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PRELIMINARY STATEMENT

Petitioners Lawrence G. Graev and Lorna Graev ("Graevs") submit this

Supplemental Brief pursuant to the Court's Order dated March 30, 2017 ("March

30th Order").
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STATEMENT OF THE ISSUES

The issue is whether the rule in Golsen v. Commissioner, 54 T.C. 742 (1970),

aff'd, 445 F.2d 985 (10th Cir. 1971), and the United States Court of Appeals for

the Second Circuit's opinion in Chai v. Commissioner, 851 F.3d 190 (2d Cir.

2017), aff'a in part and rev'a in part, T.C. Memo. 2015-42, 109 T.C.M. (CCH)

1206 (2015), require this Court to vacate its decision determining the Graevs liable

for 20% accuracy-related penalties under section 6662(a) and instead enter a

decision for the Graevs adjudging them not liable for the penalties because the

Commissioner failed to comply with the written-approval requirements of section

6751(b)(1).'

' Section references are to the Internal Revenue Code ("Code") and Rule
references are to the Tax Court Rules of Practice and Procedure. Dollar amounts
are rounded to the nearest whole dollar.
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BACKGROUND

Pursuant to section 6212(a), the Commissioner of Internal Revenue

("Commissioner") determined deficiencies in the Graevs' Federal income taxes in

the amounts of $237,481 for 2004 and $412,620 for 2005, resulting from the

disallowance of charitable contribution deductions claimed for those years. The

Commissioner also determined the Graevs were liable for 40% gross valuation

misstatement penalties under section 6662(h) and, alternatively, 20% accuracy-

related penalties under section 6662(a). The Graevs, while residing in New York,

petitioned the Court to redetermine the deficiencies and penalties pursuant to

section 6213(a).

In Graev v. Commissioner, 140 T.C. 377, 409 (2013) ("Graev I"), the Court

sustained the Commissioner's disallowance of the charitable contribution

deductions on the ground that the donation was contingent upon subsequent events

which were not so remote as to be negligible. The parties entered into a stipulation

based upon the Court's opinion in Graev I in which the Commissioner conceded

the Graevs are not liable for the 40% gross valuation misstatement penalties. The

parties submitted the question of the Graevs' liability for the 20% accuracy-related

penalties to the Court for decision without trial under Rule 122.

In Graev v. Commissioner, 147 T.C. __ (2016) (slip op. at 66-67) ("Graev

I_I"), a nine-judge majority sustained the Commissioner's imposition of the 20%

3
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accuracy-related penalties on the basis of substantial understatements of tax. The

Graevs argued, inter alia, the Commissioner failed to comply with the

requirements of section 6751(b)(1) in imposing the 20% accuracy-related penalties

and this failure barred the assessment of those penalties. 147 T.C. at ___ (slip op.

at 24). The majority held it was premature to decide in a deficiency proceeding

whether the Internal Revenue Service ("IRS") failed to satisfy the written-approval

requirements of section 6751(b)(1), and that such noncompliance was reviewable

only after the Court's decision on the penalty became final and the IRS assessed

the penalties. Id. at __ (slip op. at 26).

Three judges in Graev II concurred in the result, applying a harmless error

analysis to find the 20% accuracy-related penalties should be imposed even though

the Commissioner failed to strictly comply with the requirements of section

6751(b)(1). 147 T.C. __ (slip op. at 68-69) (Nega, J., concurring). Five judges in

Graev II dissented, proposing to hold the written-approval requirements of section

6751(b)(1) must be satisfied in a deficiency case, if at all, prior to the issuance of a

90-day letter where the same penalties at issue in the notice of deficiency are also

at issue in the deficiency proceeding. 147 T.C. __ (slip op. at 98-102) (Gustafson,

J., dissenting).

The majority in Graev II stated decision would be entered under Rule 155.

