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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HOLMES, Judge: Janes and Marla Tarpo wanted to protect as
much of their inconme fromtaxation as they could. There's

nothing wong with that if done legally, but the Tarpos fell in

! Cases of the followi ng petitioners are consoli dated
herewith: James L. Tarpo and Marla J. Tarpo, docket No. 10303-
04, and Paderborn Trust, Marla J. Tarpo, Trustee, docket No.
12819- 04.
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with a specialist in abusive tax shelters. Follow ng his advice,
they put Janes’s business into a trust, manufactured spurious
deductions, and m sreported | arge anounts of capital gains as
capital |osses--when they reported the transactions at all.

We wade through the avail able records to determ ne what the
Tar pos owe and whet her they should be penalized.

FI NDI NGS OF FACT

The Tarpos were a dual-income famly during the years at
i ssue--1999, 2000, and 2001. Most of their inconme cane from
Janes, a conputer programrer who contracted his services to
corporations in the name of his sole proprietorship, ATE
Services. Although he had several clients during 1999-2001, he
wor ked nostly for a corporation named MaxSys. MaxSys and nost of
Janes’s other clients paid their invoices with checks made out to
ATE Services. Marla Tarpo was an i ndependent beauty consultant
whose primary financial contribution during those years was the
deductions in excess of inconme she reported on their joint tax
return fromher own unnanmed sol e proprietorship

Janmes Mattatall becane a part of the Tarpos’ |ife when a
friend reconmended his services, perhaps as early as 1997.
Mattatall, as the Tarpos admtted they knew, is neither an
attorney nor an accountant. He earned his living by setting up
tax shelters for his clients. He is now out of that business:

In 2004, the U S. District Court in Los Angel es enjoined himfrom
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organi zing, selling, or recommending tax shelters; or even from

offering tax advice to clients. United States v. Mttatall, No.

Cv 03-07016 DDP (PJWk) (C.D. Cal., Aug. 17, 2004) (order
granting plaintiff’s notion for contenpt and second anmended
injunction). Back in 1999, Mattatall recommended that the Tarpos
create an el aborate schene to route Janes’s ordinary inconme into
a trust, nove it offshore, and then retrieve it wth credit
cards.
Here’s how it was supposed to work:
. The Tarpos would create a “business
trust,” namng Mattatall as the trustee
and the Tarpos as managers. The Tarpos
woul d get a separate mailing address for
the trust to lend it credibility.
. Janmes woul d then transfer ATE Services
into the trust, thereby renoving hinself
as the sole owner of his business and

assigning all of the incone earned from
hi s business to the trust.

. The trust would give a portion of the
i ncone Janes earned back to him as
wages.

. The stated beneficiary of the trust

woul d be Prosper International, Ltd.
(PIL),? an offshore conpany specializing
in multilevel marketing schenes and | ow
cost foreign grantor trusts. Any noney
the trust didn’t give back to Janes
would go to PIL and be deposited in a

2 The principals of PIL, Pierre J. Gauthier and Jean Jay
Gauthier, a.k.a. Earl L. Savoy, have agreed to a permanent
injunction barring themfromoffering tax shelters. United
States v. Gauthier, No. 6:05-cv-1431-O1-18JGG (MD. Fla., Apr
3, 2006) (stipulated final judgment of permanent injunction).
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foreign grantor trust established for
the benefit of the Tarpos.

. PIL would then give the Tarpos a credit

card that they could use, with the bills

paid fromthe noney in the foreign

grantor trust.

