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MVEMORANDUM OPI NI ON

HOLMES, Judge: Erik Thonpson didn’'t file returns for tax
years 2004 and 2006 because he di sapproved of the wars in Iraq
and Af ghani stan and didn’'t want to fuel “the government’s killing
machi ne.” The Comm ssioner sent hima notice of deficiency, and
Thonpson filed a petition. He didn't approach pretri al

preparation in the spirit of cooperation that our Rules hope to
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i nspire, because he saw “little distinction between the
activities of the IRS and Tax Court and the activities of those
good | aw abi di ng Germans who drove the trains to the death
canps.”

He began to back off from such sentinents at trial and
brought wi th hi m nunerous docunents that he’d never shared with
t he Conm ssioner. W reserved decision on the Comm ssioner’s
notion to exclude this evidence, and Thonpson eventually
col l aborated with the Comm ssioner to settle many issues. Two
remain for both years in issue: (1) investnent-interest expense
and (2) rental-real-estate | oss. The Conm ssi oner says Thonpson
didn’'t substantiate the fornmer and didn’'t participate actively
enough in the rental real-estate activity to get the latter.

Backgr ound

As a young man, Thonpson left rural MIlan, Mnnesota, to go
to Stanford, where he earned three degrees. He also served in
the Peace Corps in Truk (or, as it is now known, Chuuk),

M cronesia. And after his father died, he decided to return hone
totry torevitalize MIan

He put his Stanford MBA to use by running the | ocal bank,
Prairie Sun Bank--where he eventually becane chairman--and becane
part owner of M1l an Agency, Inc., Prairie Sun Bank’s hol di ng

conpany. He also founded Prairie Land & Lunber (Prairie), a
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real -estate conpany, where he is still president and director.!?
Thi s hel ped Thonpson bring a slice of Mcronesia honme--Prairie
owned ten rental properties that housed 100 M cronesians, a
substantial portion of Mlan’s 300 or so residents.

The imm grants found work in nearby mneat-processing
facilities, and business soon ticked up at the | ocal gas station
and grocery store. Thonpson hinself also did fairly well but
decided to protest his disagreenent with the federal governnment
by not filing his tax returns.

This did not, of course, stop third parties from sendi ng
information to the IRS. The Conmm ssioner used that information
to prepare “substitutes for returns” (SFRs)? that determ ned
Thonpson had $460, 000 in i nconme for 2004 and over $300, 000 for
2006. Not know ng anyt hi ng about Thonpson’s personal affairs,

t he Comm ssi oner assunmed Thonpson was single and was entitled to

only the standard deduction. The result was deficiencies that

! Prairie is an S corporation. |If a business neets the
requi renents of section 1361, it may elect to becone an “S
corporation” and pay no corporate tax. An S corporation’s incone
and | osses, |like a partnership’s, flow through to its
shar ehol ders, who then pay incone tax.

Unl ess otherwi se noted, all section references are to the
I nternal Revenue Code for the years at issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.

2 Section 6020(b) authorizes the Conm ssioner to prepare a
return when a taxpayer doesn’t.
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were quite large,® and the Commi ssioner al so determ ned additions
to tax for Thonpson’s failure to tinely file, failure to tinely
pay, and failure to nmake sufficient estimted tax paynents.

The Conmm ssi oner sent Thonpson notices of deficiency with
the SFRs attached. Thonpson filed petitions with this Court.
We issued our standing pretrial orders in January 2010 setting
the case for trial at our June 2010 trial session in St. Paul.
(Thonmpson was and remains a resident of South Dakota.) In Apri
t he Commi ssioner sent out a Branerton letter.* Wthin a few
weeks, Thonpson provided sone information--just not the type that
t he Comm ssioner was hoping for: “You may be curious about ny
decision not to file * * * ny actions are designed to call us
back to the rule of |aw and stop the slaughter of innocents.”
The letter goes on at sonme |length but | eaves no doubt that

Thonpson intended to resi st paying taxes because he di sapproved

3 Thonpson didn’t bother to file in 2005. But he did nake
estimated tax paynents in 2006 that were credited toward his 2005
tax liability.