In accordance with Rule 155(a), on March 1, 2017, the parties submitted an agreed

4
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computation for entry of decision in accordance with Graev I and Graev II. In the

joint computation for entry of decision, the parties agreed, with respect to 2005, (1)

the statutory notice erroneously overstated the deficiency determined to be due

from the Graevs by $256,617,2 and (2) to a reduced deficiency and penalty equal to

20% of the agreed-upon deficiency. (See Joint Computation for Entry of Decision,

p. 15, note to line 21 (Mar. 1, 2017)). On March 7, 2017, the Court entered its

decision in this case ("March 7th Decision").

On March 20, 2017, the United States Court of Appeals for the Second

Circuit released its opinion in Chai v. Commissioner, 851 F.3d 190 (2d Cir. 2017)

("Chai"), aff'g in part and rev'g in part, T.C. Memo. 2015-42, 109 T.C.M. (CCH)

1206 (2015). In Chai, the Second Circuit expressly rejected this Court's

conclusion in Graev II that it was premature for taxpayers to argue in a deficiency

case that the IRS failed to satisfy the written-approval requirements of section

6751(b)(1). Chai, 851 F.3d at 220-221. Two of the Second Circuit's holdings are

directly relevant to this case. First, the Second Circuit "[held] that [section]

6751(b)(1) requires written approval of the initial penalty determination no later

than the date the IRS issues the notice of deficiency (or files an answer or amended

2 Calculated as the $412,620 deficiency determined in the notice of
deficiency less the $155,943 determined in the parties' joint Rule 155
computations. While not dispositive of the issue presented in this supplemental
brief, the Court should take into account this computational error in the notice of
deficiency in entering any new decision.

5
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answer) asserting such penalty." Id. at 221. Second, the Second Circuit "[held]

that compliance with [section] 6751(b)(1) is part of the Commissioner's burden of

production and proof in a deficiency case in which a penalty is asserted."

On March 24, 2017, the Commissioner moved the Court to vacate the March

7th Decision on the ground that the majority opinion in Graev II "cannot be upheld

under the precedent established by Chai." (Motion to Vacate, ¶ 9). In the March

30th Order, this Court purported to grant the motion to vacate and directed the

parties to file supplemental briefs discussing the effect of Chai on this case as well

as any other relevant issues.3

The Court stated it granted the motion to vacate, but it did not grant the
specific relief requested (i.e., it did not vacate and set aside the March 7th
Decision). The Graevs understand that because the decision was not vacated and
set aside, and because it is not certain the Court will enter a new decision, the time
for an appeal to the appropriate federal judicial circuit court would presently be
calculated by reference to the date on which the motion to vacate was granted (i.e.,
from March 30, 2017). See Fed. R. App. P. 13(a)(1)(B) ("If, under Tax Court rules,
a party makes a timely motion to vacate or revise the Tax Court's decision, the time
to file a notice of appeal runs from the entry of the order disposing of the motion or
from the entry of a new decision, whichever is later."). If this Court sustains its
position in Graev II and declines to enter a new decision because the March 7th
Decision is still in full force and effect, then the time to file an appeal could
arguably be deemed to expire 90 days from the date the date the motion to vacate
was granted (i.e., on June 28, 2017). The Graevs respectfully request that this
Court issue an Order vacating and setting aside the March 7th Decision to obviate
the need for them to file a notice of appeal, which would have the effect of
preventing this Court from opining as to the effect of Chai on this case.

6
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SUMMARY OF ARGUMENT

The Second Circuit's opinion in Chai requires this Court to vacate the March

7th Decision for five reasons. First, Chai is controlling in this case pursuant to the

rule in Golsen v. Commissioner, 54 T.C. 742, 757 (1970), aff'd, 445 F.2d 985

(10th Cir. 1971), because this case is appealable to the Second Circuit, because the

holdings in Chai are squarely on point and the facts are indistinguishable, and

because the failure to follow C_h_ai would result in inevitable reversal upon appeal.

