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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

KROUPA, Judge: Respondent determ ned the follow ng i ncone

tax deficiencies and penalties with respect to petitioners’

This case is consolidated with OW Conpany Trust, docket No.
20202-02, and OWK Family Trust, docket No. 20203-02.
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Federal incone tax returns for 1998:?2

Penal ti es
Accuracy-rel ated Fraud?!
Petitioner Defi ci ency Sec. 6662(a) Sec. 6663
Orneal & Martha $125, 772 - - $25, 154
OWK Conpany Tr ust 50, 221 $10, 044 - -
OW Fami |y Trust 824 165 --

lRespondent determned in the alternative that, if Oneal and
Mart ha Kooyers are not liable for the fraud penalty, they are
liable for the accuracy-related penalty under sec. 6662(a).

Respondent concedes that Orneal and Martha Kooyers are not
liable for the fraud penalty under section 6663. Follow ng that
concession we nust first decide whether the OW Conpany Trust and
OW Fam |y Trust (collectively the OWK trusts) should be
di sregarded for Federal incone tax purposes. W hold that the
OW trusts are to be disregarded. Because the OW trusts are
di sregarded for Federal incone tax purposes, we nust decide five
addi tional i ssues.

First, we decide whether Orneal and Martha Kooyers
(petitioners) are taxable on incone from Tamari sk Operati ons,
Ltd., and Fountain G obal Trust. W hold that they are not.

Second, we deci de whether petitioners are taxable on capital

gain of $6,008 as reported by the OWK trusts or $123,391 as

2Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for 1998, and Rul e references
are to the Tax Court Rules of Practice and Procedure. Anpunts
are rounded to the nearest doll ar.
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determ ned by respondent. W hold that they are taxable on
capital gains of $103, 791.

Third, we deci de whether petitioners may deduct expenses
cl ai mred as busi ness expenses by the OW trusts. W hold that
t hey may not.

Fourth, we decide whether petitioners are |iable for self-
enpl oynent taxes on conpensation paid to the OW trusts by
Pacific Island Mnistries (P.1. Mnistries). W hold that they
are.

Finally, we decide whether petitioners are liable for the
accuracy-rel ated penalty under section 6662(a). W hold that
t hey are.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the acconpanying exhibits are
incorporated in these findings by this reference. Wen the
petitions in these cases were filed, petitioners, who are
married, resided in Gass Valley, California, where, at that
time, they conducted the activities of the OW trusts.

A. Petitioners’ M ssionary Service in New QUi nea

In the spring of 1959, M. Kooyers had an epi phany and
believed hinself called to serve as a mssionary. At the tine,
petitioners were teaching in northern California. After

obtaining releases fromtheir teaching contracts, petitioners
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joined the Wcliffe organi zati on and took |inguistic courses for
Bi ble translators and jungle training conducted by Wcliffe. In
February 1961, petitioners began performng m ssionary work in
the Sepi k R ver Basin area of Papua, New Quinea. Petitioners
settled with their children in the primtive village of Mudiwai,
where they built a house and studied the village culture and the
| anguage of Washkuk. After 2 years, they built a school where
Ms. Kooyers taught.

Petitioners traveled to the United States in 1966, so that
M. Kooyers could recuperate fromhepatitis and they could raise
funds for their work in New Guinea. They returned to New Gui nea
in the fall of 1967 and settled in the town of Anbunti. Ms.
Kooyers began teaching classes there, and eventually the cl asses
evol ved into the Anbunti Akadem .

Petitioners conpleted their translation of the New Testanent
in 1975. The Wcliffe organization required its m ssionaries
upon conpletion of a translation to relocate to a new area, study
t he | anguage, and begin another translation. Petitioners
believed that they had been called to serve in the Sepi k area of
New Cui nea. Consequently, they separated fromthe Wcliffe
organi zation and established P.1. Mnistries, through which they
continued to conduct their m ssionary work in New Gui nea.

Petitioners were enployed by P.I. Mnistries; M. Kooyers served
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as chief executive officer, and Ms. Kooyers served as a teacher
and m ssionary.

Petitioners’ daughter Leah graduated fromcollege in 1978
and married Doug Heidenma, a son of other m ssionaries. Leah and
Doug settled in Anbunti and assisted petitioners with their
m ssionary activities. Petitioners also sought and trained New
Qui nea nationals to serve as leaders in the mssion activities of
P.1. Mnistries. Eventually, those nationals conducted a |arge
portion of the mssion’ s activities.

Over the years, the activities of P.1. Mnistries greatly
contributed to the devel opnent of the Sepik area. Wth funds
provided by the U S. Agency for International Devel opnent, P.I
Mnistries constructed (i) a large joinery to construct canoes,
trusses for buildings, school furniture, and water tanks, (ii)
new wards for the Ambunti clinic, and (iii) rain-collection water
systens for 165 villages. Moire recently, P.I. Mnistries has
supplied villages with nedicines and assisted in training
orderlies to provide basic nedical treatnent.

B. Creation of the OW Trusts

Petitioners were frugal, made w se investnents, and were
provided retirenment benefits by P.I. Mnistries. Consequently,
by 1995, they had accunul ated substantial savings. Petitioners

continued to live a very nodest |lifestyle, however, even after
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they returned to the United States.® They primarily wished to
use their savings (i) to ensure that the m ssionary activities of
P.1. Mnistries in New Guinea continued and (ii) to provide for
t he education of their grandchildren.

Petitioners made an extended trip to California in 1995.
During that visit, an acquai ntance suggested to petitioners that
they consider establishing trusts. Petitioners |earned that
Nat i onal Trust Services (NTS) conducted senmi nars on investnments
and the use of “conplex” trusts. They paid $9,000 or $10,000 to
attend an NTS semi nar in 1995.

I n Novenber 1995, petitioners created the OW trusts using
forms provided by NTS. M. Kooyers was the grantor/creator of
the OW Fam |y Trust. As part of the OW Famly Trust’'s “Conpl ex
Trust Systeni, the OW Fam |y Trust created other trusts,

i ncluding the OW Conpany Trust. Petitioners were trustees of
the OW trusts and nmade all decisions concerning the use of trust
assets at all times relevant to these cases.* The termof the

trusts was 25 years. As trustees, however, petitioners had

3Since petitioners’ permanent return to the U S., they have
lived in a nobile honme in a nobile hone park and have purchased
used cars; e.g., in 1998, they sold a 1987 Buick and purchased a
used 1993 Bui ck.

‘“Ms. Kooyers and National Trust Services (NTS) were naned
trustees of the OW Famly Trust in the declaration of trust,
dated Nov. 16, 1995. Roy Fritts (Fritts) signed on behal f of
NTS. M. Kooyers was naned as a trustee on Nov. 17, 1995.
Thereafter, neither Fritts nor any other representative of NTS
participated in any neetings or decisions of the trustees.
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discretion to termnate any trust before the end of the 25-year
period and, at the end of the period, could renew the trust
agreenent for another period up to 25 years.

Petitioners intended that 20 percent of the benefici al
interest in the OW Fam |y Trust was to be held by their children
and 80 percent was to be held by P.I1. Mnistries. Mnutes of the
board of trustees of OW Fam |y Trust, dated Novenber 17, 1995,
indicate that there were 100 beneficial units, of which 80 were
held by the OW Charitable Trust® and 20 were held by
petitioners’ children. Mnutes of the board of trustees of the
OW Conpany Trust, dated Novenber 18, 1995, indicate that the OWK
Fam ly Trust was the sole beneficiary of the OW Conpany Trust.

