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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

MARVEL, Judge: |In separate notices of deficiency,

respondent determ ned the follow ng incone tax deficiencies and

1Cases of the following petitioners are consol i dated
herewith: G eg Gouveia and Carol Gouveia, docket No. 562-03;
Pago Trust, Phillip Norton, Trustee, docket No. 563-03; and
McKenzi e Trust, Charles Boatright, Trustee, docket No. 564-03.
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penalties with respect to petitioners’ Federal incone taxes:?

Geg WIIliam Gouveia, a.k.a. Geg W Gouveia, a.k.a. Geg Gouvei a
and Carol Ann Gouveia, a.k.a. Carol Gouvei a, docket No. 288-03

Accuracy-Rel ated Penalty

Year Defi ci ency Sec. 6662(a)
1995 $30, 521 $6, 104
1996 22,947 4,589

G eq Gouveia and Carol Gouvei a, docket No. 562-03

Accuracy-Rel ated Penalty

Year Defi ci ency Sec. 6662(a)
1997 $20, 620 $4, 124
1998 21, 982 4,396

Pago Trust, Phillip Norton, Trustee, docket No. 563-03

Accuracy-Rel ated Penalty
Year Defi ci ency Sec. 6662(a)

1998 $39, 331 $7, 866

McKenzi e Trust, Charles Boatright, Trustee, docket No. 564-03

Accuracy-Rel ated Penalty
Year Defi ci ency Sec. 6662(a)

1998 $1, 136 $227

Petitioners filed separate petitions to redeterm ne the
deficiencies and rel ated penalties. W consolidated these cases
(hereinafter this case) for trial, briefing, and opinion pursuant
to Rule 141(a) because they present common issues of fact and

| aw.

2All section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure. Monetary anmounts are
rounded to the nearest dollar.
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The issues for decision are:?

(1) Whether the petitions filed in the nanmes of the Pago
and/ or McKenzie Trusts should be dism ssed for |ack of
jurisdiction;

(2) whether the Pago and/or MKenzie Trusts should be
di sregarded for Federal incone tax purposes;

(3) even if the Pago and/or MKenzie Trusts are not
di sregarded for Federal incone tax purposes, whether the net
i ncone of the rental real estate business, allegedly owed by the
Pago Trust, and the autonobile restoration business, allegedly
owned by the McKenzie Trust, nust be reported by G eg Gouvei a
(petitioner) and Carol Gouveia (collectively referred to as the
Gouvei as) on their Federal income tax returns for the years at
i Ssue;

(4) whether the notice of deficiency for the Gouveias’ 1995
and 1996 taxable years was tinely;

(5) if the Pago and McKenzie Trusts are respected for
Federal incone tax purposes, whether either trust is entitled to
deductions for incone distributions, nmanagenent fees, or

fiduciary fees; and

3The only other issues raised in the notices of deficiency
and petitions are conputational.
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(6) whether petitioners are liable for the accuracy-rel ated
penalty for negligence or disregard of rules or regulations
pursuant to section 6662(a) for each of the years at issue.

FI NDI NGS OF FACT

Backgr ound

Sonme of the facts have been stipulated. W incorporate the
stipulated facts into our findings by this reference. Wen the
petitions in these cases were filed, the Gouvei as* resided in
Pismo Beach, California. Although the Pago and the MKenzie
Trusts’ petitions alleged that the trusts maintained their
princi pal places of business in California, the parties did not
stipulate or otherw se introduce any evidence regarding the
addresses of the trustees of the trusts as of the date the
petitions were filed.

A. The Gouvei as’' Autonpbil e Restorati on Busi ness

In 1976, petitioner started an autonobile restoration
business in his father’'s garage. Petitioner had previously
studi ed wel di ng, auto body, and nmachine tool theory at a junior
college. In 1977, his cousin becane a partner in the business,
but in 1978, petitioner purchased his cousin’s interest and

conti nued the busi ness under the nane of “Brassworks”. In the

“‘Only M. Gouvei a appeared and testified at trial. However,
counsel for petitioners represented that Ms. Gouveia, who is
al so a petitioner, was aware of these proceedi ngs, had authorized
M. Gouveia and his counsel to represent her interests, and has
agreed to be bound by the results of this litigation.
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course of Brassworks’s business, petitioner fabricated brass
radi ator reproductions for Mbdel T Fords and shipped t hem
wor | dwi de to custoners who restored those autonobiles, and
petitioner also restored Mbdel T Fords for resale at auctions.
From 1976 through 1993, petitioner worked full tinme for
Brasswor ks, and the Gouveias were the sole proprietors of the
busi ness from 1984 until 1993.

In March 1993, the CGouveias sold Brassworks for $661, 725 to
Inga, Inc., a corporation established by WIIliam and Debra
Ingalls to purchase the business. 1Inga, Inc. paid the Gouveias
part of the purchase price as a downpaynent and executed two
prom ssory notes and an installnent note for the remaining
anount. The principal anmounts of the prom ssory notes were
$35, 000 and $16, 240, which were payable, with interest, on their
respective maturity dates of March 8, 1995, and March 8, 1999.
The principal anbunt of the installnment note was $363,877. 30,
whi ch was payable to the Gouveias, with interest, in nonthly
i nstall ments of $4,100 begi nning on June 8, 1993. As part of the
sal e of Brassworks, petitioner agreed that he would no | onger
manuf acture any brass radi ators or water punps.

B. The Gouvei as’' Real Estate |Investnents

In Cctober 1987, the Gouvei as purchased a half acre of

uni nproved | and | ocated at 285 and 289 Prado Road, San Luis
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Ooi spo, California (Prado Road property).® The Prado Road
property was zoned for light industrial construction, and
petitioner subsequently devel oped that property into five
commercial service units. Each unit consisted of comerci al
of fice space and had netal rollup doors, which contained areas
for light industrial work. Petitioner noved Brassworks to this
| ocation and | eased the remaining units to other tenants. After
devel opi ng the Prado Road property, petitioner managed and
mai nt ai ned the property by hiring contractors, |ocating tenants,
entering into | ease agreenents with tenants, collecting rent
paynments, and paying property taxes. In 1993 and 1994, the
Gouvei as earned $41, 400 and $57,560 respectively, in gross rental
recei pts fromthe Prado Road property.

1. Pago Tr ust

A For mat i on

In approximately 1992 or 1993, petitioner explored the
possibility of creating trusts and sought advice from a conpany
cal | ed I ndependent Trust Consultants.® Petitioner also spoke

with his tax return preparer, John Gragg, about formng trusts,

°I'n approxi mately 1981 or 1982, the Gouveias nade their
first real estate investnent, but they |later sold the property
for a loss. Around 1990, the Gouvei as invested in another parcel
of real estate, which they |leased with an option to buy and
eventually sold for a small profit.

5The record is silent as to the advice the conpany provided
or itsrole, if any, in assisting petitioner with formng the
trusts at issue.
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but M. Gagg was not experienced in that area. In addition,
petitioner conducted his own i ndependent research on the topic of
trusts.

After deciding to formthe trusts, petitioner asked Phillip
Norton’ to serve as trustee of the Pago Trust. M. Norton had
met petitioner in 1986 when they were neighbors in the sane
office park, and M. Norton later rented office space from
petitioner in 1989 or 1990. M. Norton was involved in the
communi cati ons busi ness; he had no experience nmanaging a trust or
devel oping real property. Petitioner then approached Jeffrey
Jeter and asked for his help in creating a trust. M. Jeter had
been a busi ness acquai ntance of petitioner since approximtely
1989 and had perforned sone tool and die work for Brassworks.

M. Jeter had no prior experience with trusts. M. Jeter and M.
Norton did not know each other personally but were introduced by
petitioner during discussions about formng the trust.

On May 1, 1993, M. Jeter and M. Norton executed a contract
entitled “Pago Trust, A Contractual Fiduciary Trust”. The
contract contained a declaration of trust and a trust indenture
whi ch together set forth the terns governing the adm nistration

of the trust.

Phillip Norton's name erroneously appears as “Norton
Phillip” on the notice of deficiency issued to the Pago Trust, on
the petition filed in the nane of the Pago Trust, and on al
subsequent filings.
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The declaration of trust identified M. Jeter® as the
trust’s creator and M. Norton as the trustee and descri bed the
Pago Trust as a “Comon Law contractual business trust
organi zati on” governed by the common | aw of England.® The
decl aration of trust further provided that the conpany forned
under the trust shall be domciled in California and “shall not
operate as a partnership, association, joint venture, joint stock
conpany, corporation or statutory trust.” The trust indenture
descri bed the purpose of the Pago Trust as “fraternal, social,
econom ¢ and renunerative” and stated that “the Trustee(s) shal
have freedomto conduct capitalistic enterprises dealing in
properties, patents, copyrights, trademarks, formulae and
equities, and the acquisition of deeds and deeds of trust in the
af oresaid county.”