4 Branerton letters are the nost comon way for informal
di scovery to begin. In Branerton Corp. v. Conm ssioner, 61 T.C
691, 692 (1974), we expl ai ned:

The di scovery procedures should be used only after the
parties have nmade reasonable informal efforts to obtain
needed information voluntarily. * * * Essential to * * *
[the stipulation] process is the voluntary exchange of
necessary facts, docunents, and other data between the
parties as an aid to the nore expeditious trial of cases as
well as for settlenent purposes. * * *
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of the wars in Iraq and Afghanistan. He clained to believe that
payi ng his taxes would violate the Nurenberg Principles.®

In keeping with our customary practice, we ordered the
parties to exchange unstipul ated docunents no later than 14 days
before trial. Thonpson still wouldn't budge.® The pretrial
order made cl ear that nonconpliance, at |east w thout good cause
or both parties’ consent, could |lead to the exclusion of
evi dence.

The loomng trial deadline finally spurred Thonpson to get
sone information to the Comm ssioner. The week before trial
Thonpson faxed his unfiled 2004 tax return, a copy of his filed
2003 tax return, and public-record data of a condo he owned in
Hawaii. These becane stipul ated exhibits. But when we called

the case for trial, Thonpson still banked on a continuance. As

5> Thonpson refers here to the principles established at the
Nurenberg trials, which the United Nations affirmed and codified
after World War Il. See Affirmation of the Principles of
I nternational Law Recogni zed by the Charter of the Nirnberg
Tribunal, G A Res. 95(1), UN Doc. A236 (Dec. 11, 1946);
Principles of International Law Recognized in the Charter of the
Nurnberg Tri bunal and in the Judgnent of the Tribunal, U N Doc.
A/ CN. 4/ SER. A/ 1950/ Add. 1 (1950) (MNurenberg Principles). The
Nur enberg Principles provided that conpliance with the | aw woul d
be no excuse for those tried if the conduct would be conplicit
in, for exanple, a crime against humanity. United States v.
Mal i nowski, 472 F.2d 850, 856 n.7 (3d Gr. 1973).

6 Thonpson cl ai med that he sonetines suffered fromlong
delays in receiving mail; but even if we take at face value his
claimthat he didn't get our order until April 20, that stil
gave himtinme to get at |east sone docunents to the Comm ssioner
bef ore June.
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t he Comm ssi oner rem nded us, however, Thonpson had spent al nost
a year wiwth the Appeals officer doing nothing. W therefore

deni ed his request.

This finally jolted Thonpson into action. He introduced
twel ve exhibits into evidence, and he testified about investnent-
interest expense and Prairie’s losses.” Not only did he claimhe
had paid investnent interest in 2004 and 2006, he al so clainmed he
had i nvestnent interest that he had carried over from previous
years. The carryover would be a boon for 2006--an interest
deduction as |arge as Thonpson clainmed wuld fully offset his
$113, 226 dividend from M| an Agency, I|nc.

The Comm ssi oner noved to exclude Thonpson’s exhibits, and
rather than grant the notion, we reserved decision in one |ast
attenpt to get Thonpson to give docunents verifying his expenses
to the Comm ssioner. The Conm ssioner was to file an opening
brief by Septenber 9, 2010--Thonpson had until then. If he
refused, we made clear, his wi ndow of opportunity to produce

docunents woul d cl ose.

