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MVEMORANDUM OPI NI ON

HOLMES, Judge: Constantine Sakkis is a shrewd and successf ul
busi nessman. Wth his wife, Carol, he filed a Form 1040 for 2000.

As they had done for many years, the Sakkises filled out and

1 W consolidated the cases filed by Carol Ann Sakkis,
docket nos. 20819-03 and 23428-05, wth those filed by her
husband Const anti ne Sakkis, docket nos. 20820-03 and 20653- 03.
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attached nunerous schedul es on which they reported their incone
and deductions. Only this time, there was one major difference:
on line 21 of the Form 1040--the line designated for “Q her
inconme”--they listed a conpletely frivolous section 8612 deduction
of $642,370. The Conmi ssioner recoiled, and treated the entire
return as both frivolous and fraudulent. The Sakki ses have since
repented of the deduction, but argue that they commtted no fraud
by taking it. They also admt that they should have filed a 2001
tax return, which they did only after the Comm ssioner caught them
and sent a notice of deficiency. There are nunerous contested
deductions for both years; |oom ng over the Sakkises is the
guestion of just what penalties the bad deduction will subject
themto for the 2000 tax year

Backgr ound

Const anti ne Sakkis began working as a real -estate sal esman in
the md-1970s. Wthin a couple of years, he took sone state-
requi red courses--including a course on real -estate | aw -and
became a fully licensed real -estate broker. By 2000, Sakkis’s

busi ness focus had swiveled fromselling to nmanagi ng rental

2 Unl ess otherwi se noted, all section references are to the
I nternal Revenue Code in effect for the years at issue; all Rule
references are to the Tax Court Rules of Practice and Procedure.
The gist of the section 861 argunent is that only foreign-source
incone is taxable and therefore a taxpayer’s donestically earned
money isn't. Internal Revenue Service, The Truth About Frivol ous
Tax Argqunents, sec. |.B.2., at 18-19 (Jan. 1, 2010),
http://ww irs.gov/pub/irs-utl/friv_tax. pdf.
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property and other types of investnents, but he kept his real-
estate broker’s license to do business for past clients and
referrals. Carol Sakkis worked for the | ocal phone conpany until
shortly after she and Sakkis married and then stayed at hone to
raise their three children, who were born in 1978, 1979, and 1982.

The Sakki ses’ tax trouble began with a great windfall. In
the 1980s, the FCC gave away 422 rural cell-phone |icenses via a
lottery. Many people forned partnerships at the tine to enter the
FCC lottery as often as possible to try to wwn as many |icenses as
possi ble. An organizer typically solicited investors who woul d
each put up about $12,500 and woul d be nore or |ess randomy put
into a partnership consisting of about 20 investors. Sakkis
| earned of this and entered several tinmes, using both his own nane
and his wife’'s. They won big. Metaconm Cellular, one of the
partnerships in which Sakkis invested using his wfe s nane,
received two licenses; it sold one imediately, but kept the
other--a license entitling it to build a cell-phone systemin
nort hwest Wom ng. This eventually becane a franchi se of
Cel | ul ar One, and Metacomm eventual |y converted froma partnership
to an LLC. In spite of the fact that the investnent was in his
wi fe’'s nanme and al though she was aware of it, it was Sakkis
hi msel f who actively participated in Metacomm This was

consistent with their usual division of |abor--though she bal anced
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t he coupl e’ s checkbook each nonth, she otherw se | et her husband
manage all their business deci sions.

In 1999, Western Wreless offered to buy the assets of the
Wom ng cel | - phone operation. Metaconm negotiated a sale for
$20.2 million--a return of approximately 80 times the investors’
initial investnments. The deal closed in May 2000, and Metaconm
di sbursed the Sakkises’ share of the profits by sending a total of
four checks in Carol’s nanme--two in May 2000, one in Qctober 2000,
and the final check in Decenber 2001. Carol received nore than
$700, 000 in 2000 and then another $130, 000 in 2001.

