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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

DAWSON, Judge: This case was assigned to Special Trial
Judge Robert N. Arnmen, Jr., pursuant to the provisions of section
7443A(b) (5) of the Internal Revenue Code in effect at the tinme of

assi gnnent and Rules 180, 181, and 183.! The Court agrees wth

1 Unl ess otherw se indicated, all subsequent section
(continued. . .)



and adopts the opinion of the Special Trial Judge, which is set
forth bel ow.
OPI NI ON OF THE SPECI AL TRI AL JUDGE

ARMEN, Special Trial Judge: Respondent determ ned a

deficiency wwth respect to petitioners' Federal incone tax for
1981 in the anobunt of $26,639, as well as additions to tax under
section 6659 in the amount of $7,992, under section 6653(a)(1l) in
t he amount of $1, 344, and under section 6653(a)(2) in the anount
of 50 percent of the portion of the underpaynent that is
attributable to negligence. Respondent also determ ned that
petitioners are liable for additional interest under section
6621(c) for interest on the entire underpaynent to be conputed at
120 percent of the rate otherw se applicabl e under section
6621(a).

The issues for decision are as foll ows:

(1) Whether petitioners are entitled to a partnership |oss
and i nvestnent and energy credits flowing fromthe Sentinel EPE
recycler leasing programentered into by Cearwater Goup. W

hol d that they are not.

(...continued)

references are to the Internal Revenue Code in effect for the
taxabl e year in issue, and all Rule references are to the Tax
Court Rules of Practice and Procedure.
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(2) Whether petitioners are liable for additions to tax
under section 6653(a)(1) and (2) for negligence or intentional
disregard of rules or regulations. W hold that they are.

(3) Whether petitioners are liable for the addition to tax
under section 6659 for an underpaynent of tax attributable to a
val uation overstatenment. W hold that they are.

(4) Whether petitioners are |iable for additional interest
under section 6621(c). W hold that they are.

FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and they are so
found. The stipulated facts and attached exhibits are
i ncorporated herein by this reference. Petitioners resided in
Garden City, New York, at the tinme that their petition was filed
with the Court.

A. The Recycling Transactions

This case is a part of the Plastics Recycling group of
cases. In particular, the deficiency, additions to tax, and the
additional interest arise fromthe disallowance of |osses,

i nvestnment credits, and energy credits clained by petitioners
wWth respect to the Clearwater G oup partnership (Cl earwater).

For a detailed discussion of the transactions involved in

the Plastics Recycling group of cases, see Provizer v.

Comm ssioner, T.C Meno. 1992-177, affd. per curiamw thout

publ i shed opinion 996 F.2d 1216 (6th Cr. 1993). The underlying



transactions invol ving the Sentinel recycling machines
(recyclers) in petitioners’ case are identical to the
transactions in Provizer, and, wth the exception of certain
facts that we regard as having mnimal significance, petitioners
have sti pul ated substantially the sanme facts concerning the

underlying transactions that were described in Provizer v.

Conmi ssi oner, supra.

In transactions described in the Provizer case and
stipulated by the parties herein, Packaging |Industries of
Hyanni s, Massachusetts (Pl), manufactured and sol d? six Senti nel
EPE® recyclers to ECI Corporation (ECI) for $981,000 each. P
manuf act ures thernopl astic and other types of packagi ng
machi nery, as well as energy saving devices. Pl holds itself out
as the world' s |largest manufacturer of blister packaging
machi nery and as fabricating the industry s w dest |ine of
t hermof orm ng nachinery. EPE recyclers are batch type machi nes
designed to convert expanded | ow density pol yethylene foaminto a
densified formcalled “popcorn” that can be further processed to
produce resin pellets suitable for sonme uses in the plastics

i ndustry.

2 Ternms such as sale, |lease, |icense, and sublicense, as
well as their derivatives, are used for conveni ence only and do
not inply that the particular transaction was in fact a sale,
| ease, |icense, or sublicense.

3 EPE stands for expanded pol yet hyl ene.



The sales of the recyclers fromPl to ECl were financed with
nonrecourse notes. Approximately 7 percent of the sales price of
the recyclers sold by PI to ECl was paid in cash, with the
remai nder financed through a 12-year nonrecourse note requiring
equal monthly installnents of $100,917, including annual interest
at 19.8 percent with the first paynent due 7 nonths after
closing. EC’'s purchase was subject to Clearwater’s | easing
agreenent and FMEC s |icensing agreenent as set out bel ow

In the second part of the transaction, EClI resold the
recyclers to F&G Corporation (F& for $1, 162,667 each, of which
| ess than about 7 percent was paid in cash. The bal ance was
paid by a 12-year partial recourse note requiring equal nonthly
install ments of $100,917, including annual interest at 15.4
percent. These notes provided that 10 percent of the notes were
recourse but that the recourse portion of the notes was due only
after the nonrecourse portion, 90 percent, was paid in full. The
first paynment on the note was due 7 nonths after the closing.

F&G s purchase was subject to Clearwater’s agreenent to
enter into a | ease wwth F&G and was subject to FMEC s agreenent
to enter into the license as set out bel ow

In the third part of the transaction, F&G | eased the
recyclers to Clearwater for 12 years, a |ease termequal to 150
percent of the class life of the assets. Under the |ease, the

nonthly rental paynent was $100,917, with an initial amount of
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$605, 500 to be prepaid at the closing as rental for the first 6
nont hs.