Next, in rejecting the majority's holding and reasoning in Graev II that the

6751(b)(1) issue was not ripe in a deficiency proceeding (i.e., it was premature),

the Second Circuit in Chai held that the issue of the Commissioner's compliance

with the requirements of section 6751(b)(1) is ripe for review in a deficiency

proceeding.

Third, by rejecting the concurrence's holding and reasoning in Graev II that

the Commissioner's failure to comply with the written-approval requirements of

section 6751(b)(1) is excusable as harmless error, the Chai Court held that the

written-approval requirement in section 6751(b)(1) is a "mandatory, statutory

element of a penalty claim" that is not subject to harmless error analysis.

Fourth, the facts of this case, as found in Graev I and Graev II, require a

holding that the Commissioner did not comply with the requirements of section

6751(b)(1) in determining the 20% accuracy-related penalties at issue.

7
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Fifth, the Chai Court rejected the Commissioner's contention that an

amended answer filed by his attorneys can cure his failure to comply with the

written-approval requirement of section 6751(b)(1) because compliance at the time

of the initial determination is a "mandatory, statutory element." Thus, the Court

must vacate the March 7th Decision and its determination that the 20% accuracy-

related penalties may be assessed.

8
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ARGUMENT

I. Point I: Chai is Controlling Under the Golsen Rule

In Golsen v. Commissioner, 54 T.C. 742, 757 (1970), aff'd, 445 F.2d 985

(10th Cir. 1971), this Court held that "better judicial administration requires [it] to

follow a Court of Appeals decision which is squarely in point where appeal from

[its] decision lies to that Court of Appeals and to that court alone." (Footnotes

omitted). "The Golsen rule does not apply where the precedent from the Court of

Appeals constitutes dicta or contains distinguishable facts or law." Best Life

Assurance Co. v. Commissioner, T.C. Memo. 2000-134 (slip op. at 11), a_fff_d, 281

F.3d 828, 830 (9th Cir. 2002). Rather, the Golsen rule applies where the "clearly

established" position of a Court of Appeals signals "inevitable" reversal upon

appeal. Lardas v. Commissioner, 99 T.C. 490, 493-495 (1992).

The appellate venue for this case is the Second Judicial Circuit of the United

States because the Graevs resided in New York when they petitioned this Court.

S_eLe sec. 7482(b)(1). Pursuant to Golsen and its progeny, Chai is controlling for

four reasons. First, as was true in Chai, this case involves a deficiency proceeding

in which the Commissioner asserted 20% accuracy-related penalties in the notice

of deficiency but did not comply with the written-approval requirements of section

6751(b)(1). Second, Chai "hold[s] that [section] 6751(b)(1) requires written

approval of the initial penalty determination no later than the date the IRS issues

9
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the notice of deficiency (or files an answer or amended answer) asserting such

penalty." Chai, 851 F.3d at 221. Moreover, Chai also "hold[s] that compliance

with [section] 6751(b)(1) is part of the Commissioner's burden of production and

proof in a deficiency case in which a penalty is asserted." Id. Third, as detailed

below, the Court's failure in this case to follow Chai would inevitably result in

reversal. Fourth, for the reasons explained in the briefs the Graevs filed in this

case on April 1 and May 15, 2015 ("Opening Brief" and "Answering Brief",

respectively), and as articulated by Judge Gustafson in his dissent in Graev II and

cited approvingly by the Second Circuit in Chai, the Second Circuit reached the

correct result in Chai.

II. Point II: Chai Requires the Court in This Deficiency Case to Decide
Whether the Commissioner Complied with the Written-Approval
Requirements of Section 6751(b)(1)

In Graev II, this Court held it was premature to decide in a deficiency case

whether the IRS satisfied the written-approval requirements of section 6751(b)(1)

until after the Court's decision became final and the IRS assessed the penalties.