In July 1999, the Tarpos created Paderborn Trust® with PIL

as its sole beneficiary, and shortly thereafter | eased a post
of fice box at a Mil boxes, Etc. to be Paderborn’s address.* They
al so “transferred” ATE Services to Paderborn by getting an
enpl oyer identification nunber (EIN) for ATE Services and havi ng
Pader born claiminconme reported under that EIN on a Schedule C
attached to its tax return.® They then paid $2,000 to PIL to get
a Freedom Card (al so known as a Horizon MasterCard), and a PIL

Plus Quick Start Trust (PIL Trust), which was an offshore trust

specifically designed to elimnate incone taxes. For an

® No trust docunents were actually offered into evidence, so
it is not clear what the terns of the trust were. W find that
Mattatall was nanmed trustee and the Tarpos were named comanagers
of the trust, because we do have docunents that they signed using
those titles. Janes clainmed, however, that he never received a
copy of any docunents and didn’'t know what his duties as manager,
or what Mattatall’s duties as trustee, were.

4 The Tarpos used this address only in official governnent
docunents; at all other tinmes they used their honme as the mailing
address for both Paderborn and ATE Servi ces.

5> Toward the end of 1999 Janes contacted nost of the
corporations that used his services and asked that they report
all his future incone, as well as his incone for 1999, to the new
El N.
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addi tional $200, PIL even provided the Tarpos with a foreign
grantor for their foreign trust.

Janmes received conpensation from Paderborn, and any noney
that he didn't imediately get from Paderborn went into the PIL
Trust. The Horizon MasterCard directly linked to the Trust, and
the Trust used noney deposited by Paderborn to pay the Tarpos’
Hori zon credit-card debt each nonth. The Tarpos were free to use
the Horizon card however they wanted and only received an expense
summary, never a bill.

The plan had one large hitch at the start. The Tar pos,
unabl e to get a separate bank account set up for Paderborn until
2000, decided instead to deposit checks payable to ATE Services
into their personal bank account just as they’'d al ways done. One
bi g exception was the checks from MaxSys, which the Tarpos
cashed, depositing nost of that cash into their personal account
but keeping the rest.® Once they set up the Paderborn bank
account, they began depositing all checks nmade out to ATE
Services into it, though on at | east one occasion Marla w t hdrew
nmoney fromthat account to pay the Tarpos’ personal debts
directly. Some noney al so sl oshed between the Tarpos’ Paderborn
bank accounts over half a dozen tinmes for no reason that we could

di scern.

® Neither the Comm ssioner nor the Tarpos ever established
exactly what was done with the cash they kept.
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Anot her of the Tarpos’ big m stakes was the way that they
reported their incone and deductions. Each year, Janes prepared
a Schedule Clisting the incone paid back to himfrom Paderborn,
but he didn't |ist Paderborn anywhere on the form |Instead, he
i ndi cated that the noney canme through his own sole
proprietorship, ATE Services, just as he always had. Both Janes
and Marla al so cl ai ned extensive busi ness deductions--w thout any
records to substantiate them-which brought their taxable income
down to al nost nothing. They used the sane tactic on Paderborn’s
tax return--again, wthout any substantiation--only there any
remai ning i ncone was clained as an inconme-distribution deduction’
so that there was no taxable incone.?

Janmes was also a very active day trader during these years,
often buying and selling stocks hundreds of tinmes per week. He
did not keep any records of his bases in these stocks or his net

gains and | osses, and in fact he didn't even report these

" Atrust is generally allowed to deduct taxable incone
distributed to its beneficiaries. See secs. 651, 661. This
i ncone-di stribution deduction inplenments the he-who-gets-the-
i nconme- pays-the-tax principle. |If a trust keeps incone, the
trust is supposed to pay tax on it. But if a trust distributes
i ncone, the beneficiary is supposed to pay the tax. (Unless
ot herwi se indicated, all section references are to the Internal
Revenue Code in effect for the years in issue.)

8 Paderborn’s taxable incone was actually negative $300 each
year because the Tarpos clained a $300 exenption for the trust
pursuant to section 642(b), the provision allowing a trust which
distributes all of its incone a “personal exenption” of $300
yearly.
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transactions on his 1999 and 2000 tax returns until he submtted
amended returns in February 2003.° The Conm ssioner has conceded
that the Tarpos are entitled to a $3,000 capital |oss deduction
for both 2000 and 2001. A mjor question is how much in capital
gains or losses they had at the end of 1999.

