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MARVEL, Judge: This case was heard pursuant to the
provi sions of section 7463 in effect at the time the petition was
filed.! The decision to be entered is not reviewabl e by any

ot her court, and this opinion should not be cited as authority.

1A'l subsequent 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 Procedure.
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Respondent determ ned that petitioners are liable for an
addition to tax for negligence under section 6653(a)(2) for 1982.
The only issue for decision is whether petitioners are liable for
the addition to tax for negligence pursuant to section 6653(a)(2)
for 1982 in the anount of 50 percent of the interest due on the
under | yi ng deficiency of $6,479,2 which respondent conputed in
connection with the disall owance of research and devel opnent
expendi tures deducted in 1982 by Jojoba Research Partners,

Hawaii, a limted partnership.

Backgr ound

Sonme of the facts have been stipulated and are so found. W
i ncorporate the stipulation of facts by this reference.
Petitioners resided in Honolulu, Hawaii, on the date the petition
was filed. Hereinafter, references to petitioner are to Rodney
M  Fujiyana.

Petitioner graduated from | aw school and has been |icensed
to practice law since 1970. Petitioner’s legal practice focuses
primarily on business transaction planning. Petitioner does not
practice tax law and has very little tax experience. Wen one of
petitioner’s clients requires tax advice, petitioner engages the

services of a national or local accounting firmto assist him

2In his notice of deficiency, respondent detern ned that
petitioners are |iable for a negligence penalty in the anmount of
50 percent of the interest due on $13,367. Respondent conceded
in his trial menmorandumthat the penalty should be limted to 50
percent of the interest due on $6, 479.
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| nvestnent in Jojoba Research Partners, Hawaii

In 1982, petitioner’s accountant, Robert M hara, introduced
petitioner to an investnent opportunity in a limted partnership
known as Joj oba Research Partners, Hawaii (Jojoba). Jojoba had
entered into agreenents with U S. Agri-Research and Devel opnent
Corp. (Agri-Research) under which Agri-Research woul d provide
agricultural research and devel opnent services with respect to
the grow ng of jojoba plants. |In connection with its activities,
Joj oba pl anned to deduct research and devel opment expenditures
under section 174, which, it expected, would generate tax
benefits for its investors.

Petitioner believes, but is not certain, that he reviewed a
private placenent nmenorandum (PPM and a tax opinion letter in
connection with his proposed investnent in Jojoba.® He also
consul ted his accountant, M. M hara.

The PPM dated Cctober 28, 1982, stated: “TH S OFFERI NG
| N\VOLVES A H GH DEGREE OF RISK’. The PPM al so st at ed:

PROSPECTI VE | NVESTORS ARE CAUTI ONED NOT TO

CONSTRUE THI' S MEMORANDUM OR ANY PRI OR OR SUBSEQUENT

COVMUNI CATI ONS AS CONSTI TUTI NG LEGAL OR TAX ADVI CE.

* * % | NVESTORS ARE URGED TO CONSULT THEI R OAN COUNSEL

AS TO ALL MATTERS CONCERNI NG THI' S | NVESTMENT.

PRIOR TO THE SALE OF ANY UNITS, EACH PURCHASER

AND/ OR HI S OFFEREE REPRESENTATI VE SHALL HAVE THE
OPPORTUNI TY TO ASK QUESTI ONS OF THE GENERAL PARTNER

3Petitioner conceded that, even if he did review the PPM
before making his investnment, he probably did not read the entire
docunent .
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CONCERNI NG ANY ASPECT OF THE | NVESTMENT DESCRI BED
HEREI N. EACH | NVESTOR MAY OBTAI N ANY ADDI Tl ONAL

| NFORMATI ON NECESSARY TO VERI FY THE ACCURACY OF THE

| NFORMATI ON CONTAI NED | N THI S MEMORANDUM TO THE EXTENT
THAT THE CGENERAL PARTNER POSSESSES SUCH | NFORMATI ON OR
CAN ACQUI RE | T W THOUT UNREASONABLE EFFORT OR EXPENSE

* * * * * * *

NO REPRESENTATI ONS OR WARRANTI ES OF ANY KI ND ARE
| NTENDED OR SHOULD BE | NFERRED W TH RESPECT TO THE
ECONOM C RETURN OR TAX ADVANTAGES VWH CH MAY ACCRUE TO
THE | NVESTORS I N THE UNI TS.

