T.C. Meno. 2005-248

UNI TED STATES TAX COURT

DENNI S L. ROCERS AND CHARLOTTE ROGERS, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 13428-02. Fil ed Cctober 26, 2005.

Dana R Taylor, for petitioners.

Kelley A. Blaine and Robert V. Boeshaar, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

COLVI N, Judge: Respondent determ ned deficiencies in
petitioners’ income tax of $186,536 for 1997 and $269, 225 for
1998 and that petitioners are liable for the addition to tax for

late filing under section 6651(a)(1)?! of $45,384 for 1997 and

1 Unless otherwi se stated, section references are to the
(continued. . .)
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$66, 056. 25 for 1998 and the accuracy-rel ated penalty under
section 6662(a) of $37,307.20 for 1997 and $53, 845 for 1998.

After concessions,? the sole issue for decision is whether
petitioners are liable for accuracy-rel ated penalties of $3, 354
for 1997 and $27,638 for 1998. W hold that they are.

FI NDI NGS OF FACT
Sone of the facts were stipulated and are so found.

A. Petitioners

Petitioners are married and resided in Corbett, O egon, when
they filed their petition. Petitioners are high school
graduates. Charlotte Rogers attended 1 year of college.

Charl otte Rogers was enpl oyed as a bookkeeper and general
of fice worker from 1958 to 1961. She worked in sales for United
Airlines from1961 to 1973. She was a Shaklee distributor from
1973 to 1987, and she owned and operated a restaurant from 1987
to 1992. Dennis Rogers owned Col unbi a Sheetnetal until February

1993. Beginning around 1965, petitioners began to buy rental

Y(...continued)
| nternal Revenue Code as amended and in effect for 1997 and 1998.
Rul e references are to the Tax Court Rules of Practice and
Pr ocedure.

2 The parties stipulated that petitioners’ trusts were
invalid for tax purposes and that petitioners have deficiencies
in incone tax of $16,771 for 1997 and $138,190 for 1998 and are
liable for the addition to tax for late filing under sec.
6651(a) (1) of $2,768 for 1997 and $33,490 for 1998. They further
stipulated that the anounts of the accuracy-rel ated penalty at
issue in this case are $3,354 for 1997 and $27,638 for 1998.
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properties and parcels of land for investnent. Petitioners’

ol dest son, Spencer Rogers, nanaged petitioners’ real estate.
Petitioners had an accountant for their businesses before 1992.
Petitioners also have always had a fam |y attorney.

B. Ni kken, |nc.

Denni s Rogers used heal thcare products by N kken, Inc.
(Ni kken), for back problens he has had since 1974. N kken is a
mar keti ng conpany that sells nutritional, health, and personal
wel | ness products. N kken distributors sell products and earn
inconme by creating a network of marketers (i.e., “downline”
mar keters). \Wen downline nmarketers sell products, “upline”
Ni kken distributors may earn a conm ssion on the sales.
Petitioners began working as N kken distributors in 1992 and were
very successful in 1997 and 1998.

C. The Trusts

1. Petitioners’' Purchase of Trusts

Ruth Wllianms (WIllianms), a N kken distributor upline from
petitioners, suggested that petitioners investigate placing their
assets in trusts. 1In 1996, WIlians and petitioners attended a
presentation by Shawn Dunn of the Aegis Co. relating to placing
their assets in trusts. Petitioners did not buy any Aegis
products or services.

Petitioners becane interested in a trust package from

Advanta Strategies, which | ater becane Wrld Contract Services



- 4 -
(WCS). WCS held periodic neetings for its trust clients.
Speakers at those neetings discussed technical procedures for
adm ni stering WCS trusts.

