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R determ ned deficiencies in Ps’ income tax on the
basis of his disallowance of the individual Ps’ assignnment
of income to their personal service corporation. R also
determ ned that Ps were liable for sec. 6663, I.R C., fraud
penalties, or, in the alternative, sec. 6662(a) accuracy-
related penalties.

Held: Ps are liable for portions of the deficiencies
and sec. 6662(a) accuracy-related penalties in accordance
with this opinion.

1Cases of the followi ng petitioners are consolidated here-
with: J and L Owmen, Inc., docket No. 1384-07; J & L Gens, Inc.,
docket No. 13303-07; John Onmen and Laura L. Haskell Onen, docket
No. 29011-08; and J & L Onen, Inc., docket No. 29090-08.
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Cruz Saavedra and Janes E. Pratt, for petitioners.

Shirley D. Chin and Scott W Mentink, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

WHERRY, Judge: Respondent determ ned the foll ow ng
deficiencies and penalties with respect to the Federal incone tax
of (1) John P. and Laura L. Haskell Ownen (the Oaens), (2) J &L
Onen, Inc. (J& Owen), and (3) J & L Gens, Inc. (J&L Gens):?2

Penal ty
Petitioners Year Defi ci ency Sec. 6663
John P. and Laura
L. Haskell Owen 2002 $1, 499, 732 $1, 113, 271.50
2003 657, 118 492, 838. 50
2005 116, 623 ---
Penal ty
Petiti oner TYE July 31 Defi ci ency Sec. 6662(a)
J & L Onen, |Inc. 2003 $160, 791 $32, 158
2005 49,729 ---
Penal ty
Petiti oner TYE July 31 Defi ci ency Sec. 6662(a)
J & L Gens, Inc. 2003 $3, 520 $704

2All section references are to the Internal Revenue Code of
1986 (Code), as amended and in effect for the tax years at issue,
and all Rule references are to the Tax Court Rules of Practice
and Procedure. As an alternative to the sec. 6663 civil fraud
penalty in the event the Court decides it does not apply,
respondent determ ned a sec. 6662(a) accuracy-related penalty for
both the Onens’ 2002 and 2003 tax years.
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After concessions by petitioners and respondent,?® the issues

left for decision are:

3Respondent concedes the sec. 6663 civil fraud penalties he
determ ned agai nst the Omens for the 2002 and 2003 tax years but
not the sec. 6662(a) accuracy-related penalties for these 2 tax
years. Respondent concedes an adjustnent to inconme of $27,074
for comm ssions and fees for Oxford Life proposed against the
Ownens for their 2002 tax year. Respondent concedes that the
Onens reported $89, 770 and $618, 434 from Family First Advanced
Estate Planning (FFAEP), originally paid to J& Owen, in their
taxabl e inconme in 2002, although respondent maintains that the
Onens i nproperly assigned these paynents. The Omens concede that
they incorrectly reported $82, 630 of interest incone as capital
gain for their 2002 taxable year. The Oaens concede that they
failed to include $1,500,000 of capital gain in incone for their
2003 taxabl e year. The Oamens concede that they failed to include
inincone a State of California tax refund of $1,360 for their
2005 t axabl e year.

Respondent and petitioners concede all material issues with
respect to J& Owen consistent with the stipulation of settled
issues filed on May 17, 2010, incorporated herein. Petitioners
concede that J& Omen is |iable for a sec. 6662(a) accuracy-
related penalty for the tax year ending July 31, 2003, and that
J& CGens is liable for a sec. 6662(a) accuracy-related penalty
for the tax year ending July 31, 2003, consistent with the
stipulation of settled issues. Respondent did not determ ne a
sec. 6662(a) penalty for J& Onen’s tax year ending July 31,
2005; however, petitioners also conceded a penalty for that year,
and on brief respondent seens to assune that the sec. 6662(a)
penalty for the tax year ended July 31, 2003, is still at issue.
We accept petitioners’ concession for the tax year ending July
31, 2003, and note that there was no penalty to concede for the
tax year ended July 31, 2005.

We note that respondent took protective alternative
positions in the notices of deficiency; however, after the issues
were defined for trial, respondent did not address many of the
protective positions at trial or on brief, and we deemthem
conceded. See, e.g., Rule 151(e)(4) and (5); Bradley v.

Commi ssioner, 100 T.C. 367, 370 (1993); Rybak v. Conmm ssioner, 91
T.C. 524, 566 n.19 (1988). W also note that consistent with the
findings in this opinion, the protective positions are no | onger
necessary.




- 4 -

(1) Whether the Omens failed to include $100,000 in incone
from Anerican Investor Life for the 2002 tax year;

(2) whether the Omens overreported their inconme by $910, 454
for the 2002 tax year

(3) whether the Onens failed to include $75,000 in incone
from Anerican Investor Life for the 2003 tax year;

(4) whether the Omens failed to include a nmanagenent
i ncentive bonus of $322,375.27 fromFanily First |nsurance
Services in incone for the 2003 tax year

(5) whether the Onens failed to include comm ssion i ncone of
$40,070.86 from Fanmly First |Insurance Services for the 2003 tax
year;

(6) whether the Omvens failed to include an enpl oynent
term nation paynent from Amerus of $350,000 in their incone for
the 2005 tax year;

(7) whether the Omens are entitled to defer $1,867,500 of
capital gain fromthe sale of their stock in Famly First
Advanced Estate Pl anning (FFAEP) under section 1045(a); and

(8) whether the Onens are liable for the section 6662(a)

accuracy-rel ated penalties for the 2002 and 2003 tax years.



Taxabl e
Petitioners Year
John P. 2002
and
Laura L.
Haskel
Oonen
2003
2005
Tot a
TYE
Petiti oner July 31
J &L 2003
Onen,
I nc.
2005
Tot a

“Thi s summary does not
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Respondent’ s
Concessi ons

Petitioners’
Concessi ons

$27,074

89, 770
618, 434

735, 278

Respondent’ s
Concessi ons

$82, 630

1, 500, 000
1, 360

1, 583, 990

Petitioners’
Concessi ons

$190, 000

14, 652

113, 451

5,270

115

2,474

Summary of Concessi ons*
Not i ce of
Defi ci ency
Cat egory Adj ust nent
Oxford Life $27,074
i ncone
FFAEP i nconme 89, 770
Fam |y First 618, 434
paynment s
| nt er est 82, 630
i ncone
Capital gain 1, 500, 000
Cal . tax 1, 360
ref und
2,319, 268
Not i ce of
Defi ci ency
Cat egory Adj ust nent
Conpensati on $190, 000
of officers
Taxes and 15, 251
i censes
Pensi on, 226, 902
profit
sharing
Enpl oyee 5,418
benefit
O her 64, 896
deducti ons
I nt er est 115
expense
Depr eci ation 2,474
expense
O her 22,007
deducti ons
Pensi on 77, 600
NOL deducti on 24,715
629, 378

$599

113, 451

5,418

59, 627

22, 007

38, 800
24,715
264, 617

i ncl ude concessions of penalties.
val ues have been rounded to the nearest whol e doll ar.
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Not i ce of
TYE Deficiency Respondent’s Petitioners’
Petiti oner July 31 Cat egory Adj ust nent Concessi ons Concessi ons
J &L 2003 O her $14, 077 $2, 004 $12, 073
Gens, deducti ons
I nc.
Cost of goods 10, 973 --- 10, 973
sol d
Tot al 25, 050 2,004 23, 046

FI NDI NGS OF FACT
Sonme of the facts have been stipulated, and the stipul ated
facts and the acconpanyi ng exhibits are hereby incorporated by
reference into our findings. At the tinme they filed their
respective Tax Court petitions, all individual petitioners
resided in California and all corporate petitioners naintained
their principal place of business in California.

John and Laura Ownen’s Background

John P. Onen (M. Owen) conpleted the 11th grade before he
entered the workforce. H's early sal es experience included the
sale of chemcals, contractor’s tools, nobile honmes, manufactured
housi ng, and cars. 1In 1995 M. Oaen entered the insurance
busi ness, where he sold tax-deferred annuities, life insurance,
| ong-term care insurance, and whole life insurance. M. Ownen had
a broker’s license to sell insurance products during all tines
relevant to this litigation

Laura L. Haskell Ownen (Ms. Owen) conpl eted high school and

then went to school in the nedical field but quit before
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finishing. She then went into the sales field for a prom nent
food sal es organization until she net M. Onen in 1989.

Organi zati on of Personal Service Corporation

In 1995 M. and Ms. Owen organi zed a wholly owned
corporation called J & L Onen, Inc. (J& Omen). Each year M.
Onen was el ected president and Ms. Onen was el ected secretary of
J& Ownen. M. and Ms. Owen were the sol e sharehol ders,
directors, and officers of J& Owen. During the relevant period
J& Owen did not have any other enployees and it operated out of
the Onens’ honme. The Owens occasionally used J& Owen’ s accounts
to pay personal expenses.®

On their 2002 Form 1040, U.S. Individual Income Tax Return,
the Onens reported $910, 454 in wages from Form W2, Wage and Tax
Statenent. Specifically, M. Omen received a FormW2 from J&L
Owen reporting wages of $643,408; Ms. Onen received a Form W2
fromJ& Owen reporting wages of $225,000 and a Form W2 from
FFAEP reporting wages of $42,045.60. During this period J& Owen
was on a fiscal year and a tax year ending on July 31, 2002. J&L

Onen reported as wage expense the $643,408 and $225,000 paid to

SFor exanple J& Ownen paid $6,993.19 in fees related to the
Onens’ personal boat. J& Owen paid for the insurance on all of
the Onens’ six cars and two notorcycles. Wen asked whet her she
ever used J& Onen’s accounts to pay personal expenses, M. Oaen
testified that “If | didn’'t have another credit card or if |
didn’t have ny checkbook, if | had theirs at hand, yes.” M.
Onen even used a J& Ownen check to pay her personal credit card
bal ance of $11,907. 11.
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M. and Ms. Owen, respectively, during its tax year ending July
31, 2002.

