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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

FOLEY, Judge: By notices of liability dated Novenber 30,

1999, respondent determ ned deficiencies, additions to tax, and
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penalties relating to Metro Refuse, Inc.’s (Metro) tax years
endi ng June 30, 1988 through 1990 (hereinafter tax years 1988

t hrough 1990) as foll ows:

Metro Refuse, Inc

Additions to tax and penalty

Year Deficiency Sec. 6653(b)(1)(A) Sec. 6653(b)(1)(B) Sec. 6653(b) Sec. 6661 Sec. 6663

1988 $112, 324 $83, 393. 25 50% of the interest —- -—
due on $111, 191
1989 186, 457 -- - $136, 207. 50 $46, 614. 25

1990 160, 854 -- —- —- - $14, 889. 75

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

The issue for decision is whether petitioners are |iable as
transferees in equity for $1,946,292 relating to Metro’ s Federal
income tax liability, additions to tax, penalties and interest,
as of Decenber 31, 1999.

FI NDI NGS OF FACT

In 1964, WIlliamButler (Butler) began working in the waste
di sposal industry as a truck driver. 1In 1969, he incorporated
Metro, a waste disposal company servicing commercial custonmers in
the M nneapolis/St. Paul netropolitan area (Twin Cties area).
In 1983, Metro hired Joseph MG aw (McGaw) as its general
manager, and, in 1988, he becane president and chief financial

officer. H s duties related to personnel, financial nmanagenent,
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accounting, equi pnent acquisition, marketing, sales, and tax
return preparation. On June 30, 1988, Butler transferred to
McGaw a mnority interest in Metro.

In the 1970s, Metro began hauling waste to Burnsville
Sanitary Landfill (Burnsville), which was owned by Ed Kraener &
Sons, Inc. (Kraener & Sons) (i.e., Rudy, Victor, and David
Kraemer’ s construction conpany). Burnsville sent Metro nonthly
i nvoi ces, and Metro paid these invoices by check. Robert Mller
(Mller), Kraener & Sons’ M nnesota division manager, negoti ated
the prices for all Burnsville custoners.

Sonetinme before the years in issue, Butler, MIller, and
Ri chard Wbi eral a began participating in two schenes that
diverted Metro funds to Butler. Richard and Alice Whbierala
owned Poor Richards, Inc. (Poor Richards), another Twn Cities
area waste di sposal conpany. Poor Richards did not have the
equi pnent necessary to enpty trash containers that required a
front-end | oader. Butler agreed to have Metro service all of
Poor Richards’s front-end | oader custoners in exchange for a
portion of the fees Poor Richards collected on those accounts.
Butler periodically submtted to Poor Richards invoices
summari zing the front-end | oadi ng subcontract work perfornmed by
Metro. Poor Richards wote checks payable to Metro or Village
Sanitation, Inc. (a defunct waste hauler). But, rather than

deliver the checks to Metro, Richard Whbierala (Whbierala) cashed
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them and delivered nost or all of the proceeds to Butler. MG aw
knew of this schenme and did not report these funds on Metro’'s
corporate tax returns for the years in issue.

Under anot her schene, which began in 1987, Butler directed
MG aw to i ssue weekly Metro checks to Poor Richards in anpbunts
| ess than $10,000. Although Poor Richards did not perform any
servi ces, these checks were recorded on Metro’s general |edger as
subcontract work and deducted on Metro’s corporate tax returns.
Whbi erala routinely cashed the checks and delivered the funds to
Butler, while MG aw generated vouchers and gave themto Metro’s
accounts payabl e staff.

Nei ther Metro nor Butler kept records detailing the cash
Butl er received under these diversion schenes. Butler gave sone
of the cash to MIller, a Kraenmer & Sons enpl oyee, who, in turn,
| owered Metro’s dunping fees. Paying cash to landfill operators
i n exchange for | ower dunping fees was not a comon practice in
the Twin Cties area, and other Burnsville custoners did not nmake
such paynents.?

Saliterman, Ltd. (Saliterman), a certified public accounting
practice owned by Mark Saliterman, perfornmed, with McG aw s
assi stance, yearend reviews of Metro's financial statenents and

prepared Metro's Federal and State incone tax returns.

