
Part III. Administrative, Procedural, and Miscellaneous
Public Comment Invited
on Recommendations for
2005–2006 Guidance Priority
List

Notice 2005–25

The Department of Treasury and Inter-
nal Revenue Service invite public com-
ment on recommendations for items that
should be included on the 2005–2006
Guidance Priority List.

Treasury’s Office of Tax Policy and the
Service use the Guidance Priority List each
year to identify and prioritize the tax is-
sues that should be addressed through reg-
ulations, revenue rulings, revenue proce-
dures, notices, and other published admin-
istrative guidance. The 2005–2006 Guid-
ance Priority List will establish the guid-
ance that the Treasury Department and the
Service intend to issue from July 1, 2005,
through June 30, 2006. The Treasury De-
partment and the Service recognize the
importance of public input to formulate
a Guidance Priority List that focuses re-
sources on guidance items that are most
important to taxpayers and tax administra-
tion.

As is the case whenever significant leg-
islation is enacted, the Treasury Depart-
ment and the Service have dedicated sub-
stantial resources to published guidance
projects necessary to implement the provi-
sions in the American Jobs Creation Act
of 2004, Pub. L. No. 108–357, 118 Stat.
1418 (“AJCA”), enacted on October 22,
2004. As a consequence, new guidance
projects were added to the Guidance Pri-
ority List, as updated on December 21,
2004. The Treasury Department and the
Service will continue to evaluate the prior-
ity of each guidance project in light of the
AJCA and other developments during the
2005–2006 plan year.

In reviewing recommendations and
selecting projects for inclusion on the
2005–2006 Guidance Priority List, the
Treasury Department and the Service will
consider the following:

1. Whether the recommended guid-
ance resolves significant issues relevant to
many taxpayers;

2. Whether the recommended guidance
promotes sound tax administration;

3. Whether the recommended guidance
can be drafted in a manner so that tax-
payers can easily understand and apply the
guidance;

4. Whether the Service can administer
the recommended guidance on a uniform
basis; and

5. Whether the recommended guidance
reduces controversy and lessens the bur-
den on taxpayers or the Service.

Taxpayers may submit recommenda-
tions for guidance at any time during the
year. Please submit recommendations by
April 30, 2005, for possible inclusion on
the original 2005–2006 Guidance Prior-
ity List. The Service plans to update the
2005–2006 Guidance Priority List period-
ically to reflect additional guidance that
the Treasury Department and the Service
intend to publish during the plan year.
The periodic updates allow the Treasury
Department and the Service to respond to
the need for additional guidance that may
arise during the plan year. Recommenda-
tions for guidance received after April 30,
2005, will be reviewed for inclusion in the
next periodic update.

Taxpayers are not required to submit
recommendations for guidance in any par-
ticular format. Taxpayers should, how-
ever, briefly describe the recommended
guidance and explain the need for the guid-
ance. In addition, taxpayers may include
an analysis of how the issue should be re-
solved. It would be helpful if taxpayers
suggesting more than one guidance project
would prioritize the projects by order of
importance. If a large number of projects
are being suggested, it would be helpful if
the projects were grouped in terms of high,
medium or low priority.

Taxpayers should send written com-
ments to:

Internal Revenue Service
Attn: CC:PA:LPD:PR
(Notice 2005–25)
Room 5203
P.O. Box 7604
Ben Franklin Station
Washington, D.C. 20044

or hand deliver comments Monday
through Friday between the hours of
8 a.m. and 4 p.m. to:

Courier’s Desk
Internal Revenue Service
Attn: CC:PA:LPD:PR
(Notice 2005–25)
1111 Constitution Avenue, N.W.
Washington, D.C. 20224

Alternatively, taxpayers may sub-
mit comments electronically via
e-mail to the following address:
Notice.Comments@irscounsel.treas.gov.
Taxpayers should include “Notice
2005–25” in the subject line. All com-
ments will be available for public inspec-
tion and copying in their entirety.

For further information regarding this
notice, contact Crystal Foster of the Office
of Associate Chief Counsel (Procedure
and Administration) at (202) 622–7326
(not a toll-free call).

Frivolous Arguments to Avoid
When Filing a Return or Claim
for Refund

Notice 2005–30

SECTION 1. INTRODUCTION.

