OFFICE OF CHIEF COUNSEL
DEPARTMENT OF THE TREASURY

INTERNAL REVENUE SERVICE

WASHINGTON, D.C. 20224

JAN 31  2000

The Honorable [Senator]

United States Senate

Washington, D.C. 20510-4001

Dear Senator [Last Name].

I am writing in response to your letter of December 10,1999, requesting that we review the concerns of your constituents, [partner]. The issue raised in [partner] correspondence involves the Internal Revenue Service’s (IRS) examination of what I will collectively refer to as the Hoyt Partnerships, which have been, and continue to be, the subject of extensive litigation.

In their letter, [partners] request that a line of communication be established with the National Taxpayer Advocate so that factual evidence may be considered “during review of our case.” Presently, the tax issues with regard to the Hoyt partnerships are in litigation before the United States Tax Court. The Hoyt partnerships are subject to the unified audit and litigation procedures enacted by Congress as part of the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA). Under the TEFRA procedures, all partners are parties to the proceedings regarding the proper determination of the items that are reported by the partnership. This is true both with regard to the administrative as well as the judicial stage of the proceedings. See Internal Revenue Code sections 6224(a) and 6226(c), respectively. As partners in a Hoyt partnership, [partner] have had the opportunity to participate in the litigation of these controversies and to provide factual evidence both to the Service as well as to the Tax Court. Despite the fact that the lead case has been fully submitted to the Tax Court for more than two years, we will continue to accept any new evidence that has not previously been considered, and such evidence will be given full consideration. Nonetheless, we expect a decision by the court on the merits of these cases to be forthcoming shortly. Furthermore, we have forwarded the taxpayer’s letter to the Taxpayer Advocate and he has indicated that his office will respond directly to Mr. Cobb (the taxpayers’ counsel).

The following general information about the Hoyt Partnerships is provided to help you better understand the underlying issues. The Hoyt Partnerships are a group of over 110 related “investor partnerships” in the business of livestock breeding. The investor partnerships were structured such that individuals would purchase their partnership interests through subscription agreements funded, in part, through income tax refunds generated by the Hoyt Partnership investment. The investor partnerships would, in turn, purchase livestock from the Hoyt “family partnerships” through the use of notes. The repayment of principal on the notes was to be paid through the sale of livestock raised by the partnership. Interest payments on the notes were deducted from
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partnership income by the investor partnerships. The investor partnerships also claimed deductions for depreciation of the livestock, and paid and deducted management fees to several Hoyt controlled “management partnerships.” The losses resulting from the above described deductions were flowed through to the partners. Mr. Hoyt was the promoter, general partner, and tax matters partner of nearly all partnerships in the shelter. Additionally, Mr. Hoyt prepared the individual tax returns of a significant number of investors.

The Hoyt Partnerships have been examined for tax years dating back to 1974. For tax years after 1982, the partnerships are subject to the Tax Equity and Fiscal Responsibility Act (TEFRA) unified audit and litigation procedures. In any given tax year, there have been as many as 113 Hoyt partnerships and as many as 2500 Hoyt investors. Currently, there are over 800 cases docketed; in court relating to the Hoyt Partnerships. Though this may vary with regard to a specific taxpayer, generally tax years prior to 1982 have been tried or otherwise resolved and the taxes have been assessed. Taxable years 1982 through 1986 were resolved by an agreement entered into on behalf of the partnerships and the government. For taxable years 1987 through 1992, the cases have been tried and submitted to the Tax Court, and we are awaiting the court’s opinion. Tax years subsequent to 1992 are either under examination by the IRS or the examination has concluded and notices of final partnership administrative adjustment have been issued.

The first group of tax years was subject to a test case, Bales v. Commissioner, T.C. Memo. 1989—568. Bales was the lead Hoyt Partnership case and was coupled with numerous agreements by other partners to be bound to its outcome. Bales also represented the first published court opinion regarding the Hoyt Partnerships. In Bales, the government argued that the transactions underlying the Hoyt Partnerships lacked economic substance. Alternatively, the government challenged the amount of the allowable deductions. In its published opinion, the Tax Court rejected the government’s challenge to the economic substance of the Hoyt Partnerships, and in general held in the partnerships’ favor. While some have thus interpreted the court’s opinion as being a complete victory for the taxpayers, to the contrary, Bales resulted in substantial assessments of tax deficiencies. This occurred because the Tax Court in Bales held that the deductions claimed by the taxpayers were limited to the amount of the partners actual investment because the partnership agreed that the allocation of losses by the partnerships was not permissible. See Bales, at n. 37 and accompanying text.

