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JONES, Circuit Judge:

Two sisters were about 20 and 25 years old when they
received over a mllion dollars each, and they hired a |awer to
advi se themon potential tax liability. The Conm ssioner charged

themw t h negligence and substantial understatenment penalties? for

District Judge of the Northern District of Texas, sitting by
desi gnation

2R C. & 6653(a), which has been anmended follow ng the
comencenent of this action, provided for additions to tax on
account of negligence or intentional disregard of rules or
regul ati ons. . R C. 8§ 6661(a), which has since been repeal ed,
provi ded, during the years at issue, for an addition to tax in the
case of an underpaynent due to a substantial understatenent.



treating the noney as a gift even though they followed one
alternative course recommended by the tax |awer and even though
the Comm ssioner herself relied on their theory in asserting tax
liability of the girls’ father.® Under these circunstances, the
Tax Court’s inposition of the penalties was clearly erroneous. The
Tax Court also erred in holding that Teresa s ex-husband
procedurally defaulted his case. W REVERSE
| . BACKGROUND

The underlying facts are sinplified for present purposes.
In 1979, Larry Parker, the girls’ father, acquired an interest in
440 acres of undevel oped | and known as Northgate Forest Property.
At | east part of Parker’s interest in this joint venture was held
on behalf of his daughters, Teresa Del oney and Tracy Streber, who
were then aged nineteen and fourteen. On March 4, 1981, two
prom ssory notes in the anount of $2, 000,000 each for sale of the
| and were endorsed, one to Teresa and the other one to Teresa as
custodi an for Tracy who was still a mnor. Both notes were due and
payabl e on March 4, 1985. Neither Teresa nor Tracy was involved in
negotiating the terns of the agreenent.

At sone point, Parker and his then-wife, the sisters’
not her, divorced.

When the notes were not paid on the due date, Parker,

Teresa, Tracy, and other interested parties filed a suit against

3On appeal, the daughters do not, however, contest liability
for the base ambunt of tax.



the makers of the notes. On April 23, 1985, the suit was settl ed,
and Teresa and Tracy recei ved ei ghty-five percent of the face val ue
of the notes, i.e., $1,700,000 apiece.

Wthin a few weeks, Teresa and Tracy nmet with attorney
Edw n Hunter to discuss the tax consequences of their inconme from
the joint venture. Hunter provided Teresa and Tracy with two basic
alternatives: (1) pay capital gains tax on the inconme they
received; or (2) treat the incone as a gift from Parker, who would
then be |iable for any taxes due on recei pt of the noney.

Teresa and Tracy chose the latter option. Nei t her
Teresa, who filed a joint return with her then-husband Stephen
Davis, nor Tracy reported receipt of the joint venture incone on
their 1985 tax returns. Parker did not report the receipt of the
i ncone either.

On Cctober 22, 1991, the Conm ssioner issued statutory
notices of deficiency to Tracy, Teresa, and Stephen for 1985,
stating that Tracy and Teresa should have included the joint
venture inconme they received in their 1985 incone. All three filed
petitions for redeterm nation of the deficiency in the Tax Court.

Cont enpor aneousl y, the Comm ssioner, in order to avoid a
“whi psaw’ situation, also issued a statutory notice of deficiency
agai nst Parker and his wife for 1985. The notice of deficiency was
based on the determ nation that the Parkers shoul d have i ncluded in

their 1985 incone tax return the joint venture i ncone that was paid



to Teresa and Tracy. Parker and his wife filed a petition for
redeterm nation of the deficiency in the Tax Court.

Upon a notion by the Comm ssioner, the Tax Court
consolidated all three cases for trial. The Conm ssioner averred
that either the Parkers or Teresa and Tracy were liable for the
tax, but not both.

The Tax Court found no deficiency in Parker’s 1985
incone. Instead, the court found that Parker nmade a gift to his
daughters in 1980, and, therefore, Tracy and Teresa were liable for
the taxes on the joint venture incone received in 1985. The court
al so sust ai ned t he Conm ssioner’s determ nation of additions to tax
for negligence and substantial understatenent against Tracy and
Ter esa. Finally, the Tax Court found that Davis had failed to
prosecute his case and held himin default.

Teresa and Tracy filed a notion for reconsideration of
t he deci sions concerning only the additions to tax. They argued
that their actions were based on substantial authority and were
reasonabl e and in good faith. Mreover, they nmaintained that their
decision to treat the noney as a gift from Parker was based on the
advice they had received from counsel. Davis noved for
reconsideration, claimng it was wong for the court to have held
himin default. The Tax Court vacated its decision in order to
consi der these notions.

Upon reconsideration, the Tax Court held that the

sisters’ assertion that there was substantial |egal and factua



justification for their failure to report the joint venture incone
was not sufficient to convince the court to <change its
determ nation that the addition to tax should apply. The Court did
not believe that Tracy and Teresa “relied on an expert’'s advice.”
The Tax Court found:

Movants nmet with an attorney, Edwin K Hunter
(Hunter), who, based on the facts as he knew
them explained to novants alternative tax
reporting positions. However, we do not find
that Hunter advised novants that they did not
have to report the gains in question. The
testinony on that point is anbiguous. Hunter,
however, was one of the novant’s attorneys and
was present throughout the trial. Hunter no
doubt coul d have resol ved any anbiguity as to
what he advised novants. Nevert hel ess,
nmovants did not call Hunter as a witness. Qur
rules do not preclude Hunter fromtestifying.
We infer fromHunter’s failure to testify that
his testinony would have been adverse to
nmovants. Moyvants cannot claimthat, based on
expert advice, they acted wth due care, or as
a reasonable and ordinarily prudent person
woul d act, in the circunstances.

The Tax Court also rejected Davis's claim hol ding that
Davis had a full opportunity to participate at the trial and did
not do so on his own account, although he participated in the
proceedi ngs as a w tness.

