information
for sone of the additional clients and organi zing and mai ntai ni ng
relevant files with respect to those clients. Beginning in
Oct ober 2005, Ms. VI ock reduced the nunber of hours that she
wor ked each week for M. M ock’s insurance business to about 30
hours.

M. Vlock prepared the foll ow ng docunents with respect to
M. WVl ock’s insurance business: (1) A docunent dated Decenber
2002 and entitled “Annual Business Plan for Joe Vlock, CLU ChFC
& Associ ates, 1729 South 167 Circle, Omha, NE 68130” (Decenber
2002 annual busi ness docunent); (2) a docunent dated January 2004
and entitled “Annual Business Plan for Joe VIock, CLU ChFC &
Associ ates, 1729 South 167 Circle, Omha, NE 68130” (January 2004
annual busi ness docunent); and (3) a docunent dated January 2005
and entitled “2005 Business Plan, F. Joseph Vlock, CLU ChFC &
Richard L. ‘Rick’ Ness, LUTCF, New York Life” (January 2005
annual busi ness docunent). (W shall refer collectively to the
Decenber 2002 annual business docunent, the January 2004 annual
busi ness docunent, and the January 2005 annual busi ness docunent
as the Vlock insurance business annual business docunents.)

The second page of the Decenber 2002 annual business docu-

ment (Decenber 2002 annual busi ness docunent second page) was
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entitled “JOE VLOCK 2002 BUSI NESS PLAN, PERFORMED BY
VLOCK/ HAMMOND® and st at ed:
Specific Goals for 2002

1. Chairman’s Council

2. Recreation Tinme (Famly)

3. Education

4. Consistent G owh

5. Prioritize Phone List

6. Keep Notes in File Neat/Cl ean up Files

7. Workable Plan

8. Creative Tine

9. Tinme Managenent
The Decenber 2002 annual busi ness docunent second page was the
only page on which M. Vlock referred in the Decenber 2002 annual
busi ness docurment to “VLOCK/ HAMMOND'.® In the Decenber 2002
annual business docunment, M. Viock did not set forth any spe-
cific goals that he expected VlIock and Hammond to acconplish, or
any specific tasks that he expected VI ock and Hammond to perform
with respect to M. Vlock’s insurance business.

In the January 2004 annual business docunent, M. Vlock did
not refer to Vlock and Hanmond. Instead, M. Viock referred in

t hat docunent to “Jeanne” (i.e., Ms. Ml ock) the follow ng four

\\e believe that the reference to “VLOCK/ HAMVMOND' is to
VI ock and Hammond, Inc. (discussed below). (W shall refer to
VI ock and Hamond, Inc., as Vlock and Hammond.)
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times: (1) In a section entitled “Cpportunities”, M. WV ock
stated that “Jeanne is conmtted to co-ordinate all marketing and
case preparation and public relations with clients”; (2) in a
section entitled “Threats”, M. Vlock asked: “Can Joe & Jeanne
work together”; and (3) in a section entitled “Key Strategies for
Pl anning Year”, M. M ock stated (a) that he was to “Spend 2-3
hours with Jeanne coordinating nonthly sem nars, case presenta-
tions and client appreciation workshops”, and (b) “Jeanne to
coordi nate center of influence appointnents.” M. Vlock did not
indicate in the January 2004 annual busi ness docunent that the
four references in that docunent to “Jeanne” were to Ms. VI ock
acting on behalf of Vlock and Hammond. Nor did M. M ock refer
in the January 2004 annual busi ness docunent to “Jeanne” in such
a way as to establish that, if and when Ms. VMl ock were to perform
services for M. Vlock’s insurance business, she would be acting
on behalf of W ock and Hanmond.

M. Vlock did not refer to VIock and Hammond or to Ms. VI ock
in the January 2005 annual busi ness docunent. |In that docunent,
M. Vlock set forth goals and objectives for M. MVl ock, R chard
Ness, and a person identified in that docunent as “Jess”. 1In the
January 2005 annual busi ness docunment, M. WVl ock also set forth
anal yses of the strengths and weaknesses of, the opportunities
for, and the threats to M. Vlock and Ri chard Ness. In that

docunent, M. Vlock did not assign any tasks or goals to M ock
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and Hamrmond or to Ms. MVl ock acting on behalf of VI ock and Hamond
and did not indicate that VIock and Hanmmond or Ms. Ml ock acting
on behal f of VIock and Hanmond was to assist M. M ock, Richard
Ness, or “Jess” in achieving any of the goals and objectives that
M. VMock set forth in that docunent for each of them

During 2003, an unidentified individual prepared two docu-
ments (business potential docunents), each of which was entitled
“ ASSESS YOUR BUSI NESS POTENTI AL REPPORT [sic] - 2003, JOE VLOCK
CLU, CHFC/VLOCK & HAMMOND'. Each of those titles contained the
only reference to Vlock and Hamond i n each of those docunents.
Each of the busi ness potential docunents contained several
statenents that were addressed directly to M. Vlock, including
the fol |l ow ng:

Joe, here is nmy summary of your needs for coachi ng and

activities to go to the next level. Al of these
actions and systens could be set up through custom zed
coachi ng.

OVERVI EW OF ACTI ONS NEEDED AND YOUR CQACHI NG NEEDS

. Clear CGoals: for 1 year and 1 quarter

. Cl ear Marketing Systenms: Target market busi -
ness/estate, build strong client centers of
| nfl uence, use your speaking skills.

. Better staff utilization: train Jean! to be
your marketing coordi nator.

. Polish your office systens: have |ess ser-
vice interruptions.

. Better tinme managenent: plan and coordinate

your day, week, and nonth; deal with your
ti me wasters.

“We believe that the reference to “Jean” is to Ms. W ock.
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. Get out of your confort zone: stay “focused”
on your insurance busi ness.

. | ncrease your sales activity and case size
t hrough target marketing.

. Joe, good things are ahead for you and your

staff. You can go to the next |evel.
The reference to “Jean” in the above-quoted statenent was the
only reference to Ms. M ock in each of the business potenti al
docunents. The author of each of those documents did not indi-
cate therein that each such reference was to Ms. Vlock acting on
behal f of M ock and Harmond. Nor did the author refer in either
of the business potential reports to Ms. Vliock in such a way as
to establish that, if and when Ms. Vlock were to perform services
for M. Vlock’s insurance busi ness, she would be acting on behal f
of Ml ock and Hammond.

Petitioners filed Form 1040, U.S. Individual I|ncone Tax
Return, for each of their taxable years 2003 (2003 return), 2004
(2004 return), and 2005 (2005 return). Frank Pechacek (M.
Pechacek), an attorney at the firmof WIIson & Pechacek, P.L.C.
prepared each of those returns for petitioners.® Petitioners
attached to each of the 2003 return, the 2004 return, and the
2005 return Schedule C, Profit or Loss From Business (Schedul e
C). In each of those schedules, M. M ock reported incone
derived from and cl ai ned expenses with respect to, M. Vlock’s

i nsurance busi ness.

SM. Pechacek is the | ead attorney who represents petition-
ers in this case.
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In Schedule C that petitioners attached to the 2003 return
(2003 Schedule C), M. Viock clainmed the foll ow ng expenses,

inter alia, with respect to M. Vlock’s insurance business:

Description Anmount
Rent - - Dodge Street office $20, 096
Wages 47, 246
Contract | abor 5,920
Managenent services 120, 000

The amount that M. Vlock clainmed as a deduction for contract
| abor in the 2003 Schedule C included a total of $3,600 that M.
VI ock reported as nonenpl oyee conpensation in respective Fornms
1099-M SC for taxable year 2003 that he issued to petitioners’
daughters Sarina and Jennifer (collectively, Vlock daughters).
In those respective forms, M. VIlock clainmed that he paid as
“Nonenpl oyee conpensation” $1,400 and $2,200 to Sarina and
Jenni fer, respectively.

In Schedule C that petitioners attached to the 2004 return
(2004 Schedule C), M. Viock claimed the foll ow ng expenses,

inter alia, with respect to M. Vlock’s insurance business:

Description Anmount
Rent - - Dodge Street office $18, 972
Wages 37, 044
Contract | abor 4,000

Managenent services 120, 000
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In Schedule C that petitioners attached to the 2005 return
(2005 Schedule C, M. Viock claimed the foll ow ng expenses,

inter alia, with respect to M. Vlock’s insurance business:

Description Anmount
Rent - - Dodge Street office $20, 696
Wages 24, 380
Managenment services 109, 000

The respective deductions that petitioners clained with
respect to managenent services in the 2003 Schedule C, the 2004
Schedul e C, and the 2005 Schedul e C represented the respective
anounts that petitioners claimed that M. M ock paid to Vlock and
Hanmond during 2003, 2004, and 2005, respectively.

VI ock and Hammobnd

As di scussed above, Ms. Vlock wanted to help M. Vliock with
M. Vlock’s insurance business, and between around m d-2000 and
the end of 2001 petitioners agreed that Ms. VIock was to provide
to M. M ock’s insurance business certain assistance in marketing
t hat busi ness and servicing sone of its clients. However,
petitioners wanted Ms. VlIock to do so in a manner that would
achi eve certain tax-avoi dance objectives (discussed below). In
an attenpt to achi eve those objectives, on Decenber 27, 2001, M.
VI ock incorporated Vlock and Hammond under the |laws of the State
of Nebraska. Fromthe incorporation of VlIock and Hammond

t hroughout the years at issue, Ms. VIock was its sol e stockhol der
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and its sole director, and the follow ng individuals served as

its officers:

Jeanne M VI ock Presi dent and Treasurer
Angel a VI ock® Vi ce President
Francis J. Mlock Secretary

One of the tax-avoi dance objectives of petitioners in having
Ms. Vlock incorporate Vlock and Hammond was that they did not
want Ms. Vlock to receive cash wages for the services that she
was to performfor M. M ock’s insurance business because she
woul d have to report any such wages as inconme and pay tax on that
i ncone. Anot her tax-avoi dance objective of petitioners in having
Ms. Vlock incorporate Vlock and Hammond was to have MVl ock and
Hanmond pay virtually all of petitioners’ personal |iving ex-
penses with funds which M. Vlock was to pay to Vl ock and Hammond
and for which petitioners were to claimtax deductions.