In the fourth step of the transaction, C earwater |icensed
the recyclers to First Massachusetts Equi prment Corp. (FMEC) for
12 years at a guaranteed minimumroyalty of $100,917 per nonth
begi nning with the seventh nonth of the |license plus a prepaid
nonr ef undabl e $20, 500 advance royalty. After the recyclers were
pl aced in service, the license required additional royalty
paynments based on a percentage of profits that m ght be realized
on the sale or use of the resin pellets produced by the
recycl ers.

In the fifth step of the transaction, FMEC sublicensed the
recyclers back to PI, the manufacturer, on a nonth-to-nonth basis
for a royalty of $100,917 per nonth. The sublicense to Pl was
subject to nost of the terns of the license fromC earwater to
FIVEC.

In the final step of the transaction, Pl was to sublicense
the recyclers to end-users who would use the recyclers to do the
actual converting of their | ow density thernoplastic foam or
film The terns of the sublicense generally required the end-
user to pay PI 100 percent of the recycled foamin exchange for a
paynment from FMEC based on the quality and anmount of recycled
scrap. Pl was to control and be responsible for placing the

recyclers with end-users and for arranging to collect or dispose



of the product of the recyclers. Service and installation costs
were to be borne by the end-user. End-users were also required
to use their best efforts to recycle 220 pounds an hour for 16
hours per week. Only PI was to service or repair the recyclers.

No arm s-1length negotiations for the price of the Senti nel
EPE recycl ers took place anong PI, ECl, and F& All of the
mont hl y paynents required anong the entities in the above
transactions offset each other. These transactions occurred
si mul t aneousl y.

Cl earwat er | eased Sentinel EPE recyclers from F&G and
i censed those recyclers to FMEC. For convenience, we refer to
the series of transactions anong PI, ECl, F&G C earwater, and
FMEC as the Clearwater transactions.

By private placenent nenorandum dated Novenber 17, 1981,
Cl earwater offered subscriptions for 16 limted partnership units
at $50,000 per unit. The limted partners owned 99 percent of
Cl earwater, and the general partner, Samuel L. Wner, owned the
remaining 1 percent. Each limted partner was required to have a
m ni mum net worth, exclusive of his principal hone, furnishings,
and autonobiles, in the anbunt of $200, 000 per limted
partnership unit. |In addition, each partner was required to have
enough income during the 1981 taxable year to place the limted

partner in an incone tax bracket of at |east 50 percent.
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In addition to the Clearwater transactions, a nunber of
other limted partnerships entered into transactions simlar to
the C earwater transactions.

B. | ndi vi dual s | nvol ved

Samuel L. Wner (Wner) was the general partner of
Cl earwater and paid $1,000 for a 1l-percent interest in all itens
of income, gain, deduction, loss, and credit arising fromthe
operations of Clearwater. Wner received $60, 000 out of the
proceeds of the Clearwater group private offerings as
conpensation for his services.

In 1981 Richard Roberts (Roberts) was a busi nessman and the
general partner in a nunber of Ilimted partnerships that |eased
EPE recyclers. Roberts was also the general partner in a nunber
of other Iimted partnerships that |eased and |icensed Senti nel
recyclers. He also was a 9-percent shareholder in F&G the
corporation that | eased the recyclers to Clearwater. From 1982
t hrough 1985, Roberts and Raynond Grant (Grant) were in the
busi ness of pronpting tax sheltered investnents. Gant was an
i nvest ment banker, attorney, accountant, and the president and
100- percent owner of ECI. Roberts and G ant together were
general partners in other partnerships. Prior to the C earwater
transactions, Roberts and Grant were clients of the accounting

firmHW Freedman & Co. (Freedman & Co.).



Harris W Freednan (Freedman), a certified public accountant
and the naned partner in Freedman & Co., was the president and
chai rman of the board of F&G  Freednman was experienced with
| everaged | easing, and he owned 94 percent of a Sentinel EPE
recycler.

Freedman & Co. prepared the tax returns for ECl, F&5 and
Cl earwater. Although Freedman & Co. did not prepare the initial
financial projections included in the offering menorandum
Freedman did review the financial projections and nmade
suggestions as to both format and substance.

Freedman & Co. al so provided tax services to John D. Banbara
(Banbara). Banbara was the 100-percent owner of FMEC, as well as
its president, treasurer, clerk, and director. Banbara was al so
the president of PI and a nenber of its board of directors. He,
his wife, and his daughter also owned directly or indirectly 100
percent of the stock of PI

Elliot I. MIler (MIller) was the corporate counsel to Pl
In 1981, MIller was also a shareholder of F&G Ml ler
represented Grant personally and Grant’s clients who invested in
other prograns that Grant pronoted. MIller was also an
acquai nt ance of Wner.