Tracy and Teresa now appeal. They contend that the Tax
Court erred in sustaining the Conm ssioner’s assessnent of the
negl i gence and substantial understatenent penalties. They argue
that they reasonably relied on the advice they received fromtheir
attorney, and that reliance is not nullified under the factua

circunstances of this case where the taxpayers choose one of the



alternatives their advisor recommends.* Davis filed a separate
appeal making the sane claimand also arguing that the Tax Court
abused its discretion in holding himin default.

1. ANALYSIS

A.  NEG.I GENCE PENALTY

This court reviews the tax court’s findings of negligence
under the clearly erroneous rule. See Sandvall v. Conm ssioner,
898 F.2d 455, 459 (5th Cr. 1990). Cear error exists when this
court is left wwth the definite and firmconviction that a m stake
has been made. See Chanberlain v. Conm ssioner, 66 F.3d 729, 732
(5th Gir. 1995).

“The I RS may penalize taxpayers for an under paynent due
to negligence or disregard of rules and regul ations. Negligence
includes any failure to reasonably attenpt to conply with the tax
code, including the lack of due care or the failure to do what a
reasonable or ordinarily prudent person would do under the
ci rcunst ances. ‘Disregard’” includes careless, reckless, or
intentional conduct.” Heasley v. Comm ssioner, 902 F.2d 380, 383
(5th Gr. 1990) (citations omtted).

The relevant inquiry for the inposition of a negligence
penalty is whether the taxpayer acted reasonably. See Reser v.
Comm ssioner, 112 F.3d 1258, 1271 (5th Cr. 1995). *“Taxpayers may

not rely on sonmeone with a conflict of interest or sonmeone with no

“Edwi n K. Hunter, appellant’s counsel of record before the tax
court, filed an am cus curiae brief.
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know edge concerning the matter upon which the advice is given.”
Chanberl ain, 66 F.3d at 732. “Good faith reliance on professional
advi ce concerning tax laws is a defense.” Durrett v. Conm ssioner,
71 F.3d 515, 518 (5th Cr. 1996).

In this case we find that the Tax Court clearly erred
when it sustained the Conm ssioner’s assessnent of a negligence
penal ty, because appellants reasonably relied on the advice they
received fromtheir attorney, Edw n Hunter.

Due care does not require young, unsophisticated
individuals to independently examne their tax liabilities after
taking the reasonably prudent step of securing advice from a tax
attorney.® At relatively tender ages, the appellants received
| arge sunms of noney. Tracy Streber testified that she and her
sister cane to the conclusion that they had to seek advice froman
attorney to nmake sure they did “the legal thing.” As she
expl ai ned:

It was just known that when you get noney |ike

that, sonme kind of tax had to be paid and we

didn’t know what it was, so we went to get
counsel ed.

| knew that is why you had to go to a tax
per son.

5Cf. Heasley v. Conm ssioner, 902 F.2d 380, 383 (5th Cr
1990) (“[Djue care does not require noderate-incone investors .
to i ndependently investigate their investnents. They may rely on
the expertise of their financial advisors and accountants

Y



G ven their level of understanding in these matters, the appellants
took the appropriate steps to secure |egal advice from attorney
Edw n Hunter to ensure that their tax returns for the upcom ng year
conplied with the law. Not only Tracy Streber, but also Davis and
Betty Berwick (Tracy and Teresa’'s nother, and Larry Parker’s first
wfe) testified that the purpose of seeking |legal advice was to
understand the tax consequences of their income from the joint
venture and to ensure that any position they took was on sound
| egal footing.

Hunt er advi sed appellants that they could either treat
the joint venture incone as a capital gain or as a gift from
Par ker. Relying on Hunter’s opinion, the appellants chose to treat
the joint venture incone as a gift. Due care does not require that
the appell ants challenge their attorney’ s opinion or independently
investigate the propriety of his advice. See Chanberlain, 66 F.3d
at 733. As the Suprene Court hel d:

When an accountant or attorney advises a

taxpayer on a matter of tax law, such as

whether liability exists, it is reasonable for

the taxpayer to rely on that advice. Most

t axpayers are not conpetent to discern error

in the substantive advice of an accountant or

at t or ney. To require the taxpayer to

challenge an attorney, to seek a *“second

opinion,” or totry to nonitor counsel on the

provi sions of the Code hinself would nullify
the very purpose of seeking the advice of a

presunmed expert in the first place. “Odinary
busi ness care and prudence” do not demand such
actions.

United States v. Boyle, 469 U S. 241, 251, 105 S. C. 687, 692-93

(1985) (citation omtted). Havi ng done no |l ess than reasonabl e
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prudence demands, the appellants should not be held negligent in
their treatnent of the joint venture incone.

The | .R S. asserts that the Tax Court found that Hunter
never advised them “that they did not have to report the gains in
guestion.” This conclusion, however, 1is contrary to the
over whel m ng wei ght of the evi dence, whi ch supports the proposition
Hunter did in fact tell the appellants that they should treat the
joint venture incone as a gift from Parker.

