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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GALE, Judge: By notice of deficiency dated August 10, 2001,

respondent determ ned an incone tax deficiency and fraud penalty

under section 6663(a)! with regard to petitioner’s 1997 taxable

year. By notice of deficiency dated January 23, 2002,

r espondent

1 Unl ess otherwi se noted, all section references are to the
| nt ernal Revenue Code as anended, and all Rule references are to

the Tax Court Rules of Practice and Procedure.
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determ ned i nconme tax deficiencies and fraud penalties under
section 6663(a) with respect to petitioner’s 1991, 1994, 1995,
and 1996 taxable years. Petitioner tinely petitioned for
redeterm nation with respect to both notices, and the cases
covering each were consolidated for trial, briefing, and opinion.

The deficiencies and fraud penalties determ ned were as foll ows:

Penal ty
Year Def i ci ency Sec. 6663(a)
1991 $4, 323 $3, 242
1994 88, 012 66, 009
1995 182, 387 136, 790
1996 173, 624 130, 218
1997 185, 155 139, 616

After concessions,? the issues for decision in these cases
(“this case”) are: (1) Wether petitioner understated gain on
the sale of yachts in 1994, 1996, and 1997 by $155, 848, $527, 074,
and $615, 119, respectively; (2) whether petitioner understated
gain fromthe sale of real property in 1995 by $232,400; (3)
whet her petitioner had unreported inconme fromhis yacht charter
busi ness in 1994, 1995, and 1996 of $68, 350, $190, 615, and
$34, 544, respectively; (4) whether petitioner failed to report
i ncome of $92, 420, $36,000, and $13,000 in 1994, 1996, and 1997,

respectively, fromthe settlenent of lawsuits; (5) whether

2 Petitioner has conceded that he received $85, 119 of incone
in 1995 as a finder’s fee that was not reported on his 1995
return. Respondent has conceded that his determ nation of the
anount of unreported gain on the sale of a yacht in 1994 was
overstated by $1, 000.
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petitioner’s wholly owned S corporation, Wnston Devel opnent,
I nc., overstated deductions on its 1995 Federal incone tax return
by $54,802; (6) whether there was an underpaynent of tax in 1991;
and (7) whether the underpaynents of tax in 1991, 1994, 1995,
1996, and 1997 were due to fraud.
FI NDI NGS OF FACT

Sonme of the facts have been stipul ated and are incorporated
into our findings by this reference.

Petitioner was a resident of Ft. Lauderdale, Florida, when
the petitions were fil ed.

Petitioner’s Backqground

Petitioner is a high school graduate. He initially held a
variety of construction jobs before becomng trained to be a
construction project estimator.

In 1968, petitioner started a denolition business that he
operated successfully for 20 years. H s business interests grew
to include apartnent buildings, a hotel, and a country club. 1In
1988, petitioner organi zed Wnston Devel opnent, Inc. (Wl),?3 an
S corporation, to build and sell condom niuns in Indiana. At al
rel evant tinmes, petitioner owed 100 percent of the stock of WD .

In the m d-1980s, petitioner also becane successfully

3 The parties have stipulated that the nane of the
corporation was “Wnston Devel opnent, Inc.”, though the
corporation filed its tax returns as “Wnston Devel opnent Corp.”,
and it is frequently referred to in the record by that nane.
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engaged in the business of chartering yachts for “dinner cruises”
in Ft. Lauderdale, Florida. |In the 1990s, petitioner had several
yachts built. Petitioner would typically use the newy
constructed yachts in his charter business and eventually sel
t hem

Petitioner married Pam Maire in 1993, but they separated in
February 1995. They filed for divorce in 1995 but reconciled in
June 1996. The coupl e separated again in 1997 and ultimately
wer e di vorced.

In 1996, petitioner was convicted of three counts of felony
forgery for forging the signatures of nearby residents to
docunents indicating they approved of petitioner’s application
for a liquor license for his country cl ub.

Asset Sal es

W ecki ng Krew

In 1991, petitioner entered into a fixed-price contract with
Marine Builders, Inc., to deliver a conpleted yacht, built to his
specifications, for $796,707. On Decenber 20, 1991, the yacht
received a certificate of inspection by the U S. Coast Guard,
which is issued only after a vessel is considered ready to carry
passengers for hire, and was assigned identification No. D979342.

Petitioner took delivery of the yacht the sanme day and used it

in his charter business. The vessel was naned the Wecki ng Krew.

Petitioner paid Marine Builders, Inc., the $796, 707 contract
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price for the yacht. Shortly after taking delivery, petitioner
paid $2,683 to install deck Iights.

In 1992, petitioner advised his return preparer that the
purchase price of the yacht was $833, 218.

On January 27, 1994, petitioner sold the Wecking Krew to

Dream USA, Inc., for $950,000.4 At the tinme of sale, petitioner
incurred the follow ng costs: $13,068 for |ead ballast; $1,000
for lead ballast installation; $5,563 in architect’s fees; and a
sal es conmmi ssion of $51,000. The sum of the foregoing itens,
plus the contract price paid to Marine Builders, Inc., and the
cost of the deck lights, equal ed $870, 021.

Petitioner reported on his 1994 return that his basis in the

W ecking Krew (plus selling expenses) was $1, 025,869. Adjusted

basis reported on the return, as a result of a claimof $100, 740
in depreciation, was $925,129, resulting in a reported gain of
$24,871 on the sale of the vessel. Accepting petitioner’s

cl ai mred depreciation, respondent nonet hel ess determ ned that
petitioner’s adjusted basis in the vessel at the tine of sale had
been overstated by $156,848, resulting in a determ nation of

unreported gain in that anbunt. In the answer, respondent

4 By the time of the sale, petitioner had renaned the vessel
Sir Wnston, the sane nanme used for the two other vessels at
issue in this case. For sinplicity, we shall refer to this
vessel as the Wecking Krew
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conceded an additional $1,000 in selling expenses for |ead
ballast installation, resulting in unreported gain of $155, 848.

Sir Wnston

On Decenber 15, 1992, petitioner entered into a contract
with Darling Yachts, Inc., to construct a yacht to his
specifications for $623,706. The contract provided for an offset
to the contract price for any item supplied by petitioner that
Darling Yachts, Inc., was obligated to provide under the
contract. Petitioner supplied a $2,395 radar system and $18, 433
in carpeting that Darling Yachts, Inc., was obligated to provide.
Petitioner also paid $49,220 for architectural fees, galley
equi pnent, blinds and wal | paper, m scell aneous el ectronics, life
j ackets, and a security systemfor the yacht that were not
required to be provided by Darling Yachts, Inc.

Darling Yachts, Inc., did not conplete the vessel by the
Decenber 15, 1993, conpletion deadline specified on the contract.
When it had still not been conpl eted approxi mately 12 nont hs
| ater, petitioner took possession on Decenber 6, 1994, and
undert ook the conpletion work hinself. Immediately prior to

petitioner’s taking possession, a nmarine survey report® on the

> The parties’ stipulation covering this report states that
t he survey was conducted on Nov. 3, 1994. However, the report
itself is a stipulated exhibit and states that the survey was
conducted on Dec. 3, 1994. W therefore conclude that the
stipulation is erroneous and that the survey date was Dec. 3,
1994.
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yacht concluded that it was 95 percent conplete, and the vessel
was issued a certificate of inspection by the U S. Coast CGuard,
subject to the correction of certain mnor deficiencies. The
vessel was assigned identification No. D1026508 and naned the Sir
W nst on.

