IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 92-4804

Summary Cal endar

W LLI AM LOHVAN BALI S,
MARGARET BUELL BALI S

Petitioners,
ver sus
COW SS|I ONER OF | NTERNAL REVENUE

Respondent .

Appeals fromthe United States Tax Court
(27250-87 c.w 8080-88 & 32376-88)

(February 22, 1993)
Before KING DAVIS and WENER, G rcuit Judges.
PER CURI AM *
WIlliamLohman Balis and Margaret Buell Balis (together
"t axpayers") appeal fromthe Tax Court's determ nation that
transactions regarding a trust they created constitute sham
transactions which are not recogni zable for federal tax purposes.

Finding no error, we affirm

Local Rule 47.5 provides: "The publication of opinions
t hat have no precedential value and nerely decide particular
cases on the basis of well-settled principles of |aw inposes
needl ess expense on the public and burdens on the |egal
profession.” Pursuant to that rule, the court has determ ned
that this opinion should not be published.



I
A
Taxpayers fornmed the Balis Fam |y Preservation Trust ("the
Balis Trust") in July 1982 through an instrunent referred to as
the Declaration of Trust ("the Declaration"). For guidance in
establishing the trust, taxpayers relied upon a publication

entitled A Manual on How to Establish a Trust and Reduce

Taxation, which was witten by Martin Larsen and published by an
organi zati on known as Liberty Lobby.!?

The Decl aration naned Margaret and a nei ghbor, Pearlene C
Laprairie, as trustees--positions they both held throughout the
years 1982 to 1985. The Declaration states, in pertinent part,
t hat :

The Board of Trustees shall have all the powers

necessary, convenient or appropriate to effectuate the

purpose of the trust, and shall take action which it

deens necessary or desirable and proper to carry out

such purposes, provided, however, those purposes and

actions are not inconsistent with other provisions

herein. Any determ nation of the purpose of the Trust,

made by the Board of Trustees, in good faith, shall be

concl usi ve.
The Declaration did not explicitly designate beneficiaries.

Nevert hel ess, according to the testinony of WlliamBalis, during

! In United States v. Snith, 814 F.2d 1086 (5th G r. 1987),
this court affirmed, w thout opinion, a federal district court's
determ nation that sales of this publication were subject to a
penalty pursuant to 26 U.S.C. § 6700 for pronotion of an abusive
tax shelter. See United States v. Smth, 657 F. Supp. 646 (WD
La. 1986), aff'd, 814 F.2d 1086 (5th G r. 1987). W also
affirmed the court's decision to enjoin further sales of the
publication under 26 U S.C. § 7408. See id.
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the years at issue, Margaret Balis held a 50% beneficial interest
in the trust and the Balis' two sons each held a 25% i nterest.
Taxpayers transferred substantially all of their real and
personal property to the trust through two conveyances. First,
Margaret transferred all her personal property and her interests
in real and personal property held jointly by taxpayers to
Wlliam Second, Wlliamtransferred this sane property to the
Balis Trust. The properties transferred included a coi n-operated
| aundromat, a coi n-operated car wash, a pecan orchard, and
t axpayers' personal residence.
I n August 1982, the Balis Trust |eased back to taxpayers
sone of the property they had transferred to the trust:
t axpayers' residence was | eased to them for $300 per nonth, the
| aundromat and car wash were | eased to them for $900 per nonth,
and the orchard was | eased to them for $250 per nonth. Moreover,
the trust entered into individual service contracts wth Mrgaret
and Wlliam Under the terns of these contracts, Margaret
carried out clerical and adm nistrative functions on behal f of
the trust for a fee not to exceed $150 per nonth, and WIIliam
performed caretaking responsibilities in exchange for paynents of
monthly fees. In sum during the years at issue, taxpayers
continued to reside in the hone they conveyed to the Balis Trust,
paying rent to the trust for its use and collecting fees for
mai ntaining it as they had prior to its conveyance. Moreover,

there was no recogni zable difference in the way they operated



their businesses, except that they paid rent to the Balis Trust
and charged the trust for their services.