" When a taxpayer borrows noney to buy into a partnership
that actively conducts a trade or business, but in which the
t axpayer hinself doesn’'t materially participate, interest he pays
on the loan is “investnent interest.” The termalso includes the
i nterest sonmeone pays on a | oan whose proceeds he uses to buy an
asset that yields “portfolio incone.” See sec. 163(d)(3)(A),
(5 (A). “Portfolio inconme” includes nost types of passive
i ncone, such as interest and divi dends.
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On August 4, 2010, the Conm ssioner reported that Thonpson’s
communi cation was mninmal. To his credit, Thonpson then did turn
over sonme docunents that enabled the Comm ssioner to verify
ganbling | osses, nortgage interest, taxes paid, charitable gifts,
and a capital-loss carryover. W are left with only Thonpson’'s
i nvestment -i nterest expense and his share of Prairie’'s |osses to
di scuss.

Di scussi on

We do not accept Thonpson's clains that the Nurenberg
Principles allow himto not file his returns. See, e.g., Miste

v. Comm ssioner, 35 T.C 913, 920 (1961); Harper v. Comm ssioner,

T.C. Meno. 1973-214, affd. w thout published opinion 505 F.2d 730
(3d Cr. 1974). W mght sustain his clainmed expenses, though if
t he Comm ssioner has his way we will have virtually nothing in
the record to support them

| . Admi ssibility of Docunents

The Conmm ssioner noved to exclude the exhibits that Thonpson
presented for the first tinme at trial, and he renews his notion
on brief. He is surely correct that Thonpson was dilatory in
produci ng docunents. W may exclude, and often do excl ude,
evidence that a party tries to get admtted contrary to our

pretrial order. See Schaefer v. Comm ssioner, T.C Meno. 1998-

163, affd. wi thout published opinion 188 F.3d 514 (9th G r

1999). Thonpson relies on one of the exceptions to our general
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rul e of exclusion, the exception for “good cause”--though the
good cause that he clains is that he was out of town and didn’t
check his mail until seven weeks before trial. This is a poor
excuse, especially considering his earlier uncooperative behavi or
and bellicose letters. But we acknowl edge his attenpts to
provi de some docunentation after trial. The pretrial order does

not mandate exclusion, and we will admt the documents. See

Maj or v. Conm ssioner, T.C Meno. 2005-141, affd. 224 Fed. Appx.
686 (9th G r. 2007).8

8 The pretrial order says, “The Court may refuse to receive
in evidence any docunent or material not so stipulated or
exchanged [that is, within the prescribed period], unless
ot herwi se agreed by the parties or allowed by the Court for good
cause shown.” (Enphasis added.)

The Comm ssioner fears we are rewardi ng bad behavior. That
is not our intent. W take into account that the docunents’
purpose was to substantiate the disputed expenses, which we find
does not prejudice the Conm ssioner. Cf. Cagle v. Conmm ssioner,
T.C. Meno. 1993-217. W al so recognize that Thonpson is going at
this pro se and for the first tine. He would be unlikely to get
such indul gence in the future, and we have ot her ways of
di scouragi ng delay. See sec. 6673.

The Comm ssioner also renews his objections based on | ack of
foundati on and hearsay. All the docunents presented dealt with
Thonmpson’s condom niumin Hawaii, his clainmed capital-Ioss
carryover, a loan he had taken out, or deductions relating to
Prairie that Thonpson clainmed. Thonpson provided anple testinony
of these topics and so the docunents don’t |ack foundational
evi dence. We do, however, sustain the Comm ssioner’s hearsay
objection as to the handwitten notes on the face of Exhibits 12,
18, 21, 22, and 23 as well as the conputations printed on the
| ast page of Exhibit 22.



1. Deducti ons and Losses

A. | nvest nent - | nt erest Expense
Cl ai med by Al owed by the Amount in
Year Thonpson Conmmi ssi oner D spute
2004 $11, 374 $8, 868 $2, 506
2006 116, 384 36, 094 80, 290

Thonpson has the burden of proving | osses and ot her

deductions. See Rule 142(a); Jordan v. Conmm ssioner, T.C Meno.

