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VEMORANDUM OPI NI ON

DEAN, Special Trial Judge: Respondent issued a notice of

deficiency to petitioners for taxable year 1982. In the notice,
respondent determ ned that petitioners were liable for additions
to tax for negligence pursuant to section 6653(a)(1)! of $509.75

and pursuant to section 6653(a)(2) for 50 percent of the interest

1 Unless otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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due on $10, 195. Respondent al so deternm ned an addition to tax of
$2,548.75 for a substantial understatenent of tax under section
6661.

Petitioners did not contest and have conceded the addition
to tax for a substantial understatenent. The issue for decision
is whether petitioners are liable for the additions to tax for
negl i gence pursuant to section 6653(a)(1l) and (2) with respect to
the loss fromtheir investnent in the Utah Jojoba | Research
partnership clainmed on their 1982 Federal inconme tax return

Sone of the facts have been stipulated and are so found.

The stipulation of facts and the attached exhibits are
i ncorporated herein by reference. Petitioners resided in St.
George, Utah, at the tine their petition was fil ed.

Backgr ound

Nor man Fawson (petitioner) has a degree in genetics and a
medi cal degree fromthe University of Utah. He practices famly
medicine with a nedical group in St. George, Utah. He grew up on
a farm and in 1979 he purchased approxi mately 15 acres and
started an appl e orchard.

In 1982 petitioners’ financial planner/investnent counsel or,
El roy Jones (M. Jones), recommended that petitioners invest in
the Utah Jojoba | Research partnership (the partnership). Over
the previous 2 or 3 years, M. Jones had set up an investnent

plan for petitioners’ retirenment, and petitioners had purchased



- 3 -
one or two investnents through M. Jones. As an officer of and
participant in the retirenent plan sponsored by his nedical
partnership (the retirenment plan), petitioner also had
participated in other investnents recomended and sold by
M. Jones.

The partnership was pronoted by the CFS Corp. (CFS), through
whi ch petitioners and the retirenment plan had nade several
investnments. CFS was highly recommended by the attorney who
oversaw the retirenment plan. Petitioners also had nade
investnments in real estate limted partnerships through this
attor ney.

Petitioners discussed the partnership investnent opportunity
wth M. Jones. In addition to information provided by M.
Jones, petitioner had discovered, while investigating drip
irrigation for his apple orchard, that farners in Israel were
al ready researching jojoba as an alternative source to sperm
whal e oil and had already started jojoba plantations. Petitioner
al so read what he could find at the library to becone acquai nted
wi th jojoba.

M. Jones gave petitioners a private placenent nmenorandum
whi ch they read and discussed with him One of the features of
the investnent was that it would generate substantial tax
deductions. The pronotional materials petitioners reviewed

indicated that there were tax ri sks associated with the
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investnment. Petitioners felt reassured about the tax risks after
talking with M. Jones. They also were reassured after talking
with someone fromCFS. Petitioners did not explain the substance
of the reassuring statenents nade by M. Jones or by CFS.

Petitioners did not discuss the investnment with an attorney.
Al t hough petitioner does not recall whether he had their
accountant review the private placenent offering before nmaking
the investnent, petitioners did discuss the partnership with him
after making the investnent.

On their joint 1982 Federal incone tax return, petitioners
reported wages frompetitioner’s medical practice of $123, 455 and
| osses of $20,919 fromthe Utah Jojoba | Research partnership.
The partnership was audited and a Notice of Final Partnership
Adm ni strative Adjustnent was issued to the partnership. The
partnership initiated a TEFRA proceeding to contest the matter.

The matter was resolved by Utah Jojoba | Research v.

Conmi ssioner, T.C. Menp. 1998-6, which found that the activities

of the partnership did not constitute a trade or business and
that the agreenments between the partnership and U S. Agri
Research & Devel opnent Corp. (U. S. Agri) had been designed and
entered into solely to provide a nmechanismto disguise the
capital contributions of limted partners as currently deductible

expendi t ur es.
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As a result of the partnership’s TEFRA proceedi ng,
petitioners were assessed a tax liability of $10,195, along with
interest. Respondent issued a notice of deficiency for affected
itens determning that petitioners are liable for additions to
tax for negligence pursuant to section 6653(a)(1l) and (2) and for
a substantial understatenent addition to tax pursuant to section
6661. Petitioners tinely filed a petition seeking a
redeterm nation of the negligence additions to tax.