Toward the end of 2000, Sakkis began to | ook for ways to
avoi d paying taxes on the gain. He first tried to use a nmulti-
trust tax shelter, which he I earned of during a “capital
preservation” sem nar on the renote Pacific island of Vanuatu.

The shelter involved setting up donestic and foreign trusts and
nmovi ng the noney around between these trusts until it could

all egedly be repatriated tax free. Sakkis tried to create such a
trust (which he nanmed the Carolina Trust) and retroactively
transfer his wife’'s Metacomminterest into it as the first step in
this plan, but Metaconm had al ready made three distributions into
t he Sakki ses’ personal bank account. Sakkis eventually realized
that he had not properly funded the trust and that it was
therefore ineffective as a tax shelter. On Novenber 26, 2001, he

sent Metacomma letter telling it that the Carolina Trust had been
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abandoned effective January 1, 2001, and that his wife' s interest
in Metaconmm shoul d be transferred back to her.

Joseph Pakin, the Sakkises’ accountant and tax preparer for
the previous 15 or so years, prepared their 2000 tax return in
Cct ober 2001 after filing the necessary requests for extension.

He al so reported the Metacomm di stributions on the return as | ong-
termcapital gains, which is exactly what they were. According to
Pakin’s return, the Sakki ses owed over $128, 000 in taxes,

i ncludi ng $2, 223 in self-enploynent taxes, plus an estinated-tax
penalty. (The return also calculated an alternative m ni nrumtax
of $6, 425.)

Uw lling to pay that nuch, Sakkis took Pakin's return and
handed it over to Douglas Rosile.® Rosile was an accountant who
specialized in providing taxpayers with a nmultipage argunment to
attach to their tax returns which clained that the taxpayer didn't
owe any taxes due to section 861. Rosile took Pakin's return and
added a $642, 370 deduction on line 21 of the first page with a

notation reading “26 CFR 1.861-8(f)(1) EXCL -642,370.” This

3 Adistrict court in Florida issued a prelimnary
i njunction banning Rosile from preparing or helping to prepare
tax returns for others |ess than one year after Sakkis used his
services. United States v. Rosile, 90 AFTR 2d 2002-5094, 2002-2
USTC par. 50,566 (M D. Fla. 2002) (order granting prelimnary
injunction). Rosile was |ater sentenced to 54 nonths foll owed by
three years supervised release for his part in actor Wsley
Sni pes’s use of the section 861 argunent. See United States V.
Sni pes, No. 5:06-CR- 00022 (MD. Fla. Apr. 24, 2008) (sentencing
m nutes for Douglas P. Rosile).
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deduction reduced the taxable incone on the second page of the
return to zero. The self-enploynent tax--which wouldn’'t have been
reduced by the 861 deducti on—-nysteriously disappeared, as did
Pakin' s calculation of alternative mnimumtax. Oherwse this
return showed everything Pakin’s return had. Both Sakkises signed
and filed this new 861 return.

They didn’'t file anmended returns for any previous year and
didn’'t use the argunent for any |ater year either. They didn't
tell their children--who had begun to file their own returns by
this time--about this supposedly mracul ous section of the tax
code that woul d absolve themof their tax obligations. Sakkis did
mention the section 861 argunent to Pakin, but when Pakin
expressed skepticism he went against the advice of his |longtinme
accountant and instead followed the advice of soneone he had
spoken to only over the phone.

The Sakki ses also didn’'t use the section 861 argunment the
foll ow ng year--instead, they just didn’t bother to file a return
at all. Sakkis had net his third tax-avoi dance speciali st,
Eduardo Rivera.* Rivera was a licensed attorney who encouraged
his clients not to file tax returns but instead to wait for the

government to send a notice indicating the incone it had inits

4 Adistrict court in California would | ater pernmanently
enjoin Rivera from*“interfering with the enforcenent of the
internal revenue laws.” United States v. Rivera, 92 AFTR 2d
2003- 6844, 2003-2 USTC par. 50,621 (C.D. Cal. 2003) (order
granting default judgnent and pernmanent i njunction).
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system and only then present all possible deductions, paying taxes
only on that possibly much smaller anount. Sakkis followed
Rivera s advice, and the Sakkises didn't file a 2001 tax return.