! Pursuant to Mnn. Stat. Ann. sec. 609.86 (Wst Supp.
2002), a generally enforced statute, comrercial bribery is a
crinme.
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Saliterman was not aware of, and McGraw and Butler did not inform
Saliterman about, the diversion schenes. During the years in
i ssue, McGaw supervised the preparation of Metro's Forns W2,
Wage and Tax Statenent, and Fornms 1099-M SC, M scel | aneous
| nconme, which he knew did not reflect the funds diverted to
Butler, and signed Metro’s tax returns, which he knew di d not
accurately reflect Metro' s incone and deductions. MG aw did not
know the total anount of cash Butler kept for hinmself or, with
t he exception of Butler’s paynents to MIler, how the diverted
cash was spent.

In 1990, respondent audited Metro' s 1988 and 1989 tax years.
MG aw failed to disclose to the auditor that there were incone
om ssions and fictitious subcontract expenses. MG aw
subsequently consulted with Attorney Peter Thonpson (Thonpson),
who insisted that Metro properly classify all its income and
expense itens and not file another false tax return.

On Septenber 14, 1990, Saliterman sent McGaw Metro’s 1990
Federal and State incone tax returns. Shortly before Metro filed
its 1990 returns on March 19, 1991, MG aw, acting pursuant to
t he advi ce of Thonpson, called Saliterman and instructed themto
reduce t he expense for subcontract services by $400,873 and
report that anount as officer’s conpensation. Despite Thonpson’s

advice, McGaw did not instruct Saliterman to i nclude on the 1990
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return anmounts Butler received fromPoor R chards for front-
| oadi ng subcontract services.

Metro's 1990 tax returns reflect that Butler and MG aw
recei ved conpensation of $1, 006,330 and $156, 900, respectively.
Metro did not report the reclassified $400,873 on Butler’s Forns
1099 or W2 or on Metro's enploynent tax returns and did not pay
or withhold enploynent taxes on it. Butler did not report that
anmount on his individual inconme tax returns.

In early 1990, Butler and McG aw began negotiations to sel
Metro to Browning Ferris Industries, Inc. (BFlI). On August 31,
1990, Browning Ferris Industries of Mnnesota, Inc. (BFIM,
agreed to purchase Metro. BFIM exchanged 212,233 conmon shares
of BFI, BFIMs parent, for Metro’'s assets in a transaction
intended to be a tax-free nerger pursuant to section 368.

The merger agreenent provided that Metro could not transfer
the BFI stock to Butler and McGaw until BFI issued financi al
statenents showi ng the conbi ned operations of Metro and BFI. On
Decenber 4, 1990, BFI transferred 141,489 shares of its stock to
Butler and 70, 744 shares to McG aw, consistent with their
respective 67- and 33-percent interests in Metro. BFlI stock was
traded publicly on the New York Stock Exchange, and on Decenber

4, 1990, BFI stock’s nean sale price was $21.875.2

2 See Meyer v. Commissioner, 46 T.C. 65, 106 (1966)
(hol ding that “Were stock is listed * * * on a recogni zed
(continued. . .)
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In 1991, the State of M nnesota audited Metro. MG aw did
not disclose to the State auditor, and the auditor did not
di scover, the incone om ssions or fictitious expenses. Metro was
di ssol ved on Decenber 11, 1991.

In 1995, David Kraener discovered that MIler had received
ki ckbacks from Metro and filed suit, on behalf of Kraemer & Sons,
agai nst Whbierala and Butler for unpaid dunping fees.

On June 28, 1995, Butler pled guilty to violating section
7206(2) relating to Metro’s 1988 return (i.e., aiding and
abetting the filing of a false corporate return), and section
7206(1) relating to his 1988 individual return (i.e., filing a
fal se personal incone tax return). Butler admtted know ng that
Metro's 1988 return did not include all of Metro' s taxable incone
and agreed to pay $1.5 mllion toward his individual, and
Metro's, tax liabilities. In 1997, MIller pled guilty to
violating section 7201 for failing to report cash received from
Butler (i.e., presenting a false or fraudulent return).

