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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

HAI NES, Judge: Respondent determ ned deficiencies in
petitioner’s Federal incone taxes of $11,106 and $17,410 for 1994
and 1995, respectively. Respondent further determ ned that

petitioner was |iable for accuracy-rel ated penalties under
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section 6662(h) of $4,442 and $6, 932, respectively.* After
concessions,? the only issues for decision are: (1) Wether
petitioner is liable for 40-percent accuracy-related penalties
under section 6662(h); and (2) in the alternative, whether
petitioner is liable for 20-percent accuracy-related penalties
under section 6662(b)(1) or (2).
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The first, second, and third stipulations of fact and the
attached exhibits are incorporated herein by this reference.
Petitioner resided in Escondido, California, when he filed his
petition.

A. Hoyt and the Hoyt Part nerships

The issues in this case revolve around petitioner’s
investnment in a partnership organized and pronoted by Walter J.
Hoyt 11l (Hoyt). Hoyt’'s father was a prom nent cattle breeder.
To expand his business and attract investors, Hoyt’'s father
started organi zing and pronoting cattle breeding partnerships in

the late 1960s. Before his father’'s death in early 1972, Hoyt

1 Al section references are to the Internal Revenue Code,
as anended, and all Rule references are to the Tax Court Rul es of
Practice and Procedure. Amounts are rounded to the nearest
dol | ar.

2 Petitioner concedes that: (1) He did not realize any
farmincome in 1994 and 1995; and (2) he is not entitled to the
deductions cl aimed on Schedules F, Profit or Loss From Farm ng,
attached to his 1994 and 1995 Federal inconme tax returns.
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and ot her nenbers of the Hoyt famly were extensively involved in
organi zi ng and operating nunerous cattle breedi ng partnerships.

From about 1971 through 1998, Hoyt organi zed, pronoted, and
operated nore than 100 cattle breedi ng partnerships (Hoyt
partnerships). Hoyt also organized, pronoted, and operated sheep
br eedi ng part nershi ps.

From 1983 until his renoval by the Tax Court in 2000 through
2003, Hoyt was the tax matters partner of each Hoyt partnership.
From approxi mately 1980 t hrough 1997, Hoyt was a |icensed
enrol l ed agent, and as such, he represented many of the Hoyt
partners before the IRS. In 1998, Hoyt’'s enrol |l ed agent status
was revoked.

Hoyt al so operated tax return preparation conpanies,
including “Tax Ofice of WJ. Hoyt Sons”, “Agri-Tax”, and “Laguna
Tax Service” (Laguna). These conpani es prepared nost of the Hoyt
i nvestors’ tax returns.

B. Petitioner’'s Background and | nvol venent Wth Hoyt

Petitioner is married and has two stepchildren. Petitioner
has a bachel or of science degree in marine transportation and
managenent and has been enployed by Mlitary Sealift Conmmand
since June 1982.

Before his involvenent with Hoyt, petitioner’s only
experience in investing included an investnment of $20,000 in the

stock market in 1982 and the purchase of two hones in 1990 and
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1994, respectively. He had never been a partner in a
part nershi p.

Petitioner’s only experience in farmng cane in the late
1970s, when he spent a couple of weeks mlking cows. Petitioner
has never purchased |ivestock. Petitioner is not an expert in
cattle or enbryo valuation and has no know edge of the success
rate of enbryo transplants in cattle.

Petitioner first heard about the Hoyt organization in 1985
fromseveral cowrkers. At that tine, petitioner understood that
Hoyt was in the business of breeding cattle, that the business
was profit notivated, and that investnent in a Hoyt partnership
would mnimze a partner’s tax liability. Petitioner did not
invest in 1985, taking a “wait-and-see attitude” because the
i nvestnment “just [sounded] too good to be true.”

In 1994, petitioner talked to current and former coworkers,
i ncl udi ng Joe Trodglen (Trodgl en), about Hoyt and the tax
benefits of investing in a Hoyt partnership. |In Decenber 1994,
petitioner told Trodglen that he wanted to invest in the Hoyt
organi zation. Trodglen provided petitioner with Hoyt pronotional
materials, including a panphlet entitled “Regi stered Livestock
Purchase Qui de” (the purchase guide). The purchase guide
provi des an outline of Hoyt’s partnerships and “i nvest nent
opportunities.” Many sections are devoted to tax considerations,

i ncluding tax benefits and tax risks. The purchase gui de states:
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Cattle ranchers use the tax benefits Congress has
given us. Some of us bring the tax benefits to town,
sell themfor cash to help pay to produce the beef.
The cows produce beef, and tax benefits for their
owners. Ranchers sell the beef at the store, and the
tax benefits to provide additional capital. The cash
raised fromthe selling of both itenms is enough to pay
for the cattle purchase and the operating expenses.
Those that buy the beef get a steak. Those that buy
the tax benefits have the opportunity for ownership in
the cattle herd.

Again, you only considered nmaking an investnent in
the cattle business AFTER you heard about the tax
benefits. Tax benefits were your incentive. They
encouraged you to nmake a high risk business investnent.

* * * * * * *

In the country, tax accountants don’t read brands,
and cowboys don't read tax law. |If you nust have a tax
man give you specific personal advice as to whether or
not you belong in the cattle business, stay out.

* * * * * * *

A change in the tax laws or an audit and

di sal | owance by the IRS could take away all or part of

the tax benefits, plus the possibility of having to pay

the tax along with penalties and interest.
Petitioner also received a panphlet entitled “Registured [sic]
Li vestock: The Real ‘Bull Market’ Business Qpportunities” (the
busi ness opportunities panphlet). On its cover, the business
opportunities panphlet states “HARVESTI NG TAX SAVI NGS BY FARM NG
THE TAX CODE’, and it contains nmuch of the sane information as
t he purchase gui de.