First, according to the witnesses, Hunter advised his
clients to select the alternative that would result in nore tax
revenue for the governnent and would, therefore, be less likely to
receive an |I.R S. chall enge. Al t hough the position the sisters
ultimately adopted neant that they would not be personally liable
for tax on their joint venture incone, when Hunter was rendering
hi s advi ce, the appellants were concerned over the way i n which the
. R'S. mght have viewed a decision that would have resulted in
less tax liability for their father than ot her positions woul d have
required. The appellants were worried that Parker’s own rather
questionable practices mght nmake them nore susceptible to a
governnent audit and possible penalties if they took anything | ess
than a careful tax position in this case. Tracy Streber testified
about the appellants’ choice to treat the joint venture incone as
agift: “W didn"t want to defraud the governnent. W didn’'t want
themto think we were in cahoots or whatever with ny father, to

defraud them?” Because the gift tax rate was higher than the



capital gains tax rate, Hunter stated that the I.R S. mght view
the appellants’ decision to treat the joint venture inconme as a
capital gain as an attenpt to conspire with Parker tolimt his tax
liability and the tax liability for all the famly nenbers.?
Second, the evidence shows that Hunter actively supported
his clients’ position to treat the joint venture incone as a gift.
In June 1986, for exanple, Parker’s attorney wote to Hunter
encouraging himto reconsider Hunter’s filing of the appellants’
anended tax returns, which “reflect[ed] their receipt of certain
incone as a gift fromtheir father.”” A nonth earlier, Hunter
participated in his clients’ efforts to notify the I.R S. of the
possi ble deficiencies in Parker’s 1985 tax return.® Gven the
substantial risks associated wth voluntarily reporting to the
l.RS. in this case, it is hard to understand how the Tax Court
coul d have concl uded that Hunter woul d have advi sed t he appellants
to take any position other than the one they adopted in this
matter. Al though the appellants understood that by informng the
agency they m ght receive a financial reward fromthe governnent if

the information proved useful, they nust al so have understood t hat

fDavis testified that Hunter explained that if they were to
choose to treat the joint venture incone as a capital gain, it was
very likely that the |.R S. would maintain that they “still have a
liability as far as owi ng tax on the noney.”

‘Letter from David S. Ganble, Attorney to Larry Parker, to
Edw n K Hunter 1 (June 25, 1986).

8See Menorandumof Interview, |nternal Revenue Service (May 9,
1986) (noting the presence of Edward K Hunter, Attorney for
I nformants, Teresa Davis and Stephen Davis).
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this action would highlight their own tax returns for scrutiny.?®
The decision to informon Parker to the |I.R S. not only placed the
appel lants at personal risk of a governnent audit, but it also
pl aced Hunter’s professional judgnent and reputati on under review.
In the face of this risk, Hunter actively pronoted his clients’ tax
posi tion. It is inpossible to reconcile Hunter’s l|ater actions
wth the Tax Court finding that his initial tax advice to the
sisters was “anbiguous” or that he did not actually recomend
treating the joint venture incone as a gift.?°

The I .R S. al so contends that Tracy and Teresa did not in
fact rely on Hunter’s advice, propounded in alternatives, because
they made the “ultimate decision” not to report the incone fromthe
joint venture on their tax returns. |.R S. does not dispute that
the |l egal advisor here offered several possibilities and di scussed

the tax ram fications of each.? | RS contends, however, that

The Eval uation Report on Caimfor Reward nakes clear that
the information provided to the I.R S had substantial value
because otherwi se Parker’s 1985 tax return would not have been
audi t ed.

1°The di ssent does not even nmention the correspondence between
Hunt er and Parker’s attorney, which has to be prem sed on Hunter’s
advice that the incone the girls received was a gift. The dissent,
i ke the Tax Court, casts no doubt on the veracity of Berw ck’ s and

Davis’s testinony about Hunter’s advice. Finally, the dissent
unnecessarily flays Hunter over a subsequent |egal nalpractice
action the girls have pending against him The lawsuit is

irrelevant to the question of their lack of negligence and due
diligence, at least in a case such as this, where the advice he
gave -- that there was a gift -- was sound enough to be the basis
of one of I.R S."s alternative positions.

1The dissent goes even further than the Tax Court did in
inplying that Tracy and Teresa decided on their own not to report
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because the Tax Court found he did not affirmatively recommend a
preferred course of action, which the taxpayers followed, the
reliance on counsel defense is unavailable. W need not reach this
concl usi on because, overruling the Tax Court’s erroneous findings,
we find that Hunter did in fact affirmatively advi se and vi gorously
assi st taxpayers’ chosen course of action. But even if the Tax
Court’s findings here are accurate, unless circunstances show t hat
a tax advi sor discussed and di scounted alternative tax strategies,
t he taxpayers shoul d ordinarily not be held negligent for foll ow ng
any of the bona fide alternatives developed by an advisor
acquainted with the relevant facts. To find otherw se adds a new
requi renent to the reliance on counsel defense: not only nust the
t axpayer show that his advi sor discussed howto treat a tax-rel ated
transaction, he nust also show that the advisor ranked any
alternatives hierarchically, and he (the taxpayer) adopted
whi chever alternative was at the top of the list. Oherw se, the
advi sor’s recommendation in a situation where bona fide alternative
tax strategies exist will be found *anbi guous” and cannot furnish
the basis for a taxpayer’s reasonable reliance. |If this proffered
met hod of analysis is not sinply a semantical quibble designed to

determ ne the outcone of this case, it drives a m schi evous wedge

the incone fromthe notes. First, the dissent does not concede, as
| RS does, that Hunter advised the girls of alternative tax
treatnents of the inconme. Second, the dissent accuses the girls of
not furnishing Hunter with appropriate docunentation, but neither
| RS nor the Tax Court nentioned this sort of problem which is not
inferable fromany of the Tax Court’s findings.

12



bet ween advi sors and taxpayers. Advisors will be deterred from
recommending alternative tax strategies, and clients wll be
di scouraged fromseeki ng any but the nost tax-advantageous advi ce.

The I.R S. finally enphasizes that the Tax Court rul ed
agai nst the appel |l ants because the court did not find Tracy Streber
and Teresa Deloney to be credible. The Tax Court gave their
testinony and answers “little weight.” Moreover, inits opinion on
reconsideration, the Tax Court noted that Hunter could have
testified on behalf of the appellants to clear up any anbiguity
that m ght have exi sted over whether he, in fact, advised themto
treat the joint venture incone as a gift fromParker. Because the
appel l ants chose not to call himas a witness, the court inferred,
his testinony would have been adverse to their position. Thi s
reasoni ng i s unpersuasi ve.