Fornmation of Famly First Conpanies

In 1997 M. Owen, along with his 50-percent partner, N ck
M chaels (M. M chael s), an experienced insurance sal esperson and
former division manager for a different conpany, formed and then
founded Fam |y First Insurance Services (FFI'S) and FFAEP,
collectively the Famly First Conpanies. During the years at
i ssue FFI'S was an insurance-rel ated operation and FFAEP sol d
prepaid | egal service policies, including estate planning
services.® At trial M. Owen explained that FFIS created and
of fered financial products such as tax deferred annuities, |ong-
termcare insurance, and whole life insurance to its client
consuners. He also explained that, in the industry, independent
contractors generally sold the products and services offered by
the Fam |y First Conpani es.

The Fam |y First Conpanies began with four individuals: M.
and Ms. Omen, M. Mchaels, and Christine Larson, a friend of M.
M chaels. Wthin a few years the Famly First Conpani es grew
rapidly to about 150 enpl oyees and around 350 i ndependent sal es
agents and achi eved $20 million of gross receipts by Decenber 31,

2001.

M. Owen described the prepaid | egal plan “like the
i nsurance. * * * [Purchasers] would get a reduced fee in |egal
cost by joining this prepaid | egal nmenbership.”
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During the years at issue M. Owen perfornmed services as an
executive and as a sales representative and Ms. Onen was enpl oyed
as an executive for the Famly First Conpanies. It was M.
Ownen’ s understanding that he was entitled to be paid in two
capacities: One as an officer of the Famly First Conpanies,
conpensated with wages reported on Form W2, and the other as an
i ndependent consul tant who furnished services through his
personal service corporation, J& Ownen. The conpensation for
t hese services was reported on a Form 1099-M SC, M scel | aneous
| ncone, issued to M. Ownen by J&L Owen.’

Sale of the Famly First Conpani es

On June 17, 2002, M. Oaen and M. Mchaels sold their 50-
percent ownership interests in the Famly First Conpanies to
Amerus Annuity G oup Co. (Amerus). Once M. Owen had decided to
sell his stock in the Famly First Conpani es, he began
contenplating howto mnimze the tax inpact of the transaction.
To that effect, M. Onen explored different nethods of deferral
with his accountant Gregory Mogab (M. Mgab), who at that tinme
was a partner at Wite, Zuckerman, Warsavely, Luna and Wl f

(White Zuckerman). M. Mgab had a bachelor’s degree in

'Respondent conducted an enpl oynent tax audit of FFIS for
the tax year ending in 1998. On Apr. 29, 2002, by letter,
respondent infornmed FFIS: “Per Revenue Ruling 58-505, when a
corporate officer also sells insurance and there is no
interrelation in the two capacities the conm ssions should be
treated separately fromthe officer’s salary.”
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accounting and a nmaster’s degree in taxation. He was a certified
public accountant (C P.A ) and had worked in the accounting and
tax field since 1985. M. Oaen never consulted an attorney or
anyone else on this tax matter but did receive assistance with
the stock sales transactions fromthe |law firm G eenberg and
Bass, LLC.

The stock purchase agreenent was dated January 1, 2002, and
governed the terns of the sale.® M. Oaen’s 50-percent share of
the initial total purchase price of $7,500,000 plus interest of
$82,630 for the sale of the Fam |y First Conpani es was
$3,832,630.21 paid in the formof a cashier’s check. The Onens

all ocated and reported their sale proceeds in the follow ng

manner :
Sale Price Basi s Report ed Tr eat nent
FFI S $1, 916, 315 $7,500 $1, 908, 815 Capi tal gain (taxable)
FFAEP 1,916, 315 7,500 1,908, 815 Sec. 1045 rollover (not
t axabl e)
Tot al 3,832,630 15,000 13,817,630

The amount received on June 17, 2002, fromthe sale of the
stock was $3,832,630, mnus $82,630 of interest incorrectly
included in the stock sale price, for a total of $3,750, 000.
One-hal f of that, $1,875,000 m nus a basis of $7,500, equaling
$1, 867,500 should be allocated to FFAEP. W note that the
parties inproperly subtracted the interest fromthe actual sale
price of $3,750,000 before allocating half of the gain to FFAEP
and consequently were using $1, 826,185 as the cl ai mred deferred
amount rather than $1, 867, 500.

8At trial M. Ownen explained that the agreenment was dated
Jan. 1, 2002, in order to cal cul ate bonuses and pay out anounts
Wi th respect to subsequent years.
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In addition to the $7,500,000 initial purchase price, the
st ock purchase agreenent al so included a “Payout Amount (as
defined in Schedule 2.2)”. The “Payout Anobunt Schedul e” provided
M. Omen and M. M chaels a conbi ned additional purchase paynent
of $3 mlIlion per year for 5 years from 2002 through 2006 if the
Fam |y First Conpani es achieved 100 percent of the target
operating earnings. Reduced payouts were provided for on a
graduated scale if at least 70 but |less than 100 percent of
target earnings was achieved in any payout year. |In addition, if
100 percent of the payout earnings was achieved in all 5 payout
years, an additional $3 mllion payout bonus woul d be earned.

Pursuant to schedule 2.2, on January 31, 2003, Anerus paid
the John & Laura Omen Family Trust $1,500,000 by wire transfer
directly into the trust’s account.® |In January 2003 M. Owen
called M. Mgab and infornmed himthat the Famly First Conpanies
had net the target operating earnings and that he woul d be
recei ving an additional $1,500,000 for the sale of the Famly
First Conpani es. However, because M. Mgab did not yet have a
2003 tax return file for the Omens, he did not nmake a witten
record of this fact for future use.

At trial M. Mygab expl ained that by m stake the accounting

firmdid not report the $1, 500,000 capital gain on the Onens’

°As di scussed above, petitioners have conceded that this
paynment shoul d have been included as capital gain incone for the
Onens’ 2003 taxabl e year.
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personal tax return for 2003. He explained that “A year and a
hal f | ater when we prepared the ‘03 return honestly it was not
recalled by ne. There was not a 1099 issued by the conpany. |If
there were a 1099 they woul d have given ne the 1099 and | would
have had that docunment and it darn well would have been picked
up. " 10

M. Omen’'s Postsal e Conpensati on

Empl oyment  Agr eenment

The stock purchase agreenent governing the sale of the
Fam ly First Conpanies expressly required M. Omen to enter into
an enpl oynent agreenent. M. Owaen entered into the *EMPLOYMENT
AND NONCOWPETI TI ON AGREEMENT” (enpl oynent agreenent) w th FFAEP
and FFI S.** The enpl oynent agreenent, dated June 17, 2002,

between M. Owen, as an enpl oyee, and FFAEP and FFI S, as

1°The banking records relating to the $1, 500, 000 deposit
were not presented at trial, and even after multiple requests by
respondent they were never produced during the audit. W also
note that $1,500,000, together with an additional $39, 223, was
reported as additional paid-in capital on the J& GCens tax return
for the year ending July 31, 2003, which was signed by M. Onen.

1The first page of the enploynent agreenent, recital “A",
refers to Enpl oyee, Nicky A Mchaels; however, because the first
paragraph of this docunent states “TH S EMPLOYMENT AND
NONCOWPETI TI ON AGREEMENT (“ Agreenent’) is entered into as of the
17t h day of June, 2002, between FAM LY FI RST | NSURANCE SERVI CES,
a California corporation, FAMLY FI RST ADVANCED ESTATE PLANNI NG
a California corporation (collectively, the *Conpanies’) and JOHN
P. OVEN (‘ Enpl oyee’)” and the docunent is signed by M. Owen, we
are satisfied that this docunent is the contract controlling M.
Onen’ s enpl oynent relationship with the Famly First Conpanies.
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enpl oyers, governed the postsale terns of M. Ownen’ s enpl oynent
rel ati onship with FFAEP and FFI S.

The enpl oynent agreenent included provisions for an annual
sal ary of $625,000. It also included provisions pertaining to
the nature of the enploynent, listing the “Duties. As the
President of Famly First Insurance Services and Vice President
of Fam |y First Advanced Estate Pl anni ng, Enployee shall be
responsi ble for the normal and customary duties associated with
an executive level position.”

Under the heading “M scel | aneous Provisions” the enpl oynent
agreenent contained provision 10.(j):

Assignnent. The Conpanies may assign all of its [sic]

rights, title, interest, and obligations in, to, and

under this Agreenent to any corporation or partnership

currently controlling, controlled by or under common

control with the Conpani es whether by equity ownership

or otherwi se. The Conpanies may not otherw se assign

the rights or obligations under this Agreenment w thout

the witten consent of the Enployee. Enployee nay not

assign any of his rights or obligations under this
Agreenment without the witten consent of the Conpanies.

The enpl oynent agreenent in schedule B al so contai ned
provi sions for managenent incentive bonus (MB) paynents to M.
Onen as foll ows:

1. As bonus conpensation for Enpl oyee’ s services
during the Initial Term of Enployee’ s Enpl oynent
Agreenent, Enpl oyee shall be entitled to a Managenent

I ncentive Bonus Anpbunt based on the Conpani es’ conbi ned
attai nment of earnings goals (“Target Operating
Earnings”) during the Initial Term The Managenent

| ncentive Bonus Anount for each Period, as defined in
the target operating earnings schedule, during the
Initial Termshall be a portion of the anmount by which



- 14 -

t he Conpani es’ conbi ned Earni ngs, as defined bel ow, for
such Period exceeds eighty percent (80% of the Target
Qperating Earnings for that Period. The term
“Qperating Earnings” neans conbi ned earni ngs of the
Conmpani es before Total O ficer Conpensation payable
under this Schedule B and taxes conputed on a basis
consistent with that historically used by the
Conmpanies. * * * “Total Oficer Conpensation” shal
mean the total conpensation of the Sellers, including,
but not limted to, base salary, bonuses, consulting
fees, conm ssions, or other conpensation of any Kkind;
provi ded, however, that comm ssions on life insurance
and annuity products shall not be included in Total
Oficer Conpensation. [Enphasis added.]

