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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

KROUPA, Judge: Respondent determi ned a $19, 168 defici ency
for 1999 and a $17,573 deficiency for 2000 in petitioners’

Federal incone tax. The sole issue for decision is whether
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petitioners are |liable for self-enploynment tax under section
1402.* We hold that they are |iable.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the acconpanying exhibits are
incorporated by this reference. Petitioners Alfred J. O sen
(petitioner husband) and Susan K Smth (petitioner wwfe) are
both tax and estate planning attorneys. Petitioners have been
marri ed since 1979 and have no children. They filed joint
Federal inconme tax returns for 1999 and 2000 (the years at
issue). Petitioners reside in Arizona.

Structure of Petitioners’ Business

Petitioners claimto be enpl oyees of A sen-Smth, Ltd.
(Asen-Smth), an Arizona general partnership, the partners of
whi ch are three pass-through entities known as professional
[imted liability conpanies (PLCs). O sen-Smth was a
prof essi onal corporation until 1987 when it becanme a general
partnership. The three professional corporations were replaced
by the PLCs in 1992 for various reasons including tax
considerations. Osen-Smth' s three equal direct partners during
the years at issue were Smth/Osen PLC (Smth/Qsen), Smth &

Associates, PLC (Smth & Associ ates), and Rossie & Associ ates,

IAIl section references are to the Internal Revenue Code for
the years at issue, and all Rule references are to the Tax Court
Rul es of Practice and Procedure, unless otherw se indicated.
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PLC (Rossi e/ Associates). Petitioners adopted this structure at
sone point during the m d-1990s.

Smth/d sen was an Arizona PLC that was nmanaged by
petitioner husband and whose nenbers were an irrevocabl e conpl ex
trust naned The 1992 WHG Trust (1-percent owner) and an
irrevocabl e grantor trust naned The SKO 96 Trust (99-percent
owner). Petitioners treated petitioner husband as the grantor of
all property in The SKO 96 Trust for Federal incone tax purposes
and listed himas the grantor on the Fornms 1041, U.S. Incone Tax
Return for Estates and Trusts for 1999 and 2000.3® Petitioner
husband is the beneficiary of both trusts, and petitioner wfe is
the trustee for both trusts.

Smth & Associates was an Arizona PLC that was nmanaged by
petitioner wife and whose nenbers were an irrevocabl e conpl ex
trust naned The 1992 WLK Trust (1-percent owner) and an
irrevocabl e grantor trust naned The MBK-96 Trust (99-percent
owner). Petitioners treated petitioner wife as the grantor of
all property in The MBK-96 Trust for Federal incone tax purposes

and listed himas the grantor on the Forns 1041 for 1999 and

2The trusts are nanmed for the initials of various famly
menbers.

SSimlarly, the Court found Alfred J. Osen the grantor of
The SKO-96 Trust in Asen-Smth, Ltd. v. Conm ssioner, T.C Meno.
2005- 174.
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2000.* Petitioner wife is the beneficiary of both trusts, and
petitioner husband is the trustee of both trusts.?®

Petitioners designed The MBK-96 Trust and The SKO 96 Tr ust
to be “Megatrusts,” a trademark held by petitioners and ot hers.
A nmegatrust is designed to benefit the beneficiaries while
attenpting to mnimze trust property clains, reduce or elimnate
all wealth transfer taxes, and help the beneficiaries reduce or
elimnate their own inconme tax and wealth transfer taxes.

Petitioners’' |ncone

Petitioners and Janes J. Rossie, Jr. (M. Rossie) worked for
and received salaries and fringe benefit conpensation from d sen-
Smth during the years at issue. M. Rossie was in charge of
personnel, including hiring and firing. Petitioner husband was
responsi ble for financials, and petitioner w fe oversaw docunent
managenent. M. Rossie and petitioner wife earned sal aries of
$36, 000 a year and petitioner husband earned a sal ary of $12, 000
a year during the years at issue.

A sen-Smth had approxi mately 15 ot her enpl oyees, including

several |egal assistants, but petitioners and M. Rossie were the

“Simlarly, the Court found Susan K. Smith the grantor of
The MBK-96 Trust in Asen-Smth, Ltd. v. Conm SsSioner, supra.

The other one-third interest in Asen-Smth was held by
Rossi e/ Associ ates, an Arizona PLC wth a single nenber, a grantor
trust naned JJR- 97 Trust, whose beneficiary was Janes J. Rossi e,
Jr. (M. Rossie). M. Rossie practiced law with petitioners and
conceded that his third of partnership incone is taxable to him
as earnings fromsel f-enpl oynent.
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only lawers at the firm The | egal assistants earned, on
average, nore than $35,000 a year, substantially nore than
petitioner husband.