Petitioner caused WDI to pay for the installation of
mrrors, doorfranes, carpeting, and other fixtures on the Sir
Wnston, and two individuals on the WDI payroll did finishing

work on the Sir Wnston interiors. Petitioner also replaced a

defective steering nechanismthat had been installed by Darling
Yachts, Inc.?®
During the 1-year period after petitioner took possession of

the Sir Wnston (Decenber 6, 1994 to Decenber 6, 1995),

petitioner had four checking accounts. During this period, the
checks drawn on those accounts that could have been for capital

i mprovenents to the Sir Wnston did not exceed $195,799. During

this period, petitioner also had two credit cards through which
he made expenditures totaling $29, 917.

In April 1996, petitioner sold the Sir Wnston to Dream USA,

Inc., for $1,250,000. Petitioner advised his return preparer,

and reported on his 1996 return, that his basis in the Sir

6 The failure of Darling Yachts, Inc., to conplete the
vessel satisfactorily, or to deliver it on tine, pronpted
litigation between petitioner and Darling Yachts, Inc., discussed
infra.
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W nston was $1, 200, 000. Adjusted basis reported on the return,
as a result of a claimof $33,360 in depreciation, was
$1, 166,640, resulting in a reported gain of $83,360 on the sale
of the vessel. Accepting petitioner’s clained depreciation,
respondent nonet hel ess determ ned that petitioner’s adjusted
basis in the vessel at the tine of sale was $639, 566, or $527, 074
| ess than clainmed by petitioner, resulting in a determ nati on of
unreported gain in that anount.

Sir Wnston 11

On Decenber 5, 1994, petitioner entered into a fixed-price
contract with Marine Builders, Inc., to build a yacht to his
specifications for $1,099,173. Petitioner made cash paynents
totaling $39,000 toward the construction of the yacht.

Petitioner also made direct paynents to vendors totaling $33, 330
for inprovenents to the yacht during its construction. The yacht
was issued a certificate of inspection by the U S. Coast CGuard
and assigned identification No. D1037815. The yacht was
delivered conplete and ready to carry passengers for hire on
January 11, 1996. Petitioner also naned this vessel the Sir

Wnston (Sir Wnston 11).

During the 1-year period after petitioner took delivery of

the Sir Wnston Il (January 11, 1996 to January 11, 1997),

petitioner had two checking accounts and a brokerage account on

whi ch he could draw checks. During this period, the checks drawn
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on those accounts that could have been for capital inprovenents

to the Sir Wnston did not exceed $79,347. During this period,

petitioner also had two credit cards through which he made
expendi tures totaling $54, 589.

Petitioner sold the Sir Wnston Il to Dream Boat, Inc., for

$2 million on April 7, 1997. Petitioner advised his return

preparer, and reported on his 1997 return, that his basis in the

Sir Wnston Il was $1,789,322. Adjusted basis reported on the
return, as a result of a claimof $41,700 in depreciation, was
$1,747,622, resulting in a reported gain of $252,378 on the sale
of the vessel. Accepting petitioner’s clained depreciation,
respondent nonet hel ess determ ned that petitioner’s adjusted
basis in the vessel at the tinme of sale was $1, 132,503, or
$615,119 less than claimed by petitioner, resulting in a

determ nation of unreported gain in that anount.

Later-Built Yachts

Petitioner had four nore yachts constructed by Marine

Builders, Inc., in addition to the Wecking Krew and Sir Wnston

Il at issue in this case. Those later-built yachts were
constructed pursuant to “cost-plus” contracts, whereas the

Wecking Krew and Sir Wnston Il were constructed pursuant to

fixed-price contracts. Under the “cost-plus” contracts with

Marine Builders, Inc., petitioner supplied a greater portion of
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the material used in the vessel’s construction than under the
previous fixed-price contracts.

Real Property

On June 7, 1995, petitioner sold real property at 6729
Westfield Boul evard, Indianapolis, Indiana, to Evergreen, LLC for
$1,500,000. Prior to the sale, petitioner |eased the property to
W nston Yacht and Country Club, Inc., a country club wholly owned
by petitioner. In Novenber 1995, petitioner provided his return
preparer with a handwitten schedule that purported to |ist
i nprovenents nade to the property between 1990 and 1995 t hat
total ed $232,400. Petitioner had not previously advised his tax
return preparer of these inprovenents. The inprovenents were
included in the cost basis of $1,045,742 reported on petitioner’s
1995 return.

Respondent determ ned that petitioner’s clained basis in the
property should be reduced by $232,400 for failure to
substantiate, resulting in a determ nation of unreported gain in
t hat anount .

Busi ness | ncone

Yacht Charter Busi ness

Petitioner was engaged in the yacht charter business in
1994, 1995, and 1996. Petitioner advised his return preparer,

and reported on his returns, that gross receipts fromhis yacht
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charter business were $74, 893, $215, 427, and $320,532 in 1994,
1995, and 1996, respectively.

In the notice of deficiency, respondent determ ned that
petitioner’s gross receipts were $144,217, $415,018, and $364, 247
in 1994, 1995, and 1996, respectively, resulting in
determ nati ons of unreported gross receipts of $68,350, $190, 615,
and $34,544 in those years.” Wth respect to 1994, petitioner
subsequently admtted that he deposited charter receipts of
$116, 095, an anmpunt exceeding his reported charter gross receipts
by $41,202. He further admitted that in 1994 he nade additi onal
deposits of funds fromthird parties totaling $29, 247 and cash of
$7,000, but denied that these ampbunts represented charter
receipts. Wth respect to 1995, petitioner subsequently admtted
t hat he deposited charter receipts of $399, 239, an anount
exceeding his reported charter gross receipts by $182,812. He
further admtted that in 1995 he made additional deposits of
funds fromthird parties totaling $5, 733, but denied that this
anount represented charter receipts. Wth respect to 1996,
petitioner subsequently admtted that he deposited charter
recei pts of $318,471, an anount that is $2,061 |less than his
reported charter gross receipts. He further admtted that in

1996 he made additional deposits of funds fromthird parties

" In determ ning unreported gross receipts, respondent nade
adj ustnents for petitioner’s collection of sales tax.
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totaling $2,075 and cash of $35,800, but denied that these
anounts represented charter receipts.