Following Bales, the government began sending pre—filing notification letters to Hoyt Partnership investors informing them that, to the extent that their income tax returns reflected deductions or credits resulting from a Hoyt Partnership investment, their income tax refunds would be reduced. In response to this, a number of investors filed Forms W-4, Employee’s Withholding Allowance Certificate, with their employers, reflecting excessive withholding allowances in an attempt to reduce or eliminate any overpayments of tax. Because these certificates were filed with the presumed intent to circumvent the withholding requirements of I.R.C. § 3402, the government directed the
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employers to disregard the excessive withholding certificates and to withhold at the rate for single individuals with no exemptions. Once substantiation was provided, the taxpayers were allowed the appropriate number of withholding allowances.

Once the Tax Court held in Bales that the partnerships were not shams, the IRS no longer litigated the issue of the validity of the Hoyt Partnerships, but rather challenged specific deductions. The main issue continued to be the number and value of the livestock. For tax years 1980 through 1986, the IRS entered into memoranda of understanding with Mr. Hoyt as the statutory representative of the Hoyt Partnerships. Pursuant to the agreements, the number of livestock was reduced. Furthermore, the agreement addressed the allocation of partnership debt. Each of these items would impact the extent to which the partners were entitled to deductions and credits.

The most recently tried case regarding the Hoyt Partnerships is Durham Farms V. Commissioner, Tax Court Docket No.2465-94. As was the practice following Bales, in Durham Farms, the government did not challenge the validity of the partnership but primarily litigated herd size and herd value. The case was tried in 1996 and 1997 and awaits the court’s opinion.

Following the trial in Durham Farms, several events have occurred. In 1997, Mr. Hoyt was disbarred as an agent enrolled to practice before the IRS. It was through his enrolled agent status that Mr. Hoyt represented some investors, though it was through his separate role as statutory agent that Mr. Hoyt represented the partnerships. This role as a statutory agent, known as the tax matters partner (TMP), continued despite the disbarment. In 1998, the Service filed a motion asking the Tax Court to remove Mr. Hoyt as TMP in the docketed cases, and the court has granted the motion in the cases that have been tried.

On February 27,1997, a group of partners who were judgment creditors of two of the Hoyt Partnerships filed petitions placing the partnerships into involuntary bankruptcy before the United States Bankruptcy Court for the District of Oregon: W.J. Hoyt Sons Management Company Ltd., Docket No. 397-31374-elp7 and W.J. Hoyt Sons Ranches. MLP, Docket No. 397-31375-e!p7. A United States Trustee was appointed to monitor the Hoyt Partnership bankruptcy cases. The trustee initiated a declaratory judgment action in the Bankruptcy Court requesting that the court collapse all Hoyt Partnerships (including Hoyt Partnerships that were not before the court) into a single entity. On October 27,1998, the bankruptcy court entered a Judgment of Substantive Consolidation combining the assets and liabilities of all Hoyt Partnerships into a common pool before the bankruptcy court. Consolidation was granted because the Hoyt Partnerships “are assumed names or alter egos of one or more of the debtors or defendants.”

Lastly, on November 30,1998, a twenty-five count indictment was issued naming five defendants “led by Walter J. Hoyt, Ill.” Though the indictment was related to nontax crimes, the underlying issues all relate to the promotion of the Hoyt Partnerships and
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their subsequent tax proceedings. In conjunction with this indictment, the Assistant United States Attorney who brought the indictment submitted grand jury information to the Tax Court indicating that the Hoyt Partnerships were a sham and that the partnerships knowingly offered false testimony in the Bales case in their effort to uphold the validity of the partnerships. It is important to note, however, that most investors had no knowledge of the allegedly false testimony.

Many taxpayers have expressed concern over the government’s examination of the Hoyt Partnerships. These concerns seem to have typically arisen either from misunderstandings regarding the partnership proceedings or from misinformation that may have been provided to the partners. The Bales opinion, as noted above, appears on its face to be a complete victory for the Hoyt Partnerships; however, in reality, the Bales case resulted in substantial assessments of tax deficiencies as explained above. Nonetheless, the partnerships and their representatives have touted the Bales case as an affirmation of the validity of the Hoyt Partnerships. Accordingly, many investors were misled into believing that the Hoyt Partnerships had prevailed in their tax litigation.