In an attenpt to bolster the chances that they would succeed
in achieving their tax-avoi dance objectives, petitioners created
a paper trail relating to VIock and Hanmond.

The Purported Managenent Agreenent

On January 1, 2002, M. M ock and VIl ock and Hammond execut ed
a docunent entitled “MANAGEMENT CONSULTI NG AGREEMENT” ( pur ported

managenent agreenent). M. VI ock executed that docunent on

6Angel a MVl ock is petitioners’ oldest child.
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behal f of VI ock and Hammond. The purported managenent agreenent
stated in pertinent part:

1. Managenent Services. [M.] M ock hereby
contracts with [VMlock and Hammond] * * * to perform
managenent and consulting services in accordance with
the terns and conditions set forth in this Agreenent.

[Mlock and Hanmond] * * * will consult with [M.]
VI ock concerning matters related to the managenent and
operation of [M. VM ock’s insurance business] * * *,
his financial policies, and generally any matter aris-
ing out of the business affairs of [M.] Vlock. The
managenent services shall include, but not be limted
to, advice and services regardi ng marketing, account-
i ng, technical and conputer support, and personnel
matters. The managenent services regardi ng personnel
matters shall include advice regardi ng enpl oynent
control, supervision, hiring and di scharge of enpl oyees
and i ndependent contractors hired by [M.] WV ock.

[ Ml ock and Hanmond] * * * may provide advice with
respect to enployee benefits and enter into negoti a-
tions regarding sanme on behalf of [M.] Mock. [Wock
and Hammond] * * * will also provide advice with re-
spect to the purchase and/or |ease of equi pnent and
supplies relating to [M.] W ock’ s business.

* * * * * * *

3. Payment to Consulting Conpany. [M.] M ock
shall pay [M ock and Hammond] * * * the sum of
$10,000.0 [sic] per nonth on or before the first day of
each nonth. [M.] Mock shall not be required to pay
any other fee or benefit to [VIock and Hammond] * * *
for services rendered. [M ock and Hammond] * * * may
subm t reasonabl e out-of - pocket expenses fromtine to
time to [M.] Mock which will be reinbursed only upon
[M.] M ock[’ s] approval.

4. Duties of Consulting Conpany. [VIock and
Hanmond] * * * shall furnish consulting and nmanagenent
services and render advice to [M.] Mock at all tines
reasonably requested by [M.] W ock, subject, however,
to the follow ng conditions:

* * * * * * *
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g. [Ml ock and Hanmond] * * * shall provide ade-
guate office space, office equi pnent and
furni shings, general liability insurance, al

of fice supplies, adequate office staff, al

t el ephone and reception services, all reason-
abl e subscriptions and all postage, corre-
spondence nmaterials and typing services to
[M.] M ock.

In arriving at the $10, 000 anount stated in section 3
(quot ed above) of the purported managenent agreenent, neither M.
VI ock nor Ms. Vlock consulted an accountant, business manager, or
conpensation expert. However, M. VIock consulted M. Pechacek,
the attorney whom petitioners retained for the purpose of assist-
ing Ms. Mlock in incorporating Vlock and Hammond and drafting
certain docunents for it, including, inter alia, the purported
managenent agreenent.’

On Cct ober 25, 2005, M. Vlock and VI ock and Hanmond exe-
cuted an anendnent (2005 anmendnent) to the purported nmanagenent
agreenent. That anmendnent reduced the anpbunt stated in section 3

of that purported agreenent from $10, 000 per nonth to $7,500 per

mont h.

"The record does not establish what M. Pechacek, who was
the preparer of petitioners’ 2003 return, 2004 return, and 2005
return and who is the lead attorney representing petitioners in
this case, see supra note 5, told Ms. M ock when she consulted
him Before the commencenent of the trial in this case, peti-
tioners waived any potential conflicts of interest regarding M.
Pechacek, who was not called as a witness at that trial.
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At the times indicated,® M. M ock paid to Vl ock and Hamond

the follow ng amobunts (M. M ock’s paynents to Vl ock and

Hamond) : °
T me Anount
January 2003 $5, 000. 00
Feb. 6, 2003 10, 000. 00
Mar. 4, 2003 10, 000. 00
Apr. 9, 2003 10, 000. 00
May 2003 10, 000. 00
June 10, 2003 10, 000. 00
July 21, 2003 5, 000. 00
Sept. 3, 2003 10, 000. 00
Cct ober 2003 10, 000. 00
Novenber 2003 10, 000. 00
Nov. 29, 2003 11, 100. 00
Dec. 6, 2003 10, 000. 00

2003 Total $111,100.00

8The record does not establish the days in all of the nonths
during the years at issue on which M. VIock nade paynents to
VI ock and Hanmond.

°Petitioners concede that they are unable to establish that
M. Vlock made all of the paynents to VI ock and Hammond t hat they
claimed as the respective deductions in the 2003 Schedule C, the
2004 Schedule C, and the 2005 Schedule C. They al so concede that
during each of the years at issue M. Vlock paid to VIock and
Hanmond a total amount that was |less than (1) the annual total of
the nonthly anmount stated in sec. 3 of the purported nanagenent
agreenent and (2) the anount that petitioners clained as a
deduction for managenent services in Schedule C included with the
return that they filed for each of those years.



Jan. 5, 2004 $10, 000. 00
Feb. 5, 2004 10, 000. 00
Mar. 29, 2004 10, 000. 00
Apr. 13, 2004 10, 000. 00
May 1, 2004 10, 000. 00
June 11, 2004 10, 000. 00
July 7, 2004 10, 000. 00
Aug. 9, 2004 10, 000. 00
Sept. 10, 2004 10, 000. 00
Nov. 1, 2004 10, 000. 00

2004 Total $100, 000.00

January 2005 $10, 000. 00
February 2005 20, 000. 00
April 2005 10, 000. 00
May 2005 10, 000. 00
June 2005 10, 000. 00
July 2005 5, 000. 00
August 2005 10, 000. 00
Sept enber 2005 10, 000. 00
Cct ober 2005 10, 000. 00
Noverber 2005 12,873. 33

2005 Total $107, 873.33

The Purported Enpl oynent Agreenent

On January 1, 2002, Ms. Ml ock and VI ock and Hammond execut ed
a docunent entitled “EMPLOYMENT AGREEMENT” (purported enpl oynent
agreenent). M. VIock executed that docunent both in her indi-
vidual capacity and in her capacity as president of VI ock and
Hammond. The purported enpl oynent agreenent stated in pertinent
part:

An Agreenent made between Jeanne M VI ock of
Omaha, Nebraska, herein referred to as Enpl oyee and

VI ock & Hanmmond, Inc., whose principal place of busi-
ness is located at 1729 South 167th G rcle, Qmaha,
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Nebraska [petitioners’ residence], herein referred to
as Enpl oyer.

* * * * * * *

SECTI ON 1.
EMPLOYMENT

Enmpl oyer hereby enpl oys, engages, and hires Em
pl oyee as an operational supervisor and nonitor of a
portion of Enployer’s business, and Enpl oyee hereby
accepts and agrees to such hiring, engagenent and
enpl oynent, subject to the general supervision and
pursuant to the orders, advice and direction of Em
pl oyer.

Because of certain necessities required for the
proper performance of the duties which the Enpl oyee
must performfor the Enployer under this Agreenent and
because of the benefits and conveni ences accruing to
t he Enpl oyer by having the Enpl oyee residing on busi-
ness prem ses of the Enployer, the Enployee shall be
required to live in the housing furnished by the Em
pl oyer on the business prem ses [petitioners’ resi-
dence] of the Enployer. * * *

* * * * * * *

SECTI ON 3.
TERM OF EMPLOYMENT

The termof this Agreenent shall be a period of
one year, commencing January 1, 2002, and term nating
Dec. 31, 2003 [sic], subject however, to prior term na-
tion as herein provided. At the expiration date of
Dec. 31, 20023 [alteration in original], this Agreenent
shal | be considered renewed for regular periods of one
year provided neither party submts a notice of term-
nati on.

* * * * * * *
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SECTI ON 6.
SPECI FI C DESCRI PTI ON OF CERTAI N DUTI ES

While at all tines, the Enployee will be subject
to such additional duties and services as may be re-
quired by the Enployer, the followng are a |ist of
certain specific duties and responsibilities Enpl oyee
[ Ms. VI ock] shall have in perform ng services for the
Enpl oyer. The Enpl oyee in perform ng these services
shall be on call twenty-four hours a day except for
reasonabl e vacations as the Enployer nay allow. Duties
and responsibilities are to be perfornmed at the |oca-
tion as directed by the Enpl oyer above.

(1) To constantly be present in the area of
responsibility to deter and guard
agai nst vandalism and theft of equip-
ment, tools, buildings, and other prop-
erty of the Enployer.

(2) To maintain watch over the property of
t he Enpl oyer so as to discover and re-
port any damage to any of the Enployer’s
property fromwi nd, fire, freezing, or
ot her catastrophes and to take any ot her
action if possible to mnimze said
| osses.

(3) To be present on the prem ses so as to
i mredi ately detect and report any inter-
ruption of electrical service to the
facilities of the Enployer so as to
mnimze the possibility of any | osses.

(4) To nonitor the performance and activi -
ties of other Enployees of the Enpl oyer
wor ki ng on the prem ses and report to
t he Enpl oyer concerning their activi-
ties.

(5) To provide assistance to ot her Enpl oyees
of the Enployer in case of a breakdown
or enmergency while operating on the
property of the Enpl oyer.
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(6) To be present to alert other designated
Enpl oyees of shipnents of materials
bei ng recei ved by Enpl oyer.

The purported enpl oynent agreenent contained a section
entitled “COMPENSATI ON OF EMPLOYEE" that st ated:
SECTI ON 4.
COVPENSATI ON OF EMPLOYEE

Empl oyer [VI ock and Hamond] shall pay Enpl oyee
[ Ms. Ml ock] and Enpl oyee shall accept from Enpl oyer, in
full paynent for Enployee’s services hereunder, m ninmum
conpensation at the rate of to be deternined |ater('
Dollars ($__ ) per year, payable . Not -
wi t hstandi ng any | anguage to the contrary, Enployer, in
its sole discretion, may pay Enpl oyee additional com
pensation fromtinme to tine.