WDI

WDI was engaged in the construction and sal e of condom ni um
units. WDl reported gross receipts of $1, 342,216 and $1, 624, 352
in 1995 and 1996, respectively. Petitioner reviewed all of the
checks witten fromthe WD corporate account and often directed
the accounting code to which they should be charged. [In 1995,
petitioner directed that invoices for expenses associated with

the Sir Wnston be paid by checks drawn on WDI's corporate

account. WDl then deducted the yacht expenditures as expenses on
its 1995 Federal inconme tax return. WDI’'s bookkeeper questioned
petitioner about the paynment of invoices for the yacht with
checks drawn on the WDl corporate account and was specifically
instructed by petitioner to record the checks for the yacht
expenses on WDI | edger accounts that he designated. Sone of the
checks for the yacht expenses were recorded on WDI's books as
“repair and mai ntenance”, while others were recorded as additions
to an asset account for a condom nium buil di ng under
construction. The amounts recorded as repair expenses were
deducted on WDI's 1995 return as current expenses. The asset
account charges were included in the “cost of sales” for

condom niumunits sold in 1995, resulting in a deduction in that

year.



Settlenents of Lawsuits

Marine Builders, |Inc.

In 1993 petitioner filed suit against Marine Builders, Inc.,
seeki ng danmages for breach of warranty, breach of contract,
conversion, lost incone, and |lost value in connection with the

contract to construct the Wecking Krew. In 1994, petitioner and

Marine Builders, Inc., entered into a settlenent agreenent which
provided that three installnents (totaling $92,420) woul d be paid
to petitioner “in settlenment of damnages for contractual clains
that Wnston Knauss has al |l eged agai nst Marine Builders, Inc.”
and that three further installnments (totaling $85,119) woul d be
paid to petitioner “as a separate matter and as such are not

al | eged danages to Wnston Knauss for the contracts referenced in
the conplaint for danages.” The settlenment agreenent further
provided that the initial three installnents “are not to be

consi dered incone under any respects to Wnston Knauss”. The
agreenent was silent regarding any such characterization of the
|atter three installments. The initial three installnments
(totaling $92,420) were paid to petitioner in 1994, and the final
three installnents (totaling $85,119) were paid to himin 1995.
Marine Builders, Inc., issued a Form 1099-M sc, M scel |l aneous

| ncone, to petitioner for 1995 denoting $85, 119 as nonenpl oyee

conpensation. Petitioner subsequently admtted that the $85,119
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was paid to himas a finder’s fee for referral of a custoner to
Marine Buil ders, Inc.

Petitioner did not informhis return preparer of any of the
foregoi ng paynents, and they were not reported as income on his
1994 or 1995 returns.

Darling Yachts, Inc.

On February 23, 1995, petitioner filed suit against Darling
Yachts, Inc., seeking damages for breach of warranty, failure to
conplete the vessel, and |ost incone in connection with the

contract to construct the Sir Wnston. An Agreed Judgnent in the

case was entered on March 18, 1995, which provided that
petitioner was entitled to recover $65,000 fromDarling Yachts,
Inc., in satisfaction of his clains. The judgnent further
provided that an initial installnment of $25,000 was due upon the
execution of the judgnent by the parties, with further nonthly
install ments of $1, 000 comrenci ng January 10, 1996. The judgnent
was not executed until March 13, 1996. Pursuant thereto, Darling
Yachts, Inc., paid petitioner $65, 000, of which $36,000 was paid
in 1996, and $13,000 was paid in 1997.

Petitioner did not informhis return preparer of the
f oregoi ng paynents, and they were not reported as incone on his

1996 or 1997 returns.



Net Operating Loss Carryback

Petitioner tinely filed a Form 1045, Application for
Tentative Refund, claimng an adjustnment to his 1991 Federal
i ncone tax based on a net operating | oss from 1994.

Books and Records

Petitioner did not produce books and records in support of
hi s yacht purchases or sales, his yacht charter business, his
real estate transactions, or any of his personal financial
transactions. \Wen petitioner and his ex-wfe, a school teacher,
separated in February 1995, she took records related to their
joint checking accounts with NBD Bank® and SunTrust Bank. In
March 1997, following a period of reconciliation but pending
their final divorce, petitioner’s ex-wi fe again took joint
checki ng account records.

OPI NI ON

Gin From Sal e of Yachts

Respondent determ ned that petitioner overstated his basis,
and therefore had unreported gain, in the anbunts of $156, 848, °
$527, 074, and $615,119 in 1994, 1996, and 1997, respectively,
fromthe sale of a yacht in each year. 1In reaching his

determ nation of petitioner’s basis, respondent used the sum of

8 Petitioner’'s ex-wife also refers to an account at Sunmt
Bank, which was acquired by NBD Bank sonetine in or around 1993.

 As noted, respondent conceded in his answer that the
anount of unreported gain was $1,000 |ess, or $155, 848.
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the contract price for each yacht’s construction and capital
i nprovenents that had been substantiated. Petitioner contends
that he in fact made expenditures to account for his clainmed
basis, but is unable to substantiate the expenditures because al
of his records were stolen by his estranged spouse. On account
of this purported theft, petitioner, relying on Cohan v.

Commi ssioner, 39 F.2d 540 (2d Cr. 1930), urges us to accept a

reconstruction of his basis based upon an extrapol ation fromthe
costs he incurred in the construction of certain other yachts in
| ater years. 0

We do not find credible petitioner’s claimthat his boat
records were stolen by his former spouse. The fornmer spouse
testified credibly that the only records she took when she | eft
petitioner were those pertaining to the couple’s personal joint
checki ng accounts. ' She denied taking records related to his
yachts, yacht charter business, or any other records besides the
j oint checking accounts in either 1995 or 1997. Petitioner did

not issue a subpoena to his forner spouse in an effort to obtain

10 pPetitioner has neither clainmed nor shown entitlenent to
any shift in the burden of proof pursuant to sec. 7491(a).
Accordingly, petitioner retains the burden of proof with respect
to all issues in this case except respondent’s determ nations of
fraud for the years in issue. See Rule 142(a) and (b).

11 The checki ng account records taken by petitioner’s spouse
are in the record and, as discussed nore fully hereinafter, do
not support petitioner’s claimthat he nmade expenditures that
created basis in the anmounts he cl ai ns.
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the records he clains she took, even though she appeared as a
witness in this case. Moreover, sone of the purportedly stolen
records in fact turned up as part of petitioner’s evidence
i ntended to docunent expenditures for yachts built in later
years. That is, although petitioner clained that the records

substantiating clainmed capital inprovenents to the Sir Wnston 11

that he nmade from January 1996 to January 1997 were stol en
i nvoi ces for yacht-related expenditures dated within that period
were offered by himinto evidence for other purposes.?!?

Qur conclusion that petitioner did not nmake the basi s-
generating expenditures that he clains is further buttressed by
the fact that, although the unaccounted for expenditures range
from $155,848 in 1994 to $615, 119 in 1997, petitioner did not
seek the testinony of, or even identify, a single vendor or
service provider associated with a clained capital inprovenent to
any of the vessels at issue. Instead, he nerely rested on his
claimthat records were stolen and made no effort, through the
time of trial, to reconstruct those records through bank records
or contacts with third-party vendors.

