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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

BEGHE, Judge: Respondent determ ned the foll ow ng
deficiencies in petitioner’s Federal incone taxes and associ at ed

penal ties:



Penal ty
TYE Dec. 31 Defi ci ency Sec. 6662(a)
1996 $540, 192 $108, 038
1997 511, 866 102, 373

After concessions by the parties, the issues for decision
are:

1. \Whether petitioner failed to report $170,619 of incone
for 1996. W hold he did.

2. \Wiether petitioner is entitled to deduct any portion of
the $278,365 that he claimed for 1996 on Schedule C, Profit or
Loss From Busi ness, and that respondent disallowed. W hold he
s not.

3. Wiether petitioner is entitled to deduct any airplane
expenses on Schedules C of his 1996 and 1997 tax returns. W
hold he is not.

4. \Vether petitioner is entitled to deduct any expenses of
mai ntai ni ng his personal residence as a trade or business under
sections 162(a) and 280A. W hold he is not.

5. \Whether petitioner is liable for penalties under section
6662(a)! for 1996 and 1997. We hold he is.

6. \Wet her sanctions under section 6673(a) should be

i nposed on petitioner or his counsel. W hold that petitioner

Unl ess ot herwi se indicated, section references are to the
I nternal Revenue Code as in effect for the years in issue, and
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.
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shoul d be penalized, and that respondent should submt an
affidavit of costs for the Court’s use in deciding whether and to
what extent petitioner’s counsel should be liable for
respondent’s excess costs and the anmount of the penalty to be
i nposed on petitioner.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulated facts and the attached exhibits are incorporated
herein by this reference. Petitioner resided in Covis,
California, when he filed the petition.

Petitioner is a nedical doctor who has been practicing
preventive nedicine since 1961. During the years in issue,
petitioner carried on his nedical practice under the nanme
Sunnysi de Medi cal .

Petitioner also makes novies for use in his nedical
practice, provides religious and spiritual guidance to patients,
markets nusic witten by his father, and conposes nusic.
Petitioner also acts as a registered nedical exam ner for the
Federal Aviation Admnistration. Petitioner did not track the
recei pts and expenditures of his spiritual, music, and novie-
maki ng activities separately fromthose of his nedical practice.

During the years in issue, petitioner resided at 451 Bur
Avenue, Clovis, California (Burl Avenue residence). Petitioner

did not see patients at the Burl Avenue residence. However, he
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made and received patient tel ephone calls at the Burl Avenue

resi dence and prepared for neetings with patients. He also
stored audi o and vi deo equi pnent at the Burl Avenue residence.

Petitioner’s main nedical office was at 360 South C ovis
Avenue, Fresno, California (Fresno office). Petitioner also
mai nt ai ned nedi cal offices in Merced, California, and Burbank,

Cal i fornia.

Petitioner stored sonme of his filmmaking equi pnent at the
Burl Avenue residence because he believed it was nore secure than
the studio where he had originally stored the equi pnent.
Petitioner’s filmand nusic equi pnent was not inventory held for
sale to custoners in the ordinary course of business but was
i nstead used by petitioner to make filns and recordings.

In 1995, on the advice of Estate Preservation Services (EPS)
operated by Robert L. Henkell (Henkell), petitioner transferred
ownership of his nedical practice, his novie and sound equi pnent,
hi s airplane and ot her vehicles, his personal residence, and
ot her assets to seven separate trusts. Attached as an appendi x
to this opinion are a diagram and a schedul e prepared by EPS
showi ng the ownership of petitioner’s trust entities and the flow
of funds anong them Petitioner’s revocable trust held conplete
ownership of the “focus trust”, which in turn held conplete

ownership of the remaining trusts. Petitioner retained direct or
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i ndirect beneficial ownership of all trust assets. Petitioner
al so continued to exercise control over the trust assets after
the transfers.

Al t hough petitioner did not recognize or report any gain
when he transferred his assets to these trusts, the trusts took
depreci ati on deductions on the transferred assets based on their
all eged fair market values at the tinme of transfer to the trusts
(rather than on the original cost or depreciated basis in
petitioner’s hands).

In 1995, the Conm ssioner determ ned that Henkell and EPS
were engaged in pronmoting illegal tax shelters designed to claim
excessi ve and/ or inproper deductions and assessed penalties of
$1, 254, 000 each agai nst Henkell and EPS pursuant to section 6700.

In 1997, the Conm ssioner obtained fromthe U S. District
Court for the Eastern District of California an injunction
preventing EPS and Henkell fromrendering tax shelter advice. 1In

United States v. Estate Pres. Servs., 202 F.3d 1093 (9th Cr

2000), the Court of Appeals for the NNnth Grcuit affirned the
injunction issued by the District Court, holding, anong other
t hi ngs, that EPS and Henkell know ngly made fal se statenents to
t axpayers concerning the tax benefits of the trusts they pronoted
as tax shelters.

Petitioner filed Form 1040, U.S. Individual |Inconme Tax

Return, reporting $10,613 in taxable income for 1996 and $13, 380
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in taxable inconme for 1997. These returns reported Federal
income tax liabilities of $2,465 for 1996 and $4, 497 for 1997.
Each of the trusts filed Fornms 1041, U.S. Incone Tax Return for
Estates and Trusts, for tax years 1996 and 1997 reporting
negative taxabl e incone.?

Petitioner did not keep a general |edger accounting system
| nstead, petitioner’s counsel admtted at trial that petitioner’s
records consisted of “just gross receipts, a nmassive anmount of
recei pts, he does not keep journals and stuff |ike that”.

On June 13, 1996, respondent sent a formletter to
petitioner’s current spouse, Jeanee G razian, who at the tinme was
living with and working for petitioner and was a naned trustee of
his trusts. Respondent’s letter stated that he had information
that Ms. Grazian mght be involved in trust arrangenents used
for tax avoi dance purposes. The letter cited substanti al
authority hol di ng abusive trusts invalid and recommended that Ms.
G razian obtain i ndependent advice regarding the validity of the

trusts.

2Respondent issued notices of deficiency to the trusts
disallowng all trust deductions. The trusts failed to file
petitions to the Tax Court within the 90-day period provi ded by
sec. 6213(a). Respondent thereupon assessed deficiencies agai nst
the trusts. Respondent has agreed to hold in abeyance efforts to
coll ect the assessed deficiencies fromthe trusts while the case
at hand is pending. In view of the agreenent of the parties in
the case at hand that the trusts should be disregarded for
Federal incone tax purposes since their inception, it is
understood that the assessnments against the trusts wll be
abat ed.
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Respondent comrenced an audit of petitioner’s 1996 and 1997
tax returns after July 22, 1998. Respondent sent petitioner a
| etter requesting that he produce his records for exam nation.
On January 21, 1999, respondent’s exam ner net petitioner and his
advi ser, llena Ham lton, at respondent’s office.?

Petitioner began the neeting by stating that he woul d not
provide any information concerning the trusts he had forned
because he was under sonme unspecified duty not to disclose trust
information. Petitioner told respondent’s agent to obtain the
trust information fromthe trustees. Petitioner refused to
identify the trustees or to disclose how respondent could obtain
t he information.

Respondent then asked whether petitioner had brought any
personal records to support his return. |In response, petitioner
read a | engthy prepared statenent objecting that it was inproper
for respondent to audit nore than 1 year’s return at a tine. He
stated that he would not provide any records until respondent, in
witing, answered certain questions, and even then he woul d
produce only those docunents that would not “violate ny fourth
anendnent rights which guarantee the right to privacy of one’s
house, papers, effects and ny fifth amendnent right which

guaranties that one cannot be conpelled to be a w tness agai nst

The neeting was taped, and a full transcript of the neeting
was admtted into evidence.
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oneself”. Petitioner failed to specify how any of these
privileges would apply to the financial records that forned the
basis for his returns.

Petitioner demanded witten answers to his questions before
he woul d consi der cooperating with respondent’s exam nati on.
Petitioner demanded a witten response stating: (1) The basis
for respondent’s examner’'s authority to conduct the exam nati on;
(2) the statutory authority for the examnation; (3) “you have to
show us where 7006 gets its inplenenting inplant, excuse ne,

i npl enenting authority and if that inplenenting authority on 7602
is all inclusive to the outside of the definition”; and (4)

whet her respondent could establish that petitioner had incone
fromone of the sources identified in section 1.861-8(f), I|ncone
Tax Regs.

At the neeting, respondent’s exam ner displayed her badge to
establish her authority to conduct the exam nation and cited
section 7602 to establish the statutory authority for the
exam nation. Respondent’s exam ner advised petitioner both at
the neeting and in a letter dated February 10, 1999, that: (1)
Statutes are enforceable even if there are no regul ati ons
interpreting them and (2) section 1.861-8(f), Incone Tax Regs.,
is irrelevant to petitioner’s returns and to the exam nati on.

Petitioner did not produce his records in response to
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respondent’s letter of February 10, 1999. Petitioner’s conduct
constituted refusal to cooperate with respondent’s exam nati on.

On April 24, 1999, respondent issued a formal summons for
petitioner’s records. On June 3, 1999, petitioner sent a letter
to respondent making frivolous tax protester argunments by citing
portions of statutes and court decisions entirely out of context
and demandi ng t hat respondent answer a new set of frivol ous
questions. Petitioner signed his letter “Wthout prejudice UCC
10207". The letter evidences petitioner’s continued refusal to
cooperate with respondent’s exam nati on.

On June 12, 1999, petitioner and his counsel attended a
meeting wth respondent’s exam ning agents. Again, petitioner
di d not produce records in response to the summons and conti nued
to make frivol ous demands.

Because petitioner did not produce records to support his
return positions, respondent elected to use an indirect nethod
(the bank deposits nmethod) to determ ne petitioner’s tax
l[tability. On March 31, 2000, respondent issued a notice of
deficiency to petitioner. Respondent did not send a prelimnary
30-day letter before issuing the notice of deficiency. The
period of limtations for making an assessnent of petitioner’s
1996 tax liability would have otherw se expired on April 15,

2000.
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In the notice of deficiency, respondent determ ned that the
trusts created by petitioner were shans with no econom c
substance and shoul d be disregarded, or were grantor trusts al
of whose incone is taxable to petitioner. Respondent determ ned
that petitioner’s reported gross incone should be increased by
the gross inconme reported by the trusts ($560,184 for 1996 and
$495, 048 for 1997) and by unexpl ai ned deposits nade to
petitioner’s bank account ($170,619 for 1996 and $131, 190 for
1997) and to one of petitioner’s trust bank accounts ($2,900 for
1996). Respondent disallowed all deductions clainmed by
petitioner and the trusts, because petitioner failed to provide
substantiation for the deductions clainmed on his returns
($574,430 for 1996 and $619,094 for 1997). Respondent made ot her
conputational adjustnents to petitioner’s returns resulting from
the additional inconme respondent determ ned (such as determ ning
that petitioner underreported self-enploynent taxes by $42,103
for 1996 and $39, 443 for 1997). As a result of these
adj ust rents, respondent determ ned deficiencies of $540, 192 for
1996 and $511,866 for 1997.

