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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

THORNTQON, Judge: Respondent determ ned the foll ow ng
deficiencies, additions to tax, and penalties wth respect to

petitioner James S. Sparkman ( Sparkman):
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Additions to Tax/Penalties

Year Defi ci ency Sec. 6651(a) (1) Sec. 6662(a)
1996 $231, 570.00 $57, 892. 50 $46, 314. 00
1997 519, 659. 00 29,914.75 103, 931. 80
1998 721, 699. 00 180, 424. 75 144, 339. 40
1999 605, 972. 00 90, 895. 80 121, 194. 40
2000 491, 618. 00 --- 98, 323. 60

Respondent determ ned the follow ng deficiencies, additions
to tax, and penalties with respect to petitioner Mercury Sol ar

PTO (“Pure Trust Organization”):

Addi tions to Tax/Penalties?
Year Deficiency Sec. 6651(a)(1) Sec. 6654 Sec. 6662(a)

1996 $203,496.6 $50, 874. 16 --- $40, 699. 32
1997 479, 840. 46 119, 960. 12 --- 95, 968. 09
1998 169, 994. 56 --- 135, 995. 64
1999 138, 455. 81 $26, 574. 40 110, 764. 64
2000 --- --- 87,532. 24

! Respondent al so inposed a sec. 6651(a)(2) addition to
tax on Mercury Solar PTO for the 1999 tax year, in an
anount to be conputed |ater.

! For convenience, we use the term*“trust” to reflect the
characterization of Mercury Solar PTO and Hawaii Environnenta
Hol dings (HEH) asserted by petitioners and set forth in formation
docunents and business records. The use of this term (and of
related terns such as “trustee” and “beneficial owner”) is not
intended to be conclusive as to characterization for tax
pur poses.
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Unl ess otherw se indicated, section references are to the
I nternal Revenue Code, as anended. Rule references are to the
Tax Court Rules of Practice and Procedure.

After concessions by respondent, the issues for decision in
t hese consol idated cases are: (1) Wether Mercury Sol ar PTO
shoul d be disregarded as an entity separate from Sparkman for
Federal tax purposes and its net inconme attributed to Sparkman
for the years at issue; (2) whether in 1999 Mercury Solar PTO
(and hence Sparkman) had unreported incone resulting fromcertain
rebate paynments from Hawaii El ectric Conpany (HECO ; (3) whether
for the years at issue Sparkman is liable for self-enploynent tax
on his earnings from Mercury Solar PTG 2 (4) whether for the
years at issue Sparkman is entitled to clainmed | osses froma
pur ported business trust, Hawaii Environnental Hol di ngs (HEH)
(5) whether Sparkman is entitled to additional item zed
deductions, allegedly not clainmed on his Federal incone tax

returns, for interest or charitable contributions; and (6)

2 The anobunt of Sparkman's liability for self-enploynent
taxes and the anmobunt of the rel ated deducti on under sec. 164(f)
to which Sparkman is entitled are conputational matters.

Resol ution of these issues depends upon our resolution of the

i ssue whet her Mercury Sol ar PTO shoul d be recogni zed as an entity
separate from Sparkman. Petitioners have not separately
chal I enged such liability, and we do not further discuss these
itens.
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whet her petitioners are liable for additions to tax and
penal ties.?
FI NDI NGS OF FACT

The parties have stipulated sone facts, which we incorporate
herein by this reference.* Wen the petitions were filed,
Spar kman resided in Honolulu, Hawaii, and Mercury Solar PTO had a
mai | i ng address in Honol ulu, Hawai i .

Sparkman’'s Sol e Proprietorship

About 1983, Sparkman began selling sol ar water heating
systens to honmeowners in Hawaii. For sone 10 years, he operated
as a sole proprietor under the nanme “Mercury Sol ar”, which he had
registered with the State of Hawaili .

Hawai i Environnental Hol di ngs

In 1993, Sparkman purported to transfer his Mercury Sol ar
business into a newy created entity, HEH  According to a
docunent entitled “Contract and Decl aration of Creation of
Uni ncor por at ed Busi ness Organi zation” (the HEH formation

docunent), HEH was created on June 1, 1993, as an “uni ncor porated

3 Respondent appears to concede that if Mercury Solar PTOis
di sregarded for Federal tax purposes, it should not be subject to
deficiencies, additions to tax, or penalties.

* The parties have stipulated the transcripts fromtrials in
the cases of Richter v. Comm ssioner, T.C. Meno. 2002-90, and
Hvi dding v. Conmm ssioner, T.C. Meno. 2003-151, each of which
dealt with the tax treatnent of HEH custoners. At the trial of
the instant cases, counsel for both parties agreed that the Court
may consider testinony given in Richter and Hvidding “as if that
testinony was presented to the Court in this case.”
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busi ness organi zation” domciled in “the Sovereign State of
Nevada”. This docunment identifies the “Creator” of the trust as
“S. Siegert”, who is not otherwse identified in the record. The
docunent recites that in exchange for “twenty-five dollars of
silver, Certificates conprising a total of one hundred units, and
other full and adequate consideration” the “Exchanger or
Exchangers” wll convey to the Creator certain property listed in
Schedul es A and B, attached to the docunent.
Schedule A to the HEH formati on docunent recites that

Spar kman conveyed to the Creator, in exchange for “Certificates
of Evidence of Right of Distribution, conprising a total of fifty
units” (plus “twenty-five dollars of silver” and other “good and
val uabl e consi deration”) “real property” described as foll ows:

The Vehi cl es Bel ongi ng TO MERCURY SOLAR (trucks)|.]

Tool s and Necessary Busi ness Equi pnent[,] conputers

etc. The Real estate known as the “‘Kagel Canyon’”

properties consisting of seven [ots and one house

| ocated on one of the seven |ots.

Schedule B to the HEH formati on docunent recites that
Spar kman conveyed to the Creator, in exchange for “Certificates
of Evidence of Right of Distribution, conprising a total of fifty
units” (in addition to “twenty-five dollars of silver” and other
“good and val uabl e consideration”) “personalty”, described as
fol |l ows:

MERCURY SOLAR, The Busi ness Nanme as Registered with

Busi ness Regi strati on.
Al'l PAST Business Files
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Accordingly, taking into account the 50 units referenced in
Schedul e A and the 50 units referenced in Schedul e B, Sparkman
was allocated all 100 units of HEH certificates, as authorized by
the HEH formati on docunent.® The HEH fornmati on docunent and
attachnments thereto reflect no other contributions to HEH and the
i ssuance of no other certificates of HEH units.