Even if we accepted petitioner’s claimthat his records were

stolen, his attenpt to estimate the expenditures so that we would

12 The sane occurred with respect to purportedly stolen
records substantiating capital inprovenents to the Sir Wnston.
Petitioner offered a yacht-related invoice dated Cct. 24, 1995,
notw t hstanding his claimthat records covering the period
including this date had been stolen.
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accept themunder the Cohan rule is unavailing. W do not accept
petitioner’s estimtes under the Cohan rule for two reasons.
First, to qualify for the Cohan rule, a taxpayer nust show t hat
sone expenditure in fact occurred and only its precise anmount

| acks direct proof. See Cohan v. Comm ssioner, supra at 543-544

(Board of Tax Appeal s’s disall owance of any deduction for

entertai nment expenditure inconsistent with its finding that

expenditure was nade); see also Portillo v. Conm ssioner, 932
F.2d 1128, 1134-1135 (5th G r. 1991)(court has discretion to
estimate all owabl e deductions if there is sufficient evidence to
support the contention that expenses were in fact incurred),
affg. in part, revg. and remanding in part T.C. Meno. 1990-68;

Vani cek v. Commi ssioner, 85 T.C. 731, 743 (1985). Here, we are

not persuaded that the clainmed expenditures occurred. Two of the
yachts at issue were fully conpl eted when delivered to

petitioner. The remaining vessel, the Sir Wnston, was nearly

conplete but required finishing work and repl acenent of the
steering mechani sm expenditures which we are satisfied have been

accounted for.*® Thus, we are not persuaded in these

13 Respondent has shown that certain expenditures made by
petitioner with respect to the Sir Wnston were caused by himto
be paid and deducted by his S corporation engaged in condoni ni um
devel opnent and that petitioner deducted significant anmounts for
repairs to the Sir Wnston in the year when petitioner took
delivery. On balance, we are satisfied that the expenditures
required to finish the Sir Wnston have been accounted for and do
not provide a basis for invoking the Cohan rule.
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ci rcunst ances that expenditures in fact occurred which Iack only
direct proof as to their anounts.

Second, petitioner’s attenpt to estimate his purported
expenditures for capital inprovenents for the yachts is not
reliable. Petitioner has proffered spreadsheets that purport to
docunent the expenditures he incurred to conplete certain other
yachts that he arranged to have constructed in years after the
construction of the vessels at issue. As best we understand
petitioner’s argunment, he contends that the expenditures he nmade
to conplete the later-built yachts provide a basis for estimating
the capital expenditures he nade with respect to the yachts at
i ssue.

However, petitioner’s analysis is fundanentally flawed. The
|ater-built yachts were constructed pursuant to “cost-plus”
contracts, whereas the yachts at issue were constructed pursuant
to fixed-price contracts. The unchall enged testinony of an
official at Marine Builders, Inc., was that under the “cost-plus”
contracts, petitioner hinself provided a greater portion of the
material used in the vessel’s construction than under fixed-price
contracts. Thus, it has not been shown that the expenditures
that petitioner may have been required to incur in connection
with the conpletion of a yacht under a “cost-plus” contract
approxi mate the expenditures he would have incurred to obtain a

conpl eted yacht under a fixed-price contract. Moreover, even if
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petitioner’s nethodol ogy were reasonable, the invoices that
petitioner proffered to substantiate the costs he clains to have
incurred in connection with the construction of the later-built
yachts were repeatedly shown to have dates that preceded the
commencenent of construction of the yacht whose costs they
purportedly substantiated. Even nore egregi ous were repeated
i nstances where invoices’ dates had been crudely altered in an
effort to nmake the invoices appear to have been created within
the time period that the yacht whose costs they purported to
substantiate was built. In sum petitioner’s effort to invoke
t he Cohan rule to substantiate his clained basis in the three
yachts is wholly unreliable, and we reject it.

Because petitioner has failed to substantiate any basis in
the three yachts beyond that determ ned by respondent, we sustain
respondent’s determ nation that petitioner had unreported gain
fromthe sale of yachts of $155,848, $527,074, and $615,119 in
1994, 1996, and 1997, respectively.

Gin From Sal e of Real Property

In 1995, petitioner sold real property at 6729 Westfield
Boul evard, Indianapolis, that he | eased to the Wnston Yacht and
Country Club, Inc. Petitioner reported an adjusted basis in the
Westfield Boul evard property at the time of sale of $1, 045, 742,

whi ch i ncluded capital inprovenments of $232,400. Respondent
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deternm ned that the clainmed capital inprovenents of $232, 400
shoul d be disallowed for |ack of substantiation.

The only substantiation of the $232,400 that has been
offered by petitioner in this proceeding is a handwitten |ist of
capital inprovenents and their purported cost (totaling $232,400)
that he gave his return preparer in Novenber 1995. There are no
i nvoi ces or other supporting docunentation for these clained
expenditures. Instead, petitioner again asserts his contention
that his records were stolen and clains entitlenent to an
estimate under the Cohan rul e.

As with the clainmed expenditures concerning the yachts,
there is no proof that expenditures of this nature were in fact
incurred, nor is there any evidence to support a reasonable
estimate of the amount of these expenditures. W accordingly
sustain respondent’s determination that $232,400 of petitioner’s
clai med basis be disallowed and petitioner’s gain on the sale be
i ncreased in a correspondi ng anount.

Under st at enent of | ncone From Charter Business

Taxpayers mnmust maintain records sufficient to establish the
anount of incone required to be shown on a return. Sec. 1.6001-
1(a), Income Tax Regs. |In the absence of adequate records, the
Comm ssi oner may reconstruct the taxpayer’s income by any

r easonabl e net hod. Estate of Rau v. Conm ssioner, 301 F.2d 51

(9th Gr. 1962), affg. T.C. Menp. 1959-117; Schell enbarg v.
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Comm ssioner, 31 T.C. 1269 (1959), affd. in part and revd. in

part on another issue 283 F.2d 871 (6th Cr. 1960); Bolton v.

Conmi ssioner, T.C. Menp. 1975-373.

Petitioner failed to produce records establishing his gross
recei pts fromhis yacht charter business for 1994, 1995, and
1996. Using third-party records, respondent determ ned that
petitioner’s gross receipts were $144,217, $415,018, and $364, 247
in 1994, 1995, and 1996, respectively, resulting in a
determ nati on of unreported gross receipts of $68, 350, $190, 615,
and $34,544 in those years.

As outlined in our findings, with respect to 1994,
petitioner has admtted depositing charter receipts of $116, 095
and ot her anmounts which bring total deposits to $152,342, as
conpared to respondent’s determ nation that his gross receipts
were $144,217. Wth respect to 1995, petitioner has admtted
depositing charter receipts of $399, 2391 and ot her anpunts which
bring total deposits to $404,972, as conpared to respondent’s
determ nation that his gross receipts were $415,018. Wth
respect to 1996, petitioner has admtted depositing charter

recei pts of $318,471 and ot her anmounts, which bring total

4 This figure exceeds petitioner’'s reported gross receipts
for 1994 by $41, 202.

15 This figure exceeds petitioner’s reported gross receipts
for 1995 by $182, 812.
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deposits to $356, 346, as conpared to respondent’s determ nation
that his gross receipts were $364, 247.

