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H pl eaded guilty to crimnal tax evasion for taxable
year 1990, admtting to a specified anount of unreported
i ncome as determ ned through R s reconstruction of Hs 1990
i ncone by the net worth nmethod in the crimnal proceeding.
Subsequent |y, for purposes of establishing Hs civil tax
l[tability for taxable years 1989 and 1990, R determned H s
unreported income by relying directly on the crimnal net
worth summary. R's 1989 net worth conputation assuned that
H had a zero opening net worth and was based on i nconsi stent
inclusions of Hs and Ws incones, assets, and expenditures.

For taxable year 1990, H and Wfiled a joint Federal
income tax return. In her original petition, Wsought
i nnocent spouse relief under fornmer sec. 6013(e), |I.R C
After the trial in this case, forner sec. 6013(e), I.R C



was repeal ed and replaced by sec. 6015, |I.R C
Subsequently, Wfiled adm nistrative elections for relief
pursuant to sec. 6015(b) and (c), I.R C R made a ful
concession of Ws liability under sec. 6015(c), |I.R C, but
made no determ nation under sec. 6015(b), I.R C. Wseeks

judicial determ nation of her entitlenent to relief under
sec. 6015(b), I.R C

1. Held: for taxable year 1989, respondent’s determ nation
of Hs unreported inconme through use of the net worth nethod
IS not sustai ned.

2. Held: for taxable year 1990, respondent’s determ nation
of Hs unreported inconme through use of the net worth nethod
is nodified.

3. Held: for taxable year 1990, respondent having fully
conceded Ws tax liability pursuant to her el ection under
sec. 6015(c), I.R C., the question of her entitlenent to
relief under sec. 6015(b), I.R C is noot.

Ransey R Taylor and G Norris Watson, for petitioner in

docket No. 8691-97.

Howard B. Teller, for petitioner in docket No. 15040-97.

Ri chard A. Stone, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

THORNTON, Judge: |In these consolidated cases, respondent
determ ned deficiencies, additions to tax, and an accuracy-

related penalty in petitioners’ Federal incone taxes as foll ows:
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Additions To Tax and Penalty
Year Defi ci ency Sec. 6651(a) (1) Sec. 6654 Sec. 6663

Theron Livingston, Sr.
1989 $3, 424 $856 $232 —

Theron and M chel e Livingston
1990 $24, 676 --- — $18, 507

After concessions,! the issues for decision are:
(1) Whether Theron Livingston, Sr. (petitioner husband), had
$14, 690 of unreported inconme in taxable year 1989 as determ ned
by respondent’s incone reconstruction using the net worth nethod;
(2) whether petitioners had $77, 372 of unreported inconme in
t axabl e year 1990 as determ ned by respondent’s incone
reconstruction using the net worth nethod; and (3) whether
respondent’s full concession as to the 1990 tax liability of
M chel e Livingston (petitioner wife) pursuant to section 6015(c)
renders noot the question of petitioner wife's entitlenent to

relief pursuant to section 6015(b).?

! Petitioner husband concedes that for taxable year 1989
additions to tax apply pursuant to secs. 6651(a)(1l) and 6654 to
any underpaynent for such year as determ ned by the Court. Al so,
for taxable year 1990, petitioner husband concedes the inposition
of the fraud penalty pursuant to sec. 6663 on any underpaynent as
determ ned by the Court.

2 Unl ess otherwi se noted, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.



FI NDI NGS OF FACT

The parties have stipul ated some of the facts, which are
incorporated in our findings by this reference. Wen the
petition was filed, petitioner husband was incarcerated in
Federal prison in Mntgonery, Pennsylvania, and petitioner wfe
resided in Severn, Maryl and.

Petitioners were married on May 20, 1989, and renuai ned
married at all tinmes relevant to these cases. Petitioner wfe
has a daughter, Itesha, and petitioners have a son, Theron, Jr.

During the years in issue, petitioner husband was self-
enpl oyed in a disc jockey business. Petitioner wife was enpl oyed
by Merrill Lynch in Severn Park, Maryland, perform ng various
clerical duties.