In general, a court may draw a negative inference froma
party’s failure to produce a wtness “whose testinony would
elucidate the transaction.” Gaves v. United States, 150 U. S. 118,
121, 14 S. C. 40, 41 (1893). The strength of the inference “is
rooted in notions of common sense[,] . . . will vary with the facts
of each case,” United States v. Tucker, 552 F.2d 202, 210 (7th
Cr. 1977), and may be drawn only where a witness has information
“peculiarly within his know edge,” MKay v. Conm ssioner, 886 F. 2d
1237, 1238 (9th Gr. 1989) (citing Wchita Term nal El evator Co. v.
Comm ssioner, 6 T.C 1158, 1165 (1946)). Thus, a party need not

call a witness whose testinony would be cunulative “w thout any

13



apprehension” that a court will draw a negative inference.” 2 John
Henry Wgnore, Evidence 8§ 287, at 202-03 (Chadbourne rev. 1979). 12

In this case, the tax court exam ned t he evi dence of four
W t nesses who were privy to Hunter’s conversation with his clients.
These wi tnesses, Teresa, Tracy, Davis, and Berwick, all testified
that Hunter advised his clients that they could either pay capital
gains tax on the incone they received or treat the incone as a gift
from Parker. Even assumng that Teresa and Tracy were not
credible, the Tax Court never referred to the testinony of Davis

and Berw ck, who each confirmed that Hunter did advise his clients

to treat the joint venture incone as a gift from Parker. Davi s
said that Hunter “felt from . . . hearing the case and the
docunents -- he felt that it was a gift.” Wen Berw ck was asked

why the appellants chose to treat the incone as a gift, she
answered: “Because M. Hunter told themthat in his opinion, that
was the correct one.” Contrary to this testinony, which the Tax
Court neither questioned nor comented upon, the court still held
that it could not find that “Hunter advi sed [appel |l ants] that they

did not have to report the gains in question.” Once again, even

121’ n general, put sonmewhat nore strongly, there is a general
limtation . . . that the inference cannot fairly be drawn except
from the nonproduction of wtnesses whose testinony would be
superior in respect tothe fact to be proved.” 2 Wgnore 8§ 287, at
203. Two witnesses -- Berwick and Davis -- whose credibility went
unchal l enged by the | .R S. were present during the neeting in which
Hunter rendered his advice. Under these circunstances, Hunter’s
hypot hetical testinony could not fairly be characterized as
superior to that of these other witnesses. Their testinony of what
they heard Hunter say is not a priori inferior to Hunter’s possible
testinony of what he renenbers advising to his clients.

14



assum ng Tracy Streber and Teresa Del oney were not credible, at
| east two ot her witnesses i ndependent|y supported the position that
Hunt er had advised his clients to treat the joint venture i ncone as
agift fromParker. This testinony was uncontradicted. WMoreover,
because Hunter’s testinony would have been cumnul ative, and naybe
count erproductive -- focusing attention away fromthe primary i ssue
of whether his clients were liable in the first place -- and
because the subject of Hunter’s advice was not peculiarly wthin
his know edge, see MKay, 886 F.2d at 1238, the tax court erred
when it drew an inference adverse to the appellants. To hold
ot herwi se would in essence require the attorney to testify in al
cases involving an advice of counsel defense.

After reviewwng the record, “we are left wth the
definite and firm conviction that a mstake has been nuade.”
Chanberl ain, 66 F.3d at 732. The appellants did rely on their
attorney’s advice when they elected to treat the joint venture
incone as a gift from Parker. Furthernore, given the appellants’
relative youth and inexperience in business natters, they acted
with all the care a reasonably prudent person woul d exerci se under
simlar circunstances. See Reser, 112 F.3d at 1271. Qur | aws
demand not hi ng nore. Thus, we hold that the Tax Court clearly
erred when it sustained the inposition of negligence penalties

agai nst the appell ants.
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B. SUBSTANTI AL UNDERSTATEMENT PENALTY

The second issue before this court is whether the Tax
Court abused its discretion when it held appellants liable for the
addition to tax for substantial understatenent, pursuant to|.R C
8§ 6661(a). See Heasley v. Conm ssioner, 902 F.2d 380, 385 (5th
Cir. 1990). Section 6661 provides for an addition to tax equal to
twenty-five percent of the anobunt of any under paynent attri butable
to a substantial understatenment of tax. |If a taxpayer is able to
show that there was a reasonabl e cause for the understatenent and
good faith, which may stem from reasonable reliance on the advice
of professional, the I.R S. nmay waive the understatenent penalty.
See Heasl ey, 902 F.2d 384-85; see al so Reser v. Conm ssioner, 112
F.3d 1258, 1271-72 (5th Cr. 1997).

First, as has been noted, the appellants reasonably
relied on the advice they received from their attorney. l.R S
acknow edges that “the extent of the taxpayer’s effort to assess
her proper tax liability under the law is the nobst inportant
factor” in determ ning reasonabl e cause and good faith. Heasl ey,
905 F. 2d at 385. Because of appellants’ youth and i nexperience in
busi ness, reliance on counsel, and proof of “good faith” in their
position by reporting the transaction to the Service as to their
father’s potential liability, the conclusions this court reached in
Heasl ey are controlling:

Applying the I.R S ’s own regulatory
standards, we find that the |I.R S. abused its

discretion by failing to waive the penalty in
this case. W are at a |l oss to determ ne just
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what the | .R S. would find to be a reasonable
cause gi ven t he Heasl eys’ experience,
know edge, and education. First, the Heasleys
attenpted to assess their proper tax liability
by taking their taxes to a C P. A, sonething
t hey never did before. The accountant found
no problem with the plan. Wi | e Danner
suggested that the Heasl eys use Smth, nothing
else in the record connects the two.
Therefore, considering this “nobst inportant
factor,” the Heasl eys showed reasonabl e cause
and good faith. Second, the Heasleys read the
portions of the prospectus and other O E. C
materials and relied on Danner to explain the
rest. | f neither Danner nor their C. P.A
found anything wong with the investnent, how
could the Heasleys? Certainly, their failure
to out-guess their financial advisor and
accountant is not negligence. Finally, the
Heasl eys believed that they legitinmately
claimed the deduction and investnent tax
credit. Gven the Heasl eys’ inexperience and
limted knowl edge about investing, and their
| evel of education, their m sunderstanding is
reasonable. The |I.R S. abused its discretion
by failing to waive the penalty and the tax

court erred by upholding the [|1.RS’s
deci si on.
| d.
Second, |.R S. too narrowy interprets the neani ng of the

substantial authority defense on which appellants rely to defeat
this penalty.®® This case turned on one factual issue: when Parker
made the gift to his daughters. |If the gift was nade before 1985,
Tracy and Teresa are liable for the incone they received in 1985;
if it was effectively made in 1985, Parker is |iable. The

subsidiary facts relating to this transaction were conpl ex, largely

B,RC 8§ 6661(b)(2)(B)(i) provided that any “substantial”
understatenent of tax “shall be” reduced “by that portion of the
understatenent which is attributable to []Jthe tax treatnent of any
item . . . if there is or was substantial authority for such
treat ment ?
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undi sputed, and not nmaterially affected by the Tax Court’s
assessnent of the sisters’ lack of credibility. In a recent
deci sion, the Eleventh Crcuit explained that where the substanti al
authority issue turns on evidence going both ways, “there is
substantial authority froma factual standpoint for the taxpayer’s
posi tion. Only if there was a record upon which the Governnent
could obtain a reversal under the clearly erroneous standard could
it be argued that from an evidentiary standpoint, there was not
substantial authority .” Osteen v. Conm ssioner, 62 F.3d
356, 359 (11th Cr. 1995). Apart fromtrying to confine Osteen to
its facts, an untenable position, |I.R S. does not denonstrate how
its principle is inapt here. The governnent nakes no effort to
assert that the only rational tax treatnent of the transaction was
as a gift made before 1985. 1

For these reasons, the |I.R S. abused its discretion in
failing to waive the penalty and the Tax Court erred in upholding
the | .R S.”s decision. See Heasley, 902 F.2d at 385. It is clear
upon review of the record that the appellants had substantia
factual authority for the tax position they asserted and reasonably

relied on the advice of their attorney.

4The di ssent ignores Osteen and makes a | egal argunent that
neither .R S. nor the Tax Court did, nanely, that “substantia
authority” neans only legal, not factual authority.
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C. FAI LURE TO PROSECUTE

Because we have held that the sisters are not |iable for
negl i gence and substantial understatenent penalties, we need not
reach the nerits of the dispute over Davis's possible failure to
prosecute. Davis's derivative liability for his ex-wife' s incone
vitiates a default judgnent. The Tax Court decision holding the
appellant in default for failure to prosecute his case is reversed.

CONCLUSI ON

These appellants are not |iable for negligence and
substanti al understatenent penalties fromtheir decision to treat
the joint venture incone as a gift. The decision of the Tax Court

i s REVERSED

ENDRECORD
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KING Circuit Judge, dissenting:

In reversing the judgnent of the tax court, the majority errs
on two levels. First, under the guise of a reviewonly for clear
error, the majority rejects the tax court’s determ nation that the
appellants were liable for an addition to tax based upon their
negl i gence pursuant to fornmer 8 6653 of the Internal Revenue Code.
In so doing, the majority exceeds its authority as an appellate
court by usurping the fact-finding function properly relegated to
the tax court. Second, the majority concludes that the tax court
erred in holding the appellants |iable for an addition to tax based
upon a substantial understatenent of their tax liability because
substantial authority wthin the neaning of fornmer 8§ 6661 of the
I nternal Revenue Code existed for the tax position taken by the
appel | ant s. In order to justify this conclusion, the mjority
adopts a construction of the substantial authority standard that
fails to conport with the treasury regulations interpreting 8 6661
and that strips the statute of nuch of its force as a deterrent of
t axpayer m sconduct. | respectfully dissent.

. Addition to Tax for Negligence

The majority inproperly holds that the tax court clearly erred
in finding that the appellants acted negligently in declining to
report the joint venture incone as a capital gain and that the
appel l ants were therefore |liable for negligence penalties pursuant
to former 8 6653(a) of the Internal Revenue Code. See 26 U S.C A
8§ 6653(a) (West 1989) (anended in 1989). Because the mgjority

makes no nention of the burden of proof applicable to the parties’



di spute over the negligence penalty, it is worth noting here that
t he Comm ssioner’s determ nation of negligence is presuned correct
and that the taxpayer therefore bears the burden of proving the

absence of negligence. See Westbrook v. Conm ssioner, 68 F. 3d 868,

880 (5th Cir. 1995); Sandvall v. Conm ssioner, 898 F.2d 455, 459
(5th Gir. 1990).

The majority concludes that the tax court erred in declining
to accept the appellants’ contention that their failure to report
the incone fromthe joint venture on their 1985 tax returns did not
constitute negligence because they nmade the decision based on the
advi ce of counsel. In reaching this conclusion, the majority pays
lip service to the fact that, as an appellate court, our review of
the tax court’s finding of negligence is |[imted to a review for

clear error. See Streber v. Conm ssioner, F.3d at __ (5th

Cir. 1998), Majority op. at 6 (citing Sandvall, 898 F.2d at 459).
It then proceeds to conduct a thinly veiled de novo review of the
facts, reversing the tax court’s judgnent regarding the negligence
penalty nmerely because it reaches a different factual concl usion
than that reached by the tax court. The majority’ s concl usion that
“the overwhelmng weight of the evidence . . . supports the
proposition [Edwin] Hunter did in fact tell the appellants that
they should treat the joint venture incone as a gift from Parker,”

St reber, F.3d at __, Mjority op. at 9, sinply cannot

W t hstand scrutiny.



