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P chal | enges adjustnments in a notice of final
partnership adm ni strative adjustnent (FPAA) issued to NM
The FPAA, in part, determ ned that penalties under sec.
6662, |.R C., were applicable. P, wanting to raise partner-
| evel defenses to the determ nation of sec. 6662, |I.R C
penalties if we should sustain R s substantive
determ nations in this partnership-1level proceeding, has
filed a notion for partial sunmary judgnment to decl are that
sec. 301.6221-1T(c) and (d), Tenporary Proced. & Adm n.
Regs., 64 Fed. Reg. 3838 (Jan. 26, 1999), is invalid, or, in
the event we hold the regulation valid, that it does not
apply to the instant proceeding.

Hel d: Sec. 301.6221-1T(c) and (d), Tenporary Proced. &
Adm n. Regs., supra, is valid.

Hel d, further: Sec. 301.6221-1T(c) and (d), Tenporary
Proced. & Adm n. Regs., supra, applies to the instant
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proceedi ng, so that partner-|evel defenses cannot be

asserted in this partnership proceeding if we should sustain
R s substantive determ nations.

Thomas A. Cullinan and Julie P. Bowing, for petitioner.

James R Rich, for respondent.

OPI NI ON

GOEKE, Judge: This case is before the Court on petitioner’s
notion for partial sunmary judgnent filed pursuant to Rule 121.1
Petitioner asks that we hold section 301.6221-1T(c) and (d),
Tenporary Proced. & Adm n. Regs., 64 Fed. Reg. 3838 (Jan. 26,
1999), invalid, or if valid, inapplicable. For the reasons
stated herein, we will deny petitioner’s notion in both respects.

Backgr ound

The following information is stated for purposes of this
Qpinion only; this case has yet to be tried on the nerits.

On May 20, 1999, Andrew Filipowski established the AJF-1
Trust (trust) by a declaration of trust. M. Filipowski was the
grantor, cotrustee, and sole beneficiary of the trust and was
considered its owner for income tax purposes under sections 671

t hrough 678.

1Unl ess otherwi se indicated, all Rule references are to the
Tax Court Rules of Practice and Procedure, and all section
references are to the Internal Revenue Code (Code).
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On July 29, 1999, AJF-1, L.L.C (AJF-1), was fornmed by the
filing of a certificate of formation with the State of Illinois.
The trust was the sole nenber of AJF-1. AJF-1 was disregarded as
an entity separate fromits owner for Federal incone tax purposes
pursuant to section 301.7701-3(b)(ii), Proced. & Adm n. Regs.

I n August 1999 AJF-1 opened a trading account with Al G
International (AIG. On August 19, 1999, AJF-1 entered into two
transactions wwth AIG (1) AJF-1 purchased a European-style call
option on the euro for a prem umof $120 mllion; and (2) on that
sanme day, AJF-1 sold to AIG a European-style call option on the
euro for a premumof $118.8 mllion (collectively, the euro
options). AJF-1 paid the $1.2 million net prem um of the euro
options to Al G

New M Il ennium Trading, L.L.C. (New MIIlennium, was forned
on August 6, 1999, under the laws of the State of Del aware. New
M|l ennium s original nenbers were Banque Safra-Luxenbourg, S. A
(Banque Safra), Fidulux Managenent, Inc. (Fidulux), and Shakti
Advisors, L.L.C (Shakti). Banque Safra, Fidelux, and Shakti
contributed $300, 000, $150,000, and $20, 000, respectively, to New
MIllenniumfor their partnership interests.

AJF-1 joined New M Il enniumin Septenber 1999. AJF-1
contri buted $600, 000 and entered into an Assignnment and
Assunpti on Agreenent dated Septenber 30, 1999, whereby New

M Il ennium assuned the rights and obligations of the euro
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options. New MII|enniumvalued AJF-1's total contribution at
$1,772,417.