At no time during the years at issue did Ms. M ock or Vlock and
Hanmond determine a rate of conpensation to be paid to Ms. VlIock
as stated in section 4 of the purported enpl oynent agreenent.

VI ock and Hammond’' s Board of Directors

On January 1, 2002, VIlock and Hammond held a neeting (Janu-
ary 1, 2002 neeting) of its board of directors (VI ock and Hanmond
board), whose only nenber was Ms. Vlock. The m nutes of that
nmeeting stated, inter alia, that the WVl ock and Hammond board
(1) elected officers of VI ock and Hammond, (2) adopted the byl aws
of Ml ock and Harmond, (3) designated First Wstroads Bank as

VI ock and Hammond’ s depository institution, (4) required that

1°The phrase “to be determned later” was handwitten in a
bl ank underlined space in sec. 4 of the purported enpl oynent
agreement .
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VI ock and Hammond’ s officers and director use their best efforts
to operate Vlock and Hanmond in such a manner that stock of WVl ock
and Hamond woul d qualify as stock under section 1244, (5) ac-
cepted Ms. Vlock’s offer to purchase stock of Vlock and Hammond
and issued to her a certificate representing the nunber of shares
t hat she purchased, (6) made an el ection under section 248 with
respect to VIock and Hamrmond’ s organi zati onal expenses,
(7) authorized Ms. Vlock to pay any expenses resulting fromthe
organi zati on of Vlock and Hanmmond, and (8) adopted a “Nondi scrim
i natory Medical and Dental Rei nmbursenent Plan”. The m nutes of
the January 1, 2002 neeting did not reflect that the VI ock and
Hanmond board di scussed at that neeting the purported nmanagenent
agreenent and the purported enpl oynent agreenent that VI ock and
Hanmond had executed on the date of that neeting. Nor did those
m nutes reflect that the VIock and Hammond board di scussed at
that nmeeting the nature or the extent of the services (1) that
t he purported managenent agreenent stated VI ock and Hanmond was
to provide to M. M ock’s insurance business and (2) that the
purported enpl oynent agreenent stated Ms. Vlock was to provide to
VI ock and Hamond during any of the years at issue.

On Novenber 22, 2003, M ock and Hanmmond held a joint neeting
of stockhol ders of M ock and Hammond and the W ock and Hammond
board (Novenber 22, 2003 neeting). The m nutes of that neeting

stated, inter alia, that the VI ock and Hammond board el ect ed
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of ficers of VMlock and Harmond. Those mnutes did not reflect
t hat the WVl ock and Hammond board di scussed at the Novenber 22,
2003 neeting the purported managenent agreenent or the purported
enpl oynent agreenent. Nor did the mnutes of that neeting
reflect that the VMl ock and Hammond board di scussed at that
nmeeting the nature or the extent of the services (1) that the
pur ported managenent agreenent stated VI ock and Hammond was to
provide to M. M ock’s insurance business and (2) that the
purported enpl oynent agreenent stated Ms. Vlock was to provide to
VI ock and Hamond during any of the years at issue. The m nutes
of the Novenber 22, 2003 neeting did not reflect that the Vlock
and Hamond board di scussed at that neeting that during 2003 M.
VI ock had failed to pay, or had paid |late, certain of the anmounts
stated in section 3 of the purported managenent agreenent.

On Novenber 16, 2004, M ock and Hanmmond held a joint neeting
of stockhol ders of M ock and Hammond and the Wl ock and Hammond
board (Novenber 16, 2004 neeting). The m nutes of that neeting
stated, inter alia, that the VIock and Hammond board el ected
of ficers of VMlock and Harmond. Those mnutes did not reflect
t hat the WVl ock and Hammond board di scussed at the Novenber 16,
2004 neeting the purported managenent agreenent or the purported
enpl oynent agreenent. Nor did the mnutes of that neeting
reflect that the VMl ock and Hammond board di scussed at that

meeting the nature or the extent of the services (1) that the
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pur ported managenent agreenent stated VI ock and Hammond was to
provide to M. M ock’s insurance business and (2) that the
purported enpl oynent agreenent stated Ms. Vlock was to provide to
VI ock and Hamond during any of the years at issue. The mnutes
of the Novenber 16, 2004 neeting did not reflect that the Vlock
and Hammond board di scussed at that neeting that during 2004 M.
VI ock had failed to pay, or had paid late, certain of the anmounts
stated in section 3 of the purported managenent agreenent or the
pur ported enpl oynent agreenent.

On Cct ober 25, 2005, VIock and Hammond held a joint neeting
of stockhol ders of M ock and Hammond and the Wl ock and Hamond
board (Cctober 25, 2005 neeting). The mnutes of that neeting
stated, inter alia, that the VIock and Hammond board el ected
of ficers of VMlock and Harmond. Those mnutes did not reflect
that the WVl ock and Hammond board di scussed at the Cctober 25,
2005 neeting the purported managenent agreenent or the purported
enpl oynent agreenent. Nor did the mnutes of that neeting
reflect that the VMl ock and Hammond board di scussed at that
nmeeti ng the 2005 anendnent that VI ock and Hanmond had executed on
the date of that neeting. The mnutes of the Cctober 25, 2005
meeting did not reflect that the MVl ock and Hammond board di s-
cussed at that neeting the nature or the extent of the services
(1) that the purported managenent agreenent stated VI ock and

Hanmond was to provide to M. M ock’s insurance business and
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(2) that the purported enpl oynent agreenent stated Ms. VIock was
to provide to Vlock and Hanmmond during any of the years at issue.
Nor did those mnutes reflect that the Vlock and Hammond board
di scussed at that nmeeting that during 2005 M. Vlock had failed
to pay, or had paid |late, certain of the anmounts stated in
section 3 of the purported nmanagenent agreenent.

Certain Paynents Made by VI ock and Hanmond

Consistent with petitioners’ tax-avoi dance objectives, Vlock
and Hamrmond (1) did not pay at any tinme during any of the years
at issue any cash wages to Ms. M ock!! and (2) paid during each
of those years virtually all of petitioners’ personal |iving
expenses with funds which M. Vlock paid to VI ock and Hammond and
for which petitioners clainmed tax deductions. 12

Certain Paynments Made by VI ock and
Hanmmond Relating to Petitioners’ Residence

On January 1, 2002, M ock and Hammond and petitioners

executed a docunent entitled “REAL ESTATE CONTRACT-| NSTALLMENTS”

1From 2002 until the time of the trial in this case, VlIock
and Hamond (1) did not file Form 941, Enployer’s Quarterly
Federal Tax Return, for any quarter or Form 940, Enployer’s
Annual Federal Unenploynment (FUTA) Tax Return, for any taxable
year and (2) did not issue any Form W2 or Form 1099- M SC.

12The parties stipulated the amounts of the personal ex-
penses of petitioners that Vlock and Hammond pai d during each of
t he cal endar years 2003, 2004, and 2005, even though VI ock and
Hammond had a taxabl e year endi ng on Novenber 30. As for certain
paynents that VIock and Hammond made to Sarina (di scussed bel ow),
the parties stipulated the anounts that W ock and Hammond paid to
her during each of its taxable years ended Nov. 30, 2003 through
2005.
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(real estate installnent docunent). That document stated in

pertinent part:

| T IS AGREED this 1st day of January, 2002, by and

bet ween F. Joseph VI ock and Jeanne M VI ock, husband
and wi fe, of the County of Douglas, State of
toewaNebraska [alteration in original], Sellers; and
VI ock & Hammond, Inc. of the County of Douglas, State
of towaNebraska [alteration in original], Buyers;

That the Sellers, as in this contract provided,

agree to sell to the Buyers, and the Buyers in consid-
eration of the prem ses, hereby agree with the Sellers
to purchase the follow ng described real estate situ-
ated in the County of Douglas, State of toewaNebraska
[alteration in original] to-wt:

Lot Twenty-five (25), Pacific Heights Replat I, a
Subdi vi si on i n Douglas County, Nebraska [petitioners’
resi dence]

* * * uypon the terns and conditions foll ow ng:

1. TOTAL PURCHASE PRICE. The Buyers agree to pay

for said property the total of $290, 000.00 due and
payable * * * as foll ows:

* * * * * *

The sum of $2,941.00, principal and interest, per
mont h, commencing with the first paynent due on Febru-
ary 1, 2002, in the sumof $2,941.00, principal and
interest, on the first day of each and every nonth
thereafter until all principal and interest is paid in
full. Interest shall accrue at the rate of 9% per
annum

Buyer shall have the option to prepay in full or in
part at any tinme wthout penalty.

The real

estate install ment docunent was filed with the Recorder

of Deeds for Omha, Nebraska. At no tinme did petitioners execute

a deed in favor of VIock and Hammond with respect to petitioners’
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residence. Petitioners continued to reside in petitioners’
resi dence after executing the real estate installnent docunent.?®®

When petitioners and VIl ock and Hamond executed the real
estate install nent docunent, petitioners’ residence was subject
to a nortgage held by CtiMrtgage. At no tinme did petitioners
notify Citi Mortgage that they had executed the real estate
i nstal | ment docunent.

VI ock and Hanmmond did not make all of the nonthly paynents
to petitioners that the real estate install nent docunent stated
it was to nmake. Instead, VIock and Hamond paid to petitioners

the foll owm ng anbunts on the dates indicated:

3On June 23, 2006, petitioners and VI ock and Hamond exe-
cuted a docunent entitled “WARRANTY DEED- JO NT TENANCY” (warranty
deed). That deed stated in pertinent part:

For the consideration of $224,900.00 Dollar(s) * * *
VI ock & Hammond, Inc., * * * and F. Joseph MVl ock and
Jeanne M Vlock, * * * do hereby Convey to Freddie J.
Thayer and Connie L. Thayer, * * * Lot Twenty-five
(25), Pacific Heights Replat I, a Subdivision, as
surveyed, platted and recorded in Douglas County,
Nebraska [petitioners’ residence]

The warranty deed was recorded with the Recorder of Deeds in
Omaha, Nebraska. Peabody Title & Escrow Co. prepared a “SELLER S
CLOSI NG STATEMENT” that identified petitioners as the sellers of
petitioners’ residence and indicated that, after accounting for
all necessary adjustnments, petitioners received $179,008.94 in
cash fromthe sale of petitioners’ residence.