First, the mgjority points to the testinony of Tracy Streber,
Teresa Del oney (by affidavit and deposition), Betty Berw ck, and
Steve Davis as establishing that Hunter told the appellants that
they should treat the joint venture incone as a gift. Credibility
assessnents regarding this testinony were exclusively within the
province of the tax court, as it was the trier of fact. See

Durrett v. Conm ssioner, 71 F.3d 515, 517 (5th Gr. 1996). The tax

court explicitly concluded that it “did not find [Tracy and Teresa]
to be credible witnesses” and therefore accorded their testinony
“Iittle weight.” While it is not our place as an appellate court
to strictly scrutinize the tax court’s credibility determ nations,
it is worth noting that the court had every reason to nake the
credibility assessnents that it did in this case.

Tracy’s testinony at trial was exceptionally vague and ri ddl ed
wth | apses of nenory. For exanple, when asked by the court what

advice Hunter had given Tracy and her sister, Tracy replied as

fol | ows: “I don't--well, there was this chalk talk thing, and
there was--and ultimately it was, well it was a gift. And we--you
know, that is--so your dad owes the tax.” Wen answering a nunber

of related questions posed by the court regarding the sisters’
meeting with Hunter, Tracy responded that she coul d not renenber or
did not know. The tax court could properly decline to credit

Tracy’s testinony. See id.; see also MacGQuire v. Conm ssioner, 450

F.2d 1239, 1244 (5th Gr. 1971) (“*The Tax Court not only may, but

shoul d, base its findings on the testinony it believes to be true,
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rejecting after due consideration that which it believes is

fal se. (quoting Boyett v. Conm ssioner, 204 F.2d 205, 208 (5th

Gir. 1953))).

The tax court concluded that Teresa, whose affidavit and
deposition were entered into evidence, had “failed to tell the
truth” in “various inportant respects.” The court specifically
concl uded that Teresa had previ ously m srepresented her i nvol venent
in reporting her father’'s alleged understatenent of his tax
liability to the IRS. In response to interrogatories sent to her
in the discovery phase of the trial, Teresa made the follow ng
st at ement :

| never gave advice to the Internal Revenue Servi ce about

shortcomngs inthe incone tax returns filed by Larry and

Martha [Parker] for 1985, nor do | have personal

know edge that any relative or counsel did so.

When | ater asked in deposition whether she provided the IRS with
any commruni cation regarding her father’s tax liability, she stated
that she did not renenber maki ng such a conmuni cati on. Wen asked
if she had heard of anyone el se nmaking such a communi cation, she
stated that she “ha[d] heard” during the pretrial proceedings
“[t]hat it was done.” Wen asked by whom she responded “by nysel f
and ny husband through our attorney.” When asked in a later
deposition session what this earlier statenent neant, Teresa
responded, “It neans that all | have heard in these proceedings is
that--that Steve and | were supposedly the informants, but | have

no know edge of who inforned, when it was done. | did not do it.

He did not doit.” Areward application bearing Teresa s signature
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and containing informati on regarding her father’s tax liability was
filed wth the I RS and entered i nto evidence. Additionally, an IRS
menor andumreciting that Teresa was in attendance at a neeting with
an | RS special agent in 1986 at which she provided information
relating to her father’s 1985 tax return was also entered into
evi dence. Based on its conclusion that Teresa had testified
fal sely about her involvenent in informng on her father to the
| RS, the tax court had every right to infer that Teresa had al so
testified falsely about the advice that she received from Hunter

and her reliance on it. See Toussaint v. Commi ssioner, 743 F.2d

309, 312 (5th Cr. 1984) (concluding that the tax court could
properly infer that the taxpayer had testified falsely about a
particul ar matter based on the taxpayer’s fal se testinony regarding
a related matter).

The majority also notes that two other w tnesses--Berw ck and
Davis--indicated that Hunter felt that Tracy and Teresa could
legally treat the joint venture incone as a gift fromtheir father
and decline to report it as a capital gain. As noted earlier, the
tax court had the exclusive authority to make credibility
assessnents regarding this testinony. Mre inportantly, however,
none of the w tnesses established that Tracy and Teresa provi ded
Hunter with all of the information relevant to an inforned
determ nation of the appropriate tax treatnment of the joint venture

i ncome.



In order to take advantage of the defense to negligence
penal ti es provi ded by good-faith reliance on the advi ce of counsel,
a taxpayer nust prove that the advice of counsel allegedly relied

upon was “based on know edge of all the facts” relevant to the

advi ce given. See Leonhart v. Conm ssioner, 414 F.2d 749, 750 (4th

Cr. 1969), cited with approval in Heasley v. Conm ssioner, 902

F.2d 380, 383-84 n.8 (5th Gr. 1990). The taxpayers did not neet
thi s burden here.

Tracy testified at trial that she did not provide Hunter with
any docunents relating to the joint venture and that she coul d not
remenber whether anyone else provided Hunter wth any such
docunents. Teresa's affidavit states that she and Davis “provided
M. Hunter nunerous docunents [they] believed relevant to this
situation and other | egal matters [they] were discussing wth him”
but does not specify the exact nature of those docunents. Davis
testified that Teresa provided Hunter with sone docunents, but was
vague as to their contents. When asked what kind of docunents
Teresa provided to Hunter, Davis stated, “She had, you know,
docunents how the deal --you know, wasn’t a |ot of docunents, but
she did have sone as far as the deal--1and deal " As to
what Hunter was told at the neeting with the sisters, Tracy
testified that she “[coul d] only specul ate” about what she had told
Hunter and that she “[could not] speak for [her] sister.” Such

testinony fails to establish that Hunter knew all of the facts

relevant to a determ nation of whether the joint venture incone
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constituted a gift and therefore fails to establish that Tracy and
Teresa did not act negligently.