Respondent al so determ ned that petitioner is |liable for 20-
percent accuracy-rel ated penalties under section 6662(a), because
petitioner was negligent or disregarded rules and regulations in
understating his taxable incone, made substantial understatenents

of incone tax, and had not shown reasonabl e cause for the
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understatenents. Applying the 20-percent rate to the
deficiencies, respondent determ ned penalties of $108, 038 for
1996 and $102, 373 for 1997.

Petitioner tinely filed an original petition and an anended
petition with this Court. In his anmended petition, petitioner
argued that all adjustnments respondent nmade were erroneous.
Petitioner clained his trusts were valid, and that the grantor
trust rules do not apply because he held neither |egal nor
equitable title to the trust assets. Petitioner in his anmended
petition also asserted the “Delpit” issue: that the Tax Court
| acks jurisdiction over his petition because respondent made the
determ nation wthout sending hima 30-day letter, wthout
advising himof his admnistrative rights, and without giving him
an opportunity for adequate adm nistrative review. According to
petitioner’s counsel: “This denial has cost Petitioner undue
burden of Tax Court litigation that could have been resol ved
adm nistratively.”

The trial of this case occurred over 2 days, separated by
nmore than 5 nonths. This delay was caused in |arge part by the
failure of petitioner’s counsel to organize in coherent fashion
the exhibits she wished to include in the second of three
stipulations of fact. The first and third stipulations of fact,
prepared primarily by respondent, were filed with the Court at

t he beginning of the first day of trial; the second stipulation
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of fact, prepared primarily by petitioner’s counsel, was filed,
subj ect to nunerous objections to many exhibits by respondent on
rel evance, hearsay, authentication, or |ack of foundation
grounds, alnost 4 nonths after the first day of trial.

Before trial, in petitioner’s trial menorandum and during
the first day of trial, petitioner made two additional clains:
That the statutory notice of deficiency was invalid because the
whol esal e di sal | owance of deductions anpbunted to a | ack of
determ nation, the “Scar” issue; and that the Internal Revenue
Service is not an agency of the U S. CGovernnent, the “Agency”

i ssue.

At the beginning of the second day of trial, petitioner,

t hrough his counsel, nade two oral notions: (1) To shift the
burden of proof to respondent under section 7491(a), claimng
that petitioner had cooperated at all |evels; and (2) for
inposition of a penalty on respondent under section 6673(a)(1),
on the ground that respondent, by not offering petitioner an
Appeal s Ofice conference prior to issuance of the statutory
notice, had deprived petitioner of adm nistrative renedi es.

During both trial days, petitioner continued to claimthat
the trusts were valid for Federal income tax purposes. The first
day of trial dealt primarily with the validity of the trusts and
events occurring during the audit. These subjects were al so

covered during the second day of trial in the cross-exam nation
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of the revenue agent who had exam ned petitioner’s returns and
direct testinony of petitioner. The second day of trial also
covered petitioner’s attenpts to prove additional deductions
usi ng anended returns for petitioner and the trusts.

More than 3 nonths after the second day of trial, and
shortly before posttrial briefs were originally due, respondent
and petitioner entered into a superseding stipulation of settled
i ssues that resolved many of the issues previously in dispute
between the parties. The parties stipulated that the trusts were
invalid for Federal inconme tax purposes, and that all the trust
i ncone and deductions should be allocated to petitioner. In
addition, both petitioner and respondent made substanti al
concessions regarding the deficiencies. The follow ng table
shows the anobunt of Schedul e C deductions and cost of goods sold
originally clainmed, the anount that respondent has agreed to
allow, the disallowed anobunt that petitioner has conceded, and

the anmount that remains in dispute:

1996 1997
cd ai ned $574, 430 $619, 094
Al | owed (280, 195) (426, 551)
Di sal | owed (15, 870) (192, 543)
Di sput ed 278, 365 ---

The parties also stipulated that petitioner failed to report
i ncone of $62,061 in 1997, and that petitioner is entitled to
deductions on Schedule A Item zed Deductions, of $21,929 for

1996 and $21,061 for 1997, subject to any statutory limtations
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based on petitioner’s adjusted gross inconme. The parties
stipulated that petitioner is subject to self-enploynent tax and
is entitled to a deduction for one-half of the self-enploynent
tax and that the exenption and taxability of petitioner’s Soci al
Security receipts are conputational and depend on petitioner’s
adj usted gross incone.

Finally, the parties agreed that the only issues in dispute
for the Court to decide are the first five issues discussed
below. In addition to those five issues, respondent requested in
his posttrial brief that we inpose penalties against petitioner
under section 6673(a)(1l). Petitioner objected to the inposition
of section 6673(a)(1l) penalties, contending that his argunents
were correct and requesting that we specifically address the
“Delpit”, “Scar”, and “Agency” issues.

OPI NI ON

Petitioner’s Failure To Report $170,619 of Incone in 1996

Section 6001 provides that “Every person liable for any tax
i nposed by this title, or the collection thereof, shall keep such
records, render such statenents, make such returns, and conply
with such rules and regul ations as the Secretary may fromtine to
time prescribe.” Section 1.6001-1(a), Inconme Tax Regs., requires
any person required to file a return to “keep such permanent

books of account or records, including inventories, as are



- 15 -
sufficient to establish the anobunt of gross incone, deductions,
credits, or other matters required to be shown by such person in
any return of such tax”.

Petitioner did not maintain any books of account for his
medi cal practice or his other activities. Petitioner’s counsel
acknow edged that petitioner’s records consisted of “just gross
recei pts, a massive anmount of receipts, he does not keep journals
and stuff like that”. Petitioner did not offer any books of
account into evidence.

Before filing the petition in this case, petitioner refused
to produce any docunents in response to respondent’s informal and
formal requests or to substantiate the incone and deductions
reported on his and his trusts’ Federal inconme tax returns.
Petitioner inproperly refused to provide any docunents related to
his trusts. Petitioner refused to produce his personal return
docunents unl ess respondent provided acceptable (to him witten
responses to his questions. Petitioner’s questions were
i nproper, and he had no right to require responses to them before
produci ng docunents. Even though respondent was under no
obligation to do so, respondent provided clear witten responses
to petitioner’s inproper questions. Even after receiving the
responses, petitioner failed to produce any docunents to support
his returns. Petitioner provided no support for his contention

that he was under sone privilege not to produce the trust
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docunents in his possession or under his control. W are aware

of no such privilege. See Barnes v. Conmi ssioner, 89 AFTR 2d

2249, 2250, 2002-1 USTC par. 50,312 at 83,742 (7th Cr. 2002)
(taxpayer’s argunent that trust information was confidential or
privileged held to be frivolous: “The Barneses shoul d count

t hensel ves fortunate that the Comm ssioner did not ask for

addi tional sanctions in this court.”), affg. T.C. Meno. 2001-155;

SEC v. Bilzerian, 131 F. Supp. 2d 10, 16 n.8 (D.C. Cr. 2001)

(expressing serious doubts about validity of trustee’s
confidentiality clains).

Because petitioner did not maintain proper books of account
and wongfully failed to produce records to substantiate his
return positions, respondent used an indirect method of
determ ning petitioner’s taxable inconme. W have repeatedly
uphel d the use of an indirect nmethod to determ ne taxable incone
where the taxpayer fails to maintain or produce sufficient
records to establish the taxpayer’s proper tax liability. For

exanple, in Judy v. Conm ssioner, T.C Meno. 1997-232, we stated:

Every taxpayer is required to nmaintain sufficient
records to enable the Comm ssioner to establish the
anount of his taxable incone. Sec. 6001; sec.

1. 6001-1(a) and (b), Income Tax Regs. |If such records
are |l acking, the Comm ssioner may reconstruct the
taxpayer's income by any indirect nmethod that is
reasonabl e under the circunstances. Cebollero v.
Comm ssi oner, 967 F.2d 986, 989 (4th GCr. 1992), affg.
T.C. Meno. 1990-618; Petzoldt v. Conm ssioner, 92 T.C.
661, 687 (1989); Schellenbarg v. Conmm ssioner, 31 T.C
1269, 1277 (1959), affd. in part and revd. and renmanded
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in part on another issue 283 F.2d 871 (6th Cr. 1960).

* * %

Respondent used the bank deposits nethod to reconstruct

petitioner’s income. As we recognized in Zuckernman v.

Conmi ssioner, T.C Meno. 1997-21:

Use of the bank deposits nmethod for reconstructing
income is well established. D Leo v. Conm ssioner, 96
T.C. 858, 867 (1991), affd. 959 F.2d 16 (2d Cir. 1992);
Estate of Mason v. Conm ssioner, 64 T.C. 651, 656
(1975), affd. 566 F.2d 2 (6th G r. 1977). Under the
bank deposits nethod there is a rebuttable presunption
that all funds deposited to a taxpayer's bank account
constitute taxable incone. Price v. United States, 335
F.2d 671, 677 (5th Cr. 1964); Haque Estate v.

Commi ssioner, 132 F.2d 775, 777-778 (2d Cr. 1943),
affg. 45 B.T.A. 104 (1941); DiLeo v. Conm ssioner,
supra at 868. The Conm ssioner nust take into account
any nont axabl e sources of deposits of which she is
aware in determning the portion of the deposits that
represent taxable income, but she is not required to
trace deposits to their source. Petzoldt v.
Conm ssi oner, supra 695-696; Estate of Mason v.
Conm ssi oner, supra at 657.

The bank deposits analysis was quite conpl ex by reason of
t he massive nunber of financial transfers petitioner made through
his web of trusts and accounts. Petitioner made nany transfers
bet ween accounts in his nanme, in the nanmes of the eight trusts he
created, and in the nane of his current spouse, Jeanee G razi an.
In order to avoid double counting inconme, it was necessary for
respondent to exclude transfers made between accounts.
Respondent introduced into evidence a detail ed bank deposits
analysis item zing the specific deposits that respondent treated

as constituting inconme to petitioner.
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Once the Conmm ssioner nmakes a prinma facie case of unreported
i ncone using the bank deposits nethod and has nade a
determnation in the notice of deficiency, the taxpayer bears the
burden of proving that the deposits identified by the
Comm ssi oner as unreported incone do not, in fact, represent

unreported inconme. Hardy v. Conm ssioner, 181 F.3d 1002, 1004-

1005 (9th Gr. 1999) (if the Comm ssioner introduces sonme

evi dence that the taxpayer received unreported inconme, the burden
shifts to the taxpayer to show by a preponderance of the evidence
that the deficiency was arbitrary or erroneous), affg. T.C Meno.

