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MVEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

ARMEN, Special Trial Judge: This case was heard pursuant to

t he provisions of section 7443A(b)(3) and Rul es 180, 181, and
182.1

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the taxable year in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.



Respondent issued a so-called affected itens notice of
deficiency for the taxable year 1982. 1In the notice, respondent
determ ned that petitioners were liable for (1) additions to tax
for negligence under section 6653(a)(1l) and (a)(2) in the anpunts
of $492 and 50 percent of the interest due on $9, 835,
respectively, and (2) an addition to tax for valuation
over st at enent under section 6659 in the anount of $2,436

After concessions by petitioners,? the issues for decision
are as follows:

(1) Whether petitioners are liable for additions to tax for
negl i gence or intentional disregard of rules or regulations under
section 6653(a)(1l) and (2). W hold that they are not.

(2) Whether petitioners are liable for the addition to tax
for underpaynment of tax attributable to valuation overstatenent

under section 6659. W hold that they are.

FI NDI NGS OF FACT
Sone of the facts have been stipulated, and they are so
found. Petitioners resided in Tonms River, New Jersey, at the
time that their petition was filed with the Court.
During the year in issue, petitioners were both 55 years

old. During the preceding 30 years, petitioner husband (M.

2 Petitioners concede that partnership assets val ued at
$1, 750, 000 did not have a val ue exceedi ng $50, 000. Furt her,
petitioners raised a statute of limtations issue in their
petition, but petitioners appear to have abandoned that issue.
Nevert hel ess, we observe that the notice of deficiency was tinely
i ssued. See sec. 6229(d), (9).
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Dyckman) had been a carpet sal esman and petitioner wife (Ms.
Dyckman) had been an el enentary school teacher. [In 1982,
petitioners' gross income was approxi mately $60, 000 and their net
worth was approxi mately $50, 000.

Petitioners were referred to M. Ira Kipness, a certified
public accountant (C.P.A ). M. Kipness was touted as a
know edgeabl e, experienced, and trustworthy accountant. M.
Ki pness began to prepare petitioners' tax returns in 1975. Soon
thereafter, petitioners becane close friends wwth M. Kipness and
his famly. Ms. Dyckman began to tutor M. Kipness' daughter.
M. Kipness and his famly noved to California in 1984.
Petitioners continued to mail M. Kipness their tax information,
and he continued to prepare their returns for sonetine after the
nmove to California.

Petitioners had virtually no experience in financial or
investnment matters. Until the year in issue, petitioners
i nvest ment experience had been [imted to bank accounts, a few
certificates of deposits, and securities financed through
wi t hhol di ngs fromtheir paychecks for investnent through enpl oyer
plans. M. Kipness advised petitioners that because they were
approaching retirenent, they should seriously consider investing
for their future. Petitioners requested M. Kipness to suggest a
suitable investnent for that purpose. M. Kipness suggested
investnment in a "waste managenent" or "recycling" program Ms.
Dyckman was concerned about the environnment and had organi zed a

paper recycling programin her school. She was especially



ent husi asti ¢ about what she thought would be an environnentally
consci ous i nvestnent.

Petitioners issued a $5,000 check in M. Kipness' nane
| eaving himto take care of any remaining details. M. Kipness
invested petitioners' $5,000 in a partnership known as DL & K
Associ ates, making M. Dyckman a limted partner in that
partnership. Petitioners were not provided with any literature,
such as an offering letter or prospectus, regarding their
i nvest nment .

Because they were unsophisticated in financial matters,
petitioners did not inquire much about their investnent. M.
Ki pness sinply told petitioners that they were investing in sone
sort of "waste managenent" or "recycling" venture, that any
possible loss would be limted to their investnent, and that
their short-termprofit potential would be limted, but that in
the long run their investnment could be highly profitable.

Petitioners expected to receive literature regarding their
i nvestnment at sone future tinme. Wen such information was not
forthcom ng, petitioners contacted M. Kipness a few nonths | ater
and inquired regarding their investnent and its status.
Subsequently, petitioners were informed that petitioners
i nvestment had been a "bust". Petitioners were devastated to
| ose their investnent, and they did not thereafter nmake any
simlar investnents.

Unbeknownst to petitioners, their investnent was in a

partnership formed chiefly to produce tax benefits. DL & K



Associates was a limted partner in a partnership known as Tayl or
Recycling Associates (Taylor). Taylor was a first-tier TEFRA
partnership involved in plastics recycling. Taylor was invol ved

in a series of transactions simlar to those of the C earwater

G oup partnership, which was the subject of Provizer v.