In addition to the conpensation di scussed above, if the
Fam |y First Conpani es reached 100 percent of the target
operating earnings, M. Oamen was entitled to conm ssions of up to
$1 mllion per calendar year (i.e., 2002 to 2006) under the
enpl oynent agreenent.

Foll owi ng the closing of the stock sale on June 18, 2002,
Tom Fogt (M. Fogt), chief financial officer for Anerus, emuiled
Ant hony Tosatto, the general manager of the Famly First
Conpani es, requesting that he initiate a practice of forwarding
the financial docunentation of the Famly First Conpanies to M.
Fogt for review The financial reports show that the Famly
First Conpanies paid J& Ownen for consulting services for the
year endi ng Decenber 31, 2002.

Before the stock sale, Anerus was aware that the Famly
First Conpanies had paid M. Omen individually and J& Ownen for
his services as an officer and as an independent consultant,

respectively. Anerus, informally but not in witing, acquiesced
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to this conpensation structure for the 2002 tax year by allow ng
the Famly First Conpanies to continue to pay M. Onen in that
manner even after the financial statenents were reviewed by M.
Fogt. In practice this was acconplished with an addendum dated
Decenber 27, 2002 (addendum), to the Enploynent and
Nonconpetition agreenents between the Famly First Conpanies, M.
Onen and J& Owen which was executed by M. Omen for the two
Famly First corporations as “CECQ" of FFIS and as “Vice
President” of FFAEP.

The paynent matter and the Decenber 27, 2002, addendum
resulted in a dispute with Anerus as to whether M. Ownen had
authority and was authorized to sign the addendum despite his
general authority as CEO and president of FFIS and as vice
presi dent of FFAEP. The final status and outcone of this dispute
was resolved in 2003 by informal actions of the parties.

In April 2003 Anerus began enforcing the salary and
conmi ssion recipient paynent terns of the enploynent agreenent
retroactively to January 1, 2003, when M. Fogt called Anthony
Tosatto and instructed himthat M. Onen was to be paid directly
as an enpl oyee with wages reported on FormW2. At that tine,
J& Onen was required to repay $133, 269.22 of funds paid to it
earlier in the 2003 cal endar year, and those funds were recast as

salary to M. Onen for the 2003 taxabl e year.
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Mar keti ng Al |l owance Agr eenent

On June 17, 2002, Anerican Investors Life Insurance Co.
(AIL), Inc. (an Amerus conpany), entered into a marketing
al | omance agreenment with M. Owen that provided for the paynent
of $250, 000 for consulting services over 10 quarters. The
pertinent section of the marketing all owance agreenent is as
fol |l ows:

This letter shall evidence the agreenent by
Anerican Investors Life Insurance Conpany, Inc. (“AlL")
provi ding a marketing all owance to John Onen (“Onen”)
and Nick Mchaels (“Mchaels”) for consulting services
in the conbi ned anount of $500, 000 payable in the
manner descri bed herein.

AlL desires to expand the annuity marketing,
recruiting, and sales efforts of Onen and Mchaels in
their capacities as officers of Famly First Services
(“FFIS”). AL agrees to pay Twenty-five Thousand
Dol | ars ($25,000) each to Omen and M chael s
individually for ten (10) consecutive cal endar quarters
begi nning the first quarter, 2002 and endi ng the second
quarter, 2004.

Paynment for the first two cal endar quarters of

2002 shall consist of paynents of $50,000 each to Onen

and M chael s individually by June 30, 2002.

Thereafter, paynents in the anount of $25, 000 each

shal | by payable to Omen and M chaels within five (5)

days of the first day of every cal endar quarter through

the second cal endar quarter of 2004.

M. Onen’s first paynent under the marketing all owance
agreement, in the amount of $50, 000, was nmade payable to the
order of “John P. Owen” and dated June 21, 2002. M. Ownen then
notified Anerus that he wanted future paynents made payable to

his corporation, J& Owen. Afterwards, all checks issued in
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connection wth the marketing all owance agreenent were nade
payable to “J & L Onen, Inc.”

Addendum t o Enpl oynent Agr eenent

As previously stated, on Decenber 27, 2002, M. Ownen signed
the addendumin his capacity as “CEQ and president of FFIS and
as “Vice President” of FFAEP. The addendum stated that it was
“limted to an expansi on of the nethod by which Omen and his
whol | y- owned personal service corporation knowmn as J and L Onen
Inc. * * * [was] to be conpensated under the Enploynment and Non-
Conpetition Agreenent.” By email dated January 22, 2003, M.

Fogt acknowl edged M. Omen’s request for the addendum He

i ndi cated: “Perhaps the enpl oynent agreenents can be anended to
have the services to be provided by your respective personal
service conpanies.” But he then went on to state that the
addendum “does not get the job done in ny opinion. | would
suggest your tax counsel contact the AnmerUs [sic] Tax
Departnent.”

M. Onen in his capacity as an officer of the Famly First
conpanies is the only signatory on the addendum According to
M. Fogt, any changes to the enpl oynent agreenent woul d have
requi red approval of the Amerus board of directors. M. Fogt had
communi cated this approval requirenent to M. Owen sonetine in
the third or fourth quarter of 2002. Further, the bylaws of both

of the Famly First Conpanies require board authorization in
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determ ning officer conpensation. “The conpensation of the
officers of the Corporation shall be fixed fromtine to tine by
the Board of Directors.” The Famly First Conpanies and the
board of directors of Anmerus never formally approved any of the
changes the addendum woul d have nmade to the enpl oynent agreenent.

Separ ati on Agr eenent

Ef fecti ve Decenber 31, 2004, the *“ CONFI DENTI AL SEPARATI ON
AGREEMENT AND GENERAL RELEASE” (separation agreenent)
“Itermnated]” M. Onen’s enploynent relationship with the Famly
First Conmpanies. The separation agreenent expl ained that “the
Conpani es [FFI'S, FFAEP, Anerus, and AlL] and Enpl oyee desire to
mutual Iy term nate Enpl oyee’s enploynent relationship with the
Conpani es and his business relationships with AmerUs and AL, as
of Decenber 31, 2004 (the ‘Separation Date’), except as provided
* * * [in the Consulting Agreenent]”.?!?

The separation agreenent was signed ny M. Ownen as
“Enpl oyee” and by M. Fogt for FFI'S and FFAP and i ncl uded an
illegible signature by an “Executive VP* for Amerus and AlL. The
separation agreenent contained the follow ng provision with
respect to “Cooperation and Consulting”:

2.1 Consulting Agreenent. In exchange for the

severance conpensation set forth in Section 3

herei n, Enpl oyee agrees to nmake hinself avail abl e
to the Conpani es during cal endar year 2005 as an

12The record does not explain or shed any further |ight on
t he causes or notivations behind the separation agreenent.
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executive consultant. Enployee shall function in

this capacity upon reasonable notice on an “as-

needed” basis (as determ ned in the Conpanies’

di scretion) up to a maxi mum of twenty (20) hours

per nmonth * * *

Section 3 of the separation agreenment provided $350, 000 of
consideration. It stated that “This paynent shall be made by
provi di ng Enpl oyee a check in said anbunt payable to J&L Owen
Inc.” On March 7, 2005, Anerus paid $350,000 to the order of “J
& L Omen Inc”. The paynent was deposited in a J& Owen corporate
account and was included in gross incone reported on J& Owen’s

corporate tax return for the tax year ended on July 31, 2005.

Section 1045 Roll over

Tax Pl anning Wth M. Mgab

As a part of his tax planning for the FFIS and FFAEP st ock
sale M. Owen discussed various options suggested by M. Mbgab.
The Omens elected to structure their transactions in a manner
t hey i ntended woul d defer recognition of the income received from
the sal e of FFAEP under section 1045. At trial M. Onen
expl ai ned that his understanding with regard to the requirenents
of the section 1045 deferral was that he “needed to open up a
corporation within a 60-day period and run the business, put the
noney into the corporation within a certain tinme frame and to
operate the business.” The Oaens did not engage M. Mbgab to
provide a witten opinion as to the section 1045 stock sale’'s

treat nent.



J & L Gens, |lnc.

As part of the section 1045 deferral planning, the Oaens
believed that stock in a retail jewelry business would qualify as
repl acenent stock for their Famly First Conpanies stock for
income tax deferral. On August 12, 2002, the Owens fornmed J&L
CGens for that purpose. On August 14, 2002, the Omens deposited
$1, 916, 827.07 of the proceeds of the stock sale into a J& GCens
financial account.

After M. Omnen decided to formJ& GCens, he net with two
i ndividuals involved in the jewelry business, Mchael Kazanjian
(M. Kazanjian) and Stephen Pol acheck (M. Pol acheck). M.
Kazanjian is a wholesale jeweler, with inventory in excess of $5
mllion, who has been a famly friend of the Onens’ for many
years. M. Polacheck owmns two retail jewelry stores and has been
engaged in the jewelry business for nore than 50 years. On one
occasion M. Pol acheck sel ected about 20 pieces of jewelry that
he woul d di spl ay on consignnent for M. Onen.

During the neeting with M. Pol acheck and M. Kazanjian, M.
Onen made his first purchase of sixteen pieces of jewelry for a
total cost of $147,026.20. According to J& Gens’ Cost of Sal es
schedul e for the fiscal year ending July 31, 2003, J&L Gens had
six sales transactions during the period from August of 2002 July

of 2003. O those six sales, one was to the Famly First
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Conmpani es and two were to M. Oaen’ s business partner,
M. M chael s.