After joining New M Il ennium AJF-1 had a partnership
interest of 79.04-percent, while Shakti, Fidelux, and Banque
Safra had interests of .89 percent, 6.69 percent, and 13. 38
percent, respectively.

AJF-1 requested withdrawal from New M Il enniumby letter
dat ed Decenber 2, 1999. AJF-1 was deened to have w thdrawn on
Decenber 15, 1999. On Decenber 20, 1999, New M I I ennium
di stributed 617,664 euro and 21, 454 shares of Xerox Corp. stock
val ued at $1, 068,388.40 to AJF-1. This distribution was nmade to
redeem AJF-1's account. On Decenber 23, 1999 AJF-1 sold all the
Xerox Corp. stock and 530,000 of the 617,664 euro, for $464, 191
and $537, 420, respectively.

On Septenber 21, 2005 Respondent issued a notice of fina
partnership adm ni strative adjustment (FPAA) to New M I I enni um
The FPAA made a nunber of adjustnents: (1) It disallowed New
M Il ennium s clainmed operating | oss of $669, 206 and ot her
deductions of $18,712, and (2) it decreased to zero the capital
contributions, and distributions of property other than noney
accounts. The FPAA indicated these changes in chart form Each
adj ustrent was shown in a chart with an “adjustnent,” “as
reported,” and “corrected” box acconpanyi ng each i ndivi dual

adjustnment. The chart included nunerical figures for each of the
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above adjustnents but showed asterisks instead of nuneri cal
figures as to outside partnership basis.

In addition, respondent nmade a nunber of determ nations
regarding New Ml lenniumand its partners under the title of
“EXHBIT A’. This explanation of itens is attached hereto as an
appendi x. These explanations alleged in pertinent part that:

(1) New M Il enniumwas not established as a partnership in fact;
(2) if New MIlenniumexisted in fact, it was entered into solely
for tax avoi dance purposes; (3) New M|l enniumwas a sham | acked
econom ¢ substance, and was entered into to decrease its
partners’ tax liabilities in a manner inconsistent with chapter

1, subchapter K of the Code; (4) neither New M Il enniumnor its
partners entered into the euro options with a profit notive; (5)
neither New M Il enniumnor its partners have established bases in
their partnership interests greater than zero; and (6) penalties
under section 6662 are applicable.

On February 16, 2006, petitioner petitioned this Court,
al l eging that respondent’s determ nations were erroneous. On
February 6, 2008, petitioner filed a notion for partial summary
judgnent (notion). On March 12, 2008, respondent filed his
response thereto, and on April 25, 2008, petitioner filed a
menor andum i n support of its notion. A hearing was held on
petitioner’s nmotion on June 27, 2008, during the Court’s trial

session in Washington, D.C
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Petitioner filed concurrently with the notion a notion to
dismss for lack of jurisdiction as to adjustnents to the
partners’ outside bases and penalties (notion to dismss). W
have recently denied by order petitioner’s notion to dism ss

because under Petaluma FX Partners, L.L.C. v. Conmm ssioner, 131

T.C. __ (2008), the extent of our jurisdiction over outside
basis and the applicability of penalties determ ned in the FPAA
cannot be established until after a trial on the nmerits to decide
whet her New M I | enni um shoul d be respected as a partnership for
tax purposes.

Di scussi on

Mbtion for Sunmmary Judgnent

Summary judgnent is intended to expedite litigation and

avoi d unnecessary and expensive trials. Fla. Peach Corp. V.

Conm ssioner, 90 T.C. 678, 681 (1988). The Court may grant
summary judgnent where there is no genuine issue of nateri al
fact and a decision nay be rendered as a natter of law. Rule

121(a) and (b); Sundstrand Corp. v. Conmm ssioner, 98 T.C 518,

520 (1992), affd. 17 F.3d 965 (7th Gr. 1994). The noving party
bears the burden of proving that there is no genui ne issue of
material fact, and the Court will view any factual material and
inferences in the light nost favorable to the nonnoving party.