EACH PURCHASER OF UNI TS HEREIN SHOULD AND | S
EXPECTED TO CONSULT WTH H S OAMN TAX ADVI SOR AS TO THE
TAX ASPECTS.

In addition to the general warnings, the PPM described the risk
factors with respect to the projected Federal incone tax
consequences of an investnent in Jojoba as follows:

The General Partner anticipates that a substanti al
portion of the capital contributions of the Limted
Partners to the Partnership will be used for research
and experinental expenditures of the type generally
covered by Section 174 of the Code. However,
prospective investors should be aware that there is
little published authority dealing with the specific
types of expenditures which will qualify as research or
experinmental expenditures within the neaning of Section
174, and nost of the expenditures contenplated by the
Part nershi p have not been the subject of any prior
cases or admnistrative determ nations.

* * * * * * *

No ruling by the Service has been or will be sought

regardi ng deductibility of the proposed expenditures

under Section 174 of the Code.

The PPMreferred prospective investors to a Novenber 8,
1992, tax opinion letter prepared by the law firmof Caplan &

Resni ck and addressed to Jojoba’s general partner (Caplan
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letter). The Caplan letter discussed various Federal incone tax
princi pl es and opi ned regarding the application of those
principles to the Jojoba investnent. Caplan & Resnick based its
opi nion on the representations nade by Jojoba’ s general partner,
which the firmclainmed it independently verified by personally
interviewing officers of Agri-Research, visiting a typica
experinmental jojoba plantation, and review ng various docunents,
i ncluding the PPM the research and devel opnent agreenent, the
i cense agreenent, and docunentation concerning the acquisition
of rights to the use of real property upon which the research
woul d be conducted. The Caplan letter specifically addressed the
deductibility of research and devel opnent expenditures under
section 174 and concl uded:

Because of the scarcity of judicial opinions and

| egi sl ative enactnents regardi ng section 174 and

because * * * [Jojoba] may incur expenses which are not

presently contenplated, it is not possible to guarantee

the deductibility of certain expenditures as research

and devel opnent expenses. The General Partner intends

to conduct the * * * [Jojoba] business such that, to

the extent possible, substantially all * * * [Jojoba’s]

expenditures for research and devel opnent qualify under

section 174.

Bef ore making the investnent in Jojoba, petitioner discussed
with M. Mhara Jojoba s profit potential and the research and
devel opnment deduction that Jojoba anticipated cl ai m ng.

Al t hough M. M hara had no expertise regarding jojoba as a

mar ket abl e commodity, research and devel opnent expenditures

generally, or the requirenents of section 174 when he brought



- 6 -

Jojoba to petitioner’s attention, he neverthel ess assured
petitioner there would be no problemw th the deduction. M.

M hara relied upon representations made by Joj oba representatives
that Jojoba’s activities qualified as research and devel opnent
and that investors would “be able to take all these deductions
and get all these tax benefits.” Solely on the basis of those
representations, M. Mhara concluded that Jojoba was a
legitimate research and devel opnent activity. Neither he nor
petitioner did any independent research or analysis or consulted
with any experts regarding the Jojoba investnent.*

Petitioner did not inquire regarding M. Mhara's
i nvol venent with Jojoba or his qualifications to advise
petitioner conpetently regarding the proposed investnent. In
fact, M. Mhara was the accountant for, and an investor in,

Joj oba.

Shortly after petitioner discussed Jojoba with M. M hara,
petitioner made the m nimuminvestnent in Jojoba. Petitioner
pai d $5, 000 by check and signed a prom ssory note for $9,250 with
10 percent interest per year in exchange for five limted

partnership units. Petitioner also executed a |limted guaranty

‘M. M hara had no personal know edge regardi ng the jojoba
pl antation, but he did receive occasional progress letters from
Agri-Research regarding the activities allegedly being conducted
on the jojoba plantation. Petitioner may have seen sone of these
progress letters but, at the tinme of trial, he did not recal
whet her he received any specific letter.
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agreenent with Agri-Research and Jojoba guaranteeing, to the
extent of the prom ssory note bal ance, Jojoba’ s liability to
Agri - Research under the research and devel opnent agreenent.