During each of the taxable years 1982 t hrough 1985,
taxpayers jointly filed Form 1040 I ncone Tax Returns. On each of
these returns, they adjusted their income anmounts by deducti ng
the rental suns paid to the Balis Trust and including the suns
paid to them under the service contracts. Taxpayers also filed
Form 1041 I ncone Tax Returns on behalf of the Balis Trust, in
which they (1) reported the nonies they paid to the trust in rent
and di vidends on the accounts they conveyed to the trust as
i ncone, and (2) clainmed depreciation for the residence and
busi ness properties they had conveyed to the trust.

B

The Comm ssioner of Internal Revenue determ ned that the
creation of the Balis Trust and taxpayers' subsequent conveyances
of property constitute shamtransacti ons not recogni zable for
federal tax purposes. Accordingly, the Comm ssioner disall owed
deductions clained by taxpayers for their rental paynents to the
trust and determned that all inconme received by the Balis Trust
fromthird parties was attributable to taxpayers. Moreover, the
Comm ssioner (1) determ ned that taxpayers were subject to self-
enpl oynent taxes pursuant to 26 U S.C. 8§ 1401, (2) cal cul ated
deficiencies in taxpayers' federal incone taxes for the taxable
years 1982, 1983, 1984, and 1985 in the anounts of $900. 00,
$1582. 00, $2514.08, and $2037.86, respectively, and (3) asserted



tax additions pursuant to 26 U. S.C. 88 6653(a)(1l) & (a)(2)
(titled "Additions to tax for negligence and fraud").?

Taxpayers filed petitions with the United States Tax Court,
whi ch held in favor of the Conm ssioner. The Court consolidated
these petitions and found that taxpayers retained both beneficial
enj oynent and the power of disposition over the properties
included in the Balis Trust, and that, under the "grantor-trust"
provi sions of the Internal Revenue Code, 26 U S.C. 88 671-77
("the Code"), the Balis Trust is not recogni zable for tax
purposes. Specifically, the Court found that the Balis Trust is
a sham "done nerely to support [taxpayers'] clains of deductions
for depreciation on [their] residence and rent for [their] use of
t he business property . . . ." Taxpayers appeal fromthe Tax
Court's deci sion.

I

Al t hough taxpayers have put forth a series of specific
contentions to challenge the Tax Court's determ nations, these
contentions raise a single issue: whether the Tax Court
correctly determned that the Balis Trust should not be
recogni zed for federal tax purposes, thereby disallow ng

deducti ons under the trust clainmed by taxpayers and taxing

2 In 1989 anendnents to the Code, this provision was
substituted by provisions for failure to pay the stanp tax.
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t axpayers on the inconme fromassets transferred to the trust.?
W find that it did.
A
Because they have provided the Balis Trust with all of its
corpus, taxpayers are the sole grantors of that trust. Under the
Code, if a grantor (1) retains powers described in sections 674

t hrough 677 and (2) can exercise that power w thout the approval

3 Many of these specific contentions are prem sed on
assertions that the underlying transactions are recogni zed under
Loui siana state |law and, to the extent that the Comm ssioner has
refused to recogni ze themfor federal tax purposes, the
Commi ssioner's actions constitute an unconstitutional application
of the Internal Revenue Code. W reject this |ine of argunent,
for it is firmy established that transactions |acking economc
substance wil|l be disregarded for federal incone tax purposes,
even if those same transactions are valid under state |law. See
Furman v. Conm ssioner, 45 T.C 360, 364 (1966) ("A finding of
validity under State Law . . . does not nean that the trust wll
necessarily be recognized for tax purposes.”), aff'd, 381 F.2d 22
(5th Gr. 1967); Schulz v. Conmm ssioner, 686 F.2d 490, 493 n. 10
(7th Gr. 1982) (stating that taxpayers' argunents about the
validity of their famly trust under state law, "which conprise
| arge sections of their consolidated brief, are irrelevant.").