The trust indenture granted sole dom nion and control over
the adm nistration of the trust to the trustee and expressly
prohi bited the creator and any beneficiaries from having any
voice in the trust’s admnistration. The trustee had the
di scretion to determ ne what anmounts constituted capital or
income and was required to distribute all capital gain and

incone. The trustee could resign only by tendering a witten,

8. Jeter was not conpensated for creating the Pago Trust.

°By use of the terms “trust”, “trustee”, “beneficiary”, and
other related ternms, we intend no inplication as to the validity
of the trusts involved in these cases.
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dated, and notarized docunent to the beneficiaries and board of
t rust ees.

The declaration of trust directed the trustee to create 100
capital units of beneficial interest, in the form of
certificates, and to issue themto the beneficiaries in exchange
for property contributed to the “corpus of the conmpany”. The
beneficial interest certificates entitled the holder to share in
di stributions but conveyed no interest in the trust corpus and
conferred no rights to participate in the managenent, control, or
admnistration of the trust. The certificates were freely
transferable and were presuned to be owned by the person who
possessed them The owner was entitled to his share of any
distributions by presenting the certificate to the board of
trustees and denonstrating his | awful possession of it.

On May 1, 1993, the Gouveias acquired 10 capital units of
the Pago Trust in exchange for $100 and their agreement to assign
the install ment and prom ssory notes fromthe sale of Brassworks
to the Pago Trust. A certificate for 10 units in the Pago Trust
was issued in the Gouvei as’ names and was signed by M. Norton.

On May 1, 1993, the Brookes Goup acquired 90 capital units
of the Pago Trust in exchange for $100 and its pledge to pay the
Pago Trust, as capital, an anpbunt not to exceed $600, 000 but not
| ess than $300,000. A certificate for 90 units in the Pago Trust

was issued in the Brookes G oup’ s nane and was signed by M.
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Norton. The Brookes Goup purports to be a private trust of the

Turks and Caicos Islands, British West Indies, and the Century

Trust Conpany, Ltd. purports to be the Brookes Group’s trustee.?
In 1994 or early 1995, the Gouvei as assigned the install nent

and prom ssory notes fromthe sale of Brassworks to the Pago

Trust. !

B. peration of the Pago Trust

1. Prado Road Property

On March 16, 1995, the Gouveias transferred the Prado Road
property to the Pago Trust and, in exchange, received an
install ment note. The Pago Trust agreed to pay the Gouvei as
$1,500 nonthly, beginning on January 15, 2017, until the

princi pal anpbunt of $303,182.59, with interest, was paid in full.

The record provides no additional information about the
Brookes Goup or the Century Trust Conpany, Ltd.

UThere is conflicting evidence on record as to the date of
this transaction. The parties stipulated that the Gouvei as
assigned the notes to the Pago Trust on Mar. 17, 1995, and
attached to the copies of the installnment note and one of the
prom ssory notes on record are signed statenents by the Gouvei as
dated Mar. 17, 1995, which purport to assign the notes to the
Pago Trust. However, the record indicates that on July 7, 1994,
the Gouveias filed financing statenents pursuant to the
California Uniform Commercial Code that assigned their rights as
secured parties of the installnent note and one of the prom ssory
notes to the Pago Trust. In 1994, the Pago Trust reported incone
fromthe installment note on its Form 1041, U S. Incone Tax
Return for Estates and Trusts, which indicates it began receiving
paynments before 1995. Also, the Trustee Chronicle states that
the notes were assigned on July 1, 1994.
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As part of the transfer, the Gouveias’ existing |oan on the Prado
Road property was repaid, allegedly by the Pago Trust.*?

On March 15, 1995, the Pago Trust entered into a Property
Managenent Agreenment (property agreenent) with California
Property Services (CPS) that went into effect on April 1, 1995,
and continued until March 31, 1999. Under the terns of the
property agreenent, CPS agreed to act as agent for the Pago Trust
and to performthe followng duties with regard to the Prado Road
property: Advertise the availability of the property for rent,
initiate and sign | ease agreenents, collect rent paynents, evict
tenants, make and/or supervise repairs, hire and supervise
contractors to maintain the property, pay expenses and costs
related to the property, deposit all receipts collected into a
trust account for the Pago Trust, and remt funds nonthly to the
Pago Trust. 13

On April 4, 1995, the Gouveias al so agreed to act as the
Pago Trust’s agent and to provi de managenent services for the
Prado Road property. The trust paid the Gouvei as managenent fees
for their services. The relevant terns of the Property

Managenent and Mai nt enance Agreenent (maintenance agreenent)

12The record does not indicate how the Pago Trust obtai ned
the funds to satisfy the Gouveias’ debt on the Prado Road

property.

13The trust’s records show that the Pago Trust never made
any paynments to California Property Services for its services
under the contract.
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bet ween t he Gouvei as and the Pago Trust are, with only m nor
exceptions, identical to those contained in the property
agreenent between CPS and the Pago Trust, and the formats of the
two agreenents closely resenbl e each ot her

After the Gouvei as transferred the Prado Road property to
the Pago Trust and through 1998, petitioner supervised repairs
and i nprovenents nmade by tenants and contractors to the inside
and outside of the buildings, oversaw maintenance and | andscapi ng
wor k, responded to tenant conpl aints, signed new | ease
agreenents, and paid all of the expenses related to the property
fromthe Pago Trust’s bank account. Petitioner did not perform
hi s managenent duties full tinme but tended to the Pago Trust’s
busi ness “after hours”.

To facilitate petitioner’s paynment of expenses attributable
to the Prado Road property and, later, the Cross Street property,
whi ch we di scuss below, petitioner and M. Norton net
approximately three to four times each year. During these
meetings M. Norton signed checks drawn on the Pago Trust’s bank
account.* Petitioner had usually filled out in advance the
checks that M. Norton signed, but M. Norton also regularly

signed groups of blank checks for petitioner’s use. In addition,

M. Norton’s conpensation for acting as trustee of the
Pago Trust ranged from $250 to $500 per year.
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M. Norton signed checks payable to petitioner for his managenent
fees, which petitioner had already filled out.

2. Cross Street Property

On February 9, 1998, the Pago Trust purchased uni nproved
| and | ocated at 102 Cross Street, San Luis Cbispo, California
(Cross Street property), for $205,000. Petitioner arranged for
the Pago Trust to borrow $50,000 from Ms. Gouveia’s father,
Edwar d Kazm erski, $50,000 from Maddal ena Real Estate, and
$105,000 froma “foreign lender” in order to acquire the Cross
Street property.! Petitioner did not consult with M. Norton
before the purchase of the Cross Street property or during its
| at er devel opnent.

On May 12, 1998, the Gouveias entered into a Construction
Proj ect Manager Agreenent (nmanager agreenent) in which they
agreed to act as the Pago Trust’s agent and to nanage and
coordi nate the construction of a commercial building on the Cross
Street property. The trust paid the Gouvei as nmanagenent fees for
their services. Throughout 1998 and 1999, petitioner hired
contractors and | ocated suppliers of raw materials in connection

with the devel opment of the Cross Street property.?!® Eventually,

The record contai ns no docunentary evi dence identifying
t he person or entity that provided the $105,000 to the Pago
Trust.

®According to the trust’s internal managenent records, the
Pago Trust financed the construction on the Cross Street property
(continued. . .)
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commercial service units, simlar to those petitioner had built
on the Prado Road property, were constructed and | eased to
tenants. Petitioner continued to manage the Cross Street
property after its devel opnment by overseeing repairs, supervising
mai nt enance and | andscapi ng, responding to tenant conplaints, and
initiating | ease agreenents.

3. Trust I ncone and Distributions

The Pago Trust filed Fornms 1041, U. S. Income Tax Return for
Estates and Trusts, for the taxable years 1994 through 1998. %

M. Norton signed all of the Pago Trust’s tax returns but did not
review them for accuracy or conpare the information reported on
the returns to the Pago Trust’s accounting records.

