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VEMORANDUM OPI NI ON

WOLFE, Special Trial Judge: This case was assi gned pursuant

to the provisions of section 7443A(b)(5) in effect when these
proceedi ngs comenced, and Rul es 180, 181, and 183. Unl ess
otherwi se indicated, all section references are to the Internal
Revenue Code in effect at relevant tines, and all Rule references

are to the Tax Court Rules of Practice and Procedure.
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By notice of deficiency, respondent determ ned deficiencies
in petitioners’ Federal inconme tax, additions to tax under
section 6651(a), and accuracy-rel ated penalties under section
6662 as foll ows:
Additions to Tax/Penalties

Sec. Sec. Sec. Sec. Sec.
Year Deficiency 6651(a) 6662( h) 6662(e) 6662(d) 6662(c)

1994 $15, 535 $2, 264 $6, 214 $3, 107 $3,107  $3, 107
1995 8, 837 507 3,415 1, 707 1, 707 1, 707

Petitioners have conceded that they are liable for
defi ci encies of $15,535 for 1994 and $8,837 for 1995. The
remai ni ng i ssues for decision are: (1) Wuether petitioners are
liable for additions to tax under section 6651(a) for filing
their income tax returns after the due dates and (2) whether
petitioners are |iable for accuracy-related penalties under
section 6662.

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. Oher facts are
established by adm ssion. Neither petitioners nor any w tnesses
testified on petitioners’ behalf. Wen they filed their
petition, petitioners resided in Scottsdale, Arizona.

Petitioner Janmes Jaroff was enployed as a conputer
programmer for the Software Wrks! of L.A and Allied Packagi ng

Corp. in 1994 and for Allied Packaging Corp. in 1995. Petitioner
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Li nda Jaroff worked as a sal es representative for the Software
Works! of L.A and Allied Packaging Corp. in 1994 and for Allied
Packagi ng Corp. in 1995. Petitioners filed joint Federal incone
tax returns for 1994 and 1995 and reported conbi ned wages of
$98,078 for 1994 and $85, 583 for 1995.

A. Petitioners’ 1994 and 1995 | ncone Tax Returns

The notice of deficiency in this case relates to | osses
petitioners reported fromtheir investnent in the cattle breeding
operations of WJ. Hoyt Sons Ranches M.P, an entity operated by
Walter J. Hoyt 11l (M. Hoyt) (collectively referred to as the
Hoyt cattle operation).

In Cctober 1995, petitioners purportedly purchased cattle
fromthe Hoyt cattle operation in exchange for a prom ssory note.
Wil e the sal es docunents and ot her substantive details of the
transaction are not part of the record in this case,
correspondence between petitioners and nenbers of the Hoyt cattle
operation indicate that the investnent was intended to generate
significant operating | osses that petitioners would use to reduce
or elimnate their incone tax liability. Petitioners were
required to remt 75 percent of the tax refunds resulting from
the transaction to the Hoyt cattle operation, allegedly in

repaynent of interest on the prom ssory note. As part of their



- 4 -
i nvestnent, petitioners’ inconme tax returns were prepared by
Laguna Tax Service, an entity operated by M. Hoyt.!?

Al t hough they were not associated with the Hoyt cattle
operation until October 1995, petitioners reported | osses from
their cattle investnment on their 1994 inconme tax return, filed on
Oct ober 20, 1995. Petitioners attached to their 1994 incone tax
return a Schedule F, Profit or Loss From Farm ng, and reported a
net | oss of $184,000 fromthe “breeding value of registured [sic]
cattle”. The $184,000 net | oss reflected gross incone of
$191, 636 | ess total expenses of $375,636. Expenses included
$165, 625 in depreciation and section 179 expenses, $5,541 in
interest paid, $153,308 in “1994 Sharecrop Board expenses”, and
$51, 162 in “Expense for the Cost Basis of Purchased Cattle that
Died in 1994". The $184,000 | oss offset the $103,417 in adjusted
gross incone petitioners earned in 1994 and resulted in
petitioners’ claimng a refund of tax withheld fromtheir
earnings fromenploynent in 1994 in the anount of $6,856. The
unused 1994 net operating |losses were carried back to taxable

years 1991, 1992, and 1993.2

! M. Hoyt was an enrolled agent registered to practice
before the Internal Revenue Service. After their 1994 return was
sel ected for exam nation, petitioners gave a power of attorney to
M. Hoyt to represent them before the Internal Revenue Servi ce.