On February 14, 1995, petitioner sent to the Hoyt

organi zation a “Confidential Buyers Information” form requesting

an “informati on package”. Dave Barnes (Barnes), a Hoyt enpl oyee,
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responded on February 17, 1995, thanked petitioner for his
interest, provided himw th pronotional materials, and requested
that he “fill out the enclosed credit application and return it
with copies of your tax returns for the years 1991, 1992, and
1993, so | can review your qualifications for your |ivestock
purchase.” The pronotional materials included copies of the
pur chase gui de and the busi ness opportunities panphlet provided
to petitioner by Trodglen. Petitioner sent the requested
information to Barnes in March 1995.

Sonetinme in early 1995, petitioner net with Barnes at Elk
Grove, a Hoyt ranch, to further discuss “investnent
opportunities”.® Their nmeeting | asted approxi mately 3 hours,

during which Barnes expl ained Bales v. Comm ssioner, T.C. Mno.

1989-568 (the Bales case, or Bales) and spent at |east 15 m nutes
di scussing tax benefits.

After talking to Barnes, petitioner decided to invest.
Petitioner did not consult a tax attorney, an accountant, or an
expert in the cattle industry before he invested.

On April 15, 1995, David Cross (Cross), a Hoyt enpl oyee,
sent petitioner a letter stating:

After review ng your information we are

confortable with your inconme, you can afford the
paynments on 73 head [of cattle].

3 It is not clear whether this nmeeting took place before or
after petitioner requested information from Hoyt.
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You are now ready for the next step. As soon as
possi bl e, please get your 1994 taxes to Laguna Tax

Service. Dave Barnes wll take them the copies of

your 1991, 1992 and 1993 returns. Laguna wl|

cal cul ate your tax savings to verify what we have

figured.

On July 28, 1995, petitioner purportedly purchased 73
“Regi stured [sic] Durham Shorthorn Bred Heifers” and 73
“confirmed enbryos” fromWJ. Hoyt Sons Ranches M.P ( Hoyt
Ranches) for $956,980. Hoyt determ ned the nunber of cattle
petitioner could purchase and set the purchase price wthout
petitioner’s input. Petitioner did not see any of the cattle
that he was purchasing. Petitioner initially thought he was
purchasing only cattle and did not realize he was al so purchasing
enbryos until he received the “Sales Order”, described infra.

In connection with the purchase, petitioner signed and/ or
received a “Livestock Bill of Sale”, a “Certificate of Warranty”,
a “Sales Order”, a “Fifteen Year Promi ssory Note”, and a
“Security Agreenent” on July 28, 1995.

The “Livestock Bill of Sale” (bill of sale) indicated that
petitioner, “D.B.A Durham Genetic Engineering 1990-2",*
pur chased t he Durham shorthorn cattle described on the attached
schedule for a “total purchase price” of $956,980. The schedul e

i ncl uded the names and other information for 73 Dur ham Short horn

heifers. The bill of sale did not nention confirnmed enbryos or

4 Petitioner was a partner in Durham Genetic Engi neering
1990-2 J.V. (DGE). For nore information, see infra note 5.
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indicate that any part of the total purchase price was paid for
t hose enbryos.

The “Certificate of Warranty” guaranteed that all heifers
listed on the bill of sale would be able to reproduce for 10
consecuti ve years.

The “Sales Order” indicated that petitioner purchased 73
Dur ham Short horn heifers for $478,490 and 73 confirmed enbryos
for $478, 490.

To fund his purchase of cattle, petitioner signed a
“Fifteen Year Prom ssory Note” (prom ssory note), agreeing to pay
Hoyt Ranches $956,980. The prom ssory note provided that
petitioner was required to pay interest in 50 nonthly
install ments of $1, 075, beginning on Septenber 1, 1995.

Begi nni ng i n August 2000, petitioner was required to pay 10
percent of the unpaid principal each year until the entire debt
was satisfied. Petitioner did not keep a copy of the prom ssory
note for his records.

To secure repaynment of the prom ssory note, petitioner
signed a “Security Agreenent”, granting Hoyt Ranches a security
interest in all cattle purchased or bred by petitioner.
Petitioner did not keep a copy of the security agreenment for his
records.

On July 31, 1995, petitioner signed a “Share-Crop Board

Agreenent” (board agreenent). The board agreenent provided that
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WJ. Hoyt Sons Managenment Co. woul d breed and board all of
petitioner’s cattle. Petitioner did not keep a copy of the board
agreenent for his records.

Petitioner did not have any records of what happened to the
cattle or the enbryos after he purchased them Petitioner did
not request from Hoyt, nor did Hoyt provide, any witten account
of his cattle.

O her than a $50 application fee, petitioner did not incur
any upfront costs related to his investnent. However, petitioner
agreed to remt to the Hoyt organization 75 percent of any tax
refunds received. |In connection with his 1991, 1992, and 1993
refunds totaling $40, 740, see infra, petitioner paid to Hoyt
$30,500. In connection with his 1994 refund of $11, 773, see
infra, petitioner paid to Hoyt $10,500. Petitioner also nade 10
i nterest paynents to Hoyt of $1,075 between Septenber 8, 1995,
and May 28, 1996.

