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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

DAWSON, Judge: This case was assigned to Chief Speci al
Trial Judge Peter J. Panuthos pursuant to the provisions of
section 7443A(b)(4) and Rules 180, 181, and 183.' The Court
agrees with and adopts the opinion of the Special Trial Judge,

which is set forth bel ow

! All section references are to the Internal Revenue Code of
1954, as anended and in effect for the years in issue, unless
otherwise indicated. Al Rule references are to the Tax Court
Rul es of Practice and Procedure.



OPI NI ON OF THE SPECI AL TRI AL JUDGE

PANUTHOS, Chief Special Trial Judge: Respondent determ ned

deficiencies in and additions to petitioners' Federal incone
taxes as foll ows:

Additions to Tax

Year Defi ci ency Sec. 6653(a)* Sec. 6661

1978 $115, 780 $5, 789. 00 - -

1979 143, 636 7,181. 80 - -

1980 115, 213 5, 760. 65 - -

1981 51, 489 2,574. 45 - -

1982 149, 866 7,493. 30 $37, 466. 50
! For returns required to be filed after Dec. 31, 1981, if the
addition to tax under sec. 6653(a)(1l) applies, the addition to
tax under sec. 6653(a)(2) will also apply in an anmobunt to be

det er m ned.
Respondent al so determ ned that, once the deficiencies are
determ ned, petitioners are |liable for increased interest on
under paynents attributable to a tax-notivated transaction as
defined in section 6621(c).

The deficiencies in this case result fromrespondent's
di sal | owance of certain |osses. The |osses include those
attributable to petitioners' participation in the "Arbitrage and
Carry" gold trading pronoted by Futures Trading, Inc. (FTlI). The
| osses al so include those attributable to petitioners
participation in the Treasury bill (T-bill) option and stock
forward transactions pronoted by Merit Securities, Inc. (Merit),
a conpany that is related to FTI.

The parties have stipul ated that--

Al adjustments * * * relating to the T-Bill Options

and the Stock Forward Contracts prograns pronoted by
Merit shall be redeterm ned in the sane manner as
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conparabl e adjustnents in Rivera v. Comm ssioner, Tax
Court Docket Nos. 41343-85 and 22921-86 (" CONTROLLI NG
CASES") .

The above-nentioned "controlling cases" are two of seven

consol i dated cases reported as Leena Enterprises, Inc. V.

Conmi ssioner, T.C. Menp. 1999-18. Therein we addressed issues

concerning the Merit T-bill and stock forward trades and held

t hat - -

the Merit markets | acked econom ¢ substance. Al though

the form appeared as nmarkets for particular financial

instrunments, the substance was the creation of

straddl es to generate | oss deductions w thout

correspondi ng economc losses. * * * |n short, the

Merit trades * * * cannot support the |osses clained.

W alternatively held that, even if the transactions had
substance, the individual Merit investors' "prinmary objective was
obtaining tax benefits”, and thus they "failed to neet the
statutory requirenments for deducting the | osses at issue".

Qur holding in Leema Enterprises, Inc., accordingly disposes

of the Merit T-bill and stock forward | osses at issue here. For
t he reasons stated therein, those |osses are not allowed in this
case.

The parties have also entered into a "Second Stipul ati on of
Facts" wherein they agreed "that all transactions involving the
Arbitrage and Carry (" A/C ) program pronoted by Futures Trading,

Inc. ("FTI') will be ignored for Federal incone tax purposes".?

2 In four consolidated cases, Seykota v. Comm ssioner, T.C

Meno. 1991- 234, supplenented by T.C. Meno. 1991-541, we addressed
i ssues concerning the FTI A/C transactions. Therein we held that
the FTI A/ C program was an econom ¢ sham and di sal | owed

(conti nued. ..)




This second stipul ati on resol ved ot her issues concerning the
deficiencies at issue.

After additional concessions,?® the issues renmaining for
decision are: (1) Wiether petitioners are |iable for additions
to tax for negligence or intentional disregard of rules or
regul ati ons pursuant to section 6653(a) (or pursuant to section
6653(a) (1) and (2) for the years 1981 and 1982); (2) whether
petitioners are |liable for increased interest on underpaynents
attributable to a tax-notivated transaction pursuant to section
6621(c); and (3) whether petitioners are liable for the addition
to tax inposed under section 6661 for naking a substanti al
understatenent for the year 1982.