Janes Becker (Becker) sold WCS products on comm ssi on.
Becker told petitioners they could rely on WCS staff to answer
any of their questions. Petitioners received and reviewed a WS
docunent entitled “Trust Information and Instruction Manual” that
said that trusts made it easier to: (a) Protect financial
resources; (b) handle daily details and routine; (c) avoid del ays
in settling a decedent’s estate; (d) reduce probate costs; (e)
reduce taxes; (f) protect privacy; (g) assure imedi ate
distribution of trust assets in a manner that is safer than
di stributing those assets outside a trust; (h) provide flexible
forms of organization and operation to nmanage an individual’s
assets; and (i) provide opportunities for charitable giving. The
docunent described the tax advantages as foll ows:

One of the nost useful advantages of a trust is the

reduction or elimnation of inconme and estate taxes.

When a trust is constructed in a proper way, it gives

“inconme splitting” advantages. That is: noney (passive

and portfolio incone) earned by the trust is separated

fromnoney that is earned by the person who gave the

property to the trust. For exanple, a taxpayer earned
$30,000 fromtheir job and another $25,000 from passive

i ncome naking them pay taxes on $55,000. Wen they put

the passive incone into a trust, the trust could pay

taxes on the $25,000 and the taxpayer would nove into a

| oner tax bracket. Dropping fromthe higher tax

bracket to the | ower tax bracket offers a trenendous

savings. This is the advantage of “splitting incone”.

The use of a business trust can elinmnate self-
enpl oynent tax and trusts in general are allowed to
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donate up to 100% of their income to charity which is
another way to lower tax liability.

Becker gave petitioners a WCS booklet entitled “Structuring Your
Practice for Profit, Privacy & Protection” which described, inter
alia, substantial inconme and estate tax savings by using trusts.
On a date not stated in the record, petitioners paid $15, 000
to Becker for a trust package from WCS whi ch included a business
trust known as d obal Wellness Trust (d obal Wellness), a primary
trust known as Wealth Unlimted Investnents Trust (Wealth
Unlimted), and 20 holding trusts. Petitioners created d obal
Wl | ness on Decenber 1, 1996. Petitioners conpleted a WCS new
client application and trust purchase agreenent on April 3, 1997.
Petitioners appointed Janes Galligan (Glligan) and Secured
Protections, Inc., as cotrustees for G obal Wl ness.
Petitioners appointed Galligan and Real Protections, Inc., as
trustees for Wealth Unlimted. Becker was trustee for Real
Protections, Inc.

2. perating the Trusts

Petitioners purportedly conveyed to the trusts all of their
personal assets, real estate assets, and assets related to their
Ni kken sal es di stributorship.

During the years in issue, petitioners used noney
distributed to Wealth Unlimted from d obal Wl lness to inprove
their principal residence and to make doubl e paynents on the

nortgage on their principal residence.
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In 1998, petitioners unsuccessfully tried to have the trusts
obtain a loan to buy a new notor hone. Petitioners then had the
trusts transfer three parcels of real property to them so that
they could refinance those parcels. On the refinancing | oan
application petitioners stated that they had nonthly incone of
$20, 500, contrary to representations on the trusts’ fiduciary
returns that the incone belonged to the trusts. Petitioners
conveyed the properties back to the trusts nore than a year
| at er.

Gal ligan signed m nutes of 28 trustees neetings which state
that he attended. However, he did not attend nore than two of
those neetings. Charlotte Rogers, Spencer Rogers, and Becker
al so signed those mnutes. One of the mnutes stated that
Spencer Rogers was appoi nted assi stant manager of d obal Wl ness
and keeper of the m nutes.

3. Hiri ng an Account ant

Jerry Dunning (Dunning), a certified public accountant
(C.P.A) since 1986, was Becker’s accountant. Dunning travel ed
with Becker to attend a 2-day WCS neeting in Salt Lake Gty on
dates not stated in the record. WCS staff explained their trust
product at the neeting. Becker introduced Dunning to petitioners
at that neeting and recormmended to themthat Dunning be their

account ant .



D. Tax Returns

Dunni ng prepared petitioners’ Federal individual incone tax
returns for 1995-98 and returns for petitioners’ trusts. He
relied on summari es of inconme and expenses that he had received
from Spencer Rogers. Dunning saw (but did not read) petitioners’
trust docunents.