C. Petitioner’'s Tax d ai ns

Before investnent in the Hoyt organization, petitioner
usual ly prepared his own tax returns. On his tax returns for

1991, 1992, and 1993, petitioner reported the foll ow ng:

Year Total incone Total tax
1991 $81, 574 $10, 662
1992 70, 094 9, 035

1993 107, 841 21, 043
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Petitioner’s 1994 and 1995 tax returns were prepared and
signed by Hoyt and |isted Laguna as the preparer’s firm
Petitioner provided Laguna with his Fornms W2, WAage and Tax
Statenent, and with information regarding his Schedule A item zed
deductions. However, petitioner did not provide Laguna with any
of the information used to prepare the Schedules F. Laguna al so
prepared for petitioner a Form 1045, Application for Tentative
Ref und.

After the returns and the application for refund were
prepared, Laguna forwarded themto petitioner for his review and
signature. Petitioner signed and filed the returns and the
application w thout having themrevi ewed by an accountant or
attorney outside of the Hoyt organizati on.

Petitioner filed his 1994 Federal incone tax return on

Decenber 25, 1995. On an attached Schedule F,® petitioner

5 This Court has heard nunerous Hoyt-related cases. In the
majority of those cases, the issues for decision revolved around
partnership | osses taken by taxpayers as partners in various
Hoyt - operated partnerships. See, e.g., Mrtensen v.
Conmm ssi oner, 440 F.3d 375, 387 (6th Cr. 2006), affg. T.C. Meno.
2004-279; Van Scoten v. Conmm ssioner, 439 F.3d 1243, 1253 (10th
Cr. 2006), affg. T.C. Meno. 2004-275; Hansen v. Conm SsSioner,
T.C. Meno. 2004-269; cf. Jaroff v. Comm ssioner, T.C Meno. 2004-
276.

Petitioner was a partner in DGE and was issued Schedul es K-
1, Partner’s Share of Incone, Credits, Deductions, Etc., for 1994
and 1995. However, unlike the majority of taxpayers in Hoyt
cases, petitioner did not report any partnership itens on his
returns. Instead, petitioner reported i ncone and | osses on
(continued. . .)



reported the foll ow ng:

Farm i ncone, sales of livestock $152, 059
Depreci ati on (247, 842)
| nt erest expense (8, 830)
“1994 Sharecropboard Exp” (121, 647)
“Expense for the cost basis of

purchased cattle that died” (76, 558)
Net farmprofit or (Il oss) (302, 818)

Wth respect to the depreciation deduction, petitioner attached a
depreci ati on schedule reporting a cost basis in his “registured
[sic] cattle” of $880,423. Petitioner subtracted his net farm
| oss of $302,818 fromwage and interest incone totaling $72, 942
for total negative income of $229,876. Petitioner reported zero
taxabl e i ncome and zero tax due. Petitioner reported taxes
wi t hhel d of $11,773 and requested a refund of that anount, which
respondent issued.

I n Decenber 1995, petitioner also filed a Form 1045 seeking
to carry back to 1991, 1992, and 1993 net operating | osses of
$231,952 realized in 1994. As a result of the carryback

petitioner reported decreases in tax of $10,662, $9,035, and

5(...continued)
Schedules F as if he were directly involved in the farm ng
activity.

Respondent issued to petitioner a notice of final
partnership adm ni strative adjustnent (FPAA) with respect to his
partnership interest in DGE. In a notion to dismss for |ack of
jurisdiction, petitioner argued that this Court |acked
jurisdiction over the Schedule F itens because they were
partnership itens or affected itens, referring to the FPAA
Petitioner’s notion was deni ed because the Court concl uded that
the Schedule F itens were not partnership itens or affected
i tens.
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$21, 043 for 1991, 1992, and 1993, respectively. Respondent
i ssued refunds in those anbunts on February 5, 1996.

Petitioner filed his 1995 Federal income tax return on
August 5, 1996. On an attached Schedule F, petitioner reported

the foll ow ng:

Farm i nconme, sales of |ivestock $80, 928
Depreci ati on (83, 351)
| nt erest expense (24, 600)
“1994 Sharecropboard exp” (80, 928)
Net farmprofit or (loss) (107, 951)

Wth respect to the depreciation deduction, petitioner attached a
depreci ati on schedule reporting a cost basis in his “registured
[sic] cattle” of $625,100. Petitioner subtracted his net farm

| oss of $107,951 fromwage, interest, and capital gains incone
totaling $132,527 for total income of $24,576. After subtracting
ot her deductions, petitioner reported zero taxable income and
zero taxes due. Petitioner reported taxes withheld of $8,788 and
requested a refund of that anmount. Respondent did not issue a
refund for 1995.

D. Respondent’s Review of Petitioner’'s Tax d ai ns

On January 10, 1996, nearly 7 nonths before petitioner filed
his 1995 return, respondent sent petitioner a prefiling notice.
The prefiling notice inforned petitioner that he had been
identified as an investor in a tax shelter pronoted by Hoyt. It
further infornmed petitioner that deductions relating to the tax

shelter would not be allowed and that claimng such deductions
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could result in the inposition of an accuracy-related penalty
under section 6662.

After receiving the prefiling notice, petitioner visited
Barnes at El k Grove Ranch. Barnes told petitioner that the
letter was a part of an “ongoing bitter battle” and that Hoyt was
still an enrolled agent. Barnes took petitioner on a tour of Elk
Grove and the Laguna office and showed hima copy of the Bal es
case and ot her docunents.