Qur finding on Janes’s 1999 capital gains or |osses has two
parts--the loss carryforward and sal e proceeds. Neither Janes
nor the Conm ssioner was able to provide a precise accounting of
the Tarpos’ capital gains or |osses for 1999, so we pieced
together the information fromwhat was in the record. Janes’s
1999 anended return included a $34,794 short-termcapital |oss
carryforward, but he offered no substantiation for it at trial.
A taxpayer’s returns alone do not substantiate deductions or
| osses because they are nothing nore than a statenent of his

clains. WIkinson v. Conmm ssioner, 71 T.C 633, 639 (1979);

Roberts v. Conm ssioner, 62 T.C. 834, 837 (1974). To hold

ot herwi se woul d underm ne our presunption that the Comm ssioner’s

determnation is correct. See Rule 142; Halle v. Conm ssioner, 7

T.C. 245, 247 (1946), affd. 175 F.2d 500 (2d Cir. 1949). W
therefore find that James had no short-termcapital |oss

carryforward to apply to his 1999 short-term capital gains.

° W treat any incone reported on the actual and anended
returns as adm ssions by the Tarpos.



- 8 -

We next turn to figuring out the sale proceeds from Janes’s
day trading in 1999. The Conm ssi oner subpoenaed E*Trade
Fi nanci al Corporation and obtained Forms 1099 listing all of
Janmes’s trades in 1999. W entered the trades into a spreadsheet
and cal cul ated the gain or loss for each conpany he invested in
and found the aggregate gain to be $91,709. The table bel ow
shows the gain or loss for each conpany.!® Janes closed out his
position in nost of the conpanies by the end of 1999, but he
still held shares in the italicized conpanies at the end of the
year. Since we could not match the shares that were sold with
their respective purchase date for such conpanies, we applied the
so-called “FIFO Rule,” where the basis in the first |lot or share
that needs to be identified, on account of a sale, equals the
basis of the earliest of those |ots purchased. See sec. 1.1012-

1(c), Incone Tax Regs.

Conpany Sale Price Basi s Gai n/ (Loss)
At Hone $27,204. 14 $25,671. 15 $1, 532. 99
Advanced Fi bre 11, 553. 46 12, 096. 15 (542. 69)
Amazon 387,918. 52 386, 840. 35 1,078. 17
Applied Mc 15, 154. 54 13, 194. 95 1, 959. 59

10 For shares of stock for which we had no purchase
information (other than unsubstantiated estinmates), we set the
basis at zero. (The taxpayer bears the burden of showing he is
not liable for tax on all the proceeds received, and if he fails
to do so, we treat the full anount as taxable gain. Rockwell v.
Conm ssi oner, 512 F.2d 882, 886-87 (9th Cr. 1975), affg. T.C
Meno. 1972-133; Golub v. Comm ssioner, T.C Meno. 1999-288.)




Conpany Sale Price Basi s Gai n/ (Loss)
Conexant $95, 655. 69 $89, 606. 00 $6, 049. 69
Syst ens
Cyberi an 145, 361. 71 144, 499. 60 862. 11
Qut post
E* Tr ade 368, 554. 48 355, 703. 58 12, 850. 90
Eart hl i nk 41, 808. 70 43, 314.90 (1, 506. 20)
Net wor k
Equity 21, 354. 33 0. 00 21, 354. 33
Resi denti al
| KOS Syst ens 19, 979. 38 16, 727. 40 3251. 98
KN Ener gy Peps 35, 133.92 0. 00 35, 133.92
Net silicon 20, 545. 70 17,977. 40 2568. 30
Pur chasepro 33, 795. 26 38, 559. 85 (4,764.59)
Real Net wor ks 281, 266. 28 281, 935. 30 (669. 02)
Shar per | mage 16, 729. 49 11, 207. 45 5,522. 04
Sportsline.com 16, 459. 54 17, 364. 90 (905. 36)
Track Data 586. 27 707. 45 (121.18)
Ur oquest 2, 266.50 0. 00 2, 266.50
Medi cal
VI SX Del awar e 96, 743. 15 90, 956. 00 5,787.15

TOTAL 1,638, 071. 06 1, 546, 362. 43 91, 708. 63

In 2002, the Conmm ssioner chose the Tarpos’

audi t .