The HEH fornmati on docunment recites that upon conpl etion of
t hese exchanges, the Creator “shall constitute and appoint a
suitable adult” as trustee, who nmay appoint additional trustees,
to constitute a Board of Trustees. The docunent recites that the
property of HEH will then be assigned to the Board of Trustees,
and the Creator will thereafter have “absolutely no further
obligation” to HEH. The docunent recites that the trustees wll
have “excl usive managenent and control of * * * [HEH s] property
and business affairs w thout any consent of Certificate hol ders”
and wil|l have the authority to, anong other things, distribute

“proceeds and inconme in their discretion, and according to the

> Wth respect to the certificates, the HEH fornmation
docunent st at es:

For convenience the Certificates used for evidencing
right of distribution shall be divided into One Hundred
Units. They shall be non-assessabl e, non-taxable and
non- negoti able * * *.

Omership of Certificates shall not entitle the hol der
to any legal or equitable title in or to the * * *

[ HEH] property, nor any undivided interest therein, nor
in the managenent thereof * * *



- 7 -

* * * THEH] m nutes”. The docunent recites that the trustees my
el ect or appoint managing directors or agents to “hold funds for
speci fic purposes”.

A docunent entitled “Mnutes of Hawaii Environnental
Hol di ngs”, signed June 1, 1993, states that the Creator, S.
Si egert, appoints Lee Allan Hansen as trustee.® These m nutes
al so state: “At a regular neeting of the Board of Trustee(s), it
was suggested and unani nously approved” that Sparkman be appointed
“Agent” of HEH.” These minutes further state:

The nature of his [Sparkman’s] title will be that of

President, and his responsibilities are to open bank

accounts, act as the official authorized signature [sic]

on said bank accounts and to operate the conpany to the

sane extent as if he were the owner.

The HEH m nutes state that one of the goals of HEH is “the

sale of solar energy”. The mnutes state in part:

HEH shall * * * seek a tax shelter and advant ageous tax
structure.

The trust will own all solar energy equi pnent held in trust.

* * %

The trustee will have conplete discretion as to the
means used to acconplish the trust’s goals. This wll
include distribution of the tax credits and depreciation

* * %

6 Lee Allan Hansen is not otherwise identified in the
record.

" I nasmuch as the sole trustee was purportedly appointed the
sane day, it seens unlikely that Sparkman’ s appoi nt nent as agent
was at the suggestion and unani nous approval of the “Board of
Trustees”.
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* * * Al profits wll be sheltered or passed to the
i ndi vidual beneficiaries as determ ned by the trustees.

HEH m nut es dated August 4, 1993, indicate that Lee Allan
Hansen appoi nted Mandy Wl dman as trustee. Mndy WIdman was, as
Amanda Jane Porter (Porter) testified, Porter’s “filmor stage
nane”.8 Porter testified that she married Sparkman in 1993 or
1994 for “Probably about a year.” After their divorce, she noved
to California. Since 1998, she has resided in Florida, where she
is in the film business.

HEH m nut es dated August 10, 1994, and signed by Porter (who,
as just indicated, was Sparkman’s spouse at or about this tine) as
“A. Jane Howat”, ostensibly in her capacity as HEH trustee,
indicate that in HEH s organi zational docunents, all references to
an “Uni ncor por at ed Busi ness Organi zati on” woul d be changed to
“Pure Trust Organization”; all references to “Trustee(s)” would be
changed to “Fiduciary Owers(s)”; and the nunber of authorized
units of Evidence of Right of Distribution wuuld be increased from
100 to 2,000. |In addition, the August 10, 1994, HEH m nutes,
signed by A Jane Howat, state:

BE I T RESOLVED THAT the Board of Trustees shall exchange

t he assets of HAWAI I ENVI RONVENTAL HOLDI NGS' Dba MERCURY
SOLAR for 100 units of Evidence of R ght of Distribution

8 Amanda Jane Porter (Porter), who at the tine of trial had
been married six tinmes, acknow edged using various nanes at
various times, including: Amanda WIdman, Amanda MKeough,
Amanda J. McKeough-Porter, Amanda Jane Porter, Mandy Porter, A
Jane Howat, and Amanda Spar kman.
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of a Pure Trust Organization to be naned: MERCURY
SOLAR.

HEH m nutes dated May 21, 1996, recite that Lee Allan Hansen
appoi nted Cynthia Kay McNeff and Sparkman as trustees and that
Mandy W1 dman was renobved as trustee.® HEH minutes dated May 18,
1998, recite that Cynthia Kay McNeff was renoved as a trustee of
HEH and Spar kman was “assi gned conpl ete control regarding the
current I RS issue. Janes Scott Sparkman is to act as sole
Trustee/Fiduciary in dealing with the Internal Revenue Service.”
HEH m nutes dated May 30, 1999, indicate that Lee Allan Hansen
resigned as trustee, |eaving Sparkman as sole trustee of HEH
HEH m nut es dat ed Decenber 20, 2001, state that Sparkman appoi nted
Shon Gregory as an additional trustee of HEH. 10

Purported Creation of Mercury Solar PTO

As previously noted, in 1994 HEH purported to transfer the
Mercury Sol ar business to Mercury Solar PTO  The formation
docunments for Mercury Solar PTO are in key respects identical to
those for HEH (except for different verbiage reflecting the
characterization of HEH as an “uni ncor por at ed busi ness
organi zati on” and of Mercury Solar PTO as a “pure trust

organi zation”.)

°® Cynthia McNeff is identified in the record only as “an
attorney”.

10 The record does not further identify Shon G egory.
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According to a docunent entitled “Contract and Decl arati on of
Creation of Pure Trust Organi zation” (the Mercury Solar PTO
formati on docunent), Mercury Solar PTO was created on July 15,
1994, as a “Pure Trust Organization” domciled in “the Sovereign
State of Nevada”. The docunent identifies the “Creator” of the
trust as “S. Siegert”, who is not otherwise identified in the
record. The docunent recites that in exchange for “twenty-five
dollars of silver, Certificates conprising a total of one hundred
units, and other full and adequate consideration”, the *Exchanger
or Exchangers” will convey to the Creator certain property listed
in schedules A and B attached to the docunent.

Schedule A to the Mercury Sol ar PTO formati on docunent
recites that A Jane Howat (who, under one name or another, was
Spar kman’ s spouse at or about this tine), ostensibly as trustee of
HEH, conveyed to the Creator of Mercury Solar PTO in exchange for
“Certificates of Evidence of Right of Distribution, conprising a
total of one hundred units” (in addition to “twenty-five dollars
of silver” and other “good and val uabl e consideration”) “real
property”, described as foll ows:

THE BUSINESS INits entire CApacity. TRUCKS, TOOLS,

out STANDI NG CONTRAct S, Recei VABI es, DeBts AND TRADe NAME

AS MERCURY SOLAR UBO.

