IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 93-5158

O L. GRAGG ET AL.,

Plaintiffs,
Bl LLY HARDI N GRAGG
in his capacity as |Independent Executor
of the Estate of O L. Gagg,
and
| NEZ GRAGG

Pl aintiffs-Appellants,

ver sus
UNI TED STATES OF AMERI CA
Def endant - Appel | ee.

Appeal fromthe United States District Court
for the Eastern District of Texas
(92-Cv-113)

(June 17, 1994)
Before KING and SMTH, Circuit Judges, and KAZEN," District Judge.
PER CURI AM*

" District Judge for the Southern District of Texas, sitting by
desi gnati on.

Local Rule 47.5.1 provides: "The publication of opinions that have
no precedential value and nerely decide particular cases on the basis of well-
settled principles of |aw inposes needl ess expense on the public and burdens
on the legal profession." Pursuant to that rule, the court has determ ned
that this opinion should not be published.



Billy Gragg, executor of the estate of O L. Gagg (G agg)!
appeals a summary judgnent in favor of the governnent which
di sall owed certain prepaid feed deductions on Gragg's incone tax
returns for 1986 and 1987 and inposed penalties for negligence.
Concl udi ng that Gragg has failed to neet his burden of show ng that
t he prepai d expenses served a vali d busi ness purpose and fi ndi ng no
error in the assessnent of the negligence penalty, we affirmthe
summary judgnent.

| . Background

A The Deductions at |ssue

O L. Gagg had been in the oil and ranching businesses for
many years. For a nunber of years, up to and including those in
i ssue )) 1986 and 1987 )) Gragg had nmi ntai ned approxi mately 4,500
to 5,000 head of cattle on his ranches. During this tinme, he owned
a nunber of ranches throughout Texas totaling approxi mately 31, 000
acres, nost of which was suitable for cattle grazing.

I n Decenber 1986, Gragg purchased 135, 000, 000 pounds of feed

fromCargill, Inc. (Cargill), in Amarillo, Texas, for $4,995,6000 in
a contract providing that Cargill would purchase back at Gragg's
option any open contract bal ance? at the then-nmarket price. I n

January 1987, Gragg sold back to Cargill the entire anmount of feed
pur chased t he previous nonth for $4, 657,000, at a | oss of $338, 000.
In Decenber 1987, he purchased 125, 000,000 pounds of feed from

! The taxpayers in question are M. and Ms. Gragg, but for sinplicity,
we refer to themin the singular as "Gragg."

2 An "open contract bal ance" is any anount of the feed that had not been
del i ver ed.



Cargill pursuant to a simlar contract, and in January 1988, sold
the entire anount back to Cargill.

Gragg had a history of taking prepaid feed deductions for his
cattle for many years prior to 1986 and 1987, the tax years in
guestion.® In 1983, Gragg began to buy larger anpbunts of feed at
year-end and to resell the feed back to Cargill early in the
follow ng year, resulting in an escalating pattern of deductions.

Beginning in 1983, Gagg's year-end feed purchases becane

increnmentally larger, with the resales to Cargill becom ng |arger

as well. From 1983 to 1987, the records show

Year Feed Bought * Feed Sol d Back Deduction d ai ned

1983 $1, 782, 293 $ 402,825 $1, 379, 468

1984 3,138, 508 1, 079, 000 2,059, 508

1985 4,089, 651 2, 700, 000 1, 389, 651

1986 5, 352, 560 3, 805, 000 1, 547, 560

1987 5, 336, 700 4,657, 000 679, 700
Brandon Darnel |, manager of Cargill's Amarill o operation, was

famliar wth Gagg's business at that office. According to

Darnell, Gragg woul d begi n di scussions with the office sonetine in

Novenber or Decenber with a viewtoward purchasing a large quantity
of grain and then would buy the grain in Decenber. I n January,
Gragg would call Cargill about the price of grain and then resel

to Cargill the grain purchased at the end of the prior year. There

was no evidence that Gagg ever took shipnent of the grain

3 His Decenber 1978 feed purchases were $180,000; in 1979 they were
$325, 000, in 1980 theY were $220,000, in 1981 they were $265,000, and in 1982
t hey were $941, 000. n several of those ¥ears, ~Gragg sold back all or part of
the year-end feed purchases early in the follow n? year. Gra?g cont ends t hat
there was no resale of the grain bought in 1979, 1980, or 1981.