Dahl stromv. Conm ssioner, 85 T.C 812, 821 (1985). Rule 121(d)

provi des that where the noving party properly nakes and supports
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a notion for summary judgnent, “an adverse party nay not rest
upon the nere allegations or denials of such party’s pleading”
but nust set forth specific facts, by affidavits or otherw se,
“show ng that there is a genuine issue for trial.” The matter
before us is ripe for sunmmary judgnent.

Whet her the regulation at issue is valid is strictly a
guestion of law. Although this Court has applied this regulation
to prevent partners fromraising partner-|level defenses in a

partnership proceedi ng, see Fears v. Conmm ssioner, 129 T.C. 8

(2007); Santa Mbnica Pictures, L.L.C. v. Comm ssioner, T.C. Mno.

2005- 104, we have not ruled squarely on the validity of section
301.6221-1T(c) and (d), Tenporary Proced. & Adm n. Regs., 64 Fed.
Reg. 3838 (Jan. 26, 1999).

1. TEFRA Procedures

Part nershi ps do not pay Federal incone taxes, but they are
required to file annual information returns reporting the
partners’ distributive shares of inconme, deductions, and other
tax itenms. Secs. 701, 6031. The individual partners then report
their distributive shares of the tax itens on their Federal
income tax returns. Secs. 701-704.

To renove the substantial adm nistrative burden occasi oned
by duplicative audits and litigation and to provide consi stent
treatment of partnership itens anong partners in the sane

partnership, Congress enacted the unified audit and litigation
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procedures of the Tax Equity and Fiscal Responsibility Act of
1982 (TEFRA), Pub. L. 97-248, sec. 402, 96 Stat. 648. See

Randel|l v. United States, 64 F.3d 101, 103 (2d Gr. 1995); H

Conf. Rept. 97-760, at 599-600 (1982), 1982-2 C.B. 600, 662-663.
Under TEFRA, all partnership itens are determined in a
si ngl e partnership-1evel proceeding. Sec. 6226; see al so Randel

v. United States, supra at 103. The determ nati ons of

partnership itens in partnership-level proceedings are binding on
the partners and nay not be chall enged in subsequent partner-
| evel proceedings. See secs. 6230(c)(4), 7422(h). Thus the
courts need not redecide the sanme issues with each partner of the
part nershi p.

TEFRA al so allows for the inposition during the partnership-
| evel proceeding of penalties on adjustnents to partnership

itens. Sec. 6221; see also Santa Monica Pictures, L.L.C .

Commi ssi oner, supra. Before the 1997 anmendnents, TEFRA provi ded

for the determnation of all penalties at the partner |evel.

N.C.F. Enerqy Partners v. Conmissioner, 89 T.C. 741, 744-745

(1987). Amendnents to TEFRA in 1997 changed this structure and
provided for the inposition of penalties at the partnership
| evel. After anmendnent, section 6221 provides:

Except as otherwi se provided * * * the tax treatnent of
any partnership item (and the applicability of any penalty,
addition to tax, or additional anobunt which relates to an
adjustnent to a partnership iten) shall be determ ned at the
partnership | evel
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If a partnership itemis adjusted, a penalty, if applicable, can
be i nposed on that adjustnent during the TEFRA proceeding. |If
the court is considering the inposition of penalties, it my
consi der the reasonabl e cause defenses of the partnership. See

sec. 6664(c); Witehouse Hotel Ltd. Pship. v. Conm ssioner, 131

T.C. __ (2008); Santa Monica Pictures, L.L.C v. Conm SSioner,

supra; Jade Trading, L.L.C. v. United States, 80 Fed. d. 11, 59-

60 (2007); Stobie Creek Invs. L.L.C., v. United States (Stobie

Creek 1l1), 82 Fed. d. 636, (2008); Stobie Creek Invs., L.L.C V.