Mor eover, taxpayers have alleged no facts to substantiate
their clains that the Comm ssioner's actions constitute an
unconstitutional application of the Tax Code. Specifically,

t axpayers assert that the Tax Court has created an arbitrary
distinction between "famly trusts" and other types of trusts,
and that the Tax Court's designation of their trust as a "shant
has denied themthe due process and equal protection guaranteed
under the United States Constitution. Simlar contentions were
rejected by the Suprene Court |ong ago. See, e.qg., Carm chael V.
Sout hern Coal Co., 301 U S. 495, 509, 57 S. C. 868, 872 (1936)
("This Court has repeatedly held that inequalities which result
froma singling out of one particular class for taxation or
exenption, infringe no constitutional limtation."); see also
Walters v. Gty of St. Louis, 347 U. S. 231, 237, 74 S. C. 505,
509 (1953) ("Equal protection does not require identity of
treatnent. It only requires that classification rest on real and
not feigned differences, that the distinction have sone rel evance
to the purpose for which the classification is nade, and that the
different treatnents be not . . . wholly arbitrary.").




of an "adverse party" as described in section 672(a),* the
grantor is to be treated as the owner of the trust property and

the trust will be ignored for federal tax purposes.® See United

States v. Buttorff, 761 F.2d 1056, 1061 (5th G r. 1985); Schul z

v. Conm ssioner, 686 F.2d 490, 495 (7th Cr. 1982) ("The main

4 This section provides that:
the term adverse party' neans any person having a
substantial beneficial interest in the trust which
woul d be adversely affected by the exercise or
nonexerci se of the power which he possesses respecting
the trust. A person having a general power of
appoi ntment over the trust property shall be deened to
have a beneficial interest in the trust.

26 U.S.C. 8 672(a) (enphasis added).

5> Specifically, under section 674 of the Code,
The grantor shall be treated as the owner of any
portion of a trust in respect of which the benefici al
enj oynent of the corpus or the incone therefromis
subject to a power of disposition, exercisable by the
grantor or a nonadverse party, or both, wthout
approval or consent of any adverse party.
26 U S.C. 8 674(a) (enphasis added). Simlarly, under section
677,

The grantor shall be treated as the owner of any
portion of a trust, whether or not he is treated as
such owner under Section 674, whose inconme wthout the
approval or consent of any adverse party is, or, in the
di scretion of the grantor or a nonadverse party, or
bot h, may be--
(1) distributed to the grantor or the
grantor's spouse . . . .
26 U S.C 8 677(a) (enphasis added). As for the tax inplications
of the grantor's status under the Code, section 671 provides
t hat :

[W here it is specified in this subpart that the
grantor . . . shall be treated as the owner of any
portion of a trust, there shall then be included in
conputing the taxable incone and credits of the
grantor . . . those itens of incone, deductions, and
credits against tax of the trust which are attributable
to that portion of the trust to the extent that such
items woul d be taken into account under this chapter in
conputing taxable incone or credits against the tax of
an i ndi vi dual .

26 U.S.C. 8 671 (enphasis added).

7



thrust of the grantor trust provisions is that the trust will be
ignored and the grantor treated as the appropriate taxpayer
whenever the grantor has substantially unfettered powers of
disposition."). In Buttorff, this court sunmari zed the effect of
t hese grantor-trust provisions:

Basi cal ly, these sections provide that a trust wll be

ignored for tax purposes and the grantor will be

treated as the appropriate taxpayer when he retains

beneficial enjoynent of the corpus and i ncone of the

trust and the power to control and |iquidate the trust

either unilaterally or with the concurrence of soneone

who is not an "adverse party."
761 F.2d at 1061

In evaluating whether the Balis Trust is recognizable for
federal tax purposes, we begin by addressing taxpayers'
contention that, because Margaret relinquished all of her
property to Wlliamprior to the establishnment of the trust,
Mar garet should not be treated as a grantor under sections 671
t hrough 677 of the Code. W conclude that Margaret is a co-
grantor of the Balis Trust under the Code, for courts, including
this court, have consistently held that the transfer of one
spouse's interest in personal and real property to the other
spouse, who, in turn, conveys such property to a trust is

ineffective to avoid the grantor-trust provisions of the Code.

See, e.qg., Buttorff, 761 F.2d at 1061 (referring to this

arrangenent as one "consistently invalidated for tax purposes by

the courts as grantor trusts"); Znuda v. Conmm ssioner, 731 F.2d

1417, 1421 (9th Gr. 1984); Holman v. United States, 728 F.2d

462, 464-65 (10th Cr. 1984); Schulz, 686 F.2d at 496.