John Y. Taggert (Taggert) was a well-known tax attorney and
an adjunct professor at the New York University Law School

Taggert had been acquainted with MIller for about 15 years prior
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to 1981. MIller recomended that Roberts enploy Taggert and his
firmas counsel to the general partner of Hyannis Recycling
Associates, the initial plastics recycling partnership. Taggert
and ot her nenbers of his firm Wndels, Marx, Davies & |lves
(WWDI'), prepared private offering nenoranda, tax opinions, and

ot her | egal docunents for C earwater and over 15 other plastics
recycling partnerships. Taggert acquired a 6.66-percent interest
in a second-tier Plastics Recycling partnership but only after
his representation of Clearwater and other recycling partnerships
had ended.

Robert CGottsegen (CGottsegen) was a businessman active in the
pl astics industry and a | ong-tine business associ ate of Banbara.
MIller represented Gottsegen and Banbara in several business
transacti ons.

C. The Private O fering Menorandum

Clearwater distributed to potential limted partners a
private placenment nenorandum dated Novenber 17, 1981. The
of fering menorandum | i sted significant business and tax risk
factors associated with an investnent in Cl earwater.
Specifically, the offering nmenorandum stated: (1) There was a
substantial |ikelihood of audit by the Internal Revenue Service
(IRS), and the purchase price paid by F&G to ECl probably woul d
be chal |l enged as being in excess of fair market value; (2) the

partnership had no prior operating history; (3) the general
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partner had no prior experience in marketing recycling or simlar
equi pnent; (4) the limted partners would have no control over

t he conduct of the partnership's business; (5) there was no
establ i shed market for the Sentinel recyclers; (6) there were no
assurances that market prices for virgin resin wuld renmain at
their current costs per pound or that the recycled pellets would
be as marketable as virgin pellets; and (7) certain potenti al
conflicts of interest existed. The private offering menorandum
al so inforned investors that the business of the partnership
woul d be conducted in accordance with six sinultaneous

transacti ons.

The private offering nmenorandum stated that the projected
tax benefits for the initial year of investnment for an investor
contributing $50,000 woul d be investnent credits and energy
credits in the aggregate amount of $86, 328, plus deductions in
t he amount of $39, 399.

The offering nmenorandum al so i ncluded a di scussion of the
tax aspects of the transactions and a tax opinion prepared by
WVDI concerning the tax issues involved in the Plastics Recycling
Pr ogr am

Al so included in the offering nmenmorandum were the reports of
t he “F&G eval uators", Sanmuel Z. Burstein (Burstein) and Stanley

U anof f (U anoff).
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At the tinme U anoff prepared the report, he was a professor
of marketing at Baruch College. U anoff is also the author of
numer ous books on technical and marketing subjects. Hi s report
covered the marketing value and potential of the recyclers and
expressed the conclusion that the sales price paid by F&G for the
recyclers and the rental paynent nmade by C earwater were fair and
reasonable. His conclusion allegedly was based on his personal
observation of the Sentinel EPE recycler prototype during a visit
to PlI, discussions with Pl enployees, the needs of the plastics
i ndustry, and his analysis of the econom c projections provided
in the offering nmenorandum

Burstein was an associ ate professor of nmathematics at New
York University. Allegedly based on his visit to PlI, discussions
with Pl personnel, an evaluation of the technical value of the
recycler, the recycler's history of performance, and information
concerning the use of recycled polyethylene as a raw materi al,
Burstein concluded that the Sentinel EPE recycler was capabl e of
recycling on a continuous basis.

The offering nmenorandum represented that the Senti nel
recyclers were uni que nachi nes. However, they were not. Several
machi nes capabl e of densifying |ow density materials were already
on the market in 1981. Oher plastics recycling nachines
available at that tine ranged in price from $20,000 to $200, 000,

i ncludi ng the Forenost “Densilator"”, the Nel nor/\Wiss
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Densi fication System (Regenol ux), the Buss-Condux Pl ast conpact or,

and the Cunberland G anul ator. See Provizer v. Conmni Ssioner,

T.C. Meno. 1992-177, and the discussion regardi ng expert
testinmony, infra.

D. Expert Testi nony

The parties did not agree on the value of the Sentinel EPE
recyclers, and petitioners did not stipulate to be bound by the

val ue of the Sentinel EPE recyclers that we found in Provizer v.

Conmi Ssi oner, supra.

At trial, petitioners did not offer expert testinony
regardi ng the value of the recyclers. |In contrast, respondent
of fered expert testinony from Steven Grossman (G ossnman) and
Ri chard S. Lindstrom (Lindstrom.

1. G ossnman

Grossman is a professor in the Plastics Engineering
Departnent at the University of Massachusetts at Lowell. He has
a bachel or of science degree in chemstry fromthe University of
Connecticut and a doctorate degree in polynmer science and
engi neering fromthe University of Massachusetts. He also has
nore than 15 years of experience in the plastics industry,
including nore than 4 years of experience as a research and
devel opment scientist at the Upjohn Conpany in its Pol ymer

Research G oup.



- 14 -

G ossman is also a partner in the aw firm of Hayes,

Sol oway, Hennessey, G ossman & Hage, P.C., which firmpractices
in the area of intellectual property, including patents,
trademar ks, copyrights, and trade secret protection.