Dat e Anmount

Apr. 10, 2003 $8, 823
July 6, 2003 11, 764
Sept. 5, 2003 5,882
Cct. 7, 2003 2,941
Nov. 4, 2003 2,941
Dec. 9, 2003 2,941
2003 Tot al $35, 292

Jan. 4, 2004 $2, 941
Feb. 4, 2004 2,941
Apr. 12, 2004 5,882
June 10, 2004 5,882
July 14, 2004 2,941
Aug. 8, 2004 2,941
Sept. 10, 2004 2,941
Cct. 14, 2004 2,941
Nov. 6, 2004 2,941
2004 Tot al $32, 351

Jan. 4, 2005 $2, 941
Feb. 10, 2005 5,882
Mar. 16, 2005 2,996
Apr. 16, 2005 2,996
May 17, 2005 2,996
June 16, 2005 2,996
July 15, 2005 2,996
Aug. 6, 2005 2,996
Sept. 13, 2005 2,996
Cct. 5, 2005 2,996
Nov. 10, 2005 2,996
Dec. 14, 2005 2,996
2005 Tot al $38, 783

(We shall refer to the foregoing anounts that VIock and Hanmond
paid to petitioners as the real estate installnment docunent

paynents.)
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In addition to the paynents descri bed above, during each of
the years at issue Vlock and Hammond paid virtually all of the
expenses relating to petitioners’ residence. Those expenses
i ncluded the follow ng anounts that WVl ock and Hammond pai d during
the years indicated for expenses for real property taxes, repairs
and i nprovenents (e.g., a sprinkler system pest nmanagenent, a
refrigerator and other appliances, hardware and ot her supplies,
pl unbers and ot her home repairnen, carpet cleaning, and contrac-
tors), housecl eani ng services, |andscaping services, bottled
wat er service, and all utilities (i.e., electric, gas, water, and
sewer service, cable television and Internet access, and tele-

phone service):



Amount Pai d Duri ng

Cat egory 2003 2004 2005
Real property taxes $3, 484. 46 $3, 592. 96 $4,113.76
Repai rs and i nprovenents

Sprinkler system 2,300. 00 -- --

Pest nmanagenent - - 96. 30 - -

Appl i ances 75. 29 549. 68 263. 79

Har dwar e and supplies 658. 67 1,523.33 --

Repai r men 2,350.00 424. 59 --

Car pet cl eani ng 317.79 347.75 342. 40

Contractors -- 690. 00 --

Q her itens 767. 40 487. 46 256. 22
Housecl eani ng servi ces -- 150. 00 285. 00
Landscapi ng services 246. 99 1,228.76 1, 650. 38
Bottl ed water service 114. 37 8.56 162. 20
Uilities

El ectric 1,978. 68 1,345.12 1, 353. 33

Gas, water, and sewer 1, 540. 39 1,667.77 1,611.05

Cabl e tel evision and

| nt ernet access 358. 98 1,160. 14 1, 490. 58

Tel ephone service 889. 86 369. 10 --

(We shall refer to the foregoing anounts that VIock and Hanmond
paid for virtually all of the expenses relating to petitioners’
resi dence as the personal residence expenses.)

During each of the years at issue, Vlock and Hammond al so
paid to maintain cellular telephone service for petitioners.
During 2003, 2004, and 2005, M ock and Hammond paid $1, 320. 98,
$1, 114. 09, and $862.63, respectively, for that service. (W shal
refer to the foregoing amounts that VIock and Hammond paid for

cel lul ar tel ephone service as the cellular tel ephone expenses).
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Certain Paynents Made by
VIl ock and Hammond Rel ating to Food

During each of the years at issue, Ms. MVl ock purchased food
at area grocery stores, including, inter alia, Bakers G ocery
Store, Albertsons Gocery Store, and Hy Vee Grocery Store.
During each of those years, VIock and Hammond rei nbursed Ms.

VI ock for the purchases of food that she nade during each such
year. M. Vlock used the food for which Vlock and Hammond pai d
to prepare neals for her famly and friends. During 2003, 2004,
and 2005, M ock and Hanmond rei nbursed Ms. VI ock $5, 958. 20,

$6, 254. 54, and $7,629.02, respectively, for the food that she
purchased during those years. (W shall refer to the foregoing
amounts that VI ock and Hanmmond rei nbursed Ms. Vlock for food that
she purchased as the rei nbursed food expenses.)

Certain Paynments Made by VI ock and
Hanmmond Rel ating to Medi cal and Dental Expenses

On January 1, 2002, Vlock and Hammond and Ms. VI ock executed
a docunent entitled “NOND SCRI M NATORY MEDI CAL AND DENTAL REI M
BURSEMENT PLAN'. That docunent stated in pertinent part:

the Corporation [VIock and Hammond] agrees to rei nburse
you [Ms. Vlock] for all reasonable nedical and dental
expenses up to the sum of $25,000.00 in any fiscal year
* * * which you [ Ms. VI ock] and/or nenbers of your

i mredi ate famly may incur, except such expenses which
are covered and are reinbursable to you fromany nedi -
cal, dental, health and/or accident insurance policy

i nsuring you and/or nenbers of your imediate famly.

During each of the years at issue, Vlock and Hammond rei m

bursed Ms. Vlock for the anmounts that petitioners paid as
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(1) premuns for a health insurance plan issued by New York Life
to M. Mock (NYL health plan) that he maintained to cover
himsel f and his famly, (2) copaynments to health care providers
pursuant to the NYL health plan, and (3) premuns for two | ong-
termcare insurance plans covering M. Vlock and two such pl ans
covering Ms. Mock.* (W shall refer collectively to the fore-
goi ng anmounts that VIock and Hammond rei nbursed Ms. VI ock as the
rei mbursed nedi cal expenses.)

Certain Paynments Made by VI ock and
Hammond Rel ating to Educati onal Expenses

On January 1, 2003, VIock and Hamond adopted a docunent
entitled “Educational Assistance Plan” (educational assistance
docunent). That docunent stated in pertinent part:

Article Il — Definitions

* * * * * * *

2.03 “Benefits” neans the direct paynent or reinburse-
ment of Covered Costs incurred by a Participant for
Educati onal Cour ses.

* * * * * * *

2.05 “Covered Costs” neans the tuition, fees and
simlar paynents and the cost of books paid for or
incurred by a Participant in taking an Educati onal
Course. * * *

4The record does not establish the total anmount that W ock
and Hamond rei mbursed Ms. VI ock during each of the years at
i ssue. As discussed below, VIock and Hanmond cl ai med deducti ons
for reinbursed nedi cal expenses of $4,595, $6,873, and $997 in
the returns that it filed for its taxable years ended Nov. 30,
2003, 2004, and 2005, respectively.
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2.06 “Educational Course” neans any course taken by a
Participant at an Accredited Institution, except for a
course that instructs the Participant in any sport,
ganme or hobby.

* * * * * * *

2.12 “Participant” nmeans any Enpl oyee or Forner Em
pl oyee who has satisfied the eligibility requirenments
of Section 3.01.

* * * * * * *

Article Il — Eligibility

3.01 Every Enpl oyee who has conpl eted one Year of
Service on the effective date of the Plan and every

For mer Enpl oyee shall automatically beconme a Partici -
pant in the Plan on that date. Each other Enpl oyee
shal | becone a Participant in the Plan on the first day
of the Plan Year after he has conpl eted one Year of
Servi ce.

* * * * * * *

Article |V — Benefits

4.01 Every Participant in the Plan shall be eligible
to receive Benefits under the Plan for Covered Costs
incurred by the Participant, subject to the Iimtations
of Article V.

* * * * * * *
Article V — Limtations on Benefits
* * * * * * *

5.05 A Participant may not receive nore than $5,250 in
Benefits under the Plan for the year in accordance with
Code Section 127(a).

* * * * * * *
Article VIl — Named Fiduciary and Pl an Adm ni strat or

7.01 Jeanne M Vliock is hereby designated as the Pl an
Adm ni strator and Naned Fiduciary * * *,
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During none of Vlock and Hamond’' s taxabl e years ended
Novenber 30, 2003, 2004, and 2005, was Sarina an enpl oyee or a
former enpl oyee of Vlock and Hamrmond as defined in the educa-
tional assistance docunment. As a result, Sarina was not eligible
during any of those years to receive any benefits under that
docurent. Nonet hel ess, VIl ock and Hanmond paid to Sarina $5, 250,
$5, 250, and $5,000 during its taxable years ended Novenber 30,
2003, 2004, and 2005, respectively.® (W shall refer to the
foregoi ng anounts that Vlock and Hanmond paid to Sarina for
tuition and ot her educational expenses as the educational assis-
tance expenses.)

Certain Paynments Made by VI ock and
Hammond Rel ating to Petitioners’ Autonobiles

On January 1, 2002, petitioners executed a docunent entitled
“I NSTALLMENT SALE AGREEMENT” (Lexus sal e docunent). That docu-
ment stat ed:
The undersi gned does hereby sell and transfer to
VI ock & Hanmmond, Inc. all of their right, title and
interest to the foll ow ng:
1. 1996 Lexus autonobile
2. Price: $20,000.00
3. Interest Rate: 10%

4. Nunber of Paynents: 36

Fr om around Sept enber 2003 to around May 2007, Sarina was
a student at the University of Kansas. During that tine,
Sarina s tuition, roomand board, book, and other expenses at
that university were approximately $18,000 a year.
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5. Mnthly Paynment Anpunt: $645. 00!
DATED: January 1, 2002.
From January 1, 2002, through around the sumrer of 2005, M.
VI ock was the prinmary user of the 1996 Lexus autonobile. During
that time, M. Vlock used that autonobile for both business and
per sonal purposes.