M nutes of the board of trustees of the OW Fam |y Trust,
dat ed Novenber 17, 1995, state that the beneficial certificates
convey no interest of any kind in the trust assets; convey no
voi ce in the managenent or control of the trust but do convey a
right to receive a pro rata share of “enolunents” that may be

di stributed by the trustees.

The minutes of the board of trustees of the OWK Famly
Trust, dated Nov. 17, 1995, state that the trustees agreed to
create a private charitable foundation (a charitable trust) to
whi ch units of beneficial interest were issued. The declaration
of trust for the OW Charitable Trust is not in the record.
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M's. Kooyers transferred to M. Kooyers all of her interest
in all her real and personal property.® M. Kooyers then
transferred all of petitioners’ property, real and personal, to
the OW Fam |y Trust. The declaration of trust of the OW Fam |y
Trust states that the trustees were authorized to accept rights,
title, and interest in real and personal property conveyed by M.
Kooyers to be the corpus of the trust, including “the exclusive
use of his lifetinme services and ALL of his EARNED REMUNERATI ON
ACCRUI NG THEREFROM' .

For 1998, the OW Conpany Trust entered into separate
agreenents with P.1. Mnistries, pursuant to which the trust
agreed to provide the services of petitioners as independent
contractors to P.I. Mnistries and P.1. Mnistries agreed to pay
the trust for services provided by petitioners. M. Kooyers was
to serve as assistant to P.1. Mnistries’ chief executive
officer, and Ms. Kooyers was to serve as a mssionary. |n 1998,
P.1. Mnistries paid the OW Conpany Trust $106, 788 for
petitioners’ services.

In 1998, the OW Conpany Trust paid all expenses petitioners
t hought were related to their m ssion work, including the costs

of their housing, nmedical care, travel, and fam |y gatherings.

5The property Ms. Kooyers conveyed to M. Kooyers included
excl usive use of her lifetinme services “exception being that of
an enpl oyee situation”.
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The OW Conpany Trust al so paid the educati on expenses of
petitioners’ grandchildren.

C. | nvest nents in Ponzi Schenes

M nutes of the OW Conpany Trust trustees neeting, dated My
29, 1996, state that the trust contracted wwth WlliamJoe Little
(Little) of NTS to act as “Agent Trustee” to handl e investnents.
Little was also affiliated wth Fountai nhead G obal Trust
(Fountai nhead). During the course of his relationship with
petitioners, Little exploited their strong religious notivations
and convinced themthat he was a “keen Christian”

In February 1997, petitioners traveled to G and Cayman
Island to attend neetings conducted by Little, Fritts, and Lew s
Rowe (Rowe) of Zephyr International Ltd. (Zephyr). The neetings
were to explain the NTS/ Zephyr rel ationship and to pronote
i nvesting through an offshore entity. Little, Fritts, and Rowe
convinced petitioners that the proposed investnents were sound,
that Little, Fritts, and Rowe were highly qualified and |icensed
prof essionals, and that the “operation is conpletely |egal,
honest, upright and is run by nmen of highest integrity. Only
t hese kind of men are so licensed under the authority of the
Caymani an gover nnent whi ch operates under British law”

As advised by Fritts, Little, and Rowe, petitioners
contracted with Zephyr to form Tamari sk Qperations Ltd.

(Tamari sk), through which the OW trusts invested $550, 000.
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Tamari sk i nvested $250,000 in a | oan programcalled “Cash for
Titles” and $300, 000 in an investnent called Lanstar. M nutes of
OW Conpany Trust, dated August 18, 1998, indicate that the Loan
Account (previously Cash for Titles) in which $250, 000 had been
i nvested was “now val ued at the August 15 date at $454.6K’. A
Tamari sk statenent, dated Novenber 19, 1998, sent to the OW
trusts by Zephyr, reported that the balance in the | oan program
was $333,460 on Decenber 31, 1997, and $472, 785 on Septenber 30,
1998. The $139, 325 increase was attributable to nonthly
transactions recorded as interest.

The OWK trusts also invested with Little in Fountainhead.
Fount ai nhead quarterly statenents for March 31, June 30,
Sept enber 30, and Decenber 31, 1998, reported the follow ng
transacti ons:

Mar. 31 June 30 Sept. 30 Dec. 31

Last quarter’s bal ance -0- -0- $100, 000 $100, 000
New i nvest nent $100, 000 $100, 000 -0- -0-
Total interest this quarter -0- 4,160 12, 661 12, 661
Less return of principal -0- -0- 7,714 7,714
Less return of interest -0- -0- 4,001 4,001
Less nmanagenent fees -0- 304 946 946
Total investnent val ue 100, 000 103, 856 100, 000 100, 000

The “investnments” pronoted by Little, Fritts, and Rowe were
inreality scans, and petitioners never recovered their noney.
The “cash for title” |oan programinvestnent was in reality a
| arge-scal e, international Ponzi schenme devised by M chael Gause

(Gause). Gause conducted the schene in the Cayman |sl ands
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t hrough a network of corporations and bank accounts that he
controlled.” Gause and others, including Rowe, represented to
the investors that the proceeds fromthe sales of securities
woul d provide high-interest consuner |oans. Contrary to those
representations, nost of the proceeds were used to pay interest
and principal to earlier investors, as well as conm ssions and
fees to the pronoters. Rather than making a profit on the
i nvestnents, petitioners |ost nost of the noney they invested.

D. Petitioners’ and the OW Trusts’ 1998 Returns

Larry Dickson (D ckson) of Isler & Co. in Medford, Oregon,
prepared the 1998 incone tax returns for petitioners and the OWK
trusts. Someone associated wth NTS had recomended D ckson as
an accountant know edgeable in taxation of conplex trusts, as
well as a “church nenber”. Dickson prepared petitioners’ 1998
Form 1040, U.S. Individual Income Tax Return, as well as separate
1998 Forms 1041, U.S. Incone Tax Return for Estates and Trusts,
for the OW Fam |y Trust and the OW Conpany Trust.

On their return, petitioners reported total incone of

$5, 245, including $245 of dividends and $5,000 of trustee fees

‘Gause pleaded guilty to conspiracy, securities fraud, and
i nternational noney |aundering in connection with the Ponzi
schenme. United States v. Gause, Crimnal Action No. 99 Cr. 1100
(SSD.N.Y., Qct. 24, 1999). The CGovernnent of the Cayman |sl ands
charged Rowe and Patrick Tibbetts with noney | aundering in
connection wth Gause’s “Cash 4 Titles” schenme. See In re United
States, No. 04-MC-9 (N.D.WVa. Apr. 15, 2004)(order granting
nmotion for wit of habeas corpus ad testificandum.
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(%2, 500 each, which they each reported as subject to self-

enpl oyment taxes of $353). They al so reported nontaxabl e Soci al
Security benefits of $29, 534.