FI NDI NGS OF FACT

The parties filed two stipulations of settlenent of tax
shel ter adjustnents, a first stipulation of facts with attached
exhibits, a second stipulation of facts, and a third stipul ation

of facts, with nore attached exhibits. The facts reflected are

2(...continued)
deductions cl aimed by the taxpayers for | osses incurred in
connection wth that program

3 In 1992, the parties filed a Stipulation of Settlenment of Tax
Shel ter Adjustnent that resolved issues relating to the
Dorchester litigation project. The parties have al so stipul ated
that petitioner Diane C. Lincir is not entitled to "innocent
spouse” relief pursuant to sec. 6013(e) for the years at issue.
We al so note that the parties' First Stipulation of Facts

i ndicates that the deficiencies for the years involved m ght be
af fected by questions of net operating |oss and investnent tax
credit carrybacks fromyears not before the Court. W accept the
parties' representations that these carryback issues have been
resol ved by their other agreenents.



so found, and, by this reference, are incorporated herein.
Additionally, the "controlling cases", reported as Leena

Enterprises, Inc. v. Conm Ssioner, supra, are incorporated by

this reference.

Petitioners Toml. Lincir and Diane C. Lincir were married
and resided in San Pedro, California, when their petition was
filed. They were divorced in 1993. Petitioners are high school
graduates. M. Lincir has taken sone junior college classes and
is trained as a netalworker. After graduating from high school,
Ms. Lincir took some junior college courses in bookkeeping.

Bet ween 1975 and 1982, petitioners operated two successful
physi cal -fitness businesses. One, Sta-SlimProducts, engaged in
manuf acturing light exercise itenms, and the other, |vanko Bar bel
Co., engaged in the inportation and sale of weightlifting
equi pnent. M. Lincir was involved in every aspect of the
busi nesses, while Ms. Lincir handl ed the accounts payabl e and
ran the office side of the businesses. By 1982, sales of the two
conpani es totaled nore than $4 mllion annually.

Bet ween 1976 and 1980, M. Lincir was also involved in
dealing in coins and precious netals. He attended weekly
sem nars that had been fornmed to discuss investing in precious
nmet al s.

M. Lincir additionally invested in real estate. One of his
associates in an apartnent house venture introduced M. Lincir to
an account ant naned Robert Schenkman, a specialist in real

estate. M. Schenkman becane petitioners' accountant. He
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assisted M. Lincir with incorporating petitioners' businesses,
establishing a systemfor payroll taxes, and preparing
petitioners' Federal incone tax returns. M. Schenkman hel ped
petitioners to establish a retirenment program which invested its
assets in gold.

M. Schenkman al so provided M. Lincir with information
about the FTI/Merit pronotions. M. Schenkman worked with a
representative of FTI, Rusty London, "nore or less * * * as a
team' concerning FTI/Merit and its clients. M. Schenkman billed
M. London for the tinme M. Schenkman expended in lining up
clients for FTI/Merit. M. Schenkman routinely disclosed to his
clients this financial arrangenent with M. London.

M. Schenkman explained to M. Lincir that, for tax
pur poses, the FTI/Merit program would generate gains in the form
of long-termcapital gains, and |osses as ordinary |osses. M.
Lincir shared this knowl edge with Ms. Lincir. M. Schenkman
al so provided M. Lincir with a private placenent nmenorandum
about the FTI/Merit program M. Lincir tried to read this
docunent but did not understand it.*

M. Lincir assuned that M. Schenkman profited in sonme way

fromthe business generated by referring clients to FTI/Merit.

“ The stipulations in this case reflect that the FTI/Merit
prograns in which petitioners participated took three forns--a
gol d cash-and-carry program the trading of options in T-bil
futures contracts, and the trading of stock forward contracts.

M. Lincir apparently considered the changes in formof the
FTI/Merit pronotion to be a continuation of the same program as
he understood it, "the Tax Code had been changed or sonething and
you can't use gold anynore."



