Mukhi v. Commissioner, 162 T. C. No. 8 (2024)

The U. S. Tax Court ruled that the IRS lacks authority to assess penalties under I. R.
C. § 6038(b) for failure to file foreign corporation information returns, thus
invalidating collection actions for these penalties. However, the court upheld
penalties under I. R. C. § 6677 for failure to report foreign trust transactions, finding
they do not violate the Eighth Amendment’s Excessive Fines Clause. This decision
clarifies the IRS’s assessment powers and the constitutional limits of civil tax
penalties.

Parties

Raju J. Mukhi, the petitioner, challenged the Commissioner of Internal Revenue, the
respondent, in the United States Tax Court. Mukhi’s challenge was in response to a
notice of determination concerning foreign reporting penalties assessed under I. R.
C. §§ 6038(b) and 6677. The case proceeded through summary judgment motions
filed by both parties.

Facts

Raju J. Mukhi created three foreign entities between 2001 and 2005: Sukhmani
Partners II Ltd. , Sukhmani Gurkukh Nivas Foundation, and Gurdas International
Ltd. Through these entities, Mukhi opened foreign brokerage accounts and
conducted transactions amounting to over $9. 7 million transferred to Gurdas
International Ltd. and approximately $4. 7 million withdrawn between 2005 and
2008. Following a guilty plea in 2014 for false tax returns and failure to file reports
of foreign bank accounts, the IRS assessed penalties totaling over $11 million under
I. R. C. §§ 6038(b) and 6677 for Mukhi’s failure to timely file required international
information returns. Mukhi protested these assessments and requested a Collection
Due Process (CDP) hearing, during which he sought to challenge his underlying
liability and proposed collection alternatives.

Procedural History

The IRS issued notices of determination to proceed with collection actions,
prompting Mukhi to file a petition with the U. S. Tax Court. The case was
consolidated with Mukhi’s related deficiency case for trial and briefing. Both parties
filed cross-motions for summary judgment, addressing issues of due process, abuse
of discretion in rejecting collection alternatives, and the constitutionality of the
assessed penalties. The Tax Court reviewed the motions based on the administrative
record and legal precedents, considering the validity of the notice of determination,
the IRS’s assessment authority, and the application of the Eighth Amendment’s
Excessive Fines Clause.

Issue(s)

Whether the IRS has the authority to assess penalties under I. R. C. § 6038(b) for
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failure to file foreign corporation information returns?

Whether the penalties assessed under I. R. C. § 6677 for failure to report foreign
trust transactions violate the Eighth Amendment’s Excessive Fines Clause?

Whether the settlement officer violated Mukhi’s Fifth Amendment due process
rights or abused his discretion in rejecting Mukhi’s proposed collection alternatives?

Rule(s) of Law

The court applied the rule that the IRS’s assessment authority is limited to those
penalties explicitly provided for in the Internal Revenue Code. I. R. C. § 6038(b)
imposes a penalty for failure to file information returns disclosing ownership of a
foreign corporation, but does not grant the IRS the authority to assess this penalty.
I[. R. C. § 6677 imposes penalties for failure to file information returns related to
foreign trusts, with the penalty amount determined based on the gross value of the
trust assets or transferred property. The Excessive Fines Clause of the Eighth
Amendment prohibits the imposition of fines that are grossly disproportionate to the
gravity of the offense. The court also considered the due process requirements
under the Fifth Amendment and the IRS’s discretion in evaluating collection
alternatives under I. R. C. § 7122(a).

Holding

The court held that the IRS lacks authority to assess penalties under I. R. C. §
6038(b), thus prohibiting collection actions for these penalties. The court further
held that the penalties imposed under I. R. C. § 6677 do not constitute fines and
therefore do not violate the Excessive Fines Clause. The settlement officer did not
violate Mukhi’s Fifth Amendment due process rights or abuse his discretion in
rejecting Mukhi’s proposed collection alternatives, as the offers were significantly
below Mukhi’s reasonable collection potential.

Reasoning

The court’s reasoning was grounded in statutory interpretation, constitutional
analysis, and administrative law principles. For I. R. C. § 6038(b), the court adhered
to its precedent in Farhy v. Commissioner, which established that the IRS lacks
assessment authority for this penalty. This decision was based on the plain language
of the statute, which does not explicitly grant assessment authority to the IRS.
Regarding I. R. C. § 6677, the court found that these penalties serve a remedial
purpose aimed at protecting revenue and reimbursing the government for
investigation expenses, rather than punishing the taxpayer. This purpose aligns with
the court’s consistent interpretation of civil tax penalties as non-punitive under the
Eighth Amendment. The court’s analysis of the Fifth Amendment and collection
alternatives focused on the settlement officer’s independent review of Mukhi’s case
and the adequacy of the proposed offers in relation to Mukhi’s financial situation.
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The court emphasized that the settlement officer’s interactions with the Appeals
officer did not compromise his impartiality, and the rejection of the collection
alternatives was justified given the significant disparity between the offers and
Mukhi’s reasonable collection potential.

Disposition

The court granted partial summary judgment in favor of Mukhi on the issue of the
IRS’s authority to assess penalties under I. R. C. § 6038(b), prohibiting collection
actions for these penalties. The court granted the Commissioner’s motion for partial
summary judgment on the issues of the validity of the notice of determination, the
non-violation of Mukhi’s Fifth Amendment rights, the non-abuse of discretion in
rejecting collection alternatives, and the non-violation of the Excessive Fines Clause
by the I. R. C. § 6677 penalties. Mukhi’s motion for summary judgment was denied.

Significance/Impact

This case significantly impacts the IRS’s enforcement of foreign reporting penalties,
particularly under I. R. C. § 6038(b), by clarifying that the IRS lacks assessment
authority for these penalties. This ruling may prompt legislative action to explicitly
grant such authority if deemed necessary. The decision also reinforces the
distinction between remedial and punitive penalties under the Eighth Amendment,
providing guidance on the constitutional limits of civil tax penalties. For legal
practitioners, the case underscores the importance of challenging the IRS’s
assessment authority and the need for thorough review of collection alternatives in
CDP hearings.
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