Di scussi on

Section 6653(a)(1l) inposes an addition to tax in an anount
equal to 5 percent of an underpaynent of tax if any part of the
under paynment is due to negligence or intentional disregard of
rules or regulations. Section 6653(a)(2) inposes another
addition to tax in an anount equal to 50 percent of the interest
due on the portion of the underpaynent attributable to negligence
or intentional disregard of rules or regulations.

Respondent’ s determ nations, contained in the notice of
deficiency, are presuned correct, and petitioners nust establish

otherwi se. See Rule 142(a); Wlch v. Helvering, 290 U S 111

115 (1933); cf. sec. 7491(c).? Respondent maintains that

2 The Internal Revenue Service Restructuring & Reform Act
of 1998, Pub. L. 105-206, sec. 3001, 112 Stat. 685, 726, added
sec. 7491(c), which shifts the burden of proof to the Secretary
Wi th respect to a taxpayer’'s liability for penalties and
additions to tax in court proceedings arising in connection with
exam nations commencing after July 22, 1998. Petitioners do not

(continued. . .)
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petitioners’ underpaynent was due to negligence. Petitioners,

t herefore, have the burden of proving they were not negligent in

deducting their share of the partnership’s | osses. See Estate of

Mason v. Conmm ssioner, 64 T.C 651, 663 (1975), affd. 566 F.2d 2

(6th CGr. 1977); Bixby v. Conm ssioner, 58 T.C. 757, 791 (1972);

Anderson v. Conmm ssioner, T.C. Mnp. 1993-607, affd. 62 F.3d 1266

(10th Gr. 1995).
Negligence is defined as the failure to exercise the due
care that a reasonable and ordinarily prudent person woul d

exerci se under like circunstances. See Anderson v. Commi SSi oner,

62 F.3d 1266, 1271 (10th G r. 1995), affg. T.C. Meno. 1993-607;

Neely v. Comm ssioner, 85 T.C 934, 947 (1985); d assley v.

Comm ssioner, T.C Meno. 1996-206. The focus of our inquiry is

on the reasonabl eness of the taxpayer’s actions in light of his

experience and the nature of the investnent. See Henry Schwartz

Corp. v. Conm ssioner, 60 T.C. 728, 740 (1973); Geene V.

Comm ssioner, T.C Meno. 1998-101, affd. w thout published

opinion 187 F.3d 629 (4th Gr. 1999); dassley v. Conmm Ssioner

supra; Turner v. Comm ssioner, T.C Mno. 1995-363. Whether a

t axpayer is negligent in claimng a tax deduction “depends upon
both the legitimacy of the underlying investnent, and due care in

the claimng of the deduction.” Sacks v. Conm ssioner, 82 F.3d

2(...continued)
contend that their exam nation comenced after July 22, 1998, or
that sec. 7491 is applicable to them
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918, 920 (9th Cir. 1996), affg. T.C Meno. 1994-217; see G eene

v. Conm ssioner, supra.

A taxpayer may avoid liability for negligence penalties
under sone circunstances if the taxpayer reasonably relied on

conpet ent professional advice. See Freytag v. Conm ssioner, 89

T.C. 849, 888 (1987), affd. 904 F.2d 1011 (5th G r. 1990), affd.
on other issue 501 U. S. 868 (1991). Such reliance, however, is
“not an absol ute defense to negligence, but rather a factor to be
considered.” 1d. For reliance on professional advice to excuse
a taxpayer fromthe negligence additions to tax, the taxpayer
must show that the professional adviser had the expertise and
know edge of the pertinent facts to provide infornmed advice on
the subject matter. See id.

The record does not establish the exact nature of the
underlying partnership investnent in this case. No prospectus or
private placenment nmenorandum was produced, few facts on the exact
nature of the investnent were stipulated, and no w tnesses ot her
than petitioner testified at trial. Nevertheless, a fair reading
of the stipulation of facts and the briefs of the parties shows
that they agree that the underlying facts of the partnership

operations are as discussed in Uah Jojoba I Research v.
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Conmi ssioner, T.C. Meno. 1998-6.° See G eene v. Comm ssioner,

supra. It is petitioners’ burden, in any event, to establish the
context in which their deductions were taken. See Rule 142(a);

Welch v. Helvering, 290 U.S. at 115; Bixby v. Conni ssi oner, 58

T.C. 757, 791 (1972).

In Uah Jojoba | Research v. Conm ssioner, supra, we found

that the partnership was organi zed on Decenber 27, 1982, as a
limted partnership with a descri bed purpose of conducting
research and devel opnent (R&D) involving the jojoba plant. CFS
prepared the private placenment nenorandum (the offering) dated
Novenber 10, 1982, and an R&D agreenent and |icensing agreenent
executed on Decenber 31, 1982. The partnership was fornmed with
subscriptions for 247 units for a total capitalization of
$2, 094, 560.