As April 15 approaches, taxpayers are
reminded to steer clear of abusive tax-
avoidance schemes that purportedly allow
them to reduce or eliminate taxes. If an
idea to save on taxes seems too good to be
true, it probably is.

Many abusive tax-avoidance schemes
are based on frivolous arguments that the
Service and the courts have repeatedly
rejected. These schemes are often sold by
promoters for a substantial fee, and may
be sold over the Internet, through adver-
tisements in newspapers and magazines,
at conferences and seminars (including
conferences for professional groups such
as doctors or dentists), and through rec-
ommendations of friends or acquaintances
who have learned about these schemes.

Section 2 of this notice sets out some of
the most common frivolous arguments
used by these abusive tax-avoidance
schemes. The Service is committed to
identifying taxpayers who attempt to avoid
their tax obligations by using schemes
based on these and other frivolous ar-
guments. Frivolous returns and other
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documents submitted to the Service are
processed through its Frivolous Return
Program. The Service also reviews other
documents that make frivolous arguments
to determine whether the individuals who
submit these documents have filed re-
quired tax returns and paid all taxes due
for previous years.

Section 3 of this notice identifies poten-
tial civil and criminal penalties. Taxpay-
ers who engage in abusive tax-avoidance
schemes will be liable for unpaid taxes and
interest. In addition, the Service will im-
pose civil and criminal penalties against
taxpayers where appropriate. The Service
also will determine appropriate penalties
and consider taking other appropriate ac-
tion against persons who promote these
schemes and who prepare frivolous returns
based on those schemes.

SECTION 2. COMMON FRIVOLOUS
ARGUMENTS.

This section sets out some of the most
common frivolous arguments used by tax-
payers to avoid or evade tax.

• “A taxpayer can avoid tax by filing
a return that reports zero income and
zero tax liability.” All taxpayers who
receive more than the statutory min-
imum amount of gross income, from
whatever source derived, must file re-
turns and pay tax. No law, including
the Internal Revenue Code, permits a
taxpayer who has received wages or
other income to file a return with zero
income and zero tax liability. If a tax-
payer has received income subject to
federal tax, a return showing only ze-
roes for income and tax liability is not
a valid return. Further, inclusion of the
phrase “nunc pro tunc” or other legal
jargon on an income tax return does
not serve to validate an otherwise im-
proper return.

• “A taxpayer may avoid income tax
by referring to a separate ‘straw man’
entity created by the use of the tax-
payer’s name in all capital letters in
government documents.” No author-
ity supports the claim that individu-
als may avoid their federal income tax
obligations based on “straw man” ar-
guments. The use of all uppercase
letters when including an individual’s

name in government documents has no
significance whatsoever.

• “Wages are not taxable income, pur-
suant to section 1001, because tax-
payers have basis in their labor equal
to the fair market value of the wages
they receive; thus, there is no gain to
be taxed.” All compensation received,
no matter what the form of payment,
must be included in gross income un-
der section 61. This includes salary or
wages paid in cash, as well as the value
of property and other economic bene-
fits received from services performed
or to be performed in the future. Sec-
tion 1001 governs gain or loss on the
disposition of property, and has no ap-
plication to compensation for services.

• “The 16th Amendment is invalid
because it contradicts the original
Constitution, was not properly rati-
fied, and lacks an enabling clause.”
The Sixteenth Amendment to the U.S.
Constitution, which authorizes the in-
come tax, was properly ratified by the
states and is valid. Further, the argu-
ment that the Sixteenth Amendment is
invalid due to the lack of an enabling
clause is without merit because Con-
gress has the power to lay and collect
taxes pursuant to Article 1, Section 8,
Clause 18 of the Constitution.

• “A taxpayer can make a ‘claim of
right’ to exclude the cost of his labor
from income.” There is no “claim of
right” doctrine under any federal law,
including the Internal Revenue Code,
that permits a taxpayer to deduct or
exclude from gross income the value of
his labor.

• “Only income from a foreign source
is taxable under section 861.” Sec-
tions 861 through 865 do not exclude
income from taxable income. In par-
ticular, nothing in these sections or
the Treasury regulations provides that
only income earned from certain for-
eign sources is subject to U.S. tax.

• “I am not a ‘citizen’ or a ‘person’
within the meaning of the Internal
Revenue Code.” A citizen of any one
of the 50 States (e.g., New York, Cal-
ifornia) of the United States or of the

District of Columbia is also a citizen of
the United States and is subject to fed-
eral tax.