Schedule B to the Mercury Sol ar PTO formati on docunent
recites that A Jane Howat conveyed to the Creator of Mercury

Solar PTO, in exchange for “Certificates of Evidence of Right of
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Di stribution, conprising a total of one hundred units” (in
addition to “twenty-five dollars of silver” and other *“good and
val uabl e consi deration”) “personalty”, described as foll ows:
“MERCURY SCOLAR’. 11

The Mercury Sol ar PTO formati on docunent recites that upon
conpl etion of these exchanges, the Creator “shall constitute and
appoint a suitable adult” as first “Fiduciary Ower”, who may
appoi nt additional “Fiduciary Owmers”, to constitute a “Board of
Fi duciary Owers”. The docunment recites that the property of
Mercury Solar PTOw Il then be assigned to the “Board of Fiduciary
Owmers”, and the Creator will thereafter have “absolutely no
further obligation” to Mercury Solar PTO  The docunent recites
that the “Fiduciary Owmers” will have “exclusive managenent and
control of the PTO s property and business affairs w thout any
consent of Certificate holders” and will have the authority to,
anong ot her things, distribute “proceeds and incone in their
di scretion, and according to the PTO m nutes”. The docunent
recites that the “Fiduciary Owmers” may el ect or appoint managi ng
directors or agents to “hold funds for specific purposes”.

A docunent entitled “Mnutes of Mercury Solar” states that

the Creator, S. Siegert, appoints J. Cark Atkinson as “Fiduciary

11 Accordingly, taking into account the 100 units referenced
in Schedule A and the 100 units referenced in Schedule B, it
woul d appear that HEH was al |l ocated a total of 200 units of
Mercury Solar PTO certificates, even though the Mercury Solar PTO
formati on docunment authorized only a total of 100 units.
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Omner”.'? This docunent was signed by S. Siegert on July 15, 1994,
and by J. Cdark Atkinson on July 18, 1994. Mercury Solar PTO
m nutes, signed by Atkinson on July 18, 1994, and by Sparkman on
July 20, 1994, state: “At a regular neeting of the Board of
Fi duciary Omer(s), it was suggested and unani nously approved”’
t hat Sparkman be appointed “Agent” of Mercury Solar PTO * These
m nut es st ate:

The nature of his [Sparkman’s] title will be that of

President, and his responsibilities are to open bank

accounts, act as the official authorized signature [sic]

on said bank accounts and to operate the conpany to the

sanme extent as if he were the owner.

According to a docunent entitled “CERTIFI CATE RECORD FOR
MERCURY SOLAR’, the 100 beneficial units that had purportedly been
assigned to HEH on July 15, 1994, were “Rel eased” on July 25,
1994. Also on July 25, 1994, 100 units were “Assigned” to
Spar kman.

Mercury Solar PTO m nutes dated April 29, 1998, state that J.

Cl ark At ki nson appoi nted Amanda McKeough (Sparkman’ s ex-spouse) as

123, dark Atkinson is not otherwise identified in the
record.

3 I nasnuch as J. dark Atkinson purportedly becane
“Fiduciary Ower” on July 18, 1994, and inasmuch as the record
reflects no other “Fiduciary Omer” of Mercury Sol ar PTO as of
that date, it seens unlikely that Sparkman was suggested as agent
and unani nously approved by the “Board of Fiduciary Ower(s)” on
July 18, 1994.
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“trustee”. Mercury Solar PTO m nutes dated May 5, 1998, state
that J. dark Atkinson resigned as “Fiduciary Owmer”.% Mercury
Solar PTO m nutes dated July 20, 1998, state: “At a neeting of
t he Board of Trustees of Mercury Solar,” Myron Thonpson was
appoi nted “Operations Manager” of Mercury Solar PTO wth
responsibility for “managi ng the day to day activities of the
conpany”. Mron Thonpson resigned in June 2001.

perations of HEH and Mercury Sol ar PTO

HEH purports to sell solar energy to custoners through a
program where HEH agrees to sell, and the custoner agrees to buy,
t he energy produced from solar water heating system conponents
purportedly owned by HEH and installed on the custoner’s property.

See Hvidding v. Conmi ssioner, T.C. Mnob. 2003-151. The

participating custoner signs an agreenent providing that the
custoner shall becone a beneficiary of HEH, that the HEH trustee
shal | have the discretion to pass solar energy tax credits through
to the custoner, and that such passthroughs shall be reported on
Schedul es K-1, Beneficiary s Share of Incone, Deductions, Credits,

etc. (Schedule K-1). 1d.

14 The purported fornmati on docunents of Mercury Sol ar PTO
contain no provision for the appointnent of any “trustee”.

15 Consequently, reading the docunents in the record
strictly, as of May 5, 1998, Mercury Solar PTO no | onger had any
“Fi duci ary Omner”.

1 The Mercury Solar PTO formati on docunents contain no
provision for any “Board of Trustees.”
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According to Sparkman’s testinony, HEH did not sell solar
energy equipnent. |If HEH received custoner interest in buying
equi prent, rather than entering into an energy contract, HEH m ght
refer the custonmer to “Mercury Solar” or to another retailer.
Sparkman testified that HEH buys its equipnment from “Mercury
Solar” or fromone of two other suppliers. He testified that HEH
woul d sonetines sell used equipnent to “Mercury Sol ar”

Attenpting to delineate the different roles of HEH and
“Mercury Solar”, Myron Thonpson testified:

Mercury Solar is really just a contractor, it’s a solar

contractor. It basically was contracted to put solar

panel s and hot water heaters in hones and that kind of

thing. So that’s what our function was. HEH had

anot her function of contracting Mercury Solar to do that

for the purposes of selling energy and things |ike that.

HEH had no enpl oyees. HEH and Mercury Sol ar PTO shared
comon office space. Mercury Solar PTO did not have its own
specialty contractor license as required by State law, instead, it

used Sparkman’s |icense.

Rebate | ncone

For the tax year 1999, Hawaii Electric Conpany (HECO i ssued
to Mercury Solar PTO a Form 1099, Non- Enpl oyee Conpensati on
reporting paynments of $195, 275.

Federal Tax Returns

On or around June 20, 2000, Sparkman filed individual Federal
income tax returns for the years 1996 through 1999. On or around

March 26, 2001, he filed his 2000 Federal inconme tax return
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On Schedul e E of these returns, Sparkman reported incone or

| oss fromHEH and Mercury Sol ar PTO as foll ows:

HEH Mercury Solar PTO
1996 ($63, 200) $74, 985
1997 (66, 000) 70, 062
1998 (46, 003) 51, 130
1999 (56, 654) 53, 110
2000 (68, 191)1 126, 747

1 The $68,191 loss nets two itens shown on Sparkman’s

2000 Schedule E: a $75,000 deduction or |oss from HEH

and $6, 809 “Ct her inconme” from HEH

On Septenber 4, 2001, Sparkman filed an anended return for
his 1999 tax year. On Schedule E of this anended return, he
reported | osses fromHEH in the amobunt of $54, 400, inconme from HEH
in the amount of $37,930, and incone from Mercury Solar PTO in the
amount of $60, 766.