1997-97; dayton v. Comm ssioner, 102 T.C. 632 (1994); DiLeo v.

Conmm ssioner, 96 T.C. 858, 869 (1991) (“petitioners, not the

Governnent, bear the burden of proving that respondent’s
determ nation of underreported inconme, conputed using the bank

deposits nethod of reconstructing incone, is incorrect”), affd.

959 F.2d 16 (2d Cr. 1992); Beck v. Conmm ssioner, T.C Meno.

2001- 270 (“Bank deposits are prinma facie evidence of incone.”);*

“Petitioner nmoved at trial that respondent should bear the
burden of proof under sec. 7491(a), under which the burden of
proof is placed on respondent as to any factual issue for which
petitioner offers credible evidence that is relevant to his
l[tability for the income tax deficiencies if certain conditions
have been satisfied. According to the legislative history of
sec. 7491: *“The taxpayer has the burden of proving that it neets
each of these conditions, because they are necessary
prerequi sites to establishing that the burden of proof is on the
Secretary.” S. Rept. 105-174, at 45 (1998), 1998-3 C. B. 537,
581. Anong ot her conditions, petitioner nust show that he “has
mai ntai ned all records required under this title and has

(continued. . .)
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Kling v. Comm ssioner, T.C Meno. 2001-78 (“Absent sone

expl anation, a taxpayer's bank deposits represent taxable incone.
* * * The taxpayer has the burden of proving that the bank
deposits cane from a nontaxable source.”). Respondent nade a
prima facie case by identifying deposits to petitioner’s
accounts. It was therefore incunbent upon petitioner to show a
nont axabl e source for the deposits.

Petitioner failed to offer credible evidence to show that
any of the deposits respondent identified in his bank deposits
anal ysis were from nont axabl e sources. Petitioner’s tax adviser,
Catherine Carroll (Carroll),® offered into evidence the front of
a check in the anmount of $10,892.11. Carroll clainmed that the

check had been deposited to one of petitioner’s accounts and had

4(C...continued)
cooperated with reasonabl e requests by the Secretary for
W tnesses, information, docunents, neetings, and interviews”.
Sec. 7491(a)(2)(B). Petitioner did not nmaintain proper books and
records as required by the regulations and did not cooperate with
respondent’ s reasonabl e requests for information and docunents
during the exam nation. Because petitioner did not satisfy the
conditions of sec. 7491(a), he bears the burden of proof with
respect to the inconme tax deficiencies respondent determ ned.

SPetitioner hired Carroll to provide forensic accounting
services and expert testinony in connection with this case. She
was not involved in the creation of petitioner’s trusts nor in
the preparation of petitioner’s and the trusts’ original Federal
income tax returns. At trial, Carroll did submt on behalf of
petitioner and the trusts anended Federal incone tax returns.
Because respondent clainmed fromthe beginning, and petitioner has
now conceded, that all trust itens are taxable to petitioner, the
trust returns and proposed anendnents are nullities. Throughout
this opinion we wll refer to Carroll as petitioner’s “tax
advi ser”.
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been doubl e counted in respondent’s bank deposits analysis. The
check was not tinely exchanged with respondent, and the back of
the check was not offered into evidence. Wthout the back of the
check, it was inpossible to determ ne to which account the check
had been deposited. Petitioner failed to establish that the
check represents a deposit that was treated by respondent as
comng froma taxabl e source.

| nstead of providing evidence of a nontaxable source for the
deposits respondent identified in his bank deposits anal ysis,
Carroll attenpted to offer an alternative bank deposits anal ysis.
I n preparing her bank deposits analysis, Carroll assuned that al
incone froma taxable source was deposited into the Mdicine
I nternational Account or one of petitioner’s J.G Edwards
accounts. Carroll testified that her assunption was based on
assurances frompetitioner. Carroll admtted that she could not
specifically identify where the deposits cane from

In this case, we do not accept petitioner’s unsworn, self-
serving statenents to Carroll, upon which she based her anal ysis,
as credible. Petitioner intentionally created a confusing web of
bank accounts in his own nane, in the nanes of his eight trusts,
and in the nane of his current spouse, and engaged i n numerous
i nteraccount transfers. Petitioner failed to maintain a proper
accounting systemto keep track of these transactions and has

been unable to explain with docunentary evidence the sources of
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t he deposits respondent identified as taxable incone. Under
t hese circunstances, we do not accept Carroll’s bank deposits
anal ysi s.

On brief, respondent states that his revised bank deposits
anal ysis fixes petitioner’s unreported incone for 1996 as
$54,516, rather than $170,619. W sustain respondent’s
concession to this effect.

Petitioner’s Ri ght to Schedul e C Deducti ons and Cost of Goods
Sold in 1996 of $278, 365

Because petitioner provided no docunentation to substantiate
deductions, respondent disallowed all deductions petitioner
clainmed. During discovery in this case, petitioner finally
provi ded docunmentation to substantiate sonme of his business
expense deductions. On the basis of the docunentation petitioner
provi ded during this case, respondent allowed $280, 195 of the
$574, 430 i n busi ness expense deductions and cost of goods sold
petitioner clainmed for 1996 and $426, 551 of the $619,094 in
busi ness expense deductions petitioner clained for 1997.
Petitioner conceded the bal ance he clainmed for 1997 but has not
conceded the bal ance clained for 1996. W nust therefore decide
whet her petitioner has substantiated any busi ness expense
deducti ons and cost of goods sold for 1996 in excess of the
anount all owed by respondent.

Taxpayers who di spute the Comm ssioner’s disall owance of

deductions clainmed on their returns nust show they satisfied the
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specific statutory requirenents entitling themto the clained

deducti ons. New Colonial Ice Co. v. Helvering, 292 U S. 435

(1934); Davis v. Conm ssioner, 81 T.C. 806, 815 (1983), affd.

wi t hout published opinion 767 F.2d 931 (9th Gr. 1985). Wile
the Court may estimate the anount of all owabl e deductions where a
t axpayer establishes his entitlenent to, but not the anount of,

t he deductions, Cohan v. Comm ssioner, 39 F.2d 540, 543-544 (2d

Cir. 1930), any such estimate nmust have a reasonabl e evidentiary

basi s, Vanicek v. Conm ssioner, 85 T.C. 731, 742-743 (1985).

Wt hout a reasonable evidentiary basis, the Court’s all owance of

deductions woul d anmobunt to unguided | argesse. WIllians v. United

States, 245 F.2d 559, 560 (5th Gr. 1957).

Respondent di sall owed anounts cl ai med on petitioner’s
returns for cost of goods sold, car and truck expenses,
comm ssions, and “other property lease”. In his posttrial brief,
petitioner clainmed $315,000 in all eged paynents nmade to “Al pi ne
| ndustries” as cost of goods sold and cl ai ned deductions for
$7,899 in “fiduciary fees”, for $7,436 in car and truck expenses
for travel between petitioner’s Fresno and Merced offices, and
for $11,500 in rent paid for petitioner’s Burbank office. On
brief, petitioner did not cite any evidence in the record to
substanti ate these deducti ons.

The alleged “fiduciary fees” were not clainmed on any return

and were not |isted by petitioner as a disputed itemin the
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stipulation of facts, and we were unable to find any reference at
trial to these alleged fees. Petitioner’s brief contains no
citation of the record to support this claim

Petitioner alleges on brief that $315,000 was paid to Al pine
I ndustries for cost of goods sold. There is no evidence in the
record to support petitioner’s contention that he nmade paynents
of $315,000 to Al pine Industries. |Indeed, petitioner’s tax
adviser, Carroll, testified that the cost of goods sold anmount
was based primarily on paynents made from one of petitioner’s
bank accounts to another (which was held in the nane of the “C aw
trust”). Respondent conceded a deduction of $8,924 for anobunts
petitioner paid to Al pine Industries. Petitioner has not
substanti ated any portion of the balance of the anount cl ai ned.

Petitioner states on brief that he should be allowed to
deduct $7,436 in car expenses for his travel between his Fresno
and Merced offices. Petitioner nust neet the strict
substantiation requirenents of section 274(d) with respect to
travel expenses. Except as otherw se provided in the
regul ati ons, section 274(d) requires the taxpayer to substantiate
wi th adequate records or sufficient evidence corroborating his
own statenents: (1) The anobunt of the expense, (2) the tinme and
pl ace of the travel, and (3) the business purpose of the expense.
Under the regulations, to neet the “adequate records” requirenment

of section 274(d), a taxpayer “shall maintain an account book,
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diary, log, statenment of expense, trip sheets, or simlar record
* * * and docunmentary evidence * * * which, in conbination, are
sufficient to establish each el enent of an expenditure”. Sec.
1.274-5T(c)(2) (i), Tenporary Incone Tax Regs., 50 Fed. Reg. 46017
(Nov. 6, 1985) (enphasis added).

Petitioner did not maintain a mleage log. Carrol
testified that petitioner nmade one round trip between his Fresno
and Merced offices every other Wdnesday. Petitioner testified
that the distance between his Fresno and Merced offices was 60
m | es each way. Respondent allowed a deduction for 120 m | es of
travel per week at the statutory mleage rate of 31 cents per
mle ($1,934.40 per year).

Petitioner failed to explain coherently the basis for the
additional anounts clained. Petitioner’s testinony suggests the
addi tional anounts clained are an estimte of comuti ng expenses
bet ween his home and office. Comruting expenses are not

deducti ble. See sec. 162; Fausner v. Conmi ssioner, 413 U.S. 838

(1973); Heuer v. Comm ssioner, 32 T.C. 947, 951 (1959), affd. per

curiam 283 F.2d 865 (5th Cr. 1960); Reynolds v. Conm ssioner,

T.C. Meno. 2000-20. Conmuting expenses between a hone office and
anot her pl ace of business are deductible if the home office is

t he taxpayer’s principal place of business. Strohnaier v.

Comm ssioner, 113 T.C 106, 113-114 (1999); Curphey v.

Comm ssioner, 73 T.C. 766, 777-78 (1980); Gosling v.
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Conmi ssioner, T.C. Menp. 1999-148. Petitioner’s residence was

not his principal place of business. Therefore, he is not
entitled to deduct his commuting expenses.

Petitioner clains on brief, wthout any citation of the
record, that the “other property | ease” anmounts represent rent
paid to the landlord for the Burbank office. Respondent allowed
a deduction for all rent paid for use of the Burbank office. It
is apparent that petitioner has not shown what the $11,500 in
clainmed “other property |ease” expenses was for. Petitioner did
not substantiate his “other property | ease” claim

Petitioner argues on brief that $1,848 should be allowed for
repai rs and mai ntenance. Respondent already allowed this anount.
Petitioner’s presentation to the Court was so di sorgani zed t hat
petitioner apparently briefed an issue that is not in dispute.

Respondent has al |l owed deductions for all anounts petitioner
substantiated. Petitioner has presented no credible evidence to
support the allowance of additional deductions. W therefore
uphol d respondent’ s determ nation disallow ng Schedule C
deductions and cost of goods sold of $278, 365.