Graev II, 147 T.C. at __ (slip op. at 26). The Second Circuit in Chai rejected this

Court's holding and reasoning in Graev II, specifically "hold[ing] that compliance

with [section] 6751(b)(1) is part of the Commissioner's burden of production and

proof in a deficiency case in which a penalty is asserted." Chai, 851 F.3d at 220-

221 (emphasis added). Because this is a deficiency proceeding in which the

10
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Commissioner asserted accuracy-related penalties under section 6662(a), Chai

requires this Court to decide whether the Commissioner complied with the

requirements of section 6751(b)(1). For the reasons explained in the Opening

Brief and the Answering Brief, and as articulated by Judge Gustafson in his dissent

and endorsed by the Second Circuit, the Court in this case must enter a decision

adjudging the Graevs not liable for the 20% accuracy-related penalties because the

Commissioner did not comply with the requirements of section 6751(b)(1) in

memorializing his initial determination in the notice of deficiency.

III. Point III: Chai Prohibits the Court in This Case From Relying on Harmless
Error to Excuse the Commissioner's Noncompliance with Section
6751(b)(1)

In Graev II, the Commissioner argued that even if the Court finds the IRS

failed to comply with the written-approval requirements of section 6751(b)(1), that

failure was "harmless error" which does not affect the Graevs' liability for the 20%

accuracy-related penalties. See Graev II, 147 T.C. at __ (slip op. at 103)

(Gustafson, J., dissenting). Three judges agreed, finding the 20% accuracy-related

penalties should be imposed upon the Graevs even though the Commissioner failed

to strictly comply with the requirements of section 6751(b)(1). 147 T.C. __ (slip

op. at 68-69) (Nega, J., concurring).

The Second Circuit in Chai rejected this conclusion, stating "[b]ecause

[section] 6751(b)(1) provides that "[n]o penalty ... shall be assessed" (emphasis

11



Docket No. 30638-08

added) unless the written-approval requirement is satisfied, it would be

inappropriate to impose a penalty where [section] 6751(b)(1) was not satisfied."

C_hai, 851 F.3d at 222. The C_hai Court explained the written-approval requirement

in section 6751(b)(1) is a "mandatory, statutory element of a penalty claim." Id. at

221, n.26. And, because section 6751(b)(1) provides a consequence for

noncompliance (i.e., that "[n]o penalty ... shall be assessed" (emphasis added)), "it

is not within the judicial province to read out of the statute the requirement of its

words." United States v. Felt & Tarrant Mfg., 283 U.S. 269, 273 (1931); see also

Graev II, 147 T.C. at ___ (slip op. at 102-106) (Gustafson, J., dissenting). In other

words, harmless error analysis does not apply because there can only be strict

compliance with the statute. Thus, the Court in this case must enter a decision

adjudging the Graevs not liable for the 20% accuracy-related penalties because the

Commissioner's failure to comply with the requirements of section 6751(b)(1) was

not harmless error.

IV. Point IV: The Commissioner Failed to Comply with the Written-Approval
Requirements of Section 6751(b)(1) in This Case

In Graev II, this Court found facts confirming the Commissioner did not

comply with the requirements of section 6751(b)(1) in issuing the notice of

deficiency. Specifically, this Court found: "Agent Feld prepared the appropriate

'Penalty Approval Form' for the proposed 40% gross valuation misstatement

penalty ... [but] did not include the 20% penalty." Graev II, 147 T.C. at __ (slip

12
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op. at 17) (emphasis added). This Court also found that Agent Feld's immediate

supervisor was John Post, see id. at ___ (slip op. at 17), and "that Mr. Post did not

approve the [20%] penalties in writing," see id. at ___ (slip op. at 19). Finally, this

Court found that the 20% accuracy related penalties were originally determined to

be assessed in the notice of deficiency. Graev I, 140 T.C. at 388; Graev II, 147

T.C. at __ (slip op. at 22). Because it is incontrovertible that the Commissioner

did not comply with the requirements of section 6751(b)(1), both the statute and

Chai are clear that "[n]o penalty shall be assessed." Chai, 851 F.3d at 220-221.