4 The nunbers in this colum represent the total feed purchased during
each cal endar year
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purchased from Cargill.

Gragg i ncluded the prepaid feed purchases as part of his feed
expense deductions for 1986 and 1987. The governnent contends
that, rather than taking the sale proceeds into incone fromthe
resale of the feed in January of the follow ng year, G agg reduced
t he anobunt of feed expense for that year by the proceeds fromthe
January resal e of the prior Decenber's feed purchase. According to
the governnent, Guagg's 1986 return reveals a feed expense
deduction of only $1,547,560, when his feed purchases aggregated
$5, 352, 560. SSimlarly, it clainms that Gragg reduced his actua
1987 feed expense of $5,336, 700 by $4, 657,000, the proceeds from
the resale in January of the previous Decenber's feed purchase,
t hus deducting a feed expense on his 1987 return of only $679, 000.

Gragg counters that the transactions were legitimte, not
merely sham transactions. He contends that he bought a I|arge
quantity of grain because of significantly |ow prices )) nanely a
ni ne-year low price for corn. He then sold this stock as prices
continued to plumet. He argues that he bought nore than
i mredi at el y necessary because of a desire to expand his herd in the
future. Finally, because of illness and blindness, in 1988, he
sold the grain purchased in Decenber of 1987 and nmade no new
pur chase. The governnent offered the sworn statenents and
deposition testinony of several wtnesses challenging Gagg's
t esti nony.

B. The Instant Litigation

Gragg was audited. The | RS decreased his feed expense



deductions by $4, 745,049 for tax year 1986 and by $5,000 for tax
year 1987. The IRS al so i nposed penalties for negligence under 26
U S C 8§ 6653(a)(1l) of $356,133 for 1986 and $12,877 for 1987.

Gragg paid the I RS assessnents in order to prevent further
accrual of interest and then sought a refund of the anounts paid
through the appropriate IRS admnistrative channels, which was
denied. Finally, he brought suit seeking a refund pursuant to 26
U S. C 88 1346 & 7422. G agg di ed during the pendency of the suit,
and his son, Billy Hardin Gagg, executor of the estate, was
substituted as a plaintiff.

Both parties filed notions for summary judgnent, and, in June
1993, the district court entered an order granting the RS notion
for summary judgnent and denying Gragg's notion.® The district
court held that the |large year-end feed purchases in each of the
years in question that generated prepaid feed expense deducti ons,
followed by resales in the beginning of the next year, were sham
transactions | acki ng any busi ness purpose ot her than tax avoi dance.
The court held that Gragg had failed to raise a genuine issue of
material fact that he had a valid business purpose for the |arge
feed prepaynents. The court also upheld the additions to tax for

negl i gence.

> At oral argument in this appeal, Gragg confirmed that this case could
be decided on the record presented and argued that it should be decided as a
matter of law since there were no material factual disputes.
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1. Analysis
A. St andard of Revi ew

This court reviews summary judgnent issues de novo. Hanks v.

Transcontinental Gas Pipe Line Corp., 953 F.2d 996, 997 (5th Gr.

1992) . Summary judgnent s appropriate "if the pleadings,
depositions, answers to interrogatories, and adm ssions on file,
together with the affidavits, if any, showthat there i s no genui ne
issue as to any material fact and that the noving party is entitled
to a judgnent as a matter of law" Feb. R CQv. P. 56(c). The
party seeking summary judgnent carries the initial burden of
denonstrating that there is an absence of evidence to support the

non-noving party's case. Celotex Corp. v. Catrett, 477 U S. 317,

325 (1986); Russ v. Int'l Paper Co., 943 F.2d 589, 591 (5th Cr

1991). After a proper notion for summary judgnent is nmade, the
non- novant mnust set forth specific facts showing that there is a
genui ne issue for trial. Hanks, 953 F.2d at 997.