The majority next concludes that, in light of the fact that
Hunt er assisted the appellants in reporting on Parker to the |IRS,
t hereby subjecting them to heightened scrutiny regarding their
treatnent of the joint venture incone, “it is hard to understand
how the Tax Court could have concluded that Hunter would have
advi sed the appellants to take any position other than the one they

adopted in this matter.” Streber, F.3dat __, Majority op. at

10. This analysis is problematic on two |evels. First, the
majority takes it upon itself to theorize about the cost-benefit
analysis that the appellants conducted in weighing the cost of
reporting tothe I RS and thereby increasing their risks of an audit
agai nst the benefit of a potential cash reward for providing the
IRS with what the mjority acknowl edges was information of
“substantial value.” [d. at __, Majority op. at 11 n.9. Second,
based on an assunption that Hunter provided the appellants with
sound advice regarding the risks of heightened IRS scrutiny that
would flow fromreporting on Parker, the majority concludes that
Hunter nust have provided advice regarding the appropriate
treatnent of the joint venture incone that, at |east in the view of
the appellants, was so wunsound that it <constituted |ega

mal practice. !®

1 The appellants have filed a legal malpractice action
against Hunter, the law firm where he is enployed, and other
attorneys related to Hunter’'s alleged advice that they treat the
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The majority also concludes that the tax court erred in
drawing a negative inference from the fact that Hunter did not
testify at the trial. In support of this conclusion, the majority
states that, unless a potential witness has informati on “peculiarly
within his know edge,” a party should feel free not to produce the

potential w tness W t hout any apprehension’ that a court wll

draw a negative inference.” Streber, F.3dat ___, Majority op.

at 13-14. (quoting McKay v. Conm ssioner, 886 F.2d 1237, 1238 (9th

Cr. 1989), and JoiN HENRY WGWORE, EVIDENCE 8 287, at 202- 03 ( Chadbourn
rev. 1979)). The legal authority that the majority cites for this
proposition fails to bear it out.

First, McKay does not stand for the proposition that the trier
of fact nmay draw a negative inference froma party’'s failure to
produce a witness only when that wtness possesses information
peculiarly within his know edge. The sentence containing the
passage quoted by the majority states the follow ng: “Moreover,
petitioner declined to testify and since the fact at issue was
peculiarly within his know edge, the court properly concluded his
testi nony woul d be unfavorable to him. . . .” MKay, 886 F.2d at
1238. The nost that one can glean fromthis passage is that the
Ninth GCrcuit has concluded that a scenario in which a party
declines to produce a witness to present testinony peculiarly

wthin the wtness's know edge constitutes one circunstance in

which the fact-finder may properly infer that the wtness’s

joint venture incone as a gift for tax purposes.
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testi nony woul d be unfavorable to the party. 1In no sense does the
Ninth Crcuit’s |anguage preclude the existence of other such
ci rcunst ances.

Second, Wgnore does not support the evidentiary rule
advocated by the majority. In the passage cited by the majority,
Wgnore states the general rule regarding when the trier of fact
may draw negative inferences froma party’'s failure to produce a
witness within his control as foll ows:

[T]here is a general Ilimtation (depending for its

application on the facts of each case) that the i nference

[that a witness woul d testify in a manner unfavorable to

the party that declines to produce hin] cannot fairly be

drawn except from the nonproduction of w tnesses whose

testi nony woul d be superior in respect to the fact to be

proved.
WGeWoRE, supra, § 287, at 203. One can hardly doubt that the
testinony of Hunter--the purveyor of the legal advice at issue
here--regardi ng the substance of that advice would have been in
sone sense superior to that of the wtnesses who testified
regarding the matter. I ndeed, given the vague and concl usory
nature of the testinony of the wtnesses at trial regarding
Hunter’s advice and Tracy’ s substantial |apse of nenory as to its
subst ance, one m ght even conclude that the details of that advice
were peculiarly within Hunter’s know edge.

More inportantly, however, in the sane paragraph quoted by the
majority, Wgnore goes onto say that the general limtation on the

fact-finder’s authority to draw negative inferences froma party’s

failure to produce a witness rests on “grounds of expense and
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i nconveni ence” and “should not be enforced with any strictness;
otherwi se it woul d becone practically objectionable.” 1d. Inthis
case, the expense and inconvenience of placing Hunter on the
W tness stand would have been negligible. Not only was he
available to the appellants, he was in the court room throughout
the trial. Furthernore, the tax court found--and the appell ants do
not dispute--that the Tax Court Rules of Practice and Procedure
woul d have all owed Hunter to testify without disqualification. See
26 U S.C. foll. 8 7453 R 24(f).

The majority also contends that a conclusion that the tax
court could properly draw a negative inference from Hunter’s
failure to testify “would in essence require the attorney to
testify in all cases involving an advice of counsel defense.”

St reber, F.3d at __, Majority op. at 15. This is sinply not

true. Allowing the tax court to draw such an inference does not
inply that the testinony of counsel is necessary to establish a
vi abl e advi ce of counsel defense. It does not inply that the court
nmust draw such an i nference or that, when the court does draw such
an inference, it is foreclosed from concluding that the other
evidence in the record nonethel ess establishes that the taxpayer
reasonably relied on the advice of counsel.