Ai r pl ane Expenses

Petitioner asks the Court to allow hima deduction for
expenses relating to his airplane. Petitioner did not claim
deductions for airplane expenses on his return, nor did he seek

al | omance of deductions for airplane expenses in his petition to
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this Court. Petitioner made no notion to anmend his petition and
raised this issue for the first tine at trial. Respondent
contends that we should not consider petitioner’s request because
petitioner failed to raise the issue in his petition. “W have
hel d on numerous occasions that we will not consider issues which

have not been pleaded.” Foil v. Conm ssioner, 92 T.C. 376, 418

(1989), affd. 920 F.2d 1196 (5th G r. 1990); Markwardt v.

Commi ssioner, 64 T.C 989, 997 (1975); Brum ey v. Conmm ssioner,
T.C. Meno. 1998-424.

Copi es of petitioner’s “flight log” were received in
evi dence, and we heard his testinony on the subject. The issue
was tried by consent, see Rule 41(b), and we will consider the
issue on the nerits. For the reasons set forth bel ow, we deny
petitioner’s belated clains for the deductibility of airplane
expenses.

First, petitioner did not show the travel expenses were not
incurred in commuting fromhis honme. Taxpayers cannot deduct
commuti ng expenses even if the taxpayer’s hone is a | ong distance

fromhis office. In Conm ssioner v. Flowers, 326 U. S. 465, 473

(1946), the Suprenme Court denied a deduction for travel expenses
bet ween the taxpayer’s hone in Jackson, M ssissippi, and his

office in Mbile, A abama, stating: “Wether he naintai ned one
abode or two, whether he traveled three blocks or three hundred

mles to work, the nature of these expenditures remined the
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sane.” See also United States v. Tauferner, 407 F.2d 243 (10th

Cr. 1969); Smith v. Warren, 388 F.2d 671 (9th G r. 1968);

Bunevith v. Comm ssioner, 52 T.C 837 (1969), affd. wthout

publ i shed opinion 25 AFTR 2d 935, 70-1 USTC par. 9414 (1st G
1970) .

Petitioner offered conflicting testinony at trial as to
whet her his airplane was used for commuting. At one point, he
testified: “lI do go fromthe hone office to the airport for
transportation by plane to Burbank where ny other office is and
have a car at the airport in Burbank to link up with that airport
and ny office there.” He then attenpted to change this
testinony: “I usually |eave on a Friday afternoon fromthe
medi cal office in Fresno and go to the Burbank office. It’s
mainly office to office commuting.”

After trial, petitioner attenpted to clarify his testinony
with a self-serving hearsay declaration submtted with his reply
brief. Petitioner states in the declaration that he never
travels directly fromhis hone to Burbank but instead al ways
| eaves fromhis Fresno office. W decline to consider
petitioner’s declaration submtted after trial. The statenents
are hearsay and untinely, and we do not find the statenents in
the declaration to be credible in [ight of petitioner’s

spont aneous trial testinony.
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Second, petitioner’s travel expenses are subject to the
strict substantiation requirenents of sections 274(d) and
280F(d)(4)(ii). Petitioner failed to substantiate the anount of
hi s expenses or the tine, place, and busi ness purpose of his
travel. Petitioner’s “flight log” was not |egible and did not
contain the specific information required by section 274(d), such
as the business purpose of each flight. Petitioner clainmed that
the airplane was used for travel to and from his Burbank office,
for travel to business neetings (none of which were
substantiated), and for maintaining his flying proficiency which
he clains is “hel pful”, but not strictly required, for
mai ntai ning his status as a nedical examner for airline pilots.
Petitioner’s conpliance with the strict substantiation
requi renents of section 274(d) is necessary in order to enable
the Court to determ ne the percentage of business use and thus

t he al |l owabl e anpbunt of petitioner’s clained deductions. See

Noyce v. Comm ssioner, 97 T.C. 670 (1991) (treating flight
trai ning, personal use, and mai ntenance flights as nonbusi ness
use and all owi ng deduction only for business-use portion of
expenses).

Wth respect to deductions other than depreciation,
petitioner nmust establish that the expenditures were ordinary,

necessary, and reasonable. [d. at 685; Marshall v. Conm ssioner,

T.C. Meno. 1992-65. To establish that the expenses are ordinary,
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petitioner nust show that the expenses were of the type expected
to be incurred in his business and were not personal expenses

incurred for pleasure. See Noyce v. Conm ssioner, supra at 687;

Marshall v. Conm ssi oner, supra. Petitioner must al so establish

that the expenses were reasonabl e under the circunstances. This
requires petitioner to establish that the expenses did not exceed
the incone earned or expected fromthe activity. See Noyce v.

Conmi ssi oner, supra at 687-688. Petitioner failed to show t hat

he generated a profit from having a Burbank office. In
particul ar, he did not show that his Friday afternoon trips to
Bur bank were nmade for business and not personal purposes.

Petitioner has failed to establish his entitlenent to the
deductions for airplane expenses. Therefore, petitioner’s
request to deduct airplane expenses is denied.

Hone O fice Deduction

Petitioner seeks to deduct two-thirds of the expenses of
mai ntai ning his honme (including his nortgage paynents, both
principal and interest, taxes, insurance, and utilities) as
above-the-1line business expenses under sections 162(a) and 280A.
Petitioner has already been allowed an item zed deduction for
nortgage interest and real estate taxes. The repaynent of

nmortgage principal is, of course, not deductible. Comm ssioner

v. Tufts, 461 U. S. 300, 307 (1983). Petitioner appears to be

seeki ng a doubl e deduction, which, of course, is not permssible.
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Respondent objects to the Court’s consideration of
petitioner’s request to deduct as business expenses two-thirds of
t he expenses incurred in maintaining his hone, because petitioner
did not assert the claimin his petition. Although petitioner
did not properly plead this issue, it was tried by consent and we
will decide it.

Petitioner has failed to establish his entitlenent to deduct
two-thirds of the costs of mamintaining his hone (or any portion
of such costs). Under section 280A(c), no deduction is allowed
for expenses relating to a dwelling unit used as a residence,
unl ess a portion of the residence is “exclusively used on a
regul ar basis” as either the “principal place of business
* * * of the taxpayer” or “as a place of business which is used
by patients, clients, or custoners in neeting or dealing with the
taxpayer in the normal course of his trade or business”.
Petitioner did not use his honme as his only place of business.

He mai nt ai ned business offices in Fresno, Merced, and Burbank.

In addition, petitioner failed to establish that his
resi dence was his principal place of business. The |ocation of
the taxpayer’s inportant or significant business activities is an
i nportant indicator of the principal place of business. In

Conmm ssioner v. Soliman, 506 U . S. 168 (1993), the Supreme Court

hel d that an anesthesiologist’s principal place of business was

t he hospital where he perforned his nmedical services, not his
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hone office. See also Chong v. Conmi ssioner, T.C. Mnp. 1996-232

(rejecting argunent by nedical doctor that billing and collecting
frompatients constitutes a separate trade or business). Like

t he anesthesiologists in Solinman and Chong, petitioner does not
see patients at his home office. Petitioner maintains separate
medi cal offices at which he perforns the nost inportant functions
of his nedical practice. Petitioner’s hone office was not the
princi pal place of business for his nedical practice, or the

pl ace used by patients, clients, or custoners in neeting or
dealing with petitioner in the normal course of his trade or

busi ness.

Petitioner argues that his honme is the principal place of
busi ness for his separate trade or business of making filnms and
witing and selling nusic. However, petitioner did not establish
how much time he spent or noney he made on his filmand nusic
activities. Petitioner testified that any receipts fromhis film
and nusic activities were comnmngled with those of his nedical
practice and coul d not be accounted for or determ ned separately.
Any hone-office deduction would be limted to the gross incone
derived fromthe business use of the residence. Sec.

280A(c)(5); Tobin v. Comm ssioner, T.C Menp. 1999-328.

Petitioner did not establish that the revenues fromthe use of
hi s home woul d exceed his claimed deductions for nortgage

interest and real estate taxes allocable to such use that were
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all owed irrespective of whether the hone was used for business.

Petitioner also failed to establish he conducted a separate
trade or business of making filnms or of conposing and selling
music. Petitioner testified he produced no filnms in either 1996
or 1997, other than a few slide presentations in 1997 used in his
medi cal practice. Petitioner also failed to establish that
expenses relating to a separate trade or business of making filns
or conposing and selling nmusic woul d have been all owabl e under
section 183 (which disallows |osses fromactivities not engaged
in for profit).

Finally, petitioner failed to establish that his proposed
al l ocation of hone expenses was appropriate. Petitioner’s
proposed al location is based on an estimate of the portion of his
home used to store his filmand nusic equi pnment. A deduction for
use of a honme for storage of business property is allowed if the
dwelling is the “sole fixed |location of such trade or business”
and is used as a “storage unit for the inventory or product
sanpl es” of the taxpayer’s trade or business. Sec. 280A(c)(2);

Banatwal a v. Conmi ssioner, T.C. Mnop. 1992-483. Petitioner used

his residence to store audio and vi deo equi pnment used to make
films and nmusic, not inventory held for sale to custoners or

sanples. Petitioner also failed to establish that his hone is
the sole location of his trade or business. W therefore deny

petitioner’s request to deduct two-thirds or any portion of the
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expenses of maintaining his honme as a trade or business expense
under sections 162(a) and 280A because he failed to substantiate
his entitlenment to the clained deducti ons.

Accur acy-Rel ated Penalties Under Section 6662(a)

Section 6662(a) inposes a 20-percent penalty on the
under paynent of tax attributable to, anong other things, the
t axpayer’s “negligence”, sec. 6662(b)(1), or “substanti al
under statenment of inconme tax”, sec. 6662(b)(2). Negligence is
defined to include the “failure to make a reasonable attenpt to
conply” with the tax laws. Sec. 6662(c). A “substanti al
understatenent” is an understatenent for the taxable year
exceeding the greater of 10 percent of the proper tax or $5, 000.
Sec. 6662(d) (1) (A).

Section 7491(c) inposes on respondent the burden of
production of evidence that the section 6662(a) penalty is
appropriate, but respondent need not produce evi dence regarding

reasonabl e cause. See Hi gbee v. Commi ssioner, 116 T.C. 438, 446-

447 (2001).
Petitioner reported Federal income tax liabilities of $2,465
for 1996 and $4,497 for 1997. On the basis of concessions nade

thereafter and this Court’s rulings, petitioner’s tax liability
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w Il substantially exceed the anmounts shown on his returns.
Petitioner substantially understated his tax liabilities for 1996
and 1997.