Petitioners’ 1982 Federal |Incone Tax Return

For the taxable year 1982, Jojoba allocated an ordinary | oss
of $12,971 to petitioner, as reflected in his 1982 Schedule K-1
Partner’s Share of Inconme, Credits, Deductions, Etc., issued by
Joj oba, which petitioners deducted on their 1982 joint Federal
i nconme tax return.

On Cctober 18, 1993, the tax matters partner of Jojoba
entered into a stipulation with respondent agreeing to be bound

by this Court’s decision in Uah Jojoba | Research v.

Comm ssioner, T.C. Menp. 1998-6. The facts regarding the

underlying deficiency in Utah Jojoba | Research are substantially

identical to those in this case. In Uah Jojoba | Research, we

hel d that the partnership was not entitled to deduct its | osses
for research and devel opnment expendi tures under section 174. On
June 17, 1998, we entered a decision agai nst Jojoba, the
partnership involved in this case, disallowng the research and
expense deduction clained for 1982.

On August 6, 1999, respondent issued a notice of deficiency
to petitioners for 1982 in which he determ ned that petitioners

are liable for an addition to tax for negligence pursuant to
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section 6653(a)(2) in connection with a research and devel opnent
deduction disallowed at the partnership |evel.

Di scussi on

Section 6653(a)(2) inposes an addition to tax equal to 50
percent of the interest payable with respect to the portion of
under paynent attri butable to negligence or intentional disregard
of rules and regul ations for the period beginning on the |ast day
prescribed by |law for paynent of such underpaynent (determ ned
w thout regard to any extension) and ending on the date of the
assessnent of the tax. For purposes of section 6653, negligence
is defined as “lack of due care or failure to do what a
reasonabl e and ordinarily prudent person would do under the

circunstances.” Neely v. Conm ssioner, 85 T.C. 934, 947 (1985)

(quoting Marcello v. Conmm ssioner, 380 F.2d 499, 506 (5th Gr.

1967), affg. in part and remanding in part 43 T.C. 168 (1964));

see Allen v. Conmm ssioner, 925 F.2d 348, 353 (9th Gr. 1991),

affg. 92 T.C. 1 (1989); Znuda v. Comm ssioner, 731 F.2d 1417,

1422 (9th Cr. 1984), affg. 79 T.C. 714 (1982). Negligence is
determ ned by testing a taxpayer’s conduct against that of a

reasonabl e, prudent person. Znuda v. Comm SSioner, supra.

The Comm ssioner’s decision to inpose the negligence penalty

is presunptively correct. Collins v. Conm ssioner, 857 F.2d

1383, 1386 (9th Gr. 1988), affg. Dister v. Conmm ssioner, T.C

Meno. 1987-217; Hansen v. Conm ssioner, 820 F.2d 1464, 1469 (9th
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Cir. 1987). The taxpayer has the burden of proving that the
Conmmi ssioner’s determnation is erroneous and that he did what a
reasonably prudent person would have done under the

circunstances. Rule 142(a); Hansen v. Comm ssioner, supra; Hal

v. Conmm ssioner, 729 F.2d 632, 635 (9th Gr. 1984), affg. T.C

Meno. 1982-337; Bixby v. Comm ssioner, 58 T.C. 757, 791 (1972).

At trial,® petitioner clainmed that he reasonably relied on
representations nade in the offering materials and on his
accountant, whom he described as a know edgeabl e and experi enced
tax adviser. Petitioner argued that he did not need to
i ndependently investigate the investnent because, as an investor
of noderate neans, he was entitled to rely upon the offering

materials and the expertise of his accountant,® citing Heasley v.

Comm ssi oner, 902 F.2d 380, 383-384 (5th Cr. 1990), revg. T.C

Meno. 1988-408. In support of his position, petitioner also

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

which the United States Suprene Court stated:

When an accountant or attorney advises a taxpayer
on a matter of tax law, such as whether a liability

The parties agreed not to submt posttrial briefs in this
case. After the trial, petitioner presented a closing argunent,
and respondent submtted a nmenorandum of authorities with the
consent of petitioner.

SPetitioners also argued that we should abate the interest
accrued on the 1982 deficiency. See sec. 6404(e). Petitioners,
however, have not conplied with the statutory requirenments for
abatenent. \Whether petitioners are entitled to abatenent of
interest is not properly before us. See id.
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exists, it is reasonable for the taxpayer to rely on

that advice. Mst taxpayers are not conpetent to

di scern error in the substantive advice of an

accountant or attorney. To require the taxpayer to

chal l enge the attorney, to seek a “second opinion,” or

totry to nonitor counsel on the provisions of the Code

hi msel f would nullify the very purpose of seeking the

advi ce of a presuned expert in the first place.