In 1994, the Pago Trust’s only source of incone was |nga
Inc.’s paynents on the installnent note.!® For the taxable years
1995 t hrough 1998, the Pago Trust derived its inconme solely from
paynents on the installnent note and fromrental fees paid for

the units on the Prado Road property. The Pago Trust’s real

18(, .. continued)
by borrow ng agai nst the Prado Road property and the Cross Street
real estate.

YMary L. Vincent prepared all of the tax returns filed for
the Pago Trust, the MKenzie Trust, and the Gouvei as begi nni ng
with the 1994 taxable year. Although petitioner did not know
what her |evel of training was, he chose Ms. Vincent because she
was famliar with trusts and Fornms 1041.

8A'l of the paynments received on the installnment note were
deposited into the Pago Trust’s bank account.
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estate rental business was profitable, and the trust decl ared
distributions each year. From 1994 to 1998, the trust allegedly
di stributed nore than $294,000 to the Brookes Group with respect
to its purported ownership of 90 units of beneficial interest in
the Pago Trust. Distributions to the Brookes G oup were nade via
wre transfer to the Century Trust Conpany’s overseas bank
account. Because the Pago Trust distributed all of its incone
each year and clainmed a corresponding i nconme distribution
deduction for those anounts, it never reported any taxable incone
or paid any taxes.

The Schedul es K-1, Beneficiary s Share of I|ncone,
Deductions, Credits, etc., attached to the Pago Trust’s Forns
1041, listed petitioner, Ms. Gouveia, and the Brookes G oup as
the beneficiaries of the Pago Trust. According to the Schedul es
K-1, the Gouvei as received the remaining 10 percent of the Pago
Trust’s distributions.

C. Exami nation of the Pago Trust’'s 1998 Tax Return

On its Form 1041 for 1998, the Pago Trust reported i ncone
and expenses all ocable to the Prado Road property on Schedul e E
Suppl enental I ncone and Loss. The trust clainmed deductions for
interest, taxes, fiduciary fees, trust manager fees, and incone
di stributions.

On June 6, 2001, M. Norton executed a Form 56, Notice

Concerning Fiduciary Relationship, and a Form 2848, Power of
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Attorney and Decl aration of Representative. On Form 2848, M.
Norton designated attorney Joe Alfred lzen, Jr. to represent the
Pago Trust before the Internal Revenue Service (IRS) for tax
matters relating to the trust’s 1997, 1998, and 1999 taxabl e
years. M. Norton did not authorize M. lzen to perform any
specific additional acts in the power of attorney and left the
spaces on the Form 2848 for any such authorizations blank. The
| RS agent assigned to these cases accepted the Forns 56 and 2848
and never determ ned that they were invalid.

On August 12, 2002, M. Norton agreed to extend the tine for
assessnment of the Pago Trust’s incone tax for 1998 until Decenber
31, 2003, by signing Form 872, Consent to Extend Tine to Assess
Tax.

On Cctober 10, 2002, respondent issued a notice of
deficiency to the Pago Trust for its 1998 taxable year in which
respondent disallowed all of the Pago Trust’s deductions for
busi ness expenses, taxes, depreciation, inconme distributions,
managenent fees, and fiduciary fees. Accordingly, respondent
i ncreased the Pago Trust’s taxable incone by $102, 010.

On January 13, 2003, a tinely petition for redeterm nation
chal I enging the notice of deficiency was filed in this Court on

behal f of the Pago Trust. The caption of the petition contained
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the name of the trust and its fiduciary,?! and the petition was
signed by Joe Alfred lzen, Jr., as attorney for the trust.

On July 9, 2003, M. Norton resigned as trustee by neans of
a witten, notarized notice of resignation addressed to the
beneficiaries and the board of trustees. On July 18, 2003, Mary
L. Vincent, the “appointed fiduciary” for the Pago Trust,
appoi nted Kathryn Elizabeth Adans as the new trustee.

On Cctober 20, 2003, respondent filed a witten notion to
dism ss the petition filed by Pago Trust for |ack of
jurisdiction. On the sane day, a hearing on the notion was held
in San Francisco, California, and counsel for the parties
presented oral argunent. After concluding that the notion
presented a factual issue that required the presentation of
evidence at trial, we reserved ruling on the notion and stated
that we would rule on the notion in this opinion.

[11. MKenzie Trust

A For mat i on

In 1993, petitioner asked WIlliam Hartmann to serve as
creator of the MKenzie Trust and Charles Boatright to act as its
trustee. M. Hartmann is Ms. Gouveia' s stepfather. M.
Boatright and petitioner attended the sanme church and eventually
becane friends. M. Boatright had no prior experience operating

a trust. Petitioner introduced M. Hartmann and M. Boatright to

19See supra note 7.
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each other in the course of signing the docunents to establish
t he McKenzie Trust.

On May 14, 1993, M. Hartmann and M. Boatright executed a
contract entitled “MKenzie Trust, A Contractual Fiduciary
Trust”. The contract contained a declaration of trust and trust
i ndenture, the ternms of which were identical to the Pago Trust’s
formati on docunments. Although M. Boatright never issued
certificates representing the 100 units of beneficial interest in
the McKenzie Trust, the parties stipulated that d ennere
I nvest nents was the 100-percent beneficiary of the trust during
t he taxabl e years 1995 through 1998.2° d ennere |Investnents and
its fiduciary are located in Nevis, British West Indies.

B. Operation of the McKenzie Trust

On May 14, 1993, the McKenzie Trust and petitioner executed
a Ceneral Agreenent in which petitioner agreed to manage the
McKenzie Trust. The terns of the agreement were vague, requiring
only that petitioner perform*®“duties as the manager of the
McKenzi e Trust and make sound busi ness deci sions which affect the
function and operation of the said trust as a whole.” The trust

pai d petitioner managenent fees for his services.

2°The McKenzie Trust’'s tax returns for 1995 and 1997 have
Schedules K-1 that list dennere Investnents as a beneficiary,
but there are no Schedules K-1 attached to the 1996 and 1998
returns.
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Al t hough the McKenzie Trust was ostensibly engaged in the
busi ness of restoring Mddel T Fords, it was petitioner who worked
full time to order autonotive parts fromsuppliers, to purchase
rusted Model T Ford chassis, and to restore theminto finished,
operabl e, and safe Model T Ford speedsters for resale at
auctions. M. Boatright signed checks fromthe trust’s bank
account in advance so that petitioner could fill them out when he
pur chased autonobile parts. The MKenzie Trust had no enpl oyees
other than petitioner, and all of the income earned by the
McKenzie Trust was attributable to petitioner’s [abor. No agent
of dennere Investnments was ever involved with the autonobile
restoration business allegedly conducted by the McKenzie Trust.

Petitioner filed Fornms 1041 for the taxable years 1995
t hrough 1998 in the nanme of the McKenzie Trust, which were signed
by M. Boatright. The 1995 and 1996 returns cl ai ned i ncone
di stribution deductions for anpbunts allegedly distributed to
d ennere Investnents, and the trust did not pay any incone taxes
in 1995 or 1996. On the MKenzie Trust’s 1996 return,
petitioner’s managenent fees were deducted on Schedule C, Profit
or Loss From Busi ness, as |egal and professional services in
conputing the trust’s incone that was distributed. For the
t axabl e year 1997, the managenent fees paid to petitioner

exceeded the McKenzie Trust’s incone, and, as a result, the
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McKenzi e Trust did not make any distributions, report any taxable
i ncone, or pay any taxes.

C. Exam nation of the McKenzie Trust’'s 1998 Tax Return

The McKenzi e Trust reported business incone fromthe
aut onobi l e restorati on busi ness and cl ai mred deductions for
attorney, accountant, and return preparer fees and ot her
deductions. The deductions clained by the MKenzie Trust
exceeded its incone, and the trust did not nake any distributions
or pay any taxes in 1998.

On June 5, 2001, M. Boatright signed Form 2848, in which he
designated M. lzen to represent the MKenzie Trust before the
IRS for tax matters relating to the trust’s 1997, 1998, and 1999
taxabl e years, and Form56. M. Boatright did not authorize M.
| zen to performany specific additional acts in the power of
attorney and left the spaces on the Form 2848 for any such
aut hori zations blank. The IRS agent accepted the Forns 56 and
2848 and never determ ned that they were invalid.