Mor eover, petitioner was negligent. He failed to nmaintain
adequate records of his incone and deductions, failed to
substantiate many itens clainmed on his returns, artificially
reduced his incone through the use of shamtrusts, and (as is
di scussed bel ow in connection with the Court’s consideration of
section 6673(a) sanctions) maintained positions on his returns,
in his petition, and through and after trial of this case that
were frivol ous.

Petitioner argues that no accuracy-rel ated penalty should be
i nposed because he acted in good faith upon the advice of his tax
advisers. W disagree. Wile section 6664(c)(1) provides for
relief frompenalties where the taxpayer shows good faith and
reasonabl e cause for the understatenment, nere reliance on
advisers is not sufficient to establish good faith and reasonabl e
cause. Sec. 1.6664-4(b)(1), Incone Tax Regs. (“Reliance on * * *
the advice of a professional tax advisor * * * does not
necessarily denonstrate reasonabl e cause and good faith.”).

Petitioner clains he reasonably relied on Henkell, the
shelter pronoter, in creating his trust shelters. Petitioner
states that “there was no adverse information surroundi ng Robert

Henkell and his extensive trust business at the tine Dr. Edwards
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relied on himand his advice, 1995. Robert Henkell before his
| RS downfall, was a | eader in the Trust business”.
It is well established that taxpayers generally cannot
“reasonably rely” on the professional advice of a tax shelter

pronoter. See Goldman v. Conm ssioner, 39 F.3d 402, 408 (2d G

1994) (“Appellants cannot reasonably rely for professional advice
on soneone they know to be burdened with an inherent conflict of

interest.”), affg. T.C. Menp. 1993-480; Neonatol ogy Associ ates,

P.A. v. Comm ssioner, 115 T.C. 43, 98 (2000) (“Reliance may be

unreasonabl e when it is placed upon insiders, pronoters, or their
offering materials, or when the person relied upon has an
i nherent conflict of interest that the taxpayer knew or should

have known about.”); Marine v. Conm ssioner, 92 T.C. 958, 992-993

(1989), affd. wi thout published opinion 921 F.2d 280 (9th Cr
1991). Such reliance is especially unreasonabl e when the advice
woul d seemto a reasonable person to be “too good to be true”.

Pasternak v. Conm ssioner, 990 F.2d 893, 903 (6th G r. 1993),

af fg. Donahue v. Conm ssioner, T.C Meno. 1991-181; Elliott v.

Commi ssioner, 90 T.C 960, 974 (1988), affd. w thout published

opinion 899 F.2d 18 (9th Cr. 1990); Gale v. Comm ssioner, T.C

Menmo. 2002-54.
This is another case of “too good to be true”. Petitioner
coul d not reasonably have believed that he could transfer fully

depreci ated property to the trusts w thout recognizing gain and
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thereby give the trusts a “stepped-up” basis upon which to take
addi ti onal depreciation deductions. Nor could he have reasonably
bel i eved he could successfully use the trusts to cone close to
zeroing out his taxable inconme and his Federal incone tax
[tabilities. At a mninmum advice to that effect would cause a
reasonabl e person to seek i ndependent confirmation froma
reliable and disinterested adviser. Moreover, in the case at
hand, petitioner continued to assert the validity of his trusts
long after he learned of the invalidity of Henkell’s trust
schenes.

Petitioner also argues that respondent commtted a “m sdeed”
by determ ning deficiencies substantially in excess of the
anounts that ultimately wll be redeterm ned, and that
respondent’s “m sdeed” should mtigate petitioner’s liability for
penalties. Petitioner cites no authority for his argunment. It
is dead wong and has no basis in fact or law. Petitioner failed
to maintain and to produce to respondent, in response to
respondent’ s proper requests, records to substantiate his incone
and expenses. Respondent did not conmt a “m sdeed” in
reconstructing petitioner’s inconme and disallow ng his deductions
after petitioner failed to produce proper records to support his
return positions. W uphold respondent’s determ nations that
petitioner is liable for accuracy-rel ated penalties under section

6662(a) .
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Penal ti es Under Section 6673(a)

Section 6673(a)(1l) allows the Tax Court to inpose a penalty
of up to $25,000, payable to the United States, when (A a
taxpayer institutes or maintains a proceeding primarily for
delay, (B) the taxpayer’s position in the proceeding is frivol ous
or groundless, or (O the taxpayer unreasonably failed to pursue
avai l abl e adm ni strative renedies. Section 6673(a)(2) allows the
Tax Court to require counsel who unreasonably and vexatiously
mul ti ply the proceedings before the Tax Court to pay the other
party’s excess costs, expenses, and attorney’s fees.

Respondent has asked us to inpose section 6673(a)(1)
penal ti es agai nst petitioner because he nmade frivol ous or
groundl ess argunents regarding: (1) The “Delpit” issue, (2) the
“Scar” issue, (3) the “Agency” issue, and, until 12 days before
posttrial briefs were due, (4) the abusive trust issue. 1In
reply, petitioner argues these were all strong and proper | egal
argunments of first inpression. In his reply brief, petitioner
asks us to include in our opinion a detailed ruling on each of
t hese issues. W consider each of these argunents--and
petitioner’s request--in deciding whether to i npose section
6673(a) (1) sanctions against petitioner and section 6673(a)(2)
sanctions agai nst petitioner’s counsel.

The “Del pit” |ssue

Petitioner argued throughout the case, despite the Court’s
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adnoni tions that the argunent was without nmerit as a matter of
|l aw, that the notice of deficiency should be invalidated because
respondent failed to send a prelimnary 30-day letter to
petitioner, and failed to offer other adm nistrative hearings,
before issuing the notice of deficiency. Petitioner bases his

argunment on Delpit v. Conmi ssioner, 18 F.3d 768 (9th Cr. 1994).

The issue in dispute in Delpit had nothing to do with the
validity of a notice of deficiency. The issue in Delpit was
whet her an appeal from a decision of the Tax Court constitutes
the “commencenent or continuation * * * of a judicial,
adm nistrative, or other action or proceedi ng agai nst the debtor”
id. at 770, within the neaning the 11 U S.C. sec. 362(a)(1l), the
automatic stay in bankruptcy. In dicta, the Court of Appeals in
Del pit described the usual procedure in tax cases:

Under the inconme tax assessnent procedure, a taxpayer

is barred frompetitioning the Tax Court until he has

first participated in a nunber of admnistrative

proceedi ngs that are initiated "against”" him These

proceedi ngs include an audit, a neeting with a revenue
agent and a supervisor, a 30-day letter ("Prelimnary

Notice"), formal proceedi ngs before the I RS Appeal s

Division, and a 90-day letter ("Notice of Deficiency").

These proceedi ngs may continue with the taxpayer's

request to the Tax Court to renove or reduce the

deficiency assessnent and, next, an appeal by one party

or the other to the Court of Appeals. [1d.]

Petitioner asserts that the Court of Appeals’ general
description of ordinary tax procedure, in dicta, in Delpit,

constitutes authority for invalidating the notice of deficiency
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if the ordinary procedure is not followed. Petitioner cites no
case, no statute, no regulation, and no other relevant authority
to support his argunent.?®

The I nternal Revenue Code and the regul ations do not require
the Comm ssioner to send a prelimnary 30-day letter or to hold
an adm ni strative Appeals hearing before issuing a notice of
deficiency. A 30-day letter and an opportunity for an Appeals
hearing is a matter of adm nistrative practice and procedure and
not a requirement of law. It is hornbook |aw that “interpretive
rules, general statenents of policy or rules of agency
organi zati on, procedure or practice” are not binding upon an

agency. Chrysler Corp. v. Brown, 441 U. S 281, 313-314 (1979).

I n making his argunment, petitioner and his counsel fail to
cite the |l ong unbroken |line of cases stretching back nearly 50
years rejecting petitioner’s argunent. For exanple, in a recent

unpubl i shed opinion in G eene v. Conm ssioner, 12 Fed. Appx. 606,

607 (9th Cr. 2001), affg. T.C Meno. 2000-26, the Court of

SPetitioner, in his petition and brief, also cited In re
Universal Life Church, Inc., 191 Bankr. 433 (Bankr., E.D. Cal.
1995); Lyng v. Payne, 476 U. S. 926 (1986); and Fano v. O Neill,
806 F.2d 1262 (5th G r. 1987), in support of his argunment that
the notice of deficiency is invalid because respondent failed to
follow his adm nistrative guidelines. W do not see, and
petitioner made no effort to explain, the rel evance of the
Uni versal Life Church, Lyng, and Fano cases to his argunent that
the notice of deficiency respondent issued is invalid because
respondent failed to provide petitioner with a prelimnary 30-day
notice or an opportunity for a hearing before an Appeals officer.
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Appeal s for the Ninth Grcuit stated:

We further reject Greene’s contention that the Tax
Court | acked jurisdiction over him because the I RS
issued a notice of deficiency without first sending him
a 30-day letter * * * or without conducting fornma
proceedi ngs before the I RS Appeals D vision. The Tax
Court’s jurisdiction does not depend upon any
prelimnary proceedi ngs, but requires only issuance of
a valid deficiency notice. See Kantor v. Comm ssioner,
998 F.2d 1514, 1521 (9th Cr. 1993). Because a
taxpayer is entitled to a de novo proceeding in the Tax
Court upon the filing of a tinely petition for review,
this court will not | ook behind a deficiency notice to
guestion the procedures leading to a determ nation.
| d.

See also Smth v. United States, 478 F.2d 398 (5th Cr. 1973)

(30-day letter directory not mandatory, and therefore not

requi red); Rosenberg v. Conm ssioner, 450 F.2d 529 (10th Cr.

1971) (failure to offer Appeals hearing directory, not

mandatory), affg. T.C. Meno. 1970-201; Luhring v. d otzbach, 304

F.2d 560, 563 (4th Gr. 1962) (“conpliance with * * * [procedural
rules] is not essential to the validity of a notice of

deficiency.”); Bronberg v. Ingling, 300 F.2d 859, 861 (9th GCr.

1962) (“The 30-day letter * * * invites the taxpayer to cone in
and see the conmm ssioner and ‘argue’ with himif he wants to do
so. But the taxpayer is not required to cone. And the 30-day

letter is not required by statute.”); Crowther v. Conm Ssioner,

269 F.2d 292, 293 (9th Cr. 1959) (“30-day letter (not required

by law).”) revg. and remanding 28 T.C. 1293 (1957); Montgonery Vv.

Comm ssioner, 65 T.C. 511, 522 (1975) (30-day letter and

adm nistrative hearings are not required); Geenberg’'s Express,
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Inc. v. Conmm ssioner, 62 T.C 324, 327-328 (1974) (“we wll not

| ook into respondent’s alleged failure to issue a 30-day letter
to the petitioners or to afford them a conference before the
Appel l ate Division”).