On its return, the OW Conpany Trust reported total inconme
of $129, 311, which included $29, 481 of interest from
Fount ai nhead, $2,089 of dividends, $91,732 of other inconme, and
$6, 008 of capital gain. The other incone was described as
$106, 788 fromP.1. Mnistries |less $15,056 “return of capital
Fount ai nhead 3 obal”. The capital gain reported on the return
i ncl uded $1,930 of capital gain fromthe sale of shares of three
Scudder funds--Scudder Latin American Fund (Latin), Scudder
Geater Europe Gowh Fund (G owth), and Scudder I|nvestnent Trust

(I'nvestnent)--and $4,078 from other investnents, reported as

foll ows:
Sal e Gain
Fund Price Basi s (Loss)
Scudder funds
Latin $47, 755 $45, 301 $2, 454
Growt h 32,719 33, 243 (524)
| nvest nent 64, 239 64, 239 - 0-
O her funds
L.A small cap 27, 387 28,194 (807)
L.A small cap 28, 597 30, 012 (1, 415)
J. Hancock 16, 052 16, 142 (90)
Pilgrim 15, 333 16, 137 (804)
L.A class A 32,186 24,992 7,194
Tot al $264, 268 $258, 260 $6, 008

The OWK Conpany Trust clainmed total deductions of $129, 899,

i ncluding $3,729 for fiduciary fees, $56,871 for charitable
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contributions, $900 for attorney, accountant, and return preparer
fees, and $68, 399 for other deductions. The other deductions

i ncl uded $15,970 for continui ng education, $6,037 for travel
expenses, $448 for dues and subscriptions, $2,461 for nedical,
$2, 224 for investnent expenses, $6,457 for publishing costs,

$6, 724 for rentals, $760 for repairs and naintenance, $12,041 for
supplies, $1,845 for 50 percent of the cost of neals, $4,043 for
ot her trust expenses, and $9, 389 for a net operating | oss.

Onits return, the OW Fam |y Trust reported an adjusted
total |oss of $944 ($61 of interest incone |ess net operating
| oss of $1,005). The OW Family Trust also reported (but did not
deduct on the basis of the passive activity loss l[imtations) a
net |loss of $5,712 fromrental real estate activity, which
i ncl uded $3, 318 unal |l owed | osses fromprior years. The $2,394
| oss from 1998 rental real estate activity reported on Schedul e
E, Suppl enental |Incone and Loss, derived fromrental inconme of
$3,671 and deductions of $120 for repairs, $279 for taxes, $1,991
for utilities, and $3,675 for depreciation.

Respondent exam ned petitioners’ 1998 return, as well as the
returns filed by the OW trusts, and issued notices of deficiency
to petitioners and the OWK trusts.

In the notice of deficiency issued to the OW Fam |y Trust,
respondent disallowed the clainmed rental expenses and increased

the trust’s income by the $3,671 rent reported as received on the
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return. Respondent also disallowed the $1, 005 net operating |oss
and i nposed the accuracy-rel ated penalty under section 6662(a).
In the notice of deficiency issued to the OW Conpany Trust,
respondent disallowed all itens deducted on the trust’s 1998
return, increasing the trust’s taxable income by $129, 899.
In the notice of deficiency issued to petitioners,
respondent determ ned that the OWK trusts should be disregarded
for Federal income tax purposes and consequently made the

foll ow ng adjustnments to petitioners’ incone:

[tem Adj ust nent
Taxabl e Social Security $25, 104
Capital gain 123, 791
Sel f - enpl oynent t ax (7,191)
|tem zed deducti ons (10, 127)
St andard deducti on 8, 800
Exenpti ons 5,400
Service incone M. Kooyers 55,974
Fi duci ary fees M. Kooyers (2,500)
Service incone Ms. Kooyers 50, 814
Fi duci ary fees Ms. Kooyers (2,500)
Di vi dend i nconme 2,089
| nterest incone 168, 868

Respondent determ ned that the income fromP.I. Mnistries

was subject to self-enploynent tax of $15,089. Respondent al so
determ ned that petitioners were liable for the civil fraud
penal ty under section 6663 or, alternatively, for an
accuracy-rel ated penalty under section 6662(a) and (b)(1) for

negl i gence or disregard of rules or regul ations.
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OPI NI ON
As a general rule, the Comm ssioner’s determnations in a
notice of deficiency are presuned correct, and the burden is on
the taxpayer to prove otherwise. Rule 142(a); Wlch v.
Hel vering, 290 U. S. 111, 115 (1933). The general rule does not
apply, however, under circunstances where section 7491 pl aces the
burden of proof or production on the Conmm ssioner.8
The Comm ssi oner bears the burden of proof with respect to a
factual issue relevant to ascertaining a taxpayer’'s liability for
incone tax, if the taxpayer introduces credible evidence with
respect to that factual issue. Sec. 7491(a)(1). The preceding
rul e applies, however, only if the taxpayer has (i) conplied with
requi renents under the Code to substantiate any item (ii)
mai ntai ned all records required by the Code, and (iii) cooperated
Wi th reasonabl e requests by the Secretary for information,
docunents, and neetings. Sec. 7491(a)(2). The taxpayer bears
the burden of proving that these requirenents have been net.

Snyder v. Comm ssioner, T.C. Menp. 2001-255 (citing H Conf.

Rept. 105-599, at 240-241 (1998), 1998-3 C. B. 747, 994-995).

8Sec. 7491 applies to court proceedings arising in
connection wth exam nations beginning after July 22, 1998.
I nt ernal Revenue Service Restructuring and Reform Act of 1998,
Pub. L. 105-206, sec. 3001(a), 112 Stat. 726. The year at issue
is 1998, and the exam nation began after July 22, 1998. Thus,
sec. 7491 applies to this case.
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In this case, there are nultiple factual issues relevant to
determning petitioners’ tax liability. Petitioners have not
addressed or provided any evidence concerning $61 of interest
i ncone or substantiated expenses clained by the OW trusts.
Consequently, section 7491(a)(2) does not place on respondent the
burden of proving those factual issues. The resolution of the
remai ni ng i ssues does not depend on which party has the burden of
proof. W resolve those issues on the preponderance of the
evi dence in the record.

| . | ncone of the OWK Trusts |Is Taxable to Petitioners

Respondent determ ned that the OW trusts shoul d be
di sregarded for Federal incone tax purposes and the incone
reported by the trusts taxed to petitioners.

Courts have consistently invalidated simlar trusts for
Federal incone tax purposes. Those courts that have been faced
with the issue have been uniformin their determ nations that
those entities will not allow a taxpayer to shift the incidence
of taxation away fromhinself to the trust. W cite only a few

of the many cases so holding. See, e.g., Znuda v. Comm Ssioner,

731 F.2d 1417 (9th Cir. 1984), affg. 79 T.C. 714 (1982); Hol man

v. United States, 728 F.2d 462 (10th Cr. 1984); O Donnell v.

Comm ssioner, 726 F.2d 679 (11th Cr. 1984); Hanson v.

Comm ssi oner, 696 F.2d 1232 (9th Cr. 1983), affg. T.C Meno.

1981-675; Schulz v. Conm ssioner, 686 F.2d 490 (7th Cr. 1982),
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affg. T.C. Meno. 1980-568; Vnuk v. Conmm ssioner, 621 F.2d 1318

(8th Gr. 1980), affg. T.C. Menp. 1979-164; Wsenberg V.

Commi ssioner, 69 T.C 1005 (1978). These cases involved facts

strikingly simlar to the facts here.