Mercury Solar PTO fil ed Federal incone tax returns for the
years 1996 through 1998 on or around July 26, 2000, and returns
for the years 1999 and 2000 on or around March 27, 2001. On
July 24, 2003, it filed anmended returns for the tax years 1996
t hrough 1998. For all years in issue, it filed Fornms 1041, U. S.
| nconme Tax Return for Estates and Trusts. In the entity
classification section for each of Mercury Solar PTO s returns,
the box for “Conplex trust” is checked. Attached to Mercury Sol ar
PTO s tax returns are Schedules K-1. For each year at issue

except for 1999, the Mercury Solar PTO tax return includes a

single Schedule K-1 showi ng incone distributions to Sparkman in
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anobunts consistent with those reported on Schedule E of his
i ndi vi dual Federal inconme tax returns. For 1999, the Mercury
Solar PTO tax return includes two Schedules K-1: One show ng
$55, 734 of incone distributed to Sparkman and anot her show ng
$33, 600 of incone distributed to Thonpson.

HEH filed its Federal incone tax return for 1996 on or around
March 30, 2001, and filed its 1997 Federal incone tax return on or
around May 22, 2002. HEH filed Federal incone tax returns for its
1998, 1999, and 2000 tax years on or around June 2, 2004 (only
shortly before the trial in these cases). HEH filed its Federal
tax returns using Forns 1041. 1In the entity classification
section for each of HEH s returns, the box for “Conplex trust” is
checked.

Noti ces of Deficiency

Respondent issued Sparkman a notice of deficiency for his
t axabl e years 1996 t hrough 2000. Respondent determ ned that
Mercury Solar PTOis a shamw th no econom ¢ substance and shoul d

be di sregarded for tax purposes.' In the notice of deficiency,

17 Respondent al so raised three alternative argunents in

Sparkman’s notice of deficiency: (1) That Sparkman’s busi ness

i ncone should be increased because Mercury Solar PTOis a grantor

trust whose incone is taxable to Sparkman individually; (2)

that if Mercury Solar PTO is recognized for incone tax purposes,

Sparkman’ s i nconme should be increased to the extent required by

sec. 652(a) or 662(a); and (3) that Sparkman’s attenpted

assi gnnment of inconme to Mercury Solar PTO is not recognized for

Federal tax purposes. Respondent has not pressed these

alternative argunents in this Court proceedi ng; consequently, we
(continued. . .)
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respondent increased Sparkman’ s business incone by the gross
recei pts of Mercury Solar PTO including $195,275 of rebate incone
that HECO reported on a Form 1099 to Mercury Solar PTO. In
addi tion, respondent disallowed |osses that Sparknan reported as
flow ng through fromHEH on the ground that Sparkman had failed to
substanti ate these amobunts. Respondent determ ned that the
i ncreases to Sparkman’s incone resulting fromthese adjustnents
were subject to self-enploynent tax. Finally, respondent
determ ned penalties and additions to tax pursuant to sections
6651 and 6662.

By separate notice of deficiency issued to Mercury Sol ar PTQ
respondent disallowed all of Mercury Solar PTO s clained
deductions and made ot her adjustnents increasing Mercury Sol ar
PTO s reported inconme. Anong other adjustnents, respondent
i ncreased Mercury Solar PTO s 1999 incone by $195, 275, to reflect
t he HECO rebate paynents.

OPI NI ON

Burden of Proof

Petitioners have not clainmed or established that section
7491(a) shifts the burden of proof to respondent with respect to

any factual issue. Accordingly, petitioners bear the burden of

(... continued)
do not address them
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proof and production for all issues, except as provided by section
7491(c). See Rule 142(a).

1. Di sregard of Mercury Solar PTO as a Separate Entity

Respondent argues that Mercury Sol ar PTO shoul d be
di sregarded as a separate entity for Federal tax purposes because
it lacks econonic substance and is a sham® W agree.
If the creation of a trust |acks economc effect and alters
no cogni zabl e econom c rel ationship, we may ignore the trust as a

sham See, e.g., Znuda v. Comm ssioner, 79 T.C. 714, 720 (1982),

affd. 731 F.2d 1417 (9th Cr. 1984); Markosian v. Conmm ssioner, 73

T.C. 1235, 1241 (1980); Mihich v. Comm ssioner, T.C Meno. 1999-

192, affd. 238 F.3d 860 (7th Gr. 2001). To determ ne whether a
trust |acks econom c substance for tax purposes we consi der these

factors: (1) Wiether the taxpayer’'s relationship to the

18 Respondent now concedes all adjustnents to Mercury Sol ar
PTO s incone except for $113, 354 of Hawaii El ectric Conpany
(HECO rebate incone that respondent clainms Mercury Solar PTO
failed to report on its 1999 Federal incone tax return.

Respondent concedes that Sparkman’s inconme from Mercury Sol ar PTO
does not exceed the anounts Sparkman reported therefrom on
Schedul e E for each year at issue, plus, with respect to tax year
1999, the $113, 354 of disputed HECO rebate i ncone. Consequently,
respondent’s bottomline is that Sparkman shoul d be subject to
sel f-enpl oynent tax on all anmounts that he previously has
reported as incone fromMercury Solar PTO for the years at issue,
pl us shoul d recogni ze $113, 354 additional incone (and pay self-
enpl oynent tax) with respect to the di sputed HECO rebate
paynments. As previously noted, petitioners have not separately
chal | enged respondent’s positions with respect to Sparknman’s
l[iability for self-enploynent taxes, other than to argue that we
shoul d reject respondent’s argunent that Mercury Sol ar PTO has no
exi stence apart from Sparkman.
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transferred property differed materially before and after the
trust’s creation; (2) whether the trust had an i ndependent
trustee; (3) whether an economi c interest passed to other trust
beneficiaries; and (4) whether the taxpayer respected the
restrictions placed on the trust’s operation as set forth in the

trust docunents. See, e.g., Mihich v. Conm ssioner, supra. As

di scussed bel ow, each of these factors supports a concl usion that
Mercury Sol ar PTO had no econom ¢ subst ance.