The I RS treated the Sakki ses’ 861 return as frivol ous and
rejected it conpletely, which neant that as far as the I RS was
concerned, the Sakkises didn't file a valid return for either 2000
or 2001. The Comm ssioner initially sent notices of deficiency to
Sakkis for 2000 and to both Sakkis and his wife separately for
2001.° The Sakkises filed tinely petitions while residing in
California, and we tried the cases in San Franci sco.

Before trial, the Sakkises retained a new accountant and a
new attorney to represent them As a result, the Sakki ses have
now conceded their section 861 argunent and agree that the profits
fromthe Metaconm sale are taxable. The Conm ssioner, however,
all eges that their use of the argunent in the first place was
fraudul ent and asks that we inpose on any 2000 deficiency either a
fraudulent failure-to-file penalty or, if we find that the 2000
return was valid for filing purposes, a fraud penalty. There are

al so many other contested itens. W sort out the contested

> Because the Metaconm incone was inproperly reported as
incone of the Carolina Trust in 2000, it wasn’t until 2005 (when
t he Comm ssioner discovered the m xup) that he realized Carol
Sakki s had inconme for that year and issued a separate notice of
deficiency to her for 2000. She contested the deficiency in this
Court, and we consolidated that case with the others that the
Sakki ses had fil ed.
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deducti ons and exenptions for both years, and then discuss the
penal ties that the Comm ssioner determ ned for 2000.°

Di scussi on

| . Substantiation

Because the Comm ssioner determ ned the 2000 return to be
invalid and because the Sakkises didn't file a tax return for
2001, the Conm ssioner at first denied alnost all the Sakkises’
deductions and exenptions for both years. The Conm ssioner has
si nce conceded nost of these itens, either by stipulation or in
his posttrial briefs.” Several remain unresolved, and we address
them by year and type.

A. 2000 Tax Year

1. Schedul e C -Busi ness Deductions

a. Done Realty & I nvestnent

Done Realty & Investnent was the sole proprietorship under

whi ch Sakki s managed his various investnents and acted as a broker

6 The parties agree that the late-filed 2001 return is
subject to a failure-to-tinely-file penalty. The Comm ssi oner
al so asserted a section 6654 penalty for failure to pay estimated
tax. The parties didn't stipulate this issue away, but the
evi dence supports the Conmm ssioner and the Sakki ses haven’t
contested it.

" The Conmi ssioner also determined in the notice of
deficiency for 2000 that Sakkis had received $1, 073 of
nonenpl oyee conpensation from Nevada Titan Energy, Inc. The
parties stipul ated various anounts of nonenpl oyee conpensati on,
but did not specifically dispose of this item Sakkis had the
burden of contesting it, so we treat his failure to do so as a
concession. See Rule 151(e)(4) and (5); Mney v. Conm Ssioner,
89 T.C. 46, 48 (1987).
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on the rare occasions when a forner client or a referral asked him
to. The Conm ssioner conceded many of the business deductions

Sakki s claimed, but continues to contest the foll ow ng:

Weal th Creations $50. 00
AGO Options 260. 00
Jaja G oup 80. 40
| ndependent | nvest or 65. 00
British Aneri can 219. 92
| nvestors | nternational 3,992. 56
Duane Gomer Seni nars 119.50

Sakki s argues that each of these expenses is substantiated by
the credit-card statenents he provided. W agree that the credit-
card statenents can substanti ate expenses even if sone of the
ot her charges on the credit card were personal. See, e.g., Nelson

v. Conm ssioner, T.C. Menob. 2001-117. W al so believe Sakkis's

testinmony that the first six paynents above were for investnent
expenses and that the paynent to Duane Goner Seminars was in
preparation for renewing his real -estate broker’s license. W
therefore find in Sakkis’s favor for all these deductions, but
only the paynent to Duane Goner Seminars isS a business expense
reportable on Schedule C. The other paynents are all Schedule A
m scel | aneous deductions under section 212. See also sec. 67(b).