As a co-grantor of the Balis Trust, Margaret cannot be

consi der an adverse party under section 672. See Buttorff, 761

F.2d at 1061; see also Neely v. United States, 775 F.2d 1092,

1095 (9th Gr. 1985); Holman, 728 F.2d at 464-65; Schulz, 686
F.2d at 496. The only potential adverse party in the Balis Trust
arrangenent was Laprairie, taxpayers' neighbor, who was naned
trustee. However, even if it is assuned that Margaret only had
the power to exercise control over the trust's property with
Laprairie's approval, Laprairie was not an adverse party under
the Code for she did not have "a substantial beneficial interest
in the trust which would be adversely affected by the exercise or
nonexerci se of the power which [s]he possesse[d] respecting the

trust." 26 U S.C. § 672; see also Stoecklin v. Conm ssioner, 865

F.2d 1221, 1226 (11th Gr. 1989) (trust deened grantor-trust
because non-grantor trustee did not exercise independent judgnent
over the trust). Laprairie's interest in the trust as a co-
trustee is not enough, by itself, to transformher into an
"adverse party" in satisfaction of section 672(a). See Treas.
Reg. 8 1.672(a)-1(a) ("A trustee is not an adverse party nerely
because of [her] interest as trustee.").

In sum it was within the taxpayers' power to di spose of the
Balis Trust corpus w thout the consent or approval of any

"adverse party,"” and they had the opportunity to use and receive

beneficial enjoynent fromthe trust's funds and property as they
saw fit. Accordingly, we conclude that the Tax Court correctly

deened t axpayers owners of the Balis Trust in its entirety under



sections 671 through 677 of the Code. See Hanson v.

Commi ssioner, 696 F.2d 1232, 1234 (9th G r. 1983); Schulz, 686

F.2d at 494-96; Vnuk v. Conmi ssioner, 621 F.2d 1318, 1321 (8th

Cir. 1980); Wsenberg v. Conm ssioner, 69 T.C 1005, 1013 (1978).

B
The Taxpayers al so challenge the Tax Court's determ nation
that their transactions involving the Balis Trust constitute sham
transacti ons | acki ng econom c substance. Because this finding
constitutes a factual determ nation, we reviewit only for clear

error. See Freytag v. Conm ssioner, 904 F.2d 1011, 1015-16 (5th

Cir. 1990) ("Wether a particular transaction is a shamis a
question of fact reviewed under the clearly erroneous

standard."), aff'd on other grounds, 111 S. C. 2631 (1991).

As stated by the Suprenme Court in Conm ssioner v. Court

Hol ding Co., 324 U S. 331, 334, 65 S. . 707, 708 (1945):

The incidence of taxation depends upon the substance of
a transaction . . . To permt the true nature of a
transaction to be disguised by nere formalisns, which
exist solely to alter tax liabilities, would seriously
inpair the effective adm nistration of the tax policies
of Congr ess.

In short, with respect to tax matters, "transactions, which do
not vary control or change the flow of econom c benefits, are to

be dism ssed fromconsideration." H ggins v. Smth, 308 U S.

473, 476, 60 S. C. 355, 357 (1940).
In the case before us, although they established a trust and
then transferred title to their real and personal property to

that trust, taxpayers retained the full use of their assets
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t hrough | easeback arrangenents.® Although the Balis Trust
resulted in service paynents to taxpayers and | easeback
arrangenents, the only substantive effect of the trust was that
t axpayer's personal activities becane, on paper, trust
activities. Taxpayers' assertion that they created the trust to
avoi d |l engthy probate proceedings is disproved by the fact that
the Declaration establishing the trust did not explicitly
desi gnat e beneficiari es.
In sum as stated by the Tax Court:
[ Taxpayers] . . . have not shown that the transactions
at issue had any present econom c effect other than
i ncone tax savings. QOperation of the businesses and
occupation and mai ntenance of the famly honme conti nued
in the sane fashion after the transfer of the
properties into the trust as before the transfers. The
Court concludes that the transfer of legal title to the
properties was done nerely to support petitioners
clains of deductions for depreciation on petitioners
residence and rent for petitioners' use of the business
property that would not have been otherw se avail abl e.
The transactions | acked econom ¢ substance and are,
therefore, not valid for tax purposes.
The record supports this finding, and we concl ude, therefore,
that it is not clearly erroneous. The creation of the Balis

Trust and | easeback of Balis property to taxpayers constitutes

6 This court has held that, where an obligation to pay rent
is created by neans of a prearranged conveyance and | easeback,
rental paynents by the grantor-taxpayer are not ordinary and
necessary busi ness expenditures required to be made by taxpayers
pursuant to section 162(a)(3) of the Code. See Mathews v.