The only specific error in respondent’s analysis that
petitioner has alleged is his claimthat respondent failed to
t ake account of anounts that were subsequently refunded to
custoners when charters were canceled. As evidence for his
claim petitioner proffers 14 checks he wote in 1994 and 12 in
1996. The 1994 checks generally contain a notation that they are
refunds (with two exceptions), while the 1996 checks generally do
not (wth two exceptions). There is a fatal defect in nost of
t hese checks; nanely, there is no evidence that the payee of the
refund check was included as a source of incone in respondent’s
reconstruction of petitioner’s charter receipts. Respondent’s
reconstruction is not necessarily conprehensive. Thus, unless a
refund payee was |listed as one of the sources of a deposit in
respondent’s reconstruction, proof that a refund was made to that
payee does not require a downward adjustnent in respondent’s
reconstructed total.

For 1994, eight of petitioner’s proffered checks contain the
foregoi ng defect.® Six checks remain, four of which, for
$10,314 in the aggregate, have “United Yacht Charters” as the

payee. However, the evidence in the record of respondent’s

1 While it is possible that sone of the 1994 checks |isted
by petitioner were refunds of anobunts deposited in 1993 or
earlier years, petitioner has not established this fact.
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reconstruction shows that only $7,762 of receipts from*“United
Yacht Charters” was included therein for 1994. W therefore
concl ude that the downward adjustnent to respondent’s figure that
is appropriate in light of petitioner’s refund evidence is capped
at $7,762. The remaining two checks, both evidencing refunds to
“K.D.B.” aggregating $8,900, should result in a downward
adjustnent in that anmount, as respondent’s reconstruction for
1994 includes receipts from“K D.B.” in excess of $8,900. Thus,
we conclude that petitioner has shown error in respondent’s
reconstruction of 1994 gross receipts; they are overstated by
$16, 662.

For 1996, all but 3 of petitioner’s 12 proffered checks
suffer the defect of their payee’s not having been shown to be a
source of a deposit in respondent’s reconstruction of
petitioner’s charter gross receipts; that is, none of the payees
on these purported refund checks is |listed as the source of a
deposit in respondent’s reconstruction of 1994, 1995, or 1996
gross receipts, and petitioner has not established that any was a
source in sone other year. O the three renmaining, we disregard
two because the checks (for $1,020 to “Betty Corson Yacht
Charter, Inc.” and for $2,000 to “CGold Coast”) do not on their
face indicate that they are refunds, and there is no other
evidence to corroborate petitioner’s claimto that effect. The

remai ni ng check, evidencing a refund of $2,000 to “Al Schrold”,
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produces only a m nor adjustnent, because the avail abl e evi dence
i ndicates that only $75 in income fromthis source was included
in respondent’s reconstruction of 1994-96 gross receipts (and
petitioner has failed to show inclusion in his incone in any
other year). W therefore conclude that the downward adj ust nent
in respondent’s reconstruction that is appropriate in |ight of
petitioner’s evidence is capped at $75. Thus, we concl ude that
petitioner has shown error in respondent’s reconstruction of 1996
gross receipts, inthat it is overstated by $75.

Petitioner has not alleged or shown any other error in
respondent’ s reconstruction of the gross receipts from
petitioner’s yacht charter business in 1994, 1995, or 1996. W
accordingly sustain respondent’s determ nation of unreported
charter income in those years, except to the extent of $16,662 in
1994 and $75 in 1996.

Di sal | owed Deducti ons of WD

Taxpayers may deduct the ordinary and necessary expenses of
carrying on a trade or business. Sec. 162. Expenses incurred by
a corporation for the personal benefit of its sharehol ders are

not deducti bl e. Intl. Trading Co. v. Commi ssioner, 275 F.2d 578,

585 (7th Gr. 1960), affg. T.C. Menp. 1958-104. Further, a

t axpayer may not deduct the business expenses of anot her

t axpayer. Welch v. Helvering, 290 U S. 111, 114 (1933). The

burden of proof with respect to deductions clainmed rests on the
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taxpayer. |INDOPCO, Inc. v. Comm ssioner, 503 U S. 79, 84 (1992);

Interstate Transit Lines v. Conmm ssioner, 319 U S. 590, 593

(1943); Deputy v. duPont, 308 U S. 488, 493 (1940); New Col oni al

lce Co. v. Helvering, 292 U S. 435, 440 (1934).

In the notice of deficiency, respondent determ ned that
petitioner had additional incone of $54,802 fromWl for 1995, as
a result of the disallowance of deductions on the corporation’s
1995 return in that anmount. Petitioner has not shown that WDl is
entitled to any of the deductions that were disallowed. W
accordingly sustain respondent’s determ nation that WDl ’'s
deductions totaling $54,802 for 1995 shoul d be disall owed.

At trial, respondent also proffered detailed evidence
denonstrating that petitioner caused WDI to pay $18,660 in
expenditures for yachts, and that these expenditures were
deducted on WDI's 1995 return. \Wile petitioner argues on brief
that the yacht-rel ated expendi tures deducted by WDI were proper
because they were reflected in petitioner’s drawi ng account, we
need not resolve this issue, as respondent has sought no increase

in the 1995 deficiency as a result of this evidence.?

7 W& surm se that respondent proffered this evidence in
support of his determ nation of fraud.
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Unreported I ncone From Settl enents of Lawsuits

Marine Builders, |Inc.

Petitioner argues that the $92,420 he received in 1994 in
settlenment of his [awsuit against Marine Builders, Inc., was a
return of capital.® The taxability of proceeds received froma
| awsuit depends on the nature of the claimand the basis of the

recovery. Raytheon Prod. Corp. v. Conm ssioner, 144 F.2d 110,

114 (1st Cr. 1944), affg. 1 T.C 952 (1943). \When anounts
received froma lawsuit, through litigation or settlenent,
represent |ost profits, the anmount is taxable inconme; when the

anount represents damages for |lost capital, such anmobunt is not

taxabl e. Booker v. Comm ssioner, 27 T.C 932, 937 (1957);

Rayt heon Prod. Corp. v. Commi ssioner, 1 T.C 952, 958 (1943),

affd. 144 F.2d 110 (1st Cr. 1944). Petitioner bears the burden
of establishing that the proceeds of a settlenent are what he

claims themto be. MIlenbach v. Conm ssioner, 318 F.3d 924 (9th

Cr. 2003), affg. on this issue 106 T.C. 184 (1996).

The conpl ai nt agai nst Marine Builders, Inc., sought damages
for breach of warranty, lost inconme, and | oss of value. The
settlenent indicated that paynments of $92,420 were for “danages
for contractual clainms” but did not indicate what portion, if

any, of the paynents was attributable to | ost val ue versus | ost

18 Petitioner concedes that the remaining $85,119 paynent
received fromMarine Builders, Inc., in 1995 is taxable incone.
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income. We have held that where the evidence did not provide a
basis for determ ning an allocation of a settlenent paynent
bet ween cl ai mred damages for lost profit and for |ost capital, the
t axpayer has not net his burden of proving a recovery of capital.