On Cctober 10, 2002, respondent issued a notice of
deficiency to the McKenzie Trust for its 1998 taxable year, in
whi ch respondent disallowed all of the McKenzie Trust’s
deducti ons for business expenses, nmanagenent fees, and fiduciary
fees. Accordingly, respondent increased the trust’s taxable

i ncone by $5, 834.
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On January 13, 2003, a tinely petition for redeterm nation
chal I enging the notice of deficiency was filed in this Court on
behal f of the MKenzie Trust. The caption of the petition
contai ned the nane of the trust and its fiduciary, and the
petition was signed by Joe Alfred Izen, Jr., as attorney for the
trust.

On Cctober 20, 2003, respondent filed a witten notion to
dism ss the petition filed by the McKenzie Trust for |ack of
jurisdiction, which we address in the opinion that foll ows.

V. The Gouveias' |Inconme Tax Returns for 1995, 1996, 1997, and
1998

On their incone tax returns for the years at issue, the

Gouvei as reported the foll ow ng anounts:

Schedul e C Schedul e E Total gross
Year |Interest net profit/loss net inc./loss i ncone
1995 $3, 724 -0- $3, 224 $38, 458
1996 3,026 $13, 224 3,712 21, 807
1997 1, 568 25, 026 3, 261 31,725
1998 1,132 30, 208 1, 854 35, 895

The followng itens of income fromthe Pago Trust and/or the

McKenzi e Trust were included in the above anpunts:



Managenent fees
reported as

Trust Schedul e C
Year | nt er est di stribution gross receipts
1995 $3, 711 $2, 349 -0-
1996 3,026 3,712 $24, 589
1997 1,523 3,261 27,726
1998 Unabl e Unabl e Unabl e
to to to
det er m ne? det er m ne? det erm ne?

1Schedules B, C, D, and E were not attached to the copy of
t he Gouvei as’ Form 1040, U.S. Individual Inconme Tax Return, for
1998 that is included in the record. The Gouvei as reported
$30, 208 of Schedule C net profit on their 1998 Form 1040.

None of the Gouveias’ tax returns for the years at issue
identified the McKenzie Trust as the source of any incone
reported on the returns. |t appears, however, that the
managenent fees reported on Schedul es C attached to sone of the
Gouveias’ tax returns for the years at issue were those paid by
t he McKenzi e and/ or Pago Trusts.

On May 17, 2001, the Gouveias agreed to extend the tine for
assessnent of their inconme tax for 1997 until June 30, 2002, by
signing Form 872; on April 10, 2002, the Gouveias agreed to
further extend that date until June 30, 2003, and signed another
Form 872. On August 14, 2002, the Gouvei as signed Form 872 for
their 1998 taxabl e year, which extended the tinme for assessnent
unti|l Decenber 31, 2003.

On Cctober 7, 2002, respondent issued a notice of deficiency

for 1995 and 1996, which was issued nore than 3, but |ess than 6,

years after the 1995 and 1996 returns were filed. On Cctober 10,
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2002, respondent issued a separate notice of deficiency for 1997
and 1998. In the notices of deficiency, respondent increased
petitioner’s Schedul e C incone and expenses by the anobunts
reported on the McKenzie Trust’s tax returns, increased the
Gouvei as’ Schedule E rental incone and expenses by the anounts
reported on the Pago Trust’'s tax returns,? and increased the
Gouvei as’ capital gain and interest income by the Pago Trust’s
capital gain and interest incone.

OPI NI ON

Mbtions To Disnmiss for Lack of Jurisdiction

Rul e 60(a) (1) provides that “A case shall be brought by and
in the nane of the person agai nst whom the Comm ssi oner
determ ned the deficiency * * * and with the full descriptive
name of the fiduciary entitled to institute a case on behal f of
such person.” Rule 60(c) further provides that “The capacity of
a fiduciary or other representative to litigate in the Court
shal |l be determ ned in accordance with the |aw of the
jurisdiction fromwhich such person’s authority is derived.”
Under California law, a trustee is entitled to institute |egal
proceedi ngs on behalf of a trust. Cal. Prob. Code sec. 16249
(West Supp. 2004).

2lRespondent did not increase the Gouvei as’ Schedul e E
expenses for 1997 by the anmount of managenent fees reported on
the Pago Trust’s 1997 tax return.
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In the notions to dismss the cases filed on behalf of the
Pago and McKenzie Trusts, respondent alleges that both trusts
have failed to show that: (1) M. Norton and M. Boatright were
acting as trustees on January 13, 2003, when the petitions were
filed; (2) M. Norton and M. Boatright have ever been
represented by M. Izen in connection with the filing of the
petitions; and (3) M. Norton and M. Boatright authorized M.
lzen to file the petitions on behalf of the trusts. As a result,
respondent argues, the petitions were not filed by the proper
party, and we should dismss the trusts’ petitions for |ack of
jurisdiction.

Petitioners argue that by signing Forns 56 and 2848, M.
Norton and M. Boatright identified thensel ves as participants in
the trust arrangenent and authorized M. lzen to represent the
Pago and McKenzie Trusts. Petitioners further argue that because
respondent never challenged the validity of Forns 56 and Forns
2848 during the audit, or at any other proceedi ng, respondent
shoul d be estopped fromasserting that M. |zen |acked authority
to file the petitions on behalf of the Pago and McKenzie Trusts.

Unless a petition is filed by the taxpayer or soneone
lawful Iy authorized to act on behalf of the taxpayer, we are

W thout jurisdiction to consider the petition. See Fehrs v.

Conm ssioner, 65 T.C. 346, 348 (1975). Petitioners have the

burden of proving that this Court has jurisdiction by
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establishing affirmatively all facts giving rise to our

jurisdiction. See Patz Trust v. Conmm ssioner, 69 T.C 497, 503

(1977). After reviewing the record, we conclude that petitioners
have failed to carry their burden of proof.

Al t hough the trusts’ petitions confornmed to Rule 60(a)(1),
and M. Norton and M. Boatright may have been the proper parties
to petition this Court on behalf of the trusts,? neither M.
Norton nor M. Boatright actually petitioned this Court on behalf
of the trusts. Rather, M. |lzen signed the petitions as counsel
for the Pago and McKenzie Trusts. Petitioners have not shown
that M. Norton or M. Boatright authorized or ratified the
filing of the petitions on behalf of either trust.

Nei ther the Internal Revenue Code nor the Tax Court Rul es of
Practice and Procedure define the nmeans by which a taxpayer
authorizes an attorney to file a petition in this Court. See
sec. 7452; Rule 24. \Wether a taxpayer has properly granted an
attorney the authority to petition the Tax Court is a factual
i ssue governed by the common | aw principles of agency. Adans v.

Comm ssioner, 85 T.C. 359, 369-372 (1985); Kraasch v.

Comm ssioner, 70 T.C. 623, 626-629 (1978); Trans Wrld Travel v.

Conmi ssioner, T.C. Meno. 2001-6; John Arnold Executrak Sys., Inc.

v. Conm ssioner, T.C. Menop. 1990-6. In order to bind the

principal, the agent nust have either actual or apparent

22See infra note 23.
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authority, or the principal nust ratify the agent’s acts. Trans

Wrld Travel v. Conm ssioner, supra. Authority may be granted by

express statenments or nmay be derived by inplication fromthe
principal’s words or actions. Restatenent, Agency 2d, sec. 26
(1957). Wether an agent is authorized to act for the principal
is decided by taking into account all the circunstances,
including the relationship of the parties, the comon busi ness
practices, the nature of the subject matter, and the facts of

whi ch the agent has notice concerning objects the principal
desires to acconplish. 1d. at sec. 34. W nust decide the
extent of M. lzen's authority to act for the trusts on the basis
of all the facts and circunstances reveal ed by the record. Adans

v. Conm ssioner, supra at 369-373; Kraasch v. Conmi ssioner, supra

at 626-629.

M. Norton only becanme aware of respondent’s exam nation of
the Pago Trust after a brief conversation with petitioner in
2001, and they never discussed the matter again. M. Norton had
never met with or spoken to M. |zen before the trial in this
case. Further, M. Norton testified that he did not recal
authorizing the hiring of an attorney for the Pago Trust or
authorizing an attorney to file a petition with this Court.
Petitioners have not offered any evidence or elicited any
testi nony upon which we can conclude that M. Norton | ater

ratified the filing of the petition, and it is unlikely that any



- 27 -
such evidence exists given M. Norton’s Iimted know edge of
respondent’s audit of the Pago Trust.?®

In addition, petitioners did not present any testinony from
M. Boatright to establish that he authorized M. lzen to file
the petition for the McKenzie Trust, and they did not offer any
evidence that he later ratified M. lzen's actions. The failure
to produce such evidence or available testinony | eads us to
conclude that M. Boatright did not authorize or ratify the

filing of the petition for the McKenzie Trust. Wchita Term nal

El evator Co. v. Conm ssioner, 6 T.C 1158 (1946), affd. 162 F.2d

513 (10th G r. 1947).