b. Mobil e- Radi o Busi ness

One of Sakkis's side businesses that didn't at first require
hi s personal managenent was the direct ownership of a specialized
nmobile radio Iicense in Los Angeles. In 2000, the conpany that

managed his license for himwent out of business, and Sakkis had
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to becone personally involved. According to his testinony, that
meant driving down to Los Angeles two or three tines to be
physically present, which resulted in $842 of car and truck
expenses and $863 in travel expenses.
Al t hough we have the power to estimate nost business

expenses, see Cohan v. Conm ssioner, 39 F.2d 540, 543-44 (2d G

1930), those expenses listed in section 274 require nore detail ed
and precise substantiation. Both car-and-truck, and travel,
expenses are covered by section 274(d). This neans that to claim
such expenses, a taxpayer nust substantiate his deductions with
“adequat e records,” such as a | ogbook or diary. Sec. 1.274-
5T(c)(2)(i), Tenporary Incone Tax Regs., 50 Fed. Reg. 46017 (Nov.
6, 1985). And such records nust include, anong other information,
t he amount of the expense and its business purpose. Sec. 274(d).
Sakkis’s records do not. W therefore disallow them

2. Schedul e E--Rental Properties

a. Monunent Property

In 1984, the Sakki ses bought a 50-percent interest in a
shoppi ng center on Monunent Boul evard in Concord, California. To
finance the purchase, the Sakkises and the owners of the other
50-percent interest, the Tsakoyias, together signed an all -

i nclusive note for $880,000 payable to the previous owners of the
shopping center. At |east sonme of the |andl ord-tenant agreenents

for the shopping center provided that taxes, insurance, and
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mai nt enance and repairs--or “triple-net” expenses--would be paid
by the tenants, but all other expenses were to be borne by the
| andl ords. The Sakki ses sold their 50-percent ownership in this
property in April 2000. For the four nonths that they owned it
during that year, they clained $1,386 in “triple-net” expenses and
$11, 149.50 for interest paid on the all-inclusive note.

Both of these deductions are typical of the type of expenses
usual ly incurred with rental property, and are subject to the
Cohan rule allowing us to estinmate. W nust, however, have sone

basi s upon which to make the estinmate. Vanicek v. Conm Ssioner,

85 T.C. 731, 742-43 (1985). There is nothing in this record to
help us estimate these “triple-net” expenses, so we disallow them
For the interest expense, however, we have a copy of the all-

i ncl usive note which indicates equal ownership of the property by
t he Sakki ses and Tsakoyi ases as well as repaynent terns for the
loan. We find Sakkis credible that the interest rate was kept at
10 percent after the first 10-year period. W therefore allow the
entire $11,149.50 as a rental expense on Schedul e E

b. Capri_ Motel

The Capri Motel is a 32-roombuilding originally built as a
nmotel near Hi ghway 99 in Fresno, California and which Sakkis
bought in the early 1980s as an investnent. Around 1983, Turning
Point of Central California--a nonprofit social-service agency--

took over the Capri Mtel |ease, keeping the sane terns as the
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previous tenant. One of those terns was that the tenant woul d pay
nmore than the rent each nonth to cover fire insurance, repairs,
and mai ntenance. The |l andlord would then wite a check for a
predeterm ned anmount back to the tenant each nonth, and the tenant
woul d pl ace that noney into a separate account. The tenant woul d
then pay the fire insurance and the cost of repairs and
mai nt enance fromthat account (i.e., it was sonmething |like an
escrow account). According to the CEO of Turning Point, the
reason for using rent refunds like this rather than just paying
for the repairs directly was so that there would be a ready pool
of cash from which Turning Point could make any unexpectedly
costly repairs without having to contact Sakkis or cone up with
t he additi onal noney on short notice.