Lacking any | egal authority to support his argunent,
petitioner argues that it would be unfair to require a taxpayer
to exhaust his adm nistrative renedies as a condition to being
eligible to recover | egal fees under section 7430 where the
Comm ssioner fails to give the taxpayer the opportunity to pursue
the admnistrative remedies. This concern is easily disposed of
by review ng the | anguage of section 7430. Section 7430(b) (1)
requires the taxpayer only to exhaust “the adm nistrative

renedi es available to such party within the Internal Revenue

Service.” (Enphasis added.) |If the Conm ssioner does not
provi de an avail able adm nistrative renmedy, then the taxpayer’s
rights are not inpaired by the failure to pursue that renedy.

In light of the overwhel m ng body of specific authority
rejecting petitioner’s argunent, the |ack of any |egal support
for petitioner’s argunent, and the |ack of any genui ne basis for
seeking a change in the law, we hold that petitioner’s “Del pit”
argunment is frivolous and groundl ess wthin the neani ng of

section 6673(a)(1)(B).”

‘By a parity of reasoning, as well as the lack of a specific
provision in sec. 6673(a)(1) for inposition of a penalty against
(continued. . .)



The “Scar” |ssue

Petitioner argues that the notice of deficiency should be
held invalid under the standard set forth in Scar V.

Comm ssioner, 814 F.2d 1363 (9th Cr. 1987), revg. 81 T.C 855

(1983), because respondent’s determ nation in the notice of
deficiency was not adequately explained, and because respondent
di sall owed all of petitioner’s deductions wthout making a
sufficient attenpt to identify the deductions to which petitioner
was entitled. Petitioner’s and his counsel’s m sunderstandi ng of
the Scar opinion is so obvious as to constitute willful

“obtuseness”. See Coleman v. Comm ssioner, 791 F.2d 68, 72 (7th

Cir. 1986).

In Scar, the Comm ssioner issued the taxpayers a notice of
deficiency adjusting incone in the amunt of $138, 000 for
“Partnership - Nevada Mning Project.” The taxpayers had not hing
to do with a Nevada m ning project partnership. The Comm ssioner
admtted that the notice of deficiency was issued in error but
sought to proceed to collect other anmounts not referenced in the
noti ce of deficiency that the Comm ssioner clainmed the taxpayers
owed. Citing the general rule that courts do not | ook behind the

notice of deficiency, the Tax Court held that the notice of

(...continued)
t he Comm ssioner, petitioner’s notion for inposition of a penalty
on respondent under sec. 6673(a)(1l) wll be deni ed.
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deficiency was effective to confer on it jurisdiction to
determ ne the correct deficiency owing by the taxpayer. Scar V.

Conmi ssioner, 81 T.C. at 861-862.

The Court of Appeals for the Ninth Crcuit reversed, holding
that a notice of deficiency is invalid if it shows on its face
that no determ nation of tax owi ng by the taxpayer was made. The
Court of Appeal s stated:

We agree with the Tax Court that no particul ar
formis required for a valid notice of deficiency, and
t he Comm ssi oner need not explain how the deficiencies
were determned. * * * “The notice nust at a m ni mum
indicate that the IRS has determ ned the anmount of the
deficiency.” The question confronting us is whether a
formletter that asserts that a deficiency has been
determ ned, which letter and its attachnments make it
patently obvious that no determ nation has in fact been
made, satisfies the statutory nmandate. [Scar v.

Commi ssioner, 814 F.2d at 1367; fn. ref. and citations
omtted.]

In Kantor v. Conmm ssioner, 998 F.2d 1514, 1521-1522 (9th G

1993), affg. in part and revg. in part T.C Meno. 1990-380, the
Court of Appeals for the Ninth Circuit explained its Scar opinion

and the limtation thereon announced in C app v. Conni Ssioner,

875 F.2d 1396 (9th Cir. 1989), as foll ows:

As a general rule, however, we will not “look behind a
deficiency notice to question the Conm ssioner's
notives and procedures leading to a determ nation.”
Id. at 1368.

We recogni zed an exception to this rule in Scar,
where the notice of deficiency revealed on its face
that a determ nation had not been made using the
taxpayer's return. * * *
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W | ater enphasized in Capp v. Conm ssioner,
however, that the kind of review exercised in Scar is
applicable “only where the notice of deficiency reveals
on its face that the Conm ssioner failed to nake a
determnation.” In Cdapp, we determned that the
noti ces of deficiency were adequate to establish
jurisdiction where they indicated various adjustnents
to inconme and the fact that these adjustnents were
based upon the disall owance of deductions. The
taxpayers in Capp attenpted to show that the
Comm ssi oner had not nmade an actual determ nation of
their deficiency by introducing internal I RS docunents
whi ch suggested that at the time the notices were
i ssued, the IRS had not deci ded which |egal theory it
woul d rely upon to secure a deficiency judgnent. W
neverthel ess refused to question the Comm ssioner's
determ nati on because there was no indication on the
face of the notices that a determ nation had not been
made. The disall owed deductions did not refer to
unrelated entities, nor had the tax rate been
arbitrarily set. [Enphasis added; citations omtted.]

See al so Johnston v. Comm ssioner, T.C Meno. 2000-315 (“the

Court * * * has limted the application of Scar to the narrow

ci rcunst ances where the notice of deficiency reveals on its face

that no determ nation was made.”). In Meserve Drilling Partners

v. Comm ssioner, 152 F.3d 1181 (9th Cr. 1998), affg. T.C Meno.

1996-72, the Court of Appeals for the Ninth Crcuit nmade clear
that all the Comm ssioner nust do is exam ne the taxpayer’s
returns and consi der the taxpayer’s deductions. Recently, in an
unpubl i shed opinion, the Court of Appeals for the Nnth Grcuit,
in a case argued by petitioner’s counsel, rejected petitioner’s
argunent that Scar applies where, as in the case at hand, the

noti ce of deficiency shows how the deficiency was conput ed.

Staggs v. Comm ssioner, 25 Fed. Appx. 566 (9th Cir. 2001).
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Petitioner’s contention that the notice of deficiency is
i nval id because respondent did not adequately explain the basis
for his determ nation was specifically rejected in the Scar
opinion itself: “the Conm ssioner need not explain how the

deficiencies were determned.” Scar v. Conm ssioner, 814 F.2d at

1367. Simlarly, petitioner’s contention that the bl anket deni al
of deductions renders the notice of deficiency invalid was
rejected by the Court of Appeals for the Ninth Grcuit in both

Clapp v. Commi ssioner, supra, and Kantor v. Conmi SSioner, supra.

Petitioner does not allege that the notice of deficiency
shows on its face that the determ nation relates to another
person or that the tax rates were arbitrarily set. Petitioner’s
all egation that the notice of deficiency was erroneous or even
arbitrary does not raise a proper challenge to its validity under
Scar. Petitioner’s counsel should have known after only a
cursory reading of the cases that the Scar exception does not
apply to the case at hand.

We al so reject out of hand petitioner’s unsupported argunent
t hat respondent acted inproperly in disallowng all deductions in
the notice of deficiency. Respondent nmade nore than reasonabl e
efforts to obtain frompetitioner records to support the
deductions that petitioner had clained on his tax returns.
Petitioner refused to produce docunentation to support his

deductions. He made unwarranted demands on respondent to reply
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inwiting to his frivolous and i nproper questions.

Petitioner’s contention that Scar v. Conm ssioner, 814 F.2d

1363 (9th Gr. 1987), supports his argunent is dead w ong.
Petitioner’s argunment that the notice of deficiency is invalid
because respondent did not nake additional efforts to verify
petitioner’s claimed deductions after petitioner refused to
substantiate themis frivolous and groundl ess within the nmeani ng
of section 6673(a)(1)(B)

The “Agency” |ssue

Petitioner has devoted 3 pages of his 12-page reply brief to
arguing that the Internal Revenue Service is not an “agency of
the United States”. Presunably, petitioner intends by this
argunment to suggest that respondent has no authority to determ ne
or collect petitioner’s incone tax deficiencies.

I n support of his argunent, petitioner quotes a footnote

fromthe Supreme Court’s opinion in Chrysler Corp. v. Brown, 441

U S at 297 n.23 (1979), a single page of an answer to a
conplaint allegedly filed by the United States in an |daho

District Court case entitled Diversified Metal Prods., Inc. v. T-

Bow Co. Trust, 78 AFTR 2d 5830, 96-2 USTC par. 50,437 (D. |daho

1996), citing at note 3 Blackmar v. QGuerre, 342 U. S. 512, 514
(1952).
Petitioner’s argunment is tax protester gibberish. [It’s bad

enough when ignorant and gullible or disingenuous taxpayers utter
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tax protester gibberish. [It’s nmuch nore disturbing when a nenber
of the bar offers tax protester gibberish as a substitute for
| egal argunent.

The Internal Revenue Service is an agency of the United
States Departnent of the Treasury. Secs. 7801(a), 7803. Section
7801 provides that “the adm nistration and enforcenment of this
title shall be performed by or under the supervision of the
Secretary of the Treasury.” Section 7803(a) provides for the
appoi ntnent of a Conm ssioner of Internal Revenue under the
Departnent of the Treasury. Section 7803(a)(2) provides that the
Comm ssi oner of Internal Revenue shall, anong other things,
“adm ni ster, nmanage, conduct, direct, and supervise the execution
and application of the internal revenue laws or related statutes
and tax conventions to which the United States is a party”.
Section 7804(a) authorizes the Conm ssioner to enpl oy, supervise,
and direct subordinate persons to adm nister and enforce the
internal revenue |laws. These sections of the Internal Revenue
Code dispel any notion that the Internal Revenue Service is not
authorized to adm nister and enforce the internal revenue | aws.

The Suprene Court recognized in Donaldson v. United States,

400 U. S. 517, 534 (1971), that “the Internal Revenue Service is
organi zed to carry out the broad responsibilities of the
Secretary of the Treasury under section 7801(a) of the 1954 Code

for the adm nistrati on and enforcenent of the internal revenue
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laws.” Courts have repeatedly rejected as frivol ous the
argunent, advanced by petitioner in the case at hand, that the
I nternal Revenue Service is not a governnental agency. |In Young

v. IRS, 596 F. Supp. 141, 147 (N.D. Ind. 1984), the court stated:
it is clear that the Secretary of the Treasury has ful
authority to adm nister and enforce the Internal
Revenue Code, 26 U.S.C. 87801, and has the power to
create an agency to adm nister and enforce the | aws.
See 26 U.S.C. 87803(a). Pursuant to this |egislative
grant of authority, the Secretary of the Treasury
created the IRS. 26 C. F.R 8601.101. The end result
is that the IRSis a creature of “positive | aw because
it was created through congressionally nmandated power.
By plaintiff's own “positive |aw prem se, then, the
IRS is a validly created governnental agency and not a
“private corporation.” * * *

In Salman v. Dept. of Treasury, 899 F. Supp. 471, 472 (D. Nev.