Petitioners operated their N kken sales distributorship as a
sole proprietorship in 1995 and 1996. |In those years,
petitioners reported i ncone and expenses fromtheir N kken sal es
di stributorship on Schedules C, Profit or Loss From Busi ness,
attached to their Forms 1040, U.S. Individual Incone Tax Return.

Petitioners’ 1995 Form 1040 was filed on a date not stated
in the record. Petitioners reported gross receipts of $315, 270,
gross inconme of $330,049, and net profit of $97,200 for their
Ni kken activity in 1995. Petitioners’ 1996 Form 1040 was fil ed
on Cctober 19, 1998. Petitioners reported gross receipts of
about $385, 710, gross incone of about $370,400, and net profit of
$53,999 for their N kken activity in 1996.

Petitioners did not report N kken income or expenses on
their Forms 1040 for 1997 and 1998. Petitioners filed their 1997
Form 1040 on June 1, 1999, reporting zero tax due. Petitioners
signed their 1998 Form 1040 on QOctober 16, 2000, and filed it on
a date not stated in the record. In it, they reported tax due of

$769.
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On its tax returns for 1997 and 1998, d obal Well ness
reported income generated by petitioners’ N kken activity as
passi ve incone, clainmed expenses and | osses, and distributed the
net inconme to Wealth Unlimted. G obal Wellness deducted the
distributions in the anbunts reported as distributed to Wealth
Unlimted. G obal Wllness reported total income of $361, 154 for
1997 and $705,616 for 1998 and zero tax for 1997 and 1998.

On its incone tax returns for 1997 and 1998, Wealth
Unlimted reported the G obal Wllness distributions as passive
income. Wealth Unlimted reported on its 1998 trust incone tax
return that it had distributed the anmounts it had received from
A obal Wellness to Nick Rogers, Tude Tide, and V & S Trust.
Wealth Unlimted reported a | oss of $66,887 for 1997 and i ncone
of $216,975 for 1998 and zero tax for 1997 and 1998.

Petitioners reported on their Forns 1040 adjusted gross
i ncone of $142,343 in 1995, $97,081 in 1996, $9,546 in 1997, and
$17,628 in 1998. Petitioners’ standard of living did not change
when t hey began using trusts even though their adjusted incone
dropped precipitously.® Petitioners did not offer any authority
for recognizing their trusts for tax purposes or disclose their

trusts on their individual returns for 1997 and 1998.

3 Ms. Rogers testified that petitioners’ “style of life”,
whi ch we take to nmean standard of living, did not change when
petitioners began using trusts.
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OPI NI ON

A Accur acy- Rel ated Penalty

A taxpayer is liable for an accuracy-related penalty in the
anount of 20 percent of any part of an underpaynent attri butable
to, anong other things, a substantial understatenent of incone
tax, negligence, or disregard of rules or regulations. Sec.
6662(a) and (b)(1) and (2). The anount of the understatenent is
reduced by anmounts attributable to itens (1) for which there was
substantial authority for the taxpayer's position, or (2)
adequately disclosed on the taxpayer's return or in a statenent
attached to the return if there is a reasonable basis for the tax
treatnent of the itens at issue by the taxpayer. Sec.
6662(d)(2)(B). The accuracy-related penalty does not apply to
any part of an underpaynent for which there was reasonabl e cause
and with respect to which the taxpayer acted in good faith. Sec.
6664(c)(1); sec. 1.6664-4(a), Incone Tax Regs.