In the cited cases, famly trusts were set up using forns,
materials, and step-by-step instructions bought from pronoters of
trust schenes. Generally the wife conveyed her real and personal
property to the husband. The husband then conveyed all famly
property, including the famly residence and vehicles, to the
trust, along with the right to receive incone derived fromhis
lifetime services. In return, the husband received the entire
beneficial interest in the trust evidenced by beneficial interest
certificates.

Initially, the wife and a third party (usually the pronoter)
were designated as trustees.® Wthin a day or two, however, the
husbands al so were naned as trustees. The husband and wi fe then
becanme sole trustees, with the trusts to bear all their
trust-rel ated expenses.

Shares of the beneficial interest were then divided between
t he husband and wife and/or other famly nenbers. Any
di sbursenent of trust incone would be made pro rata in accordance

with the beneficial interests as evidenced by the certificates,

°See Markosian v. Conm ssioner, 73 T.C. 1235, 1244 n.7
(1980), where a trustee who served only 1 nonth w thout
perform ng any duties was di sregarded as a nmere nom nee.
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and, if the trust was term nated, the assets were also to be
distributed according to the beneficial interest certificates.

The trustees were enpowered to pay conpensation to officers,
enpl oyees, and agents of the trusts, including thenselves. The
termof each trust usually was 25 years unless the trustees
unani nously decided on an earlier termnation date. As trustees,
t he taxpayers retained alnost unlimted discretionary powers to
deal with the trust assets, distribute incone, and term nate the
trust. The husbands and w ves continued to use and enjoy the
property that had been conveyed and/or |leased to their trusts.

Cenerally, the courts have di sregarded these trusts for
Federal incone tax purposes. There are four grounds courts have
used to disregard a trust. First, the trust was created as a
gui se for deducting personal consunption expenses. Second, the
inconme of the trust is taxable to the taxpayer under the
assignment of income doctrine. Third, the trust is a grantor
trust under the provisions of sections 671 through 677. Fourth,

the trust | acks substance. See, e.g., Znuda v. Conm SSi oner,

supra; Holman v. United States, supra; O Donnell v. Commi Ssioner,

supra; Hanson v. Comm ssioner, supra; Schulz v. Conni ssioner,

supra; Vnuk v. Conmm ssioner, supra; Wesenberqg v. Conmni ssioner,
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supra. The reasoning of those courts is equally applicable here.

A. Attenpted Deduction of Personal Consunpti on Expenses

After attending the NTS sem nars, petitioners thought that
once they had conveyed their personal assets, |ike cars and
residences, to the OW trusts, the trusts could deduct personal
consunption expenses such as fire insurance, utilities, and
repai r and mai nt enance--i ndeed, al nost everything except the
costs of food consuned at honme. “It is fundanental to our incone
tax regi ne that personal consunption expenditures--food,
clothing, travel, education, entertainnment--do not generate
i ncone tax deductions unless they are sonehow i nextricably |inked

to the production of inconme.” Schulz v. Conm ssioner, supra at

492-493. Personal expenses do not becone deducti bl e expenses of
trust admnistration nerely because title to property is placed
inthe trust. 1d. There nust be a nexus between the expense and
t he busi ness conducted by the trust to qualify for a tax
deduction. Conversely, legitimte expenses of a taxpayer’s

busi ness are deducti bl e regardl ess of whether the taxpayer is an

i ndi vidual or a trust. United States v. Buttorff, 761 F.2d 1056,

1060 (5th Cir. 1985).

The OW trusts did not engage in any trade or business.
Thus, the cl ai ned deductions are not deductible under section
162. Transferring property into the trusts did not aid in the

production of incone, nor did it alter managenent activity.
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Petitioners sinply restructured the formin which they held their
property. Rearranging title is not related to managenent or

conservati on under section 212. Zmuda v. Comm ssioner, 731 F.2d

at 1422. Moreover, section 212 was not designed to allow tax
deducti ons based on nere preservation of net worth. |[d. Thus,
respondent could, and did, properly disallow the expenses the
trusts cl ai ned.

B. Assignnent of | ncone

The assi gnnent of inconme doctrine provides a second and
br oader - based attack on famly trusts of the type described here.

Schulz v. Conmm ssioner, 686 F.2d at 493. Petitioners provided

services to P.I. Mnistries. P.I. Mnistries paid the OK
Conpany Trust for those services, and the trust reported that
incone on its Form1041. It is established law that incone is

taxed to the person who earns it. Comm ssioner v. Culbertson,

337 U.S. 733, 739-40 (1949). Attenpting to avoid taxation by
diverting incone fromthe true earner to another entity does not,

in and of itself, shift the incidence of taxation. Uni ted St ates

v. Basye, 410 U.S. 441 (1973); Lucas v. Earl, 281 U S 111

(1930). The determ nation of the proper taxpayer depends upon
whi ch person or entity in fact controls the earning of the incone
rather than who ultimately receives the incone. Vnuk v.

Conmi ssioner, 621 F.2d at 1320; Vercio v. Conm ssioner, 73 T.C

1246 (1980).
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Where the taxpayer sinply assigns his or her lifetine
services and incone earned fromthe performance of those
services, and the taxpayer rather than the trust has the ultinate
direction and control over the earning of the conpensation, the
conveyance is ineffective to shift the tax burden fromthe

taxpayer to the trust. Vnuk v. Conm ssioner, supra at 1320;

Wesenberqg v. Conmi ssioner, 69 T.C. at 1010-1011; see al so Hol man

v. United States, 728 F.2d at 464; O Donnell v. Conm ssioner, 726

F.2d at 681; Hanson v. Conm ssioner, 696 F.2d at 1234.

Li ke the taxpayers in the cited cases, petitioners were not
bona fide servants of the OW Conpany Trust because the trust had
no right to supervise their enploynent or determ ne the resulting
i ncone or benefit. The purported conveyance of petitioners’
lifetime services to the trust did not create a | egal obligation
because petitioners were on both sides of the transaction, as
enpl oyees and as trustees, |leaving no one to enforce the

obligation. See Schulz v. Conmm ssioner, supra at 494.

Simlarly, the contracts for services entered into by the
OW Conpany Trust and P.1. Mnistries concern the services of the
i ndi vi dual having control over P.1. Mnistries as its chief
executive officer and over the trust as trustee. Neither the OWK
Conmpany Trust nor P.1. Mnistries could be said to have had

control of petitioners’ activities. See Stoecklin v.
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Comm ssioner, T.C Meno. 1987-453, affd. 865 F.2d 1221 (11th G

1989) .

The “ultimate direction and control” rested in petitioners,
not in the OW Conpany Trust. Indeed, it would be unrealistic to
assune that anyone would transfer his or her lifetinme services to

a famly trust w thout having such control. Borchert v.

Comm ssioner, T.C Meno. 1982-379. Mreover, such a purported
conveyance of |ifetime services would be unenforceabl e and
essentially nugatory under applicable State law in at |east the

vast majority of instances. United States v. Buttorff, supra at

1061.
Petitioners were the sole source of the OW Conpany Trust’s
earned inconme and should be taxed on the incone they generated

fromtheir services. Cf. Vercio v. Commi ssioner, supra at 1254.