2009-223. He called only hinself as a witness during trial and
testified generally that he incurred the investnent-interest
expense in dispute. O course, unsubstantiated testinony usually

does not get a taxpayer very far. See Tokarski v. Comm ssioner,

87 T.C. 74, 77 (1986). \What Thonpson really needs are records
sufficient to verify his clains. See sec. 6001; sec. 1.6001-
1(a), Incone Tax Regs.

Thonpson argues that his 2003 tax return shows $170, 494 of
i nvestment -i nterest expense which he could carry forward to
future years.® He contends that the Conmi ssioner’s adm ssion
that he paid sone investnent-interest expense in 2004 and 2006
means that we should accept his own assertion about the specific
anount of that interest, including the anmount that he reported on

his 2003 return, to allow the rest. Tax returns, however, don't

® Each year Thonpson was limted in how nuch of the expense
he could claim That’'s because the expense can offset only net
i nvestnent inconme. Sec. 163(d)(1).
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substanti ate deductions or | osses; they are nothing nore than a

statenent of a taxpayer’s clainms. WIKkinson v. Conm ssioner, 71

T.C. 633, 639 (1979). Thonpson therefore can't rely solely on
his old return or his current say-so to prove the disputed

amount. See McWIIlians v. Comm ssioner, T.C. Mno. 1995-454

(“[t]axpayers cannot nerely rely on prior years’ tax returns in

which credits were clained”); see also Se. Mail Transp., Inc. V.

Commi ssi oner, T.C Menp. 1992-252.1° Thonpson alludes in his

brief to additional documentation, but it’s not in the record.

See Kanofsky v. Comm ssioner, T.C Mno. 2006-79, affd. 271 Fed.

Appx. 146 (3d G r. 2008).

Al t hough we thus have no information about interest paid
bef ore 2003, Thonpson did provide sone records of two United
Bankers’ notes for the years at issue. He borrowed over $500, 000
on Decenber 31, 2002, agreeing to pay a variable interest rate on
a quarterly schedule. He then took out another l|oan in 2006, and
used nost of those proceeds to pay off the original 2002 | oan.
Thonpson al so gave us what appear to be 2006 quarterly statenents
and a renewal notice. Two of the quarterly statenments related to
the 2002 | oan. They say he owed $4,391.22 in interest on March
31, 2006 (the renewal notice suggests he had to actually pay

$4,399.13) and $7,500 in interest on June 30, 2006. Another

10 Even if he had substantiated investnent-interest expense
fromyears before 2004, he’'d have to show they were not absorbed
in intervening years. MWIllians, T.C Menp. 1995-454.
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statement lists interest of $4,326.40 on the 2006 | oan due at the
end of 2006. Finally, he gave us a bank slip noting an interest
paynment of $4,422.41 on the date he took out the 2006 | oan.

The 2006 docunentation convinces us that the 2002 note was
still outstanding in 2004. W have, however, little proof of the
timng or anobunt of interest actually paid in 2002. Thonpson did
docunent $20, 648 in interest for 2006, and would like to
estimate what he couldn’t provide. But w thout information about
how he actually used the | oan proceeds, we cannot say such

paynments were investnment interest. See Kudo v. Conmm ssioner,

T.C. Meno. 1998-404, affd. 11 Fed. Appx. 864 (9th G r. 2001).12
Thonmpson checked “Busi ness Purposes” when he applied for the new
loan. He now clains that Prairie Sun Bank used the loan to

i nvest in ECONAR Energy Systens Corp.!® These clains, however,
are unsupported. Even if he paid all of the interest he clai ned,

Thonpson didn’t denonstrate the anmount of his investnent in

11.$4,399.13 + $7,500 + $4, 326.40 + $4,422.41. Several
docunents not only showed the anmount due, but al so indicated
Thonmpson was not behind on his paynents, satisfying us that he
paid these anpunts.

12 The purpose is crucial because it determ nes whether the
interest paid is deductible. Wen we know a taxpayer paid a
deducti bl e expense, we sonetines can estimte the anmount. See
Cohan v. Conm ssioner, 39 F.2d 540, 543-44 (2d Cr. 1930). The
converse does not hold true--know ng the amount (w thout nore)
does not let us estimate that an itemis deductible.