A. Sparkman's Relationship to the Mercury Sol ar Busi ness

For about 10 years, Sparkman operated his Mercury Sol ar
busi ness as a sole proprietorship. 1n 1993, he purported to
transfer the business to HEH, about a year later, HEH purported to
transfer it to Mercury Solar PTO Insofar as the record reveal s,
t he busi ness remai ned the sane, apparently doi ng busi ness under
the sane nanme (Mercury Solar) as it always had, relying on
Spar kman’ s techni cal expertise.!®

As far as the record reveals, Sparkman’s relationship to the
Mercury Sol ar business did not differ materially before and after

t hese purported transfers to HEH and Mercury Sol ar PTO. As sole

¥ 1n fact, Mercury Solar PTO does not even have its own
solar contractor’s license but instead uses Sparkman' s |icense.
As Sparkman testified in the trial of R chter v. Conm ssioner,
T.C. Meno. 2002-90:

|’mthe one with the technical expertise [at Mercury
Solar PTQ and the license. 1In fact, Mercury Sol ar
uses ny [solar contractor’s] license.
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“agent” of both HEH and Mercury Sol ar PTO Sparkman was aut hori zed
to act as “President” of each purported entity and to operate each
“to the sanme extent as if he were the owner.” Insofar as the
record reveals, he did just that. There is no evidence that, in
the brief interlude between purportedly receiving the Mercury
Sol ar busi ness from Sparkman and retransferring it to Mercury
Sol ar PTO, HEH did anything other than (as connoted by its nane)
hold the Mercury Sol ar business for Sparkman, who continued to run
it as he always had.?® As far as the evidence shows, nothing nuch
changed when the Mercury Sol ar busi ness purportedly was
transferred fromHEH to Mercury Solar PTO  Porter (Sparkman s ex-
spouse), who in 1998 was naned “trustee” of Mercury Solar PTQ
testified that Sparknman, as “agent” of Mercury Solar PTO nade the
“operational decisions” during 1996-2000, “except for when * * *
M. Mron Thonpson was the operational operation manager.”

Thonmpson’s testinony shows, however, that he regarded the Mercury

20 In the trial of Hvidding v. Conm ssioner, T.C. Meno.
2003- 151, Sparkman testified that HEH had no enpl oyees “other
than the trustees if those are considered enployees”. 1In the
trial of Richter v. Conm ssioner, supra, Joseph John M skow ec,
who was a sol ar energy salesman for the Mercury Sol ar busi ness,
testified that Sparkman was the “overall supervisor” at HEH  But
since, by Sparkman’s own testinony, HEH had no enpl oyees to
supervi se, we surm se that Sparkman “supervi sed” the Mercury
Sol ar business that HEH purported to hol d.
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Sol ar busi ness as Sparkman’s business. He testified: “I actually
managed his [ Sparkman’s] conpany * * * Mercury Solar.”?

As “agent” of both HEH and Mercury Sol ar PTO, Sparknman was
authorized to act as the “official authorized signature” on the
bank accounts of those purported entities. For the years at
i ssue, Sparkman also effectively controlled incone allocations and
di stributions of Mercury Solar PTO (which were made al nost
entirely to himself).?2 There is no credible evidence that he

meani ngful Iy shared that control with anyone el se.

2l I'n a nenorandum dat ed Sept enber 22, 1997, and addressed
to “All Staff and Contractors of Mercury Solar and HEH', Mron
Thonpson (Thonpson) st at ed:

Effective today, | will be assisting Scott [ Sparkman]
in organi zing the conpanies [HEH and Mercury Sol ar] for
the sake of current and future expansion. | wll be
assum ng the role of Tenporary Executive Director of
both HEH and Mercury Solar. Scott [Sparkman] wil|
continue as President. [Enphasis added.]

22 Porter, who was supposedly one of two trustees of
Mercury Solar PTO during the years at issue (and sole trustee
after May 1998) testified that incone allocations during those
years were made by Thonpson and Sparkman, “with sonetines it
being run by nyself.” She added, however: “it’s certainly not
* * * gsonething | had a day to day involvenment with”. W are not
persuaded that either Porter or Thonpson had any neani ngful role
with respect to incone allocations or distributions during the
years at issue. Apart fromPorter’s vague, contrived, and
noncredi bl e testinony, all the evidence indicates that she was a
mere figurehead for both HEH and Mercury Solar PTO  The Mercury
Sol ar PTO organi zati onal docunents do not authorize Thonpson to
make incone allocations or distributions. |In testifying as to
the nature of his duties and activities at Mercury Sol ar PTQ
Thonmpson made no nention of making any incone allocations or
di stributions.
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B. | ndependence of Mercury Sol ar PTO Trust ees

When Mercury Solar PTO was purportedly created in 1994,
soneone naned J. O ark Atkinson (Atkinson) was nanmed “Fiduciary
Omer”. On the sane day, Atkinson appointed Sparkman as “Agent”
to “operate the conpany to the sane extent as if he were the
owner.” In 1998, Atkinson appointed Porter as “Trustee”

(notw thstandi ng that Mercury Solar PTO s formati on docunents nake
no provision for any “trustee”, but only for “Fiduciary Omers”)
and resigned shortly thereafter as “Fiduciary Ower” (thereby

| eaving Mercury Solar PTOw th no “Fiduciary Omer”).

On the basis of the evidence in the record, we are not
per suaded that either Atkinson or Porter served any independent
role in Mercury Solar PTO as “Fiduciary Ower” or “trustee”.? The
evi dence does not show that Atkinson ever did anything, except
possi bly sign sone docunents. W draw an adverse inference from
petitioners’ failure to call Atkinson as a witness. Porter’s
testinony, on the other hand, convinced us that she had no

meani ngful role at Mercury Sol ar PTO but was nerely an absentee

2 Simlarly, there is no indication in the record that the
trustees or “Fiduciary Owmers” of HEH, apart from Sparkman, had
any nmeaningful role in that purported entity. On Aug. 10, 1994,
when Mercury Sol ar PTO was purportedly created, the trustees of
HEH were Lee Al l an Hansen and Porter. There is no indication in
the record of what duties, if any, Lee Al an Hansen perforned
wi th respect to HEH ot her than signing sone organizationa
docunents. Nor is there any indication that Porter had any
significant duties as purported trustee of HEH To the contrary,
her testinony evinced no neani ngful know edge of HEH operati ons.
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figurehead (living in Florida, engaged in the film business) doing
t he bi ddi ng of her ex-spouse, Sparkman, in signing sone papers for
Mercury Solar PTO. At trial, she evinced practically no know edge
of Mercury Solar PTO s organi zational docunments or its operations
(as evidenced in part by her |ack of know edge about the purported
Mercury Solar PTO record of certificate hol ders, discussed in the
next section). She testified that operational decisions were nade
by Sparkman or Thonpson, and that inconme allocations were
“certainly not * * * sonething | had a day to day invol venent
with”,

C. Econom c Interest of Beneficiaries O her Than Spar kman

The stipul ated evi dence includes a docunent captioned
“ CERTI FI CATE RECORD FOR MERCURY SOLAR Beginning this 15th JULY,
1994”. This purported certificate record shows that on July 15,
1994, (the date Mercury Sol ar PTO was purportedly created) HEH was
“Assigned” 100 units of Mercury Solar PTQ i.e., all the
beneficial units authorized by the Mercury Solar PTO formation
docunent. The purported certificate record shows that these 100
units were “Rel eased” on July 25, 1995, and that on that sane date

Spar kman was “Assigned” 100 units.?*  Accordingly, Sparknman then

24 \When asked to explain this evidence, Porter testified:
“lI think you' d have to ask these questions to M. Sparkman or
sonebody el se”. Previously, she had opined (wthout reference to
any evidence in the record) that Sparkman had owned 50 units and
HEH had owned 50 units. Sparknman’s testinony provided no
credible insight into this matter. Sparkman seened to suggest
that both he and HEH received 100 units of Mercury Solar PTO on

(continued. . .)
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held all 100 authorized units of Mercury Solar PTO |nasnuch as
there is no evidence that Sparkman made any separate contribution
to Mercury Solar PTO or gave HEH any consideration for its
purported 100 units of Mercury Solar PTO, this paper shuffling of
Mercury Solar PTO units to HEH and then to Sparkman further
evi dences the |ack of economc reality of these arrangenents.