On Decenber 1, 2002, petitioners executed another docunent
entitled “1 NSTALLMENT SALE AGREEMENT” (Suburban sal e docunent).?’
That docunent st ated:

The undersi gned does hereby sell and transfer to

VI ock & Hanmmond, Inc. all of their right, title and

interest to the foll ow ng:

1. 1999 Suburban autonobile
2. Price: $20,000.00

3. | nterest Rate: 10%

P

Nunmber of Paynments: 36

%The record does not establish whether VIock and Hammond
made any of the paynents stated in the Lexus sal e docunent.
However, as di scussed bel ow, VI ock and Hanmond cl ai nred deducti ons
for depreciation with respect to the 1996 Lexus autonobile of
$4, 900, $2,950, and $1,152 in the returns that it filed for its
t axabl e years ended Nov. 30, 2003, 2004, and 2005, respectively.

"The parties stipulated that petitioners executed the
Subur ban sal e docunment on Jan. 1, 2002. That stipulation is
clearly contrary to the facts that we have found are established
by the record, and we shall disregard it. See Cal - Mai ne Foods,
Inc. v. Conmm ssioner, 93 T.C 181, 195 (1989). The record
est abl i shes, and we have found, that petitioners executed the
Subur ban sal e docunent on Dec. 1, 2002.
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5. Annual Paynent Ampount: $8,042.30, due on
January 1, 2004, January 1, 2005 and
January 1, 2006!%¢!
DATED: Decenber 1, 2002.
During the years at issue, Ms. Vlock was the primary user of the
1999 Suburban autonobile. During those years, Ms. VIock used
that autonobile for both busi ness and personal purposes.
On July 1, 2005, VIock and Hammond purchased a 1999 Lexus
autonobile for $19,500. FromJuly 1, 2005, through the end of

2005, M. M ock was the primary user of that autonobile.?®

VI ock and Hammond’' s Tax Returns

VI ock and Hamond filed Form 1120, U.S. Corporation |Incone
Tax Return (Form 1120), for its taxable years ended Novenber 30,
2003 (11/30/03 corporate return), Novenber 30, 2004 (11/30/04
corporate return), and Novenber 30, 2005 (11/30/05 corporate
return). During each of those taxable years, MVl ock and Hamond
derived all of its gross receipts frompaynments that M. W ock
made to VI ock and Hanmond during each such year. In its Forns

1120 for its taxable years ended Novenber 30, 2003 through 2005,

8The record does not establish whether M ock and Hamond
made any of the paynents stated in the Suburban sal e docunent.
However, as di scussed bel ow, VI ock and Hammond cl ai ned a deduc-
tion under sec. 179 with respect to the 1999 Suburban aut onobil e
of $20,000 in the return it filed for its taxable year ended Nov.
30, 2003.

9The record does not disclose whether M. W ock used the
1999 Lexus autonpbile for business purposes, personal purposes,
or both.
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VI ock and Hamond reported the foll owi ng amobunts as gross re-

ceipts for the year indicated:?°

Taxabl e Year Ended Anount
Nov. 30, 2003 $120, 000
Nov. 30, 2004 1120, 100
Nov. 30, 2005 109, 000

1'n the 2004 Schedule C, petitioners clainmed a deduction for
managenent services of $120,000. The record does not establish
why there is a $100 di screpancy between that anount and the
anount that VI ock and Hamrmond reported as gross receipts in the
11/ 30/ 04 corporate return.

Inits Fornms 1120 for its taxable years ended Novenber 30,
2003 t hrough 2005, VI ock and Hammond cl ai med deductions for each
of those years for, inter alia, the personal residence expenses,
the cellular tel ephone expenses, the reinbursed food expenses,
the rei nbursed nedi cal expenses, and the educati onal assistance

expenses, as foll ows:

20See supra note 9.



Deducti ons C ai ned
for the Taxabl e Year Ended

Description 11/30/03 11/30/04 11/30/05
Rei nbur sed nmedi cal expenses $4, 595 $6, 873 $997
O her expenses
| nsur ance -- 3, 698 929
Real property taxes 3,484 3,592 4,114
Repai rs and mai nt enance 3,972 4, 335 2,061
Tel ephone 1, 240 457 - -
Uilities 3, 746 4,115 4,894
Janitorial 450 - - - -

I nterest included in real
estate install nent

docunent paynents 24,968 23,999 22,940
Educati onal assi stance

expenses 5, 250 5, 250 5, 000
Rei nbursed food expenses 5, 681 5,463 8,481
Cel I ul ar tel ephone expenses 1, 327 941 1,145

VI ock and Hamond attached Form 4562, Depreciation and
Anortization, to the 11/30/03 corporate return, the 11/30/04
corporate return, and the 11/30/05 corporate return. In those
forms, MVl ock and Hammond cl ai ned the foll owi ng depreciation
deductions and section 179 expenses with respect to, inter alia,
petitioners’ residence, certain of the personal residence ex-
penses, the 1996 Lexus autonobile, the 1999 Lexus autonobile, and

the 1999 Suburban aut onobil e:



Amount C ai ned for
t he Taxabl e Year Ended

Description 11/30/03 11/ 30/ 04 11/ 30/ 05
Section 179 expense deduction 1$22, 975 -- 2$2, 960

MACRS deducti ons for assets
pl aced in service in prior
tax years 312, 451 3$11, 856 311, 481

Li sted property* 4,900 2,950 1,152

The sec. 179 expense deduction clained in the 11/30/03
corporate return consisted of clained expenses of $20,000 for the
1999 Suburban autonobile, $1,800 that Vlock and Hammond paid for
a sprinkler systeminstalled at petitioners’ residence, and
$1, 175 descri bed as “ DOORS’

2The sec. 179 expense deduction clainmed in the 11/30/05
corporate return was with respect to the 1999 Lexus autonobil e.

The MACRS deductions clained in the 11/30/03, 11/30/04, and
11/ 30/ 05 corporate returns included $10,544 that VI ock and
Hammond cl ai ned as depreciation on petitioners’ residence.

“The |isted property deduction represented depreciation on
the 1996 Lexus autonobile that VMl ock and Hammond clained it used
for business purposes 100 percent of the tine.

During the sunmer of 2005, VIock and Hammond sold the 1996
Lexus autonobile to petitioners’ daughter Sarina. VIock and
Hanmond reported that sale in Form 4797, Sal es of Business
Property (Form 4797), that it attached to the 11/30/05 corporate

return, as foll ows:

Description Anount

G oss sales price 1$5, 000
Depreci ation all owed or

al |l owabl e since acquisition 9, 002

Cost or other basis, plus
i nprovenents and expense of
sal e 20, 000

Gin or (loss) (5,998)

The record does not establish whether Sarina paid to VI ock
and Hamond the $5,000 that it reported as the gross sales price
of the 1996 Lexus autonobile in Form 4797 that it attached to the
11/ 30/ 05 corporate return.
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In the 11/30/05 corporate return, VlIock and Hammond di d not
report any amount as recapture of depreciation with respect to
the sale of the 1996 Lexus autonobile to Sari na.

VI ock and Hamond attached Schedul e L, Bal ance Sheets per
Books, to the 11/30/03 corporate return, the 11/30/04 corporate
return, and the 11/30/05 corporate return. |In each of those
schedul es, Ml ock and Hanmmond reported the follow ng total anmounts
of loans to stockhol ders outstanding at the beginning and end of

each of those taxable years:

Loan Bal ance at Loan Bal ance

Taxabl e Year Ended Begqi nning of Year at End of Year
Nov. 30, 2003 $2, 315 $17, 001
Nov. 30, 2004 17,001 41, 476
Nov. 30, 2005 41, 476 26, 268

Respondent’ s Exam nati ons of
Petitioners and VI ock and Hanmmpbnd

In June 2006, respondent comrenced an exam nation of
(1) petitioners’ taxable years 2003 through 2005 and (2) WM ock
and Hammond’' s taxabl e years ended Novenber 30, 2003 through 2005.
On February 13, 2007, respondent sent to VlIock and Hanmond
two letters (no-change letters), one pertaining to its two
t axabl e years ended Novenber 30, 2003 and 2004, and the other
pertaining to its taxable year ended Novenber 30, 2005. In each
of those letters, respondent notified VIock and Hamond t hat

respondent had “conpl eted the exam nation of your tax return for
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the year(s)” to which each letter pertained and that respondent
“made no changes to your reported tax” for those years.

On March 22, 2007, respondent issued to petitioners a notice
of deficiency with respect to their taxable years 2003 through
2005 (2003-2005 notice). In that notice, respondent determ ned,
inter alia, (1) that the paynents that M. Vlock made to VI ock
and Hammond during each of those years and for which petitioners
claimed a deduction for each such year are not deducti bl e under
section 162(a) for each of those years? and (2) that the anmounts
that M. Vlock paid to the VI ock daughters during 2003 are not
deducti bl e under section 162(a) for that year. |In the 2003-2005
notice, respondent also determi ned that petitioners are liable
for each of their taxable years at issue for the accuracy-rel ated
penal ty under section 6662(a).

OPI NI ON

Petitioners bear the burden of proving that the determ na-
tions in the 2003-2005 notice that remain at issue are

erroneous.?? See Rule 142(a); Welch v. Helvering, 290 U S 111

115 (1933).

2l n the 2003-2005 notice, respondent advanced an alterna-
tive determnation with respect to constructive dividends. See
infra note 27.

22petitioners do not claimthat the burden of proof shifts
to respondent under sec. 7491(a). On the record before us, we
find that the burden of proof does not shift to respondent under
t hat section.
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Before turning to the issues presented, we shall address the
testinoni al evidence on which petitioners rely to satisfy their
burden of proof with respect to each of those issues.? That
testinoni al evidence consists of the respective testinonies of
M. Vlock and Ms. VI ock.

We found the testinmony of M. Mlock to be in certain mate-
rial respects questionable, vague, self-serving, and/or
evasive. W shall not rely on M. M ock’s testinony to establish
petitioners’ respective positions with respect to the issues to
whi ch that testinony pertained.