On February 24, 1997, respondent sent petitioner a letter
indicating that petitioner’s 1994 and 1995 tax years were under
exam nati on

On May 3, 2001, respondent sent petitioner a notice of
deficiency. Respondent disallowed all of petitioner’s Schedule F
deductions for 1994 and 1995 and determ ned that the “Farm
i ncome, sales of livestock” listed on the Schedul es F were not
includable in income.® As a result, respondent deterni ned
deficiencies in petitioner’s Federal inconme taxes of $11,106 and
$17,410 for 1994 and 1995, respectively. Respondent further
determ ned that the underpaynents of tax were attributable to
gross valuation m sstatenents, and therefore petitioner was
Iiable for 40-percent accuracy-rel ated penalties under section

6662(h) of $4,442 and $6, 932, respectively.

6 Petitioner has conceded that he did not receive farm
incone and is not entitled to any Schedul e F deductions for 1994
and 1995. See supra note 2.
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In response to the notice of deficiency, petitioner filed
his petition with this Court on August 2, 2001.

In an anmendnent to answer filed May 18, 2005, respondent
asserted that, in the alternative to the 40-percent penalties
under section 6662(h), petitioner is |iable for 20-percent
accuracy-rel ated penalties under either section 6662(b)(1) or
(2).

OPI NI ON

A Accur acy-Rel ated Penalties in General

Under section 6662(a), a taxpayer may be liable for a 20-
percent penalty on the portion of an underpaynent of tax
attributable to negligence or disregard of rules or regul ations
or to a substantial underpaynent of tax. Sec. 6662(a) and (b)(1)
and (2). The section 6662(a) penalty is increased to 40-percent
when the underpaynent of tax is the result of “gross val uation
m sstatenents”. Sec. 6662(h)(1). However, no penalty is inposed
under section 6662 if there is reasonable cause for the
under paynent of tax and the taxpayer has acted in good faith.

Sec. 6664(c)(1).

B. Burden of Proof

Ceneral ly, a taxpayer bears the burden of proving the

Comm ssioner’s determ nations incorrect. Rule 142(a)(1); Welch
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v. Helvering, 290 U.S. 111, 115 (1933).7 However, the

Comm ssi oner bears the burden of proof wth respect to any new
matter raised in the answer. Rule 142(a). The parties agree
that petitioner bears the burden of proof with respect to the
penal ti es under section 6662(h). The parties also agree that
respondent bears the burden of proof with respect to the
penal ti es under section 6662(b)(1) and (2) because respondent
asserted these penalties in his anendnent to answer.

C. Section 6662(h): G oss Valuation M sstatenents

Under section 6662(h), a taxpayer may be liable for a 40-
percent penalty on any portion of an underpaynent of tax
attributable to gross valuation m sstatenents. However, no
penalty is inposed unless the portion of such underpaynent
exceeds $5,000. Sec. 6662(e)(2). A gross valuation m sstatenent
means any substantial valuation m sstatenent, as determ ned under
section 6662(e), by substituting “400 percent” for “200 percent”.
Sec. 6662(h)(2)(A). There is a substantial valuation
m sstatenment if “the value of any property (or the adjusted basis
of any property) clainmed on any return * * * is 200 percent or

nore of the ambunt determ ned to be the correct anount of such

" \Wiile sec. 7491 shifts the burden of proof and/or the
burden of production to the Conmm ssioner in certain
circunstances, this section is not applicable in this case
because respondent’s exam nation of petitioner’s returns did not
comence after July 22, 1998. See Internal Revenue Service
Restructuring and Reform Act of 1998, Pub. L. 105-206, sec.
3001(c), 112 Stat. 727.
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val uation or adjusted basis”. Sec. 6662(e)(1)(A). In other
words, there is a gross valuation m sstatenent when the val ue or
basis clained on a return is 400 percent or nore of the correct
val ue or basis.

Respondent determ ned that the full amounts of petitioner’s
under paynents of tax were attributable to gross val uation
m sstatenents. For 1994, petitioner’s underpaynent was
attributable to the disall owance of the Schedul e F deductions for
depreciation, “the cost basis of purchased cattle that died”
(cost basis deduction), interest, and “sharecropboard’” expenses.
For 1995, petitioner’s underpaynment was attributable to the
di sal | onance of the Schedul e F deductions for depreciation,
interest, and “sharecropboard” expenses. Because the interest
and shar ecropboard expenses did not depend on valuation or basis
statenents, any underpaynents of tax resulting fromtheir
di sal | owance cannot be based on gross valuation m sstatenents.

See Jaroff v. Conmi ssioner, T.C. Menp. 2004-276. However, the

depreci ati on and cost basis deductions depended on petitioner’s
reported bases in cattle. Therefore, 40-percent penalties may
apply to petitioner’s underpaynents resulting fromthe

di sal | owance of the depreciation and cost basis deductions if the
bases petitioner reported were gross valuation m sstatenents.

See id.
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On his 1994 return, petitioner reported a “cost basis of
purchased cattle that died” of $76,558 and a cost basis in his
“registured [sic] cattle” of $880,423. On his 1995 return,
petitioner reported a cost basis in his “registured [sic] cattle”
of $625,100. As stated above, petitioner bears the burden of
proof with respect to the section 6662(h) penalties. Therefore,
petitioner bears the burden of proving that the reported bases
were not gross valuation m sstatenents

Petitioner does not argue that the reported bases were
correct or were |less than 400 percent of the correct bases (and
t hus not gross valuation m sstatenents). Instead, “It is
Petitioner’s position that he never received the benefits and
burdens of ownership of the purported cattle--if such cattle even
exi sted, thus the overvaluation penalty cannot apply.”
Petitioner’s position is wthout support.

| f we accept petitioner’s assertion that he never received
t he benefits and burdens of ownership of the cattle, or that the
cattl e never existed, then his bases in the cattle would be zero.