Grossman's reports concerning the value of the Sentinel EPE
recyclers discuss the imted market for the recycled plastic
material. G ossman concluded that these recyclers were unlikely
to be successful products because of the absence of any new
t echnol ogy, the absence of a continuous source of suitable scrap,
and the absence of any established market. G ossnman suggested
that a reasonabl e conparison of the products available in the
pol yet hyl ene industry in 1981 with the Sentinel EPE recyclers
reveals that the recyclers had very little comrercial value and
were simlar to conparable products available on the market in
conponent form For these reasons, G ossman opined that the
Sentinel EPE recyclers did not justify the “one-of-a-kind"
pricetag that they carried.

Specifically, G ossman reported that there were several
machi nes on the market as early as 1981 that were functionally
equi valent to, and significantly | ess expensive than, the
Sentinel EPE recyclers. These nmachines included: (1) The Japan
Repro recycler, available in 1981 for $53,000; (2) the Buss-
Condux Pl ast conpactor, avail able before 1981 for $75,000; (3)

Forenpst Machi ne Builders' “Densilator", available from 1978-1981
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for $20,000; and (4) the Mdland Ross Extruder, available in 1980
and 1981 for $120,000. G ossman observed that all of these
machi nes were “w dely avail abl e".

Grossman' s opinion regarding the Sentinel EPE recycler was
based on the descriptions of such recycler as set forth in the
witings of other professionals. Gossman neither tested nor
exam ned the Sentinel EPE recycler.

Finally, Grossman reported on the rel ationship between the
pl astics industry and the petrochem cal industry. G ossman noted
t hat al t hough the devel opnment of the petrochem cal industry is a
contributing factor in the growh of the plastics industry, the
two i ndustries have a “remarkabl e degree of independence".

G ossman observed that the “oil crisis" in 1973 triggered “dire"
predi ctions about the future of plastics that had not been
fulfilled in 1981. Gossnman stated that the cost of a plastic
product depends, in large part, on technology and the price of
alternative materials. Gossman's studies concluded that a 300-
percent increase in oil prices results in a 30-40 percent
increase in the cost of plastic.

Grossman did not specifically value the Sentinel EPE
recycler. However, as previously stated, G ossman concl uded t hat
exi sting technol ogy was avail abl e that provided equival ent

capability of recycling polyethyl ene.



2. Li ndstrom

Li ndstrom graduated fromthe Massachusetts Institute of
Technol ogy with a bachelor's degree in chem cal engi neering.

From 1956 until 1989, Lindstromworked for Arthur D. Little,

Inc., in the areas of process and product eval uati on and

i nprovenent and new product devel opnment, with special enphasis on
pl astics, elastoners, and fibers. At the tinme of trial,

Li ndstrom conti nued to pursue these areas as a consultant.

In his report, Lindstromdetermned that in 1981 several
different types of equipnment capable of recycling expanded
pol yet hyl ene were avail able and priced at approxi mately $50, 000.
Li ndstrom found that, on the basis of his research, “there were
available in 1981 comercial units that could be purchased for
$50, 000 or less that were totally equal to the Sentinel EPE
recycler in function, product quality, and capacity."”

Li ndstrom exam ned the Buss- Condux Pl astconpactor and the
Regenol ux. Lindstrom found that these machi nes were functionally
equi valent to the Sentinel EPE recycler and were available in the
years and at the prices reported by Grossnan, detail ed supra.

Li ndstrom al so reported that various equi pnent conpani es, such as
t he Cunberl| and Engi neering Division of John Brown Pl astics
Machi nery, were willing to provide custom zed recycling prograns

to conpani es at a m ni num cost of $50, 000.
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Li ndstrom found that in “average-use situations" the
Sentinel EPE recycler could process 200 pounds of plastic per
hour .

Li ndstrom observed a Sentinel EPE recycler in operation at
Pl, and he was allowed to take photographs of it and examne its
bl ueprints. Based on his observations and study, Lindstrom
estimated that the manufacturing cost of the Sentinel EPE
recycl er was approxi mately $20,000. Lindstrom concluded that the
mar ket val ue of the Sentinel EPE recycler did not exceed $50, 000.

Li ndstrom al so reported that information was available in
1981 regarding state-of-the-art foaned plastic recycling
machi nes. Lindstrom descri bed several approaches that m ght have
been taken by a | aynman of average intelligence to obtain such
information, even in a small town library.

E. Petitioners and Their Introduction to C earwater

Petitioners acquired a 1.547-percent interest in C earwater
in 1981 for $12,500.

Petitioner husband (petitioner) has a bachel or of science
degree in chem cal engineering. During college, petitioner was
enpl oyed during 2 sumers by the Scott Paper Conpany. There, he
becane famliar with batch type paper pul p nmachines used to

process wood chips or recycl ed paper or cardboard into pul p.
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Petitioner also has a J.D. degree. VWile in |aw school,
petitioner was enployed by a patent attorney and conducted
numer ous patent sear ches.

Petitioner was an associ ate, and subsequently a partner, of
the law firmof Shea and Gould from 1966 until 1989. Petitioner
wfe (Ms. Carroll) was not enployed outside the hone.