O sen-Snmith's Busi ness Practices

O sen-Smth generally contracted with clients and provi ded
| egal services pursuant to engagenent |letters executed between
the clients and A sen-Smth. Cients generally paid Asen-Smth
for the services rendered by the firmbut occasionally nmade
checks payable to the individual |awers.

A sen-Smth did not have witten enploynent contracts with
any enpl oyees including petitioners. The PLCs practiced | aw
t hrough their ownership of Asen-Smth but had no clients or
enpl oyees of their own.

Distribution of I ncone and Paynent of Tax

O sen-Smth reported net incone of $627,736°% in 1999 and
$437,332 in 2000, which was allocated to the PLCs in equal
shares. Smth/Osen and Smth & Associates separately filed
Forms 1065, U. S. Partnership Return of Incone,’ each reporting
approxi mately $202, 000 of net ordinary incone in 1999 and

$141,673 in 2000. The SKO 96 Trust reported taxable incone from

61t appears that the net incone of $627,736, as reported on
the Form 1065, was adjusted on audit. dsen-Smth, Ltd. v.
Conm ssi oner, supra.

The Form 1065, U.S. Partnership Return of Incone, becane a
Form 1065, U.S. Return of Partnership Incone, in 2000.
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Smith/d sen of $189,903 in 1999 and $140, 256 in 2000. The 1992
WHO Trust reported inconme fromSmth/d sen of $12,502 in 1999 and
$1,417 in 2000. The MBK-96 Trust reported taxable inconme from
Smith & Associ ates of $190,888 in 1999 and $140, 256 in 2000.
The 1992 WLK Trust reported taxable income fromSmth &
Associ ates of $11,502 in 1999 and $1,417 in 2000.

The PLCs distributed the cash that they received fromd sen-
Smth to the trusts as soon as the noney was received by the
PLCs. The trust agreenents allowed the independent trustee to
di stribute inconme or principal for the benefit of the
beneficiaries, including for their “benefit, care, confort,
enjoynent or for any other purposes.” The trusts made i mmedi ate
distributions of all the noney to petitioners as soon as they
received it fromthe PLCs.8

Respondent issued deficiency notices to petitioners in which
respondent adjusted petitioners’ taxable incone to reflect self-
enpl oynent tax on the incone distributed fromthe PLCs to the

trusts.® Petitioners filed petitions for both years.

8The trusts held other assets, including assets inherited
frompetitioners’ parents and other partnership interests.

°The Conmi ssioner also audited Osen-Smith, the PLCs, and
the trusts for 1999 and 2000. Petitioners are not strangers to
this Court. Petitioners, as individuals and representatives of
these entities, have filed petitions in this Court at |east 20
ot her tines.
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OPI NI ON
We are asked to decide whether petitioners are |liable for
sel f-enpl oynent tax on funds that were distributed fromtheir |aw
firmto their PLCs to their trusts and then to them Respondent
argues that petitioners are liable for self-enploynent tax
because petitioners’ transactions with the trusts |ack econon c
substance.® Petitioners argue that they are not liable for
sel f-enpl oynent tax because they carefully and neticul ously
devised their structure for valid business purposes and the non-
salary incone allocated to them as beneficiaries of the trusts is
not taxable under section 1402.

Burden of Proof

We first address the burden of proof. Petitioners generally
have the burden of proof. See Rule 142(a). Petitioners do not
di spute that they bear the burden of proof with respect to

respondent’s theory that their trusts | ack econom ¢ substance. !

PRespondent argues, alternatively, that petitioners are
liable for self-enploynment tax on the |l aw firm earnings under the
assi gnnent of incone theory and under secs. 671 through 677. W
need not address these additional argunents because we have
determ ned that petitioners’ transactions with the trusts | acked
econonm ¢ subst ance.

11t is unnecessary to determ ne the burden of proof with
respect to respondent’s other two theories because we hol d that
petitioners’ trusts |acked econom c substance.



Econom ¢ Subst ance

We now address the econom c substance theory. Taxpayers
have a | egal right, by whatever neans allowable under the law, to
structure their transactions to mnimze their tax obligations.

See Gregory v. Helvering, 293 U S. 465, 469 (1935). W wll not

recogni ze for Federal inconme tax purposes, however, transactions

t hat have no significant purpose other than to avoid tax and do

not reflect economc reality. See Znuda v. Conm ssioner, 79 T.C.
714, 719 (1982), affd. 731 F.2d 1417 (9th Cir. 1984). W | ook
through the formof a transaction when that form has not altered
any cogni zabl e econom c rel ationshi ps, and we apply tax | aw
according to the substance of the transaction. 1d. at 720;

Tenple v. Conm ssioner, T.C Menp. 2000-337, affd. 62 Fed. Appx.