Tax Preparation, Assistance, and Advice

At the time M. Owen incorporated J& Ownen he was using the
services of Robert Hall, an enrolled agent, in d endale,
California. Robert Hall prepared the Onens’ individual and
corporate returns before the Ovens had enpl oyed the services of
Wi te Zucker man.

The Owens al so engaged the hel p of a bookkeeper, Sharon
Marshall (Ms. Marshall), for business and personal recordkeeping.
At trial M. Omnen explained that Ms. Omen collected the receipts
(both personal and business together), organized and filed them
and then handed the recei pts over to Ms. Marshall for accounting
and entry into Qui ckbooks. After Ms. Marshall recorded the
informati on, she gave it to the accountants for tax preparation.

Once M. Owen realized that the stock sale of the Famly
First Conpanies would cone to fruition, he felt that “it was a
| arge transaction, and | thought we needed a little bit nore
experience wth those kind of things. Robert really didn't
handl e acquisitions, and so that’s when we sought after a | arger
firm” M. Onen inquired of C.P.A s and enrolled agents and
found that White Zuckerman was “a very reputable firm” WIIiam
F. Wl f, a senior partner for Wite Zuckerman, explained that the

firmperformed tax planning for individual and business clients,
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prepared tax returns, nade presentations before the IRS, and
testified as experts in litigation. He also explained that Wite
Zuckerman’s particular tax niche was wealthy clients who required
sophi sticated tax advice.

Debby Britton (Ms. Britton) was the tax nmanager at Wite
Zuckerman for the Owens’ individual and corporate tax returns.
At trial she explained that during 2002 through 2005 Wite
Zucker man woul d recei ve the books and records fromthe client or
t heir bookkeeper, review them make any necessary tax
adj ustnents, and prepare the tax returns. After a return was
prepared it would be submtted to a partner for review M.
Britton woul d make any changes requested by the partner, and the
partner would sign the return. The return would then be mail ed
to the client for review. She also explained that if the return
was prepared during the years that Wite Zuckerman began
el ectronic filing, the return and an authorization formwere
mailed to the client and the client would have to sign the
aut hori zation form before White Zuckerman could file the return.

Ms. Britton believed that White Zuckerman prepared Forns W2
for J& Onen. She explained that she would | ook at the books and
records of J& Owen and determ ne “what was appropriate for them
as enpl oyees of the conpany and based on the incone that the

conpany was generating.” The Fornms W2 for J& Owen were used as
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a tool to reduce the corporate taxes J& Omnen woul d have had to
pay.

M. Ownen explained that once he received his tax materials
fromWite Zuckerman he took the information seriously. M. Owen
expl ained that she al so | ooked at the returns for J& Ownen. Both
M. and Ms. Oaen signed their individual tax return for 2002.
However, after that, Wiite Zuckerman switched to efiling, and the
Onens’ signatures do not appear on the later individual tax
returns. The Omens were nmailed their conpleted tax return and an
efile signature authorization formfor the 2003 tax year. They
returned the signed efile authorization on May 13, 2004.

Pr ocedur al Backgr ound

Respondent issued notices of deficiency determ ning the
i ncone tax deficiencies and penalties |listed above. Petitioners
filed tinely petitions with this Court.

On January 27, 2010, the Court granted petitioners’ notion
for leave to file anmendnent to petition in which

Petitioners contend that if the Court were to sustain

Respondent’ s assi gnnment of inconme adjustnent, a

substantial portion, if not all, of Petitioners” Form

1040 reported incone * * * nust be excluded as a

duplication of the assigned incone at issue since it

merely passed through J & L Onen, Inc. before ultimte

reporting by petitioners.

In this notion the Omens al so contended that in addition to
the capital gain fromthe stock sale of FFAEP, they were entitled

to defer capital gain fromthe stock sale of FFI'S under section
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1045.** A 5-day trial was held starting on March 2, 2010, in Los
Angel es, California.

OPI NI ON

Burden of Proof

The Comm ssioner’s determ nation of a deficiency is presuned
correct, and the taxpayer bears the burden of proving that the

determ nation is inproper. See Rule 142(a); Welch v. Helvering,

290 U. S 111, 115 (1933). However, pursuant to section
7491(a) (1), the burden of proof on a factual issue that affects
the taxpayer’'s tax liability may be shifted to the Comm ssi oner
where the “taxpayer introduces credible evidence wth respect to
* * * such issue.” The burden wll shift only if the taxpayer
has, inter alia, conplied wth substantiation requirenents
pursuant to the Code and “maintained all records required under
this title and has cooperated with reasonabl e requests by the
Secretary for witnesses, information, docunents, neetings, and
interviews”. Sec. 7491(a)(2).

Petitioners did not argue that the burden should shift, and

they failed to cooperate with the reasonabl e requests of

BAs to the deferral of capital gain on the FFIS stock sal e,
this position was abandoned at trial, was not raised in
petitioners’ opening brief, and was specifically abandoned in
their reply brief. Petitioners also abandoned the position that
t hey overreported inconme in the 2003 tax year, maintaining only
that if the Court finds that they had assigned i ncome during 2002
then they will have overreported their personal incone for 2002.
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respondent.* Accordingly, the burden of proof as to the tax
deficiencies remains with petitioners. Respondent bears the
burden of production with respect to petitioners’ liability for
the section 6662(a) penalties. Sec. 7491(c).

1. Assignnent of |ncone

Respondent’s main theory stens from di sal |l owance of the
Owens’ assignnment of incone to their personal service
corporation, J& Ownen. A fundamental principle of tax lawis
that inconme is taxed to the person who earns it. See Lucas v.
Earl, 281 U.S. 111, 114-115 (1930).

“Attenpts to subvert * * * [the fundanmental principle
that income is taxed to the person who earns it] by
diverting incone away fromits true earner to another
entity by neans of contractual arrangenents, however
cleverly drafted, are not recogni zed as di spositive for
Federal incone tax purposes, regardl ess of whether such
arrangenents are otherw se valid under State | aw

* * %7

Residential Mynt. Servs. Trust v. Comm ssioner, T.C Mno. 2001-

297 (quoting Barnes v. Conm ssioner, T.C Meno. 2001-155, affd.

89 AFTR 2d 2002-2249, 2002-1 USTC par. 50,312 (7th Cr. 2002).

Under the assignnment of income doctrine, gross incone from

Ypetitioners failed to cooperate with respondent on
mul ti pl e occasions. The exam nation of M. and Ms. Onen’s
returns began in June 2005. In Novenber 2005 the exam ning agent
had to fly to California to exam ne the Ovens’ tax records in the
office of their tax attorney, at which tinme no receipts were
provided to the agent. Following this neeting the exam ning
agent issued a formal information docunent request (IDR) for nore
docunentation. After petitioners failed to conply with the IDR
t he exam ning agent had to issue M. and Ms. Onen a fornmal
summons for docunentation and testinony in August 2006.
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personal services nust be included in the inconme of the person

who earned it. Lucas v. Earl, supra at 114. However, a nore

refined inquiry requires a determ nation of who controls the

earning of the incone. Johnson v. Conm ssioner, 78 T.C 882, 891

(1982), affd. wi thout published opinion 734 F.2d 20 (9th Cr
1984). Under Johnson two requirenents nust be nmet before a
corporation, instead of the service provider, is considered the
controller of the earning of the inconme. First, the service
provi der must be an enpl oyee of the corporation who the
corporation has the right to control in sonme neaningful sense.
Second, there nust be a contract or simlar indiciumbetween the
corporation and the entity using the enpl oyee’ s services which
recogni zes the corporation’s control of the enployee service
provider. 1d. at 891

Petitioners bear the burden of proving that J& Ownen

controlled the earning of the incone in dispute. See Welch v.

5\\¢ note that this Court has also applied a simlar
enpl oyee versus i ndependent contractor analysis in answering the
guestion of whether the inconme was properly or inproperly
assigned to a personal service corporation. See Leavell v.
Comm ssioner, 104 T.C 140 (1995). Under this test “The primary
consideration for determ ning whether an individual is an
enpl oyee of one organi zation or another is which of the two has
the right to control the activities of the individual person
whose status is in issue.” Leavell v. Conm ssioner, supra at 150
(citing Sargent v. Conmm ssioner, 93 T.C 572 (1989), revd. 929
F.2d 1252 (8th Cr. 1991)). In its analysis the Court then
di scussed the two requirenents of the test laid out in Johnson v.
Conmi ssioner, 78 T.C. 882, 891 (1982), affd. w thout published
opinion 734 F.2d 20 (9th Cr. 1984). Therefore, under either
met hod the result in these consolidated cases is the sane.
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Hel vering, supra at 115. Therefore, petitioners nmust present

evidence “fromwhich it mght be inferred that such entity
controlled petitioner’s performance of consulting services.”

Bagl ey v. Conm ssioner, 85 T.C. 663, 676 (1985), affd. 806 F.2d

169 (8th Cr. 1986). W nust “examne all the facts and
circunstances in order to determne the reality of who has
control over the manner and neans by which the individual service

provi der delivers services.” Leavell v. Conm ssioner, 104 T.C

140, 155 (1995).

This question is inportant because an enpl oyee cannot serve
two masters. If he is controlled by the entity receiving his
services, then he cannot be controlled by his personal service
corporation. However, as petitioners correctly point out,
certain officers can “wear two hats” with regard to insurance
corporations. An officer who sells insurance policies aside from
and i ndependent of his duties as an officer where “The conpany
has no right to control or direct the individual in the selling
activities either as to result or as to details and neans by
which that result is acconplished” is not an enployee with
respect to his selling activities. Rev. Rul. 58-505, 1958-2 C. B
728.