2 Petitioners’ taxes for 1991, 1992, and 1993 are not at
issue in this case.
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Petitioners attached to their 1995 inconme tax return, as
filed on October 18, 1996, a Schedule F and reported a net | oss
of $46,395 fromthe Hoyt cattle operation. The |loss reflected
gross incone of $87,486 |less total expenses of $133, 881.
Expenses included $46, 395 in depreciation and section 179
expenses and $87,486 in “1994 Sharecrop Bd Expenses”. In
addition, petitioners reported a net $3 |l oss fromthe sal e of
breeding cattle on a Form 4797, Sales of Business Property,
reflecting a gross sale price for the cattle of $178,500 |less a
cost basis of $317,733 (less $139,230 in depreciation).
Petitioners used the $46,395 in losses to offset in part the
$88, 161 in adjusted gross incone they reported in 1995, and
therefore they clained a refund of $6,508 that was wi thheld from
their earnings fromenpl oynent during the year.

Petitioners’ 1994 and 1995 incone tax returns were filed
after they received extensions of the filing due dates. For
1994, petitioners filed a Form 4868, Application for Automatic
Extension of Time to File U S. Individual Inconme Tax Return, and
received an automatic 4-nonth extension fromthe April 15 filing
date. On August 17, 1995, petitioners submtted a Form 2688,
Application for Additional Extension of Tine to File U. S.
| ndi vi dual I ncone Tax Return, and received an extended filing
date of Cctober 16, 1995. Petitioners filed their 1994 return on

Cct ober 20, 1995.
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For 1995, petitioners also filed for the automatic 4-nonth
extensi on on Form 4868 and submtted a Form 2688 and received an
extended filing date of COctober 15, 1996. Petitioners’ 1995
return was filed on Cctober 18, 1996.

B. Respondent’s Request for Adm ssions

On February 24, 2003, respondent served on petitioners’
counsel, Steven Morford (M. Mrford), a copy of respondent’s
request for adm ssions (request). The request was filed with the
Court on February 25, 2003. Neither petitioners nor their
counsel responded to the request, and pursuant to Rule 90(c),
each matter set forth in the request was automatically deened

admtted 30 days after the date of service. See also Mirrison v.

Commi ssioner, 81 T.C 644, 647 (1983); Freedson v. Conm ssioner,

65 T.C. 333, 334-36 (1975), affd. on other grounds 565 F.2d 954
(5th Cr. 1978).
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As aresult, the following itens are deened admtted as
material facts:?®

(1) Petitioners did not receive $191,636 in Schedule F
i ncone for tax year 1994;

(2) petitioners did not receive $87,486 in Schedule F
i ncone for tax year 1995;

(3) petitioners did not incur $165,625 in Schedule F
depreci ati on expenses for tax year 1994,

(4) petitioners did not incur $46,395 in Schedule F
depreci ati on expenses for tax year 1995;

(5) petitioners did not incur $5,541 in Schedule F interest
expenses i n 1994;

(6) petitioners did not incur $153,308 in Schedule F
Sharecrop Board expenses for tax year 1994,

(7) petitioners did not incur $87,486 in Schedule F
Sharecrop Board expenses for tax year 1995;

(8) petitioners did not incur $51,162 in Schedule F

3 Petitioners’ counsel, M. Mrford, nmade an oral notion to
nmodi fy the deenmed adm ssions under Rule 90(f). The Court denied
t he noti on upon a show ng by respondent that the request for
adm ssions was properly served at M. Mrford s business address
and that the nerits of the trial would not be subserved by
nodi fication of the deened adm ssions. Respondent’s oral notion
that the adm ssions resulting frompetitioners’ failure to
respond to the request for adm ssions, dated Feb. 24, 2003, be
made absolute was granted orally and by witten order, and those
adm ssions are deened adm tt ed.
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“Expense for the Cost Basis of Purchased Cattle that Died in
1994" for tax year 1994,