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

publ i shed opinion 996 F.2d 1216 (6th Cr. 1993). |In Provizer,
this Court found that assets valued at $1,162,666 had a fair

mar ket val ue not exceedi ng $50,000. The Court also held that the
Cl earwater G oup transactions were a sham and | acked econom ¢
subst ance.

In 1988, a partnership proceedi ng captioned Tayl or Recycling

Associates, DL & K Associates, A Partner G her Than the Tax

Matters Partner v. Conm ssioner, docket No. 10184-88 (the Tayl or

case) was commenced in this Court on behalf of Taylor. On July
21, 1994, the Court entered decision in the Taylor case pursuant
to the Comm ssioner's notion for entry of decision under Rule
248(b). Al deductions and credits clainmed by Taylor in
connection with its plastics recycling activities were

di sal | oned.

Pursuant to the Tayl or decision, in 1995, respondent
assessed petitioners $9,835 in tax and approxi mately $40,000 in
interest. Having not heard anything about their investnent for
approxi mately 13 years, petitioners were initially convinced that
respondent had nmade a m stake. Upon learning that they were in

fact liable for the assessed anounts pursuant to the Tayl or
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deci sion, petitioners cashed in an IRA and paid their liability.
Thereafter, on Septenber 5, 1995, respondent issued the
affected itens notice of deficiency for 1982 determ ning
additions to tax under sections 6653(a)(1l) and (2) and 6659.
Petitioners filed their petition with this Court on Novenber 20,
1995.
OPI NI ON

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

Section 6653(a)(1l) and (2) inposes additions to tax if any
part of the underpaynent of the 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
and ordinarily prudent person would exercise under the

circunstances. See Neely v. Conmissioner, 85 T.C. 934, 947

(1985).
A taxpayer may avoid liability for negligence in the case of
reasonabl e reliance on a conpetent professional adviser. See

United States v. Boyle, 469 U S. 241, 250-251 (1985); Freytag v.

Comm ssioner, 89 T.C. 849, 888 (1987), affd. 904 F.2d 1011 (5th

Cr. 1990), affd 501 U. S. 868 (1991). Although reliance on
pr of essi onal advice, standing alone, is not an absol ute defense

to negligence, it is a factor to be considered. See Freytag v.

Conmi Ssi oner, supra.

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 Schwartz Corp. V.

Comm ssioner, 60 T.C. 728, 740 (1973). 1In this regard, the

determ nation of negligence is highly factual. "Wen considering
t he negligence addition, we evaluate the particular facts of each
case, judging the relative sophistication of the taxpayers as
wel |l as the manner in which the taxpayers approached their

investnent." Turner v. Comm ssioner, T.C Meno. 1995-363.

There are a nunber of special and unusual circunstances
present in petitioners' case that in conbination provide a
reasonabl e basis for petitioners' actions. The special and
unusual circunstances include petitioners' conplete |ack of
sophi stication in investnment matters as well as the long-term
special relationship of trust and friendship that existed between

petitioners and their C.P.A . Cf. Schwal bach v. Conm ssi oner,

111 T.C. 215, 230-231 (1998); Zidanich v. Comm ssioner, T.C

Meno. 1995- 382.

Petitioners are a carpet sal esnan and an el enentary school
teacher who did not have any independent investnent experience.
They are unsophisticated investors who relied on their C.P. A, a
trusted friend and a know edgeabl e professional. Because of his
reputation and status, petitioners surm sed that M. Kipness had
the expertise to choose an appropriate investnent for them
Because of their friendship, petitioners were confident that M.
Ki pness would do all that was necessary to protect their
investnment. In sum petitioners relied in good faith on a

financially savvy accountant and their long-tinme friend to act in
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their best interest. Gven the relationship of the parties and
the | evel of sophistication involved, petitioners acted
reasonabl y.

We have al so considered other factors in hol ding
petitioners' actions to be reasonable. For exanple, petitioners
sole notivation for making the investnment was to provide for
their retirement. Petitioners did not invest as a neans to
obtain tax benefits, nor were petitioners even aware that their
investnment was in a partnership designed to produce tax benefits.
Hence, petitioners were not notivated by an offering of
i nprobabl e tax advantages or sizeable tax deductions. Conpare

WIf v. Comm ssioner, 4 F.3d 709, 715 (9th G r. 1993) ("W need

| ook no farther than * * * [the partnership's] own marketing
literature to hold that the tax court's findings of negligence
are not clearly erroneous: the prospectus focused primarily on
the tax benefits of the investnent, and established on its face
that a profit was highly unlikely."), affg. T.C. Meno. 1991-212;

Past ernak v. Conm ssioner, 990 F.2d 893, 902 (6th G r. 1993)

(hol di ng reasonably prudent person should investigate clains when

they are likely "too good to be true"), affg. Donahue v.