13°At trial he nmentioned a heat punp manufacturer. Maybe
this is ECONAR, maybe not: Thonpson didn’t say.
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ECONAR nor why such investnent triggered deductions under section
163(d). We thus sustain the Comm ssioner’s limtation on

Thonpson’ s deduction of investnent interest.

B. Nonpassi ve Losses
Cl ai med by Al |l owed by the Amount in
Year Thonpson Conmmi ssi oner D spute
2004 $36, 247 - 0- $36, 247
2006 34, 607 - 0- 34, 607

The Conmm ssioner argues that “petitioner was not able to
establish that the rental activity was non-passive or that the
activity was engaged in for a profit.”!* Show ng unusual
chut zpah, Thonpson bl anmes the Conm ssioner for waiting too |ong
to raise the issue of character of the |losses. (At trial
Thonpson focused on the amobunt of the |oss.)

It’s true that if an issue is untinely raised--unfairly
surprising the opposing party by not giving hima chance to

adequately address it at trial—we'll refuse to consider it.

14 A passive activity is a trade or business in which the
t axpayer doesn’'t materially participate. Sec. 469(c). Wy the
distinction? Congress is concerned that a taxpayer with incone,
such as wages, will look for an investnent to generate noncash
| osses that will shelter that incone. See Mwafi v.
Commi ssioner, T.C Menp. 2001-111.

Thonpson described Prairie as having “10 rental hones,” and
the parties refer to Prairie’s losses as “rental |osses.” Rental
activities are passive unless a taxpayer neets certain
requi renents (such as spending nore than 750 hours on the
activity during the tax year). Sec. 469(c)(2), (7). Thonpson
has not shown that he nmet any of these requirenents.
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Rolfs v. Comm ssioner, 135 T.C. 471, 484 (2010) (citing prior

caselaw). But we disagree with Thonpson’s prem se. The

Comm ssioner didn't raise this issue for the first tinme on brief;
he raised it at trial. (And considering Thonpson hadn’t bot hered
gi ving the Conm ssioner anything relating to his deductions and

| osses until one week before trial, this was no small feat.) The
Comm ssi oner pointed out to the Court that sonething wasn't quite
right wwth the Prairie |osses on Thonpson's 2004 return:

Thonpson sonehow had bot h passi ve and nonpassive | osses from
Prairie and the Conmm ssioner wanted to know how. The Court tried
to have Thonpson clarify matters, but he was clearly confused:
“How i s one passive, one nonpassive?” Unable to answer the
Comm ssi oner’ s argunent, Thonpson turned fromtestifying about
the character of the |osses to testifying about their anounts.
Hi s confusion--likely avoidable if he had conplied with Court

deadl i nes--is no excuse for failure to nmeet his burden.

15 Thonpson al so nmakes “fairness” argunents concerning the
Prairie |l osses. First he argues that because he believes M| an
Agency, Inc., and Prairie are grouped together under banking | aw,
t hey shoul d be grouped together for tax law (and thus, we
suppose, gains and | osses of the two should be netted). But
grouping for tax law-at |east for the purpose of applying the
passi ve-activity loss rules--is defined under section 1.469-4,
| ncone Tax Regs., which doesn’t cross-reference banking | aw.
Based on the little evidence Thonpson did give us, we find he
didn’t meet that section’s facts-and-circunstances test. Sec.
1.469-4(c)(2) and (d)(21)(ii), Exanple (2), Inconme Tax Regs. (Nor
did he show he’s not otherw se Iimted under paragraph (d) of
that regulation.)

(continued. . .)



[11. Additions to Tax

The final issues are additions to tax under section 6651 and
6654. Since Thonpson conceded the additions to tax for 2004 on
brief, we need only discuss 2006.