W begin our determination by consulting the applicable
substantive law to determ ne what facts and issues are material .

King v. Chide, 974 F.2d 653, 655-56 (5th Gr. 1992). We then

reviewthe evidence relating to those i ssues, view ng the facts and
inferences in the |ight nost favorable to the non-novant. [d. |If
t he non-novant sets forth specific facts in support of allegations
essential to his claim a genuine issue is presented. Celotex, 477
US at 327 ("Rule 56 nust be construed with due regard not only
for the rights of persons asserting clains and defenses, . . . but

al so for the rights of persons opposi ng such clains and defenses to



denonstrate . . . prior totrial, that the clains and defenses have

no factual basis."). The non-nobvant "nust present nore than a
met aphysi cal doubt about the material facts.” Washi ngton v.
Arnmstrong Wrld Indus., 839 F.2d 1121, 1123 (5th Gr. 1988). "If

the factual context renders the [non-novant's] clai minplausible ))
if the claimis one that sinply nmakes no econonic sense )) [the
non-novant] nust cone forward with nore persuasive evidence to

support [its] claimthan woul d ot herwi se be necessary." Matsushita

Elec. Indus. Co. v. Zenith Radio Corp., 475 U. S. 574, 587 (1986).
The taxpayer bears the burden of denobnstrating entitlenent to

a deduction. |INDOPCO Inc. v. Commi ssioner, 112 S. C. 1039, 1043

(1992) (noting the ""famliar rule' that "“an incone tax deduction
is a mtter of legislative grace and that the burden of clearly
showi ng the right to the clained deduction is on the taxpayer'")
(quotation omtted). W viewthe summary judgnent evi dence t hrough

the "prisni of this substantive evidentiary burden. Bi enkowski V.

Anerican Airlines, 851 F.2d 1503, 1504 (5th Cr. 1988). Further,

we | ook to the subjective intent of the parties only when the

application of objective indicia is inconclusive. Texas Farm

Bureau v. United States, 725 F.2d 307, 312 (5th Cr. 1984), cert.
denied, 469 U S. 1106 (1985).

B. The Test for Deductible Feed Prepaynents

Under 26 U.S.C. 8§ 162(a), a taxpayer may deduct "ordinary and
necessary" busi ness expenses. Under 8 162(a), paynents nust be
ordi nary and necessary, not in the sense that they are habitually

or normally made by the specific taxpayer, but only in the sense



that they are of a sort commonly nmade by persons in the type of

busi ness carried on by the taxpayer. Tulia Feedlot v. United

States, 513 F.2d 800, 804 (5th Cr.), cert. denied, 423 U. S. 947
(1975).

When a taxpayer prepays in one year an expense that is a
busi ness expense of a succeedi ng taxabl e year or years, the expense
generally is not an ordi nary and necessary busi ness expense of the
year of paynent. Farners and ranchers, however, enjoy a specia
rule that allows deductions for prepaynents for business purposes.
Under Revenue Ruling 79-229, to deduct the cost of prepaid feed (1)
the expenditure nust be a current "paynent," rather than a
"deposit"; (2) a substantial business purpose nust have been
acconpl i shed by prepaying the item and (3) the deduction of such
costs in the taxable year of prepaynent nust not result in a
material distortion of inconme. Rev. Rul. 79-229, 1979-2 C. B. 210;
see al so Schenk v. Conm ssioner, 686 F.2d 315, 318 (5th Cr. 1982);

Stice v. United States, 540 F.2d 1077, 1079 (5th Cr. 1976)

(applying former Rev. Rul. 79-152, which was superseded, but not
substantively nodified by, Rev. Rul. 79-229). A val id business
pur pose exists for prepaying feed costs when t he taxpayer acquires,
or has a reasonabl e expectati on of receiving, sone busi ness benefit

as a result of the prepaynent. Rev. Rul. 79-229; see also Stice,

540 F.2d at 1081; Golden Rod Farns, Inc. v. United States, 652

F. Supp. 972, 988 (N.D. Ala. 1986); cf. Keller v. Comm ssi oner, 725

F.2d 1173, 1181 (8th Cr. 1984) (applying a variation of the Rev.