According to the purported certificate, in “4/98” WIIliam
Mont gonery and Wl liam Bri ght were each “Assigned” one unit of
Mercury Solar PTO, and these units were al so “Rel eased” on “4/98”.
Porter and Sparkman acknow edged in their testinony that these
entries were erroneous and that Mntgonery and Bri ght never
recei ved any Mercury Solar PTO units.

The only other entry on the purported certificate record
shows that on Decenber 31, 1999, Thonpson was “Assigned” one unit
of Mercury Solar PTO, which was “Rel eased” on January 20, 2000.
Porter, the nom nal “trustee” of Mercury Solar PTO, was unable to
explain this entry.?® The Mercury Solar PTO minutes indicate that

it was not until January 20, 2000, that Porter conmunicated with

24(...continued)
the theory that “the signing a rel ease doesn’'t nmean they are
gotten rid of, they are just handed out to the particular party”.
Sparkman’s theory is inconpatible with the terns of the Mercury
Sol ar PTO formati on docunent, which authorized the issuance of
only 100 units in total.

2% Wth regard to this matter, Porter testified: “I can't
explain that * * * [|t's the first tinme |I’ve seen the docunent.”
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Spar kman about maki ng Thonpson, prospectively, a beneficiary. 25
Accordi ngly, we are unpersuaded that Thonpson received any
beneficial unit in 1999. 1In fact, on the basis of all the
evi dence, we do not believe that Thonpson ever becane a
beneficiary of Mercury Solar PTO %2 At trial, Thonpson hinself
showed no prior awareness of being a beneficiary of Mercury Sol ar
PTO. Wen questioned whether he was aware that he had a
beneficial share of Mercury Solar PTO, Thonpson replied: “1 am
now.” Wen questioned what becane of the share, Thonpson replied,
“I don’t know actually.”

On the basis of all the evidence, we conclude that Sparkman
was the only hol der of beneficial units of Mercury Solar PTO

during the years at issue.?8

26 A photocopy of a written conmmunication from “Anmanda J.
McKeough- Porter” to Sparkman, dated January 20, 2000, and
captioned “Mercury Solar P.T.O Mnutes #12” states:

As we di scussed on the phone, Myron Thonpson is to be
made a beneficiary of Mercury Solar and issued a SI NGE
(1) beneficiary certificate to that effect. Please
have the certificate prepared and forwarded to ne for
perusal and signature.

2 W are mndful that Mercury Solar PTO s 1999 Federal
income tax return includes a Schedule K-1 showing a $33, 600
distribution to Thonpson, and that in this proceedi ng respondent
has not sought to include this anmount in Sparkman’s incone. W
are not persuaded, however, that this purported “beneficiary’s”
share of Mercury Solar PTO s incone represented anything nore
t han paynent for Thonpson's services. The Mercury Solar PTO
Federal incone tax returns for all other years at issue include
Schedul es K-1 only for Sparkman.

28 | ndeed, in June 2000, during the trial of Richter v.
(continued. . .)
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D. Respect for Trust Restrictions

As just discussed, as “agent” of Mercury Solar PTO, Sparkman
was aut horized to, and did, operate the Mercury Sol ar business “to
the same extent as if he were the owner”. He appears to have nade
(alnost entirely to hinself) the Mercury Solar PTO i ncone
all ocations and distributions, even though the Mercury Solar PTO
formati on docunment appears to confer that duty on the “Fiduciary
Omers”. Moreover, as previously noted, Mercury Solar PTO
organi zati onal docunents were in practice disregarded in various
i nportant ways, including these: Porter was naned “trustee” even
t hough the organi zati onal docunents made no provision for a
“trustee”; the first and only “Fiduciary Omer” resigned and was
never replaced by another; schedules A and B of the Mercury Sol ar
PTO formati on docunent show HEH s bei ng assi gned 100 beneficiary
certificates twice, even though the formation docunents authorized
only 100 certificates in total; the record of certificate
ownership is, by Sparkman’s and Porter’s acknow edgnents,
erroneous and shows Thonpson as havi ng been assigned a Mercury
Solar PTO certificate sonme 3 weeks before Porter even requested

Sparkman to prepare such a certificate.

28(. .. continued)
Comm ssioner, T.C Meno. 2002-90, Sparkman testified that he
“bel i eved” he was the only beneficiary of Mercury Solar PTO
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In sum we conclude and hold that Mercury Sol ar PTO | acked
econom ¢ substance and shoul d be disregarded for Federal tax
purposes and its incone attributed to Sparkman. ?°

[, Unreported | ncone From HECO Rebat es

The parties stipulated that for 1999 HECO i ssued Mercury
Sol ar PTO a Form 1099 show ng nonenpl oyee conpensati on of
$195,275. At trial and on brief, petitioners seek to repudi ate
this stipulation, on the ground that respondent has not produced a
copy of the Form 1099. W thout disputing that HECO nade paynents
of $195, 275 as part of a rebate program petitioners contend that
only $81, 921 of those paynents was made to Mercury Sol ar PTQ
whi ch duly reported that anount on its 1999 Federal incone tax

return. Petitioners contend that the remaining anount of the HECO

2 For the first tinme on reply brief, petitioners argue that
if Mercury Solar PTOis to be disregarded as a separate entity,
then it “should be recogni zed as not separate from HEH and not
Spar kman, as the Respondent contends.” W construe petitioners’
syntactically challenged argunment to be that if Mercury Sol ar PTO
is disregarded, its inconme should be attributed to HEH rat her
than to Sparkman. Because petitioners did not raise this
argunent or position in their pretrial nmenorandum at trial, or
on opening brief, respondent has had no opportunity to address
petitioners’ position. W find petitioners’ attenpt to raise
this argunent to be untinely. See Taiyo Haw. Co. V.