I n such circunstances, the conveyance was nerely an anticipatory
assi gnnent of inconme and was insufficient to shift the incidence
of taxation frompetitioners to the OWK trusts. W therefore
hol d that the incone earned by petitioners through their services
shoul d be taxed to them

C. Grantor Trusts

Petitioners transferred nore than their earning abilities to
the O trusts. They also transferred all of their personal and
i ncome producing property to the trusts. Different rules apply

to gifts of income-producing property to trusts. Courts have
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found incone fromproperty held in trusts simlar to the OWK
trusts taxable to the grantors of those trusts under the “grantor
trust” provisions set out in sections 671 through 677. See,

e.g., Zmuda v. Conm Sssioner, supra at 1421; Holman v. United

States, supra at 464-65; Hanson v. Conm ssioner, supra at 1234;

Vnuk v. Conmmi ssioner, supra at 1321. Under specified

ci rcunstances, the grantor trust provisions treat the grantor of
the trust as the substantial owner of all or part of the trust,
and all of the incone and deductions pertaining to that part of
the trust nust be taken into account by the grantor. Sec. 671
The grantor trust is not taxed on the incone that is taxable to
the grantor. 1d.

For purposes of the grantor trust provisions, a grantor
i ncl udes any person to the extent that person either creates a
trust or gratuitously transfers property, directly or indirectly,
to atrust. Sec. 1.671-2(e)(1), Incone Tax Regs. |f one person
creates or funds a trust on behalf of another person, both
persons are treated as grantors of the trust. 1d. Courts have
exam ned trust arrangenents, simlar to those at issue here,
where the wife generally conveys all her property to the husband
who then conveys to the trust all his property, including the

property transferred fromhis wife. Although the wife was not a
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grantor technically, the courts refused to accept this
distinction. Rather, the courts have treated the wife as a
grant or because the adversity between parties is artificial and
will not shield the trust fromthe operation of the grantor trust

provisions. United States v. Buttorff, 563 F. Supp. 450, 454

(N.D. Tex. 1983), affd. 761 F.2d 1056 (5th Gir. 1985). The

wi fe’'s “conveyance can be ignored, either on the famliar tax
principle that substance predom nates over form or because the
parties thensel ves treated it as neither a sale nor a gift.”

Schulz v. Conm ssioner, 686 F.2d at 496 (fn. ref. omtted).

These trusts violate the grantor trust statutes in substance, if

not in form Id. at 495; accord Znuda v. Comm ssioner, 731 F.2d

at 1421; Holman v. United States, supra at 464-65. Thus, Ms.

Kooyers, as well as M. Kooyers, is a grantor of the OW Fam |y
Trust. Because petitioners are grantors of the OW Fam |y Trust,
they are also grantors of the OW Conpany Trust and any ot her
trust for which the OW trusts are grantors. See sec. 1.671-
2(e)(5), Incone Tax Regs.

The grantor of the trust will be taxed on the incone of the
trust under the grantor trust provisions if any of certain
conditions apply. First, he possesses a disqualifying
reversionary interest. Sec. 673. Second, the trust can be
revoked by the grantor or a nonadverse party. Sec. 676. Third,
trust incone can be distributed to the grantor or the grantor’s
spouse or be used to pay for insurance on their lives wthout the

consent of an adverse party. Sec. 677. Fourth, specified powers
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to control beneficial enjoynment of the corpus or incone are
vested in the grantor or certain other persons. Sec. 674.
Fifth, certain adm nistrative powers are exercisable by the
grantor or a nonadverse party. Sec. 675.

Adverse party is defined as “any person having a substanti al
beneficial interest in the trust which woul d be adversely
affected by the exercise or nonexercise of the power which he
possesses respecting the trust.” Sec. 672(a). Even if the
section 672 definition of an adverse party is satisfied, however,
sections 674-677 require a trust’s incone to be taxed to the
grantor unless the consent of the adverse party is required
before the grantor may exercise any of the powers enunerated in
t hose sections. Because petitioners did not hold benefici al
interests in the trusts, they were not adverse parties with

respect to each other. See, e.g., Schulz v. Conm ssioner, supra

at 495-496

In 1998, the OW Conpany Trust paid petitioners’ costs of
housi ng, nedical care, travel, and famly gatherings. The OW
Conmpany Trust al so paid the educati on expenses of petitioners’
grandchi l dren, who were not beneficiaries of the OWK trusts.
Several factors indicate that petitioners retained total control
over the OWK trusts and that the trusts are grantor trusts.
First, none of petitioners’ powers as trustees required the

consent of an adverse party. Second, petitioners retained
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enjoynent of the trust corpus and incone. Third, petitioners
used the OW trusts for their own benefit. W hold that the
income of the O trusts is taxable to petitioners under the
grantor trust provisions of sections 671-677.

D. Trusts Lack Substance

Finally, courts have frequently found that trusts
substantially identical to the OW trusts are lacking in any real
subst ance and thus are wi thout any effect for Federal tax

pur poses. See, e.g., Znuda v. Conm ssioner, supra at 1421;

Muhi ch v. Commi ssioner, T.C Meno. 1999-192, affd. 238 F.3d 860

(7th CGr. 2001); Dahlstromyv. Conmm ssioner, T.C Meno. 1991-264,

affd. without published opinion 999 F.2d 1579 (5th Cr. 1993);

G awson v. Comm ssioner, T.C. Menp. 1982-321.

Taxpayers have a legal right to structure their transactions
to mnimze their tax obligations by whatever neans all owabl e

under the law. Gegory v. Helvering, 293 U S. 465, 469 (1935).

Transactions that have no significant purpose other than to avoid
tax and do not reflect economc reality, however, will not be

recogni zed for Federal incone tax purposes. Znuda V.

Comm ssioner, 79 T.C. 714, 719 (1982), affd. 731 F.2d 1417 (9th
Cir. 1984). |If a transaction has not altered any cogni zabl e
econom ¢ rel ationships, we nust | ook beyond the formof the
transaction and apply the tax | aw according to the transaction’s

substance. Markosian v. Conm ssioner, 73 T.C 1235, 1241 (1980).
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This principle applies regardl ess of whether the transaction
creates an entity with separate existence under State |aw. Znuda

v. Conm ssioner, 79 T.C. at 720.

Petitioners argue that they did not create the OW trust to
avoid taxes. W find the testinony of M. Kooyers was sincere
and credible. He testified that he and Ms. Kooyers established
the trusts to provide for the continued funding of the m ssionary
activities of P.1. Mnistries and for the education of their
grandchil dren. Although we are convinced that petitioners
i ntended to support the mssionary activities of P.I.
Mnistries,! the record does not establish that any benefici al
interest passed to P.1. Mnistries. The nanmed beneficiaries of
the O trusts are petitioners’ children and the OW Charitable
Trust. Docunents related to the OW Charitable Trust are not in
t he record, however, and the beneficiaries of the OW Charitable
Trust are not identified in the record.

Courts will disregard a transaction when the transaction has

no econonic effects other than the creation of tax benefits.

10The Departnment of Justice (DQJ) began a canpaign to stop
the spread of phony trust schenmes that the Governnent contends
are being used illegally to evade the paynent of taxes. 1In a
lawsuit the DQJ filed, the Governnent obtained a pernanent
i njunction agai nst Roderick Prescott, a fornmer pronoter of NTS,
barring himfromselling trust schenes that falsely clainmed an
i ndi vidual ’s personal expenses could be paid through a trust to
obtain tax benefits not available to the individual. United
States v. Prescott, Cvil No. 02-CV-0692-L (S.D. Cal., June 2,
2003) .
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Knetsch v. United States, 364 U S. 361, 365-366 (1960).