On Novenber 30, 1999, respondent issued petitioners notices
of liability in which respondent determ ned that petitioners, as

transferees of Metro, are liable for $1,946,292.38 of corporate

2(...continued)
exchange, the nean price between the * * * [high and | ow] trading
prices on a given date is * * * the fair market value for that
date.”), revd. on other grounds 383 F.2d 883 (8th Gr. 1967).
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income tax, statutory additions, and interest relating to Metro’'s
tax years 1988 through 1990.

When they filed their petitions, Butler resided in Cape
Coral, Florida, and MG aw resided in Mahtonedi, M nnesot a.

OPI NI ON

Respondent contends that Metro underpaid its tax liability
for tax years 1988 through 1990; the underpaynments were due to
petitioners’ fraudulent actions as officers of Metro; and
petitioners, as transferees of Metro’'s assets, are liable for
Metro's tax liabilities pursuant to section 6901. Petitioners
contend that there was no underpaynent of tax attributable to the
conduct of Metro officers, and that the period of limtations
relating to Metro’'s tax years 1988 through 1990 expired.

| . Statute of Limtations, Deficiency Determ nation, and Fraud
Penal ty

“In the case of a false or fraudulent return with the intent
to evade tax, the tax may be assessed, or a proceeding in court
for collection of such tax may be begun w thout assessnent, at
any tinme.” Sec. 6501(c)(1l); see also sec. 6901(c)(1).

Respondent nust establish by clear and convincing evidence that
for each year in issue an underpaynent of tax exists and sone

portion of the underpaynent is due to fraud. See Rule 142(Db);

Ballard v. Conm ssioner, 740 F.2d 659 (8th Cr. 1984), affg. in

part and revg. in part T.C Menp. 1982-466; Petzoldt v.

Conmm ssioner, 92 T.C. 661, 699 (1989).




A. Under paynent of Tax

1. Metro's Ontted | ncone

Respondent determ ned the anobunt of Metro's omtted incone
by conpiling checks witten by Poor R chards to Metro and Vill age
Sanitation. See sec. 446(b) (authorizing the Conmm ssioner to
reconstruct a taxpayer’'s incone where the taxpayer fails to
mai nt ai n adequate records). Petitioners contend that the
wor ksheets used to bill Poor Richards, as summari zed by MG aw,
nmore accurately reflect incone to Metro.

The worksheets were inconplete and not conpil ed
cont enporaneously with Butler’s receipt of the diverted funds.
Accordi ngly, we sustain respondent’s determ nations relating to
t he amounts of incone omtted fromMetro' s returns.

2. Metro's All eged Deducti ons

Petitioners concede that Metro underreported subcontract
income during the years in issue, Metro overstated its
subcontract expense in 1988 and 1989, and all of the funds
related to the underreporting and overstatenent were diverted to
Butler. Petitioners contend, w thout supplying any
cont enpor aneous docunentary evidence or third-party testinony,
that all funds diverted to Butler were used to pay Metro’s
ordi nary and necessary busi ness expenses (e.g., cash paynents for

| oner dunping fees, black-market truck parts, conpensation to

Butl er and other Metro enpl oyees, etc.). See Franklin v.
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Comm ssioner, T.C Meno. 1993-184 (placing the burden of

production on the taxpayer insofar as the taxpayer’s defense to
fraud is prem sed on offsetting deductions).

a. Cash Paynents to Ml er

The cash paynents to MIler were not ordinary expenses
because they were not “normal, usual, or customary”, and the
transacti ons which gave rise to these expenses were not “of
common or frequent occurrence in the type of business involved.”