During Ms. M ock’ s testinony, she acknow edged that peti-
tioners had the foll ow ng tax-avoi dance objectives in having her
i ncorporate VIock and Hammond: (1) Petitioners did not want Ms.
VI ock to receive cash wages for the services that she was to
performfor M. Vlock' s insurance business because she woul d have
to report any such wages as incone and pay tax on that incone,
and (2) petitioners wanted VIl ock and Hamond to pay virtually al
of petitioners’ personal |iving expenses with funds which M.
VI ock was to pay to Vlock and Hanmond and for which petitioners
were to claimtax deductions. W found the remaining testinony
of Ms. Vlock to be in certain material respects questionabl e,

vague, and/or self-serving. W shall not rely on Ms. Vlock’s

Zpetitioners also rely on certain docunentary evidence to
satisfy their burden of proof with respect to the issues pre-
sented. W shall address that docunentary evi dence bel ow
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remai ning testinony to establish petitioners’ respective posi-
tions with respect to the issues to which that testinony per-
t ai ned.

Cl ai red Deductions for M. Vlock’s
Paynents at |Issue to VIl ock and Hanmond

It is the position of petitioners that M. WVl ock’s paynents
to VI ock and Hamond during each of the years at issue are
deducti bl e under section 162(a) for each of those years. 1In
support of that position, petitioners argue that respondent may
not deny themthe deductions that they are claimng for those
paynments because when respondent issued the no-change letters to
VI ock and Hammond, respondent acknow edged that those paynents
are incone to Vlock and Hammond and that therefore they are
deducti ble by petitioners.

We reject petitioners’ argunent about the no-change letters
t hat respondent issued to VIock and Hammond. Those no-change
letters did not contain a determ nation by respondent that M.

VI ock’ s paynents to Vlock and Hanmond during each of the years at
issue are includible in Vl ock and Hammond’ s i ncone.?* In the no-
change letters in question, respondent notified VIock and Hanmond
t hat respondent had “conpl eted the exam nation of your tax

return” and “made no changes to your reported tax.”

24See Mller v. Conmissioner, T.C Menop. 2001-55.
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Respondent coul d have made changes to VI ock and Hammond’ s
t axabl e years ended Novenber 30, 2003 through 2005, even after
respondent issued to VIock and Hammond t he respective no-change
letters in question pertaining to those taxable years.? W
conclude that petitioners may not rely on those no-change letters
to establish that M. M ock’s paynents to VI ock and Hamond
during each of the years at issue are includible in Vlock and
Hammond’ s incone, | et al one that respondent had determ ned that
t hose paynments are deductible by petitioners for each of those
years. 2¢

In further support of their position that M. Viock’'s
paynments to VIl ock and Hammond during each of the years at issue
are deducti bl e under section 162(a) for each of those years,
petitioners argue that (1) after acquiring the additional cli-
ents, M. Vlock decided that he needed additional assistance in

order to maintain and i nprove M. Vlock' s insurance business;

2°The Conmmi ssioner of Internal Revenue generally may issue a
notice of deficiency to a taxpayer for a taxable year of the
t axpayer even after issuing to that taxpayer a no-change |letter
pertaining to the sane taxable year. See Qpine Tinber Co. v.
Comm ssi oner, 64 T.C. 700, 712 (1975), affd. w thout published
opi nion 552 F.2d 368 (5th Gr. 1977); Lawton v. Conmm ssioner, 16
T.C. 725, 727 (1951). Petitioners do not assert that that
general rule does not apply in this case.

2petitioners could have avoi ded a potential whipsaw situa-
tion for thenselves and VI ock and Hamond by having Vl ock and
Hammond file protective clainms for refund for each of its taxable
years ended Nov. 30, 2003 through 2005, on the ground that W ock
and Hamond did not have any inconme during each of those years.
Petitioners apparently chose not to file any such clai ns.
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(2) Ms. M ock incorporated Vlock and Hammond for the purpose of
provi di ng that assistance to M. WVl ock’s insurance business;

(3) during each of the years at issue, VlIock and Hammond, pursu-
ant to the purported managenent agreenent, provided to M.

VI ock’ s i nsurance business certain assistance wwth respect to
mar keting and client servicing; (4) during each of the years at
i ssue, M. Vliock made M. Vlock’s paynents to Vlock and Hanmond
i n exchange for Vlock and Hanmond’' s services; and (5) the anount
that M. Vlock paid to Vlock and Hanmond during each of the years
at issue for its services was reasonable.

It is the position of respondent that M. Vlock’s paynents
to VI ock and Hamond during each of the years at issue are not
deducti bl e under section 162(a) for each of those years.? That
i's because, according to respondent, during the years at issue:

Joseph M ock and VI ock and Hamrmond, Inc. * * * executed

a managenent contract whereby M. Vlock paid $10,000 a

mont h (2003, 2004 and nost of 2005, and | ater reduced

to $7,500 a nonth in Cctober 2005) for alleged nanage-
ment and consul ting services.

2Consi stent with the 2003-2005 notice, respondent argues in
the alternative that if we were to find that petitioners are
entitled to deduct under sec. 162(a) for each of their taxable
years 2003 through 2005 M. Vlock’ s paynents to VIl ock and Hammond
during each of those years, certain paynents that VI ock and
Hammond nmade for petitioners’ personal expenses and certain
di sbursenents that VIock and Hammond nmade on their behalf are
i ncl udi bl e as constructive dividends in petitioners’ gross incomne
for each of those years. In the light of our hol ding bel ow t hat
petitioners are not entitled to deduct under sec. 162(a) for each
of their taxable years 2003 through 2005 M. M ock’ s paynents to
VI ock and Hamond during each of those years, we need not address
respondent’s alternative argunent.
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Petitioners deducted the managenent fees Joseph

VI ock paid to Vlock and Hammond, Inc. in the anmounts of

$120, 000 (2003 and 2004) and $109, 000 (2005) on their

incone tax returns. WM ock and Hammond, Inc. utilized

M. Vlock’s paynents as a source of funds to pay peti-

tioners personal |iving expenses * * *,

Petitioners planned this transaction to create a

device to deduct their personal |iving expenses. M.

VI ock’ s paynents to Vlock and Hanmond, Inc. are not

deducti bl e busi ness expenses.

In order to carry their burden of proving that M. M ock’s
paynments to VIl ock and Hammond during each of the years at issue
are deducti bl e under section 162(a) for each of those years,
petitioners nmust show that those paynents are ordinary and
necessary expenses paid or incurred during the taxable year in
carrying on any trade or business. See sec. 162(a). |In order to
establish that M. Vlock’s paynents to VI ock and Hamond duri ng
each of the years at issue are ordinary and necessary expenses
for each of those years, petitioners nust show that those pay-
ments (1) constituted “salaries or other conpensation for per-
sonal services actually rendered”, sec. 1.162-7(a), |ncone Tax
Regs., and (2) were reasonable, see id. 1In order to establish
that M. M ock’s paynents to VI ock and Hammond during each of the
years at issue were conpensation for services that Vlock and
Hanmond in fact rendered to M. M ock’s insurance business,
petitioners nmust show that M. Vlock nmade those paynents during

each of those years for services that VIlock and Hammond, not Ms.

VI ock in her individual capacity, in fact rendered to that
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business. In order to establish that M. M ock’ s paynents to
VI ock and Hamond during each of the years at issue were reason-
abl e, petitioners nust show that those paynents during each of
t hose years constituted “only such amount as would ordinarily be
paid for like services by like enterprises under |ike circum
stances.” Sec. 1.162-7(b)(3), Incone Tax Regs.

In an attenpt to establish that during each of the years at
i ssue VI ock and Hammond in fact rendered services to M. Vlock’s
i nsurance busi ness, petitioners rely on the respective testino-
nies of M. Ml ock and Ms. VIock and certain docunentary evi dence.
As we stated above, we shall not accept those testinonies to
establish petitioners’ contention that during each of the years
at issue VMl ock and Hammond in fact perforned services for M.

VI ock’ s insurance business. Wth respect to the docunentary

evi dence on which petitioners rely, that evidence includes the
pur ported managenent agreenent, the purported enpl oynent agree-
ment, the VIock insurance business annual business docunents, and
t he busi ness potential docunents.

We turn first to the purported managenent agreenent. The
pur ported managenent agreenent is a self-serving attenpt by
petitioners to create a paper trail to bolster the chances that
t hey woul d succeed in achieving their tax-avoi dance objectives.
Petitioners have not shown that that purported agreenent has any

economc reality beyond tax planning. On the record before us,
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we find that the purported managenent agreenment does not estab-
lish that during each of the years at issue M. WV ock made M.

VI ock’ s paynents to Vlock and Hanmond for services that Vlock and
Hanmond in fact rendered during each of those years to M.

VI ock’ s i nsurance business under that purported agreenent.

We turn next to the purported enpl oynent agreenent. That
agreenent is another self-serving attenpt by petitioners to
create a paper trail to bolster the chances that they would
succeed in achieving their tax-avoi dance objectives. Petitioners
have not shown that that purported agreenent has any econom c
reality beyond tax planning. On the record before us, we find
that the purported enpl oynent agreenent does not establish that
during each of the years at issue Ms. Vlock perforned any ser-
vices for M ock and Hammond under that purported agreenent.

We turn next to the VIock insurance business annual business
docunents on which petitioners rely. The Decenber 2002 annual
busi ness docunent second page was entitled “JOE VLOCK 2002
BUSI NESS PLAN, PERFORVED BY VLOCK/ HAMMOND' and st at ed:

Specific Goals for 2002

1. Chairman’ s Counci

2. Recreation Tinme (Famly)
3. Education

4. Consistent G owh

5. Prioritize Phone List
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6. Keep Notes in File Neat/C ean up Files

7. Workable Plan

8. Creative Tine

9. Tinme Managenent
The Decenber 2002 annual busi ness docunent second page was the
only page on which M. Vlock referred in the Decenber 2002 annual
busi ness docurment to “VLOCK/ HAMMOND'.2¢ We believe that M.
VI ock’ s inclusion of “VLOCK/ HAMMOND' in the title of the Decenber
2002 annual busi ness docunent second page was a part of petition-
ers’ effort to create a paper trail to bolster the chances that
t hey woul d succeed in achieving their tax-avoi dance objectives.
In the Decenber 2002 annual business document, M. WVl ock did not
set forth any specific goals that he expected VI ock and Hanmond
to acconplish, or any specific tasks that he expected VI ock and
Hanmond to perform wth respect to M. Vlock’s insurance busi -
ness.?® On the record before us, we find that the Decenber 2002
annual busi ness docunment does not establish that during any of
the years at issue Vlock and Hammond in fact rendered services to

M. Wl ock’s insurance business.

28See supra note 3.