(9) petitioners did not incur the $3 “Qther Loss” as
claimed on Form 4797 for tax year 1995;

(10) petitioners did not nmake a bona fide and reasonabl e
estimate of their tax liabilities for inclusion with their
application for extension of time within which to file their 1994
Form 1040, U.S. Individual Incone Tax Return;

(11) petitioners did not nmake a bona fide and reasonabl e
attenpt to secure the information necessary to nake an estimate
of their tax liabilities for inclusion with their application for
extension of time within which to file their 1994 Form 1040;

(12) petitioners did not remt a proper anount of estimated
tax with their application for extension of tinme wthin which to
file their 1994 Form 1040;

(13) petitioners did not nmake a bona fide and reasonabl e
estimate of their tax liabilities for inclusion with their
application for extension of time within which to file their 1995
For m 1040;

(14) petitioners did not nmake a bona fide and reasonabl e
attenpt to secure the information necessary to nake an estimate
of their tax liabilities for inclusion with their application for

extension of tine within which to file their 1995 Form 1040;
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(15) petitioners did not remt a proper anount of estimated
tax with their application for extension of time wthin which to
file their 1995 Form 1040;

(16) petitioners did not sign sales docunents or otherw se
becone associated with the Hoyt cattle operation until October
1995; and

(17) petitioners were not associated with, nor did they
participate in, the Hoyt cattle operation in any fashion during
the tax year 1994.

Itens (1)-(9) and (16)-(17) of the request were al so
stipulated as facts by the parties. As a consequence of the
deened adm ssions and the stipulation of facts, petitioners
conceded that they are liable for the deficiencies set forth in
their notice of determ nation.

C. Petitioners’ Failure To Appear at Trial and Concessi on of
Their Tax Liability for 1994 and 1995

Petitioners chose not to attend their trial and did not
provi de any testinony. Petitioners’ counsel, M. Mrford,
entered an appearance on their behalf. M. Mrford expl ai ned
that petitioners probably had gone to work instead of appearing
for trial. M. Mrford conceded petitioners’ liability for tax
deficiencies of $15,6535 for 1994 and $8, 837 for 1995 but disputed
petitioners’ liability for additions to tax and accuracy-rel ated

penal ties.
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Di scussi on

This case is part of a |arger group of cases involving
cattl e and sheep breedi ng partnershi ps organi zed by M. Hoyt.
For a description of the Hoyt organization and its operation, see

e.g., Barnes v. Comm ssioner, T.C Menp. 2004-266; R ver Gty

Ranches #1, Ltd. v. Commi ssioner, T.C Meno. 2003-150; Mekul si a

v. Comm ssioner, T.C Meno. 2003-138, affd. = F.3d __ (6th Cr

Nov. 18, 2004); R ver Gty Ranches #4, J.V. v. Comm ssioner, T.C

Meno. 1999-209, affd. 23 Fed. Appx. 744 (9th Cr. 2001); Mtchel

v. Conm ssioner, T.C. Menob. 1995-411.

The Conmm ssioner’s determnations in a notice of deficiency
are generally presuned correct, and the taxpayer nust prove those
determ nations wong in order to prevail. Rule 142(a); Wlch v.
Hel vering, 290 U.S. 111, 115 (1933).% |In this case, in which the
correctness of respondent’s determ nations of tax has been
conceded, the burden is on petitioners to show that the additions
to tax and accuracy-rel ated penalties should not apply.

Petitioners did not appear at trial and did not testify as

to facts underlying their investnent in the Hoyt cattle operation

4 Sec. 7491, which under sone circunstances shifts the
burden of proof or production to the Comm ssioner, is
i napplicable in this case. Sec. 7491 applies only to court
proceedi ngs arising in connection wth exam nati ons commenci ng
after July 22, 1998. Internal Revenue Service Restructuring and
Ref orm Act of 1998, Pub. L. 105-206, sec. 3001(c), 112 Stat. 727.
Respondent’ s exam nation of petitioners’ 1994 return began before
Aug. 16, 1996, and their 1995 return was exam ned before Feb. 24,
1997.
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and the | osses reported on their inconme tax returns. Certain
facts and circunstances relevant in determning the applicability
of the additions to tax and accuracy-rel ated penalties were known
solely to petitioners. Petitioners’ failure to introduce
evidence solely in their possession or peculiarly within their
know edge creates a negative inference that the evidence, if

i ntroduced, would be unfavorable to them See Streber v.

