IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

XELAN, INC. et al. : Cl VIL ACTI ON
V. :
UNI TED STATES E NO. 04-2289
MEMORANDUM
Dal zel |, J. Novenber 3, 2004

Before us is the Internal Revenue Service's notion
seeki ng summary enforcenent of ten sunmonses served on SE
| nvestments Conpany ("SElI") and The Vanguard G oup ("Vanguard").
The Service is investigating xélan, Inc., a California-based
organi zati on that has marketed tax-reduction prograns to over
70, 000 physicians.® Pursuant to its investigation, the Service
has issued ten summonses directing SEI and Vanguard to produce
docunents concerning five xélan prograns.

In 2003, Jay Higgins, a seasoned agent in the Service's
Abusi ve Tax Avoi dance Transactions G oup, began investigating
xélan's potential tax liability. Agent H ggins is investigating
whet her xélan's representatives made fraudul ent statenents when
t hey marketed prograns and whet her any prograns qualify as tax

shelters. On May 6, 2004, the IRS served summonses on SE

1. Xélan is a veritable fam |y of corporations and affili ated
financial advisors, the follow ng of which are petitioners in
this action: xélan, Inc.; xélan Adnm nistrative Services, Inc.;
xél an I nvestnment Services, Inc.; xélan Annuity Co.; xélan, The
Econom ¢ Associ ation of Health Professionals, Inc.; Pyramda
Fundi ng Systens, Inc., d/b/a xélan Insurance Services; and xél an
Pensi on Services, Inc. The IRS s investigation targets xél an,
Inc., and so, for sinplicity's sake, we use the shorthand,
"xélan."



because it was xélan's recordkeeper and client investnent adviser
until Septenber 2003; it served sunmonses on Vanguard on May 7
because it served the sane purpose after Septenber of 2003. The
petitioners responded by filing a notion to quash the sumonses,
and the Governnent has filed a notion for summary enforcenent.
This action cane to us because it is factually related

to Cohen v. United States, 306 F. Supp.2d 495 (E.D. Pa. 2004) and

Xélan, Inc. v. United States, No. 03-6433, 2004 W. 1047721, at *1

(E.D.Pa. May 6, 2004), which are cases involving sumobnses t hat
the Service issued to SEI pursuant to investigations into the tax
l[iability of the Cohen and Baughman fam lies, both xélan clients.
I n Cohen and Xél an, we denied the petitions to quash and granted
the Governnent's notion for sunmary enforcenent. After

i ndependently reviewing the record in this case, and for the
reasons set forth at greater length in Cohen and Xélan, we wll
al so dism ss the petitions now before us and grant the

Governnent's notion for sunmary enforcenent.

A. Discussion

The Internal Revenue Code grants the |IRS expansive
authority to issue admnistrative sumonses for the production of
"books, papers, records, or other data" to determ ne the
correctness of any return or the tax liability of any person.

| . R C. 8§ 7602(a)(1).* Enphasizing the breadth of this power, the

2. This Court has jurisdiction under I.R C. 88 7402(b) and
7604(a) to enforce | RS sumonses.
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Suprenme Court has anal ogized it to that of a grand jury, "which

does not depend on a case or controversy for power to get

evi dence but can investigate nerely on suspicion that the lawis
bei ng violated, or even just because it wants assurance that it

is not." United States v. Powell, 379 U S. 48, 57 (1964).

To determ ne whet her the sumonses are enforceabl e, we

apply Powell's burden-shifting regime. First, the Governnent

nmust nmake a prima facie showng that (1) the investigation wll
be conducted pursuant to a legitimate purpose, (2) the inquiry
may be relevant to that purpose, (3) the information sought is
not already within the Service's possession, and (4) the

adm ni strative steps that the Code requires have been foll owed.
Powel |, 379 U S. at 57-58. Once the Governnent makes a prim
facie showi ng, the burden then shifts to the petitioner either to
di sprove one of the four Powell elenents or otherw se denonstrate
that enforcenment of the summons will result in an abuse of the

court's process. 1d. at 57-58; United States v. Rockwell Int'l,

897 F.2d 1255, 1262 (3d Cir. 1990).

1. The Governnent's Prima Facie Case

In support of its prim facie case, the Governnent

offers the declaration of IRS Agent Jay Higgins. Upon carefully
reviewi ng Agent Higgins's declaration, we conclude that the

Governnment has carried its prim facie burden.