Petitioner was introduced to Cearwater and its general
partner, Wner, by M. Hrschfield, a partner at Shea & Goul d.
Petitioner read the offering nmenorandum and the reports contai ned
therein and di scussed the investnent with other partners at his
firm including Al an Parker, the senior tax attorney at the firm
who were investing, or considering investing, in the Plastics
Recycl i ng Program

Petitioners had no know edge concerning the plastics
i ndustry and/or plastics recycling. Petitioners did not see a
Sentinel EPE recycler prior to their investnent in C earwater nor
did they do a patent search on the EPE recyclers. Rather,
petitioner was aware that the pronoters had not applied for a
patent for the recyclers but concluded it was because they wanted
to keep their invention a trade secret. Petitioner relied al nost
exclusively on the Cl earwater offering nenorandum (and the
reports of Burstein, U anoff and WVDI, contained therein) and
Petitioner’s assessnment of those reports as accurate. Petitioner

consi dered the caveats and warni ngs contained in the C earwater
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menor andum but concl uded that for the nost part they were boiler-
pl ate and overstated, included only to protect the pronoters.

Petitioners never made any profit fromtheir investnent in
Clearwater. Petitioners did not contact the general partner,
Wner, at any tinme after their investnent to inquire why the
i nvestnment did not generate the profits projected.

The projected tax benefits for the initial year of
i nvestment described in Clearwater’s offering nmenorandum greatly
exceeded petitioners’ investnent in Clearwater. In fact, the tax
benefits actually clained by petitioners on their tax return for
the initial year of investnent in Clearwater greatly exceeded
their investnment in the partnership. For 1981, petitioners
clained a loss of $9,995 as their distributive share of
Clearwater’s |l osses for the year, and they clained an invest nent
tax credit in the amount of $11,542 and an energy tax credit in
t he amount of $10, 785.

In the notice of deficiency, respondent disallowed all the
cl ai med deductions and credits relating to petitioners’
Cl earwat er investnent.

F. U timte Finding of Fact

At all relevant tines, the fair nmarket val ue of the Senti nel

EPE recyclers did not exceed $50, 000 per nachi ne.
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OPI NI ON
We have deci ded many Pl astics Recycling cases. The majority
of these cases presented issues regarding additions to tax for
negl i gence and val uation overstatenent. See G eene V.

Conmi ssioner, T.C. Menp. 1997-296; Kali ban v. Conmi ssioner, T.C

Meno. 1997-271; Sann v. Commi ssioner, T.C. Meno. 1997-259 n. 13

(and cases cited therein), affd. Addington v. Comm ssioner, 205

F.3d 54 (2d Gr. 2000). W found the taxpayers liable for the
addition to tax for valuation overstatenent in all of those cases
and liable for the additions to tax for negligence in the
overwhel mng majority of those cases. In a limted nunber of
cases, the taxpayers also contested the underlying deficiency
arising fromthe disall owance of the |osses and various credits
Wth respect to their Plastics Recycling investnent. W
sust ai ned the Conm ssioner on the issue of the underlying
deficiency in every one of those cases.

In Provizer v. Comm ssioner, T.C. Menp. 1992-177, the test

case for the Plastics Recycling group of cases, this Court: (1)
Found that each Sentinel EPE recycler had a fair market val ue not
in excess of $50,000; (2) held that the Cearwater transaction
was a sham because it |acked econom c substance and a busi ness
purpose; (3) sustained the additions to tax for negligence under
section 6653(a)(1l) and (2); (4) sustained the addition to tax for

val uati on overstatenent under section 6659 because the
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under paynment of taxes was directly related to the overval uation
of the Sentinel EPE recyclers; and (5) held that | osses and
credits clainmned with respect to the Cearwater G oup were
attributable to tax-notivated transactions wi thin the neaning of
section 6621(c). 1In reaching the conclusion that the transaction
| acked busi ness purpose, this Court relied heavily upon the
overval uation of the Sentinel EPE recyclers.

In the notice of deficiency, respondent disallowed all of
t he cl ai ned deductions and credits relating to petitioners’
Cl earwater investnent. Respondent’s determination is
presunptively correct, and petitioners bear the burden of proving

otherwi se. See Rule 142(a); INDOPCO, Inc. v. Conm ssioner, 503

US 79, 84 (1992); New Colonial Ice Co. v. Helvering, 292 U S

435, 440 (1934).

| ssue 1. The Underlvying Deficiency

Respondent determ ned that the integrated series of
transactions involved in the Plastics Recycling Program of which
Cl earwater was a part, was an econom ¢ sham Petitioners nust
therefore prove otherwise in order to prevail.

There is a conplete failure by petitioners to prove that the
Pl astics Recycling Programin which C earwater participated was

not an econonm c sham As in Provizer v. Conm SsSioner, supra, we

rely heavily on the fact that the Sentinel EPE machi nes were

hi ghly overval ued, an issue wth respect to which petitioners
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bear the burden of proof but on which they provided no expert or
ot her persuasive testinony. |In this regard they rely sinply on
the O earwater offering menorandum and ineffective cross-
exam nation of respondent’s expert wtnesses to establish the
val ue of the Sentinel EPE recyclers.

Simlarly, petitioners failed to introduce persuasive
evi dence on pertinent factors to establish the econom cs of the
transaction, such as the presence of arm s-length price

negoti ati ons, see Helba v. Conm ssioner, 87 T.C. 983, 1005-1007

(1986), affd. 860 F.2d 1075 (3d G r. 1988); the relationship
between the sales price and fair nmarket value, see Zirker v.