Comm ssi oner, 138 F. 3d 216, 221-222 (5th Gr. 1998), revg. T.C

Meno. 1995-601; Shaw v. Commi ssioner, 27 T.C 561, 573 (1956),

affd. 252 F.2d 681 (6th GCr. 1958). Wile we have given careful
consideration to the argunents presented by petitioners’ counsel,
we cannot overl ook the evidentiary gaps created by petitioners’
decision not to attend and provide testinony at their trial.

A. Addition to Tax Under Section 6651(a)(1)

Section 6651(a)(1l) inposes an addition to tax for a
taxpayer’s failure to file a required return on or before the
specified filing date, which is determ ned with consideration of
any extension of tinme for filing. The amount of the liability is
based upon a percentage of the tax required to be shown on the
return. Sec. 6651(a)(1l). The addition to tax is inapplicable,
however, if the taxpayer’'s failure to file the return was due to
“reasonabl e cause and not due to willful neglect”. 1d.

CGenerally, inconme tax returns made on the basis of the

cal endar year nust be filed on or before the 15th day of Apri
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follow ng the close of the cal endar year. Sec. 6072(a). An

i ndi vi dual taxpayer may receive an automatic 4-nonth extension by
filing a Form 4868 on or before the due date. Sec. 1.6081-
4(a)(2), Income Tax Regs. (applicable to taxable year 1994); sec.
1.6081-4T(a)(2)(i), Tenporary Inconme Tax Regs., 61 Fed. Reg. 261
(Jan. 4, 1996) (applicable to taxable year 1995). If a taxpayer
requires an additional extension of tine to file, he or she may
make such a request by filing a Form 2688. Secs. 1.6081-1(a) and
(b)(5), 1.6081-4(a)(5), Incone Tax Regs.; sec. 1.6081-4T(a)(5),
Tenporary I nconme Tax Regs., supra.

For the automatic 4-nonth extension to be effective, the
application on Form 4868 “nust show the full anmount properly
estimated as tax for the taxable year”. Sec. 1.6081-4(a), |ncone
Tax Regs.; sec. 1.6081-4T(a)(4), Tenporary |Incone Tax Regs.,
supra. In addition, for taxable year 1994, the taxpayer is
required to remt the estimated tax when filing the Form 4868.
Sec. 1.6081-4(a), Income Tax Regs. To properly estimate his or
her tax liability, a taxpayer must nmake a bona fide and
reasonable attenpt to |locate, gather, and consult information
that will enable himor her to nmake a proper estimate of his or

her tax liability. See Crocker v. Conmm ssioner, 92 T.C. 899,

908-910 (1989).
Petitioners are deened to have admtted, through itens (10)-

(15) of the request, the following: (1) They did not nmake bona
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fide and reasonable estimates of their tax liabilities for
inclusion with their applications for extensions of tine to file
their 1994 and 1995 incone tax returns, (2) they did not nmake a
bona fide and reasonable attenpt to secure the information
necessary to nake estimates of their tax liabilities for
inclusion with their applications for extensions of tine to file
their 1994 and 1995 inconme tax returns, and (3) they did not
remt the proper anounts of estimated tax with their applications
for extensions of tinme to file their 1994 and 1995 i ncone tax
returns. The record shows, by petitioners’ explicit adm ssions,
that petitioners’ Forns 4868 for 1994 and 1995 were invalid, and
consequently, we sustain respondent’s determ nations that their
1994 and 1995 returns were untinely fil ed.

Petitioners are liable for additions to tax under section
6651(a) (1) unless they can show that their failure to file tinely
incone tax returns was due to reasonabl e cause and not w || ful
neglect. Petitioners did not appear at trial to testify on the
factual question whether their failure to file timely incone tax
returns was due to reasonabl e cause and not willful neglect. 1In
reviewing the record, we find nothing to indicate that
petitioners exercised ordinary business care and prudence in an
effort to file their incone tax returns on tine. Because
petitioners had the burden to prove that their failure to file

was due to reasonabl e cause, and because of the adni ssions, the
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avai |l abl e evi dence, and petitioners’ refusal to testify, the
record in this case clearly shows that petitioners’ failure to
file their inconme tax returns on tinme was not due to reasonabl e
cause.
Respondent’ s determ nations that petitioners are liable for
additions to tax for 1994 and 1995 are sust ai ned.