The Tarpos showed up with Mattatall,

1999 return for

but didn’'t bring any

of the requested docunentation and didn’'t answer any questions.

| nstead, they sinply handed the exam ner affidavits attesting to

the truth of the itens claimed on their tax returns.

brought anmended tax returns for

They al so

1999 and 2000 which i ncl uded
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previously unreported stock transactions as well as unreported
di vidends and interest.

In an effort to get sone docunentation other than the
affidavits, the exam ner set up another neeting. This tineg,
Marl a showed up alone with a box full of disorganized receipts.
She again refused to answer any questions, so the exam ner
subpoenaed records fromthe Tarpos’ banks, their brokers, and the
conpani es that had used Janes’s services. The Conm ssi oner
finally sent a notice of deficiency for 1999 in April 2003. It
was signed by an IRS enployee with the title Technical Services
Territory Manager.

The Tarpos’ conduct during the audit of their 1999 return
sparked an audit of their 2000 and 2001 returns, which the
Comm ssi oner quickly extended to Paderborn’s returns for those
years. The Tarpos did not respond to any of the examner’s
requests for information, and nore third-party sumonses
fol | oned.

In the notices of deficiency, the Comm ssioner disallowed
all of the Tarpos’ clained deductions and set up a whi psaw
position, attributing the sane inconme to both Paderborn and the
Tarpos. The notices of deficiency for the 2000 and 2001 tax
years of both the Tarpos and Paderborn were al so signed by the

sanme | RS enpl oyee.
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The Tarpos tinely petitioned us for review of all three
notices. The cases were tried together in Los Angeles, where the
Tarpos resided when they filed their cases.

OPI NI ON

Juri sdiction

The Tarpos open with a frivolous jurisdictional argunent.
They claimthat the notices of deficiency are invalid because a
“Technical Services Territory Manager” is not authorized to issue
them Statutory notices of deficiency are valid only if issued

by the Secretary of the Treasury or his delegate. Kellogg v.

Commi ssioner, 88 T.C 167, 172 (1987); see also secs. 6212(a),

7701(a)(11)(B), (12)(A(i). The Technical Services Territory
Manager position is part of the Small Busi ness/ Sel f-Enpl oyed

(SB/ SE) division of the IRS. SB/SE Territory Managers were
specifically delegated the authority to send notices of
deficiency in Delegation Oder No. 77 (Rev. 28), 61 Fed. Reg.
30937 (June 18, 1996) (effective May 17, 1996). That del egated
authority was re-authorized in Del egation Order 4-8, Internal
Revenue Manual pt. 1.2.43.2 (Feb. 10, 2004). There is no
gquestion that the I RS enpl oyee who signed the notices of
deficiency had the authority to do so. W therefore hold that we

have jurisdiction.
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1. Validity of Paderborn Trust

The Comm ssi oner views Paderborn as a fat target, and fires
three weapons at it: arguments that Paderborn is a shamtrust,
that it is a grantor trust, and that Tarpo was just assigning his
incone to it. W begin by describing how Pader born worked.

A. Oper ati on of Paderborn

The purpose of the Paderborn/PIL Trust/Horizon MasterCard
arrangenment was to reduce or elimnate incone taxes. By
transferring ATE Services to Paderborn and calling Janes an
i ndependent contractor of ATE Services rather than its sole
proprietor, Janmes clains he could be paid a fixed anmount which he
could then offset with unreinbursed Schedul e C expenses.