M. Lincir did not know the particulars of such arrangenents,
however, and he had no know edge of whether FTI/Merit conpensated
M. Schenkman directly.

In 1978, M. Lincir invested approxi mately $225,000 in the
FTI/Merit progranms. FTI/Merit provided information concerning
the tax ramfications of M. Lincir's investnents directly to M.
Schenkman; that information was not provided to M. Lincir first.
M. Schenkman told petitioners that the deductions generated by
the FTI/Merit programwere in accordance with the tax | aws.

The followng table is derived frompetitioners' Federal
income tax returns for the years at issue. The table conpares
petitioners' salary inconme fromtheir businesses with their
"suppl emental " | osses fromFTI/Merit reported on their Schedul es

4797, Suppl enmental Schedul e of Gains and Losses:

Year Salary | ncone FTI/Merit Losses
1978 $278, 600 (%248, 013)
1979 278,170 (342, 638)
1980 230, 000 (430, 840)
1981 248, 000 (143, 469)
1982 302, 000 (257, 290)

The |l arge | osses did not concern M. Lincir; he had "total
confidence" in M. Schenkman and felt that bigger gains woul d
cone | ater, because that was the way the program was descri bed.

M . Schenkman proposed ot her investnent opportunities to
petitioners, but they did not accept any such investnent

r ecomrendat i ons.



OPI NI ON

1. Additions to Tax Under Sections 6653(a) and 6653(a)(1) and (2)

Section 6653(a) (and, beginning with taxable year 1981,
section 6653(a)(1l)) provides for an addition to tax equal to 5
percent of any underpaynent if any part of the underpaynent is
due to negligence or intentional disregard of rules and
regul ations. Section 6653(a)(2) (beginning with the tax year
1981) provides for an addition to tax equal to 50 percent of the
i nterest payable on the deficiency with respect to the portion of
t he under paynent which is attributable to negligence or
intentional disregard of rules and regul ati ons.

Negl i gence under sections 6653(a) and 6653(a)(1) and (2) is
the lack of due care or the failure to act as a reasonabl e person
woul d act under the sane circunstances where there is a |l ega

duty to act. See Neely v. Conmm ssioner, 85 T.C. 934, 947 (1985).

Petitioners bear the burden of proving that no part of the
under paynents for the years at issue is due to negligence or
intentional disregard of rules and regulations. See Rule 142(a);

Bi xby v. Conm ssioner, 58 T.C. 757 (1972).

In this case, the high witeoffs generated by the FTI/Merit
prograns were reflected as consistent annual | osses of hundreds
of thousands of dollars. The |osses approached, and often
exceeded, petitioners' inconme fromtheir two businesses. Wite-
offs of this magnitude should have alerted petitioners that their

deducti ons were, at best, questionable. See Collins v.




Comm ssi oner, 857 F.2d 1383, 1386 (9th Cr. 1988), affg. D ster

v. Comm ssioner, T.C Meno. 1987-217. |In such cases, taxpayers

have a duty to show that they nmade reasonable inquiry into the
validity of the investnent plans that generated such deductions.

See Znuda v. Comm ssioner, 731 F.2d 1417, 1422, 1423 (9th Cr

1984), affg. 79 T.C. 714 (1982).

Petitioners have not nade such a showing. Their reliance
upon the advice of M. Schenkman did not constitute a "reasonabl e
inquiry". An accountant's advice cannot shield taxpayers from
ltability for the negligence penalties when the accountant | acks
know edge of pertinent facts relating to the venture as to which

t he taxpayers are seeking advice. See Collins v. Conm Ssioner,

supra. Petitioners have not denonstrated that M. Schenkman
possessed sufficient expertise to advise them about the gold
trading or financial instruments involved in the FTI/Merit
progranms. To the contrary, M. Schenkman has conceded that he
was not a specialist in gold trading or financial instrunents.
He has stated that he nerely "tried to lay out what the tax
consequences woul d be based on the information given to ne by the
pronmoter”. M. Lincir had substantial exposure to the practices
of precious netal trading. He knew, or should have known, of M.
Schenkman's rel ative | ack of experience.