Therefore, we hold that for the activities where M. Oaen
was engaged in selling i ndependent of his position as an officer

of the Famly First Conpanies, he was an independent contractor,
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and consequently, J& Owen neets the control requirenent. See,

for exanple, Leavell v. Conm ssioner, supra at 150:

As an i ndependent contractor, the individual service

provi der retains control over his activities. This

control generally includes the right to grant an

internediate entity the right to control his services.

Thus, individual persons who are independent

contractors generally retain the right to choose to do

busi ness as a corporation.

Qur main inquiry with respect to many of the paynents M.
Ownen assigned to J& Omen is, therefore, whether the paynents
were made to M. Onen in his capacity as an officer of the Famly
First Conpanies or in his capacity as an i ndependent sal es agent
wor ki ng as an i ndependent contractor for the Famly First
Conpani es.

[11. Whether the Onens Failed To Include $100,000 in | nconme From
American I nvestor Life for the 2002 Tax Year

Under the marketing all owance agreenent, AL paid $100, 000
for M. Onen’s services during 2002. The marketing all owance
agreenent explains that the paynment was for “consulting services”
but then explains that AIL’s desire was to “expand the annuity
mar keting, recruiting, and sales efforts of Onen and Mchaels in
their capacities as officers.” (Enphasis added.) This letter
was signed by John P. Omen, and there is no reference to J& Onen
anywhere in the docunent. At trial M. Owen explained that “This
is another agreenent to be able to pronote their products. * * *

It was just nore noney to pay us as consulting.”
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The first paynent, of $50,000, was payable to the order of
“John P. Onen”. M. Ownen deposited the check into one of J&L
Onen’ s accounts and notified Anerus that he wanted future
paynments nmade payable to his corporation, J& Ownen. Afterwards,
all checks issued in connection with the marketing all owance were
made payable to “J & L Omen, Inc.”

M. Fogt had “nothing he could offer” as to why the first
check was nade payable to John Oanen and then the other checks
were changed to J& Owen.1® The Onens did not include the
$100, 000 rmarketing all owance on their 2002 inconme tax return.

The marketing all owance was not structured as comm ssion or
as a sales incentive bonus, and M. Onen did not need to perform
any sales or acts normally associated with comm ssions in order
to receive the noney. W find M. Omnen’s testinony limted and
self-serving, and the testinony of M. Fogt sheds no light on the
purpose for these paynents. Al we are left with is the witten
agreenent, which references both M. Owen’s services as a
consultant and as an officer. W note that pursuant to section

3121(d)(1) an officer is a statutory enpl oyee for purposes of

%pPetiti oners enphasi ze the inportance of the fact that
Amerus acquiesced to M. Omen’s request as to the recipient of
the checks. W are not convinced that this created a contract
with J& Ownen or sonmehow converted M. Ownen’s fiduciary duties as
an officer to his duties as an independent contractor. The
paynments were made in this manner at the direction of M. Onen.
Paynent of noney due M. Omnen to J& Omen at the direction of M.
Onen in this context constitutes constructive paynent to M.
Ownen, thus this argunment begs the question and is not persuasive.
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chapter 21 of the Code. As discussed above, petitioners had the
burden of proving that these paynents were nade to M. Onen in
his capacity as an i ndependent contractor, and they have failed
to neet that burden.!” Therefore the Omvens failed to include
$100,000 in income fromAIL for the 2002 tax year, but we
concl ude they shoul d have.

V. Vhether the Omens Overreported Their | ncone by $910, 454 for
the 2002 Tax Year

In their amended petition, filed January 27, 2010, the Onens
argued that if the Court were to sustain respondent’s assignnent
of incone adjustnent for 2002, they would have overreported their
personal income for 2002. The Onens argue that because J& Ownen
paid them a salary of $868, 408 and FFAEP paid $42,045 (rounded to
nearest dollar) which they included in their personal incone, any
of the paynents nmade to J& Ownen that the Ownens subsequently nust
include in their personal income would cause doubl e counting of

t he sane noney.

W find that the marketing all owance was paid to M. Owen
in his capacity as an officer. The agreenent does not recogni ze
hi s personal service corporation even though AlIL was aware of how
M. Omen structured his enpl oynent when he owned the Famly First
Conpani es. The purpose of the nmarketing all owance was to
incentivize M. Onen and M. Mchaels “in their capacities as
officers” payable “to each Oven and M chaels individually”.
(Enphasi s added.) Finally, M. Oanen signed the |letter agreenent
as an individual and nmade no reference that he was contracting on
behal f of J& Owmen, therefore failing to neet the second
requi renent of the Johnson test discussed above. See Johnson v.
Conm ssi oner, supra at 891.
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On their 2002 individual tax return the Onens reported
$910, 454 in wages from Forms W2 received fromJ& Owen and
FFAEP. In their opening brief, the Omens have asked the Court to
disregard the Forns W2 they were issued by J& Ownen in 2002 on
the basis of Ms. Britton's testinony that the amounts reported on
the Forms W2 were not based on actual noney paid to the Oaens
but were reported in order to claima deduction to conpletely
of fset the inconme of J& Owen so that it would not have to pay
corporate incone tax. M. Oaen received a FormW2 from J&L Owen
reporting wages of $643,408 and Ms. Owen received a Form W2 from
J&L Ownen reporting wages of $225, 000.

Al t hough respondent continues to assert that the Oaens
i nproperly assigned the original paynents to J& Owmen in 2002, he
has conceded that the Onens al ready reported $89, 770 and $618, 434
in their personal incone and is no longer claimng that it nust
be re-included in the Onens’ personal incone. Therefore $160, 205
remai ns of the Form W2 anounts that could possibly be double
count ed. '8

CGenerally, a taxpayer may conduct his business in whatever
form he chooses and “nust accept the [resulting] tax

di sadvantages.” Higgins v. Smth, 308 U S. 473, 477 (1940); see

18$910, 454 - ($89, 770 + $618, 434) = $202,250. Then we
subtracted the $42, 045 reported on the Form W2 issued to Ms.
Onen by FFAEP because the Omens do not dispute the accuracy of
the FFAEP Form W2 and this noney was never assigned to J&L Onen,
| eavi ng $160, 205.
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al so Comm ssioner v. Natl. Alfalfa Dehydrating & MIling Co., 417

U S. 134, 148 (1974). The very testinony petitioners rely on to
assert that the anounts reported on the Forns W2 shoul d be
di sregarded hi ghlights the extensive tax planning revol ving
around J&L Omen. Petitioners chose to conduct their business
t hrough J&L Owen, and they chose to allow Wiite Zuckerman to zero
out the inconme of J& Owen in order to avoid corporate inconme
tax. J& Ownen’s corporate tax return for the fiscal year ending
July 31, 2002 (the year that J& Ownen deducted wages to M. and
Ms. Onen of $868, 408), shows gross receipts of $1, 325,147 and a
negative taxable incone.® It is obvious that M. and Ms. Owen
i nproperly used J& Onen as their personal piggy bank, paying
personal bills with corporate checks and the corporate credit
card. It is quite possible that the Forms W2 reflected, as
i nconme, personal expenses that the corporation could not deduct.
What little evidence exists does not show that the Oaens have
been hoi sted by their own petard.

As di scussed above, petitioners bear the burden of proving
that the amounts originally included on the Ovens’ tax return

were inproperly included, and the Oaens have presented no

\W¢ do note that J& Ownen operated on a fiscal year and M.
and Ms. Onen reported their individual taxes on the cal endar
year. Therefore it is possible that sone of the incone earned by
J& Omen in its fiscal year was actually paid to the Oaens in
2001. However because the Onens did not include their 2001 tax
return in evidence, this Court has no way of know ng how much of
the noney the Famly First Conpanies paid to J& Owen was
included in incone for the prior tax year.
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evi dence that they did not receive this noney. Petitioners have
not net their burden, and therefore we find that the Onens did
not overreport their incone by $910, 454 for 2002.2°

V. Whet her the Omens Failed To Include $75,000 in | ncone From
American I nvestor Life for the 2003 Tax Year

Under the marketing all owance agreenent, Anerican |nvestor
Life paid $75,000 to J& Ownen for M. Onen’s services during
2003. Under the sane anal ysis discussed supra part IIl of this
opi nion, petitioners did not neet their burden of proof, and
therefore we find that the Omvens failed to include $75,000 in
i ncone fromAnerican Investor Life for the 2003 tax year.
VI. \Whether the Omens Failed To Include a Managenent |ncentive

Bonus of $322,375.27 From Fanily First |nsurance Services in
| ncone for the 2003 Tax Year

As part of M. Onen’s enploynent agreenment with the Famly
First Conpanies he was entitled to an M B “based on the
Conpani es’ conbi ned attai nment of earnings goals (“Target

OQperating Earnings”) during the Initial Term” The MB was to be

20\\¢ not e t hat

“Arithnmetic precision was originally and exclusively in
* * * [petitioners’] hands, and [they] had a statutory
duty to provide it...[Having defaulted in [their]

duty, [they] cannot frustrate the Conm ssioner’s
reasonabl e attenpts by conpel ling investigation and
reconput ati on under every neans of incone

determ nation. Nor should [they] be overly chagrined
at the Tax Court’s reluctance to credit every word of
[their] negative wails.”

Page v. Comm ssioner, 58 F.3d 1342, 1348 n.6 (8th Cr. 1995)
(quoting Rowell v. Conm ssioner, 884 F.2d 1085, 1088 (8th GCr.
1989), affg. T.C. Meno. 1988-410), affg. T.C. Meno. 1993-398.
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determ ned as a portion of the Famly First Conpani es’ conbi ned
earnings if the Famly First Conpani es earned nore than 80
percent of the “Target Operating Earnings.” “QOperating Earnings”
were conputed before “Total O ficer Conpensation”, which included
“base sal ary, bonuses, consulting fees, comm ssions, or other
conpensati on of any kind; provided, however, that conmm ssions on
life insurance and annuity products shall not be included in
Total O ficer Conpensation.” For the 2003 tax year M. Ownen
ear ned $322,375.27 under the MB and did not include it in his
personal incone, but rather he reported it as incone to J& Owen.