Furthernore, even if a transaction has economc effects, it nust
be disregarded if it has no business purpose and its notive is

tax avoi dance. Gegory v. Helvering, supra at 469; Neely v.

United States, 775 F.2d 1092, 1094 (9th G r. 1985).

I n deci di ng whether a purported trust |acks econom c
substance, we consider the follow ng factors: (1) Whether the
taxpayer’s relationship, as grantor, to property purportedly
transferred into trust differed naterially before and after the
trust’s formation; (2) whether the trust had a bona fide
i ndependent trustee; (3) whether an economc interest in the
trust passed to trust beneficiaries other than the grantor; and
(4) whether the taxpayer honored restrictions inposed by the

trust or by the law of trusts. Markosian v. Conm ssioner, supra

at 1243-1245; Castro v. Comm ssioner, T.C. Menp. 2001-115; Hanson

v. Comm ssioner, T.C Meno. 1981-675, affd. per curiam 696 F.2d

1232 (9th CGr. 1983).

The first factor we consider in deciding whether a trust has
econom c substance i s whether a taxpayer’s relationship, as
grantor, to the property transferred into trust differed

materially before and after the trust’s formation. Markosian v.

Conmi ssi oner, supra at 1243.

The record makes clear that petitioners’ relationship, as

grantors, to their property before they created the OW trusts
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did not differ materially fromtheir relationship to the property
after they created the trusts and transferred the property to the
trusts. The OW trusts did not engage in any trade or business,
and petitioners, as trustees, had conplete control over the
i ncone- produci ng property of the trusts.

The second factor we consider is whether the trust had a

bona fide independent trustee. Markosian v. Conm Ssioner, supra

at 1243-1244. Al though NTS was naned as an initial trustee of
the OW Fam |y Trust, Fritts of NIS sinply signed the formation
docunents. In contrast, petitioners exercised conplete control
over the OWK trusts’ assets and nmade all decisions regarding the
trusts. W find that no independent trustee had any neani ngf ul
role in operating the OWK trusts. |In addition, the record does
not indicate that a genuine economc interest in the trusts
passed to anyone other than petitioners. As to the fourth factor
whet her petitioners honored restrictions inposed by the trusts or
by the law of trusts, we note that petitioners were not bound by
any restrictions inposed by the trust instrunents or the |aw of
trusts as to the use of transferred property. See Norton v.

Comm ssioner, T.C Menp. 2002-137. Petitioners’ transferring the

titles of assets to the O trusts while retaining the use and
enj oynent of the assets are transactions that have no economc
effect other than to create incone tax benefits. Consequently,

the OW trusts will not be recognized for tax purposes.
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1. Petitioners Did Not Receive |Incone From Tamari sk and
Fount ai nhead

Respondent determ ned that petitioners failed to include
$168,868 of interest in their 1998 income. The notice of
deficiency issued to petitioners does not identify the sources of
the interest. The explanation of itens states that interest
i ncone reported on Form 1099-1NT was not reported on petitioners’
return. The explanation also states that interest on bank
deposits, coupons payabl e on bonds, |oans, etc., is taxed to a
cash basis taxpayer when credited or due. On brief, respondent
asserts that $29,481 of interest from Fountai nhead reported by
t he OWK Conpany Trust and $139, 326 shown as interest on the
Novenber 19, 1998, Tamari sk statenent but not reported on any
return should be included in petitioners’ incone.! Respondent
contends that those anounts represent “accessions to wealth,
clearly realized, and over which the taxpayers have conpl ete
dom nion”. W disagree.

Not only were petitioners msled by the principals and
agents of NTS with respect to the | egal effect and benefits of
establishing the OWK trusts; they were defrauded by Little,
Fritts, and Rouse with respect to the investnents in Fountai nhead

and the Tamari sk | oan program a.k.a, “cash for titles”. The

1The record is silent with respect to the remaining $61 of
interest reported on the return of the OW Fam |y Trust that
respondent determned in the notice of deficiency is taxable to
petitioners.
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“investments” pronoted by Little, Fritts, and Rowe were in
reality scams, and petitioners never recovered their noney. The
“cash for title” loan programinvestnent was in reality a | arge-
scal e, international Ponzi schene.

Little, Fritts, and Rowe represented to petitioners that the
i nvestment woul d provide high-interest consumer |oans. Contrary
to those representations, nost of the proceeds were used to pay
interest and principal to earlier investors, as well as
comm ssions and fees to the pronpbters. Petitioners did not make
a profit on the investnents. Rather, they |ost nost of the noney
t hey i nvest ed.

The wei ght of authority holds that certain distributions to
taxpayers in Ponzi or pyram d schenes (where proceeds of |ater
investors are used to pay distributions to early investors,
| endi ng an appearance of legitinmacy to a fraudulent *“investnment”)

are current incone. Parrish v. Conm ssioner, T.C. Meno.

1997-474, affd. 168 F.3d 1098 (8th Cir. 1999): Prenji v.

Commi ssioner, T.C Menp. 1996-304, affd. w thout published

opinion 139 F.3d 912 (10th G r. 1998); Wight v. Conm ssioner,

T.C. Meno. 1989-557, affd. w thout published opinion 931 F.2d 61

(9th Gr. 1991); Murphy v. Comm ssioner, T.C Menp. 1980-218,

affd. per curiam 661 F.2d 299 (4th Gr. 1981); Harris v. United

States, 431 F. Supp. 1173 (E.D. Va. 1977). 1In all but one of the

above cases, however, the taxpayers were early investors who had
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recovered their initial “investnents” during the sane taxable
year as the Ponzi distributions. |In the exceptional case,
Parrish, the taxpayer, an officer and director of the schene’s
corporate vehicle, did not introduce evidence to show either the
anounts he invested or received, nor did he prove he was a victim
of fraud.

In two ot her cases, the taxpayers had not recovered their
initial investnents during the sane tax year as the Ponzi

distributions. Geenberg v. Conmi ssioner, T.C. Menp. 1996-281;

Taylor v. United States, 81 AFTR 2d 98-1683, 98-1 USTC par.

50,354 (E.D. Tenn. 1998). 1In those cases, the courts held that
the distributions were a return of investnent funds, not incone.
In Greenberg, the taxpayers transferred funds to a Ponzi
schenme that purported to be a legitinmte nortgage conpany. The
t axpayers were passive investors and were paid nonthly paynents
fromthe conpany’s bank account. They presented sufficient
evidence to establish that the anount they received did not
exceed the anount they paid. This Court found that the paynents
t he taxpayers received were not interest because the paynents
were not conpensation for the use or forbearance of noney. See

Deputy v. duPont, 308 U S. 488, 498 (1940) (interest is

conpensation for the use or forbearance of noney). Instead, we

found that the paynments constituted nontaxable return of capital
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made to conceal the fraudul ent m sappropriation of the taxpayers’
i nvest nment .

In Taylor, the taxpayers’ |aw partner was operating a Ponzi
schenme, providing cash to investors, including the partnership
and its clients, with other clients’ noney, rather than providing
true returns on real investnents. The taxpayers, the other
partners in the partnership, filed returns for the tax year in
whi ch they had reported their shares of the partnership “phantom
profit” fromthe schenme. Afterwards they filed anended returns
elimnating that incone and claimng refunds of tax. The
t axpayers established that the partnership received |l ess fromthe
schene that year than it delivered to the partner in that year
and that the partner nmade no investnents on behalf of the
partnership. The court held that, for those reasons, the
t axpayers were entitled to the refunds.