Conm ssi oner, 87 T.C. 970, 976 (1986); the structure of the

financing, see Helba v. Conm ssioner, supra at 1007-1011; the

degree of adherence to contractual terns, see id. at 1011; and

t he reasonabl eness of the income projections, see Rice's Toyota

Wrld, Inc. v. Conm ssioner, 81 T.C. 184, 204-207 (1983), revd.

in part and remanded on ot her issues 752 F.2d 89 (1985).
Petitioners contend that although they stipul ated
substantially the same facts concerning the underlying

transactions that were described in Provizer v. Conm ssioner,

supra, they did not agree to be bound by any findings or
conclusions in Provizer. Although we do not hold petitioners to
the Provi zer decision as a matter of stipulation, there is

nothing in this record to persuade us to reach a different



- 23 -

conclusion. Rather, there is anple evidence on the record in the
present case to establish independently that the series of

Pl astics Recycling transactions, of which petitioners’ C earwater
transaction was a part, constituted an econom c sham However,
because petitioners have provided no further evidence nor any
novel contention wth respect to the underlying deficiency not
previously considered in Provizer, we shall not revisit that

opi nion. Accordingly, we sustain respondent’s determ nation for
substantially identical reasons as in Provizer.

| ssue 2. Section 6653(a)(1) and (2) Negligence

Respondent determ ned that petitioners are liable for
additions to tax under section 6653(a)(1l) and (2) with respect to
t he under paynment attributable to petitioners’ investnent in
Clearwater. Petitioners have the burden of proof to show that

they were not negligent. See Addington v. Conm ssioner, 205 F. 3d

54 (2d Cr. 2000), affg. Sann v. Comm ssioner, T.C Meno. 1997-

259; Goldman v. Commi ssioner, 39 F.3d 402, 407 (2d Gr. 1994),

affg. T.C. Meno. 1993-480; Luman v. Conm ssioner, 79 T.C. 846,

860-861 (1982); Bixby v. Comm ssioner, 58 T.C 757, 791-792

(1972).

Section 6653(a)(1l) and (2) inposes additions to tax if any
part of the underpaynent of tax is due to negligence or
intentional disregard of rules or regulations. Negligence is

defined as the failure to exercise the due care that a reasonabl e
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and ordinarily prudent person woul d exercise under the

circunstances. See Neely v. Conmi ssioner, 85 T.C. 934, 947

(1985). The pertinent question is whether a particular
taxpayer's actions are reasonable in light of the taxpayer's
experience, the nature of the investnent, and the taxpayer's

actions in connection with the transacti ons. See Henry Schwart z

Corp. v. Conmm ssioner, 60 T.C. 728, 740 (1973). In this regard,

the determ nation of negligence is highly factual. “When
considering the negligence addition, we evaluate the particular
facts of each case, judging the relative sophistication of the
taxpayers as well as the manner in which the taxpayers approached

their investment." Turner v. Conmi ssioner, T.C. Mnop. 1995-363.

Petitioners clainmed operating | osses and i nvestnent and
energy tax credits relying al nost exclusively on representations
in the Cearwater offering nenorandum Petitioners did not hire
an i ndependent industry expert to evaluate the profitability of
their investnent, nor did they enploy an accountant to verify the
correctness of the position on their tax return.

Petitioners contend that because of petitioner’s background
in chem cal engineering and patent |aw, he possessed sufficient
expertise to evaluate the Clearwater transaction, making it
unnecessary to hire an expert to do the sanme. Petitioners claim
that petitioner drew on his background to conclude that the EPE

recyclers were uni que (based on the purportedly uni que bl ade
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angl e design of the EPE recyclers and the purportedly unique
chem cal process used to recycle the material) and warranted the
$1, 162, 667 price tag.

Al t hough petitioner may have been nore famliar with
chem cal processes because of his college degree--or with nachine
desi gns because of his limted patent | aw experience—than the
average investor, it is clear that he did not have adequate
pl astics industry know edge to evaluate the investnent. See

Addi ngton v. Conm ssioner, supra. Petitioner did not have any

expertise in plastics recycling or evaluation of nmachinery,
i ncluding plastics recycling equi pnment, to evaluate conpetently
the profitability of the C earwater transaction.

We have found that the EPE recyclers did not have a fair
mar ket val ue of nore than $50,000 and that the recyclers did not
have any unique features warranting their exorbitant pricetag.
By sinply relying on petitioner’s limted know edge and
experience, w thout independent research or consultation,
petitioners never made an adequate effort to learn that the EPE
recyclers were highly overval ued or the true nature of the
transaction as a sham

There is also no indication that petitioners invested the
necessary time to gain the requisite expertise to evaluate their
investnment. Petitioners claimthat petitioner discussed the

i nvestnment with several partners in his firm the majority of
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whom were al so investing in Clearwater or related plastics
partnerships. W have not been convinced that these were any
nore than half-hearted inquiries, or that any of these other
i ndi viduals were qualified to opine on the profitability of the
transaction. See id.