See Alum num & Metal Serv., Inc. v. Conm ssioner, T.C. Meno.

1965-129, affd. 358 F.2d 138 (7th Gr. 1966). Petitioner has not
shown what portion, if any, of the settlenent paynents from
Marine Builders, Inc., was for |ost value and not |ost incone.

We accordingly sustain respondent’s determ nation that they were
t axabl e i ncone.

Darling Yachts, Inc.

Petitioner received paynents fromDarling Yachts, Inc., in
1996 and 1997 and did not report those paynents as inconme. As
with the Marine Builders, Inc., settlenent, petitioner argues
that the Darling Yachts, Inc., paynents were a return of capital.
In the Darling Yachts, Inc., conplaint, petitioner sought damages
for breach of warranty, failure to conplete the vessel, and | oss
of incone. The agreed judgnent settling the matter does not
i ndicate the purpose or nature of the settlenent paynents.
Petitioner has not shown what portion, if any, of the settlenent
paynments he received fromDarling Yachts, Inc., was attributable
to damages for |lost value or lost profits fromits failure to
conplete the vessel. Accordingly, we conclude that petitioner

has failed to neet his burden of proof that there was a return of
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capital; thus, the settlenent paynents from Darling Yachts, Inc.
are taxabl e incone, and respondent’s determ nation i s sustained.
See id.

Net Operating Loss Carryback

Respondent determ ned that the adjustnments determ ned for
petitioner’s 1994 taxable year elimnated the net operating |oss
that had been carried back fromthat year to 1991. As a
consequence, respondent determ ned a deficiency of $4,323 for

1991. See Pesch v. Conm ssioner, 78 T.C. 100 (1982).

Respondent’s deficiency determ nation for 1994 has been
sust ai ned, thereby elimnating any net operating |oss for that
year. As a consequence, the deficiency determned for 1991 is

al so sustained. See id.; Toussaint v. Conm ssioner, T.C. Meno.

1984-25, affd. 743 F.2d 309 (5th Cr. 1984).
Fraud

Respondent determ ned that the underpaynents of tax on
petitioner’s 1994, 1995, 1996, and 1997 returns, as well as his
amended return for 1991, were due to fraud. To establish fraud,
t he Comm ssi oner nust show by clear and convi nci ng evi dence t hat
there is an underpaynent and that a portion of the underpaynent
is attributable to fraud. See sec. 7454(a); Rule 142(b);

Pet zol dt v. Comm ssioner, 92 T.C. 661, 699 (1989). If the

Comm ssi oner establishes that any portion of an underpaynent is

attributable to fraud, the entire underpaynent shall be treated
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as attributable to fraud, except that portion which the taxpayer
establ i shes by a preponderance of the evidence is not

attributable to fraud. See sec. 6663(b); Marretta v.

Conmi ssioner, T.C. Menp. 2004-128; Peyton v. Conm ssioner, T.C

Meno. 2003-146.

Under paynent

We concl ude that respondent has shown the existence of an
under paynment in each year by clear and convincing evidence. Wth
respect to 1994, petitioner has admtted that he failed to report
$41, 202 in gross income fromhis charter business. Had this
anount been reported, it would have elimnated the net operating
| oss that petitioner carried back to 1991. As a consequence, the
under paynment for 1991 has al so been established under a clear and

convinci ng standard. See Toussaint v. Conmm ssioner, supra. Wth

respect to 1995, petitioner has admtted that he failed to report
charter business gross incone of $182,812 and inconme froma
finder’'s fee of $85,119.

Wth respect to 1996 and 1997, we have found that petitioner
failed to denonstrate error in respondent’s determ nation that he
understated the gain fromthe sale of yachts in those years by
$527,074 and $615, 119, respectively. Wile a nere failure by
petitioner to show error in respondent’s determnation is not a

sufficient basis for fraud, Petzoldt v. Conm ssioner, supra at

700; Habersham Bey v. Conmm ssioner, 78 T.C. 304, 312 (1982);
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O suki v. Comm ssioner, 53 T.C. 96, 106 (1969), respondent has

mar shal ed consi derable affirmative evidence that petitioner
substantially overstated the basis reported with respect to the

sale of the Sir Wnston and Sir Wnston Il in 1996 and 1997,

respectively.

In an effort to verify petitioner’s reported basis,
respondent subpoenaed the records of the checking and credit card
accounts that petitioner indicated he maintained during the
rel evant periods. Based on petitioner’s representation that the

capital inprovenents he made to the Sir Wnston and Sir Wnston

Il were all made within the 1-year period follow ng his

acqui sition of each vessel, respondent undertook an anal ysis of
all expenditures made during those periods through the checking
and credit card accounts then held by petitioner! to identify
expendi tures that could have been for capital inprovenents to the
vessels. Wth respect to the checking accounts, respondent
sought to identify checks for possible capital inprovenents by
excluding all checks that could not have been for that purpose.
Respondent first excluded all checks that, on their face, could
not have been for capital inprovenents, such as checks for
utilities, docking fees, taxes, insurance, and the |ike.

Respondent was able to exclude other checks based on evidence in

19 W note that respondent’s anal ysis covered records of
j oi nt checking accounts that petitioner held with his ex-w fe,
i ncl udi ng those that she conceded taki ng.
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the record, such as matching the checks to petitioner’s nonthly
nort gage paynent on his residence or to paynents, such as for
marine architectural services, that had already been incorporated
in respondent’s determ nation of petitioner’s basis. The
remai ni ng checks that could not be excluded on the foregoing
basis were treated as possi ble paynents for capital inprovenents
to the vessels.

On the basis of this nmethodol ogy, respondent concl uded t hat
petitioner could not have expended nore than $46,507 for capital

i nprovenents to the Sir Wnston fromthe four checking accounts

he held during the 1-year period follow ng the vessel’s
acqui sition.? Upon careful review, we are convinced that

respondent’s met hodol ogy i s reasonable.? Petitioner has not

20 This is the total fromrespondent’s description of his
anal ysis of the four checking accounts in the requested findings
of fact in his brief. Elsewhere in the text of his brief, he
omts the checks fromone account at the First Indiana Bank,
totaling $2,543. By using the total fromrespondent’s requested
fact findings, we have resolved any anbiguity in petitioner’s
favor.