605 (6th Cir. 2003). This rule applies regardl ess of whether the
transaction creates an entity with a separate exi stence under

State law. Znuda v. Conmm ssioner, supra at 720; Tenple v.

Conmi Ssi oner, supra.

We traditionally consider four factors in deciding whether a
trust | acks econom c substance. These four factors include: (1)
Whet her the taxpayer’s relationship, as grantor, to property
purportedly transferred into trust differed materially 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
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(4) whether the taxpayer honored restrictions inposed by the

trust or by the law of trusts. Markosian v. Conm ssioner, 73

T.C. 1235, 1243-1245 (1980); Castro v. Conm ssioner, T.C Meno.

2001-115; Hanson v. Conm ssioner, T.C Meno. 1981-675, affd. per

curiam696 F.2d 1232 (9th G r. 1983).

We begin by examning the first factor. Petitioners’
relationship to the trust property did not change after the
trusts were created. Petitioners apparently transferred their
PLC interests to the trusts in the md-1990s. Petitioners
presented no evidence to suggest that this altered their
relationship with the PLCs or Asen-Smth. They continued to
manage the firm work for the firm and operate their business
under the same nanme, in the sane location, and in the sane
capacity as before the transfer. The trusts engaged in no trade
or business, and petitioners, as trustees, had conplete control
over the incone-producing properties of the trusts.

Petitioners’ relationship to the incone did not change
either. Petitioners and M. Rossie received distributions of al
income earned by the law firm Each petitioner still took hone
one-third of the net profits of the firm Though petitioners
testified that assets did not renmain in the partnership but were
nmoved to the trusts to protect themfromcreditors, the record
does not support their argunents that the trusts were used to

protect the inconme fromcreditors. Petitioners distributed to



10
t hensel ves all the inconme that their trusts received fromd sen-
Smth. This suggests that petitioners were not notivated by a
true desire to protect the inconme fromcreditors but rather by a
desire for tax avoidance. W find that this factor weighs
agai nst petitioners.

As to the second factor, petitioners clainmed that they had
i ndependent trustees even though each was the other’s trustee.
Petitioners distributed all the earnings fromthe PLCs to each
other as a matter of course. This suggests that they exercised
conplete control over the trusts, and petitioners presented no
evi dence to convince us otherwwse. W find that this factor also
wei ghs agai nst petitioners because their reciprocal arrangenents
in the two trusts insured that they would act in harnony with one
anot her .

As to the third factor, no economc interest in the trusts
ever passed to any beneficiary other than petitioners. They were
the only beneficiaries, and they had no children or other
descendants to nane as beneficiaries. W find that this factor
al so wei ghs agai nst petitioners.

As to the final factor, petitioners argue that they honored
all the restrictions inposed by the trusts and by the | aw of
trusts. Petitioners presented no evidence to corroborate this.
The evi dence does suggest that petitioners used the property as

they desired without restriction and that there were no



11

restrictions on what they did. Their reciprocal arrangenents
with each other’s trusts further suggest that they would not have
faced any such restrictions. W find that this factor al so
wei ghs agai nst petitioners.

For these reasons, we find that the trusts | acked econom c
substance and we conclude that they are not recogni zable for
Federal tax purposes.

Sel f - Enpl oynent Tax

Section 1401 i nposes a tax on the self-enpl oynent

i ncome of every individual. See Baker v. Conm ssioner, T.C

Meno. 2001-283. Self-enploynment inconme is defined as the net
earni ngs from sel f-enpl oynent derived by an individua

during any taxable year. Sec. 1402(b). “[N] et earnings
fromsel f-enploynment” include gross inconme derived by an

i ndi vidual fromany trade or business carried on by that

i ndi vidual m nus the deductions that are attributable to the
trade or business. See sec. 1402(a).

Petitioners have offered no reason other than that their
trusts were the owners of their PLC interests and proper
receptacles for their earnings fromthe law firmto explain why
the net income fromtheir law firmis not self-enploynent incone
to them W have concluded that petitioners’ transactions
resulting in distributions to and fromthe trusts |acked econom c

substance. It follows that petitioners’ share of the net incone
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of the law firmrepresents petitioners’ net earnings fromself-
enpl oynent. The incone represents petitioners’ distributive
share of profits of a business conducted by a partnership of
which they are, indirectly or directly, nenbers. Petitioners are
liable for self-enploynent tax on that inconme for the years at
i ssue. Accordingly, we sustain respondent’s determ nations in
the deficiency notices.

To reflect the foregoing,

Decisions will be entered

for respondent.