• “Residents of States, such as New
York or California, are residents of
a foreign country and therefore not
subject to U.S. income tax.” Under
its specific conditions and limitations,
section 911 permits a taxpayer to elect
to exclude income from U.S. taxable
income only when the taxpayer earns
income abroad and resides outside the
geographic boundaries of the United
States. For purposes of section 911,
States (e.g., New York or Califor-
nia), the District of Columbia, and
Commonwealths and Territories of the
United States (e.g., Johnston Atoll) are
not foreign countries.

• “A taxpayer can escape income tax
by putting assets in an offshore bank
account.” A citizen or resident of the
United States cannot use an offshore fi-
nancial arrangement (such as a foreign
bank or brokerage account, or a credit
card issued by a foreign bank) to avoid
his federal tax obligations. Taxpayers
are required to disclose foreign finan-
cial accounts to the Treasury Depart-
ment and may face civil and criminal
penalties if they fail to do so.

• “A taxpayer can eliminate tax by
establishing a ‘corporation sole.’” A
taxpayer cannot avoid income tax by
establishing a “corporation sole.” A
corporation sole may be used only by
a legitimate religious leader for spe-
cific, limited purposes relating to the
religious leader’s office.

• “A taxpayer can place all of his as-
sets in a trust to escape income tax
while still retaining control over those
assets.” A taxpayer who places assets
in a trust but retains certain powers or
interests over the assets, including the
power to control the beneficial enjoy-
ment of the assets, is treated as the
owner of the assets for federal tax pur-
poses and is subject to tax on the in-
come from those assets.

• “A taxpayer can deduct amounts
paid to maintain his household by es-
tablishing a home business.” Business
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expenses, including expenses related
to a home-based business, are not de-
ductible unless the expenses relate to a
legitimate profit-seeking trade or busi-
ness. Promoters of home-based busi-
ness schemes improperly encourage
taxpayers to claim household expenses
as business expense deductions when
the purported home-based business is
not a legitimate trade or business.

• “Nothing in the Internal Revenue
Code imposes a requirement to file
a return.” Section 6011 expressly au-
thorizes the Service to require, by
Treasury regulation, the filing of tax
returns. Section 6012 identifies per-
sons who are required to file income
tax returns. Under Treasury regula-
tions, taxpayers who receive more
than the statutory minimum amount
of gross income must file income tax
returns. Taxpayers also are required to
pay any tax owed.

• “Filing a tax return is ‘voluntary.’”
Some people mistake the word “vol-
untary” for “optional” — but filing a
tax return is not optional for those who
meet the law’s minimum gross income
requirements. The word “voluntary,”
as used in IRS publications and else-
where, refers to the fact that the U.S.
tax system is a voluntary compliance
system. This means only that taxpay-
ers themselves determine the correct
amount of tax and complete the appro-
priate returns, rather than have the gov-
ernment do this for them as is done in
some other countries. This system of
self-reporting does not make the filing
of tax returns or the payment of tax
voluntary. For those who do not com-
ply with this system and fail to self-re-
port their tax liability, the tax law au-
thorizes various enforced compliance
measures.

• “Because taxes are voluntary, as an
employer, I don’t have to withhold in-
come or employment taxes from my
employees.” Every taxpayer is respon-
sible for completing and filing required
returns and paying the correct amount
of tax. An employer is required by
law to withhold income and employ-
ment taxes from salary and wages paid
to employees. Employers also must

deposit the amounts withheld with the
Service.

• “A taxpayer can refuse to pay taxes
if the taxpayer disagrees with the gov-
ernment’s use of the taxes it collects.”
No law, including the Internal Revenue
Code, permits a taxpayer to avoid or
evade tax obligations on the grounds
that the taxpayer does not agree with
the Government’s past or possible fu-
ture use of the taxes collected.

• “A taxpayer can escape income taxes
or the tax system by submitting a set
of documents in lieu of a tax return.”
Taxpayers must file income tax returns
using the forms prescribed by the Ser-
vice. No law, including the Internal
Revenue Code, permits taxpayers to
submit a document or series of docu-
ments to remove themselves from the
income tax system.