See Deputy v. Dupont, 308 U S. 488, 495 (1940); United Draperies

v. Comm ssioner, 41 T.C 457, 463 (1964), affd. 340 F.2d 936 (7th

Cir. 1964). Petitioners have not established that other
Burnsville custoners paid cash in exchange for |ower dunping
fees, or that such paynents were a common practice in the Twin
Cities area. Thus, the cash paynents are not deductible. See

Welch v. Helvering, 290 U S. 111, 115 (1933). Moreover, section

162(c)(2) disallows deductions for paynents that constitute “an
illegal bribe, illegal kickback, or other illegal paynent” under
a “generally enforced” State law. Mnn. Stat. Ann. sec. 609. 86
(West Supp. 2002), a generally enforced State | aw, prohibits
comercial bribery. See sec. 1.162-18(b)(3), Incone Tax Regs.
Thus, pursuant to section 162(c)(2), no deduction is permtted

for the cash paynents to Ml ler
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b. M scel | aneous Expenses

Petitioners contend that Butler, after paying Ml ler, spent
the remai ning funds on Metro-rel ated expenses. Petitioners,
however, give no specific account as to why, when, or how nuch of
the diverted funds were used to pay Metro expenses. Accordingly,
Metro is not entitled to deductions for these all eged expenses.

C. Oficer’s Conpensation

Petitioners’ alternative contention is that all funds
diverted to Butler are deductible by Metro as officer’s
conpensation. Paynments are deductible, however, only when they

are intended as conpensation. See King's Court Mbile Hone Park,

Inc. v. Conmm ssioner, 98 T.C 511, 514 (1992). The testinony and

docunent ary evi dence establish, and we conclude, that Metro did
not intend these paynents to be conpensati on.

Petitioners’ concessions, that Metro omtted i ncone and
overstated deductions, and our holding that Metro is not entitled
to offsetting deductions establish Metro' s underpaynent of tax
for tax years 1988 through 1990.

B. Fraud

Fraud is established by proof of intent to evade tax

believed to be owing. See dayton v. Conm ssioner, 102 T.C 632

(1994). A corporation is liable for fraud if its officer has the

fraudul ent intent to evade the corporation’s taxes. DilLeo v.
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Commi ssioner, 96 T.C 858, 875 (1991), affd. 959 F.2d 16 (2d Cr

1992); Beck v. Comm ssioner, T.C Menp. 2001-270.

Metro's two officers, Butler and McG aw, both concede their
participation in the two schenes that led to the
m srepresentations on Metro’s tax returns, which McG aw si gned.
Metro’s accounting departnment, under Butler’s orders and MG aw s
supervi sion, did not keep books and records relating to the funds
diverted to Butler. MG aw caused Metro to file an incorrect
return even after his attorney told himto report the incone
accurately. During Metro's 1990 and 1991 tax audits, neither
Butler nor MG aw infornmed the Federal or State taxing
authorities about the income om ssions and deduction
overstatenments. Participants in the schenes primarily dealt in
cash, and any checks used to facilitate the schenes were witten
for I ess than $10,000 to avoid Internal Revenue Service scrutiny.

Petitioners contend that they believed Metro’s returns did
not reflect an underpaynent because Butler used the diverted
funds to pay Metro' s expenses. W disagree. MGaw, Mtro’s
chief financial officer, readily acknow edged that, when Metro’s
return was filed, he did not know how nuch Butler was receiving
nor what he was doing with the noney. MG aw know ngly
participated in both schenes by accounting for, and causing Metro
to deduct, fictitious subcontract expenses. In addition, Butler

pled guilty to violating section 7206 for aiding and abetting the
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filing of a false corporate return and willfully underreporting
inconme relating to his 1988 and 1989 tax returns.

The evidence is clear and convincing that Metro’s
under paynment of tax was attributable to the fraudul ent actions of

its officers, McGaw and Butler. See Davis v. Conm ssioner, T.C.

Meno. 1991-603 (hol ding that the Conm ssioner may prove intent to
evade tax by circunstantial evidence); see also, e.g.,

Ni edri nghaus v. Conm ssioner, 99 T.C 202, 211 (1992) (evidence

of fraud may include substantial understatenent of incone,

i nadequat e books and records, failure to cooperate with tax
authorities, dealing in cash, inplausible explanations of conduct
given at trial, and participation in or conceal nent of illegal
activities).