On or about June 30, 1989, petitioners purchased a 1983
Ni ssan Maxima in the name of petitioner wife. O the $4, 240
total purchase price, they paid $2,240 cash and financed the
bal ance. On or about Cctober 5, 1989, petitioners traded in the
1983 Maxima for a 1984 BMNin the nane of petitioner wife. O
the $6,860 total purchase price, they paid $3,000 cash, received
$1, 200 net credit for the trade-in, and financed the bal ance.

On February 28, 1990, petitioners and Itesha were involved

in an autonobile accident. Petitioners settled three personal



injury cases in connection with the accident. Their net

settl ement proceeds were as foll ows:

Theron Livingston, Sr. $3, 333
M chel | e Li vi ngston 3,523
| t esha Livingston 667

Tot al 7,523

On or about August 10, 1990, petitioners used these
settl enment proceeds to purchase a 1988 Alfa Roneo Ml ano in the
name of petitioner wife. O the $10,547 total purchase price,
they paid $7,547 cash and financed the bal ance.

For taxable year 1989, petitioner husband filed no Federal
income tax return, and petitioner wife filed a Federal incone tax
return with a filing status of married filing separately,
reporting wages of $12,290. For taxable year 1990, petitioners
filed a joint Federal incone tax return. The Schedule C, Profit
or Loss From Business, included as part of the 1990 joint return
reported $10, 300 gross receipts and $632 net incone from
petitioner husband's disc jockey business. Petitioners’ 1990
joint return also reported petitioner wife' s wages of $12, 356.

On June 11, 1994, petitioner husband signed a plea agreenent
in which he agreed to plead guilty to incone tax evasion pursuant
to section 7201 for taxable year 1990 and to a May 1993 of fense
for distribution of cocaine base. Petitioner husband was

sentenced to 60 nonths of incarceration on the tax evasi on count,



- 6 -

to run concurrently wwth a 70-nonth sentence on the drug-rel ated
count .

In the plea agreenent, petitioner husband agreed that “the
anount of additional incone attributable to * * * [petitioner
husband] in 1990 is $63,610 and the additional anpbunt of tax owed
to the United States is $20, 659”.

The statenment of facts in the crimnal proceedi ng contained
a sunmary of the net worth analysis (hereinafter referred to as

the crimnal net worth conputation), as foll ows:

Parti cul ars 12/ 31/ 89 12/ 31/ 90 12/ 31/ 91
Total assets 1$7, 445 2$82, 791 $86, 643
Less: Total liabilities 2,600 6,100 6,100
Net worth 4, 845 76, 691 80, 543
Less: Prior years - O0- 4, 845 76,691

net worth
I ncrease in net worth 4, 845 71, 846 3, 852
Pl us: Expendi tures 316, 511 418, 591 35, 337
Less: Deducti ons 56, 000 627,412 19, 858
Corrected taxable 15, 356 63, 025 19, 331
i ncone
Reported taxabl e incone - O0- (585) 1,091
Under st at enent 15, 356 63, 610 18, 240

! Thi s anount conprises a $608 checking account bal ance and the 1984 BMW

2 This anount conprises a $423 checki ng account, the 1984 BMN and the 1988
Al fa Roneo M1l ano, and “investnents” of $65,000 in a music shop, Steady Beat
Recor ds.

8 This anount conprises personal living expenses of $13,477, including
expenditures nmade jointly by petitioner husband and petitioner wife, as well as an
item characterized as “non-deducti bl e personal |oss 1983 Maxi ma” in the anpunt of
$3, 034.

4 This anount conprises of personal living expenses, incone taxes paid, and
Soci al Security taxes paid.

5 This anount represents personal exenptions.

8 Thi s anount conprises $12,356 of wages for petitioner wife, $6,856 for
petitioners’ settlenment of their injury clainms fromthe autonobile accident, and

$8, 200 for personal exenptions.



After petitioner husband s plea agreenent, G m Baker
(Baker), a revenue agent for the Internal Revenue Service (IRS)
was assigned to exam ne petitioner husband s 1989 Federal incone
tax liability and petitioners’ 1990 joint Federal incone tax
return. Baker issued letters to both petitioners, requesting
themto provide docunentation such as inconme records and expense
records. In response, petitioner husband sent Baker a letter
stating that it was inpossible for himto collect the necessary
docunents while he was incarcerated and requesting that the civil
exam nation be postponed until his projected release in 2000.
Petitioner wife—whose liability related only to taxable year
1990--refused to provide the requested information until the IRS
showed her what information it had in its possession.