Petitioners also assert that because of petitioner’s
background, it was reasonable for themto rely sinply on the
Cl earwater offering nmenorandum including the reports of
Burstein, U anoff, and the tax opinion prepared by WDI .
Petitioners claimthat petitioner was sufficiently know edgeabl e
to deci pher those reports and to find their conclusions
reasonable. Petitioners contend that after readi ng those
reports, petitioner concluded that the reports were accurate, and
that there was nothing nore an i ndependent expert, or independent
research, could tell petitioners that was not already in these
reports.

We think it unreasonable for an educated and sophi sticated
i nvestor, such as petitioner, to conclude that an independent
expert cannot evaluate a deal nore objectively than the
i ndividual s retained by insiders to draft the offering menorandum
and the tax opinions contained therein. “It is unreasonable for
taxpayers to rely on the advice of sonmeone who they should know

has a conflict of interest.” 1d. at 59; see Goldman v.

Conmi ssioner, 39 F.3d at 408; LaVerne v. Conm ssioner, 94 T.C
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637, 652-653 (1990), affd. w thout published opinion 956 F.2d 274
(9th Cr. 1992), affd. in part w thout published opinion sub nom
Cow es v. Conmm ssioner, 949 F.2d 401 (10th G r. 1991).

It is also clear that petitioners could not reasonably rely
on the advice of the Plastics Recycling pronbters with respect to
the substantive nmerits or the tax treatnent of itens in
connection with their investnment in Clearwater. See Patin v.

Comm ssioner, 88 T.C. 1086, 1131 (1987), affd. w thout published

opi nion 865 F.2d 1264 (5th G r. 1989), affd. sub nom Gonberg v.

Conmmi ssioner, 868 F.2d 865 (6th G r. 1989), affd. sub nom Skeen

v. Conmm ssioner, 864 F.2d 93 (9th Gr. 1989), affd. per curiam

Wi t hout published opinion sub nom Hatheway v. Conm ssioner, 856

F.2d 186 (4th G r. 1988); Kleiger v. Conm ssioner, T.C Meno.

1992-734. Advice fromsuch individuals “is better classified as

sales pronotion”. Vojticek v. Comm ssioner, T.C Menp. 1995-444.

Petitioners also claimthat their decision to invest was
greatly influenced by the nature of the transaction, guaranteeing
them a profit based on “conservative” assunptions regarding the
price of resin and mnimal output by the recyclers. Based on
t hese assunptions, petitioners claimto have concluded that the
circular nature of the transaction in fact guaranteed them a
profit. In this regard, petitioners claimthat the circuitous

nature of the transaction did not alarmthem because petitioner
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concluded that the C earwater transaction was set up to satisfy
the safe harbor |easing rules.

Petitioners’ contention is conpletely circular and fl awed.
Petitioners reached the conclusion that the C earwater
transaction virtually guaranteed thema profit based on
assunptions contained in the Cearwater offering nmenorandum
Petitioners did not perform adequate research nor obtain advice
from an i ndependent expert regarding the price of resins, the
quality of the resin processed by the EPE recyclers, or the
quality of the EPE recyclers. Wat is nore, petitioners’
argunent conpletely ignores any fair market val ue consi deration.

The standard for neasuring fair market value is the price at
whi ch the property woul d change hands between a hypot heti cal
w I ling buyer and seller, neither being under any conpul sion to
buy or sell and both having reasonabl e know edge of the rel evant

facts. See United States v. Cartwight, 411 U. S. 546, 551

(1973). We have held that the fair market val ue of the Sentinel
EPE recyclers did not exceed $50, 000.

| f petitioners had nade any reasonable effort to determ ne
the fair market value of the recyclers, they would have
determ ned, as we have found, that the recyclers’ pricetage of

$1, 162,667 was grossly inflated.* At that point, petitioners

4 There were many factors to indicate that the Sentinel
(continued. . .)
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woul d have becone skeptical of the manner in which paynments for

the recycler were to be made through a conpl ex series of

of fsetting paynents. Petitioners would al so have inquired why

the partnership would be willing to “invest” in machines at far

in excess of their fair market value when it could invest in

ot her nmuch | ess expensive machines performng virtually the sanme

functions as the EPE recyclers. Inquiry may al so have spurred

petitioners to take nore seriously the tax and busi ness war ni ngs

in the offering nmenorandum which, for the nost part, petitioners

cavalierly dism ssed as overly cautious and boil erplate.
Petitioners claimthat petitioner closely studied the

Cl earwat er offering nmenorandum and was aware of the nature of the

transaction. Wat petitioner should have realized, or what an

i ndependent expert would have told him is that the Sentinel EPE

recyclers were not offered to the general public, and therefore

the $1, 162,667 pricetag did not result fromtraditional supply

and demand pricing. See Provizer v. Conmm ssioner, T.C Meno.

4(C...continued)
recyclers were highly overval ued. For exanple, the Sentinel
recyclers were not unique. Respondent's experts identified other
machi nes that were not only functionally equivalent to the
Sentinel recyclers but that were also significantly | ess
expensi ve. W have found that information regardi ng conparabl e,
| ess expensive recyclers was widely available. |If a potential
purchaser, especially a sophisticated one, had conducted a due
diligence investigation into the Sentinel EPE recyclers, such
potential purchaser should have | earned that conparable, |ess
expensi ve equi pnment existed and that the Sentinel EPE recyclers
wer e overval ued.
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1992-177. Rather, the pronoters were free to assign arbitrarily
a value to the recyclers to be used for the Plastics Recycling
transacti ons.