Comm ssioner, 108 T.C 590, 607 (1997). But even if we were to
consi der petitioners’ argunent, it would be unavailing. On the
basis of all the evidence in the record, we are unpersuaded t hat
Sparkman’ s transfer of the Mercury Sol ar business to HEH had any
nore economc reality than the subsequent retransfer to Mercury
Solar PTO. Furthernore, on the basis of all the evidence, we
have found that Sparkman, not HEH, held all the beneficial
interests in Mercury Solar PTO during the years at issue.
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paynments was nmade to HEH, which they contend reported these
anounts on its own returns.

Respondent now concedes that Mercury Sol ar PTO reported
$81, 921 of the HECO paynent on its 1999 Federal incone tax return
Respondent contends, however, that the renai ning $113, 354 was al so
i nconme of the Mercury Sol ar business and shoul d have been reported
by Sparkman in 1999. W agree.

The Court does not permt a party to a stipulation to
qual i fy, change, or contradict it except where justice may
require. Rule 91(e). Justice does not so require in these cases.
Sparkman’ s testinony does nothing to inpugn his now di sputed
stipul ation but does nuch to bol ster respondent’s position
regardi ng the HECO paynents.

Sparkman testified that HECO provi ded rebates for installing
sol ar systens, but that HECO m ght take up to 6 nonths to process
t he paynents. Sparkman testified that in order to receive the
benefit of the HECO paynents nore quickly--

Mercury sought a factoring conpany * * * that would
take that receivable and pay it in cash. * * * And how

it worked was Mercury submtted invoices that it was

owed by Hawaiian Electric Conpany to ABA Funding [a

factoring conpany] and ABA Fundi ng took a percentage of

t he $800 rebate depending on the time period it fronted

t he noney from HECO, and then HECO sent ABA Funding a

check made payable to Mercury Sol ar whi ch ABA Fundi ng

cashed via a power of attorney that it retained.

And apparently m d-1999 ABA Fundi ng or Mercury

Sol ar or HEH deci ded they wanted the funds directed into

t he Hawaii Environnental Hol di ngs account instead of the
Mercury Sol ar account.
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The oft-cited “first principle of income taxation” is that

“Income nmust be taxed to himwho earns it.” Conm SSioner V.

Cul bertson, 337 U S. 733, 739-740 (1949). Sparkman’s testinony

convi nces us that the HECO paynents were inconme of the Mercury
Sol ar busi ness (and hence Sparkman’s inconme), notw thstanding
contractual arrangenents with a factoring conpany to “direct” sone
of the paynents to HEH. 3°

Petitioners contend that HEH reported the m ssing $113, 354 of
HECO rebate paynents on its 1999 tax returns. Petitioners concede
that HEH did not file its 1999 Federal tax return until shortly
before the trial in these cases but contend that this circunstance
“should not affect the credibility of the contents of the HEH tax
return”. Petitioners’ argunent msses the mark. In the first

i nstance, the evidence is insufficient for us to conclude wth any

30 On brief, petitioners suggest that the HECO rebate
paynments were divided between HEH and Mercury Sol ar PTO because,
pursuant to the HECO rebate program HEH was entitled to a
portion of the rebate as the “owner” of the solar equi pnent, and
Mercury Solar PTO was entitled to a portion of the rebate as the
“contractor” of the equipnent. The prem ses of this contention
are contrary to Sparkman’s testinony: “whenever soneone installs
a solar systemvia the Hawaiian El ectric Conpany rebate program
either the contractor or the honmeowner is entitled to an $800
cash subsidy.” (Enphasis added.) The terns and conditions of
the HECO rebate programare not otherwi se clearly described in
the record. Nor does the record otherw se contain any credible
basis to support dividing the rebate inconme between HEH and
Mercury Solar PTO. The parties have not raised, and we do not
reach, any issue regarding the proper tax treatnent of the
factoring fee that was allegedly paid to the factoring agent with
respect to the HECO paynents.
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certainty that HEH ever reported the $113,354.3% NMore
fundanentally, even if HEH had reported the incone, that would not
af fect our conclusion that the income was fromthe Mercury Sol ar
busi ness and properly reportable by Sparkman.

V. Sparkman's Entitlenent to d ai ned HEH Losses

For each year at issue, Sparkman offset (in whole or part)
his reported Mercury Solar PTO income with clainmed | osses from
HEH. The claimed HEH | osses result largely from cl ai ned
depreci ati on deductions. Respondent contends that Sparkman has
not substantiated his entitlenent to these clained | osses.® W
agr ee.

The only evidence introduced at trial in support of the

cl ai mred HEH | osses consists of self-serving figures listed in the

31 No entry on the purported 1999 HEH Federal incone tax
return appears to correspond to the $113, 354 of disputed HECO
rebate paynments. |If we believed that the $113, 354 of HECO
paynents flowed through HEH to Sparkman, and that he had
consequently reported it on his own 1999 Federal incone tax
return, we mght be synpathetic to an argunent that Sparkman
shoul d not be taxed twi ce on the sane incone. Petitioners have
not raised this argunent, however, and the record does not
establish that Sparkman reported any of the $113,354 on his own
return.

32 Alternatively, respondent argues that the transactions
between HEH and its custoners, whereby HEH purportedly sold solar
energy to its custoners while retaining title to the solar water
heating equi pnent installed at the custoners’ properties, were in
substance sal es by HEH of the equi pnent; consequently, respondent
argues, HEH had no depreciable basis in the solar water heating
equi pnent. Because we resolve this issue in respondent’s favor
on the ground that petitioner has failed to substantiate the
cl ai mred HEH | osses, we need not and do not address respondent’s
alternative argunent.
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HEH returns (prepared, signed, and filed by Sparkman | ess than 3
weeks before trial) and attachnments thereto, and Sparkman’s
returns for the years at issue. W need not accept these figures,
and we decline to do so. Petitioners have the burden of
denonstrating their entitlenment to any deductions clained. Rule

142(a); New Colonial lce Co. v. Helvering, 292 U S. 435, 440

(1934). A taxpayer nust keep sufficient records to substantiate
cl ai mred deductions. Sec. 6001; sec. 1.6001-1(a), Incone Tax Regs.
In particular, to substantiate entitlenent to a depreciation
deduction, the taxpayer nust establish, anong other things, the
property’s depreciable basis, by showi ng the property’ s cost, its
useful life, and the previously allowabl e depreciation. See,

e.g., Cuck v. Conm ssioner, 105 T.C 324, 337 (1995). The record

contains no credible evidence establishing Sparkman’s entitl enent
to the clained HEH | osses; consequently, we sustain respondent’s
determ nation that he is not entitled to the clained HEH | osses
for the years at issue.