In conducting the civil investigation, Baker relied on the
crimnal net worth conputation rather than perform ng an
i ndependent i1 ncone reconstruction for either year in issue.
Except for her unsuccessful attenpt to procure information from
petitioners, Baker conducted no investigation regarding
petitioners’ finances and did not verify the nunbers contained in
the crimnal net worth summary. |Instead, she copied the crimnal
net worth summary that was attached to petitioner husband' s plea
agreenent, using identical nunbers to calculate the increases in
net worth for each of the taxable years 1989 and 1990 but naking

certain nodifications. For instance, in drafting the notice of
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deficiency for 1989, Baker reduced from $16,511 to $9, 845 the
anount of personal expenditures contained in the 1989 crim nal
net worth conputation® and di sall owed the $6, 000 personal
exenption that had been allowed in the crimnal net worth
conputation. The net result of these two changes was a decrease
in the anmount of petitioner husband’s unreported incone. In
drafting the notice of deficiency for 1990, Baker increased by
$12,421 the offset allowed for income reported on the return, but
omtted the $27,412 of “deductions”— conprising $12, 356 for
petitioner wife' s wages, $6,856 for petitioners’ settlenment of
their injury clains fromthe autonobile accident, and $8, 200 for
personal exenptions—that had been allowed in the crimnal net
worth conmputation, resulting in an increase in the anmount of

petitioner husband’ s unreported incone.*

3 The record does not reveal the basis upon whi ch Baker
determ ned this | esser anount of personal expenditures.

4 The net worth anal yses included in the 1989 and 1990
statutory notices of deficiency were as foll ows:

Particul ars 12/ 31/ 89
Under st at enrent of i ncone $14, 690
Total assets $7, 445
Less: Total liabilities (2,.600)
Net worth 4, 845
Less: Prior years net worth (_-0-)
I ncreases in net worth 4, 845
Pl us: Expenditures 9, 845
Under st at enent of i ncome 14, 690

(I'ncrease in net worth ======
pl us expenditures)

(continued. . .)



OPI NI ON
Taxpayers are required to keep adequate books or records
fromwhich their correct tax liability can be determ ned. See
sec. 6001. In the absence of adequate books and records, the
Comm ssi oner may reconstruct a taxpayer’s taxable incone by any

reasonabl e nethod. See Holland v. United States, 348 U S. 121,

131 (1954). The courts have | ong recogni zed the net worth nmet hod

as a reasonable nmethod. See id.; Manzoli v. Conm ssioner, 904

F.2d 101 (1st Gr. 1990), affg. T.C. Meno. 1989-94 and T.C Meno.

1988-299; United States v. Sorrentino, 726 F.2d 876 (1st Cr

1984); Estate of Mazzoni v. Conmm ssioner, 451 F.2d 197 (3d Cr.

1971), affg. T.C. Meno. 1970-144 and T.C Meno. 1970-37.
Under the net worth nmethod, taxable income is conputed by

reference to the change in the taxpayer’'s net worth during a

4(C...continued)

Particul ars 12/ 31/ 90
Under st at enent of i ncome $77,372
Total assets $82, 791
Less: Total liabilities (_6,100)
Net worth 76, 691
Less: Prior years net worth (_4,845)
| ncreases in net worth 71, 846
Pl us: Expenditures 18, 591
Less: Inconme reported on (13, 006)

return

Under st at enent of i ncone 77,372

(I'ncrease in net worth plus ======
expenditures | ess incone
reported on return)
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year, increased for nondeducti bl e expenses such as |iving
expenses, and decreased for itens attributable to nontaxable
sources such as gifts and loans. The resulting figure may be
considered to represent taxable incone, provided: (1) The
Comm ssi oner establishes the taxpayer’s opening net worth with
reasonabl e certainty; and (2) the Conmm ssioner either shows a

i kely source of unreported income or negates possible nontaxable

sources. See United States v. Mssei, 355 U S. 595, 595-596

(1958); Holland v. United States, supra at 132-138; Brooks v.