Thus, the Court in this case must enter a decision adjudging the Graevs not liable

for the 20% accuracy-related penalties because the Commissioner failed to comply

with the written-approval requirements of section 6751(b)(1).

V. Point V: The Commissioner's Re-Alleging of the 20% Accuracy-Related
Penalties in an Amended Answer Does Not Change the Result Under Chai
or Otherwise

The filing of the amendment to answer in this case in October 2014, and any

supervisory approval which occurred with respect to that pleading, does not lessen

the applicability of Chai. In Chai, the Second Circuit recognized that the purpose

of section 6751(b)(1) would be frustrated if approval could be obtained at any

point before the Tax Court proceeding became final, stating: "the truly

consequential moment of approval is the IRS's issuance of the notice of deficiency

(or the filing of an answer or amended answer asserting penalties)." Chai, 851

13
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F.3d at 221. Thus, the Chai Court "[held] that [section] 6751(b)(1) requires written

approval of the initial penalty determination no later than the date the IRS issues

the notice of deficiency (o_r files an answer or amended answer) asserting such

penalty." Id. By using the disjunctive ("or") the Second Circuit recognized

penalties can be initially determined by the Commissioner in a notice of deficiency,

or by IRS Chief Counsel (and alleged by way of an answering pleading) if the

penalties are not included in the notice of deficiency. Thus, the Chai Court

concluded that, in cases where the Commissioner detennines a penalty, the initial

determination occurs no later than the time at which the notice of deficiency is

issued. In cases where IRS Chief Counsel determines a penalty, the initial

determination occurs no later than the time at which the answer or amended answer

is filed.

This Court found in both Graev I and Graev II that the Commissioner

determined to assess the penalties in the notice of deficiency. In Graev I, this

Court found: "[b]y a statutory notice of deficiency dated September 22, 2008, the

IRS ... determined that Mr. and Mrs. Graev are liable for accuracy-related

penalties under section 6662 for 2004 and 2005." Graev I, 140 T.C. at 388.

Similarly, in Graev II, this Court found:

Since the 40% penalty was the IRS' principal position and the 20%
penalty appeared in the notice of deficiency only as an alternative, the
notice of deficiency correctly calculated the amount of the 20%
penalty as zero, rather than as a positive amount that would have

14
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improperly added to the amount of the proposed assessment. T_he
notice of deficiency clearly informed petitioners of the determination
of the 20% penalty (as an alternative) and clearly set out the
computation (albeit reduced to zero, as it had to be then, to account
for the greater 40% penalty). The notice of deficiency thus complied
with section 6751(a).

Graev II, 147 T.C. at ___ (slip op. at 22) (emphasis added). Because the

Commissioner determined the 20% penalties in the notice of deficiency, "[section]

6751(b)(1) requires written approval of the initial penalty determination no later

than the date the IRS issues the notice of deficiency." Chai, 851 F.3d at 221

(emphasis added). Thus, the Commissioner did not comply with the requirements

of section 6751(b)(1) when it mattered - at the time the notice of deficiency was

issued. The amendment to answer does not affect the applicability of C_hai. It

therefore follows that the Court must enter a decision adjudging the Graevs not

liable for the 20% accuracy-related penalties.

VI. Other Relevant Issues

The Graevs will not burden this Supplemental Brief by responding to

arguments the Commissioner has yet to make or to which they have responded in

the Opening Brief and the Answering Brief. The Graevs respectfully ask the Court

to allow the parties to file briefs responding to the other party's supplemental brief,

if necessary.
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CONCLUSION

For the foregoing reasons, in accordance with Golsen v. Commissioner, 54

T.C. 742, 757 (1970), aff'd, 445 F.2d 985 (10th Cir. 1971), the Court in this case

must vacate its decision and its sustention of the 20% accuracy-related penalties on

the basis of Chai.
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