2l In his analysis of petitioner’s SunTrust Bank checking
account, respondent did not consider checks for |less than $800,
based on the fact that petitioner’s capital inprovenents to the
vessel s that had been substantiated were virtually always in
excess of that figure. W are persuaded that this nethodol ogi ca
assunption was reasonable in the circunstances. In any event,
even if all checks under $800 were treated as expended for
capital inprovenents, there would still be substantial anmounts of
clainmed basis in the Sir Wnston and Sir Wnston Il unaccounted
for, because the totals of the checks witten for |ess than $800
during the 1-year periods after the acquisition of the Sir
Wnston and Sir Wnston Il were $86,010 and $98, 278,

(continued. . .)
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di sputed the nethodol ogy, other than to disagree with its
conclusions. Qur own review reveals a fewerrors inits
application, however. Respondent does not appear to have
accounted for a $143, 818 cashier’s check drawn on one of
petitioner’s checking accounts. W also disagree with the
treatment of three minor checks, two to “Costco” totaling $2,298
and a $3,176 check to a payee that we find illegible, all of
whi ch respondent excluded fromthe class of checks that could
have been for capital inprovenents. Gving petitioner the
benefit of any doubt, by treating the foregoing four checks as
havi ng possi bly been for capital inprovenments, raises by $149, 292
respondent’s total for possible capital inprovenents expenditures
t hrough the checki ng accounts, from an anount not exceedi ng
$46, 507 to an anobunt not exceedi ng $195,799. In conparison, the

anount of basis in the Sir Wnston that petitioner has been

unabl e to substantiate is $527, 074.
Respondent’ s anal ysis al so sought to identify the possible
capital inprovenents expenditures nmade through the credit card

accounts held by petitioner during the 1-year period follow ng

21(...continued)
respectively.

Simlarly, in the case of one of petitioner’s First |Indiana
Bank checki ng accounts, respondent did not consider checks for
| ess than $301. However, treating all such checks as
expenditures for capital inprovenents woul d have produced an
i ncrease of only $1,396 in possible capital inprovenents.
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his acquisition of the Sir Wnston. Wile we find respondent’s

effort to classify the credit card expenditures | ess persuasive,
this is no help to petitioner. Even if all credit card
expenditures during the period ($29,917) are treated as having
been for capital inprovenments (a highly unrealistic assunption in
petitioner’s favor), this would still |eave a substantial anount

of clainmed basis in the Sir Wnston unaccounted for. That is, if

the $29,917 in petitioner’s credit card expenditures is added to
t he $195,799 in checks that could have been for capital

i mprovenents, the $225,716 total still falls substantially short
of accounting for the $527,074 in reported basis that petitioner
has not been able to substantiate. |In sum even under
assunptions that are extrenely favorable to petitioner, the
possi bl e capital inprovenent expenditures traceabl e through
petitioner’s checking and credit card accounts cannot explain

al nrost $300, 000 in clainmed basis. This |eaves only cash
transactions to account for this anmount, a prem se we do not

beli eve. Consequently, we conclude that respondent has shown by
cl ear and convincing evidence that petitioner had an under paynent
for 1996, attributable to a failure to report a substanti al

amount of gain on the sale of the Sir Wnston. ??

22 | n reaching our conclusion that respondent has clearly
and convincingly shown that petitioner overstated his basis in
the Sir Wnston by a substantial anmount, we are m ndful of the
fact that petitioner took possession of the vessel before the

(continued. . .)
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A simlar result obtains wwth respect to the Sir Wnston I1.

Respondent’ s anal ysis of the two checking accounts and one
br oker age account held by petitioner during the 1-year period

followng his acquisition of the Sir Wnston Il concl uded that

petitioner could not have expended nore than $72,315 fromthese
sources for capital inprovenents to that vessel. Upon review of
respondent’ s anal ysis, we conclude that five additional checks
that were not treated by respondent as possible capital

i nprovenents expenditures should have been so treated. Those
checks include two checks to “Costco” totaling $1,901, two checks
to “Henry Lee Co.” totaling $2,226, and a check to “Waver &
Weaver, P.A " for $2,905. W conclude that the payees on these
checks do not provide a sufficient basis to exclude them as
possi bl e expenditures for capital inprovenents. The total of the
f oregoi ng additional checks is $7,032, which when added to
respondent’s cal culation brings the total of possible capital

expenditures frompetitioner’s checking and brokerage accounts to

22(. .. continued)
bui |l der had conpleted it. Nonetheless, a marine survey conducted
3 days before petitioner took possession found that the vessel
was 95 percent conplete, and a U S. Coast Quard certificate of
i nspection, qualified by mnor deficiencies, was issued at the
sanme time. Mreover, petitioner settled his |awsuit against the
bui |l der for $65,000, a figure that is inconsistent with the claim
t hat expenditures exceedi ng $500, 000 were required to conplete
the Sir Wnston after petitioner took possession. Thus, we do
not believe that the somewhat unfinished state of the Sir Wnston
when petitioner took possession can account for the remai nder of
t he $527,074 in claimed, but unsubstantiated, capital
I nprovenents.
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$79,347. As with the Sir Wnston, we nmake the assunption

favorable to petitioner that the entire $54,689 of his credit
card expenditures during the 1l-year period foll ow ng acquisition

of the Sir Wnston Il was expended for capital inprovenents to

that vessel. Thus, after the petitioner-favorable adjustnments
that we nake to respondent’s analysis, the maxi mumin

expendi tures from his checking, brokerage, and credit card
accounts that could have been for capital inprovenents to the Sir
Wnston Il is $134,036, or $522,783 less than the $656,819 in
reported basis that petitioner has not substantiated. W do not
accept the prem se that cash transactions can account for this

di screpancy, and consequently we concl ude that respondent has
shown by cl ear and convi nci ng evidence that petitioner had an
under paynment for 1997, attributable to a failure to report a

substantial anmount of gain on the sale of the Sir Wnston I1.

Fr audul ent | nt ent

“Fraud is established by proving that the taxpayer intended
to evade tax believed to be ow ng by conduct intended to conceal,
m sl ead, or otherw se prevent the collection of such tax.”

Recklitis v. Conm ssioner, 91 T.C. 874, 909 (1988). The

exi stence of fraud is a question of fact established by

consi deration of the entire record. Pet zol dt v. Conm ssi oner, 92

T.C. at 699; Estate of Pittard v. Conm ssioner, 69 T.C. 391

(1977). Direct proof of fraud is sel dom avail able; therefore,
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fraud may be proved by circunstantial evidence and reasonabl e

i nfferences fromthe facts. Pet zol dt v. Conm sSsi oner, supra;

Row ee v. Conm ssioner, 80 T.C 1111, 1123 (1983). The courts

have recogni zed nunerous indicia or “badges” of fraud, including
the followng: (1) A pattern of underreporting incone; (2)

mai nt ai ni ng i nadequate records; (3) giving inplausible or

i nconsi stent expl anations of behavior; (4) making fal se entries;
(5) dealing in cash; (6) engaging in illegal activities; and (7)

the lack of credibility of taxpayer’s testinony. Spies v. United

States, 317 U. S. 492, 499 (1943); Conti v. Conm ssioner, 39 F.3d

658, 662 (6th Cr. 1994), affg. and remandi ng on other grounds 99

T.C. 370 (1992) and T.C. Meno. 1992-616; Douge v. Conm SSioner,

899 F.2d 164, 168 (2d Cir. 1990); Laurins v. Conm ssioner, 889

F.2d 910 (9th G r. 1989), affg. Norman v. Conm ssioner, T.C

Meno. 1987-265; Bradford v. Conm ssioner, 796 F.2d 303, 307-308

(9th Gr. 1986), affg. T.C. Menp. 1984-601; Korecky v.

Conm ssi oner, 781 F.2d 1566 (11th Gr. 1986), affg. T.C. Meno.

1985-63; Bingham v. Commi ssioner, T.C Meno. 1998-102, affd.