Petitioners rely solely on the Fornms 56 and 2848 signed by
M. Norton and M. Boatright to establish our jurisdiction.
However, filing a Form56 nerely notifies respondent of a
fiduciary relationship and entitles the fiduciary to receive
comruni cations regarding the tax matters specified therein. No

provi sion of Form 56 operated to create an agency relationship

2l n addition, the record casts doubt on whether M. Norton
was still acting as trustee for the Pago Trust on Jan. 13, 2003,
when the petition was filed. M. Norton apparently attenpted to
resign as trustee in April of 2001, but he did not tender his
official resignation until July 9, 2003. Al though M. Norton’'s
participation in the Pago Trust’'s operation was negligible
t hroughout its existence, petitioners have not denonstrated that
he perforned any acts as trustee after June 6, 2001, the date he
signed the Forns 56 and 2848, other than tendering his official
resignation
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between M. lzen and either trust, or between M. |zen and the
t rust ees.

By filing Form 2848, the taxpayer authorizes the
representative to represent the taxpayer before the IRS and to
performany act that the taxpayer can perform subject to certain
exceptions not relevant here. Wile the filing of Form 2848 is a
factor we consider in deciding whether the petition was filed
with the actual or apparent authority of the taxpayer, it is not
determ native; we also consider all of the facts and
circunstances in our analysis of the existence and scope of an

agency relationship. See John Arnold Executrak Sys., Inc. v.

Conmi ssi oner, supra; Shopsin v. Conm ssioner, T.C. Mnob. 1984-

151, affd. without published opinion 751 F.2d 371 (2d Cr. 1984).

In Trans World Travel v. Comm ssioner, supra, John Arnold

Executrak Sys., Inc. v. Comm ssioner, supra, and Shopsin v.

Conmm ssi oner, supra, we held that the taxpayer’s accountant or

attorney had acted as the taxpayer’s authorized agent in filing
and signing the petition filed with this Court on facts show ng
that, in addition to executing Form 2848 and appoi nting the
accountant or attorney as its representative, the taxpayer
routinely delegated the handling of all tax matters to the agent;
spoke regularly with the agent in regard to tax matters; relied

on the agent for advice and deferred to the agent’s judgnent on a
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continuing basis; and established a pattern of forwarding all tax
communi cations fromthe Comm ssioner to the agent.

O her than petitioners’ having filed Form 2848, none of the
facts or circunstances nentioned in the cases di scussed above are
present herein. |In the absence of any credi ble evidence to
establish that M. lzen and the trustees had a relationship from
which we could infer that a sufficient grant of authority
occurred or that they ever communi cated with each other regarding
the filing of petitions on behalf of the trusts, we find that
petitioners have failed to prove that the trustees authorized M.
lzen to petition this Court on behalf of the Pago and McKenzie
Trusts. Accordingly, we grant respondent’s notion to dismss the
petitions filed by the Pago and McKenzie Trusts for |ack of
jurisdiction, on the ground that no proper persons have
petitioned the Court. As a result of our ruling, we do not
consider or decide any issue raised in the petitions filed in the

nanmes of the Pago and MKenzi e Trusts.



I[l. Statute of Limtations?

Section 6501(a) provides that the anpbunt of any tax inposed
shal |l be assessed within 3 years after the return was fil ed.
However, if the taxpayer omts fromgross incone an anount
properly includable that is in excess of 25 percent of the gross
i ncome reported on the return, the tax may be assessed within 6
years fromthe date the return was filed. Sec. 6501(e)(1)(A).
Any ampunt that is omtted fromgross incone but is “disclosed in
the return, or in a statenment attached to the return, in a manner
adequate to apprise the Secretary of the nature and anount of
such itenf, shall not be taken into account for purposes of
conputing the anount of gross incone omtted fromthe return.
Sec. 6501(e)(1)(A)(ii). In applying section 6501(e)(1)(A(ii),
we nust consider whether an adjustnent to the taxpayer’s gross
i ncome m ght be apparent fromthe face of the return to the

“reasonabl e man”. Univ. Country Club, Inc. v. Conm ssioner, 64

T.C. 460, 471 (1975). Although section 6501(e)(1)(A(ii) does

not require that the return disclose the exact anmount of the

24As a prelimnary matter, we note that the Gouveias did not
raise the statute of limtations as a defense in their pleadings,
as required by Rule 39. However, we granted respondent |eave to
file an anmendnent to answer that addressed the statute of
limtations issue. Subsequently, both parties discussed the
issue in their pretrial menoranda and on brief. Under these
ci rcunst ances, we consider the issue to have been tried by
consent of the parties. Rule 41(b)(1l); LeFever v. Conm ssioner,
103 T.C. 525, 538 (1994), affd. 100 F.3d 778 (10th G r. 1996);
Anderson v. Conmi ssioner, T.C Meno. 1993-288, affd. wthout
publ i shed opinion 36 F.3d 1091 (4th G r. 1994).
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omtted incone, the return should provide respondent with a

clue’ to the existence of the error.” Quick Trust v.

Commi ssioner, 54 T.C 1336, 1347 (1970), affd. 444 F.2d 90 (8th

Cr. 1971). Respondent bears the burden of proving that the 6-

year period for assessnment applies. Bardwell v. Conm ssioner, 38

T.C. 84, 92 (1962), affd. 318 F.2d 786 (10th Cir. 1963).

The Gouvei as assert that the Pago and McKenzie Trusts’ Forns
1041 and attached Schedul es K-1 nmust be considered along with the
Gouvei as’ individual incone tax returns. Wen read together, the
Gouvei as argue, their returns and the trusts’ returns provided
adequat e di scl osure of the nature and anount of the omtted itens
of incone. Therefore, the Gouvei as argue, assessnent of
deficiencies for 1995 and 1996 is barred by the 3-year statute of
[imtations.

Respondent argues that the 6-year period of Iimtations of
section 6501(e) applies to the Gouveias’ 1995 and 1996 taxabl e
years because the anmount of gross incone the Gouveias failed to
report fromthe Pago and MKenzie Trusts exceeded 25 percent of
t he anbunt of gross incone stated on the Gouvei as’ returns.
Respondent further argues that the Gouveias’ tax returns did not
adequately discl ose the nature and anount of omtted incone
attributable to the McKenzie Trust and that the inconme fromthe
McKenzi e Trust al one exceeds 25 percent of the gross incone the

Gouvei as report ed.
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We agree with respondent for the reasons that follow The
Gouvei as reported gross i ncome of $38,458 and $21, 807 on their
1995 and 1996 returns, respectively. Twenty-five percent of
t hese amounts is $9, 615 and $5, 452, respectively. The MKenzie
Trust reported gross income of $14,148 and $11,986 in 1995 and
1996, respectively, which exceeds 25 percent of the gross incone
reported by the Gouveias for 1995 and 1996. Al though the
Gouveias’ returns listed the Pago Trust as a source of incone,
the returns contai ned absolutely no reference to the MKenzie
Trust. \Were the individual return makes no reference to the
trust as a source of inconme, we do not consider any docunents in
addition to the individual returns in determ ning whether the

omtted i ncone was adequately disclosed.?® Connell Bus. Co. V.

Conmi ssioner, T.C. Menp. 2004-131; Reuter v. Conm ssioner, T.C

Meno. 1985-607. We conclude, therefore, that respondent was not
apprised of the nature and anount of the omtted inconme
attributable to the McKenzie Trust. Accordingly, we hold that
the 6-year period of limtations in section 6501(e) applies to
the Gouvei as’ 1995 and 1996 taxable years and that respondent’s

determ nation with respect to those years was tinely.

2Even if we | ooked beyond the Gouveias’ returns to the
McKenzie Trust’s 1995 and 1996 returns, including the attached
Schedul es K-1, they could not have adequately disclosed the
omtted i ncone because they contained absolutely no nention of
t he Gouvei as.



[11. Burden of Proof

The Gouvei as argue that section 7491(a) shifts the burden of
proof to respondent with respect to all other issues. The
Gouvei as further contend that according to the Court of Appeals
for the Ninth Crcuit, respondent bears the burden of proof in
unreported inconme cases. Respondent contends that the Gouvei as
do not neet the requirenents of section 7491(a) and further
contends that respondent’s determ nations are entitled to the
presunption of correctness. Although our resolution of the
issues in this case is based on the preponderance of the evidence
rather than the allocation of the burden of proof, we address the
parties’ argunents in the discussion that foll ows.