1995), the court stated: “The court finds there is no basis in
fact for Salman's contention that the IRS is not a governnent
agency of the United States. * * * |n short, Salman's action is
whol ly frivolous, and this court nust dismss it with prejudice.”

In Kay v. Summers, 86 AFTR 2d 7161, 7165, 2001-1 USTC par.

50, 103, at 87,013 (D. Nev. 2000), the court held the plaintiff’s
contention “that the Internal Revenue Service is sone sort of
private corporation, not a governnment agency” to be frivol ous.

See also United States v. Fern, 696 F.2d 1269, 1273 (11th Cr

1983) (“Clearly, the Internal Revenue Service is a ‘departnment or

agency’ of the United States.”); Thonson v. United States, 88

AFTR 2d 5620, 5621, 2001-2 USTC par. 50,614, at 89,521 (S.D. Fla.
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2001) (“The Internal Revenue Service is a ‘departnent or agency’
of the United States.”).

In Malone v. Conm ssioner, T.C Meno. 1998-372, we inposed

sanctions totaling $15,000 agai nst the taxpayers for advanci ng
frivol ous argunments, including the argunent that the |Internal
Revenue Service is not an agency of the United States: “Contrary
to petitioners’ argunent, there is, in fact and in law, an IRS.”

In Brandt v. Conmm ssioner, T.C Meno. 1993-411, we inposed

section 6673 sanctions of $5,000 for neritless argunents
di sputing the Internal Revenue Service's authority. Petitioner
cited none of these authorities to the Court.

Furthernore, the authorities petitioner cited do not support

his argunment. The issue in Chrysler Corp. v. Brown, 441 U S. 281

(1979), was whether Chrysler could maintain an action to enjoin
the Secretary of Labor from making public reports that Chrysler,
as a Governnent contractor, was required to file to show
conpliance wth Federal affirmative action guidelines. One of
the issues considered by the Court was whether disclosure was
prohi bited by the Trade Secrets Act, 18 U S.C. sec. 1905. The
Court noted that the origins of the nodern Trade Secrets Act
could be traced to an 1864 act barring Governnent revenue

of ficers from maki ng unaut hori zed di scl osure of a taxpayer’s
busi ness information. The Court noted that the 1864 Act was

repealed in 1948. 1In a footnote, the Court made a historical
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reference to the difference between the manner in which revenue
officers operated in the 19th century and the way they operate
t oday:

There was virtually no Washi ngton bureaucracy created
by the Act of July 1, 1862, ch. 119, 12 Stat. 432, the
statute to which the present Internal Revenue Service
can be traced. Researchers report that during the
Cvil War 85 percent of the operations of the Bureau of
I nternal Revenue were carried out in the field--
“including the assessing and coll ection of taxes, the
handl i ng of appeals, and puni shnment for frauds”-- and
this bal ance of responsibility was not generally upset
until the 20th century. L. Schneckebier & F. Eble, The
Bureau of Internal Revenue 8, 40-43 (1923). Agents had
the power to enter any home or busi ness establishnent
to look for taxable property and exam ne books of
accounts. Information was collected and processed in
the field. It is, therefore, not surprising to find

t hat congressional comrents during this period focused
on potential abuses by agents in the field and not on
breaches of confidentiality by a Washi ngton-based
bureaucracy. [1d. at 297 n.23.]

Petitioner’s counsel quotes this footnote as support for her
argunment that the Internal Revenue Service is not a governnental
agency. W are unable to discern how the footnote or the

Chrysler Corp. opinion in any way supports petitioner’s argunent

that the Internal Revenue Service is not an agency of the United
St at es.

Petitioner next clains that in Diversified Metal Prods.,

Inc. v. T-Bow Co. Trust, 78 AFTR 2d 5830, 96-2 USTC par. 50, 437

(D. ldaho 1996), the United States admtted that the Internal
Revenue Service was not an agency, and the court based its

deci sion on that adm ssion. The issue in Diversified Metal was
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whet her the United States’ tax lien had priority over other
claims to funds held in the nane of a third party. The United
States clainmed the third party was the alter ego of the

t axpayer/debtor, and that its tax lien therefore attached to the
funds. The court agreed with the United States.

Petitioner apparently relies on the follow ng footnote in

the Diversified Metal opinion to support his position:

The I nternal Revenue Service, and not the United
States, was originally naned as defendant in this
action. However, the United States is correct that the
I nt ernal Revenue Service has no capacity to sue or be
sued. Blackmar v. Guerre, 342 U.S. 512, 514, 96 L. Ed.
534, 72 S. C. 410 (1952). Therefore, the United
States is properly substituted for the Internal Revenue
Service in this action. [ld. at 5832 n.3, 96-2 USTC
par. 50,437, at 85,462 n. 3.9

In Blackmar v. Guerre, 342 U S. 512 (1952), a discharged enpl oyee

of the Veterans Admi nistration sued the United States C vil
Service Conm ssion for reinstatement. The Court held that
“Congress has not constituted the Conm ssion a body corporate or

authorized it to be sued eo nomne.” 1d. at 514. The Court al so

stated “When Congress authorizes one of its agencies to be sued
eo nomne, it does so in explicit |anguage, or inpliedly because
the agency is the offspring of such a suable entity.” 1d. at

515. By citing Blackmar in support of its decision that the

8On brief, petitioner grossly mscharacterizes this footnote
as “directing that the cause of action should be against the
Comm ssi oner of Internal Revenue personally since he is not
responsi bl e for the conduct of others claimng to act under his
authority”.
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| nt ernal Revenue Service could not be sued eo nom ne, the

District Court in Duversified Metal nerely drew a parallel in

t hat respect between the Internal Revenue Service and the United
States Cvil Service Conm ssion. Nothing in the District Court’s
opi ni on supports petitioner’s argunent that the Internal Revenue
Service is not an agency of the United States or that it |acks
authority to adm nister and enforce the internal revenue | aws.

In sum the statutory authority of the Conm ssioner and the
I nternal Revenue Service is indisputable. The Courts have
repeatedly held that the Internal Revenue Service is an
aut hori zed agency of the United States and rejected as frivol ous
argunents to the contrary. Petitioner cited no genuine authority
for his position and failed to cite the substantial body of
contrary authority directly on point. Finally, petitioner failed
to make a nonfrivol ous argunent for the extension, nodification,
or reversal of existing |law or the establishnent of new | aw.
Petitioner’s argunment that the Internal Revenue Service is not an
agency of the United States and is not authorized to adm nister
and enforce the internal revenue laws is frivol ous and groundl ess
wi thin the neaning of section 6673(a)(1)(B)

The Abusive Trusts

Petitioner conceded after trial and before the parties’
posttrial briefs were due that the trusts shoul d be di sregarded

for Federal inconme tax purposes. In his Federal incone tax
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returns for the years in issue and throughout the trial, however,
petitioner continued to assert that the trusts were separate
entities for Federal incone tax purposes. Respondent contends
that petitioner’s position was frivolous, and that we shoul d

I npose sanctions on petitioner under section 6673(a) for

mai nt ai ni ng that position.

Petitioner argues that we should not inpose sanctions
because he maintained his position in good faith and in reliance
on the pronoter of the trusts, Henkell (who, petitioner clainmns,
was a “leader in the trust business” and “master-trust nmaker of
his time” before being fined and enjoi ned from providing trust

advice in United States v. Estate Pres. Servs., 202 F.3d 1093

(9th Cir. 2000)).

The positions taken by petitioner before this Court were
taken and continued |long after Henkell had been fined and
enjoined fromfurther pronoting his abusive trusts. Respondent
provi ded petitioner with copious citations of our prior cases
hol ding trusts like his to be invalid abusive trusts.

Mor eover, as di scussed above in connection with the
accuracy-rel ated penalties, reliance on the opinion of a shelter
pronoter regarding the validity of the shelter is, as a general

matter, not reasonable reliance. Goldman v. Conm ssi oner, 39

F.3d at 480; Neonatol ogy Associates, P.A. v. Comm ssioner, 115

T.C. at 99; Marine v. Conmmi ssioner, 92 T.C. at 992-993. Such
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reliance is especially unreasonabl e when the advice would seemto
a reasonabl e person to be “too good to be true”. See e.g.,

Past ernak v. Conm ssioner, 990 F.2d at 903; Elliott v.

Commi ssioner, 90 T.C. 960 (1998); Gale v. Comm ssioner, T.C

Meno. 2002-54. A reasonabl e person would find Henkell’s advice
to be too good to be true. At a mninmm such advice would cause
a reasonabl e person to seek independent counsel.

At trial, petitioner sought to defend the trusts as
established for asset protection purposes rather than tax
avoi dance. However, petitioner’s testinony concerning the asset
protection benefits of the trusts was ill-conceived and legally
erroneous.® Even at the time of trial he had not thought through
t he asset protection benefits of using the trusts.

We did not find petitioner’s alleged asset protection
nmotivations to be credible. Petitioner’s argunentative deneanor
while testifying at trial evidenced an intent to justify the
creation of the trusts by diverting the Court’s attention from
hi s tax avoi dance noti ves.

Petitioner redeened hinself to sone extent, however, by
conceding the issue before the parties’ briefs were due.

Petitioner’s |late concession is better than none at all. W wll

°For exanple, petitioner testified to his alleged
under st andi ng that he woul d avoid personal liability for causing
an autonobil e accident if the vehicle he was driving had been
transferred into a trust.
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take petitioner’s bel ated concession into account in setting any
penal ties that should be i nposed.

Section 6673(a)(1) Penalties Agai nst Petitioner

We agree with respondent that petitioner should be penalized
under section 6673(a)(1). Many of the positions he took when he
instituted this proceedi ng, and mai ntai ned throughout this
proceedi ng, were frivolous or groundless. Petitioner’'s “Delpit,”
“Scar,” and “Agency” argunents were entirely without nerit.
Petitioner’s insistence during nost of the case on the validity
of the trusts in the face of overwhel m ng contrary | egal
authority was unjustified.

We al so believe that petitioner’s failure, before the
commencenent of this case, to conply wth respondent’s requests
for records (both his own records and the trusts’ records, which
he controlled), and the unreasonabl e demands he nmade on
respondent for answers to clearly frivolous and i nproper
guestions, constitutes a failure to pursue avail able
adm nistrative renedies. Had he produced his records when
request ed by respondent, there would have been fewer disputed
i ssues at the commencenent of this case, and the trial would have
been shorter and far better organized.

As a mtigating factor, petitioner nade reasonable attenpts
to cooperate with respondent during the trial, resulting in

stipulations to many of the issues originally in dispute.
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Because the Court is raising sua sponte the question whether
petitioner’s counsel should be liable for costs under section
6673(a)(2), we wll defer setting the penalties to be inposed on
petitioner under section 6673(a)(1l) until the parties have
responded to the Court’s inquiries into respondent’s excess costs
attributable to the conduct of petitioner and his counsel.