See Zirker v. Conm ssioner, 87 T.C. 970, 978-979 (1986) (finding

that no actual sale of cattle took place and the correct adjusted

basis of cattle was zero); Massengill v. Conm ssioner, T.C Meno.

1988-427 (sane as Zirker), affd. 876 F.2d 616 (8th G r. 1989).
This conclusion is supported by petitioner’s concession that he

was not entitled to cost basis or depreciation deductions. |If
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petitioner’s correct bases are zero, then the bases cl ainmed on
his returns are considered to be 400 percent or nore of the
correct anmount, and are thus gross valuation m sstatenents. See
sec. 1.6662-5(g), Incone Tax Regs.; see also Zirker v.

Conmi ssi oner, supra at 978-979.

Petitioner failed to neet his burden of proving that his
reported bases were not gross valuation m sstatenents. W hold
that petitioner’s underpaynents of tax resulting fromthe
di sal | owance of the cost basis and depreciation deductions were
attributable to gross valuation msstatenents. Unless the total
of the underpaynents attributable to gross valuation m sstatnents
is less than $5,000, or petitioner had reasonabl e cause for the
under paynents, petitioner will be liable for 40-percent penalties
under section 6662(h) on the underpaynents of tax attributable to
the items described in this paragraph.?

D. Section 6662(b)(1): Neqgl i gence or Disregard of Rules or
Requl ati ons

Under section 6662(a) and (b)(1), a taxpayer nay be liable
for a 20-percent penalty on an under paynment of tax which is
attributable to negligence or disregard of rules or regul ations.

“Negl i gence” includes any failure to nake a reasonable attenpt to

8 As part of the Rule 155 conputations, the parties shal
determ ne whether the total of petitioner’s underpaynents
di scussed in this paragraph exceeds $5,000. |If the parties
determ ne that the total does not exceed $5,000, then those
under paynents will instead be subject to the 20-percent penalty
under sec. 6662(b)(1), as discussed infra.
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conply with the provisions of the Internal Revenue Code. Sec.
6662(c). The regul ations under section 6662 provide that
negligence is strongly indicated where a taxpayer “fails to make
a reasonable attenpt to ascertain the correctness of a deduction,
credit or exclusion on a return which would seemto a reasonable
and prudent person to be ‘too good to be true’ under the
circunstances”. Sec. 1.6662-3(b)(1)(ii), Incone Tax Regs.

Negl igence is defined as the “‘lack of due care or failure
to do what a reasonable or ordinarily prudent person would do

under the circunstances.’” Neely v. Conm ssioner, 85 T.C 934,

947 (1985) (quoting Marcello v. Comm ssioner, 380 F.2d 499, 506

(5th CGr. 1967), affg. in part and remanding in part on another

ground 43 T.C. 168 (1964)); see Allen v. Comm ssioner, 925 F. 2d

348, 353 (9th Cir. 1991), affg. 92 T.C. 1 (1989). Negligence is

determ ned by testing a taxpayer’s conduct against that of a

reasonabl e, prudent person. Znuda v. Conm ssioner, 731 F.2d
1417, 1422 (9th Cir. 1984), affg. 79 T.C. 714 (1982). Courts
generally |l ook both to the underlying investnment and to the

t axpayer’s position taken on the return in evaluating whether the

t axpayer was negligent. Sacks v. Conmm ssioner, 82 F.3d 918, 920

(9th Gr. 1996), affg. T.C. Meno. 1994-217. Wen an invest nment
has such obviously suspect tax clainms as to put a reasonabl e
t axpayer under a duty of inquiry, a good faith investigation of

the underlying viability, financial structure, and econom cs of
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the investnent is required. Roberson v. Conm ssioner, T.C Meno.

1996-335 (citing LaVerne v. Conm ssioner, 94 T.C. 637, 652-653

(1990), affd. wi thout published opinion sub nom Cow es v.

Comm ssioner, 949 F.2d 401 (10th Cr. 1991), affd. w thout

publ i shed opinion 956 F.2d 274 (9th Gr. 1992), and Horn v.
Commi ssioner, 90 T.C. 908, 942 (1988)), affd. w thout published

opinion 142 F. 3d 435 (6th Gr. 1998).

Petitioner testified that he invested in Hoyt’s programas a
means to provide for retirenent. However, other than a couple of
weeks spent m |l king cows, petitioner had no background in farm ng
or cattle ranching. Before his investnent, he had not been a
partner in a partnership. Petitioner was not an expert in cattle
or enbryo val uation, nor had he purchased any |ivestock.

Petitioner relied on Hoyt to determ ne the nunber of cattle
he could purchase. He further relied on Hoyt to establish a
purchase price of $478,490 for 73 heifers and $478,490 for 73
enbryos. To facilitate this purchase, petitioner signed a
prom ssory note for $956,980 and testified that he believed he
woul d be held personally liable for the entire anount. Before
signing the note and conpleting the transaction, petitioner did
not see the cattle he was purchasing, nor is there any indication
that he attenpted to do so.

Despite his |ack of experience or expertise with ranching,

partnerships, cattle and enbryo valuation, and |ivestock
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purchases, petitioner put hinself at risk for nearly $1 mllion
wi t hout consul ting any independent investnent advisers or cattle
val uation experts. Petitioner did not even have a clear
under st andi ng of what he was purchasing. He initially thought he
was purchasing 73 head of cattle for $956, 980, which was al so
indicated in the letter fromCross and the bill of sale. Yet the
sal es order indicates that he was purchasing 73 heifers for
$478,490 and 73 enbryos for $478,490. There is no indication
that petitioner questioned this discrepancy. He did not exam ne
the cattle and the enbryos he was purchasing. He did not even
keep copies of the prom ssory note, the security agreenent, or
the board agreenment. For these reasons, we conclude that
petitioner was negligent in entering into the investnent.