• “A taxpayer can avoid tax by filing
a return with an attachment that dis-
claims tax liability.” A return with an
attached disclaimer of tax liability is
not a valid tax return under the law.

• “A taxpayer can avoid tax by filing
a return with an altered penalties of
perjury statement.” Alterations to an
income tax return or to the penalties of
perjury statement may nullify a return.

• “Certain taxpayers can claim a ‘repa-
rations tax credit’ to right wrongs
done in the past.” No law, including
the Internal Revenue Code, permits a
“reparations tax credit.”

• “By purchasing equipment and ser-
vices for an inflated price, a taxpayer
can use the Disabled Access Credit to
reduce tax or generate a refund.” The
section 44 Disabled Access Credit,
which is limited to expenses for spe-
cific medical equipment needed to
make a business accessible to disabled
individuals, may only be claimed for
amounts actually paid by a taxpayer
running a legitimate business. Promot-
ers of this scheme improperly offer to
sell equipment or services at inflated
prices in order to generate a large
credit. Taxpayers participating in this
scheme, however, ultimately are not

required to pay, and do not pay, the
entire price stated in the sales contract.

• “Under section 3121 taxpayers can
deduct the amount of Social Security
taxes paid or get a refund of those
taxes.” The Internal Revenue Code im-
poses Social Security tax on wages as
defined in section 3121. Aside from
the narrow exception for a religious ex-
emption under section 3127, a taxpayer
may not exclude wages from Social
Security taxation on the basis that the
taxpayer is waiving the right to receive
Social Security benefits, and the Code
does not authorize a deduction for, or
refund of, Social Security taxes paid.

• “A taxpayer may sell (or purchase)
the right to claim a child as a quali-
fying child for purposes of the EIC.”
A taxpayer may not purchase or sell
the right to claim a child as a qualify-
ing child for purposes of the earned in-
come credit (EIC). In order to claim a
child as a qualifying child for purposes
of the EIC, the child must meet spe-
cific relationship, residency and age re-
quirements.

The Service and the courts have repeat-
edly rejected these arguments and varia-
tions on them, and have rejected numerous
other tax avoidance schemes and frivolous
arguments used by taxpayers to avoid or
evade taxes.

SECTION 3. CIVIL AND CRIMINAL
PENALTIES.

Civil and criminal penalties may ap-
ply to taxpayers who make frivolous argu-
ments. Potentially applicable civil penal-
ties include: (1) the section 6651 additions
to tax for failure to file a return, failure to
pay the tax owed, and fraudulent failure
to file a return; (2) the section 6662 accu-
racy-related penalty, which is equal to 20
percent of the amount of taxes the taxpayer
should have paid; (3) the section 6663
penalty for civil fraud, which is equal to
75 percent of the amount of taxes the tax-
payer should have paid; (4) a $500 penalty
under section 6702 for filing a frivolous in-
come tax return; and (5) a penalty of up to
$25,000 under section 6673 if the taxpayer
makes frivolous arguments in the United
States Tax Court.
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Taxpayers who take frivolous positions
also may face criminal prosecution for: (1)
attempting to evade or defeat tax under
section 7201, for which the penalty is a sig-
nificant fine and imprisonment for up to 5
years; (2) willful failure to file a return un-
der section 7203, for which the penalty is a
fine of up to $25,000 and imprisonment for
up to one year; and (3) making false state-
ments on a return, statement, or other doc-
ument under section 7206, for which the
penalty is a significant fine and imprison-
ment for up to 3 years.

Persons, including return preparers,
who promote frivolous positions and those
who assist taxpayers in claiming tax ben-
efits based on frivolous positions may
face penalties and may be enjoined by a
court pursuant to sections 7407 and 7408.
Potential penalties include: (1) a $250
penalty under section 6694 for each return
or claim for refund prepared by an income
tax return preparer who knew or should
have known that the taxpayer’s position
was frivolous (or $1,000 for each return
or claim for refund if the return preparer’s
actions were willful, intentional or reck-
less); (2) a penalty under section 6700
for promoting abusive tax shelters; (3)
a $1,000 penalty under section 6701 for
aiding and abetting the understatement of
tax; and (4) criminal prosecution under
section 7206, for which the penalty is a
significant fine and imprisonment for up to
3 years for assisting or advising about the
preparation of a false return, statement or
other document under the internal revenue
laws.

SECTION 4. EFFECT ON OTHER
DOCUMENTS.