V. Addi ti onal Deductions d ained by Sparknan

On brief, petitioners contend that if Mercury Solar PTOis
di sregarded for tax purposes, or if Sparkman is found not to be
entitled to his clainmed HEH | osses, then he should be permtted to
anend his individual incone tax returns for the years at issue to
claimadditional charitable deductions and nortgage interest

deductions. Petitioners’ brief does not specify what the anmounts
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of these additional deductions should be nor point to any evidence
in the record substantiating any such deductions. In any event,
the record does not establish that Sparkman is entitled to

addi tional item zed deductions. *

VI . Penal ti es and Additions to Tax

A, Addition to Tax for Failure To Tinely File Returns

Respondent determ ned that Sparkman is |iable for section
6651(a)(1) additions to tax for failure to tinely file his Federal

incone tax returns for tax years 1996, 1997, 1998, and 1999.

3% Al though the record contains correspondence fromthe
Church of Scientol ogy and rel ated organi zati ons purporting to
show contri butions by Sparkman (sone of which Sparknman concedes
he has already cl aimed on his 2000 Federal incone tax return),
Sparkman testified that sonme unspecified anmount of the
contributions cane fromHEH He testified: “for sonme reason
they sent it to nme, it should have been sent to Hawai i
Environnental Holdings. * * * The church has added a confusion
into it that they' ve sent nme a statenent when it shoul d have been
sent to soneone else, to Murphy or to HEH.” Petitioners have not
argued that we should disregard HEH so as to entitle Sparknman to
deduct charitabl e deducti ons made by HEH, nor have petitioners
ot herwi se shown that Sparkman is entitled to deduct charitable
contributions nade by HEH

Simlarly, the record contains certain nortgage interest
statenents, purportedly sent to Sparkman by various | enders,
showi ng certain interest paynents for 1998. Sparkman’s testinony
suggested that the additional interest expense related to a
California “Kagel Canyon” property that he clainmed to have bought
in 1991. W note, however, that in Schedule A to the HEH
formati on docunments, Sparkman purported to convey “Kagel Canyon”
real estate to HEH. We al so question whet her Sparkman owned t he
“Kagel Canyon” property at any relevant tinme: Evidence in the
record shows that in January 2000, Sparkman e-nailed Porter
i nqui ri ng about buying a “farmf fromher. Porter testified that
the property in question was a property in “Kagel Canyon”,

Cal i forni a.
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Section 6651(a)(1l) inposes an addition to tax for failure to
tinely file a return unless the taxpayer establishes that the
failure “is due to reasonabl e cause and not due to wllfu
neglect”. A delay is due to reasonable cause if “the taxpayer
exerci sed ordi nary busi ness care and prudence and was nevert hel ess
unable to file the return wwthin the prescribed tinme”. Sec.
301.6651-1(c)(1), Proced. & Adm n. Regs.

It is undisputed that Sparkman filed his individual Federal
income tax returns for the years 1996 through 1999 on or about
June 20, 2000. Accordingly, respondent has net his burden of
production pursuant to section 7491(c). Sparkman bears the burden
of proving that his failure to tinely file is due to reasonable

cause and not to willful neglect. See Hi gbee v. Comm ssioner, 116

T.C. 438, 447 (2001). Sparkman has failed to carry this burden
Spar kman argues that his late filing was due to reasonabl e
cause because he had difficulty obtaining bookkeeping and
accounting advice. A taxpayer has a personal and nondel egabl e
duty to file a tinely return; reliance on a bookkeeper or
accountant does not provide reasonabl e cause for an untinely

filing. United States v. Boyle, 469 U S. 241, 249 (1985) (and

cases cited therein). Perforce, difficulty in finding a
bookkeeper or accountant upon whomto rely does not provide
reasonabl e cause for an untinely filing. Sparkman is liable for
the section 6651(a)(1l) addition to tax with respect to each year

at i ssue.



B. Accuracy-Rel ated Penalties

Respondent determ ned that Sparkman is |iable for section
6662(a) accuracy-related penalties for all years at issue.

Section 6662(a) inposes a 20-percent accuracy-related penalty on
any portion of a tax underpaynent that is attributable to, anong
ot her things, negligence or disregard of rules and regul ati ons.
Negl i gence includes a failure to nake a reasonable attenpt to
conply with the tax code, to exercise ordinary care in preparing a
tax return, or to substantiate itens properly on a tax return.

Sec. 1.6662-3(b)(1), Incone Tax Regs.

The evi dence shows that Sparkman failed to report inconme from
his Mercury Sol ar business (specifically, $113,354 of incone from
HECO rebate paynents), which he purported to transfer to a sham
trust, and clained | osses fromHEH that he has failed to
substantiate. W find that the resulting understatenents of
Sparkman’s incone for all years at issue are attributable to
Sparkman’s negligence in failing to ascertain his correct inconme
tax liability and in failing to substantiate cl ai med deducti ons.
Accordi ngly, respondent has net his burden of production pursuant
to section 7491(c).

The section 6662 accuracy-related penalty is inapplicable to
the extent the taxpayer has reasonabl e cause and acted in good
faith. Sec. 6664(c)(1). This determnation is made consi dering
all relevant facts and circunstances. Sec. 1.6664-4(b)(1), Incone
Tax Regs. “Cenerally, the nost inportant factor is the extent of

the taxpayer’s effort to assess the taxpayer’s proper tax
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ltability.” 1d. The taxpayer bears the burden of proving that

he falls within this exception. Higbee v. Comm Ssioner, supra at

447,
Spar kman cl ai nrs he had reasonabl e cause for claimng the HEH

| osses because of ongoing litigation in Hvidding v. Conm Ssioner,

T.C. Meno. 2003-151, and Richter v. Comm ssioner, T.C Mno. 2002-

90, concerning “this sane issue”. These cases involved HEH
custoners’ right to claimenergy credits; these cases do not
provi de reasonabl e cause for Sparkman’s failure to substantiate
hi s cl ai mred HEH | osses.

Spar kman cl ai ns he had reasonabl e cause for failing to report
a portion of the HECO paynents because the Form 1099 was never
recei ved and (sonewhat inconsistently) because he reasonably
beli eved that HEH had reported the bal ance of the HECO i ncome not
reported by Mercury Solar PTO W have found, as petitioners
stipul ated, that HECO i ssued a Form 1099 to Mercury Sol ar PTO for
all the paynents in question. The evidence does not establish
that HEH reported, or should have reported, the disputed HECO
paynments or that petitioner (who prepared the HEH returns)
reasonably believed otherw se; nore fundanentally, the evidence
does not establish that Sparkman had reasonabl e cause to believe
that the HECO paynents were properly considered as incone to
anyone other than hinmself. W hold that Sparkman is |liable for

section 6662(a) accuracy-related penalties for all years at issue.
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To reflect concessions by respondent,

Decisions will be entered

under Rule 155 in docket No. 8400-03

and for petitioner in docket No.

8650- 03.