The record is replete with facts that should have put
petitioner on notice of the suspect tax clains nmade on his tax
returns. First, and nost obvious, is the timng of petitioner’s
deductions. Petitioner’s first contact with the Hoyt
organi zation was in February 1995. Petitioner did not begin his
investnment until July 28, 1995. Despite this, petitioner clained
Schedul e F deductions on his 1994 return and then used the net
operating | oss generated by those deductions to claimrefunds for
1991, 1992, and 1993. Petitioner could not provide a rational
expl anation of why he began taking Schedul e F deductions in 1994

for an investnent he entered into in 1995.



- 22 -

On his self-prepared returns for 1991, 1992, and 1993,
petitioner reported total taxes of $10,662, $9,035, and $21, 043,
respectively. On his returns for 1994 and 1995, prepared by
Laguna, petitioner reported zero total tax despite having roughly
the same total income (not including Schedule F itens) as in 1991
t hrough 1993. The relative change in petitioner’s total tax was
attributable solely to the Schedul e F deductions. Petitioner
realized these significant tax benefits and received refunds from
the net operating | oss carrybacks while incurring no upfront
costs.

Before petitioner filed his 1995 return, respondent inforned
petitioner that he had been identified as an investor in a tax
shelter and his Hoyt-rel ated deducti ons woul d not be all owed.
Despite this warning, petitioner did not seek independent advice
but continued to rely on the assurances of Barnes, a Hoyt
enpl oyee. After he received the warning, petitioner stil
cl ai mred Schedul e F deductions related to his Hoyt investnent on
his 1995 return.

O her facts that should have put petitioner on notice of the
suspect tax clains include: (1) The pronotional naterials
petitioner received from Hoyt included warnings about significant
tax risks; and (2) petitioner testified that he was investing in
a partnership, yet he clained purported | osses as Schedul e F

| osses instead of partnership |osses.
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Despite these red flags, petitioner did not consult a tax
attorney or an accountant outside of the Hoyt organization, nor
did he have his returns reviewed by an independent tax return
preparer. Petitioner clainmed the tax benefits fromthe Schedul e
F | osses solely on the advice he received fromthe pronoters of
the investnent. He relied exclusively on Laguna, a Hoyt entity,
to prepare his returns. 1In other words, he relied on the sane
peopl e who were to receive 75 percent of his tax refunds. G ven
the suspect tax clains, petitioner did not neet his duty of
inquiry or make a good faith investigation. Petitioner did not
exerci se due care and failed to do what a reasonabl e or
ordinarily prudent person would do given the facts surroundi ng
petitioner’s investnment. Therefore, we find that respondent has
met his burden of proof and hold that petitioner’s underpaynments
of tax for 1994 and 1995 were the result of negligence. Unless
petitioner had reasonabl e cause, petitioner will be liable for
20- percent penalties under section 6662(b)(1) on his
under paynents of tax to the extent that those underpaynents are
not already subject to the 40-percent penalties under section
6662( h) .

E. Section 6662(b)(2): Substantial Understatement of | ncone
Tax

The accuracy-rel ated penalty under section 6662 cannot
exceed 20-percent of the underpaynment of tax (or 40 percent if

attributable to gross valuation msstatenents). Sec. 1.6662-
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2(c), Incone Tax Regs. The penalties cannot be stacked, even
when the taxpayer’s understatenment of incone is attributable to
nmore than one of the types of m sconduct listed in section
6662(b). I1d. Because petitioner’s underpaynments of tax were the
result of either gross valuation m sstatenments or negligence, we
need not consi der whet her those underpaynents were al so the
result of substantial understatenents of incone tax.

F. Al |l eged Defenses to the Accuracy-Rel ated Penalties

1. Section 6664(c)(1): Reasonabl e Cause

No penalty is inposed under section 6662 if the taxpayer had
reasonabl e cause for the underpaynent of tax and acted in good
faith. Sec. 6664(c)(1). “The determ nation of whether a
t axpayer acted with reasonable cause and in good faith is nmade on
a case-by-case basis, taking into account all pertinent facts and
circunstances.” Sec. 1.6664-4(b)(1), Income Tax Regs. The
extent of the taxpayer’s efforts to ascertain his proper tax
l[iability is generally the nost inportant factor. |d.

a. Reli ance on the Hoyt Orqgani zation

Good faith reliance on professional advice concerning tax

| aws may be a defense to negligence penalties. United States v.

Boyl e, 469 U S. 241, 250-251 (1985); see also sec. 1.6664-
4(b) (1), Income Tax Regs. However, “Reliance on professional
advi ce, standing alone, is not an absolute defense to negligence,

but rather a factor to be considered.” Freytaq v. Conm ssioner,
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89 T.C. 849, 888 (1987), affd. 904 F.2d 1011 (5th G r. 1990),
affd. 501 U. S. 868 (1991). To be considered a defense to
negl i gence, the taxpayer’s reliance nust be reasonable. 1d. To
be objectively reasonable, the advice generally nmust be from
conpet ent and i ndependent parties unburdened with an inherent
conflict of interest, not fromthe pronoters of the investnent.

Mortensen v. Conm ssioner, 440 F.3d 375, 387 (6th G r. 2006),

affg. T.C. Meno. 2004-279; Van Scoten v. Conm ssioner, 439 F.3d

1243, 1253 (10th Cr. 2006), affg. T.C Menop. 2004-275; ol dman
v. Comm ssioner, 39 F.3d 402, 408 (2d Cr. 1994), affg. T.C

Meno. 1993-480; LaVerne v. Conmmi ssioner, 94 T.C at 652; Rybak v.