In sum given (1) the tax court’s exclusive power to nake
credibility assessnents regarding the witnesses at trial, (2) the
paucity of evidence regarding what information Hunter had when he

gave the advice at issue here, and (3) the tax court’s discretion
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to draw a negative inference fromHunter’s failure to testify, the
tax court had anple basis on this factual record for concluding
that the appellants did not bear their burden of proving that they
were shielded fromliability for negligence by good-faith reliance
on the advice of counsel. As an appellate court, our inquiry
properly ends there.
1. Substantial Understatenent

The majority next errs in concluding that the tax court abused
its discretion in holding the appellants liable for a substanti al
under statenent penalty pursuant to fornmer 8 6661 of the Interna
Revenue Code. Section 6661, repealed after the tax years at issue
in this case, provided for the inposition of a penalty based on a
taxpayer’s substantial wunderstatenent of tax liability for a
taxable year. See 26 U.S.C. A 8§ 6661(a) (West 1989) (repealed in
1989). The section provided that, for purposes of conputing the
penalty, the anmount of the taxpayer’s understatenent of tax
liability is “reduced by that portion of the understatenent which
is attributable to . . . the tax treatnent of any item by the
taxpayer if there is or was substantial authority for such
treatnment.” 1d. 8 6661(b)(2)(B)(i). The taxpayer bears the burden

of proving the existence of substantial authority. See Westbrook,

68 F.3d at 882.
The majority concludes that, from a factual standpoint,
substantial authority for a taxpayer’s position wthin the neaning

of 8 6661 exists unless there was a record upon which the
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Governnent could obtain a reversal under the clearly erroneous
standard’” had the tax court accepted the taxpayer’'s position.

St reber, F.3d at ___, Majority op. at 18 (quoting Osteen V.

Comm ssioner, 62 F.3d 356, 359 (11th Cr. 1995)). Thi s

construction of the substantial authority standard contravenes
8§ 6661's interpretive regulations. Section 1.6661-3 of the
Treasury Regul ations indicates that § 6661's substantial authority

standard does not contenplate substantial evidentiary authority.

Rat her, the regulation provides an exclusive list of potentia
sources of authority, all of which are legal sources, which
indicates that § 6661 contenplates only substantial |eqgal

authority. Section 1.6661-3 provides in relevant part as foll ows:

Types of authority. In determ ning whether there is
substantial authority . . . , only the followng will be
considered authority. Appl i cable provisions of the

I nternal Revenue Code and other statutory provisions

tenporary and final regul ati ons construi ng such st at ut es;
court cases; admnistrative pronouncenents (i ncluding
revenue rulings and revenue procedures); tax treati es and
regul ati ons t hereunder, and Treasury Departnent and ot her
of ficial explanations of such treaties; and Congressi onal
intent as reflected in commttee reports, joint
expl anat ory st atenents of managers i ncl uded i n conference
commttee reports, and floor statenents nmade prior to
enact nent by one of a bill's managers.

26 CF.R 8 1.6661-3(b)(2) (1997) (enphasis added). Not i ceabl y
absent from this list of potential sources of authority is any
mention of factual evidence favorable to the taxpayer’s position.

Furthernore, the majority’s construction of the substanti al
authority standard inplies that, in many circunstances, if a

taxpayer is able to survive summary judgnent, he is shielded from
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liability for substanti al understatenent penalties because
substantial authority--in the form of sone evidence--supports his
tax position.?5 Moreover, when a taxpayer’s entitlenent to a
particul ar tax benefit hinges upon facts that will be el uci dated by
W t ness testinony, the taxpayer need only |ie about the facts that
woul d entitle himto the benefit in order to shield hinself from
liability for a substantial understatenent penalty resulting from
his inproperly claimng the benefit. In such a circunstance, the
t axpayer’s testinony woul d constitute sonme evidence indicating his
entitlenent to the benefit, and, the majority opinion in this case
notwi thstanding, it is doubtful that we would be in a position on
appeal to conclude that the trial court would have clearly erred
had it credited the taxpayer’s testinony. Surely Congress did not
intend to inpose such a toothless penalty for substantial

understatenent of tax liability.?'’

1 1t is true that “[a] finding is clearly erroneous when
al t hough sone evi dence supports the decision, we are ‘left with the
definite and firmeconviction that a m stake has been commtted.’”
United States v. Tello, 9 F.3d 1119, 1122 (5th Gr. 1993) (quoting
United States v. United States Gypsum Co., 333 U. S. 364, 395
(1948)). However, on nunerous occasi ons, we have concl uded that a
factual finding is not clearly erroneous based on an inquiry that
appears to begin and end with a determnation that the record
contai ns sone evidence supporting the factual finding. See, e.q.,
United States v. Jobe, 101 F. 3d 1046, 1066 (5th Cir. 1996); Lew s
v. NLRB, 750 F.2d 1266, 1278-79 (5th Cr. 1985).

7 1t is worth noting that the mapjority’s construction of the
substantial authority standard also provides a disincentive for
taxpayers to settle with the IRS in situations in which they are
potentially |iable for substantial understatenent penalties. | f
the taxpayer is able to create a fact issue about which reasonabl e
m nds could differ regarding his entitlenent to a particul ar tax
benefit, he can avoid liability for substantial understatenent
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The mgjority’'s erroneous construction of the substanti al
authority standard is rendered even nore unfortunate by the fact
that it is entirely gratuitous. The majority independently
concludes that the I RS abused its discretion by declining to waive
the substantial wunderstatenent penalty pursuant to 8§ 6661(c)
because the appellants relied in good faith on the advice of
counsel in choosing to treat the joint venture inconme as a gift.
As | indicated above in ny discussion of the nmajority’s treatnent
of the tax court’s inposition of negligence penalties, the majority
errs in this regard by making an independent assessnent of the
factual issue of whether the appellants truly acted in good-faith
reliance on the advice of counsel. However, the majority’s
conclusion that the appellants were entitled to waiver of the
penal ty provi des an i ndependent, al beit |legally unsound, basis for
its decision to reverse the tax court’s inposition of the
substanti al understatenent penalty. Neverthel ess, the mjority
proceeds to heap one |legal error onto another by pronulgating in
dicta a construction of the substantial authority standard that
fails to conport with the treasury regulations interpreting 8 6661
and that robs the statute of much of its value as a deterrent of

taxpayer m sconduct. | therefore respectfully dissent.

penalties. |In sone circunstances, this heightened i ncentive may be
sufficiently strong that it convinces the taxpayer to proceed to
trial rather than settle the dispute.
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