Pader born deducted what it paid to Janmes as “contracted

devel opnent.” Everything that remained in Paderborn at the end
of the year was transferred to the PIL Trust, shipped fromthe
United States, and placed in the hands of foreigners not subject
to the Code. By using the Horizon MasterCard, which was paid
directly by the PIL Trust, the Tarpos coul d access the noney

W thout repatriating it.

On paper, nost of the earned incone was reported sonmewhere.
The noney which woul d have been reported on Janes’s Schedule C
before the trusts were established was instead reported for 1999-

2001 as foll ows:
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1999
USANA [ﬁinsoft; Alcoéj [NH Researc%] [MaxSys]
$15,115 $21,710

$988 $14,240
[%aderborn Trusgj

$15,365

$18,135
; X NO
Y Y
2292 James Tarpo | |

Expenses & deductions of $3,625!

2000

Maxsys | 9110053 3 [ paderborn Trust | $52:000
‘ $54,812
>

‘Expenses & deductions of $4,1511 ‘

20012

$4,401
‘ )‘ Expense Reimbursement ‘

$87,141 $72,899

@aderborn Trusy »
$375 | $19, 956
> (211

‘Expenses & deductions of $300!

1 The trust claimed a $300 exemption, which made its reported
taxable income -S$300.

2 The 2001 Paderborn tax return wasn’t admitted into evidence (we
have only an electronic summary), so we don’t know why there is a
nearly $1000 difference between the amount paid to ATE/Paderborn
and the amount paid out from Paderborn. We are also unsure why
the checks admitted into evidence show more income flowing from
MaxSys to ATE than its Form 1099 did for 2001.
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Si nce Paderborn had no separate bank account in 1999,

everything that was designated as going to Paderborn was actually
cashed by the Tarpos and deposited in their personal checking
account. For the other years, anything noted as paid to
Pader born was actually deposited in Paderborn’s checki ng account.
Whenever PIL received noney, it deposited that noney into the PIL
Trust.

B. | nproper | ncone Assi gnnment

A basic inconme tax principle is that a taxpayer is taxed on
the incone that he earns, and that income cannot be assigned to

another. Conmm ssioner v. Banks, 543 U. S. 426, 433-34 (2005);

Lucas v. Earl, 281 U. S. 111, 114-15 (1930). When a taxpayer

tries to assign the right to future inconme to another person, the
| RS and courts ignore the attenpt for tax purposes; the assignor
pays all the taxes he would have paid had he not assigned the

i ncome. Banks, 543 U.S. at 433-34; see also Burnet v. Leininger,

285 U. S. 136 (1932) (can't escape tax on profits by assigning

them; Wesenberg v. Comm ssioner, 69 T.C 1005, 1010-11 (1978)

(conveyance of earned incone ineffective when taxpayer retains
“ultimate direction and control over the earning of the
conpensation”).

Transferring ATE Services to Paderborn didn't actually
change anyt hing ot her than which taxpayer identification nunber

the incone was reported under. Janmes still did all the business
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devel opnent, perforned all the work, and signed all the
ti mesheets. He was still the one earning the incone, and it
never left his control. At one point during the trial, Janes
testified that he was assigning his income to Paderborn:
COURT: Ckay. So what you were doing then,
if I can understand this right, is you would go to
a conpany like MACSIS [sic] or N.H Services, you
woul d contract with them and then the idea was
for you to assign the incone to the Paderborn
Trust?
JAMES TARPO.  Right .
It doesn’t get nuch sinpler than that.
We therefore find that the Tarpos inproperly assigned
Janmes’ s earned incone to Paderborn. W nust disregard Paderborn,

and wi Il treat Janes as ATE Services’' sole proprietor.