Commi ssioner, 91 T.C 524, 565 (1988); Hansen v. Conm ssi oner,

T.C. Meno. 2004-269.

Petitioner argues that he reasonably and in good faith
relied on Hoyt as an enrolled agent, on Laguna to prepare his
returns, and on “Hoyt’'s outside advisors.” Petitioner places
strong enphasis on Hoyt’'s status as an enroll ed agent. However,
any significance that such status nmay have is clearly outwei ghed
by the fact that Hoyt was the creator and pronoter of the
i nvestment schenme. Petitioner’s reliance on Hoyt and his
organi zation, including Laguna, was not objectively reasonable
because Hoyt and his organi zati on created and pronoted the
i nvestnent, they conpleted petitioner’s tax returns, and they

received 75 percent of the refunds petitioner received.



Petitioner argues:

Hoyt made certain that Petitioner was aware of outside

counsel by referencing outside counsel in newsletters

and ot her docunents * * *  Hoyt nmade certain that

Petitioner (and other Hoyt investors) were aware that

M. MacDonald and M. D snmukes were the attorneys who

had won Bales * * *. In light of Petitioner’s |ack of

sophi stication, his reliance on the tax professionals

that won the Bales case is even nore understandabl e.

Therefore, the negligence penalty is also inappropriate

due to Petitioner[’s] reasonable reliance on the Hoyt

out si de advi sors.
Wet her or not petitioner was aware that Hoyt had “outside
advisors”, there is no evidence that petitioner sought or
recei ved advice directly fromthese “outside advisors”. The
advisors were hired by Hoyt, and any advice that petitioner may
have received fromthemwas filtered through Hoyt.

Petitioner testified that he did not seek advice fromtax
attorneys or accountants outside of the Hoyt organization.
Petitioner’s reliance on Hoyt, Laguna, and persons hired by Hoyt,
coupled with his failure to seek independent advice, was
unr easonabl e.

b. Honest M sunder st andi nqg of Fact

Reasonabl e cause and good faith under section 6664(c) nay be
i ndi cated where there is “an honest m sunderstandi ng of fact or
law that is reasonable in light of all the facts and
ci rcunst ances, including the experience, knowl edge and educati on
of the taxpayer.” Sec. 1.6664-4(b)(1), Incone Tax Regs.

However, “reasonable cause and good faith is not necessarily
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i ndicated by reliance on facts that, unknown to the taxpayer, are
incorrect.” 1d.

Petitioner argues that he had reasonabl e cause for his
under paynents of tax because he was defrauded by Hoyt and
t herefore made an “honest m stake of fact”. He asserts that he
had i nsufficient information concerning his investnent, and that
all *“avail abl e i ndependent evidence * * * supported Hoyt’s
assertions.” However, petitioner testified that he relied
exclusively on the assertions nmade by Hoyt, nenbers of the Hoyt
organi zation, and other Hoyt investors. There is no indication
that petitioner attenpted to verify any of the information he was
given. He did not seek an outside opinion froman investnent
advi sor, tax attorney, or accountant. Petitioner’s argunent that
he had insufficient information, while at the same tine admtting
he made no attenpt to get additional information, is not
persuasive. |If petitioner m sunderstood the facts surroundi ng
his investnent, it was not an honest m sunderstanding but a
negl i gent one.

C. Rel i ance on the Bal es Opi ni on

Petitioner argues he had reasonabl e cause for his
under paynents of tax because he relied on this Court’s opinion in

Bal es v. Conmi ssioner, T.C. Meno. 1989-568.° Bales invol ved

® Petitioner also argues that the opinion in Bales v.
Comm ssioner, T.C Menp. 1989-568, provided substantial authority
(continued. . .)
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deficiencies determ ned agai nst various investors in several Hoyt
partnerships. This Court found in favor of the investors on
several issues, stating that “the transaction in issue should be
respected for Federal incone tax purposes.” Bales involved
different investors and different taxable years fromthe present
case. It also involved different underlying deductions; nanely,
partnership deductions as opposed to Schedul e F deducti ons.

Despite the differences between Bal es and the present case,
petitioner argues that he relied on the Bales opinion in claimng
hi s Schedul e F deductions. However, petitioner’s testinony on
direct examnation is illum nating:

[ Bal es] was a court case. There was a--and |’ m not

famliar wth these type of docunents, but in the left-
hand margin it had all these nunbers init, and it was
fromthe Supreme Court in California, Judge Divens, |
believe, was the nanme. | actually didn’'t go through

the entire transcript. It was hard for nme to foll ow

there, since I’'mnot a lawer. But | read the abstract

that Hoyt provided with that that they sent out in a

newsl etter where they--and they had highlighted that

the judge said that it was a |l egitimte business.

First, Bales was not decided by a Judge Di vens of the Suprene

Court of California, but was deci ded by Judge Scott of the United

°C...continued)
for the positions taken on his return, thus relieving himfrom
liability fromany penalty under sec. 6662(b)(2) and (d). See
sec. 6662(d)(2)(B)(i). Because we find that petitioner’s
under paynents were the result of negligence and therefore do not
address whet her the underpaynents were also attributable to
substantial understatenments of tax, we need not consider whether
Bales is substantial authority for purposes of sec.
6662(d) (2)(B)(i).
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States Tax Court, adopting the opinion of Special Trial Judge
D nan. Second, and nore inportantly, petitioner admts that he
did not read the entire case, nor did he understand it. |nstead,
he relied on the interpretation provided by Hoyt. W have
al ready found that petitioner’s reliance on Hoyt and his
organi zati on was unreasonable. Likew se, accepting Hoyt’s
assurances that Bales was a wholesale affirmation of the
l egitimacy of his organization was al so unreasonabl e.