The offering identified WIlliam G Kellen as the genera
partner and characterized himas having “no previous experience”

with respect to jojoba beans. The offering also indicated that

3 Although the parties disagree as to what was apparent
fromthe partnership s pronotional materials, they have
stipulated that the Court found in Utah Jojoba | Research v.
Comm ssioner, T.C. Menp. 1998-6, that the activities of the
partnership did not constitute a trade or business and that the
research and devel opnment and |icensing agreenents entered into by
t he partnershi p had been designed and entered into solely to
provi de a nechanismto disguise the capital contributions of
[imted partners as currently deductible expenditures. 1In their
brief, petitioners request a finding of fact that the Court’s
decision found that the activities of the partnership did not
constitute a trade or business.
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U S Agri was the contractor selected to carry out the R&D
program under an R&D agreenment. The offering included the R&D
agreenent and the |icense agreenent.

The partnership entered into the exclusive R& agreenent
with U'S. Agri on Decenber 31, 1982. The |icense agreenent
between the partnership and U. S. Agri was executed concurrently
with the R& agreenent, granting U S. Agri the exclusive right to
utilize technol ogy devel oped for the partnership for 40 years in
exchange for a royalty of 85 percent of all products produced.

The R&D agreenent, according to its terns, expired upon the
partnership’s execution of the |icense agreenent. Because the
two agreenents were executed concurrently, anpunts paid to U. S.
Agri by the partnership were not paid pursuant to a valid R&
agreenent but were passive investnents. The partnership never
engaged in research or experinentation either directly or
indirectly.

We noted that M. Kellen exhibited a | ack of concern about
the details of the partnership s operations. He hastily signed
the R&D agreenent and |icensing agreenent prepared by CFS and
admtted he did not read the offering until preparing the case
for trial. M. Kellen also never took any legal action to
enforce prom ssory notes signed by limted partners who had
pur chased subscriptions in the partnership and defaulted.

We found in UWah Jojoba | Research v. Comm ssioner, supra,




- 10 -

that U S. Agri’s attenpts to farmjojoba commercially did not
constitute research and devel opnent. W concluded that the R&D
agreenent was designed and entered into solely to decrease the
cost of participation in the jojoba farmng venture for the
limted partners through |arge up-front deductions for
expenditures that were in reality capital contributions. W
further found that the partnership was not involved in a trade or
busi ness and had no realistic prospect of entering into a trade
or business with regard to any technol ogy that was supposed to be
devel oped by U S. Agri. On these bases, we determ ned that the
partnership was not entitled to a clainmed | oss of $1, 304, 819,

i ncluding $1, 298,627 clainmed as qualified research and
experinmental expenditures under section 174.

Petitioners contend that they invested in the partnership
and clainmed | osses arising out of the partnership in a good faith
belief that the partnership had the potential to earn a profit.
They contend they exercised the due care of reasonable and
ordinarily prudent persons under the circunstances, taking into
account their experience and the nature of the investnment. They
further argue that at the tine they clainmed the deductions at
issue the law relating to the deductibility of research and
devel opnent expenses under section 174 was still unclear and that
there were no warning signs that they would not be entitled to

t he cl ai ned deduction. W, however, do not find that the
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evi dence supports the conclusion that petitioners acted
reasonabl y under the circunstances.

In contrast to many of the cases decided by this Court
involving tax shelters in which the inpropriety of partnership
deductions could be discerned only by an investigation of the
partnership’s actual operations, the problemw th Utah Jojoba
Research was apparent fromthe docunents included in the offering
prepared by CFS. Both the R& agreenent and the |icensing
agreenent were included in the offering. An experienced attorney
capabl e of readi ng and understandi ng t hese docunents shoul d have
understood the legal ramfication of the |icensing agreenent
canceling the R&D agreenent. Wth the concurrent execution of
the two agreenents, the partnership was not engagi ng, even
indirectly, in any research or experinmentation. Instead, the
partnership was nerely a passive investor seeking royalty returns
pursuant to the |icensing agreenent.