B. Accuracy-Rel ated Penalties

Section 6662(a) provides that a taxpayer may be liable for a
penalty of 20 percent of the portion of an underpaynent of tax
attributable to (1) a substantial understatenent of tax, (2)
negl i gence or disregard of rules or regulations, or (3) any
substantial valuation m sstatenent. Sec. 6662(a) and (b) (1),

(2), and (3). The accuracy-related penalty does not apply to any
portion of an underpaynent of tax if it is shown that there was
reasonabl e cause for such portion and that the taxpayer acted in
good faith. Sec. 6664(c)(1).

An “understatenent of tax” is substantial if it exceeds the
greater of 10 percent of the tax required to be shown on the
return or $5,000. Sec. 6662(d)(1) and (2).

“Negligence” is defined as any failure to nmake a reasonabl e
attenpt to conply with the provisions of the Internal Revenue
Code. Sec. 6662(c); sec. 1.6662-3(b)(1), Incone Tax Regs.
CGenerally, a taxpayer is negligent if he or she fails to nmake a

reasonabl e attenpt to ascertain the correctness of a deduction,
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credit, or exclusion on a tax return which would seemto a
reasonabl e and prudent person to be “too good to be true”. Sec.
1.6662-3(b)(1)(ii), Incone Tax Regs. “Disregard” includes any
carel ess, reckless, or intentional disregard. Sec. 6662(c).

A “substantial valuation m sstatenent” occurs if the val ue
of any property or adjusted basis of any property clainmed on an
incone tax return is 200 percent or nore of the correct anount.
Sec. 6662(e)(1)(A); sec. 1.6662-5(e)(1l), Incone Tax Regs. |If the
valuation msstatenent is 400 percent or nore of the correct
anount, the m sstatenment is considered a “gross val uation
[msstatenent]”, and the 20-percent penalty is increased to 40
percent. Sec. 6662(h).

Only one accuracy-rel ated penalty nmay be applied with
respect to any given portion of an underpaynent, even if that
portion is subject to nore than one of the types of m sconduct
described in section 6662. Sec. 1.6662-2(c), |Incone Tax Regs.

In the notice of deficiency, respondent determ ned that
petitioners are |iable for accuracy-related penalties under
section 6662(c) for negligence, section 6662(d) for a substanti al
under st atenment of inconme tax, section 6662(e) for a substanti al
val uation m sstatenent, and section 6662(h) for a gross valuation
m sstatenment. Section 1.6662-2(c), |Incone Tax Regs., prevents
respondent from stacking these types of m sconduct to inpose a

penalty greater than the maxi num penalty of 20 percent on any
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gi ven portion of an underpaynent (or 40 percent if such portion
is attributable to a gross valuation m sstatenent).

Petitioners concede that they were not entitled to claim
Schedul e F | osses of $184,000 for taxable year 1994 and $46, 395
for taxable year 1995. After adjustnment of petitioners’ incone
tax returns to account for the disall owance of the Schedule F
| osses, petitioners’ understatenents of inconme tax for 1994 and
1995 exceeded 10 percent of the tax required to be shown on the
return and $5,000. Accordingly, there was a “substanti al
understatenment of inconme tax” in 1994 and 1995 for purposes of
section 6662(d). Because the “anti-stacking rule” of section
1.6662-2(c), Income Tax Regs., limts the accuracy-rel ated
penal ty under section 6662 to 20 percent, it is not necessary for
us to consider whether petitioners were negligent for purposes of
section 6662(c).