C. Grantor Trust

The Comm ssi oner al so argues that Paderborn and PIL were
grantor trusts. A grantor trust is created when a person
contributes cash or property to a trust, but continues to be
treated as owner of it at least in part. See secs. 671-679. The
Code tells us to disregard such a trust as a separate taxable
entity to the extent of the grantor’s retained interest. Sec.
671; sec. 1.671-2(b), Income Tax Regs. And the grantor of a
grantor trust is supposed to report his portion of the trust’s
i ncome and deductions on his own tax return, not the trust’s.

We find that the Tarpos retained ownership of all of the

assets in Paderborn and the PIL Trust. Sections 674, 676, 677,
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and 679! state that the grantor will be treated as the owner of
a trust when he keeps certain powers or takes certain actions.
Here’s a summary of what the Tarpos did that nakes their trusts
grantor trusts:

. A grantor may di spose of the trust’s incone
wi t hout the approval or consent of an adverse
party. Sec. 674(a). The Tarpos had
unfettered access to all of Paderborn’s
assets as comanagers with signatory authority
on the Paderborn bank account.

. A grantor can revest title over the property
in hinmself. Sec. 676(a). The Tarpos could
revest title of Paderborn assets in
t hensel ves at any tinme; Marla proved this
when she purchased a cashier’s check payabl e
to James’s broker, Conputer C earing
Services, to pay off personal debt.

. A grantor trust’s incone can be distributed
or accumul ated for future distribution to the
grantor or the grantor’s spouse. Sec.

677(a). Al of the noney paid into Paderborn
was paid back out to either the Tarpos
directly or to PIL, which then distributed
the noney to the Tarpos via the Horizon card.

. The grantor directly or indirectly transfers
property to a foreign trust. Sec. 679(a).
The Tarpos transferred property directly to a
foreign trust when they set up the PIL Trust,
and they transferred property indirectly to
the same trust every tine Paderborn sent it
noney.

11 Each of these sections |lists exceptions, but none of
t hose exceptions applies in this case.
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We therefore find in the alternative that Paderborn and the PIL
Trust shoul d be disregarded for income tax purposes as nothing
nore than grantor trusts.?!?

I[11. I ncone and Deducti ons

Havi ng decided that all Paderborn’s income properly bel ongs
to the Tarpos, we turn to figuring out what that inconme was. W
then di scuss the deductions clained by both Janmes and Marla on
their respective Schedules C that m ght reduce the portion of
that income that is taxable.

A. | ncone for 1999, 2000, and 2001

The Conmm ssioner did not contest Marla' s reported incone for
any of the years at issue, so we go straight to the question of
what i ncone Janes should have reported on his Schedule C. Since
the Tarpos did not produce any records during the audit, the
Comm ssioner relied on bank statenments. Through these
statenents, he discovered the nanes of the conpanies that paid
Janmes for his services, and was able to find out exactly how nuch
t hey paid ATE Services each year. Fromthere, the Comm ssioner
was able to conpare the bank statements for the Tarpos, ATE
Services, and Paderborn to determ ne where the noney was goi ng

and how much the Tarpos were actually making. Sunmmarizing the

12 As we said at the beginning of this section, the
Comm ssioner had a third theory--that the trusts were shans--but
we won't pile on.
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Janes:
1999
CLI ENT AMOUNT
Al con Laboratories, Inc. $8, 840
W nsoft Inc. 5, 400
USANA, | nc. 988
N. H Resources, Inc. 15, 115
MaxSys Technol ogi es 21,710
Tot al 52, 053
2000
CLI ENT AMOUNT
MaxSys Technol ogi es $110, 663
Tot al 110, 663
2001
CLI ENT AMOUNT
MaxSys Technol ogi es $87, 141
Vektrek El ectronic Sys 375
Tot al 87,516

By using these nethods,

Tar pos had gross inconme which should have been reported on

Janes’s Schedule C as foll ows:

t he Comm ssioner determ ned that the

1999

2000

2001

$52, 053

$110, 663

$87,516
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W agree with the Comm ssioner and find that these totals are
accurate. ®?