Rul . 79-229 tripartite test and holding that the prepaynent of



intangi ble drilling and devel opnent costs did not serve a valid
busi ness purpose because there was no evidence that any business
advant age )) such as perfornmance or price guarantee )) was obt ai ned
by prepaynent). For exanple, a valid business purpose has been
found to exist for a prepaynent of feed if the prepaynent fixes
maxi mumprices for feed, secures an assured feed supply, or secures
preferential treatnent in anticipation of a feed shortage. Cisp

v. Comm ssioner, 58 T.CM (CCH 1011 (1989); Packard v.

Comm ssioner, 85 T.C 397, 429 (1985). Because Gragg has not net
his burden of showng that the feed prepaynent acconplished a
"substanti al busi ness purpose,” Gragg cannot satisfy thetripartite
test of Revenue Ruling 79-229; accordingly, we hold that he has not
proven entitlenment to the deduction.

As noted above, G agg bears the burden of show ng that he was
entitled to deduct the prepaid feed expenses for 1986 and 1987
| NDOPCO, 112 S. . at 1043. Gagg offers three justifications for
the massive 1986 and 1987 purchases: (i) that he needed to assure
an adequate supply of feed at the | owest possible price, (ii) that
he intended to use the feed as back-up in case of flooding of his
| owm ands, and (iii) that he anticipated future cattle purchases
whi ch woul d consune the grain. Although the federal courts have
previously held that there is a business purpose in purchasing
| arge quantities of grainin the winter nonths, after harvest when

it is nore plentiful, to "lock in" a price or to guarantee supply,?®

6 See, e.q., Frysinger v. Conmissioner, 645 F.2d 523, 527 (5th Gr. Unit
B. May 1981) (observing that the tax court had nade unchal | enged findi ng that

(continued...)




the size of the transactions at issue belies any claimthat the
feed was purchased for supplenental or alternative feeding. Thus,
the dispositive issue is whether G agg has net his Cel ot ex burden
of denonstrating that the enornobus feed purchases served a
"substantial business purpose"” in permtting himto specul ate upon
expanding his herds. Gagg's expert witnesses testified that the
feed coul d have been consuned on a feedl ot by approxi nmately 30, 000
cattle per year and that it is an ordi nary business occurrence for
cattl enmen of | esser neans than Gragg to purchase as many as 30, 000
cattle in a year. Further, they opined that it is an ordinary
practice for cattlenmen who own a |arge nunber of cattle or who
anticipate purchasing a |large nunber of cattle to nmke |arge
purchases of grain in anticipation of feeding those cattle,
particularly when grain prices are | ow and cattl enen can anti ci pate
arisein prices.

W find that the summary judgnent evidence 1is sinply
insufficient inthis regard. The sumtotal of Gagg's evidence is
(i) astatenent, in response to a | eadi ng questi on by his attorney,

that he "always did want to get nore [cattle],"’ (ii) evidence that

(...continued)

t he advance purchase had been nmade to obtain | owest possible Pri ce for feed);
Cravens v. Conmi ssioner, 272 F.2d 895, 899 (10th Cir. 1959) (finding business
purpose in securing future preferential deliveries of feed when drought
endanger ed supply); Van Raden v. Conmissioner, 71 T.C 1083, 1106 (1979),
aff'd, 650 F.2d 1046 (9th G r. 1981) (concluding that a business purpose

exi sted where taxpayer sought to buy nmjori tK of feed during winter nonths as
feed prices had been historically lower at that tine of year).