Conmi ssioner, T.C. Menp. 1991-181; Collins v. Conm ssioner, 857

F.2d 1383, 1386 (9th Cir. 1988) ("The discussions in the
prospectus of high wite-offs and the risk of audits should have
al erted taxpayers that their deductions were questionabl e at

best."), affg. Dister v. Conm ssioner, T.C Meno. 1987-217.




There is also no indication that M. Kipness was hinself an
investor in DL & K Associ ates, Taylor, or any rel ated
partnership. As a result, petitioners were not relying on
pr of essi onal advice from soneone they knew to be burdened with an

i nherent conflict of interest. Conpare Goldman v. Conm ssioner,

39 F.3d 402 (2d Cir. 1994) (reliance on the advice of an
interested individual supported a hol ding of negligence), affg.

T.C. Meno. 1993-480; Pasternak v. Conm ssioner, supra at 903

(sane).
A failure to make even mnimal inquiries regarding an
investnment is ordinarily a strong indication of negligence. See

&ol dman v. Conmi ssioner, supra. W are convinced, given the

totality of the circunstances in the present case, that
petitioners' inquiries were limted because petitioners |acked

t he sophistication to make the type of prudent inquiries that one
woul d expect a nore sophisticated i nvestor to nake.

As already noted, the determ nation of negligence is a
highly factual matter. Respondent seeks to anal ogi ze
petitioners' situation to a nunber of cases where this Court has
hel d that the taxpayer's reliance on the advice of a professional
did not justify relief fromnegligence additions. W have
revi ewed those cases and concl ude that petitioners' situation

nore closely resenbles Zidanich v. Conm ssioner, supra (lack of

sophi stication coupled with professional advice froma trusted
and seem ngly know edgeable friend or relative) where the

t axpayer was held not to be negligent. W are convinced that
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petitioners have denonstrated exercise of due care in their

i ndi vidual situation and with their particul ar background and
circunstances. Accordingly, we hold for petitioners on this
i Ssue.

| ssue (2) Section 6659 Val uation Overstatenent

Petitioners also contest the addition to tax under section
6659 for a valuation overstatenent. A valuation that exceeds the
correct valuation by 150 percent or nore constitutes a val uation
overstatenent. See sec. 6659(c). Petitioners have conceded that
assets with val ues not exceedi ng $50, 000 were val ued at
$1, 750, 000. There was therefore a val uation overstatenment under
section 6659.

Petitioners contend that respondent abused his discretion in
failing to exercise the authority under section 6659(e) to waive
the addition to tax for the valuation overstatenment. Under
section 6659(e) the Conm ssioner may waive all or any part of the
val uati on overstatenent addition upon a show ng by the taxpayer
that there was a "reasonable basis for the valuation * * *
clainmed on the return and that such claimwas in good faith."

The Comm ssioner's waiver is discretionary and subject to review

for an abuse of discretion. See Krause v. Conmi ssioner, 99 T.C

132 (1992), affd. sub nom Hildebrand v. Conm ssioner, 28 F.3d

1024 (10th GCir. 1994).
On the record before us, there is no indication that
petitioners requested a waiver fromrespondent at any tinme prior

to the filing of their posttrial brief. Gven that petitioners
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have failed to establish a tinmely request for a waiver, we cannot
hol d that respondent abused his discretion to waive the addition
to tax for the valuation overstatenent. See Haught v.

Commi ssioner, T.C. Meno. 1993-58. Further, petitioners concede

that there was an i nproper valuation, and there is nothing el se
on the record before us to establish that there was a reasonabl e
basis for the valuation as required by section 6659(e). In light
of the stringent abuse of discretion standard, we cannot concl ude
t hat respondent abused his discretion in failing to exercise the
authority under section 6659(e) to waive the section 6659
addition to tax.

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

To reflect our disposition of the disputed issues,

Decision will be entered

for petitioners as to the additions to

t ax_under section 6653(a)(1) and (2)

and for respondent as to the addition

to tax under section 6659.