Each year Turning Point would issue a 1099 to Sakkis for the
full anmount of rent paid, including the excess which would be sent
back. Sakkis would in turn report the anount shown on the 1099
and then deduct the rent refunds as busi ness expenses. [|n 2000,
Sakkis claimed rent refunds of $9,577.30. The Comm ssi oner
doesn’t dispute this anmount--the Sakki ses provided cancel ed checks
made out to Turning Point to substantiate it--but instead clains
that the arrangenent wasn’t a binding, contractual obligation and
therefore wasn’'t a necessary expense.

Deductions are all owed under section 162(a) for “ordinary and

necessary expenses” incurred while “carrying on any trade or
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business.” There is no dispute that fire insurance, naintenance,
and repairs are ordinary expenses for rental property or that they
were incurred in “carrying on any trade or business.” The only
question is whether it was necessary for Sakkis to refund a
portion of the rent paid by Turning Point to cover those expenses.

Under Welch v. Helvering, 290 U.S. 111, 113 (1933), the

Suprene Court equated the term “necessary” in section 162 with

“appropriate and hel pful.” See also Waring Prods. Corp. v.

Comm ssi oner, 27 T.C. 921, 929 (1957) (noting | egal obligation not

required for expenditure to be deductible and explaining that “the
basic question is whether, in all the circunstances, the
expenditure is ordinary and appropriate to the conduct of the
taxpayer’s business”). Nevertheless, the Ninth Grcuit has said
that voluntary prepaynent of expenses is generally not necessary
wi thout a legal obligation, albeit with two exceptions. Bonaire

Dev. Co. v. Conmm ssioner, 679 F.2d 159, 161-62 (9th Cr. 1982),

affg. 76 T.C. 789 (1981). One exception is when “the taxpayer has
an appropriate or conpelling business reason for naking a paynent
i n advance other than that it is due, such as to take advantage of
depressed prices or to secure future deliveries or preferential
treatnment.” |1d. at 162.

W find that there was an appropri ate business reason for the
rent-refund arrangenent between Sakkis and Turning Point. The

obligation to nmake repairs was on Turning Point, and Sakkis was in
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truth a nere conduit for the funds, which were i mediately
returned to Turning Point so that it could fulfill its obligation
to repair. According to credible testinony, the arrangenent is
not unique to this particular landlord and tenant. For these
reasons, we find that the rent-refund paynents are all owable as a
Schedul e E expense.

3. Schedul e A--Hone Mortgage | nterest

Section 163 allows a tax deduction for interest paid on the
nortgage of a taxpayer’'s primary or secondary residence. Sec.
163(a), (h)(2)(D). This deduction is only for “acquisition
i ndebt edness”--i.e., a loan used to acquire, construct, or
substantially inprove a residence when that residence al so secures
the loan--up to $1 million and “hone equity indebtedness”--any
ot her type of |oan secured by a qualified residence--up to
$100, 000. Sec. 163(h)(3)(A), (B), and (O

The Sakki ses originally paid cash for the land on which their
primary residence sits. Sakkis credibly testified that they then
borrowed noney to build the honme, and converted the construction
| oan into a permanent | oan when the house was finished. Although
there was sonme confusion at trial as to when exactly the
construction |oan converted into a permanent | oan-- Sakkis
testified that they noved into their hone in 1990 but that
construction ended in 1993--we nonetheless find his testinony to

be credi ble on the purpose and continuity of the |oans. This
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original permanent | oan was |ater refinanced, but that doesn’t
affect eligibility for an interest deduction as |long as the new
| oan doesn’t exceed the refinanced amount. See sec.
163(h) (3) (B) (i ).

The Sakki ses’ original permanent |oan was for $448, 000, which
is well belowthe statutory Iimt of $1,000,000. The Form 1098,
Mortgage Interest Statenment, for 2000 shows a starting |oan
bal ance of $436, 367.38 and an endi ng | oan bal ance of $431, 381. 01--
both of which are below the “acquisition indebtedness” of
$448,000. We therefore find that the entire $30, 390. 29 of
nortgage interest as shown on the Form 1098 is deductible as
qualified residence interest.

B. 2001 Tax Year

The Sakkises filed a 2001 return only as trial neared. The
Comm ssi oner accepted alnost all of the itenms. W address those
that remain.