We conclude that the “interest” |abel given to the paynents
petitioners received in 1998 through their investnents with
Little and Rowe was patently erroneous. These paynents were not
for the use and forbearance of their noney but, rather, were nade
to conceal the fraudulent m sappropriation by Little and Rowe of

t he noney petitioners entrusted to them ! Accordingly, the

12\ note that this Court has held that |osses from
investnments that turn out to be Ponzi schenes give rise to a
theft | oss deduction in the taxable year in which the taxpayer
di scovers the loss. Sec. 165(c)(3), (e); Jensen v. Conm Ssioner,

(continued. . .)
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paynments represented a return of petitioners’ investnent and are
not includable incone as interest sinply because the paynents
were reported as interest on statenments of the investnent

accounts. Cf. Burnet v. Logan, 283 U S. 404 (1931).

Petitioners have not addressed or provided any information
regardi ng the remaining $61 of interest reported on the return of
the O Fam |y Trust that respondent determned in the notice of
deficiency was taxable to petitioners. Respondent’s
determ nation in the notice of deficiency is presunptively
correct, and petitioners have the burden of proving that no part
of the anmpunts received constituted interest or was ot herw se not

taxable to them Rule 142(a); Wlch v. Helvering, 290 U S 111

(1933). Section 7491(a)(1l) does not shift the burden of proof to
respondent. Consequently, $61 of interest determined in the
notice of deficiency is to be included in petitioners’ incone.

[11. Petitioners Had Additional Capital Gain of $103,791 Fromthe
Sal e of Mutual Fund Shares

Respondent al so determ ned that petitioners had $123, 791 of
unreported capital gain. The explanation in the notice of
deficiency issued to petitioners stated that petitioners’ capital

gain was increased because the OWK trusts are disregarded for

2, .. continued)
T.C. Meno. 1993-393, affd. w thout published opinion 72 F.3d 135
(9th Cr. 1995); see also Prenji v. Conm ssioner, T.C. Meno.
1996- 304, affd. 139 F.3d 912 (10th G r. 1998).
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i ncone tax purposes. The explanation further stated that the
bases are valued at the original purchase prices and the step-up
in bases given the assets at the tine of transfer is not all owed.

On brief, respondent clarifies that the basis in each of the
Scudder funds is $15,000 rather than the amounts reported on the
OW Conpany Trust return. Consequently, respondent contends that
the correct amount of the capital gain includable in petitioners’

income is $103, 791, conputed as foll ows:

Sal e Gin
Fund Price Basi s (Loss)
Scudder funds
Latin $47, 755 $15,000 $32, 755
Grow h 32,719 15, 000 17,719
| nvest ment 64, 239 15, 000 49, 239
G her funds
L.A small cap 27, 387 28, 194 (807)
L.A snmall cap 28, 597 30,012 (1, 415)
J. Hancock 16, 052 16, 142 (90)
Pilgrim 15, 333 16, 137 (804)
L.A class A 32,186 24,992 7,194
Tot al $264, 268 $160,477 $103, 791

Petitioners do not challenge respondent’s revised
conputation of the capital gain. W hold, therefore, that
petitioners’ income should include $103, 791 of capital gain.

| V. Petitioners Failed To Substantiate Expenses d ai ned as
Busi ness Expenses of the OW Trusts

Because the OWK trusts are disregarded, petitioners may be

entitled to deduct expenses clained by the trusts provided the
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expenses are substantiated and woul d ot herwi se be deducti bl e by
petitioners. Respondent allowed petitioners total item zed

deductions of $10, 127 conputed as fol |l ows:

Expense Anount
Medi cal expense
Total nedi cal expenses $1, 916
Less 7.5% AG (31, 451)
Medi cal expense deduction - 0-
Taxes 558
Home i nterest expense 3,712
Contri butions 14, 702
M sc. expenses
Total m sc. expenses 3, 559
Less 2% AQ (8,387)
Excess m sc. expense deduction - 0-
Tot al 18, 972
Less applicable linitation?! (8, 845)
Total item zed deductions 10, 127

lConput ed on adj usted gross incone of
$419, 340.

The OWK Conpany Trust clainmed total deductions of $129, 899,
i ncluding $3,729 for fiduciary fees, $56,871 for charitable
contributions, $900 for attorney’s, accountant’s, and return
preparer’s fees, $15,970 for continuing education, $6,037 for
travel expenses, $448 for dues and subscriptions, $2,461 for
medi cal , $2,224 for investnment expenses, $6,457 for publishing
costs, $6,724 for rentals, $760 for repairs and mai nt enance,
$12,041 for supplies, $1,845 for 50 percent of the cost of neals,
$4,043 for other trust expenses, and $9,389 for a net operating

|l oss. The OWK Family trust clainmed deductions of $120 for
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repairs, $279 for taxes, $1,991 for utilities, and $3,675 for
depreciation related to rental real estate.

Al t hough sone of those expenses m ght represent otherw se
deducti bl e expenses, petitioners have not substantiated the
anount or purpose of any of the itens clainmed by the OW trusts
on the trusts’ Forns 1041. Consequently, we concl ude that
petitioners are entitled to deduct only those itens allowed in
the notice of deficiency. The total of item zed deductions
al l owed is conputational, dependent on the adjustnents to incone,
and will be determned in the Rule 155 conputati on.

V. Petitioners Are Liable for Self-Enploynent Taxes on
Conpensation Paid to the OW Trusts by P.1. Mnistries

Respondent determ ned that amounts paid to the trust for
petitioners’ services are subject to self-enploynent tax.
Section 1401(a) inposes the tax upon “the self-enploynment incone
of every individual”. The term*“self-enploynent inconme” is
defined as “net earnings fromself enploynent”. Sec. 1402(b).
Such earnings include “the gross incone derived by an individual
fromany trade or business carried on by such individual, |ess
t he deductions allowed by this subtitle”. Sec. 1402(a). W find
that M. Kooyers was engaged in a trade or business as assi stant
to the chief executive officer and Ms. Kooyers was engaged as a
m ssionary and that the inconme they derived pursuant to the
contract for services between the OW Conpany Trust and P.I.

Mnistries is subject to self-enploynent tax.
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Qur decision is supported by the agreenents entered into
between P.I. Mnistries and the OW Conpany Trust. Those
agreenents stated that the OW Conpany Trust contracted
petitioners’ services to P.I. Mnistries on an i ndependent
contractor basis. Consequently, because no enpl oynent
relationship was created, P.I. Mnistries did not withhold or pay
any enpl oynent taxes on the conpensation paid for petitioners’
services. Having been given the opportunity to choose the form
of the contract, petitioners have | ess freedomthan respondent to
ignore the transactional formthat they have adopted. See

Col eman v. Conmm ssioner, 87 T.C. 178, 202 (1986), affd. w thout

publ i shed opinion 833 F.2d 303 (3d G r. 1987); Bolger V.

Comm ssioner, 59 T.C. 760, 767 n.4 (1973). Petitioners were

i ndependent contractors, and as such they are subject to

sel f-enpl oynent tax. See Sinpson v. Conm ssioner, 64 T.C 974,
983 (1975). W sustain respondent’s determ nation on this issue.