Comm ssioner, 82 T.C. 413, 431-432 (1984), affd. wthout

publ i shed opinion 772 F.2d 910 (9th G r. 1985).

The use of the net worth nmethod requires “the exercise of
great care and restraint” to prevent a taxpayer from being
“ensnared in a systenf which is hard for the taxpayer to refute.

Holland v. United States, supra at 129. The taxpayer’s openi ng

net worth is of critical inportance. “The inportance of accuracy
inthis figure is imedi ately apparent, as the correctness of the
result depends entirely upon the inclusion in this sumof al
assets on hand at the outset.” [d. at 134. *“If the opening
statenment is not substantially reliable, the whole intricate

house of cards falls.” Estate of Phillips v. Conm ssioner, 246

F.2d 209, 213 (5th Cr. 1957). Respondent nust establish the
opening net worth with reasonable certainty. See London v.

Conmi ssioner, T.C. Menp. 1998-346; Canpfield v. Comm ssioner,




- 11 -

T.C. Meno. 1996-383, affd. w thout published opinion 133 F.3d 906
(2d Cr. 1997).

Respondent’s 1989 | ncone Reconstruction for Petitioner Husband

Respondent’s net worth conputations in this civil proceeding
were derived directly fromthe crimnal net worth conputation
I n each case, respondent assigned petitioner husband a 1989
openi ng net worth of zero. The record does not reveal
respondent’s factual basis, if any, for this determ nation.?®
G ven that petitioner husband was sel f-enployed in a disc jockey
busi ness in 1989, however, an opening net worth of zero is
suspect.

Respondent’s 1989 net worth conputation purports to relate
solely to petitioner husband s unreported inconme, yet is based on
i nconsi stent inclusions of petitioner husband’ s and petitioner
wi fe's incones, assets, and expenditures. For exanple, the 1989
net worth conputation counts anong petitioner husband s assets
two autonobiles that petitioners bought together in the name of

petitioner wwfe. Simlarly, the 1989 net worth conputation takes

5> As far as is revealed by the record, petitioner husband
was under crimnal investigation for tax evasion only for taxable
year 1990. |If so, the only relevance of the 1989 crim nal net
worth conputation would be to establish petitioner husband s 1989
endi ng net worth, which was used as his opening net worth in the
1990 crimnal net worth conputation. Because the 1989 opening
net worth would be of little or no consequence to the 1990
crimnal net worth conputation, it is inferable that respondent
merely assunmed a zero opening net worth for 1989, w thout any
i nvestigation. Such an inference is not contradicted by any
evi dence in the record.
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into account various expenditures made jointly by petitioner
husband and petitioner wife. The 1989 net worth conputation
effectively treats these asset purchases and ot her joint
expendi tures as being financed by petitioner husband’ s unreported
i ncone. The 1989 net worth conputation does not, however,
account for assets and incone attributable to petitioner wfe.
In particular, it fails to account for petitioner wife's after-
tax incone of $10, 239, which exceeds the $9, 845 of expenditures
reflected in respondent’s net worth conputation as included in
the 1989 notice of deficiency.?®

In addition, petitioner wife credibly testified that

petitioners received approximately $3,000 to $4, 000 i n weddi ng

1n an attenpt to overcone the failure of the 1989 cri m nal
net worth summary to account for assets and inconme of petitioner
w fe, respondent argued for the first tinme at trial that the 1989
noti ce of deficiency understated petitioners’ 1989 personal
expenditures. On brief, respondent asserts for the first tine
that petitioners’ 1989 expenditures exceeded $20,000. Respondent
contends that this sumincludes an indeterm nate anmount of
expenditures (relating either to petitioners jointly or else to
petitioner wife) for which respondent admts there is no
docunentation in the record, instead basing his contentions on
vari ous assunptions. Respondent has never sought an increased
deficiency for 1989 based on any such increased anount of
expendi tures and has never sought to anend his pleading in this
case. We will not consider this issue that was raised for the
first tinme at trial. See Vetco, Inc. v. Conm ssioner, 95 T.C
579, 589 (1990). In any event, even if we were to consider this
i ssue, the newy asserted anount of joint personal expenditures
woul d not cure the fundanental defects and interna
i nconsi stencies of the 1989 net worth conputation, as descri bed
in the text above.
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gifts in 1989. This testinony is corroborated by bank records
reflecting petitioners’ nunerous small deposits of cash and
checks shortly after their wedding. Petitioner wife also
testified that at the time of her marriage in 1989, she had at