In general, respondent’s determ nations in the notice of
deficiency are presuned to be correct, and the taxpayer bears the

burden of proving themwong. Wlch v. Helvering, 290 U S. 111

(1933). Wiere the taxpayer produces credible evidence with
respect to any factual issue relevant to ascertaining the tax
liability of the taxpayer, the burden of proof shifts to the
Secretary, but only if the taxpayer has conplied with
substantiation requirenments, has nmaintained all required records,
and has cooperated with reasonabl e requests by the Secretary for
W tnesses, information, docunents, neetings, and interviews.

Sec. 7491(a).
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In cases of unreported inconme, the Court of Appeals for the
Ninth Crcuit, to which an appeal in this case apparently would
lie absent a stipulation to the contrary, requires that the
Comm ssi oner provide a mnimal evidentiary foundati on connecting
the taxpayer to the unreported i ncone before the presunption of
correctness attaches to respondent’s determ nation. See Rapp V.

Comm ssioner, 774 F.2d 932, 935 (9th Cr. 1985); Winerskirch v.

Comm ssi oner, 596 F.2d 358, 360-361 (9th G r. 1979), revg. 67

T.C. 672 (1977); Petzoldt v. Conm ssioner, 92 T.C. 661, 687-691

(1989); Residential Mynt. Servs. Trust v. Conm ssioner, T.C

Meno. 2001-297; Johnston v. Conmi ssioner, T.C. Menob. 2000-315.

Once the Comm ssioner has nmet this initial burden of production,
t he taxpayer nust establish by a preponderance of the evidence
that the Conm ssioner’s determnation is arbitrary or erroneous.

Rapp v. Conm ssioner, supra; Petzoldt v. Conmni Ssioner, supra;

Residential Mynt. Servs. Trust v. Commi ssioner, supra. W defer

to the Court of Appeals for the Ninth Circuit’s evidentiary
requi renment under the doctrine set forth in Golsen v.

Conm ssioner, 54 T.C. 742 (1970), affd. 445 F.2d 985 (10th G r.

1971). However, we note that the Court of Appeals for the Ninth
Circuit’s rule does not automatically shift the burden of proof
regardi ng the unreported incone to respondent, as alleged by the

Gouvei as.
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After reviewing the record, we find that respondent has
i ntroduced anpl e evi dence connecting the Gouveias to the incomne-
produci ng activities of the Pago and McKenzie Trusts. The record
shows that petitioner managed and devel oped rental real estate
properties owned by the Pago Trust and that petitioner worked
full time in furtherance of the autonobile restoration business
al l egedly conducted by the McKenzie Trust. Moreover, the Pago
and McKenzie Trusts conpensated petitioner for his managenent
services, and the Gouvei as received distributions fromthe Pago

Trust. See Johnston v. Conm ssioner, supra. Accordingly, we

hol d that respondent’s determnation is entitled to the
presunption of correctness.

We al so hold that section 7491(a) does not shift the burden
of proof to respondent. Petitioners failed to produce credible
evi dence that the Pago and McKenzie Trusts shoul d be respected
for Federal inconme tax purposes as required by section
7491(a)(2). Moreover, petitioners did not prove that they had
conplied with rel evant substantiation requirenents, that they had
mai ntai ned all records required by the Internal Revenue Code, and
that they had cooperated with reasonabl e requests for w tnesses,

i nformati on, docunents, neetings, and interviews. Consequently,
section 7491(a) does not shift the burden of proof on the factual

issues raised in this case to respondent, and petitioners nust
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bear the burden of proof on all issues in this case, other than
the statute of limtations issue under section 6501. 26

V. VWhether the Pago and McKenzie Trusts Lack Econom ¢ Subst ance

Respondent argues that the Pago and McKenzie Trusts were
shamentities with no econom ¢ substance and shoul d be
di sregarded for Federal inconme tax purposes. Alternatively,
respondent argues that the incone earned by the Pago and McKenzie
Trusts should be taxed to the Gouvei as under the assignnment of
i ncone doctrine or the grantor trust rules of sections 674(a),
675(1), and 677(a). Petitioners dispute each of respondent’s
argunents and contend that the “MKenzie Trust and Pago Trust
engaged in extensive economc activity” and that the trusts
cannot be characterized as shans because a valid busi ness purpose
for each trust existed.

Taxpayers have a |legal right, by whatever neans all owabl e
under the law, to structure their transactions to mnimze their

tax obligations. See Gregory v. Helvering, 293 U S. 465, 469

(1935). Transactions, however, that have no significant purpose
other than to avoid tax and do not reflect economc reality wll
not be recogni zed for Federal inconme tax purposes. See Znuda V.

Comm ssioner, 79 T.C. 714, 719 (1982), affd. 731 F.2d 1417 (9th

Cr. 1984). W have held that, if a transaction has not altered

26Al t hough respondent has the initial burden of production
with respect to the penalty inposed under sec. 6662, the burden
of proof remains on petitioners. Sec. 7491(c).
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any cogni zabl e econom c rel ati onshi ps, we mnmust | ook beyond the
formof the transaction and apply the tax | aw according to the

transaction’s substance. See Markosian v. Conm ssioner, 73 T.C.

1235, 1241 (1980). This principle applies regardl ess of whether
the transaction creates an entity with separate exi stence under

State | aw. Znmuda v. Conmi ssioner, supra at 720.

I n deci di ng whether a purported trust |acks econom c
substance, we consider the follow ng factors: (1) Wether 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 1243-1244; Norton v. Conmm ssioner, T.C Meno. 2002-137; Castro

V. Conm ssioner, T.C. Menob. 2001-115; Buckmaster v. Conm ssioner,

T.C. Meno. 1997-236; Hanson v. Commi ssioner, T.C Mno. 1981-675,

affd. per curiam 696 F.2d 1232 (9th G r. 1983).

A. The Gouveias' Relationship to the Trusts' Property

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

materially before and after the trust’s formation. Markosian v.
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Conm ssi oner, supra at 1243. In considering this factor, we | ook

to the economc realities of the arrangenent to ascertain the
true grantor of the trust, regardless of who is naned as grantor

in the declaration of trust. Znuda v. Conni Ssioner, supra at

720-721; Stern v. Conm ssioner, 77 T.C. 614, 647 (1981);

Buckmaster v. Commi SSioner, supra.

1. Pago Tr ust

Al though M. Jeter was the nom nal grantor, petitioner
clearly initiated the establishnment of the Pago Trust.
Petitioner solicited M. Jeter’s assistance in signing the trust
docunents, aware of the fact that M. Jeter had no prior
experience wth trusts, and chose M. Norton to serve as trustee.
At petitioner’s direction, M. Jeter appointed M. Norton to act
as the trustee, having previously net M. Norton only once. M.
Jeter testified that he understood that once he signed the trust
docunents and appointed a trustee, he would play no role in the
managenent or operation of the trust. According to M. Jeter, he
was “hel ping out a friend”, and since he knew not hi ng about
trusts, he sinply followed petitioner’s orders. Further, M.
Jeter knew not hing about the Pago Trust’s business, except that
the trust was “sone formof a tax shelter”.

In addition, only petitioner contributed property to the
trust, and the installnment note, prom ssory notes, and the Prado

Road property were the only assets held by the Pago Trust until
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1998. Therefore, we find that M. Jeter was nerely a “straw man”
used to formthe Pago Trust and that petitioner was, in

substance, its true grantor. See Znuda v. Conm Ssioner, supra at

720-721; Buckmaster v. Commi SSioner, supra.

Petitioner’s relationship to the Prado Road property
remai ned essentially unchanged, and petitioner conducted his real
estate investnent affairs in the sanme manner, both before and
after the Pago Trust was fornmed. Before 1995, petitioner
purchased the uni nproved Prado Road property, nanaged all aspects
of renting and maintaining the industrial facility he had
devel oped on the property, and collected all of the profits
attributable to the property. After 1995 when petitioner
transferred the Prado Road property to the Pago Trust, petitioner
continued to nanage the property under the pretext of the
mai nt enance agreenent. Through his paynent of the Pago Trust’s
nmont hl y expenses using the trust’s bank account, petitioner also
mai nt ai ned access to the incone that the Pago Trust received from
the install ment note and coul d use those funds to further the
real estate investnents he nmade through the trust. Petitioner
continued to deal in real estate by selecting the Cross Street
property for the Pago Trust to purchase, arranging for financing,
devel oping the property into another industrial facility, and
managi ng it under a contract with the trust. Further, petitioner

continued to receive a significant portion of the profits from
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the Prado Road property in the formof managenent fees and
distributions fromthe trust.