1. Schedule E--Capri Mbdtel

I n 2001, the Sakkises clained $9,710.58 in rent refunds to
Turning Point. For the reasons we’'ve already discussed above, we
find that this deduction is allowable.

2. Schedul e A--Hone Mortgage | nterest

As expl ai ned above, the Sakkises are entitled to a deduction
of their home-nortgage interest as shown on their Form 1098. For

2001, this anmounts to $27,543. 94.
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3. Schedule D--Capital Gains

The Sakkises clainmed in their posttrial reply brief that they
had $6, 228 in capital gains for 2001. However, this appears to be
a nere conputational error rather than a nodification of the
previously stipulated values. W therefore hold that the Sakkises
had $6,289 in capital gains for 2001, which is the total agreed to
in the stipulation of facts.

4. Exenptions for Dependents

In 2001 an adult child of a taxpayer could be listed as a
dependent on the taxpayer’s return if during the tax year the
t axpayer provided nore than one-half of his support, sec. 152(a),
he was a student who had not yet turned 24 by the end of the tax
year, sec. 151(c)(1), he couldn’t claiman exenption on his own
tax return, sec. 151(d)(2), and he was a U. S. citizen or resident,
or a resident of a country contiguous with the United States, sec.
152(b) (3). The Sakkises’ three children turned 19, 22, and 23,
during 2001. The only direct proof we have that the rest of the
requi renents were net conmes fromthe testi nony of the Sakkises
t hensel ves. W do, however, also have Pakin' s testinony that he
prepared tax returns for each child for the prior two years (1999
and 2000), and that the children didn’'t claimthensel ves as
dependents in those years. W also have Sakkis’s credit-card
recei pts from 2000 show ng that he paid basic |iving expenses for

the oldest child. W therefore find credible the Sakki ses’
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testinmony that they continued to support all three children
t hrough 2001, that none of the children cl aimed personal
exenptions for thenselves, and that the children were enrolled in
coll ege. Based on the indirect evidence fromprior years and the
Sakki ses’ credible testinony, we find that the Sakkises are
entitled to claimdependency exenptions for all three children on
their 2001 tax return.

1. Penalties for 2000

Even the Sakki ses now concede that the section 861 deduction
on their 2000 tax return was inproper. And we specifically find
t hat the Sakkises did not have a good-faith belief in the validity
of the section 861 argunent. The question is whether taking that
deduction amounted to fraud. For an action to rise to the |evel
of fraud, there nust be an intentional wongdoing with the intent

to evade tax believed to be owwng. Bradford v. Conm ssioner, 796

F.2d 303, 307 (9th Gr. 1986), affg. T.C. Meno. 1984-601. The
Comm ssi oner can prove fraudulent intent wwth certain types of
circunstantial evidence, known as “badges of fraud.” 1d. Before
we can deci de whet her the Sakkises commtted fraud, however, we
will first decide if their 2000 return was a valid return under

t he Code.



- 18 -

A. The 2000 Return as a Valid Return

In Beard v. Conm ssioner, 82 T.C. 766, 777 (1984), affd. 793

F.2d 139 (6th G r. 1986), we distilled the Suprene Court precedent
defining a valid tax return into a four-part test:

First, there nust be sufficient data to calcul ate tax

liability; second, the docunment nust purport to be a

return; third, there nust be an honest and reasonabl e

attenpt to satisfy the requirenents of the tax law, and

fourth, the taxpayer nmust execute the return under

penal ti es of perjury.
The parties here do not contest that the Sakkises’ return has
sufficient data to calculate the tax liability, that the return
purports to be a return, or that the Sakki ses executed the return
under penalties of perjury. The Comm ssioner asserts only that
the 861 return was not an honest and reasonabl e attenpt under the
third part of the Beard test.