To prove the first element under Powell -- that it has

a legitimate purpose -- "neans nothing nore than that the
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governnent's sumons nust be issued in good faith pursuant to one
of the powers granted under 26 U . S.C. § 7602." Rockwell, 897
F.2d 1262. Here, as Agent Higgins explains, the IRS is
i nvestigating xélan for a legitinmate purpose, i.e., to determ ne
whet her to penalize it for violating the Internal Revenue Code:

| aminvestigating whether, in the course of

mar keting any of the follow ng xél an-

devel oped prograns, representatives of xélan,

Inc. made any fal se or fraudul ent statements

about the tax benefits that doctors m ght

expect to receive fromparticipating in these

prograns. | amal so investigating whether

any of the follow ng xél an-devel oped and

mar ket ed prograns qualify as tax shelters

subject to the registration, disclosure and

reporting requirenents of the Interna

Revenue Code.
Hi ggins Decl. § 29. 1In other words, Agent Higgins is
i nvestigating whether xélan violated I.R C. 8 6700 by maki ng
fal se statenents about tax benefits and shoul d be enjoi ned, under
|. R C. §8 7408, fromcommtting further violations. Higgins Decl.
1M1 3, 6, 16, 25, 29, 36.B. He is also investigating whether
xél an's tax-reduction prograns viol ate Code provisions regul ating
tax shelters, particularly I.R C. 88 6677, 6701, 6707, and 6708.
Id. § 3. Thus, the IRS has a legitinmte purpose.

Turning to the second Powel |l elenent, relevance, the
Gover nment mnust show that the summonsed information "m ght throw

i ght upon" the matter under investigation. United States v.

Rockwel | Int'l, 897 F.2d 1255, 1263 (3d Cir. 1990). In his

decl arati on, Agent Hi ggins explains -- in painstaking detail --

why the I RS seeks to serve sumonses on SEI and Vanguard. First,
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he expl ains that because the Service is investigating whether
xél an representatives nmade fal se statenents about the tax
benefits doctors could obtain by participating in its prograns,
the Service needs to interview these doctors:

I ndi vi dual xélan doctors can tell the IRS

precisely what information they received from

Xxélan and its representatives, and what tax

benefits were touted to them In this

respect, individual xélan doctors can shed

light on the IRS s investigation of xélan,

Inc. as a tax shelter pronoter.

Higgins Decl. | 36.B. Hence, the records in SElI's and Vanguard's
possessi on may enable the Service to determ ne whether xélan's
representatives touted fal se tax benefits.

Second, the I RS seeks to | earn whet her xélan's prograns
are legitimate insurance plans or instead fronts devised to
enabl e doctors to evade incone taxes. The Service can
investigate the legitinmcy of xélan's prograns only by del ving
into the accounts of its participants. Consequently, exam ning
the SEI and Vanguard records may enable the Service to confirm
whet her xélan trusts are legitinmate insurance prograns or
unl awful tax shelters.?®

Turning to the third and fourth prongs of the

Powel|l test, we conclude that the Governnent has carried its

3. On June 30, 2004, xélan, Inc. and three other xélan entities
filed voluntary petitions, under Chapter 11 of the Bankruptcy
Code, in the United States Bankruptcy Court for the Southern
District of California. The IRS also hopes that the "information
sought by these summonses may shed |light on, and help to
determ ne the amount of, the IRS s clains against the debtors in
bankruptcy, for their liabilities for taxes inposed upon tax
shelter pronoters . . . ." Hggins Decl. ¥ 36.C
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burden. Aside fromthe information SEI has al ready produced in
response to the Orders this Court entered in the Cohen and
Baughman i ncone tax audits (which the Service enphasizes it "does
not seek to obtain," Gov.'s Mdt. at 23), the I RS does not already
have the information it now seeks. Higgins Decl. 1Y 37, 38.
Indeed, if it already had the information, the I RS woul d never
have issued these sumonses in the first place. As for the fina
Powel | prong, Agent Higgins has declared that the Service
followed all adm nistrative steps required under the Code for

i ssuing sumonses. Higgins Decl. § 39.