B. VWhet her Respondent Met the Burden of Produci ng Evi dence
Showi ng That Petitioners Are Liable for the Accuracy-Rel at ed

Penal ty

Petitioners contend that respondent did not neet the burden
under section 7491(c) of producing evidence show ng that they are
liable for the accuracy-related penalty for 1997 and 1998. W

di sagr ee.
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Section 7491(c)* places on the Comm ssioner the burden of
produci ng evidence showing that it is appropriate to i npose a
particular addition to tax. However, the Comm ssioner need not
produce evidence relating to defenses such as reasonabl e cause or

substantial authority. Hi gbee v. Conmm ssioner, 116 T.C. 438, 446

(2001); H. Conf. Rept. 105-599, at 241 (1998), 1998-3 C.B. 747,
995. To neet the burden of production under section 7491(c),
respondent nust produce evidence showing that it is appropriate
to inpose the accuracy-rel ated penalty under section 6662(a).
Once respondent neets that burden, petitioner nmust, in order to
not be found liable for the addition to tax, produce evidence
sufficient to show that respondent’s determ nation is incorrect.

See Hi gbee v. Conmi ssioner, supra at 447.

Respondent has produced evi dence show ng that inposition of
the accuracy-rel ated penalty under section 6662(a) is appropriate
by showi ng that petitioners substantially understated their tax
for 1997 and 1998. Petitioners reported tax due on their incone
tax returns of zero for 1997 and $769 for 1998. The anounts of

tax required to be shown were $16, 771 for 1997 and $139, 059

4 Sec. 7491(c) provides:

SEC. 7491(c). Penalties.--Notw thstandi ng any
other provision of this title, the Secretary shall have
t he burden of production in any court proceeding with
respect to the liability of any individual for any
penalty, addition to tax, or additional anmount inposed
by this title.
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(%138, 290 deficiency plus $769 shown on the return) for 1998.
Thus, petitioners’ understatenents of tax were greater than 10
percent of the anpbunt required to be shown and $5, 000 for 1997
and 1998.

Petitioners contend that, in neeting the burden of
production under section 7491(c), respondent may not rely on
their concession in the stipulation that the trusts were invalid
for tax purposes. W disagree. The Conm ssioner may take a
t axpayer’s concession into account to neet the burden of

production under section 7491(c). See e.g., Mntagne v.

Conmi ssioner, T.C. Meno. 2004-252; Catman v. Conm ssioner, T.C

Meno. 2004-236. Petitioners cited no authority to the contrary.
Respondent has net the burden of production even w thout
considering petitioners’ concession. The stipulation of facts,
docunents admtted in evidence, and testinony at trial show that
petitioners personally benefited fromtrust assets, petitioners
treated trust property as their own, petitioners did not follow
trust formalities, and trust mnutes were not reliable. This
evidence is sufficient to neet respondent’s burden of production.
We concl ude that respondent has net the burden of producing
evi dence show ng that it is appropriate to inpose the accuracy-

rel ated penalty under section 6662(a) for 1997 and 1998.
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C. VWhet her Petitioners Are Liable for the Accuracy-Rel ated
Penal ty

A taxpayer is not liable for the accuracy-rel ated penalty
under section 6662(a) and (b)(1) if there was reasonabl e cause
for the underpaynent and the taxpayer acted in good faith. Sec.
6664(c)(1); sec. 1.6664-4(a), Incone Tax Regs. Reliance in good
faith by the taxpayer on the advice of a qualified adviser may
constitute reasonable cause. Sec. 1.6664-4(b)(1), |Incone Tax
Regs.

Petitioners contend that they are not liable for the
accuracy-rel ated penalty under section 6662(a) and (b) (1) because
they reasonably relied in good faith on Dunning, their C P.A and
return preparer.® Sec. 6664(c)(1). W disagree. Petitioners
coul d not reasonably have believed that they could use the trusts
to elimnate all of their self-enploynent tax liabilities for
1997 and 1998 and all or alnost all of their Federal incone tax
liabilities for those years. Tax benefits of this nagnitude
shoul d have caused petitioners to question the validity of the

trust schene. See Collins v. Comm ssioner, 857 F.2d 1383, 1386

(9th Cr. 1988), affg. Dister v. Conmm ssioner, T.C Meno.