We reject petitioners’ contention that, in filing Metro’s
returns, petitioners relied in good faith on the advice of
Metro' s outside accountants. There is no evidence that Metro’'s
out si de accountants knew that Butler and McG aw conspired to omt
i ncone and deduct fictitious subcontract expenses. Even if
Metro’ s outside accountants, having know edge of all the rel evant
facts, had instructed petitioners to omt Metro's incone and
deduct fictitious subcontract expenses, such advice woul d have
been so clearly wong that we could not find that petitioners

relied upon the advice in good faith. See LaVerne v.

Comm ssi oner, 94 T.C. 637, 652-653 (1990), affd. wthout
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publ i shed opinion 956 F.2d 274 (9th Cr. 1992), affd. w thout

publ i shed opi nion sub nom Cow es v. Conm ssioner, 949 F. 2d 401

(10th Gr. 1991); Cordes Fin. Corp. v. Comm ssioner, T.C. Mno.

1997-162, affd. w thout published opinion 162 F.3d 1172 (10th
Cir. 1998). Accordingly, the period of |imtations has not
expired, and Metro is |iable for the deficiencies in its incone
taxes, the section 6653 additions to tax for fraud, and the
section 6663 fraud penalty.

1. Transferee Liability

St ockhol ders who have received the assets of a dissolved
corporation may be held liable for unpaid corporate taxes. Sec.

6901; Phillips v. Comm ssioner, 283 U.S. 589, 593 (1931).

Respondent has the burden of establishing transferee liability.
Rul e 142(d); sec. 6902. Pursuant to section 6901(a), respondent
may establish petitioners’ liability in equity if a basis exists
under applicable Mnnesota |aw for holding petitioners (i.e., the

transferees) liable. See Commi ssioner v. Stern, 357 U S 39, 42-

47 (1958).

A. Respondent Established a Prina Facie Case in Equity

Respondent established that, on Decenber 4, 1990,
petitioners knew Metro underpaid its tax liabilities for tax
years 1988, 1989, and 1990, and petitioners received, w thout
consideration, liquidating distributions fromMetro totaling

$4,642,597 (i.e., Butler’s 141,489 BFI shares plus MG aw s
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70,744, multiplied by the $21.875 share price). Thus, the debtor
made the transfer without receiving a reasonably equival ent val ue
i n exchange, and the debtor becane insolvent as a result of the
transfer. See Mnn. Stat. Ann. secs. 513.45 (West 2002),
302A. 557 (West 1985). Metro’'s tax liability for those years
remai ns unpaid. Accordingly, respondent has established a prim
facie case of equitable transferee liability. See Gumm v.

Conmm ssioner, 93 T.C. 475 (1989).

Respondent relied on section 513.45 of Mnnesota’s Uniform
Fraudul ent Transfer Act (UFTA), Mnn. Stat. Ann. sec. 513.45, to
establish that Metro was rendered insolvent by the distribution
of BFI stock, and accordingly, the distribution was fraudul ent.
Petitioners contend that respondent erred by relying on the UFTA

to determ ne whet her the transfer was fraudul ent rather than

section 302A.551 of the M nnesota Mdel Business Corporation Act
(MBCA), Mnn. Stat. Ann. sec. 302A 551 (West 1985), to determ ne
whet her the distribution was illeqgal.

Section 513.45 of UFTA provides that a transfer is
fraudulent as to a present creditor if the debtor nade the
transfer wthout receiving a reasonably equival ent value in
exchange for the transfer, and the debtor becane insolvent as a
result of the transfer. Mnn. Stat. Ann. sec. 513.45. Simlarly
section 302A.551, subdivision 1, of the MBCA provides that a

distribution is illegal if the corporation is unable “to pay its
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debts in the ordinary course of business after making the
distribution”. Mnn Stat. Ann. sec. 302A. 551, subdiv. 1.
Respondent has established that Butler and MG aw caused
Metro to avoid paying taxes they knew to be owing. Scott v.

Comm ssioner, 117 F.2d 36 (8th Cr. 1941); Hagaman V.