Conmparing the situations before and after the creation of
the Pago Trust, the only discernible differences in petitioner’s
relationship to the Prado Road property and to his real estate
i nvestnment activities were that he used the Pago Trust’s bank
account to deposit incone and pay expenses generated by the
rental properties, and petitioner received profits fromthe
rental property in the formof “managenent fees” and incone
distributions. Petitioner admtted at trial that the only
di fference between the nmanagerial duties he perforned as the
owner of the Prado Road property and the duties he perforned
under the mai ntenance agreenent was that he was responsible for
getting the work done, he could not procrastinate, and he kept
better business records. These differences hardly rise to the
| evel of being material.

W find that the Gouveias’ relationship to the trust
property before and after its transfer to the Pago Trust was not

materially different. See Norton v. Conm ssioner, supra; Lund v.

Conmi ssioner, T.C. Menpb. 2000-334. This factor favors

respondent.

2. McKenzi e Trust

Wth respect to the McKenzie Trust, we |ikew se concl ude

that M. Hartmann was nerely a straw man in formng the MKenzie
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Trust and that petitioner was its true grantor. Petitioner
arranged for M. Hartmann to act as the trust’s creator, and
petitioner selected M. Boatright, a personal friend whom
petitioner knew to be unfamliar with trusts, to serve as
trustee. M. Hartmann appointed M. Boatright as trustee w thout
having net him before signing the trust docunents. Further, the
record is devoid of any evidence that anyone other than
petitioner, who contributed his services and technical expertise
in restoring autonobiles, transferred any property or services to
the McKenzie Trust. Therefore, we find that petitioner was the

true grantor of the MKenzie Trust. See Znuda v. Conm SSioner,

79 T.C. at 720-721; Buckmaster v. Commi ssioner, T.C Meno. 1997-

236.

Before formng the trust, petitioner had operated Brassworks
as a sole proprietorship. After selling Brassworks to the
I ngal | ses, petitioner returned to the autonobile restoration
busi ness and operated it under the nane of “MHKenzie Trust,
Charl es Boatright, Trustee”. Although petitioner no | onger
fabricated radiators, he continued to restore Mdel T Fords.
Further, petitioner continued to receive essentially all of the
profits fromthe autonobile restoration business in the form of
managenent fees. The only apparent difference in petitioner’s

conduct of the business after he forned the trust was that he
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used the McKenzie Trust’s bank account for all of his business
transactions, and the profits he retained fromthe business were
di sgui sed as nmanagenent fees.
W find that the Gouveias’ use of the trust property before
and after its transfer to the MKenzie Trust was not materially

different. See Castro v. Conmi ssioner, T.C. Menp. 2001-115;

Buckmaster v. Commi ssioner, supra. This factor favors

respondent.

B. | ndependent Trust ee

The second factor we consider is whether the trust had a

bona fide independent trustee. Markosian v. Comm ssioner, 73

T.C. at 1243-1244. \Wether the nom nal trustee had any
meani ngful role in the operation of the trust or exercised any
control over the trust is significant to our consideration of

this factor. See Znmuda v. Comni ssioner, supra at 720; Norton V.

Conmi ssioner, T.C. Meno. 2002-137; Lund v. Commi SSioner, supra.

1. Pago Tr ust

The only act M. Norton perfornmed as trustee of the Pago
Trust was to sign various trust docunents, such as the trust’s
decl aration and indenture, the checks drawn on the trust’s
account, and the trust’s incone tax returns. M. Norton
understood that the trust served as a business organization
formed to hold the real estate petitioner intended to devel op and

that paying the trust’s bills would be the only duty required of
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him Because M. Norton never possessed the Pago Trust’s
checkbook, on the few occasions he and petitioner net each year,
M. Norton signed several blank checks at a tine, as well as
checks that petitioner had already filled out.

M. Norton's lack of participation in the Pago Trust is
further denonstrated by his failure to review any of the trust’s
formati on docunments before signing them his failure to review
any of the Pago Trust’s business records or the incone tax
returns he signed, and his failure to inquire into the
reasonabl eness of the managenent fees the Pago Trust paid
petitioner. Moreover, M. Norton never participated in selecting
the Cross Street property or in any decisions with regard to its
devel opnment, and the record | acks any credible evidence that M.
Norton controlled any significant trust decisions.

In contrast, petitioner exercised conplete control over the
trust’s assets and nade all decisions relating to the trust’s
dai |l y busi ness under the authority granted to himin the
mai nt enance and manager agreenents. Moreover, petitioner
mai nt ai ned the unfettered discretion to determ ne the anmount of
hi s own managenent fees.

As a result, we find that no i ndependent trustee had any

meani ngful role in operating the Pago Trust. See Markosian v.

Conmi ssi oner, supra at 1243; Zmuda v. Commi SSioner, supra at 720;




- 44 -

Norton v. Commi ssioner, supra; Lund v. Commi ssioner, T.C. Mno.

2000-334. This factor favors respondent.

2. McKenzi e Trust

The evidence on record with respect to M. Boatright’s

i nfluence and control over the McKenzie Trust is |limted to the
appearance of his signature on various trust docunents, including
the trust’s declaration and indenture, the checks drawn on the
trust’s account, and the trust’s incone tax returns. The record
| acks any credi ble evidence that M. Boatright functioned as an

i ndependent trustee. M. Boatright did not testify at trial, and
we concl ude, based on his failure to do so, that his testinony

woul d have been unfavorable to petitioners. Wchita Term nal

El evator Co. v. Conmissioner, 6 T.C. at 1165; Christal v.

Conmi ssioner, T.C. Menp. 1998-255.

It is apparent fromthe record that petitioner controlled
the operation of the McKenzie Trust. Pursuant to the General
Agreenent, the McKenzie Trust granted petitioner broad manageri al
powers over the trust, which he exercised by controlling the day-
t o-day operation of the autonobile restoration business. 1In
fact, no one other than petitioner perforned any work for the
McKenzie Trust, and all of the inconme earned by the trust was
attributable to his expertise.

Therefore, we find that no i ndependent trustee had any

meani ngful role in operating the McKenzie Trust. See Znuda v.
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Conmi ssioner, 79 T.C. at 720; Markosian v. Commi ssioner, supra at

1243; Norton v. Conm ssioner, supra; Lund v. Conm SSioner, supra.

This factor favors respondent.

C. Econom c Interests

The third factor we consider is whether a genui ne econom c
interest in the trusts passed to anyone other than the Gouvei as.

Mar kosi an v. Conm ssioner, supra at 1243.

1. Pago Tr ust

Petitioners have not offered any adm ssi bl e evidence that
identifies the owners or beneficiaries of the Brookes G oup or
the ultimate recipient of the funds distributed to its foreign
beneficiary. At trial, counsel for respondent elicited testinony
that shows petitioner possessed the original copy of the Brookes
Goup’'s certificate for 90 units of beneficial interest in the
Pago Trust. Further, the record is devoid of any credible
evi dence that the Brookes Goup ever fulfilled its commtnent to
advance funds to the Pago Trust to purchase real estate.

It is inconceivable that petitioners would assign to the
trust the steady stream of inconme fromthe installnent note and
receive only 10 percent of the trust’s distributions in return.?’

It is also inconceivable that petitioners, in exchange for

2"'\We are al so unpersuaded by petitioner’s testinony that he
transferred his property to the Pago Trust because he needed only
10 percent of the trust’s inconme to live on, and he thought that
operating the business in trust formwould guarantee him a
lifetime of inconme distributions.
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paynments to begin in the year 2017, would transfer their
profitable rental real estate into a trust that was required to
pay 90 percent of its inconme to the Brookes G oup. See Castro v.

Conmi ssioner, T.C. Menp. 2001-115; Buckmaster v. Conmni Ssioner,

T.C. Meno. 1997-236. Petitioners have not introduced any
evi dence that the Brookes G oup was anything nore than an
i nternmedi ary designed to nove noney of fshore.
On these facts, we conclude that petitioners have failed to
prove that any economi c interest passed to any other

beneficiaries. See Markosian v. Comm ssioner, 73 T.C. at 1244.

This factor wei ghs against petitioners.