1987-217; Gale v. Conm ssioner, T.C. Mnob. 2002-54. I n such

cases, taxpayers have a duty to reasonably inquire into the

> Petitioners contend that respondent bears the burden of
proof under sec. 7491(a). W need not decide which party bears
t he burden of proof because the outcone in this case does not
depend on the burden of proof.
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validity of the tax benefits. See Znuda v. Conm ssioner, 731

F.2d 1417, 1422-1423 (9th Cir. 1984), affg. 79 T.C. 714 (1982).
Petitioners did not obtain independent advice or | ook beyond

the trust pronoters and an accountant (Dunning) to whomthey were

referred by Becker, from whomthey bought the trust package.

Their claimof good faith reliance on Dunning is not persuasiVve;

t hey shoul d have sought confirmation froma reliable and

di sinterested adviser. See Collins v. Conm Ssioner, supra

(taxpayer failed to obtain i ndependent tax advice); Edwards V.

Comm ssioner, T.C Menp. 2002-169 (taxpayer could not rely on the

trust pronoter), affd. 119 Fed. Appx. 293 (D.C. CGr. 2005);

Lincir v. Conm ssioner, T.C Meno. 1999-98 (reliance on an

accountant’s advice about the tax treatnent of an investnent
programwas not in good faith where the accountant could earn
nmore if his clients invested in the progranm), affd. 32 Fed. Appx.
278 (9th Cr. 2002).

Petitioners contend that the fact that Dunning was in
contact with WCS and attended a WCS neeting shows that it was
reasonable to rely on him W disagree. Dunning s relationship
wi th Becker and WCS shoul d have put petitioners on notice that he
was not i ndependent or disinterested.

Petitioners cite Kantor v. Conmm ssioner, 998 F.2d 1514,

1522-1523 (9th Cr. 1993), affg. in part and revg. in part T.C
Meno. 1990-380; Norgaard v. Conm ssioner, 939 F.2d 874, 880 (9th
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Cr. 1991), affg. in part and revg. in part T.C. Meno. 1989-390;

and Baxter v. Conm ssioner, 816 F.2d 493, 496 (9th Cr. 1987),

affg. in part and revg. in part T.C. Meno. 1985-378, for the
proposition that petitioners’ incorrect treatnment of their trusts
for tax purposes does not in itself justify inposition of the
accuracy-rel ated penalty. W disagree. None of those cases

i nvol ved a taxpayer’s claimof reliance on an accountant, and al
of the cases included factors favorable to the taxpayers which

are not present here. The taxpayers in both Kantor and Baxter

presented a viable (although ultimtely unsuccessful) chall enge

to the Comm ssioner’s adjustnents. Kantor v. Conm Ssioner, supra

at 1522-1523; Baxter v. Conm ssioner, supra at 496. Petitioners

did not. See, e.g., Neeley v. United States, 775 F.2d 1092 (9th

Cir. 1985); Znuda v. Conm ssioner, supra; Schulz v. Conm ssioner,

686 F.2d 490, 493 (7th Gr. 1982), affg. T.C. Memp. 1980-568;

Mar kosi an v. Conm ssioner, 73 T.C. 1235, 1241 (1980); Hanson v.

Comm ssioner, T.C Meno. 1981-675, affd. per curiam 696 F.2d 1232

(9th Cr. 1983).

The taxpayers in Norgaard were held not negligent because
they used a reasonabl e accounting systemto keep track of their
ganbling | osses and they did not |ack due care or fail to do what

a reasonabl e and prudent person would do. Norgaard v.

Conmi ssi oner, supra at 880. Kant or, Norgaard, and Baxter do not

support petitioners.
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We conclude that petitioners did not nake a good faith
effort to ascertain their tax liabilities for the years in issue,
that it was not reasonable for themto rely on Dunning, and that
they are liable for the addition to tax for substanti al
under st at enent under section 6662(a) for 1997 and 1998.

To reflect concessions and the foregoing,

Deci sion will be

entered under Rul e 155.