| east $400 in two bank accounts. She testified that her
grandnot her used funds pl aced under her guardi anship after the
death of petitioner wwfe’'s nother to help pay for Itesha's
private Christian schooling. The record also indicates nunerous
ot her instances of gifts or loans to petitioners fromfamly and
friends.

In sum the 1989 net worth conputation is prem sed on an
appl es- and- or anges conpari son of petitioner husband’ s openi ng net
worth (unreliably assunmed to be zero) and petitioners’ joint
endi ng net worth, counting petitioners’ joint assets and
expenditures to petitioner husband s di sadvantage, while failing
to count petitioner wife s 1989 income— upon whi ch she has
al ready paid Federal incone tax—or separate assets, which were
avai lable to fund petitioners’ joint expenditures.

Taxpayers may not avoid the inposition of legally due taxes
by concealing facts, but neither may the Conm ssioner base his
determ nation on a “‘strong underlying el enent of guesswork.’”

Jacobs v. Conm ssioner, T.C Meno. 1974-73 (quoting Polizzi v.

Conmm ssi oner, 265 F.2d 498, 502 (6th Cr. 1959)). Taking into

consideration the warnings in Holland v. United States, 348 U S.
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at 121, we believe that the 1989 net worth conputation is so
unreliable as to negate any presunption of correctness. As in

Jacobs v. Comm ssioner, supra, wth regard to taxable year 1989,

respondent has failed to “show the correct anount of petitioner’s
reconstructed taxable inconme or [to] provide any basis for

estimating it.” See also Gallo v. Comm ssioner, T.C. Mno. 1983-

367. Accordingly, this issue is decided for petitioner husband.

Respondent’s 1990 | ncone Reconstruction for Petitioners

For taxable year 1990, by his crimnal plea petitioner
husband explicitly admtted that he had unreported i ncone of
$63, 610, as determ ned by respondent’s 1990 criminal net worth
cal cul ati on, which was predicated on an openi ng net worth of
$4,845. Petitioner did not appear at trial to refute his prior

adm ssion. Cf. Toushin v. Commi ssioner, T.C Mno. 1999-171

Petitioner husband’s adm ssion is strong evidence of the
validity of the 1990 crim nal net worth conputation, and
consequently of the 1990 civil net worth conputation, which was
derived directly therefrom Petitioner husband’ s adm ssion in
the crim nal proceeding does not collaterally estop him however,
fromchal l enging the specific deficiency anmount in this
proceedi ng, because “the determ nation of an exact liability was
not essential to the judgnent, a prerequisite to the application

of the doctrine of collateral estoppel.” More v. United States,

360 F.2d 353, 356 (4th Cir. 1965) (internal quotation marks
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omtted); see Wapnick v. Conm ssioner, T.C Meno. 1997-133;

Larson v. Commi ssioner, T.C Meno. 1993-188.

Petitioners have chal |l enged respondent’s determ nation for
taxabl e year 1990 with credi bl e evidence. Respondent’s civil net
worth analysis followed the crimnal net worth analysis in
imputing to petitioner husband a $65, 000 “investment” in Steady
Beat Records. Petitioner husband’s nother testified credibly
that she was the sole owner of Steady Beat Records, and that she,
rat her than petitioner husband, made the $65, 000 i nvest nent.

This testinony is corroborated by docunentation that in 1990 she
applied for the Maryl and busi ness |icense for Steady Beat Records
and signed the | ease agreenent for its |eased prem ses. In
addition, a friend of the nother’s testified credibly that she
had | ent the nother noney for the investnent.