Comm ssioner, 100 T.C 180, 183 (1993). The liquidating

distribution to petitioners, for which Metro did not receive
anything in exchange from petitioners, rendered Metro insol vent
(i.e., unable to pay those taxes in the ordinary course of
busi ness). Accordingly, the distribution was a fraudul ent
transfer pursuant to section 513.45 of the UFTA, and ill egal
pursuant to section 302A.551 of the MBCA. W concl ude that
petitioners’ liability is established pursuant to either statute.
Petitioners also contend that several M nnesota statutes of
limtation (Mnn. Stat. Ann. secs. 541.05 (West Supp. 2002),
302A. 557, and 302A. 7291 (West Supp. 2002)) bar respondent’s tax
clains. W disagree. Mnnesota statutes of limtations are
i napplicable to transferee proceedi ngs governed by section 6901.

See Phillips v. Comm ssioner, supra; see also Dillnan v.

Comm ssioner, 64 T.C. 797 (1975).

B. Petitioners’ Rebuttal of Respondent’s Prima Faci e Case

Petitioners contend that, pursuant to section 302A. 557,
subdi vision 1, of the MBCA, petitioners’ liability islimted to

$459, 635 of tax, $323,000 of penalties, and interest accrued as
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of Decenber 4, 1990. Petitioners contend that they are not
liable for any interest accruing after the date of the transfer
of assets (i.e., Decenber 4, 1990). W disagree. There is no
authority for petitioners’ position. On Decenber 4, 1990, Butler
and McG aw received BFI stock worth $3,095,072 and $1, 547, 525,
respectively. These anounts were obviously in excess of Metro’s
tax liability on that date (i.e., est. $1,100,000). “In cases
where the transferred assets exceed the total liability of the
transferor, the interest being charged is upon the deficiency,
and is therefore a right created by the Internal Revenue Code.”

Estate of Stein v. Conmm ssioner, 37 T.C. 945, 961 (1962); Lowy V.

Commi ssioner, 35 T.C 393, 397 (1960). Accordingly, petitioners’

l[tability with respect to interest on Metro's tax liability is
determ ned pursuant to Federal law (i.e., section 6601).
Petitioners contend, wthout citing any authority, that the

BFI stock they received should be valued at a 40-percent discount
because the tax-free characterization of Metro's nerger with BFI M
woul d have been destroyed had they sold their stock on Decenber

4, 1990. This contention is unpersuasive. A wlling buyer would
not be concerned whether the seller recognizes gain as a result

of the exchange. See Stanko v. Conm ssioner, 209 F.3d 1082, 1086

(8th Cr. 2000) (holding that the proper approach to valuation is

to determine what a wlling buyer would have paid for the
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property (citing United States v. Cartwight, 411 U S. 546, 551

(1973))).

Petitioners contend that their liability should be reduced
because they allegedly paid $538,883 of Metro's liabilities after
Metro's BFI stock was distributed to them Petitioners’
testi nony, however, was devoid of any particulars relating to the
all egedly paid expenses. In addition, petitioners have not
established that the allegedly paid liabilities had priority over
respondent’s claimrelating to tax liabilities. See Hutton v.

Comm ssioner, 59 F.2d 66 (9th Gr. 1932), affg. 21 B.T.A 101

(1930); &obins v. Conm ssioner, 18 T.C. 1159, 1174 (1952), affd.

per curiam 217 F.2d 952 (9th Cir. 1954). Accordingly, we reject
petitioners’ contention. MG aw contends that his transferee
liability should be reduced because Butler, in his 1995 cri m nal
pl ea, agreed to pay Butler’s and Metro’'s tax liabilities. Each
transferee, however, is liable to the extent he received property

w t hout adequate consideration. Phillips v. Conm ssioner, 283

U S at 603; Scott v. Conm Ssioner, supra. McGraw al so cont ends

respondent did not take reasonable steps to collect the tax
l[tability fromMetro. W reject this contention also. Metro was
di ssolved in 1991. The Conm ssioner is not required to proceed
agai nst a dissol ved corporation before asserting transferee

l[tability against its stockhol ders. Maher v. Conm ssioner, 469




- 19 -
F.2d 225 (8th Gr. 1972), affg. in part and remanding in part 56
T.C. 763 (1970).
Contentions we have not addressed are irrelevant, noot, or
meritless.

To reflect the foregoing,

Decisions will be entered

for respondent.