VI . Petitioners Are Liable for the Accuracy-Rel ated Penalty
Under Section 6662(a)

Section 6662(a) and (b)(1) inposes a penalty equal to 20
percent of the portion of an underpaynment of incone tax
attributable to negligence or disregard of rules or regul ations.
Negligence is defined as “any failure to nmake a reasonabl e
attenpt to conply with the provisions of * * * [the Code]”. Sec.
6662(c). Negligence is the |lack of due care or the failure to do

what a reasonabl e and prudent person would do under the
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circunstances. Neely v. Conm ssioner, 85 T.C. 934, 947 (1985).

The term “di sregard” includes “any carel ess, reckless, or
intentional disregard.” Sec. 6662(c). Disregard of rules or
regul ations is careless if the taxpayer does not exercise
reasonable diligence to determ ne the correctness of a return
position that is contrary to the rule or regul ation.

Respondent has the burden of production under section
7491(c), but petitioners have the burden of proof. See Higbee v.

Commi ssioner, 116 T.C. 438, 446-447 (2001). Respondent nust cone

forward with sufficient evidence that it is appropriate to inpose
the penalty. See id.

After attending the NTS seminars on investnents and the use
of “conplex” trusts, petitioners believed NTS s representations
that once they had conveyed their personal assets, including
lifetime services, to the OWK trusts, they could assign their
inconme fromP.l. Mnistries to the OK trusts and deduct personal
expenses. They also believed Little's prom ses of extraordinary
returns on their investnents. Unfortunately, petitioners never
sought i ndependent |egal or tax advice before or after creating
the OW trusts pursuant to the trust schene NTS pronoted. A
conpet ent i ndependent tax adviser would have warned petitioners
that the schenme woul d not survive scrutiny by the Interna
Revenue Service or the courts. This trust schenme was w t hout

econom ¢ substance, was an anticipatory assignnent of inconme, and
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was in violation of the grantor trust provisions. See Znuda v.

Comm ssioner, 731 F.2d 1417 (9th Cr. 1984); Holnman v. United

States, 728 F.2d 462 (10th Cr. 1984); O Donnell v. Conm Sssioner,

726 F.2d 679 (11th G r. 1984); Hanson v. Conm ssioner, 696 F.2d

1232 (9th Gr. 1983); Schulz v. Comm ssioner, 686 F.2d 490 (7th

Cir. 1982); Vnuk v. Conm ssioner, 621 F.2d 1318 (8th G r. 1980);

Wesenberg v. Conm ssioner, 69 T.C. 1005 (1978).

A taxpayer’s adoption of a flagrant tax avoi dance schene
that has repeatedly been rejected by the courts is patently

negligent. Wsenberg v. Conm ssioner, supra at 1015; see al so

Hanson v. Conm ssioner, T.C Menop. 1981-675. Respondent has

produced anpl e evidence to denonstrate that the OW trusts | acked
econom ¢ substance and served no real purpose other than tax

avoi dance. Additionally, petitioners created the OW trust after
this Court and other courts had consi dered several cases
involving simlar abusive trusts and determ ned that the trusts
woul d not be respected for Federal incone tax purposes. See,

e.g., Zmuda v. Conmm ssioner, 79 T.C. 714 (1982); Markosian v.

Commi ssioner, 73 T.C 1235 (1980); Schneider v. Conm ssioner,

T.C. Meno. 1987-560; Hanson v. Conmmi SSi oner, supra.

Consequently, we conclude that respondent provided sufficient
evi dence that petitioners’ understatenent of tax was due to

negl i gence or disregard of rules and regul ations and has net the
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burden of production. Petitioners have the burden of proving
that the accuracy-rel ated penalty does not apply.

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent, however, if a taxpayer
shows that there was reasonabl e cause for, and that the taxpayer
acted in good faith with respect to, that portion. Sec.
6664(c)(1); sec. 1.6664-4(b), Incone Tax Regs. GCenerally, the
responsibility to file accurate returns and pay tax when due
rests upon the taxpayer and cannot be del egated; the taxpayer may
have to bear the consequences of any negligent errors commtted

by his or her agent. Pritchett v. Conm ssioner, 63 T.C 149,

173-175 (1974); Am Props., Inc. v. Comm ssioner, 28 T.C 1100,

1116- 1117 (1957), affd. 262 F.2d 150 (9th Cir. 1958).

The determ nation of whether the taxpayers acted with
reasonabl e cause and in good faith depends on the pertinent facts
and circunstances, including the taxpayer’s efforts to assess his
or her proper tax liability, the know edge and experience of the
t axpayers, and the reliance on the advice of the professional.
Sec. 1.6664-4(b)(1), Incone Tax Regs. Reasonable cause has been
found when a taxpayer selects a conpetent tax adviser, supplies
the adviser with all relevant information, and, consistent with
ordi nary business care and prudence, relies on the adviser’s
prof essional judgnent as to the taxpayer’s tax obligations. Sec.

6664(c); United States v. Boyle, 469 U S. 241, 250-251 (1985);
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Estate of Young v. Conm ssioner, 110 T.C 297, 317 (1998); Am_

Props., Inc. v. Conm ssioner, supra; secs. 1.6662-3(a),

1.6664-4(a), Inconme Tax Regs. In order to so qualify, a taxpayer
must prove by a preponderance of the evidence that (i) the

advi ser was a conpetent professional who had sufficient expertise
to justify the taxpayer’s reliance on him (ii) the taxpayer

provi ded necessary and accurate information to the adviser, and
(1i1) the taxpayer actually relied in good faith on the adviser’s

judgnent. Neonatol ogy Associates, P.A v. Conm ssioner, 115 T.C

43, 99 (2000), affd. 299 F.3d 221 (3d Gr. 2002); Sklar

G eenstein & Scheer, P.C. v. Conmmi ssioner, 113 T.C 135, 144-145

(1999).

Petitioners hired D ckson because NTS recomended hi m for
hi s knowl edge of conplex trusts. Petitioners introduced no
evi dence regardi ng Dickson’s credentials or his know edge and
experience in preparing tax returns or anal yzing trust
arrangenents for Federal incone tax purposes. Dickson was not
called as a witness in the trial of these cases. In short,
petitioners failed to prove that D ckson was a conpetent tax
advi ser and that petitioners were justified in relying on him

See Ewing v. Comm ssioner, 91 T.C 396, 423, (1988), affd.

wi t hout published opinion sub nom Toll v. Conmm ssioner, 940 F. 2d

1536 (9th Gr. 1991); Bowen v. Conm ssioner, T.C Meno. 2001-47;

sec. 1.6664-4(b), Incone Tax Regs.
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Because petitioners failed to prove they reasonably relied
on a fully informed and conpetent tax advi ser and because they
did not assert any other basis for relief fromthe section
6662(a) penalty, we hold that petitioners have failed to prove
that they had reasonable cause wthin the nmeani ng of section
6664(c). W, therefore, sustain respondent’s determ nation that
petitioners are |liable for the accuracy-rel ated penalty under
section 6662(a).

Because the OWK trusts are disregarded for Federal inconme
tax purposes, there are no deficiencies in their Federal incone

taxes. To reflect the foregoing,

Deci sion will be entered under

Rul e 155 in docket No. 20060-02.

Decisions will be entered for

petitioners in docket Nos. 20202-02

and 20203-02.