Commi ssioner, 520 F.2d 323, 325 (5th Cr. 1975) (rejecting
taxpayer's clainmed rental deductions and assertion that there was
sone business purpose for the transfer of property and its

| easeback), cert. denied, 424 U. S. 967, 96 S. C. 1463 (1976);
see also Audano v. United States, 428 F.2d 251, 256-57 (5th Gr
1970); Van Zandt v. Conm ssioner, 341 F.2d 440, 442-43 (5th
Cir.), cert. denied, 382 U S. 814, 86 S. C. 32 (1965).
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little nore than "a purported transfer which gives off an

unm st akenly holl ow sound when it is tapped.” United States v.

CGeneral Geophysical Co., 296 F.2d 86, 89 (5th Cr. 1961), cert.

denied, 369 U S 849, 82 S. . 932 (1967); see Znuda, 731 F.2d
at 1421-22 (In evaluating a simlar trust arrangenent, holding
t hat taxpayers "sinply restructured the formin which they hold
their property."); Schulz, 686 F.2d at 492 (describing a simlar
trust arrangenent as "a transparent attenpt to alter [the] state
of affairs by turning all the famly activities and all the
famlies' expenses into expenses of trust admnistration"); see
also Neely, 775 F.2d at 1094 (recogni zing inportance of the fact
t hat taxpayers retai ned sane use of assets as they enjoyed prior
to the conveyances).
C

Finally, taxpayers assert that the governnent is estopped
fromchallenging the validity of the Balis Trust because the
I nternal Revenue Service has, in previous years, accepted the
Balis Trust's Form 1041 Incone Tax Returns. W concl ude that,
despite its previous acceptance of the Balis Trust's returns, the
Governnent is not estopped fromchallenging the validity of

taxpayer's transactions. See D ckman v. Conm ssioner, 465 U. S.

330, 342-43, 104 S. C. 1086, 1094 (1984) ("It is well
establi shed that the Conm ssioner nmay change an earlier
interpretation of the law, even if such a change is nade

retroactive in effect."); Dixon v. United States, 381 U S. 68,

72-73, 85 S. Ct. 1301, 1304 (1965) (The Comm ssioner may

12



retroactively correct m stakes of |aw "even where a taxpayer nmay
have relied to his detrinment on a Conm ssioner's m stake."); see

also Ofice of Personnel Managenent v. Richnond, 496 U. S. 414,

419-24, 110 S. C. 2465, 2467 (1990) ("Fromour earliest cases,
we have recogni zed that equitable estoppel will not |ie against
the Governnent as it lies against private litigants.").
11

For the foregoing reasons, we AFFIRM the Tax Court's
determ nation that the transactions between taxpayers and the
trust they created constitute transactions which are not
recogni zabl e for federal tax purposes. W also AFFIRMthe Tax
Court's (1) disallowance of deductions under the trust clainmed by
taxpayers, (2) decision to tax taxpayers on the incone from
assets transferred to the trust, and (3) inposition of additions
to tax pursuant to 26 U S.C. 88 6653(a)(1l) & (a)(2) for 1982 and
1983.7 Mbreover, we order taxpayers to bear the cost of this

appeal .

" Taxpayers have not expressly chall enged the district
court's inposition of additions to tax for the years 1982 and
1983, so we accept the Tax Court's determ nation. See Atwood v.
Uni on Carbide Corp., 847 F.2d 278, 280 (5th G r. 1988) ("[|]ssues
not briefed, or set forth in the list of issues presented, are
wai ved.") (citations omtted), cert. denied, 489 U S. 1079, 109
S. . 1531 (1989).

13