" The following constitutes the entire dialogue on this issue in Gragg's
deposi tion:

G agg's attorney: |'d ask you whether or not in the period from'83 to
'87 you had under constant consideration the possibility of acquiring a

(continued...)
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Gragg had the financial neans to purchase enough cattle to consune
the feed, and (iii) evidence that Gragg had negotiated for the
delivery of the feed to feedlots near his ranches. Not
surprisingly, the parties have a considerable dispute over the
anount of cattle necessary to consune the quantities of grain G agg
pur chased. G agg's expert's estimate of 30,000% )) the nost
conservative one offered )) represents a significant increase in
Gragg' s herd, which consisted of approximately 4,500 to 5,000 head
at the relevant tine.® |If Gagg had affirmatively stated that he
truly intended to purchase the cattle or other circunstances
evi denced that he definitively planned to do so, we m ght well have
found a fact issue as to G-agg's intention. Conspicuously absent
from Gagg's testinony, however, is any specific design to pursue
such an enornous purchase of livestock in alimted period of tine
(due to the perishable nature of the grain) other than the vague

response that he "always did want to get nore [cattle]."

(...continued)
significantly greater anount of cattle to add to your herd.

Gagg: | did and | always did want to get nore, you know. And as |ong
as | was well and could see about them | went in that direction

8 gpecifically, Gragg's expert, Schwertner, averred that approximately
12,000 head of cattle nmintained on feedlots at all tines throughout the year
coul d consune the feed in one year's tine. |In the sane report, Schwertner
al so opined that it would take 30,000 head to consune the grain purchased in
Decenber 1986 and Decenber 1987. According to (}ag?, because cattle typically
spend 90 to 150 days on the feedlot, and in |light of the fact that there are
2-1/2 to 3 cycles per year of cattle on the feedlot, the maintenance of 12,000
ggtbbg at a: tinmes on the feedl ot would require the purchase of approxi mately

, cattle.

% W recogni ze, of course, that the maintenance of a herd of 4,500 to
5,000 cattle during a year actually translates into nore cattle sold during
the year, considering the fact that cattle are sold in several cycles during a
year.
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Moreover, the undisputed facts in the record seem to
contravene any specific and definite intent to purchase cattle
sufficient to exhaust the feed supply. For exanple, the grain was
habitually resold in January within a few weeks after its purchase,
and it is hardly concei vabl e that G agg woul d prepare each year for
a multi-fold increase in the size of his herd, and then change his
mnd within a few weeks. Wthout any evidence of a specific and
definite intent to purchase the quantity of cattle in the tine
period necessary to consune the massive anounts of feed, G agg
could not have convinced a reasonable jury that he had a
substantial business purpose for this pattern of buying and
selling. Accordingly, we hold that G agg has failed as a matter of
lawto carry his summary judgnent burden of showi ng entitlenent to
a prepaid feed deduction on the facts presented here because he
could not have had a reasonable expectation of receiving sone
busi ness benefit as a result of the prepaynents wthout the
requi site intent to purchase nunerous, additional cattle.

C. The Negligence Penalty

Gragg contends that even if the trial court correctly denied
the refund on the deductions at issue, it should not have inposed
a penalty for negligence. Under 26 U S.C. §8 6653(a)(1l), a penalty
may be added to a taxpayer's liability when any part of
under paynent is a result of negligence or intentional disregard of
rules and regul ations. For purposes of 8§ 6653(a), negligence is
defined as a lack of due care or failure to do what a reasonabl e

and ordinarily prudent person would do under the circunstances.
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Marcell o v. Conm ssioner, 380 F.2d 499, 506 (5th Gr. 1967), cert.

denied, 389 U S 1044 (1968). The |IRS determnation is
presunptively correct, and the taxpayer bears the burden of
establishing that the addition to tax under § 6653(a) i s erroneous.

Sandval |l v. Conmm ssioner, 898 F.2d 455, 459 (5th Cr. 1990). The

| RS i nposed negligence penalties upon Gragg of $356, 133 for 1986,
and $12,877 for 1987.

When a taxpayer reasonably and in good faith relies upon the
opinion of a tax expert, he has done all that ordinary business

care and prudence denmand. United States v. Boyle, 469 U S 241,

251 (1985). "However, to escape the penalty on this ground
taxpayers nmust be able to show that the [expert] reached his
deci sions independently after being fully apprised of the

circunstances of the transaction." Leonhart v. Commi ssioner, 414

F.2d 749, 750 (4th Gr. 1969). Gagg contends that he acted with
reasonable care in taking the deductions and that he relied upon
the advice of his tax attorney in doing so.