W t hout published opinion 188 F.3d 512 (9th Cr. 1999). Although
no single factor is necessarily sufficient to establish fraud,
t he exi stence of several indicia constitutes persuasive

circunstanti al evidence of fraud. Pet zol dt v. Conm ssi oner,

supra at 700. Further, the taxpayer’s background, including his

sophi stication, experience, and education may be consi dered
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circunstanti al evidence of fraud. Kor ecky v. Conmi Sssioner supra;

Pl unkett v. Conmm ssioner, 465 F.2d 299, 303 (7th G

1972) (t axpayer’ s busi ness success indicated nore than gross

negligence), affg. T.C Meno. 1970-274; N edringhaus v.

Comm ssioner, 99 T.C. 202, 211 (1992).

Petitioner had a clear pattern of underreporting incone, as
the previously described understatenents spanning 1994 through
1997 docunent.

Petitioner’s records were inadequate with respect to his
basis in the yachts and the real estate he sold, as well as his
charter business. Mreover, his testinony concerning his former
spouse’s theft of his records |acked credibility, and other
evi dence concerning his records shows that his account is
i npl ausi bl e and inconsistent. Notably, petitioner has fail ed,
through the time of trial, to nmake any serious effort to
reconstruct his records. Though he clains his ex-w fe took
records, he did not subpoena her to obtain them He generally
failed to contact any vendors of the goods or services that
underlay his unsubstantiated basis clains; in one instance where
a contact was nmade, petitioner did not disclose the retrieved
records to respondent. Petitioner did not offer the testinony of
any vendors. Petitioner clained that his efforts to obtain
records fromhis financial institutions were unsuccessful,

wher eas respondent was able to obtain them |Instead of nmaking a
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good faith attenpt at reconstruction, petitioner nerely rested on
his claimthat his records had been stolen. W believe that a
t axpayer in petitioner’s position, facing challenged basis clains
exceeding $1 million in the aggregate, would have made a nore
serious effort to reconstruct unless he knew that such efforts
woul d tend to disprove his clains. The records of petitioner’s
financial transactions that have been proffered in this case were
general ly obtained through the efforts of respondent al one and
substantially rebut petitioner’s basis clains.

In addition, petitioner’s claimthat the records
substantiating his basis had been stol en was under m ned when, at
trial, he proffered various invoices purporting to be
substantiation of costs of later-built yachts that, upon cl ose
i nspection, bore dates that fell within the time period for which
records were clainmed to have been taken. Moreover, the repeated
i nstances where the dates on invoices proffered as evidence had
been altered is further evidence of petitioner’s fraudul ent
i ntent.

We al so take account of the fact that petitioner was
convicted of felony forgery in 1996 for forging the signatures of
persons residing near the country club he operated on that
busi ness’ s application for a liquor |icense.

In an apparent effort to address the pervasive | ack of

records in this case, petitioner has al so sought to portray
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hi msel f as unsophi sticated or careless wth respect to
recordkeepi ng. The evidence, however, belies the notion that
petitioner was an unskilled or indifferent recordkeeper. The
bookkeeper for his condom ni um devel opnent conpany credibly
testified that when she rai sed questions concerning whether the
conpany shoul d pay what were clearly invoices for yacht expenses,
she was not only specifically ordered by petitioner to pay them
but was further instructed as to the specific | edger accounts in
which to record the expenditures so that they woul d appear to be
expenses incident to the construction or maintenance of the
condom niuns. The evi dence shows that petitioner was a

know edgeabl e, but deceitful, recordkeeper. Cf. Korecky v.

Commi ssi oner, supra (rejecting claimof recordkeeping

i nexperience as fraud defense).

Petitioner also clains that he was di straught and nental ly
i npai red during 1995 and 1996, due to the breakup of his marriage
and his conviction for felony forgery. Putting aside the fact
that this claimdoes not address 1994 or 1997, we reject it
because it is contradicted by substantial evidence. During the
claimed inpairnent, petitioner was operating three successful
busi nesses in two States, generating nore than $3.5 million in

revenue.? During the years in issue, he also negotiated the

22 WDl reported gross receipts of $1,342,216 and $1, 624, 352
in 1995 and 1996, respectively. Petitioner admtted to gross
(continued. . .)
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profitable sale of three yachts and real estate worth nore than
$5.7 million. He also brought two lawsuits that resulted in
significant nonetary settlenments to him In sum we are not
persuaded that petitioner was experiencing any significant
i ncapacity during the period that fraud has been alleged. To the
contrary, the record anply denonstrates that petitioner was an
astute businessman. In this context, such a background is
further circunstantial evidence that his underpaynent of taxes
was due to fraud.

We concl ude that, viewed as a whole, the evidence
establishes that a portion of the underpaynment in each year at
i ssue was attributable to fraud and that petitioner has failed to
show t hat any portion of the underpaynents was not attributable
to fraud. Petitioner’s efforts to provide a nonfraudul ent
expl anation for his actions are unconvincing. The sheer
magni tude of the overstatenents of basis and petitioner’s
i nconsi stent and i npl ausi bl e expl anati ons of his |ack of
substantiation strongly suggest that petitioner was attenpting to
avoid paying tax on the gain fromthe sale of the yachts. Wile

he clains on brief that the |lawsuit proceeds were a return of

(.. .continued)
receipts fromhis charter business of $399,239 in 1995 and
$318,471 in 1996. The total 2-year revenues fromthese two
enterprises are $3,684,278. Petitioner's 1995 and 1996 receipts
for the Wnston Yacht and Country Club, Inc., are not in record
and are not included in this total.
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capital, he did not disclose their receipt to his return preparer
so that adjustnents pursuant to this treatnment could be nade. As
for petitioner’s failure to report nore than $200, 000 in charter
income that he admts receiving in 1994 and 1995, or a finder’s
fee exceedi ng $85,000 that he admits receiving in 1995,
petitioner has not even offered an explanation, other than his
general claimof inpairnment.

We accordingly sustain respondent’s determ nation of fraud
for 1994, 1995, 1996, and 1997. A taxpayer is liable for a civil
fraud penalty on a deficiency that arises when the taxpayer

carries back a fraudul ent | oss. Toussaint v. Comm ssioner, T.C

Meno. 1984-25. Therefore, it follows fromour concl usion
regarding fraud for 1994 that the underpaynent in 1991 was al so
due to fraud, as the underpaynent in 1991 resulted fromthe
carryback of a fraudulent |loss from1994. The fraud penalty for
1991 is therefore al so sustained. #

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.

24 Qur conclusion that the underpaynents for 1991, 1994,
1995, 1996, and 1997 were attributable to fraud di sposes of
petitioner’s claimthat the period of limtations for assessnent
of 1991, 1994, 1995, 1996, and 1997 incone taxes has expired, see
sec. 6501(c)(1); Badaracco v. Comm ssioner, 464 U S. 386, 394-396
(1984), as well as respondent’s allegations in the alternative
that petitioner is liable for accuracy-rel ated penal ti es under
sec. 6662(a) for the years in issue.