2Z\W note that certain of the goals that M. Ml ock set forth
in the Decenber 2002 plan, such as “Creative Tinme” and “Recre-
ation Tine (Famly)”, do not appear to be related at all to M.
VI ock’ s insurance busi ness.
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In the January 2004 annual business docunent, M. Vlock did
not refer to Vlock and Hammond. Instead, M. Vi ock referred in
t hat docunent to “Jeanne” (i.e., Ms. Ml ock) the follow ng four
times: (1) In a section entitled “Cpportunities”, M. WV ock
stated that “Jeanne is conmtted to co-ordinate all marketing and
case preparation and public relations with clients”; (2) in a
section entitled “Threats”, M. Vlock asked: “Can Joe & Jeanne
work together”; and (3) in a section entitled “Key Strategies for
Pl anning Year”, M. M ock stated (a) that he was to “Spend 2-3
hours with Jeanne coordinating nonthly sem nars, case presenta-
tions and client appreciation workshops”, and (b) “Jeanne to
coordi nate center of influence appointnents.” M. Vlock did not
indicate in the January 2004 annual busi ness docunent that the
four references in that docunent to “Jeanne” were to Ms. VIock
acting on behalf of Vlock and Hammond. Nor did M. M ock refer
in the January 2004 annual business docunent to “Jeanne” in such
a way as to establish that, if and when Ms. MVl ock were to perform
services for M. Vlock’s insurance business, she would be acting
on behalf of M ock and Hanmond. On the record before us, we find
that the January 2004 annual business docunent does not establish
that during any of the years at issue Vlock and Hammond in fact
rendered services to M. Vlock’s insurance business. In fact,

t hat docunent tends to show that during 2004 Ms. Wl ock perforned
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services for M. VM ock’ s insurance business in her individual
capacity, and not on behalf of VIock and Hammond. 3¢

In the January 2005 annual business docunent, M. W ock did
not refer to Vlock and Hanmond or to Ms. Vlock. In that docu-
ment, M. Vlock set forth goals and objectives for M. VI ock,
Ri chard Ness, and a person identified in that docunent as “Jess”.
In the January 2005 annual business docunent, M. Vlock al so set
forth anal yses of the strengths and weaknesses of, the opportuni-
ties for, and the threats to M. Vlock and Richard Ness. |In that
docunent, M. Vlock did not assign any tasks or goals to VI ock
and Hammond or to Ms. MVl ock acting on behalf of VI ock and Hamond
and did not indicate that VIock and Hanmond or Ms. M ock acting
on behal f of VIock and Hanmond was to assist M. M ock, Richard
Ness, or “Jess” in achieving any of the goals and objectives that
M. VMl ock set forth in that docunent for each of them On the

record before us, we find that the January 2005 annual busi ness

%Li ke the January 2004 annual busi ness docunent, the mn-
utes of the neetings of the WVl ock and Hanmond board also tend to
show t hat during each of the years at issue Vlock and Hammond did
not in fact render services to M. VM ock’s insurance business.
None of those mnutes indicated that the VI ock and Hammond board
di scussed the purported managenent agreenent, the 2005 anendnent,
t he purported enpl oynent agreenent, the services that the pur-
ported managenment agreenent stated that VIock and Hammond was to
provide to M. M ock’s insurance business, or the services that
t he purported enpl oynent agreenent stated Ms. VIock was to
provide to Vlock and Hammond. On the record before us, we find
that the mnutes of the neetings of the WVl ock and Hammond board
do not establish that MVl ock and Hanmond in fact rendered services
during any of the years at issue to M. M ock’s insurance busi -
ness.
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docunent does not establish that during any of the years at issue
VI ock and Hanmond in fact rendered services to M. M ock’s
I nsurance busi ness.

We turn finally to the business potential docunents on which
petitioners rely to establish that during each of the years at
i ssue VI ock and Hammond in fact rendered services to M. Vlock’s
i nsurance business. Both of those docunents were entitled
“ASSESS YOUR BUSI NESS POTENTI AL REPPCORT [sic] - 2003, JOE VLOCK
CLU, CHFC/VLOCK & HAMMOND’. Each of those titles contained the
only reference to Vlock and Hamond i n each of those docunents.
Each of the business potential docunents contained several
statenents that were addressed directly to M. Vlock, including
the fol |l ow ng:

Joe, here is nmy summary of your needs for coachi ng and

activities to go to the next level. Al of these
actions and systens could be set up through custom zed
coachi ng.

OVERVI EW OF ACTI ONS NEEDED AND YOUR CQACHI NG NEEDS

. Clear CGoals: for 1 year and 1 quarter

. Cl ear Marketing Systenms: Target market busi -
ness/estate, build strong client centers of
| nfl uence, use your speaking skills.

. Better staff utilization: train Jeant®l to
be your marketing coordi nator.

. Polish your office systens: have |ess ser-
vice interruptions.

. Better tinme managenent: plan and coordinate

your day, week, and nonth; deal with your
ti me wasters.

31See supra note 4.



- 55 -

. Get out of your confort zone: stay “focused”
on your insurance busi ness.

. | ncrease your sales activity and case size
t hrough target marketing.

. Joe, good things are ahead for you and your

staff. You can go to the next |evel.
The reference to “Jean” in the above-quoted statenent was the
only reference to Ms. M ock in each of the business potenti al
docunents. The author of each of those docunents did not indi-
cate therein that each such reference was to Ms. Vlock acting on
behal f of VI ock and Hammond. Nor did the author refer in either
of the business potential reports to Ms. Vliock in such a way as
to establish that, if and when Ms. Vlock were to perform services
for M. Vlock’s insurance busi ness, she would be acting on behal f
of VI ock and Hamond.

Except for the title of each of the business potenti al
docunents that referred to Vlock and Hamond, none of those
docunents suggests that the author of each of those docunents,
who is not identified in the record, understood that M. VI ock
was using, or intended to use, the services of VI ock and Hammond
to achi eve the goals and objectives identified in those docu-
ments. Moreover, we doubt that that author was the individual
who included the reference to Vlock and Hamond in each of those
titles. W believe that petitioners may have altered the title
of each of the business potential docunents to include a refer-
ence to VIock and Hammond in order to bolster the chances that

they woul d succeed in achieving their tax-avoi dance objectives.
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On the record before us, we find that the business potenti al
docunents do not establish that during any of the years at issue
VI ock and Hanmond in fact rendered services to M. M ock’s

i nsurance business. |In fact, those docunents tend to show that
during 2003 Ms. Vlock perforned services for M. Vlock’s insur-
ance business in her individual capacity, and not on behal f of

VI ock and Hanmond.

Based upon our exam nation of the entire record before us,
we find that petitioners have failed to carry their burden of
establishing that during each of the years at issue Vlock and
Hanmond in fact rendered services to M. M ock’s insurance
business. On that record, we further find that petitioners have
failed to carry their burden of establishing that M. Vlock’s
paynments to VIl ock and Hammond duri ng each of those years consti -
tuted conpensation for services that VIock and Hammond i n fact
rendered to M. Vlock’ s insurance business. See sec. 1.162-7(a),
I ncone Tax Regs. On the record before us, we further find that
petitioners have failed to carry their burden of establishing
that M. M ock’s paynents to VI ock and Hammond during each of the
years at issue are ordinary and necessary expenses paid or
i ncurred during each of those years in carrying on M. Vlock’s

i nsurance business.® See sec. 162(a). On that record, we find

32Assum ng arguendo that we had found that M. M ock’'s
paynments to VIl ock and Hammond during each of the years at issue
(continued. . .)
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that petitioners have failed to carry their burden of establish-

32(. .. continued)
constituted conpensation for services that Vlock and Hammond in
fact rendered during each of those years to M. VIock’s insurance
busi ness, on the record before us, we would find that petitioners
have failed to carry their burden of establishing that those
paynments during each of those years were what “would ordinarily
be paid for like services by like enterprises under |ike circum
stances”, see sec. 1.162-7(b)(3), Incone Tax Regs., and thus were
reasonable in amount. In arriving at the $10, 000 anobunt stated
in sec. 3 of the purported nmanagenent agreenent, neither M.
VI ock nor Ms. Vlock consulted an accountant, business manager, or
conpensation expert. Al though Ms. Vlock consulted M. Pechacek
the attorney whom petitioners retained for the purpose of assist-
ing Ms. Mlock in incorporating Vlock and Hammond and drafting
certain docunents for it, the record does not establish what he
told her. M. Viock testified that, in arriving at the $10, 000
anount stated in sec. 3 of the purported managenent agreenent, he
“cal cul ated about 50- to $60,000 to hire a full-tinme person with
a trenendous anount of know edge, and that’s w thout benefits,
and then included rent, supplies, utilities, things such as that
that 1'd have to provide.” Petitioners have failed to carry
their burden of establishing that during each of the years at
issue it would have cost M. M ock $50,000 to $60,000 to hire a
full-time enployee to provide to M. VIock’s insurance business
the services that Ms. Vlock provided to it during each of the
years at issue, let alone that he would have paid an additi onal
$60, 000 to $70,000 for “benefits * * * rent, supplies, [and]
utilities”. Mreover, we have found that during 2003 M. VI ock
paid to Paul Jensen, the only full-tinme enployee of M. Vlock’'s
i nsurance business during that year, total wages of $29, 475. 84
for serving as a receptionist and for performng certain adm nis-
trative and secretarial tasks for that business. Wthout regard
to the $120,000 that the purported managenent agreenent stated
that M. Ml ock was to pay to VMl ock and Hammond during each of the
years at issue, the $29,475.84 that M. Vlock paid to Paul Jensen
during 2003 was the | argest amobunt that M. W ock paid during any
of those years to any individual who perforned services for M.
VI ock’ s insurance business during any of those years. Further-
nore, without regard to the $120,000 that the purported manage-
ment agreenent stated that M. Vlock was to pay to Vlock and
Hammond during each of the years at issue, the total conpensation
that M. M ock paid during all the years at issue to all individ-
ual s who perfornmed services for M. Vlock’s insurance business
during those years was $116, 578. 16.
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ing that M. M ock’s paynments to Vl ock and Hamond during each of
the years at issue are deductible under section 162(a) for each
of those years.