M. Omen testified that the MB was paid “beyond” his salary
and that it related to the sale of the products. He clained that
the MB was for his consulting services. M. Fogt testified that
the MB was “part of the purchase price.” He explained that the
purchase price was inclusive of the MB in order to nake the
price congruent with the possible earnings of the purchased
conpany and to spread the price out over a nunber of years.

The Court notes that the M B was included in the enpl oynent
agreenent, while the purchase price, including the additional
payout anount, was defined in the stock purchase agreenent.
Schedule 2.2, titled Cal cul ati on of payout anmount, attached to
the stock purchase agreenent, explicitly provides that “al
references to ‘ Payout Anmounts’ shall be deened part of the

consideration paid by buyers to sellers for the paynent of shares
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purchased, and not connected in any way with conpensati on under
Sel l er’s Enpl oynent Agreenents.”?! Therefore we infer that
because the M B was included in the enpl oynent agreenent and not
t he payout anmounts, it was not part of the purchase price. W
now turn to whether the anmobunt paid under the M B was for M.
Onen’ s conpensation as an enpl oyee or as an i ndependent
contractor.

The Court concludes the MB was paid to M. Oaen in his
capacity as an enployee of the Famly First Conpanies. First,
given the nane of the bonus plan, the “Managenent |ncentive
Bonus”, and the first line of the docunent which explains that
“as bonus conpensation for Enpl oyee’ s services”, the docunent
states that this paynent is additional conpensation for M.
Onen’ s services as a manager or officer of the Famly First
Conpani es. The clause incorporating schedule B into the
enpl oynent agreenent explicitly states that “The Conpani es shal
pay to Enpl oyee the bonus conpensation described in, and subject
to the further ternms and conditions of, Schedule B attached
hereto.” (Enphasis added.) Further, this clause directly follows
the clause defining the salary that the Famly First Conpanies

were required to pay M. Oaen in his capacity as an enpl oyee.

2\W¢ note that both the schedule 2.2, payout, and the
schedule B, M B, reference the sane target operating earnings but
find no issue with the fact that the purchasers wanted to tie
both the purchase price and officer conpensation to one goal.
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Al though M. Onen testified that the M B was for consulting
fees, his testinmony is self-serving and not supported by the

record. See Page v. Conmm ssioner, 58 F.3d 1342, 1346 (8th G

1995), affg. T.C. Meno. 1993-398; Schneebalg v. Conm ssioner,

T.C. Meno. 1988-563. M. Owen al so explained that the MB “was
supposed to be above ny salary, that if we hit certain targets,
that | could get paid this additional noney.” This testinony
reflects M. Onen’ s understanding that this was conpensation
related to his salary and payable to himas an enpl oyee if, under
hi s managenent, the Fam |y First Conpanies reached certain

t ar get s.

Because M. Onen was paid the MB in his role as an enpl oyee
of the Famly First Conpanies and not as an i ndependent
contractor, the assignment of the MB paynent to J& Owen fails
the first prong of the Johnson control test described above, and
therefore the Oanens cannot assign this incone to J& Owen. See

Johnson v. Comm ssioner, 78 T.C. 882 (1982). The Oaens nust

include in inconme the M B of $322,375.27 fromFamly First

| nsurance Services for the 2003 tax year.

VI1. Whether the Omens Failed To | nclude Commi ssion |Incone of
$40,070.86 From Fanily First | nsurance Services for the 2003
Tax Year

As part of M. Onen’s enploynent agreenment with the Famly
First Conpanies he was entitled to “solicit and earn conm ssions

for the sale of Iife and annuity insurance products.” M. Oaen
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explained at trial that he would al so receive a portion of the
commi ssions that the subagents earned. He stated: “M/ conpany,
J& Omen, Inc., had that agreenent that anything they would sel
my conpany could make a portion of. J& Omen woul d nake a piece
of every commssion.” M. Omen also testified that in 2002 he
“[believed]” he personally sold insurance policies, stating that
“l did alot of things, and | did sell. So |I could have in 2002
and 2003 sold policies.” By check, FFIS paid J& Ownen $40, 070. 86
on January 31, 2003, and the nenp |line stated that the check was
for “2002 Conm ssions”. At trial M. Tosatto, the general
manager of the Famly First Conpanies, testified that this anmount
was “comm ssions on personal business | believe that John had
sold in 2002".

Al though it is unclear fromthe record whether this paynent
was made to M. Owen for personally selling insurance policies or
was a percentage of his subagents’ comm ssions, it is clear that
this paynent was nade to J& Owen as comm ssion for M. Onen’s
role as an independent contractor. As an independent contractor
who furnished services through J& Owen, M. Onen was entitled to

assign control of his inconme to his personal service corporation

J& Owen. See Leavell v. Comm ssioner, 104 T.C 140 (1995).
Wet her M. Owen actually assigned that control to J& Onen is
not clear. The record is sparse as to M. Oaen’s relationship

with J& Omen. As we have previously observed, the Onens used
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J& Owen to pay personal expenses, and the Fornms W2 that J&L
Onen issued to M. and Ms. Onen did not actually represent the
anounts of noney paid to the Onens. Consequently it is unclear
whet her the $40, 070. 86 commi ssi on paynent made to J& Owen passes
the first requirenent of the Johnson control test discussed

above. See Leavell v. Conmi ssioner, supra; Johnson V.

Conmi Ssi oner, supra.

Assum ng arguendo that the comm ssion paynent net the first
test under Johnson, it fails the second requirement. Under the
second requi renent of Johnson there nust be a contract or simlar
i ndi ci um between the personal service corporation and the entity
using the services which recogni zes the personal service
corporation’s control of the enployee service provider. Johnson

v. Conm ssioner, supra.

First, we note that the enpl oynent agreenent was made
between M. Ownen and the Fam |y First Conpani es and does not
reference J& Omen. The addendumto the enpl oynent agreenent,
which attenpted to change M. Oanen’s pay structure to include
paynments to J& Owen, was never adopted by the board of directors
of Amerus and in its view could not formally function to change
the terns of the enpl oynent agreenent.

Petitioners point out that “the lack of a witten contract
bet ween the individual and his professional corporation is not

fatal to the assertion that the professional corporation had the
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right to control that individual.” See |daho Anbucare Cr., Inc.

V. United States, 57 F.3d 752, 755 (9th G r. 1995) (citing Pflug

v. Comm ssioner, T.C Meno. 1989-615). However, the second prong

of the Johnson test does not require that the individual and his
pr of essi onal service corporation have a witten contract between
them Rather this prong contenplates that the personal service
corporation and the entity hiring the i ndependent contractor
t hrough the personal service corporation have a contract or
simlar indiciumof the personal service corporation’s right to

control the individual. Johnson v. Conm ssioner, supra at 891.

Even if this second requirenent of Johnson could be nmet with

evi dence of a contract between the individual and the personal

service corporation, as ldaho Anbucare Gr., Inc. v. United

States, supra at 755, seens to suggest, there is no nention

anywhere in the record that such a contract existed between M.
Onen and J&L Owen.

Because the assi gnnent of the comm ssion incone of
$40,070.86 to J& Ownen fails the second prong of the Johnson
control test described above, the Oanens cannot assign this incone

to J&L Onen. See Johnson v. Conm ssioner, supra at 891. The

Onens nmust i nclude the comm ssion i ncone of $40, 070. 86 from

Fam |y First Insurance Services for their 2003 tax year.
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VII1l. VWether the Omens Failed To | nclude an Enpl oynent
Term nati on Paynent From Anerus of $350,000 in I ncone for
t he 2005 Tax Year

On Decenber 31, 2004, M. Onen’s enploynent rel ationship
with the Famly First Conpanies was term nated under the
separation agreenent. The separation agreenent provided for M.
Ownen’ s continued consulting services in exchange for $350, 000
“payable to J& Owen Inc.” The separation agreenent is very
explicit in stating that the $350,000 separati on paynment was “In
exchange” for M. Onen’s agreeing to “make hinself available to
t he Conpani es during cal endar year 2005 as an executive
consultant”. (Enphasis added.) This paynent was made to J&L
Onen as a consulting fee for M. Omen’s future role as an
i ndependent contractor advising the Famly First Conpanies. It
is much clearer that M. Omen assigned control of this inconme to
J& Ownen. Therefore the $350, 000 separation paynent nmade to J&L
Onen passes the first requirenent of the Johnson control test
di scussed above.

Because the separation paynent neets the first requirenent
under Johnson we nust exam ne the assignnent of the separation
paynment under the second requirenment. W have found that Amerus
was aware of M. Owen’s “two-hats” conpensation schene and
acquiesced to it. Further, the separation agreenent specifically
references J& Owen and specifies that the consideration wll be

“payable to J& Owen Inc.” There was both a significant indicium
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and a contract between J& Onen and Amerus which, as to these
services, recognized J& Owen’ s control over M. Owen.