Rat her than seeki ng professional |egal and tax advice,*
petitioners relied solely on their reading of the offering, their
di scussions with M. Jones, who was selling the investnent, their
di scussion wth someone from CFS, which was pronoting the

i nvestnment, and petitioner’s reading about jojoba. The record

4 Petitioner testified that he di scussed the investnment
with his accountant “at |east after the investnment was nade”. He
did not indicate, however, what infornmation he shared with the
accountant or the exact nature of any advice he received.
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provi des no information about M. Jones’ background and
expertise, other than that he hel ped petitioners prepare their
retirement plan. Although petitioner testified he felt reassured
about any tax risks after talking wwth M. Jones and soneone from
CFS, he did not el aborate on what he was told or why he felt
reassured.

Petitioners were not naive investors and shoul d have
recogni zed the need for independent professional advice. See

LaVerne v. Comm ssioner, 94 T.C 637, 652 (1990), affd. w thout

publ i shed opinion 956 F.2d 274 (9th Cr. 1992), affd. in part

wi t hout published opinion sub nom Cowl es v. Conm ssioner, 949

F.2d 401 (10th Cr. 1991); dassley v. Conm ssioner, T.C Meno.

1996- 206. Petitioner apparently recogni zed the necessity of such
advice in connection with the investnents of his nedical group’ s
retirement plan. He and his nedical partners hired an attorney
to oversee the retirenent plan’s investnents. In the case at
hand, however, petitioners relied on the assurances of M. Jones
even though petitioner testified he was not cl ear about the
“l egal ese” in the offering and that the offering had put himon
notice of tax risks.

Furthernore, petitioners should have had reason to question
M. Jones’ representations. Petitioner testified that M. Jones
had indicated that he had met wwth M. Kellen, the partnership’ s

general partner, and that M. Kellen had significant experience
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in the research and devel opnent of jojoba. |In contrast, the
of fering, which petitioner testified he read, characterized M.
Kel | en as having no experience in the research and devel opnent of
] 0j oba.

Petitioner seem ngly contends that his experience with
farm ng and his readi ng about jojoba gave himconfidence in the
viability of his investnment in the partnership, yet he presented
no evi dence that he actually applied any of his know edge through
an investigation of the partnership. |If anything, petitioner’s
know edge shoul d have pronpted himto inquire into the
operational aspects of the partnership and into the nature of the
“research” U.S. Agri was to conduct under the terns of the R&D
agreenent. The record provides no evidence that petitioner ever
visited the jojoba plantation or inquired into U S. Agri’s
ability to conduct research. |If petitioner had investigated the
nature of the purported research U. S. Agri was to conduct, he
i kely woul d have di scovered that it anounted to nothing nore
than farmng activity. Wth petitioner’s farm ng background and
his professed interest in jojoba, we find it difficult to believe
he woul d have relied solely on the pronoter’s investigation if he
viewed the partnership as a long-terminvestnent.?®

Petitioners’ contention that they were not negligent in

> W note that petitioner went to Israel to investigate
drip irrigation for his own apple orchard.
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claimng | osses associated wth the partnership because the
limts of section 174 on the deductibility of research or
experinmental expenditures had not been sufficiently devel oped in

1982 is without merit. Petitioners cite Kantor v. Conm ssioner,

998 F.2d 1514 (9th Gr. 1993), affg. in part and revg. in part
T.C. Meno. 1990-380, in support of their proposition. |In Kantor,
the Court of Appeals for the Ninth Grcuit concluded that the
experience and invol venent of the general partner and the | ack of
war ni ng signs could have reasonably |l ed investors to believe they
were entitled to deductions in light of the undevel oped state of
the | aw regardi ng section 174.

As expl ai ned by the Court of Appeals, the Suprenme Court’s

decision in Snow v. Conm ssioner, 416 U. S. 500 (1974), left

uncl ear the extent to which research nust be “in connection wth”
a trade or business for purposes of qualifying for an i nmedi ate
deduction under section 174. In the present case, however, not
only was the partnership not engaged in a trade or business, it
was not conducting, directly or indirectly, any research or
devel opnent .

Petitioners’ investnment in the partnership is further
di stingui shable fromthe taxpayers’ investnent in Kantor v.

Commi ssi oner, supra. The general partner of U ah Jojoba |

Research was not experienced in jojoba research and devel opnent,

and he had mnimal involvenent in the partnership. Petitioners
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shoul d have recogni zed additional warning signs including the
offering’ s warnings of tax risks involved with the investnent and
the ternms of the |icensing agreenent which canceled the R&D
agr eenent .

Petitioners did not exercise the due care of reasonable and
ordinarily prudent persons under the circunstances. Accordingly,
we hold that petitioners are liable for the negligence additions
to tax inposed by the provisions of section 6653(a)(1l) and (2).

To reflect the foregoing,

Deci sion will be entered

for respondent.