The Comm ssi oner has the burden of production on additions
and penalties, see sec. 7491(c), but the burden of persuasion

remai ns on Thonpson, see, e.g., Higbee v. Conmm ssioner, 116 T.C.

438, 446-47 (2001). The first of the three additions to tax here
is the addition for failure to tinely file a tax return. See
sec. 6651(a)(1l). The Comm ssioner net his burden of production
on this one because Thonpson stipulated that he did not file his
2006 return.

The Conm ssioner has also nmet his burden for the second
addition to tax--the one inposed on those who fail to tinely pay
taxes shown on a return. See sec. 6651(a)(2). Thonpson didn’'t
file a return, but section 6020(b) allows the Comm ssioner to
prepare a substitute for return. An SFR that neets certain
requirenents is treated as “the return filed by the taxpayer for

pur poses of determ ning the anount of the addition.” \Weeler v.

15, .. conti nued)

He al so suggests that because he believes, citing Vainisi v.
Comm ssioner, 599 F.3d 567 (7th Gr. 2010), revg. 132 T.C. 1
(2009), that the law concerning S corporations is uncertain, the
Commi ssioner can’t sinply state his incone is passive. Not so.
The burden is on Thonpson to show his activities were not
passive, and this requirenent applies even to sharehol ders of an
S corporation. See Harnett v. Comm ssioner, T.C Meno. 2011-191.
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Comm ssi oner, 127 T.C. 200, 208-09 (2006) (citing section

6651(g)(2)), affd. 521 F.3d 1289 (10th Gr. 2008). A valid SFR
nmust provide nore than background information about the taxpayer.
See id. at 209. By incorporating tax information fromthird
parties to nmake appropriate adjustnents to tax, the Comm ssioner
did just that.

Finally section 6654 inposes an addition to tax when a
taxpayer fails to make estimted tax paynents during the year.
Sec. 6654(a) and (b). Thonpson didn't file his 2005 return, so
the required annual paynent is 90 percent of the 2006 tax due.
See sec. 6654(d)(1)(B). To neet his burden of production, the
Comm ssi oner nust prove Thonpson owed tax for 2006 and t hat
Thonpson paid insufficient estimated tax. W’ ve determ ned that
Thonmpson owes tax for 2006, and Thonpson admts that he hasn’'t
paid any tax besides the relatively small anpbunt that was
wi thhel d. (Nor has Thonpson shown that one of the section
6654(e) exceptions applies.)

Thonpson instead asks us to give hima pass on account of
his good faith--his willingness to show up for trial, the
presentation of his 2003 return, and the Comm ssioner’s
recognition that sonme of the investnent-interest expenses were
| egitimate.

There is, however, no reasonabl e-cause exception to the

section 6654 addition that applies to Thonpson. See Dodge v.
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Commi ssioner, 96 T.C 172, 183 (1991), affd. on this issue 981

F.2d 350 (8th Cr. 1992). There is such an exception to the

ot her additions, see sec. 6651(a)(1l) and (2), but Thonpson failed
to adequately explain either at trial or afterward why he didn’t

file his 2006 return or pay the anmount that would have been shown
on the return had he filed it. H's Nurenberg Principles defense

s not reasonabl e.

A final word of caution. Thonpson seens to welconme future
opportunities to conme to the Tax Court.® W can help pro se
l[itigants with legitimte clains, but not those who nmake
frivol ous argunents. Perhaps Thonpson believes conflating the
two is worth the risk; he is now cautioned that section 6673
allows the Court to inpose sanctions of up to $25,000 on

t axpayers making frivol ous argunents.

Decisions will be entered

under Rul e 155.

16 “pPetitioner is on a fact-finding journey through the Tax
Court and any encouragenent of delay, hindrance, or cost-
i ncreasing would be directed at future proceedings. Petitioner
does not ‘disregard * * * the rules of this court,’ but rather
hopes to learn them and possibly use themin the future.”
Answering Brief for Petitioner at 9-10.