2. The Petitioner's Response
to the Service's Prima Facie Case

Because the Service has established a prima facie case

for the enforcenent of these sumobnses, xélan "faces a heavy
burden” that requires it either to highlight a serious weakness
in the Governnent's case or to show that the IRS issued the

summonses in bad faith. United States v. Muratore, 315 F. Supp. 2d

305, 307 (WD.N. Y. 2004) (quoting Mller v. United States, 150

F.3d 770, 772 (7th Gr. 1998)); see also United States v.

Rockwel |l Int'l, 897 F.2d 1255, 1262 (3d Cr. 1990). W

separately consider each of xélan's argunents.

First, xélan argues that the IRS failed to give notice
to third parties identified in the summonses, an all eged
violation of I.R C. 8 7609(a)(1). Section 7609(a)(1l) provides
that, if any summons requires the "giving of testinony on or

relating to [or] the production of any portion of records made or
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kept on or relating to . . . any person (other than the person
summoned) who is identified in the summons,” the I RS nust give
notice to that person. Wile the sumobnses in question never
nane any xélan participant, xélan argues that we shoul d construe
the word "identified" to enconpass all participants.

As a prelimnary matter, xélan contends that the IRS
needed to give notice only to the about "100 participants .
who are [al ready] under audit." Pet.'s Resp. at 6. After al
(so the argunent goes), it would be inpossible for the IRSto
notify any other participants because it does not yet know who
t hey are.

Xélan's argunment that the IRS had to give notice to the
hundred participants already under audit msses the mark. First,
absent an absurd result, when the express | anguage of a statute
is clear, a court will not adopt a different construction. Hay

Goup, Inc. v. E.B.S. Acquisition Corp., 360 F.3d 404, 406 (3d

Cir. 2004). The plain nmeaning of Section 7609(a) requires that
the IRS notify only those persons identified in the summons.
Because here the summonses identify only xélan, Section 7609(a)
never required the IRS to notify any xélan partici pants.

Two decades ago, the United States Court of Appeals for
the Second Circuit confronted the i ssue we face and reached the

sane concl usi on. United States v. First Bank, 737 F.2d 269, 271

(2d Gir. 1984). In First Bank, the Second Circuit enphasized

that "strict adherence to Congress' chosen words" required that

notice be given only to persons naned as targets in the
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sumonses. |d. at 272. Furthernore, the court conducted an
exhaustive |l egislative history analysis and ultimtely concl uded
that "Congress intended the literal dictates of the statute to be
controlling.” 1d.

O course, as Learned Hand once remarked, "it is one of
the surest indexes of a mature and devel oped juri sprudence not to
maeke a fortress out of the dictionary; but to renmenber that
statutes al ways have sone purpose or object to acconplish, whose
synpat hetic and i magi native di scovery is the surest guide to

their meaning." Cabell v. Markham 148 F.2d 737, 739 (2d Gr.

1945), aff'd, 326 U.S. 404 (1945). Here, rather than
contradicting our literal reading of Section 7609(a), however,
Section 7609's purpose bolsters it. As our Court of Appeals
expl ai ned, "The thrust of section 7609, taken as a whole, [is] to
require that the target taxpayer be given notice, so that he [is]

able to assert appropriate defenses.” United States v.

Pittsburgh Trade Exch., 644 F.2d 302, 305 (3d Gr. 1981). Agent

Hi ggi ns's decl aration and the sumobnses t hensel ves denonstrate
that the target taxpayer is xélan, not its participants. Xélan
recei ved notice and has had anple opportunity to "assert
appropriate defenses.” 1d. at 305. Thus, xélan's first argunent
is without nerit.