Al t hough there have been many cases appl yi ng Beard, few of
t hese are what one can accurately, if clunsily, call stand-al one
third-prong cases. |In Beard itself, we stated that when tax-
protester argunents--like the section 861 deduction--are used, “it
is obvious that there is no ‘honest and genuine attenpt to neet
the requirenents of the code.” Id. at 779. That was, however, in
the context of a taxpayer who inpaled hinself on the first prong
by intentionally tanpering with the tax formin a way that
prevented the Conm ssioner frombeing able to determ ne the tax

due. W’'ve simlarly held that a taxpayer didn’t make an honest

and reasonable attenpt to file when the taxpayer wote down al
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zeros or asterisks or simlarly uninformative entries. See, e.g.,

Cabirac v. Conmm ssioner, 120 T.C 163, 168-69 (2003) (zeros);

Coulton v. Conmissioner, T.C. Menop. 2005-199 (sane);? Turk v.

Comm ssioner, T.C Meno. 1991-198 (asterisks); Hi ntenberger v.

Comm ssioner, T.C Meno. 1990-36 (lines blank), affd. wthout

publ i shed opinion 922 F.2d 848 (11th Cr. 1990); Thonas v.

Comm ssioner, T.C Meno. 1985-241 (the word “object”). But just

as in Beard, in all of these cases failure to satisfy the third
prong was coupled with a skewering on the first prong.

In nost every tax-protester case that we have found, the
t axpayer had either refused to enter the correct incone for the
year or had altered the formin sonme way that the formitself or
the attestation at the bottomwas void. The Sakki ses’ cases are

nore simlar to the situation we analyzed in Steines v.

Comm ssioner, T.C Menp. 1991-588, affd. w thout published opinion

12 F.3d 1101 (7th Gr. 1993). The taxpayer in Steines attached
Schedules C for fictitious businesses and cl ai ned out rageous
deductions for a cumul ati ve business | oss of exactly $100 billion.

But, aside fromthree snall itens of incone,® the taxpayer

8 Coulton v. Comm ssioner, T.C Menp. 2005-199, also
di stinguishes a line of NNnth Grcuit cases starting with United
States v. Long, 618 F.2d 74 (9th Cr. 1980), which held that a
return with all zeros was still a return for purposes of the
wWillful failure-to-file m sdeneanor in section 7203.

® These itenms of incone totaled $231 and appear to have
consisted entirely of earned interest.
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correctly reported all of his wages and earnings as well as his
nanme, address, Social Security nunber, and proper filing status,
proper nunber of exenptions, and the correct anount of incone
taxes withheld. Wth all this information, one could determ ne
the taxpayer’'s proper tax liability despite the frivol ous
deductions, and we found that the return was a valid tax return
rather than a legal nullity, although of course a tax return
subj ect to negligence penalties.?0

We made the distinction in Steines between that case and
“those protester returns that contain frivolous * * * |egal clains
and that contain no information or figures fromwhich a
determnation of tax liability can be made.” |d. (enphasis
added). Although the Sakkises used a frivolous legal claimto
reduce their tax liability to zero, the rest of their return--1Ilike
the return in Steines--contained conplete and accurate information
from whi ch the Commi ssioner could determine their tax liability.!!

Wth the exception of the frivolous deduction itself and the

0 This holding is in line with other cases dealing with
frivol ous deductions and credits, where a negligence penalty was
inflicted but the validity of the tax return itself was never
even addressed in the opinion. See, e.g., Dwmght v.

Comm ssioner, T.C Menp. 1988-100 (war-tax credit).

11 The Sakki ses even filed a Schedul e SE, Self-Enpl oynent
Tax, that shows the anount of the self-enploynment tax and
deduction that appear on the return prepared by Pakin, as well as
a Form 6251, Alternative M ninmm Tax--1ndividuals, show ng the
AMT cal cul ated by Pakin. Al though those nunbers wandered off the
1040, the Sakkises did still send themto the IRS on these
supporting schedul es.
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di sappearance of the self-enploynent tax and alternative m ni num
tax, the Sakki ses made an honest and reasonable attenpt to conply
with the tax laws. And while the use of that deduction may

i ndi cate negligence, it does not nullify their entire tax return.
We therefore find that the Sakkises filed a valid 2000 return.