Another common misunderstanding concerns the government’s interaction with Mr. Hoyt as the tax matters partner. The position of tax matters partner (TM P) is statutorily created, and does not exist outside of the TEFRA partnership context. In docketed cases, the TMP has the authority to bind partners to agreed settlement decisions. Further, the TMP is responsible for forwarding information to the other partners who are parties to the partnership proceeding. While all participating partners control the litigation, it is the TMP who serves as the liaison between the participating partners and the nonparticipating partners. In the Hoyt Partnerships, Mr. Hoyt was designated as the TMP on the face of the partnership returns, and thus was the TMP designated by the partnerships.

To carry out the TEFRA partnership provisions, the Secretary of the Treasury has promulgated detailed regulations for the appointment and removal of tax matters partners. Under these regulations, certain limited events can cause the termination of a partner’s status as tax matters partner. One such situation is when a TMP’s partnership items are converted to n9npartnership items pursuant to certain special enforcement provisions, such as the criminal investigation of a partner. Under the special enforcement provisions, the partnership items of a partner under criminal investigation are converted to nonpartnership items only if the partner is notified that he or she is the subject of a criminal investigation and the partner receives written notification from the IRS that his or her partnership items shall be treated as nonpartnership items. The regulations were drafted in this manner because Congress granted partnerships the primary authority and responsibility for designating a TMP. In general, it is the Service’s position that it should not interfere in the partnership’s designation of its representative. In part, this approach has been based upon the notion that the Service should not impose its own views as to which partner can best represent the interests of the partners or the partnership.

5

Mr. Hoyt was never sent, and thus he never received, such notice advising him that his partnership items were being converted to nonpartnership items, because the treatment of Mr. Hoyt’s items as partnership items did not interfere with the effective and efficient enforcement of the Internal Revenue laws. Furthermore, although Mr. Hoyt has been the subject of several criminal investigations, criminal investigation alone does not terminate a partner’s status as TMP. In fact, the courts have held that criminal investigation alone does not terminate a partner’s status as TMP in cases directly related to the Hoyt partnerships. See In re Miller, 96-1 USTC ¶ 50,236 (9th Cir. 1996); In re Leland, 93—2 USTC ¶ 50,589 (Bankr. E.D. Cal. 1993). Accordingly, Mr. Hoyt has continued to serve as the TMP.

The other issue over which taxpayers commonly express concern is the length of time it takes to reach a final decision in the Hoyt Partnership cases. Though it is indisputable that these cases are time consuming, the government has actively pursued the cases and there has been no delay on behalf of the government in moving the cases to a timely conclusion. In most cases, the partnership returns were filed late. Once the returns were filed, the government proceeded with all due speed. For example, in Durham Farms, which addresses tax years 1987 through 1992, the case was petitioned to the Tax Court in 1994, tried in 1996 and 1997 and awaits opinion.
 For the last of the taxable years at issue, the notice adjusting the partnership items was issued less than two years after the filing of the partnership return.

In many ways, this case is typical of many tax shelters. The investors claimed deductions to which they erroneously believed they were entitled in order to reduce or eliminate their correct tax liabilities. The tax assessments that are now resulting from the disallowance of these deductions involve significant amounts, in part due to the accrual of interest on the unpaid tax liabilities since the tax years at issue. The Service solicited offers of settlement from the Hoyt investors that provided for disallowance of all Hoyt Partnership items claimed and allowance of a deduction equal to the amount invested. Many investors accepted this settlement and are no longer subject to the Hoyt Partnership proceedings. Others chose not to settle their case and to wait, instead, for the outcome of the litigation. As is customary in handling litigation of this kind, the Service withdrew the settlement offer at the time of trial. Consequently, no settlement is available at this time. Those partners who chose not to settle remain subject to the ongoing litigation.
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We hope this information has been helpful. If you have any further questions, please contact me at (202) 622—4500.

Judith C. Dunn

Associate Chief Counsel (Domestic)

� 0n June 22,1999, the Tax Court issued an opinion in River City Ranches #4, J.V. v. Commissioner, T.C. Memo. 1999—209, a related case involving a group of Hoyt Partnerships engaged in the breeding of sheep. In River City Ranches’), the Service’s positions were upheld in all material respects, resulting in a near complete disallowance of the partnership’s losses and credits.