Notice 2004–22 is modified and super-
seded.

SECTION 5. ADDITIONAL
INFORMATION.

Other information about frivolous tax
positions is available on the Service web-
site at www.irs.gov.

The principal author of this notice is the
Office of Associate Chief Counsel (Proce-
dure & Administration). For further infor-
mation regarding this notice, contact that
office at (202) 622–7800 (not a toll-free
call).

State and Local General Sales
Tax Deduction

Notice 2005–31

This notice provides guidance to tax-
payers regarding the election to deduct
state and local general sales taxes in lieu
of state and local income taxes under
§ 164(b)(5) of the Internal Revenue Code
for taxpayers who elect to itemize deduc-
tions under § 63(e). Section 164(b)(5) was
added by § 501 of the American Jobs Cre-
ation Act of 2004, Pub. L. No. 108–357,
and applies for taxable years beginning
after December 31, 2003, and before Jan-
uary 1, 2006.

BACKGROUND

Section 164(a)(3) provides, in part, that
taxpayers may deduct state and local in-
come taxes in the taxable year the taxes are
paid or incurred. Under § 164(b)(5), tax-
payers may elect to deduct state and local
general sales taxes in lieu of state and local
income taxes.

A general sales tax is a tax imposed at
one rate with respect to the retail sale of
a broad range of classes of items. Section
164(b)(5)(B). In determining whether the
tax is imposed on a broad range of classes
of items, the fact that sales taxes do not
apply to some or all food, clothing, med-
ical supplies, and motor vehicles is disre-
garded. Section 164(b)(5)(C)(i). In deter-
mining whether the tax is imposed at one
rate, the fact that the tax rate that applies to
food, clothing, medical supplies, or motor
vehicles is lower than the general tax rate
is disregarded. Section 164(b)(5)(C)(ii).

In general, sales taxes that are imposed
at a rate other than the general rate of tax
are not deductible. However, sales taxes
imposed on (1) food, clothing, medical
supplies, or motor vehicles at a rate lower
than the general rate of tax may be de-
ducted, and (2) motor vehicles at a rate in
excess of the general sales tax rate may be
deducted only at the general sales tax rate.
Section 164(b)(5)(D) and (F).

If the amount of a sales tax is separately
stated and paid by the consumer (other
than in connection with a trade or busi-
ness), the amount of the tax is treated as a
tax imposed on and paid by the consumer
rather than the seller. Therefore, the con-
sumer may deduct sales taxes that are im-

posed on the seller if the tax is separately
stated (as on a contract or receipt) and paid
by the consumer. Section 164(b)(5)(G).

A compensating use tax is treated as a
sales tax if the tax (1) is imposed on the
use, storage, or consumption of an item,
and (2) is complementary to a general sales
tax that would be deductible with respect
to similar items. Section 164(b)(5)(E).

Taxpayers who elect to deduct state and
local sales taxes may deduct either actual
sales taxes paid or incurred, as evidenced
by appropriate records, or an amount de-
termined under tables provided by the Ser-
vice. For 2004, tables are provided in Pub-
lication 600, Optional State Sales Tax Ta-
bles. A taxpayer who elects to use the
optional sales tax tables may deduct (1)
the amount determined under the tables, as
provided in the instructions, plus (2) the
actual amount of state and local general
sales taxes paid on motor vehicles, boats,
and certain other specified items. Section
164(b)(5)(H).

APPLICATION

Manner of making election to deduct sales
taxes

Taxpayers elect to deduct state and local
general sales taxes in lieu of state and local
income taxes on Form 1040, Schedule A,
in accordance with the instructions. A tax-
payer may elect to deduct state and local
general sales taxes in one taxable year and
state and local income taxes in another tax-
able year. The election for a taxable year
for which the period of limitation for filing
a claim for refund or credit under § 6511
has not expired may be revoked by filing
an amended return for that taxable year.

Definition of motor vehicle

For purposes of deducting state and lo-
cal general sales taxes, a “motor vehicle”
includes an automobile, motorcycle, mo-
tor home, recreational vehicle, sport util-
ity vehicle, off-road vehicle, van, or truck
(any of which may be either purchased or
leased). For these items, if sales taxes are
imposed at rates that exceed the general
sales tax rate, sales tax may be deducted
only at the general sales tax rate.
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