B. Section 861 Return as Fraud or Fraudulent Failure to File

There are two different sections under which one can be
penal i zed for fraud: section 6651(f) for a fraudulent failure to
file, and section 6663(a) for an underpaynent attributable to
fraud. Because we have determ ned that the Sakkises filed a valid
return for the 2000 tax year, any fraud penalty must cone under
section 6663(a). The Comm ssioner has the burden of proving fraud
with clear and convincing evidence. Sec. 7454(a); Rule 142(b).

To meet this burden, the Comm ssioner nmust show that “the taxpayer
i ntended to evade taxes known to be owi ng by conduct intended to
conceal, mslead, or otherwi se prevent the collection of such

taxes.” Rowl ee v. Comm ssioner, 80 T.C 1111, 1123 (1983).

The Comm ssioner’s initial offer of proof was the fact that
t he Sakki ses understated their 2000 tax liability. The typical

“badge of fraud” is an understatenent of incone, see Bradford v.

Conmm ssioner, 796 F.2d at 307, but we may also infer fraud from

cl ai m ng excess deductions, see H cks Co. v. Conm ssioner, 56 T.C

982, 1026-27 (1971), affd. 470 F.2d 87 (1st Cir. 1972). In this

case, however, we find the nere fact that the Sakki ses under st at ed
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their tax liability with an obvi ously bogus 861 deduction is
not - -when seen in conjunction with the otherwi se accurate (or at
| east contestible if inaccurate) nunmbers on their return--enough
to show cl ear and convincing evidence of a fraudul ent intent.

The Conm ssioner next argues that the Sakki ses went al ong
with Rivera s strategy of not reporting incone to the IRS. But we
poi nt out yet again that, for 2000, the Sakkises did report all of
their incone. Wiile it is true that they didn't file for 2001,
that is the only year for which they failed to file a return

The Comm ssioner also argues that the Carolina Trust was a
sham trust designed to conceal incone. Although that m ght have
been the Sakkises’ initial intent in creating the Carolina Trust,
they never actually used that trust, and in fact reported all the
income fromthe Metacomm sale on their 2000 return. The fact that
Met acomm i nproperly reported this inconme on a K-1 to the Carolina
Trust doesn’t by itself rise to the |level of fraud.

Finally, the Conm ssioner points out that the Sakkises were
very uncooperative and | acked candor during the Appeals process
and t hroughout pretrial preparation. W agree. However, we find
that their lack of candor and cooperation just aren’t enough,
especially for Carol Sakkis. W find her testinony that her
husband handled all the taxes and investnents to be credible and

to explain her apparent evasiveness.
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The cl ear and convi ncing standard of proof is rather high,
and the Conmm ssioner just didn't satisfy his burden. W find that
t he Sakki ses are not liable for a fraud penalty.

C. Alternative to Fraud: 6662 Penalty

On the other hand, the Sakkises are |iable for the 20-percent
penalty for “negligence or disregard of rules or regul ations”
under section 6662(a) and (b) (1) for underpaying their 2000 taxes.
They conpl etely disregarded the advice of their longtine tax
preparer and instead followed the advice of soneone they had never
met and to whomthey had only recently been introduced. Pakin
told the Sakkises that he was skeptical of the section 861
argunent, but the Sakkises didn't investigate it beyond talking to
the shysters they’ d becone entangled with. Pakin's warning
el imnates any good-faith reliance defense.

D. O her 2000 Penalties

The Conm ssioner also asserts that the Sakkises owe a section
6654 penalty for failure to pay estimated tax and has shown
evi dence of their underwi thholding. And in the later-issued 2000
noti ce of deficiency, the Conm ssioner asserted in the alternative
a failure-to-pay penalty under section 6651(a)(2) against Carol
(though he had specifically denied asserting the sane penalty
agai nst Constantine). The record supports the Conm ssioner on
these itens and the Sakkises don’t present any evidence in their

defense, so the penalties stick.
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This opinion and the parties’ concessions require that

Deci sions will be entered under

Rul e 155.