Moreover, it was not reasonable for petitioners to base
substantial tax | osses solely upon the advice of a tax adviser
who has an economc interest in pronoting the investnent.

| nvestors instead have a duty to consult with conpetent advisers
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who are independent of the program or they nust otherw se

exam ne the validity of the program See Marine v. Conm SSioner,

92 T.C. 958, 993 (1989), affd. w thout published opinion 921 F.2d
280 (9th Gr. 1991). M. Schenkman was not i ndependent of the
FTI/Merit programs. He instead stood to profit fromthe business
generated by getting his clients into the FTI/Merit prograns, and
he routinely advised his clients of that fact. M. Lincir
concededly knew that, in sone fashion, M. Schenkman woul d earn
addi tional income by getting his clients into the program

We do not accept the notion that petitioners are naive and
trusting individuals who were | ed astray by bad tax advice.
Petitioners have devel oped and mai ntai ned two successful
busi nesses. These busi nesses have generated mllions of dollars
in sales and annual inconmes for petitioners in the hundreds of
t housands of dollars. Mreover, in addition to being a
successful businessman, M. Lincir participated in precious netal
trading and real estate ventures. W conclude that petitioners
possessed enough experience and know edge of business to have
known that they should have eval uated the substantial tax
deductions at issue nore carefully.

On the record before us, petitioners have failed to show
that we should reject respondent's determ ned additions to tax
for negligence.

2. Section 6621(c) Additional |Interest

Section 6621(c) (formerly section 6621(d)) provides for an

increase in the interest rate where there is a substanti al
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under paynment (i.e., one that exceeds $1,000) in any taxable year
in which the understatenent is "attributable to 1 or nore tax
notivated transactions”". Petitioners bear the burden of proof as

to this issue. See Rule 142(a); Boyd v. Conm ssioner, 101 T.C

365, 373 (1993).

In Seykota v. Conm ssioner, T.C. Mnop. 1991-234,

suppl enmented by T.C. Meno. 1991-541, we found that the FTI/Merit
transactions were tax-notivated transactions within the neaning
of section 6621(c). W again nmade the sane finding with respect
to the Merit T-bill and stock forward trades in Leenn

Enterprises, Inc. v. Conmissioner, T.C Meno. 1999-18.

Petitioners have presented no evidence to show that these
findings should not apply to them Accordingly, the additional
i nterest inposed by section 6621(c) is applicable to
petitioners.?®

3. Substantial Understatenent of Tax Under Section 6661

Respondent has determ ned additions to tax under section
6661 for 1982. For returns due after Decenber 31, 1982 (but
before January 1, 1990), section 6661 provides for an addition to
tax equal to 25 percent of the anount of any under paynent

attributable to a substanti al understatenent. An understat enent

> The First Stipulation of Facts recites that sonme of the
deficiencies at issue related to the Dorchester project, as
opposed to the FTI/Merit prograns. In a stipulation filed July

1, 1992, however, the parties agreed that petitioners were
entitled to only 25 percent of the clainmed deductions relating to
t he Dorchester project and, further, that any underpaynents
attributable to Dorchester transactions were attributable to
"tax-notivated transactions”™ within the scope of sec. 6621(c).



- 12 -

is "substantial"” when the understatenent for the taxable year
exceeds the greater of (1) 10 percent of the tax required to be
shown on the return or (2) $5,000. The understatenent is reduced
to the extent that the taxpayer (1) has adequately disclosed his
or her position, or (2) has substantial authority for the tax
treatnent of an item See sec. 6661; sec. 1.6661-6(a), |nconme
Tax Regs. Petitioners again bear the burden of show ng that they
are not subject to the addition to tax determ ned by respondent.

See Rule 142(a); Cochrane v. Conm ssioner, 107 T.C 18, 29

(1996) .

Petitioners presented no evidence to show that respondent
erroneously determned the addition to tax under section 6661
Accordingly, we hold that petitioners are liable for the addition
to tax under section 6661. Their concessions with respect to the
deficiencies at issue show that their understatenent for 1982
exceeds the greater of $5,000 or 10 percent of the tax required
to be shown on their return for 1982. Respondent determ ned that
all of petitioners' 1982 underpaynent is attributable to that
substantial understatenent. Because petitioners have not
di sputed this determ nation, we so hold.

In view of the foregoing,

Decision will be entered

under Rul e 155.