Cd ai nred Deduction for Payments to the VI ock Daughters

It is the position of petitioners (1) that the paynents that
M. WVl ock made during 2003 to the VI ock daughters Sarina and
Jennifer were for services that they in fact rendered to M.

VI ock’ s i nsurance business during that year and (2) that there-
fore those paynments are deducti bl e under section 162(a) for that
year. |In support of that position, petitioners argue that during
2003 the VI ock daughters perforned certain adm nistrative and
secretarial tasks for M. M ock’s insurance business and that
during that year M. Vlock paid themfor perform ng those tasks.
It is the position of respondent that petitioners have not
carried their burden of establishing that during 2003 the VI ock
daughters in fact perfornmed any services for M. M ock’s insur-
ance busi ness.

In order to carry their burden of proving that the paynents
that M. VIock made during 2003 to the VIock daughters are
deducti bl e under section 162(a) for that year, petitioners nust
show that those paynents are ordinary and necessary expenses paid
or incurred during that taxable year in carrying on any trade or
busi ness. See sec. 162(a). In order to establish that those

paynments are ordi nary and necessary expenses for their taxable
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year 2003, petitioners must show that those paynents constituted
“sal aries or other conpensation for personal services actually
rendered”.® Sec. 1.162-7(a), Incone Tax Regs. |In order to do
so, petitioners nust establish that during 2003 M. VI ock nade
paynments to the Vlock daughters for services that the W ock
daughters in fact rendered to M. Vlock’s insurance business.

In an attenpt to establish that the Wl ock daughters in fact
rendered services during 2003 to M. M ock’s insurance business,
petitioners rely on M. M ock’s testinony, which we have not
accepted, and certain docunentary evidence. The docunentary
evi dence on which petitioners rely consists principally of a
weekly cal endar for 2003 (2003 cal endar). %

M. Vliock testified that on each page of the 2003 cal endar
he made certain handwitten notations that showed (1) the nane(s)
of his daughter(s) (i.e., Sarina and/or Jennifer) who had worked
for M. Vlock’ s insurance business during each week, (2) the
day(s) of each week on which Sarina and/or Jennifer had worked,
(3) the nunber of hours on such day(s) that Sarina and/or

Jenni fer had worked, and (4) the anount of noney that Sarina

3¥In the event that we were to find that M. VI ock nade
paynments to the Vlock daughters during 2003 for services that
they in fact rendered during that year to M. Vlock’s insurance
busi ness, respondent does not argue that those paynents were not
reasonable in anmount. See sec. 1.162-7(a), Inconme Tax Regs.

34Each page of the 2003 cal endar displayed the seven days of
each week during 2003.
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and/ or Jennifer had earned during each week. There is no reli-
abl e evidence in the record that establishes when M. VI ock nade
the handwitten notations on the 2003 cal endar relating to the
VI ock daughters. Those notations are nothing nore than self-
serving notations on which we are unwilling to rely.?3°

Based upon our exam nation of the entire record before us,
we find that petitioners have failed to carry their burden of
establishing that during 2003 the VI ock daughters in fact ren-
dered services to M. Vlock’s insurance business. On that
record, we further find that petitioners have failed to carry
their burden of establishing that the paynents that M. VI ock
made during 2003 to the VWl ock daughters constituted conpensation
for services that they in fact rendered to M. M ock’s insurance
busi ness. See sec. 1.162-7(a), Inconme Tax Regs. On the record
before us, we further find that petitioners have failed to carry
their burden of establishing that those paynents are ordinary and
necessary expenses paid or incurred during 2003 in carrying on
M. WVl ock’s insurance business. See sec. 162(a). On the record
before us, we find that petitioners have failed to carry their

burden of establishing that the paynments that M. W ock made

W note that petitioners did not call Sarina and/or
Jennifer to testify in support of petitioners’ position that
Sarina or Jennifer in fact rendered services during 2003 to M.
VI ock’ s insurance busi ness.
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during 2003 to the VI ock daughters are deducti bl e under section
162(a) for petitioners’ taxable year 2003.

Accur acy- Rel ated Penalty

In the 2003-2005 notice, respondent determ ned that peti-
tioners are liable for each of their taxable years 2003 through
2005 for the accuracy-rel ated penalty under section 6662(a).
According to respondent, petitioners are liable for that penalty
for each of those years because of (1) negligence or disregard of
rules or regul ati ons under section 6662(b)(1) or (2) a substan-
tial understatenent of tax under section 6662(b)(2).

Section 6662(a) inposes an accuracy-related penalty equal to
20 percent of the underpaynent of tax attributable to, inter
alia, (1) negligence or disregard of rules or regulations, sec.
6662(b) (1), or (2) a substantial understatenent of tax, sec.
6662(b) (2).

The term “negligence” in section 6662(b)(1) includes any
failure to make a reasonable attenpt to conply with the Code.
Sec. 6662(c). Negligence has al so been defined as a failure to
do what a reasonabl e person would do under the circunstances.

Leuhsler v. Conmm ssioner, 963 F.2d 907, 910 (6th Gr. 1992),

affg. T.C. Meno. 1991-179; Antonides v. Conmm ssioner, 91 T.C.

686, 699 (1988), affd. 893 F.2d 656 (4th Cir. 1990). The term
“di sregard” includes any carel ess, reckless, or intentional

di sregard. Sec. 6662(c).
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For purposes of section 6662(b)(2), an understatenent is
equal to the excess of the ampbunt of tax required to be shown in
the tax return over the amount of the tax shown in the tax
return, sec. 6662(d)(2)(A), and is substantial in the case of an
individual if it exceeds the greater of 10 percent of the tax
required to be shown or $5,000, sec. 6662(d)(1)(A).

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent if it is shown that there
was reasonabl e cause for, and that the taxpayer acted in good
faith with respect to, such portion. Sec. 6664(c)(1l). The
determ nati on of whether the taxpayer acted wi th reasonabl e cause
and in good faith depends on the pertinent facts and circum
stances, including the taxpayer’s efforts to assess such tax-
payer’s proper tax liability, the know edge and experience of the
t axpayer, and the reliance on the advice of a professional, such
as an accountant. Sec. 1.6664-4(b)(1), Inconme Tax Regs. Reli-
ance on the advice of a professional does not necessarily denon-
strate reasonabl e cause and good faith unless, under all the
ci rcunst ances, such reliance was reasonabl e and the taxpayer
acted in good faith. I1d.

Petitioners argue that they are not |iable for each of their
t axabl e years 2003 t hrough 2005 for the accuracy-rel ated penalty
under section 6662(a) because:

Petitioners did not substantially understate incone tax
and did not act negligently or disregard rules or
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regul ations. Instead, Petitioners had reasonabl e cause

and acted in good faith. Petitioners have proven that

their transactions were related to | egitinate business

activities, and were not a scheme to deduct Petition-

ers’ personal expenses. Petitioners are not liable for

accuracy-rel ated penalties and Respondent has not

sustained its burden of proof.

It appears that petitioners believe that respondent has the
burden of proof with respect to the accuracy-rel ated penalties at
issue. Petitioners are wong. Respondent bears only the burden
of production with respect to those penalties. See sec. 7491(c).
To neet respondent’s burden of production, respondent nmust cone
forward with sufficient evidence showing that it is appropriate
to i npose the accuracy-rel ated penalty under section 6662(a) for
each of petitioners’ taxable years 2003 through 2005. See Hi gbee

v. Conmm ssioner, 116 T.C 438, 446 (2001). Although respondent

bears the burden of production with respect to the accuracy-

rel ated penalties at issue, respondent “need not introduce

evi dence regardi ng reasonabl e cause, substantial authority, or
simlar provisions. * * * the taxpayer bears the burden of proof
with regard to those issues.” |[|d.

We address only whether there is a substantial understate-
ment in petitioners’ tax for each of the years at issue. That is
because resol ution of that question resolves the issue of whether
petitioners are |iable for each of those years for the accuracy-
related penalty under section 6662(a). The accuracy-rel ated

penalty that respondent determ ned for each of petitioners’
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t axabl e years 2003 t hrough 2005 is inposed on an under paynment of
tax for each of those years that is attributable to a substanti al
understatenent of tax resulting principally fromrespondent’s
determ nations to disallow petitioners’ clained deduction for M.
VI ock’ s paynents to MVl ock and Hanmond for each of those years.
We have sustained those determ nations. On the record before us,
we find that respondent has satisfied respondent’s burden of
producti on under section 7491(c) with respect to the accuracy-
related penalty under section 6662(a) that respondent determ ned
for each of petitioners’ taxable years 2003 t hrough 2005.

As we understand it, petitioners’ only argunment in support
of their position that they are not |iable for each of their
t axabl e years 2003 t hrough 2005 for the accuracy-rel ated penalty
is that they are entitled to the deduction that they clainmed for
M. Vlock’s paynents to Vlock and Hamond for each of those
years. As a result, according to petitioners, they did not
understate their taxes for those respective taxable years. W
have found that petitioners are not entitled to those deducti ons.
On the record before us, we find that petitioners have failed to
carry their burden of establishing that there was no substanti al
understatenent of tax for each of the years at issue. See sec.
6662(b)(2), (d)(1)(A). (2)(A).

Petitioners nake no argunent that they reasonably relied on

the advice of a professional, such as M. Pechacek or an accoun-
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tant, to support their claimthat they had reasonabl e cause for
and acted in good faith wth respect to, any portion of the
understatenent of tax for each of the years at issue. See sec.
1.6664-4(b) (1), Incone Tax Regs.

On the record before us, we find that petitioners have
failed to carry their burden of establishing that there was
reasonabl e cause for, and that they acted in good faith with
respect to, any portion of the understatenent in tax for each of
the years at issue.

Based upon our exam nation of the entire record before us,
we find that petitioners have failed to carry their burden of
establishing that they are not |iable for each of their taxable
years 2003 through 2005 for the accuracy-related penalty under
section 6662(a).

We have considered all of the contentions and argunments of
the parties that are not discussed herein, and we find themto be
w thout nmerit, irrelevant, and/or noot.

To reflect the foregoing,

Deci sion will be entered

for respondent.