B. Deductions for 1999, 2000, and 2001

Expenses are allowable if they are “ordinary and necessary,”
but a taxpayer must keep records to show the connection between
t he expenses and his business. Sec. 162(a); Gorman v.

Comm ssioner, T.C Meno. 1986-344; sec. 1.6001-1(a), Incone Tax

Regs. [If the taxpayer has no records, but we find he nust have
i ncurred some expenses, we can estimte the anmounts of those
expenses as long as there is sonmething in the record to support

the estimate (the Cohan rule). WIllianms v. United States, 245

F.2d 559, 560 (5th Cr. 1957); Cohan v. Conmm ssioner, 39 F.2d

540, 543-44 (2d Cr. 1930). The Cohan rule does not apply to
expenses that the Code lists in section 274(d); taxpayers have to
nmeet special substantiation requirenents for these |listed
expenses. Sec. 1.274-5T(a), Tenporary Incone Tax Regs., 50 Fed.

Reg. 46014 (Nov. 6, 1985); Sanford v. Comm ssioner, 50 T.C 823,

827-28 (1968), affd. 412 F.2d 201 (2d Cir. 1969).

The Tarpos claima great many busi ness expenses, i ncl uding
t hose clained by Paderborn on its return. These include expenses
we can estinmate under the Cohan rul e--cost of goods sold,

depreciation, interest, supplies, business use of their hone,

13 To this nmust be added the capital gains that the Tarpos
shoul d have reported on their Schedule D. See supra pp. 8-9.
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cl eani ng, equipnent, gifts, training, sales pronotion--as well as
section 274(d) itens that we can’t estimate under Cohan, |ike
car-and-truck expenses, travel, and neals and entertainnent. At
no point during audit or pretrial discovery did the Tarpos
provi de any recei pts or explanations for any of these itens.
During the trial itself, Marla didn’t testify at all and Janes
never testified about the disputed deductions.

Al'l the Tarpos ever provided were unsupported affidavits
swearing to the truth of each itemon each tax return. They did
this at Mattatall’s suggestion, but as other Mattatall clients
have di scovered, self-serving affidavits are not substantiation

See Doudney v. Comm ssioner, T.C. Mnp. 2005-267; Kol beck v.

Conmi ssioner, T.C. Menp. 2005-253.

Since we have nothing on which to base any Cohan esti nate,
we hold that all but one of the Schedule C deductions clainmed by
the Tarpos are disallowed for |ack of substantiation either
because they are section 274(d) deductions subject to a higher
substanti ati on standard, or because there was no evi dence
provi ded fromwhich this Court could nmake a reasonable estimate
of expenses. The one deduction which we will allow as an
ordi nary and necessary busi ness expense under Cohan is the $108
licensing fee Marla incurred in 2000. W allow this one because
we realize that a beauty consultant requires a |license to operate

and we are convinced that she actually paid the |licensing fee.



| V. Penal ti es

A. Fraud Penalty

Section 6663 inposes a penalty equal to 75 percent of the
under paynent when that underpaynent is attributable to fraud.
The Comm ssioner has the burden of proving fraud, and he has to
prove by clear and convincing evidence that the taxpayer
under paid and that the underpaynent was attributable to fraud.

Sec. 7454(a); Rule 142(b); MIller v. Conmm ssioner, T.C Meno.

1989-461. |If the Conm ssioner succeeds in proving that even part
of the underpaynent is due to fraud, then “the entire
under paynment shall be treated as attributable to fraud, except
with respect to any portion of the underpaynment which the
t axpayer establishes (by a preponderance of the evidence) is not
attributable to fraud.” Sec. 6663(b).

The Conm ssioner easily passes the first part of this test.
He proved there was an under paynment when he proved that the
Tarpos didn't report the additional income they tried to assign
t o Pader born.