Petitioner also argues that, because this Court was unable
to uncover the fraud or deception by Hoyt in Bales, petitioner,
as an individual taxpayer, an “unsophisticated investor”, and a
person of “nobdest incone”, was in no position to evaluate the
| egitimacy of his investnment or the tax benefits clainmed with
respect thereto. As previously noted by this Court:

This argunment enploys the Bales case as a red herring:

The Bal es case involved different investors, different

partnerships, different taxable years, and different

i ssues. Furthernore, adopting petitioners’ position

woul d inply that taxpayers should have been given carte

bl anche to invest in partnerships pronoted by M. Hoyt,

merely because M. Hoyt had previously engaged in

activities which withstood one type of chall enge by the

Comm ssioner, no matter howillegitimte the

part nershi ps had becone or how unreasonabl e the

taxpayers were in making investnents therein and

claimng the tax benefits that M. Hoyt prom sed would

ensue.

Hansen v. Commi ssioner, T.C Meno. 2004-269; see al so Murtensen

V. Conm ssioner, 440 F.3d at 390-391; Van Scoten v. Conm ssioner,
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439 F.3d at 1254-1256; Sanders v. Conm ssioner, T.C. Mnob. 2005-

163. Petitioner’s reliance on Bal es was unreasonabl e.
On the basis of the above, we conclude that petitioner did
not have reasonabl e cause for his underpaynents of tax.

2. Judicial Estoppel

In general terns, petitioner asks the Court to “apply the
doctrine of judicial estoppel to facts Respondent has asserted in
previous litigation.” Petitioner does not el aborate.

Presumabl y, petitioner is arguing that because the U. S.

Gover nnment successfully prosecuted Hoyt for fraud, respondent is
sonehow judicially estopped from asserting an accuracy-rel ated
penal ty agai nst petitioner.

The doctrine of judicial estoppel prevents a party from
asserting a claimin a |legal proceeding that is inconsistent with
a position successfully taken by that party in a previous

proceedi ng. New Hanpshire v. Miine, 532 U S. 742, 749 (2001).

Anmong the requirenments for judicial estoppel to be invoked, a
party’s current litigating position nmust be “clearly
inconsistent” with a prior litigating position. [d. at 750-751.
Respondent’s position in asserting an accuracy-rel ated
penal ty against petitioner is in no manner inconsistent with the
position taken by the United States in the crimnal conviction of

Hoyt. See, e.g., Goldman v. Conmm ssioner, 39 F.3d at 408

(taxpayer-appel l ants’ argunent that an investnent partnership
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“constituted a fraud on the IRS, as found by a civil jury * * *
and by the tax court * * * cannot justify appellants’ own failure
to exercise reasonable care in claimng the | osses derived from

their investnent”); see also Mirtensen v. Conmm ssioner, 440 F.3d

375 (6th Gr. 2006); Van Scoten v. Conm ssioner, 439 F.3d 1243

(10th G r. 2006); Hansen v. Conm ssioner, supra. Oher than his

vague assertions, petitioner has failed to identify any clear

i nconsi stenci es between respondent’s current position and his
position in any previous litigation. W conclude that there are
no grounds for judicial estoppel in the present case.

3. Fai rness Consi der ati ons

Petitioner argues that the application of accuracy-rel ated
penal ties would be unfair or unjust because such an application
does not conport with the underlying purpose of the penalties.
Petitioner states:

Here, the problemwas not Petitioner’s disregard of the
tax |l aws, but was Jay Hoyt’'s fraud and decepti on.
Petitioner did not engage in nonconpliant behavior,

i nstead, he was the victimof a conplex fraud that it

t ook Respondent years to unravel conpletely.

Petitioner made a good faith effort to conply with
the tax | aws and puni shing himby inposing penalties
does not encourage voluntary conpliance, but instead
has the opposite effect of the appearance of unfairness
by punishing the victim |ndeed, penalties are
i nproper for any investor in the Hoyt partnerships on a
policy basis alone. [Fn. ref. omtted.]

We are m ndful of the fact that Hoyt was convicted for his

fraudul ent actions. W also recognize that petitioner remtted
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the bulk of his refunds to the Hoyt organi zation. However, this
does not alter our conclusion that petitioner was negligent with
respect to entering into the investnent, and he was negligent
Wi th respect to the positions taken on his returns. Despite
Hoyt’ s actions, the positions taken on the 1994 and 1995 returns,
signed by petitioner, were ultimately the positions of
petitioner.

G Concl usi on

Petitioner’s underpaynents of tax for 1994 and 1995 were
the result of petitioner’s negligence, and portions of those
under paynents were attributable to gross val uati on m sstat enents.
Petitioner did not have reasonabl e cause for the underpaynents.

Li kewi se, petitioner’s argunents regarding judicial estoppel and
fairness do not absolve himfromliability for the accuracy-

rel ated penalties. Therefore, we hold that petitioner is liable
for 40-percent accuracy-rel ated penalties under section 6662(h)
on his underpaynents attributable to gross val uation

m sstatnents, so long as the total of those underpaynents exceeds
$5,000. On his underpaynents not subject to penalties under
section 6662(h), we hold that petitioner is liable for 20-percent

accuracy-rel ated penalties under section 6662(a) and (b)(1).
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To reflect the foregoing and the concessions of the parties,

Deci sion will be entered

under Rul e 155.