Xél an next reiterates the argunent it nade in Cohen
that the Service is acting in bad faith for the sol e purpose of
obtai ning participants' identities. This would allegedly violate

the "John Doe" sunmons procedures of I.R C. 8 7609(f). This
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claimalso fails. The Service may serve a summons for the dua
pur pose of investigating both known and unknown taxpayers,
provided the information sought will further its investigation of

the naned parties. Tiffany v. Fine Arts, Inc. v. United States,

469 U. S. 310, 323-24 (1985). Wwen it serves this type of dual -
pur pose sumons, the Service need not conply with Section
7609(f). 1d. Based on Agent Higgins's declaration and the
summonses thenselves, it is hard to conclude that the Service is

even partially notivated by a desire to discover the identities

of future audit targets. |In any event, even if that were the
case, xélan's claimwould still fail. See Tiffany, 469 U S. at
323- 24.

W now turn to xélan's third argunent. Xélan cl ai ns
that the Departnent of Justice is crimnally investigating it and
that .R C 8 7602(d)(1) therefore bars the Service fromissuing
civil sumonses. Section 7602(d) (1) prevents the IRS from using
its summons power to investigate a person to whom a Departnent of
Justice referral is "in effect.”

In his declaration, Agent Hi ggins avers that there is
no Justice Departnent referral in effect regardi ng xél an.

Hi ggins Decl. § 40. In response, however, xélan attached copies
of two subpoenas that a federal grand jury in San D ego,
California issued to Vanguard. One subpoena seeks docunents
about various xélan-titled entities. Pet.'s Resp., Ex. DO n
Cctober 18, 2004, we ordered the Service to "address[] the

apparent conflict between Agent Higgins's testinony and the
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pending grand jury proceedings.” Cct. 18, 2004 Order. The
Servi ce responded that day, with xélan replying shortly
thereafter. Noting that the record still appeared "equivocal,"
we then directed the Service to submt in canera, "any and al
witings that it may have sent to the Crimnal Division of the
United States Departnent of Justice pertaining or relating to a
proposed crimnal investigation of xélan . . . ." (October 28,
2004 O der. The Service conplied yesterday.

Carefully reviewing all relevant docunents, we concl ude
that there is no Justice Departnent referral. First, Agent
Hi ggins swore to this under oath. Absent conpelling evidence
contradicting his testinony, we give it great weight. Second,
the Service's detailed in canera subm ssion convinces us beyond
any doubt that there is no referral. Thus, xélan's final

argunent is without nerit.

Concl usi on

The Governnent carried its prina facie burden, and the

petitioners failed to rebut it. Furthernore, xélan failed to
support its request for an evidentiary hearing by refuting
materi al CGovernnent allegations or supporting an affirmative

defense. See United States v. Garden State Nat'l Bank, 607 F.2d

61, 71 (3d Gr. 1979). Accordingly, we shall deny the request
for an evidentiary hearing, deny the petition to quash, and grant
t he Government's notion for summary enforcenent.

An appropriate Oder follows.
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/sl Stewart Dal zell, J.

IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

XELAN, INC. et al. ; ClVIL ACTI ON
V.
UNI TED STATES ; NO. 04-2289
ORDER

AND NOW this 3rd day of Novenber, 2004, upon consideration
of the Governnent's notion for summary enforcenent (docket entry
# 5), petitioners' answer (docket entry # 8), the Governnent's
reply (docket entry # 10), petitioners' counter-reply (docket
entry # 11), and the Governnent's in canera subm ssion (docket
entry # 13), and for the reasons articulated in the acconpanying
Menmorandum it is hereby ORDERED that:

1. The petition to quash sumonses issued to SE
| nvest nents Conpany, Inc. and The Vanguard G oup, Inc. is DEN ED

2. The Governnent's notion for sunmary enforcenent of the
summonses i ssued to SEI and Vanguard i s GRANTED,

3. Except as to docunents already produced by SElI in
response to the previous orders of this Court enforcing IRS

summonses concerni ng the Cohen and Baughman famlies, SElI and



Vanguard shall COMPLY with the chall enged sumobnses no | ater than

Novenber 15, 2004 or at such other tinme as I RS Special Agent Jay
Hi ggi ns, SElI, and Vanguard agree to in witing;
4, Petitioners' notion for permssion to file a

suppl enental brief (docket entry # 11) is GRANTED;, and

5. The Cerk of Court shall CLOSE this action

statistically.

BY THE COURT:

/sl Stewart Dal zell, J.
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