As evidence that petitioner husband owned Steady Beat
Records, respondent offered the testinony of CGeorge Harvell,
petitioner husband’s sonetine acquai ntance, who testified
unconvi ncingly that petitioner husband had admtted to himthese
and other matters. W did not find George Harvell to be a

credible witness.” Accordingly, we conclude and hold that

"1n 1990, Harvell pleaded guilty to inconme tax evasion
pursuant to sec. 7201. |In exchange for his testinony agai nst
several people, including petitioner husband, the Governnent
refrained fromcharging Harvell with cocaine distribution.
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petitioner husband’s 1990 understatenent should be reduced by
$65, 000.

We al so concl ude that respondent’s determ nati on of
petitioners’ 1990 understatenent should be reduced by the $7,523
in settlenment proceeds that petitioners and Itesha received from
t heir autonobile accident.?

Petitioner Wfe's | nnocent Spouse Caim

In her original petition, petitioner wfe sought innocent
spouse relief under forner section 6013(e). On May 21, 1998, a
trial was held in this case. On July 22, 1998, section 6015 was
enacted, replacing forner section 6013(e), which was repeal ed
generally as of the same date. See Internal Revenue Service
Restructuring and Reform Act of 1998, Pub. L. 105-206, sec.
3201(a), (e)(1l), 112 stat. 734. On August 3 and 18, 1998,
petitioner wife filed adm nistrative el ections pursuant to
section 6015(b) and (c), respectively. On January 13, 1999,
respondent notified petitioner wife that she is entitled to

relief pursuant to section 6015(c) and nail ed her a proposed

8 The 1990 crimnal net worth analysis did in fact reflect
an of fset of $6,856 for petitioners’ settlenment of their own (but
not Itesha’s) injury clains fromthe autonobile accident.
Respondent has offered no satisfactory explanati on why he
departed fromthis approach in failing to include any offset in
the civil net worth analysis. Furthernore, in light of the fact
that the entire $7,523 of settlenent proceeds appears to have
been included in petitioners’ assets in both the crimnal and
civil net worth conputations, it is appropriate to include an
of fset for the entire anount.
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deci sion representing a concession that she has no liability for
any anount of the deficiency or penalty in dispute. Respondent
made no determ nation whether petitioner wife qualifies for
relief under section 6015(b). Wth |eave of the Court,
petitioner wfe anmended her petition, requesting the Court to
require respondent to nmake a determ nation under former section
6013(e) and/or section 6015(b).°

The controversy before the Court concerns petitioner wife's
ltability for the deficiency respondent determ ned for taxable
year 1990. Respondent’s concession under section 6015(c)
relieves petitioner wife of all liability for taxable year 1990
and resol ves the controversy between her and respondent that is

before us. Cf. LTV Corp. v. Commi ssioner, 64 T.C. 589, 593

(1975). A decision regarding petitioner wwfe’'s eligibility for
relief under section 6015(b) would anpbunt to an advi sory opi nion
and woul d contravene the “sound principle of judicial

admnistration that courts will not gratuitously decide conpl ex

® On brief, petitioner wife does not press the issue of her
entitlenent to relief under fornmer sec. 6013(e), and we deem her
to have conceded it. In any event, since the disputed tax
liability arose before July 22, 1998, but remai ned unpaid as of
that date, forner sec. 6013(e) is no longer effective with
respect to the instant case, which is governed instead by the
provi sions of sec. 6015. See Internal Revenue Service
Restructuring and Reform Act of 1998, Pub. L. 105-206, sec.
3201(e) (1), 112 stat. 734.
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i ssues that cannot affect the disposition of the case before
them” |1d. at 595.

Petitioner wife suggests on brief that a decision as to her
eligibility for relief under section 6015(b) could enhance her
future efforts to petition this Court for an award of attorney’s
fees. It would be inappropriate to protract this proceeding to
enhance an award of fees. See sec. 7430(b)(3). Moreover, any
consideration as to whether petitioner wife is entitled to
litigation and adm ni strative costs, including attorney’ s fees,
is inappropriate at this stage of these proceedings. Should
petitioners desire to pursue this matter, they nust conply with
Rul es 230 and 231.

Remai ni ng contentions not addressed herein we deem
irrelevant, without nerit, or unnecessary to reach.

To reflect the foregoing and concessions by the parties,

Deci sions will be entered

under Rul e 155.