Therefore, we find that M. Omen’s incone with respect to the
separation paynent of $350,000 was properly received by J& Onen
and the Omens are not required to include this paynent in their
personal incone for 2005.

| X. \Whether the Omens Are Entitled To Defer $1,867,500% of
Capital Gain Fromthe Sale of Their Stock in FFAEP

Under section 1045, a taxpayer, other than a corporation,
may defer recognition of gain on the sale of qualified smal
busi ness stock held by the taxpayer for nore than 6 nonths. If a
t axpayer elects the application of section 1045 within the
speci fied 60-day section 1045(a)(1) tinmefrane, gain fromthe sale
shal |l be recognized only to the extent that the anmount realized
exceeds: “(1) The cost of any qualified small business stock
purchased by the taxpayer during the 60-day period begi nning on
the date of such sale, reduced by (2) any portion of such cost
previously taken into account under this section.” Sec. 1045(a).
Section 1045(b) (1) provides that the term“qualified snal
busi ness stock” has the same neaning as in section 1202(c).
Section 1202(c)(2) contains an active business requirenent,
as defined in section 1202(e), for qualified small business
stock. Section 1202(e)(1)(A) requires that during the rel evant

period “at |east 80 percent (by value) of the assets of such

22See supra p. 10, table note 1
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corporation are used by such corporation in the active conduct of
1 or nore qualified trades or businesses”. Section 1202(e)(3) (A
defines a “qualified trade or business” as any trade or business
ot her than
(A) any trade or business involving the
performance of services in the fields of health, |aw,
engi neering, architecture, accounting, actuari al
science, performng arts, consulting, athletics,
financi al services, brokerage services, or any trade or
busi ness where the principal asset of such trade or
business is the reputation or skill of 1 or nore of its
enpl oyees,
Section 1202(e)(6) provides an exception to the 80 percent
requi renent of section 1202(e)(1), explaining that for the
pur poses of section 1202(e)(1)(A) any assets which
(A) are held as part of the reasonably required

wor ki ng capital needs of a qualified trade or business
of the corporation

* * * * * * *

shall be treated as used in the active conduct of a

qualified trade or business. For periods after the

corporation has been in existence for at |east 2 years,

in no event may nore than 50 percent of the assets of

the corporation qualify as used in the active conduct

of a qualified trade or business by reason of this

par agr aph.

We agree with petitioners that FFAEP was a qualified smal
busi ness under section 1045 and the Owens tinely nade an
el ection. Al though respondent argues that FFAEP is not qualified
because one of the principal assets is the skill of M. Oaen, the
Court disagrees. Wile we have no doubt that the success of the

Fam |y First Conpanies is properly attributable to M. Omen and
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M. Mchaels, the principal asset of the conpanies was the
trai ning and organi zational structure; after all, it was the
i ndependent contractors, including M. Onen and M. Mchaels in
their conm ssion sales hats, who sold the policies that earned
the premuns, not M. Oaen in his personal capacity.

Rev. Proc. 98-48, 1998-2 C. B. 367, requires that the section
1045 el ection be made by the due date for the filing of the
income tax return for the taxable year in which the qualified
smal | business stock was sold, and the Omens nmade the el ection on
their 2002 individual incone tax return. W agree the Onens net
the 60-day requirenment of section 1045(a)(1) when they signed the
stock purchase agreenment on June 17, 2002, and then deposited
$1,916,827.07 into a J& Gens corporate account on August 14,
2002.

However, the Omens do not qualify for the section 1045
nonrecogni ti on because J& Gens never net the active business
requi renment of section 1202(c)(2). As stated above, section
1202(e) (1) (A) requires that at |east 80 percent of the assets of
t he new corporation be used in an active trade or business.
During the first 6 nmonths J& Gens purchased 16 pieces of jewelry
for a total cost of $147,026.20. This is a nmere 8 percent of the
$1, 916, 827.07 deposited into J& Cens’ account fromthe sale of
FFAEP. According to J& Cens’ cost of sales schedule for the

fiscal year ending July 31, 2003, J&L GCens had six sales
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transactions during the period from August 2002 to July 2003,
with gross receipts of $12,069. O those six sales, one was to
the Famly First Conpanies and two were to M. Ownen’s business
partner, M. M chaels.

At trial M. Omnen attenpted to justify his lack of inventory
by explaining that he did not believe it was prudent to purchase
nore inventory without first |earning the business. However, it
is clear fromthe record that M. Oaen sinply did not followthe
advi ce of his accountant and appears to have been unaware of or
m sunder st ood the 80 percent active business requirenent. M.

Onen testified that

My view of active business is just that. | went out
and | purchased. | took the stock of this conpany and
put it into the stock of this other conpany. | put the

nmoney fromthe sale of the conpany within the 60-day

period he told nme to put it in, and | started buying up

gens. So in ny opinion, | thought I was doing

everything correctly.

It is apparent that J& Gens was never an active business
within the nmeani ng of section 1202(e). W note that as of August
1, 2004 (about 2 years after the initial deposit), J& Gens had
16 pieces of jewelry. Although M. Onen explained at trial that
his goal was to devel op the business and indicated that it took
time for a jewelry business to becone established, 2 years after
the noney was injected, J& GCens was still not using it.

Petitioners contend that extensive cash on hand is an asset

in active use in a trade or business. W recognize that section
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1202(e) (6) apparently contenpl ates that even after 2 years up to
50 percent of a corporation’s assets mght in sonme circunstances
be held as part of the reasonably required working capital needs
of the business. But we |eave for another day what anmount of
cash on hand can be considered actively used in a trade or

busi ness under section 1045 that has been in existence for |ess
than 2 years. W hold that under the surrounding facts here the
fact that 92 percent of J& Gens’ assets were held in cash causes
it to fail the active business requirenent.? Because J&L Gens
did not neet the active business requirenment during the requisite
period under section 1202, the sale proceeds of FFAEP do not
qualify for deferral under section 1045.

X. Accuracy-Rel ated Penalty

Under section 7491(c), respondent bears the burden of
production with respect to petitioners’ liability for the section
6662(a) penalties. This neans that respondent “nust cone forward
with sufficient evidence indicating that it is appropriate to

i npose the relevant penalty.” See Hi gbee v. Comm ssioner, 116

T.C. 438, 446 (2001). Respondent has nmet the section 7491(c)
burden of production with respect to the accuracy-rel ated

penal ty.

2The bal ance of the assets were held in the form of
whol esal e jewelry consisting of precious netals and precious
stones, a formof liquidity favored by sone over currency.
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Subsection (a) of section 6662 inposes an accuracy-rel ated
penalty of 20 percent of any underpaynent that is attributable to
causes specified in subsection (b). Respondent determ ned that
one or both of two causes justify the inposition of the penalty
for each year: A substantial understatenent of inconme tax and
negl i gence. See sec. 6662(b)(1) and (2).

There is a “substantial understatenment” of incone tax for
any tax year where in the case of an individual the anmount of the
under st at ement exceeds the greater of (1) 10 percent of the tax
required to be shown on the return for the tax year or (2)
$5,000. Sec. 6662(d)(1)(A). In the case of corporations (other
than S corporations or personal hol ding conpani es) the anount of
t he understatement exceeds the greater of (1) 10 percent of the
tax required to be shown on the return for the tax year or (2)
$10 million. Sec. 6662(d)(1)(B)

Section 6662(a) al so inposes a penalty for negligence or
disregard of rules or regulations. Under this section
“negligence includes any failure to nake a reasonable attenpt to
conply with the provisions of this title”. Sec. 6662(c). Under
caselaw, “‘Negligence is a lack of due care or the failure to do
what a reasonable and ordinarily prudent person would do under

the circunstances.’” Freytaqg v. Conmi ssioner, 89 T.C. 849, 887

(1987) (quoting Marcello v. Conm ssioner, 380 F.2d 499, 506 (5th

Cr. 1967), affg. on this issue 43 T.C. 168 (1964) and T.C. Meno.
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1964-299), affd. 904 F.2d 1011 (5th G r. 1990), affd. 501 U.S.
868 (1991).

There is an exception to the section 6662(a) penalty when a
t axpayer can denonstrate (1) reasonabl e cause for the
under paynment and (2) that the taxpayer acted in good faith with
respect to the underpaynent. Sec. 6664(c)(1l). Regulations
promul gat ed under section 6664(c) further provide that the
determ nation of reasonable cause and good faith “is nade on a
case-by-case basis, taking into account all pertinent facts and
circunstances.” Sec. 1.6664-4(b)(1), Inconme Tax Regs.

Rel i ance on the advice of a tax professional nay, but does
not necessarily, establish reasonabl e cause and good faith for
t he purpose of avoiding a section 6662(a) penalty. See United

States v. Boyle, 469 U S. 241, 251 (1985) (“Reliance by a |lay

person on a lawer [or an accountant] is of course common; but
that reliance cannot function as a substitute for conpliance with
an unanbi guous statute.”). Such reliance does not serve as an
“absol ute defense”; it is nerely a “factor to be considered.”

Freytag v. Conm ssioner, supra at 888.

The casel aw sets forth the followng three requirenents in
order for a taxpayer to use reliance on a tax professional to
avoid liability for a section 6662(a) penalty: “(1) The adviser
was a conpetent professional who had sufficient expertise to

justify reliance, (2) the taxpayer provided necessary and
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accurate information to the adviser, and (3) the taxpayer
actually relied in good faith on the adviser’s judgnment.” See

Neonat ol ogy Associates, P.A. v. Comm ssioner, 115 T.C. 43, 99

(2000), affd. 299 F.3d 221 (3d Cr. 2002); see also, e.g.,

Charlotte’'s Ofice Boutique, Inc. v. Conm ssioner, 425 F.3d 1203,

1212 & n.8 (9th Gr. 2005) (quoting with approval the above
three-prong test), affg. 121 T.C. 89 (2003).

A fortiori, unconditional reliance on a preparer or adviser
does not always, by itself, constitute reasonable reliance; the
t axpayer nust also exercise “Diligence and prudence”. Marine v.

Comm ssioner, 92 T.C. 958, 992-993 (1989), affd. w thout

publ i shed opinion 921 F.2d 280 (9th Cr. 1991). *“The general
rule is that the duty of filing accurate returns cannot be

avoi ded by placing responsibility on an agent.” Pritchett v.