However, since the 20-percent penalty may be increased to 40
percent if the portion of the underpaynent is attributable to a
gross val uation m sstatenent, we nmust consider the applicability
of section 6662(h). On their 1994 return, petitioners clainmed
“depreciation and section 179 expenses” of $165, 625 and “Expense
for the Cost Basis of Purchased Cattle that Died in 1994" of
$51,162. On their 1995 return, petitioners reported $46,395 in
“depreciation and section 179 expenses” and a net $3 | oss from

the sale of cattle based upon a gross sale price of $178,500 | ess
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a cost basis of $317,733 (adjusted by $139, 230 for depreciation).
Petitioners stipulated and were deened to admt that they did not
i ncur these expenses. Respondent determ ned that petitioners’
adj usted basis for the assets giving rise to these expense
deductions was zero, resulting in a valuation m sstatenent of 400
percent or nore of the correct anmount for purposes of section
6662(h). See sec. 1.6662-5(g), Incone Tax Regs. As stated
above, petitioners bear the burden of proving that respondent’s
determ nati ons under section 6662 are incorrect. Petitioners did
not appear for their trial and did not introduce any evidence to
contest these determ nations. Consequently, we sustain the
i nposition of a 40-percent penalty under section 6662(h) for a
gross valuation msstatenent with regard to the portion of the
under paynment of tax attributable to the itens described in this

par agraph. See Zirker v. Conm ssioner, 87 T.C 970, 979-980

(1986) .

Petitioners contend that an accuracy-rel ated penalty shoul d
not be inposed because they acted with reasonabl e cause and in
good faith for purposes of the “reasonabl e cause exception” of
section 6664(c)(1). The determ nation of whether a taxpayer
acted with reasonable cause and in good faith is nade on a case-
by-case basis, taking into account all the pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs. GCenerally,

the nost inportant factor is the extent of the taxpayer’s effort



- 18 -
to assess his or her proper tax liability. [d. Under sone
ci rcunst ances, reasonabl e cause may be established when a
t axpayer shows that he or she reasonably relied on the advice of

an i ndependent and conpetent tax professional. United States v.

Boyle, 469 U S. 241, 250-251 (1985); Wis v. Comm ssioner, 94

T.C. 473, 487 (1990); Peete v. Comm ssioner, T.C Meno. 2004-31;

sec. 1.6664-4(b)(1), Incone Tax Regs.

We do not believe that petitioners have satisfied their
burden of proof in regard to the reasonabl e cause exception. As
stated earlier, while we have given careful consideration to the
argunents set forth by petitioners’ counsel, M. Mrford, we
cannot overl ook petitioners’ failure to appear at trial and
provide testinmony on the facts underlying their participation in
the Hoyt cattle operation and the reasonabl eness behind the
under paynents of tax on their incone tax returns for 1994 and
1995.

The limted facts that are part of the record do not support
a finding that petitioners acted with reasonabl e cause and in
good faith. Petitioners were coll ege-educated professionals who
must have realized that the overall benefits they received from
their investnment in the Hoyt cattle operation were sinply “too
good to be true”. Although they were not associated with the
Hoyt cattle operation until October 1995, petitioners clained

$184,000 in cattle losses on their 1994 incone tax return.



- 19 -
Reporting | osses froma transaction entered into in taxable year
1995 on their 1994 incone tax return sinply does not denonstrate
that petitioners exercised ordinary care and prudence in
determ ning their tax obligation.

Petitioners argue that they relied in good faith upon the
tax advice and tax preparation services they received fromMm.
Hoyt and Laguna Tax Service, an entity operated by M. Hoyt.

Al though M. Hoyt was an enrolled agent authorized to practice
before the IRS, any tax advice fromeither M. Hoyt or Laguna Tax
Servi ce cannot be characterized as advice from an i ndependent and
conpetent tax professional. Rather, such advice is better

classified as sales pronotion. See Vojticek v. Comm ssioner,

T.C. Meno. 1995-444. Since petitioners were required to remt to
the Hoyt cattle operation 75 percent of their tax refunds,
representations nade by M. Hoyt or Laguna Tax Service would
clearly be self-serving and unreliable. Petitioners did not
consult any conpetent tax professional from outside the Hoyt
cattl e operation.

For the foregoing reasons, we sustain respondent’s
determ nations that petitioners are |iable for accuracy-rel ated

penalties for 1994 and 1995.
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To reflect the amobunts of the additions to tax and penalties
as di scussed above,

Deci sion will be entered

under Rul e 155.