“Ordinary business care and prudence” do not denmand

such actions. [Citation omtted.]
Respondent argued that petitioner was negligent and that
petitioner did not have a reasonable basis for his reporting
position regardi ng Jojoba. W agree that petitioner’s reliance
on the offering materials and on the advice of his accountant is
not an adequat e defense.

It is well settled that a taxpayer’s reliance upon offering
materials prepared in connection with the sale of an investnent
or upon the representations of investnent insiders and pronoters

is not reasonable. Goldman v. Conm ssioner, 39 F.3d 402 (2d G

1994) (reliance on representations by insiders, pronoters, or
offering materials is an inadequate defense to negligence), affg.

T.C. Meno. 1993-480; Becker v. Commi ssioner, T.C Meno. 1996-538.

In this case, not only was petitioner’s reliance on the offering
mat eri al s not reasonable, but petitioner ignored provisions in
the PPMwarning himto consult a conpetent and i ndependent

advi ser.”

"The PPM did not nake any affirmative statements indicating
that the research and devel opnent deducti on woul d be all owed by
the RS and, in fact, warned agai nst m sconstruing the docunent

(continued. . .)
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It is equally well settled that, although a taxpayer nmay
avoid liability for the addition to tax under section 6653(a)(2)
if he reasonably relies in good faith on a conpetent

professional, United States v. Boyle, supra, “Reliance on

pr of essi onal advice, standing alone, is not an absol ute defense

to negligence, but rather a factor to be considered”, Freytag v.

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

Cir. 1990), affd. 501 U S. 868 (1991). 1In order to successfully
claimhe reasonably relied on professional advice, petitioner
must denonstrate that the professional on whom he relied had
sufficient expertise and know edge of the pertinent facts to

provi de informed advice on the subject matter. 1d.; Becker v.

Conmi ssi oner, supra; Sacks v. Conmi ssioner, T.C. Menp. 1994-217,

affd. 82 F.3d 918 (9th Cir. 1996); Kozl owski v. Conmm Ssioner,

T.C. Meno. 1993-430, affd. w thout published opinion 70 F.3d 1279
(9th Gr. 1995). Petitioner has not denonstrated that M. M hara
had either the necessary expertise or the know edge of pertinent

facts to render inforned advice on the investnent. To the

(...continued)
as indicating the deduction would be proper. Likew se, the
Caplan letter stated that the deduction m ght be subject to
attack by the IRS and that “Several commentators have di scussed
the potential that the IRS nmay attack a research and devel opnent
partnership on the basis that it constitutes a materi al
distortion of income.” The Caplan letter also pointed out the
| ack of judicial opinions and |egislative enactnents regarding
sec. 174 and stressed “it is not possible to guarantee the
deductibility of certain expenditures as research and devel opnent
expenses.”
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contrary, M. Mhara admtted at trial that he did not know nuch
about research and devel opnent at the tine of the initial

i nvestnment in Jojoba but, neverthel ess, assured petitioner there
woul d not be a problemw th the research and devel opnent

deduction. See Hansen v. Comm ssioner, 820 F.2d 1464 (9th G r

1987); dassley v. Conm ssioner, T.C Meno. 1996-206

Petitioner’s reliance on Heasley v. Conni ssioner, supra, is

m spl aced. Although an investor “need not pore over every word
in a prospectus or in closing docunents” before making an

i nvestment, he nmust exercise reasonable care in ascertaining
basic information regarding his investnent. 1d. at 384. Unlike
the taxpayer in Heasley, petitioner made no effort to verify even
the nost basic information regarding his investnment or to ensure
that a conpetent and independent professional had done so on his
behal f. Moreover, after he nmade his investnent in Jojoba,
petitioner failed to nonitor his investnent.

We find that petitioner’s failure to exercise reasonable
care in determ ning whether to invest in Jojoba was negligent and
that petitioner’s reliance on M. M hara for advice regarding the
Joj oba i nvestnment was not reasonable. Accordingly, we hold that
petitioners are liable for the addition to tax for negligence
under section 6653(a)(2) with respect to a deficiency for 1982 of

$6, 479.



To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