Commi ssioner, 63 T.C 149, 174 (1974). Taxpayers have a duty to

read their returns to ensure that all incone itens are included
and all clained deductions are justified. Reliance on a preparer
with conplete information regardi ng a taxpayer’s business
activities does not constitute reasonable cause if the taxpayer’s
cursory review of the return should have revealed errors. Mtra

Chem Corp. v. Conm ssioner, 88 T.C. 654, 662-663 (1987). “Even

if all data is furnished to the preparer, the taxpayer still has

a duty to read the return and nmake sure all incone itens are
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included.” Magill v. Conm ssioner, 70 T.C. 465, 479-480 (1978),

affd. 651 F.2d 1233 (6th Cr. 1981).

Because deci di ng whet her exceptions to the section 6662(a)
accuracy-rel ated penalty apply is a fact-specific inquiry, we
di scuss certain underpaynents of tax either conceded by the Ownens
or determned in accordance with this opinion, individually

bel ow. See, e.g., Kaufman v. Comm ssioner, 136 T.C. 294 (2011)

(breaking up the discussion of the penalty as it pertains to each
i ssue); sec. 1.6664-3, Incone Tax Regs. (rules and exanples for
determ ning the total anount of penalties inposed when penalties
apply to different adjustnents).

A. $100, 000 Marketing All owance in 2002

As di scussed above we found that the Oamens failed to include
$100, 000 in income from American Investor Life for the 2002 tax
year. Taking into account all the facts and circunstances
surrounding this paynment, we find the Ovens’ belief that this
paynment was made to M. Owen in his capacity as an i ndependent
contractor to be unreasonable. The marketing all owance was not
structured as an incentive bonus, and M. Owen did not need to
perform any sales or acts associated with conm ssions to receive
it. It is therefore not reasonable that the Omens believed that
this paynent was conpensation to M. Omen in his role as an
i ndependent contractor. Even if they relied on the past letter

fromthe Internal Revenue Service (IRS) and its references to
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Rev. Rul. 58-505, supra, it was still unreasonabl e because M.
Onen was not required to perform services associated with sal es
or comm ssions. Accordingly, the Onens are liable for the
section 6662(a) accuracy-related penalty with respect to the
under paynent resulting fromthe $100, 000 rmarketing al | owance.

B. $1,867,500 Capital Gain in 2002

Because we found that J& Gens did not neet the active
busi ness requi renent during the requisite period under section
1202, the sal e proceeds of FFAEP do not qualify for deferral
under section 1045 and the Omens nust include the proceeds in
income for 2002. The Owens argue that they are not liable for
the accuracy-rel ated penalty because they acted with reasonabl e
cause and in good faith in relying on their accountant to
structure and report this transaction.

In order for the Onens to use reliance on a tax professional
to avoid liability for a section 6662(a) penalty they nust show
that the adviser was a conpetent professional, that they provided
necessary and accurate information, and that they actually relied

on their adviser’s judgnent. See Neonatol ogy Associates, P. A v.

Conm ssi oner, supra at 99. W agree with the Onens that they

chose their accounting firm Wite Zuckerman, carefully and that
their adviser was a conpetent professional. W also agree that,

with respect to the section 1045 rollover, the Oamens provided the
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necessary and accurate information to M. Mgab to acconplish tax
pl anni ng.

However, we do not find that the Omens actually relied on
their adviser’s judgnent. M. Owaen testified that he believed
that in order to neet the requirenents of section 1045 he “needed
to open up a corporation wthin a 60-day period and run the
busi ness, put the noney into the corporation within a certain
time frane and to operate the business.” M. Oaen then expl ai ned
that it was not until the return was audited that he becane aware
that there was an 80-percent active business requirenent under
t he section 1045 requirenents.

The testinony of M. Mgab conflicts with M. Onen’s
testinmony in that he stated that he advised M. Oaen that “a
certain percentage of the invested dollars had to be enployed in
the conpany. * * * And that was 80 percent and that the rollover
or the reinvestnent in the new business had to have been done
within a certain tinme frame of the recei pt of the proceeds from
the sale.” W find that the Onens failed to follow the advice of
their adviser with respect to the active business requirenent
applicable to J& CGens and therefore did not act reasonably with
respect to this failure to include these sale proceeds in incone.

We also find that the Omens did not act with good faith with
respect to the section 1045 transaction. M. Owen explained that

it was his vision to build up J& GCens as he had the Fam |y First
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Conpani es; yet even as late as 2 years after the noney had been
deposited in the conpany, J& GCens had only 16 pieces of jewelry.
M. Ownen should not in good faith have believed that deferring
i ncone tax under section 1045, by operating a business, nerely
i nvol ved depositing a | arge anount of cash in an account. Nor
coul d he reasonably believe that using | ess than 8 percent of
that cash to purchase inventory and selling only a part of what
little inventory he did buy to his friends and coworkers was
sufficient to defer the tax. Even under M. Omen’s understanding
of section 1045, that he had “to operate the business” in good
faith and reasonably, he failed to neet that requirenent.
Accordingly, the Onens are liable for the section 6662(a)
accuracy-related penalty with respect to the underpaynent
relating to sale proceeds of FFAEP.

C. $75, 000 Marketing Al owance in 2003

The Onens failed to include $75,000 in income from Anerican
I nvestor Life for the 2003 tax year. As early as the third or
fourth quarter of 2002, M. Fogt advised the Onens that the
assignment of income to J& Ownen may not have been proper. At
this time M. Oamen had at |east been warned that it would be
unlikely that he would be permitted to indefinitely bifurcate his
conpensation fromthe Famly First Conpanies. He was certainly
aware of this fact, as to the 2003 paynents, by April 2003 when

J& Onen was required to return $133, 269. 22 received in the
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begi nning of the 2003 cal endar year so that the noney could be
paid to M. Ownen as wage inconme. At this time M. Ownen knew t hat
he woul d not receive any of the conpensation related to his
salary as consulting fees paid to J& Onen. He had clearly been
put on notice that this income was to be included in his personal
i ncone, and therefore we do not find that the Ovens acted in good
faith or with reasonabl e cause in 2003. They are |liable for the
section 6662(a) accuracy-related penalty as applicable to the
under paynent relating to the $75,000 paid in 2003.

D. $40, 070. 86 Conmmi ssion I ncone in 2003

The assignnent of the comm ssion income of $40,070.86 to J&L
Onen failed the second prong of the Johnson control test.
Consequently, the Ownens could not assign this inconme to J& Owen
and nust include it in their 2003 taxable inconme. The Onens are
not excused under section 6664(c)(1) with respect to the section
6662(a) accuracy-related penalty. They did not act with
reasonabl e cause or good faith with respect to this inconme
because they ignored the |ack of a contract or other indicia of
J& Onen’s right to control the personal services of M. Owen.

E. $322, 375. 27 NMNanagenent | ncentive Bonus in 2003

Because we found that M. Onen was paid the MB in his role
as an enpl oyee, the Omens nust include in incone the Managenent
| ncentive Bonus of $322,375.27 fromFam |y First |nsurance

Services for the 2003 tax year. W again find that the Onvens are
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not excused under section 6664(c)(1) with respect to the section
6662(a) accuracy-rel ated penalty because they did not act with
reasonabl e cause or good faith with respect to this incone. As
di scussed above the Onens had been put on clear notice that M.
Onen’ s conpensation could not be bifurcated and that he was to
i nclude his conpensation in his personal inconme. The Owens’
causing J& Owen to return the $133, 269.22 clearly indicates that
t hey knew and had acquiesced in the ultimate resolution of this
rel ated issue.

F. $1, 500, 000 Capital Gain in 2003

The Ownens argue that they are not liable for the section
6662(a) penalty because they relied on Wiite Zuckerman’s staff to
accurately prepare their return. W conclude that the Onens did
not rely in good faith on their accountants’ advice because their
reporting of this paynent was oral and was |ong before the return
was prepared. Further, they did not carefully exam ne their
return before it was submtted to the IRS, and this standing
al one, given the material anount involved, would trigger the

penal ty under these facts. See Wodsumyv. Conm ssioner, 136 T.C.

584, 595 (2011) (“In signing the return thus erroneously
prepared, petitioners were not deliberately follow ng substantive
prof essi onal advice; they were instead unwittingly (they contend)

perpetuating a clerical m stake. The defense of reliance on

pr of essi onal advice has no application here.”); Neonatol ogy
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Associates, P.A. v. Comm ssioner, 115 T.C. at 99. Although the

Onens attenpted to convince the Court at trial that they were
si nply unsophi sticated taxpayers at the nmercy of their
accountants, we find this extrenely hard to accept given that M.
Oven with M. Mchaels built a conpany from four people into one
t hat garnered over $7,500,000 when it was sold. A cursory glance
at the return would have shown that the anpbunt reported was | ess
than half of the anmount required.

As a result the Omens failed to ensure that all of their
incone itens, particularly their taxable capital gains, were

i ncluded on the return. See Metra Chem Corp. v. Conmi ssioner, 88

T.C. at 662-663; Maqgill v. Commissioner, 70 T.C. at 479-480. The

Ownens’ unconditional reliance on their accountants does not, on
these facts, constitute reasonabl e good-faith reliance and does
not excuse their failure to closely examne their return. The

Onens’ reliance defense is also undercut by the fact that they

did not provide M. Mygab with the necessary witten

docunent ation regarding the additional incone fromthe sale of

the Fam |y First Conpanies. See Neonatol ogy Associates, P.A V.

Commi ssi oner, supra at 99 (second prong). The Oamens have not

denonstrated good faith and reasonabl e cause for their
under paynment. Accordingly, they are liable for the section
6662(a) accuracy-rel ated penalty on the underpaynent relating to

t he $1, 500,000 adjustnent. The Onens are also liable for any
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penalties related to their concessions that have not been
specifically discussed. See sec. 6662(a) and (b)(1) and (2).

The Court has considered all of petitioners’ and
respondent’s contentions, argunents, requests, and statenents.
To the extent not discussed herein, we conclude that they are
meritless, noot, or irrelevant.

To reflect the foregoing,

Decisions will be entered

under Rul e 155.