But was a portion of that underpaynent due to fraud? Fraud
is the “willful attenpt to evade tax,” and we nake that
determ nation by |looking at the entire record of a case. Beaver

v. Comm ssioner, 55 T.C. 85, 92 (1970). There are nmany factors

whi ch can indicate fraud, including:
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* understatenment of incone
* inadequate records
e concealing assets
o failure to cooperate with tax authorities
* mscharacterizing the source of incone
* inplausible or inconsistent explanations of behavior.

See Spies v. United States, 317 U S. 492 (1943); Bradford v.

Comm ssioner, 796 F.2d 303 (9th Gr. 1986), affg. T.C Meno.

1984-601; Meier v. Conmm ssioner, 91 T.C 273 (1988). Although

Janes Tar po exhi bited each and every one of these factors, the
nmost telling was his attenpt to conceal assets offshore with PIL
The only plausible reason he had to set up such a foreign grantor
trust, where the sole beneficiary was a conpany which Janes knew
very little about, was to try to hide assets fromthe IRS to
avoid paying taxes. W therefore find that, at |east in respect
to the inconme assigned to Paderborn, the Conm ssioner has proven
fraudul ent intent by clear and convincing evidence.

Since a portion of the underpaynent is attributable to
fraud, all of the underpaynent will be subject to the fraud
penal ty unl ess the Tarpos can show by a preponderance of the
evi dence that sone of the underpaynent was not due to fraud. W
find that Janmes has net this burden in regard to the capital
gains for 1999. W therefore hold that the underpaynent

attributable to his understating his capital gains is not subject
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to the fraud penalty. W also find that the Conm ssi oner has net
his burden of proof only with regard to Janes; he has not shown
that Marla acted with fraudul ent intent--about her intent there
was no evidence or argunent at all.

Janmes asserts that he had reasonable cause for his return
position and that he acted in good faith. Sec. 6664(c). He
clainms that the entire fiasco is Mattatall’s fault, and that his
good faith reliance on Mattatall reasonably caused himto act the
way he did. Wile that excuse m ght work when a |icensed and
reput abl e tax professional offers the advice, it doesn’'t work
her e.

Janes never once asked for any credentials from Mattatall,
and in fact admtted under oath that he knew Mattatall was
neither an attorney nor an accountant. Janmes also knew that the
foreign trust setup was specifically created to hide the true
ownership of assets and incone fromthe IRS. W therefore find
that James has not proved a defense to fraud.

B. Accuracy-rel ated Penalty

Section 6662(a) and (b)(1) and (2) permts the inposition of
an accuracy-rel ated penalty equal to 20 percent of the
under paynment when that underpaynent is due to negligence or a
substantial understatenent. Because the Tarpos were negligent in
their recordkeepi ng and showed i ntentional disregard of the tax

rules and regul ations even in their reporting of their capital
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gai ns and supposed expenses, we find that the entire underpaynent
not attributable to fraud is subject to the accuracy-rel ated
penal ty.

The sanme defense of reasonabl e cause and good faith applies
to this penalty, see sec. 6664(c), and the Tarpos nust show t hey
acted as reasonabl e and prudent people would, see Alen v.

Comm ssioner, 925 F.2d 348, 353 (9th Gr. 1991), affg. 92 T.C 1

(1989). This, we find, they failed to do. Janes didn't keep any
regul ar records of his day-trading activities despite know ng
that he would owe tax on any capital gains he made. He is
busi ness savvy and shoul d have known better. And neither Tarpo
clains to have kept any other sort of business records.
Reasonabl e peopl e usually keep records to show their entitlenent
to deductions or at least to track incone and expenses. The
Tarpos are either not acting reasonably or are not telling the
truth. Either way, they do not have a credible defense to the
accuracy-rel ated penal ty.

For the above reasons,

Decisions will be entered

under Rul e 155.