Section 6673(a)(2) Liability of Petitioner’s Counsel

Oiginally, the tax | aw provided for an award of damages
only against a taxpayer who instituted a case primarily for
del ay. See Revenue Act of 1926, ch. 27, sec. 911, 44 Stat. (Part
1) 109. The danmages provision was | ater adopted as section 6673
of the Internal Revenue Code of 1954.

In 1989, Congress added section 6673(a)(2) to provide for an
award of costs, expenses, and attorneys’ fees against an attorney
where an attorney, including an attorney appearing on behal f of
t he Comm ssioner, has unreasonably and vexatiously multiplied the
proceedi ngs in any case. Omibus Budget Reconciliation Act of
1989, Pub. L. 101-239, sec. 7731(a), 103 Stat. 2400. Section
6673(a)(2) is derived fromsec. 1927 of the Judicial Code, 28
US C sec. 1927 (1988). See H Rept. 101-247, at 1399-1400
(1989).

In Harper v. Comm ssioner, 99 T.C 533, 545 (1992), we noted

the dearth of opinions interpreting and applying section

6673(a)(2), and relied upon casel aw under 28 U. S.C. sec. 1927 for
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the I evel of m sconduct justifying sanctions. The |anguage of 28
U S.C sec. 1927 is substantially identical to that of section
6673(a)(2), and the two statutes serve the sanme purposes in

different fora. See Johnson v. Conm ssioner, 289 F.3d 452 (7th

Cr. 2002), affg. 116 T.C. 111 (2001); Harper v. Conm SSioner,

supra at 545. The interpretation given section 6673(a)(2) and 28
U S. C sec. 1927 has historically been the sane.

I n Harper v. Conm ssioner, supra, we found that while nost

Courts of Appeal require a finding of bad faith as a condition
for inposing sanctions under 28 U S. C. sec. 1927, a few have
adopted the | esser standard of recklessness. 1d. at 545-546. The
Court of Appeals for the Ninth Crcuit, the venue for an appeal
in the case at hand, has occasionally stated that sanctions under
28 U.S. C. sec. 1927 are appropriate where the attorney conduct

mul ti plying the proceedings was reckless. B.K.B. v. Maui Police

Dept., 276 F.3d 1091, 1107 (9th Gr. 2002); Fink v. Gonez, 239

F.3d 989, 993 (9th Cr. 2001); United States v. Associ ated

Conval escent Enters., Inc., 766 F.2d 1342 (9th G r. 1985).

Because we find petitioner’s counsel’s conduct satisfies the
condition for a finding of bad faith, as formul ated by the Court

of Appeals for the Ninth Crcuit, we need not decide whet her

1028 U.S.C. sec. 1927 (1988) provides that “Any attorney
* * * who so multiplies the proceedings in any case unreasonably
and vexatiously nmay be required by the court to satisfy
personal |y the excess costs, expenses, and attorneys’ fees
reasonably incurred because of such conduct.”
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reckl essness, w thout nore, would justify the inposition of

sanctions under section 6673(a)(2). See, e.g., Ns Famly Trust

v. Comm ssioner, 115 T.C 523, 547 (2000); Dixon v. Comm ssioner,
T.C. Meno. 2000-116.

In the view of the Court of Appeals for the Ninth Crcuit,
“bad faith” is present when an attorney knowi ngly or recklessly

raises a frivolous argunent. |In re Keegan Mygnt. Co., Sec.

Litig., 78 F.3d 431, 436 (9th Cr. 1996); Estate of Blas v.

Wnkler, 792 F.2d 858, 860 (9th Cr. 1986). This is consistent
with the notion that a nenber of the bar should be deenmed to have
the ability to recognize a frivol ous argunent when he or she
encounters it. Wile we have sone doubt that Ms. Spaid intended
to harass respondent, we have no doubt she know ngly and

reckl essly made frivol ous argunents in pretrial nenoranda, at
trial, and in posttrial briefs.

Al litigants, especially nenbers of the bar who have
received training in |law and professional responsibility, are
expected to read the cases cited for the Court, to assure that
t hose cases remain current, and to advance only those | egal
argunents that are warranted by existing |law, by nonfrivol ous
argunment for its extension, nodification, or reversal, or by the
establishment of newlaw See, e.g., Fed. R Cv. P. 11(b)(2);

Col eman v. Comm ssioner, 791 F.2d 68, 72 (7th Cr. 1986) (“The

pur pose of sections 6673 and 6702, |ike the purpose of Rules 11
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and 38 and of sec. 1927 [of 28 U S.C.], is to induce litigants to
conformtheir behavior to the governing rules regardless of their
subj ective beliefs. Goundless litigation diverts the tinme and
energi es of judges fromnore serious clains; it inposes needl ess
costs on other litigants. Once the |legal system has resolved a
claim judges and | awers nust nove on to other things. They
cannot endl essly rehear stale argunents.”).

Petitioner’s counsel continued to advance the “Delpit”,
“Scar”, and “Agency” issues |long after being warned that the
i ssues were frivolous and woul d not be considered by the Court.
Petitioner’s counsel persisted in raising these issues and
requesting that we rule on themeven after petitioner stipulated
that they were no |longer issues in the case. In neking these
argunents, petitioner’s counsel cited no rel evant supporting
authority and either failed to performthe basic research to
di scover or failed to disclose the substantial body of authority
specifically rejecting her argunents as frivol ous.

We are m ndful that there can be a thin |line between zeal ous
advocacy and frivolity. The Court nust “avoid hindsight review
of the claim to resolve all doubts in favor of the signer and to
refrain frominposing sanctions where such action would stifle
the enthusiasmor chill the creativity that is the very |ifeblood

of the law.” Geenhouse v. United States, 780 F. Supp. 136, 144

(S.D.N Y. 1991) (discussing sanctions under Fed. R Cv. P. 11).
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We do not intend by our ruling to stifle the enthusiasmor chil
the creativity of counsel for taxpayers in this Court. W sinply
expect petitioner’s counsel to read the authorities she cites for
us, to performsufficient |legal research to assure that her
argunents are not bogus, and to explain the reasoni ng behind her
argunents.

We recogni ze that petitioner originally appeared in this
case by filing his petition pro se. Petitioner’s counsel
appeared on his behalf shortly after this case was set for trial.
Sonme of the frivolous argunents that petitioner’s counsel
advanced during and after trial were originally contained in the
petition, such as the “Delpit” issue and the validity of the
trusts for Federal incone tax purposes. Qhers were added after
her appearance, such as the “Scar” and “Agency” issues. W, of
course, should not and do not hold petitioner’s counsel
responsi bl e for positions taken by petitioner before counsel’s
appearance. However, once counsel appears in the case, counsel
has an obligation to proceed in accordance with the applicable
rul es of professional conduct. An attorney cannot advance
frivolous argunments to this Court with inmpunity, even if those
argunments were initially developed by the client. Petitioner’s
counsel is liable only for the results of her own inproper
conduct, and is not liable for actions taken by petitioner before

her appearance in the case.
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We therefore determine that it is appropriate for us to
require petitioner’s counsel, Noel W Spaid, to pay personally
such excess costs, expenses, and attorney’s fees as have been
reasonably incurred by respondent as a result of the matters
identified above. Respondent will be ordered to submt an
affidavit of such costs, expenses, and attorney’s fees wthin 60
days for consideration by the Court. The affidavit should be
item zed in sufficient detail to make clear how the tinme spent by
respondent in each instance was causally related to the frivol ous
argunents or other sanctionabl e behavior of petitioner’s counsel.
Respondent’s affidavit, in a separate section, should identify
any action or nonaction by petitioner and his counsel which, even
t hough not a ground for increasing the penalty to be inposed on
petitioner’s counsel, inposed additional costs, expenses, and
attorney’ s fees on respondent.

Petitioner and his counsel will be permtted to file
obj ection or objections to respondent’s affidavit within 30
cal endar days after the affidavit is filed.

To reflect the foregoing,

An appropriate order wll

be issued, and decision wll

be entered under Rul e 155.
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APPENDI X

David Edwards, M.D.
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FINANCIAL FLOW OF COMMON- LAW TRUST SYSTEMS
IRREVOCABLE, DISCRETIONARY, COMPLEX TRUSTS
TRUST INCOME & EXPENSE FLOW

DAVID EDWARDS, M.D.

CLAW
SCOTT,
SI ERRA,
MALPASO CLAW LAP TAKE FI VE SOL
Tr ust Upst ream ng Upst ream ng Per sonal I nvest nent O her Real Focus
Function Trust - Trust - Resi dence Trust Estate Trust
Equi prent . Service & Tr ust Tr ust
(Aut onpbi | €) Suppl i es
I ncome Rent or Paynent s Rent from Sal e Rest or K-1 Divi dends
Lease for services ot her Trusts, Proceeds Lease from ot her
Contracts w or supplies Cor por ati ons, I nterest Sal e Trusts,
busi ness Account s Tenant s, Di vi dends proceeds
Recei vabl es or Businesses
Expenses Lease or Pur chase of Nor nal Pur chase of Adverti sing Nor nmal
Contract suppl i es, Mor t gage I nvest nent s Mor t gage Charitable
paynents. Account Taxes Dividend to Taxes Contri butions
Expenses to Recei vabl es, Mai nt enance Focus Trust Mai nt enance K-1 Di vi dends
mai ntain Inventory at I nsurance | npr ovenent s to Beneficiary
equi prment st andard, Suppl i es I nsurance Educat i onal
Gas resell at Depreci ati on Suppl i es expenses,
Suppl i es Profit Repairs Depreci ati on Medi cal
Repairs Dividend to Utilities Repairs I nsurance
Rent to Focus Trust Add ons Utilities Medi cal
other trusts | npr ovenent s Add ons paynents,
Dividend to Furniture | npr ovenent s
Focus Trust Di vidend to Furniture Abnor nal
Focus Trust Fi xtures Li fe I nsurance
Dividend to prem uns
Abnor mal Focus Trust
T. V.
News paper
Phone
Assets held Equi pnent Contracts Resi dence St ocks, Property UBls in other
etc. Trusts
Depreci ati on Equi pnent None Resi dence None Property none
Furniture
Prior to the end of the cal endar (tax) year, a Trust can reduce its taxable

i ncomre by paying Trustee Fees (1099) or wages to enployees (W2). A Trust can
al so make unlimted charitable contributions with a wite-off of up to 100%
of the Trust inconme. If there is still taxable inconme remaining in your trust
after cal endar year end, a Trust has until March 5th (65 days) to meke

di stributions to the Beneficiaries and further reduce or elimnate Trust
income. Distributions are made on a Fiduciary K-1 formto one or nore of the
Beneficiaries. If the taxable incone stays in the Trust, then it will be
taxed at the Trust's tax rate which increases very rapidly. However, unlike
people, a Trust is only taxed on incone it actually keeps (doesn't
distribute), not on net incone earned.