Al t hough the record is not crystalline on the matter, it
appears that this tax advice was received | ong before the 1986 and
1987 transactions at issue. Gagg was audited in 1983 on his 1981
tax return, and the prepaid feed deduction was all owed. According
to Gagg, he consulted with Bird about the 1983 audit and was told
that "when the |IRS checks your inconme for two or three or four
years and allows you to do things, . . . you can pretty well figure
that you can proceed in that manner and they wll accept it."

Al t hough the deposition is less than clear as to when the

13



conversation with Bird took place, Gagg admtted that he did not
consult with Bird about the 1986 and 1987 transactions before he
took the deductions for prepaid feed. We cannot find that the
t axpayer coul d have reasonably relied upon tax advice given in the
context of the transactions in the early 1980's to justify the 1986
and 1987 prepai d feed deductions of al nost three tines the size of
his 1983 deduction. Moreover, the 1983 and 1984 purchases
approxi mated the feed expenses actual |y deducted by G agg, whereas
the 1986 and 1987 purchases were grossly disproportionate to the
feed expenses deduct ed.

Even nore telling is the undisputed fact that Gragg's own son
and his bookkeeper, Robert Ray Tubbs (Tubbs), alerted himthat the
size of the transaction )) which is the salient fact that was not
before Gragg's attorney at the tine the prior advice was all egedly

given )) m ght cause a problem See, e.q., Wcker v. Conm ssioner,

5 T.C M (CCH) 893, 895 (1988) (holding that where | awer advised
t axpayer to obtain i ndependent advice froman accountant, taxpayer
was on notice that he could not reasonably rely upon advice of CPA
referred to him by salesman of the investnent product). The
district court correctly recognized that neither Gagg's son nor
hi s bookkeeper was a tax advisor, but their warnings do suggest
that a reasonable person would be on notice of the changes in
ci rcunst ance whi ch woul d render it unreasonable to rely upon Bird's
prior advice. |In short, we fail to see howit woul d be reasonabl e
to rely upon advice rendered by an attorney who did not have all of

the rel evant facts, including the size of the transactions and the

14



relationship they bore to the anpunt of feed expenses deduct ed.

E.qg., Bilyeu v. Conm ssioner, 55 T_.C M (CCH) 836, 838 n.7 (1988)

("Reliance on the advice of an expert is not a defense to section
6653(a) if that expert is not supplied with all the pertinent facts

by the taxpayer."); see also Fielding v. Conm ssioner, 64 T.C M

(CCH 796, 801-802 (1992) (holding that it was not reasonable for
investor to rely upon advice of accountant regarding oil and gas
i nvest nent where account ant had reviewed only placenent
menor andum) . We concl ude that these conbi ned factors served to put
a reasonabl e t axpayer on notice that he could not rely upon the tax
advi ce previously givento justify the 1986 and 1987 deducti ons and
thus that Gragg has failed to show reasonable reliance upon the
advice of a tax expert. See Boyle, 469 U S at 251 (holding that
reasonabl e and good faith reliance upon the advi ce of an account ant
or attorney may be sufficient to avoid the addition of tax for
negligence). Accordingly, we find no error inthe district court's
grant of summary judgnent in favor of the governnent on this

i ssue. 10

10 Gragg al so contends generally that the district court
made i nproper credibility determnations in granting the IRS
nmotion for sunmmary judgnent. However, takinP t he evi dence
proffered bK Gragg at tace value, he has failed one of the three
rongs of the test for entitlenent to the deducti on under

16 (aé and Revenue Ruling 79-229 and has failed to show
reasonabl e reliance upon a tax expert as a nmatter of law. No
melghln% of evidence or conparison of credibility is necessary to
reject his clains.

15



I11. Concl usion
For the foregoing reasons, we AFFIRM the district court's

summary judgnent in favor of the governnent.
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