The circular nature of the transaction offered an
opportunity for abuse. Wth the exception of a m ninal
downpaynent for the machines, the nmgjority of the purchase price
was in the formof a series of offsetting paynents realized only
t hrough bookkeepi ng entries, there being no disincentive for the
pronoters to exaggerate the value of the recyclers. To the
contrary, the high price of the machines assured high tax wite-
offs and was sure to attract investors for that very reason

In fact, we are convinced that petitioners’ investnent in
Cl earwater was purely tax driven. The C earwater offering
menor andum enphasi zed projected tax savings. For the year in
i ssue, for each $50,000 invested, the purchaser was projected to
receive $86,328 in investnent and energy tax credits and $39, 399
in tax deductions. Petitioners clained a reduction of taxes in
the year of investnent of over twice the anmount of their
investnment. “A reasonably prudent person would have asked a
qualified tax adviser if this windfall were not too good to be

true.” Provizer v. Comm ssioner, supra;, see McCrary V.

Conm ssioner, 92 T.C. 827 (1989). Petitioners did not act

reasonably in claimng those benefits on their tax return w thout
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maki ng further inquiry and intentionally disregarded rules and
regul ati ons.

In view of his sophistication and educati onal background,
petitioner should have been able to determ ne that the Sentinel
EPE recycl ers were not unique, that they were not worth the
amount ascribed to them and that C earwater |acked econom c
substance and had no potential for profit. Taking all of the
above factors into consideration, we think it is nore |likely than
not that petitioners invested in Clearwater in an effort to
generate tax benefits, rather than to nmake a profit. Therefore,
under the circunstances of this case, petitioners failed to
exercise due care in claimng | oss deductions and tax credits
with respect to C earwater

Upon consi deration of the entire record, we hold that
petitioners are liable for the additions to tax for negligence
under section 6653(a)(1) and (2). Respondent is sustained on
this issue.

| ssue 3. Section 6659 Valuation Overstatement

Petitioners also contest the addition to tax for val uation
over st at ement under section 6659.

A value clainmed on a return that exceeds the correct val ue
by 150 percent or nore constitutes a valuation overstatenent.

See sec. 6659(c). The Sentinel EPE recyclers were val ued at



- 32 -

$1, 162,667 each, but they did not, as we have found, have a val ue
exceedi ng $50, 000 per machi ne.

Al t hough petitioners declined to stipulate the value of the
Sentinel recyclers at issue, petitioners presented no probative
evi dence by way of expert testinony or otherw se to contradict
t he concl usi ons reached by respondent’'s experts. The record is
devoi d of any evidence indicating that petitioners conducted a
meani ngful investigation to value the Sentinel recyclers. W
have extensively considered the value of the Sentinel EPE
recycler and have concluded as an ultimte fact that the
recyclers did not have a fair market value in excess of $50, 000.

See Provizer v. Conm ssioner, T.C Meno. 1992-177. Having so

concluded, it follows that there was a val uati on over st at enent
under section 6659.

In view of the foregoing, we sustain respondent's
determ nation that petitioners are liable for the addition to tax
for valuation overstatenment under section 6659.

| ssue (4) Section 6621(c) Additional |Interest

Respondent determ ned that petitioners are liable for
additional interest wwth respect to the underpaynent attri butable
to petitioners’ investnent in C earwater.

Section 6621(c), formerly section 6621(d), provides for an
increased rate of interest if the underpaynent of tax exceeds

$1,000 and is attributable to a tax-notivated transaction as
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defined in section 6621(c)(3). The increased rate of interest is
effective only with respect to interest accruing after Decenber
31, 1984, notw thstanding that the transaction was entered into

before that date. See Solow ejczyk v. Commi ssioner, 85 T.C. 552

(1985), affd. per curiamw thout published opinion 795 F.2d 1005

(2d Cir. 1986); Provizer v. Conm sSsioner, supra.

As we held in Provizer, a tax-notivated transaction
i ncl udes any sham or fraudul ent transaction. See sec.
6621(c)(3) (A (v). W have held that the Plastics Recycling
Program to which petitioners’ 1981 underpaynent is attributable
was a shamtransaction. The tax-notivated increased rate of
interest is therefore clearly applicable. Accordingly, we
sustain respondent’s determnation on this issue.®

Petitioners have made ot her argunents that we have
considered in reaching our decision. To the extent that we have
not di scussed these argunents, we find themto be without nerit.

To reflect our disposition of the disputed issues,

Deci sion will be entered

for respondent.

> W note that a tax-notivated transaction al so includes
any val uation overstatenent within the neaning of sec. 6659(c).
See sec. 6621(c)(3)(A)(i). It is apparent that there was such a
val uation overstatenent in the present case. See the discussion
supra, under Issue (3), regarding sec. 6659. Accordingly,
respondent’'s determ nation could al so be sustained on this
alternati ve basis.