2. McKenzi e Trust

Petitioners failed to produce any adm ssi bl e evidence that
identifies the owners or beneficiaries of G ennere |Investnents,
t he purported 100-percent beneficiary of the McKenzie Trust, and
petitioners have not offered any credible evidence that d ennere
| nvest nents ever received any distributions fromthe trust. 1In
fact, the certificate for 100 units of beneficial interest was
never actually issued to dennere Investnents. Further, in 1996
the trust paid nore than half of its profits fromthe autonobile
restoration business to petitioner in managenent fees, and in
1997 and presumably in 1998, petitioner’s nanagenent fees
exceeded the trust’s business profits, leaving no incone to

di stri bute.
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On these facts, we conclude that petitioners have failed to
prove that any economi c interest passed to any other

beneficiaries. See id.; Castro v. Conm ssioner, supra. This

factor wei ghs agai nst petitioners.

D. Restrictions | nposed by the Trusts or the Law of Trusts

The fourth factor we consider is whether the Gouvei as
honored restrictions inposed by the trusts or by the | aw of

trusts. Mar kosi an v. Conm ssioner, supra at 1244.

1. Pago Tr ust

The terns of the trust granted dom nion and control over the
adm nistration of the trust to M. Norton. However, the broad
authority granted to petitioner under the mai ntenance and nmanager
agreenents inposed few, if any, restrictions on petitioner’s
managenent of the Pago Trust. Petitioner, rather than M.

Norton, made all decisions regarding the trust’s assets w thout
having consulted wth or having sought approval fromthe trustee.
Moreover, petitioner had the absolute discretion to wthdraw
managenent fees fromthe trust and was not restricted in any
meani ngful way by the trustee or the terns of the trust.

Accordingly, we find that petitioners were not bound by any
restrictions inposed by the trust or the law of trusts. See id.;

Norton v. Conm ssioner, T.C Meno. 2002-137. This factor weighs

agai nst petitioners.



2. McKenzi e Trust

Under the broad authority granted to petitioner in the
CGeneral Agreenent, petitioner dealt freely with the trust’s funds
to purchase autonotive parts and the Mbdel T Ford chassis he
restored. The record does not indicate that petitioner ever
consulted with M. Boatright before purchasing supplies for the
busi ness or selling the restored autonobiles, even though the
terms of the trust granted dom nion and control over its
adm nistration to M. Boatright. Further, while the terns of the
trust mandated that the trust distribute 100 percent of its
profits to Gennere Investnents, petitioner withdrew trust incone
in the formof managenent fees, without restriction, which left
little, if anything, to be distributed to the nom nal beneficiary
of the trust. Accordingly, we find that petitioners were not
bound by any restrictions inposed by the trusts or the | aw of

trusts. Mar kosi an v. Conm ssioner, supra at 1244; Norton v.

Conm ssi oner, supra. This factor weighs against petitioners.

E. Concl usi on

After reviewi ng the record, we cannot conceive of any
reason, other than tax avoi dance, for the Gouveias to have
transferred a substantial portion of their personal income and
property and to have provided their full-tinme |abor to the Pago

and McKenzie Trusts. Qur conclusion is supported by the inherent
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inplausibility of the trust arrangenent and petitioners’ failure
to provide any legitimte reason for creating the trusts.

At trial, petitioner asserted that he chose the trust form
to conduct his businesses so that he would earn the incone
W thout incurring any liability. However, petitioner was unable
to articulate any liability issues that could potentially arise
in the course of his businesses, which underm nes petitioner’s
claimthat asset protection was a consideration in formng the
trusts. On the other hand, petitioner testified that he did not
expect that the McKenzie Trust’s autonobile restoration business
woul d be profitable. W find petitioner’s testinony to be
conpletely self-serving, often contradictory, and |lacking in
credibility.

Petitioners further contend that petitioner fornmed the Pago
Trust to obtain foreign financing while nmaintaining an interest
in the property. However, the record is devoid of any credible
evi dence that the Brookes G oup ever transferred any funds to the
Pago Trust. To the contrary, the Pago Trust borrowed funds from
a variety of domestic sources in order to purchase and devel op
the Cross Street property. Petitioner was not aware of the
Brookes Group’s having ever fulfilled its conmtnent to provide
funds to the Pago Trust and could not explain why the Pago Trust

continued to wire funds overseas to the Brookes G oup.
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Petitioners have not offered any persuasive argunents in support
of their contention that the trusts are not shans.

After considering the four factors set forth in Markosian v.

Commi ssioner, 73 T.C at 1243-1244, it is clear that the Pago and

McKenzi e Trusts were shans which | acked econom ¢ substance and
nmust be disregarded for Federal i1incone tax purposes.
Accordingly, we sustain respondent’s determ nation, and we hold
that the net incone earned by the Pago and McKenzie Trusts is
properly taxable to the Gouvei as. %8

V. Section 6662(a) Penalties

Section 6662(a) and (b)(1) authorizes a 20-percent penalty
to be inposed on the portion of an underpaynent of incone tax
attributable to negligence or disregard of rules or regul ations.
Respondent bears the burden of production, but petitioners have
the burden of proof. Sec. 7491(c). Negligence “includes any
failure to make a reasonable attenpt to conply with the
provisions of * * * [the Internal Revenue Code]”. Sec. 6662(c);

see also Neely v. Comm ssioner, 85 T.C 934, 947 (1985)

(negligence is the lack of due care or failure to do what a

reasonabl e person woul d do under the circunstances).

2 n light of our holding, we need not address respondent’s
alternative argunents that the incone fromthe Pago and MKenzie
Trusts is allocable to the Gouvei as under the assignnent of
i ncome doctrine or the grantor trust rules.
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We have previously held that a taxpayer’s adoption of a
“flagrant tax avoi dance schene” repeatedly rejected by the courts

is patently negligent. Wsenberg v. Conm ssioner, 69 T.C. 1005,

1015 (1978); see al so Hanson v. Comm ssioner, T.C Meno. 1981-

675. Respondent has produced anpl e evidence to denonstrate that
the trusts were created for the purpose of tax avoi dance and t hat
t hey | acked econom ¢ substance. |In addition, when the Gouvei as
created the trusts, we had al ready consi dered several cases

i nvol vi ng abusi ve business trusts and determ ned that the trusts
woul d not be respected for Federal incone tax purposes. See

Znmuda 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.

The Gouvei as argue that the penalty should not be inposed
because they had reasonabl e cause for the underpaynent, and they
acted in good faith by relying on advice fromaccountants and tax
return preparers. Section 6664(c)(1) provides that the section
6662 accuracy-rel ated penalty shall not be inposed with respect
to any portion of any underpaynent if it is shown that a taxpayer
acted in good faith and that there was reasonabl e cause for the
under paynent. In determ ning whether a taxpayer acted in good
faith, we consider the taxpayer’s know edge and experience, the

t axpayer’s reliance, if any, on the advice of well-inforned and
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conpetent tax professionals, and the taxpayer’s efforts to assess
his proper tax liability. Sec. 1.6664-4(b)(1), Inconme Tax Regs.

Petitioner testified that before formng the trusts, he
spoke with his former tax return preparer, who was not famliar
with trusts, met wwth a conpany call ed the |Independent Trust
Consultants, and “read as nmuch material as [he] could from
libraries.” Petitioner also testified that he hired his tax
return preparer because she was “famliar with estates and trusts
[and] Form 1041”, but he did not ascertain her |evel of
education. The Gouvei as introduced no other evidence of their
know edge or degree of experience in tax matters. Moreover,
petitioner’s testinony does not establish that anyone with whom
t he Gouvei as consul ted provi ded any advice upon which they relied
or that the Gouvei as made any sincere effort to determ ne whet her
the trust arrangenent would be respected for Federal incone tax
pur poses. Because the Gouvei as have not denonstrated that they
acted in good faith and that there was reasonabl e cause for the
under paynment, we sustain respondent’s determ nation that the
Gouveias are liable for the accuracy-rel ated penalty under
section 6662(a) for 1995, 1996, 1997, and 1998 on any
under paynment of income tax attributable to unreported i ncone from

t he Pago and McKenzi e Trusts.



VI . Concl usion

We have carefully considered all remaining argunents nmade by
the parties for results contrary to those expressed herein, and,
to the extent not discussed above, we find those argunents to be
irrelevant, noot, or w thout nerit.

To reflect the foregoing,

Decisions will be entered

for respondent in docket Nos.

288-03 and 562-03, and

appropriate orders will be

entered in docket Nos. 563-03

and 564-03.