United States (Stobie Creek 1), 81 Fed. . 358 (2008). |If a

penalty was i nposed at the partnership |l evel during the TEFRA
proceedi ng, the Comm ssioner may assess that anount w t hout

issuing a notice of deficiency. Sec. 6230(a)(1); N.C F. Energy

Partners v. Conm ssioner, supra at 744; sec. 301.6231(a)(6)-

1T(a), Tenporary Proced. & Adm n. Regs., 64 Fed. Reg. 3840 (Jan.
26, 1999).

If a partner believes that a penalty was incorrectly
assessed against himfollowing a determ nation at the partnership
| evel , section 6230(c)(1)(C) provides that the partner may file a
claimfor refund on the grounds that the Secretary erroneously
i nposed any penalty, addition to tax, or additional anmount which
relates to an adjustnent to a partnership item Section
6230(c) (4) details what can be contested during a refund cl aim

filed under section 6230(c)(1l). Pursuant to section 6230(c)(4),
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t he determ nation under the FPAA or under the decision of a court
concerning the applicability of any penalty relating to an
adjustnent to a partnership itemshall be deened concl usi ve;
however, “the partner shall be allowed to assert any partner
| evel defenses that may apply or to chall enge the anmount of the
conput ational adjustnent.” Read together, sections 6221 and 6230
provide that a partner is allowed to raise partner-|evel defenses
to a penalty inposed during a partnership-1level proceeding only
in arefund action later filed under section 6230(c).

|f a partner has an increased liability stemm ng from an
affected itemor a conputational adjustnent that requires a
factual determ nation at the partner |evel, the normal deficiency
procedures outlined in sections 6212 and 6213 apply. Sec.
6230(a); sec. 301.6231(a)(6)-1T(a)(2), Tenporary Proced. & Adm n.

Regs., supra; see Domulewicz v. Comm ssioner, 129 T.C 11, 17-19

(2007) .

Petitioner’s notion asks this Court to rule that: (1)
Section 301.6221-1T(c) and (d) Tenporary Proced. & Adm n. Regs.,
supra,? is invalid because it was pronul gated w thout authority
and conflicts with Congress’s statutory schene, or in the

alternative should we find that the regulation is valid, (2)

2Al t hough tenporary during the year at issue, sec. 301.6221-
1T(c) and (d), Tenporary Proced. & Adm n. Regs., 64 Fed. Reg.
3838 (Jan. 26, 1999), was made final and applicable to
partnership taxabl e years beginning on or after Oct. 4, 2001.
Sec. 301.6221-1(f), Proced. & Adm n. Regs.
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section 301.6221-1T(c) and (d), Tenporary Proced. & Adm n. Regs.,
supra, does not apply to this case.

Section 301.6221-1T(c) and (d), Tenporary Proced. & Adm n.
Regs., supra, was pronul gated pursuant to the Secretary’s
authority under section 7805(a). Section 7805(a) provides:

SEC. 7805(a). Authorization.--Except where such
authority is expressly given by this title to any person
ot her than an officer or enployee of the Treasury
Departnent, the Secretary shall prescribe all needful rules
and regul ations for the enforcenment of this title, including
all rules and regul ations as may be necessary by reason of
any alteration of lawin relation to internal revenue.

Section 301.6221-1T(c), Tenporary Proced. & Adm n. Regs., supra,
provi des:

(c) Penalties determ ned at partnership |evel
(partnership taxabl e years ending after August 5, 1997).
Any penalty, addition to tax, or additional anount that
relates to an adjustnment to a partnership itemshall be
determ ned at the partnership level. Partner |evel defenses

to such itens can only be asserted through refund actions
follow ng assessnent and paynent. Assessnent of any
penalty, addition to tax, or additional anmount that rel ates
to an adjustnent to a partnership itemshall be made based
on partnership-level determnations. Partnership-Ievel
determ nations include all the | egal and factual

determ nations that underlie the determ nation of any
penalty, addition to tax, or additional anount, other than
partner | evel defenses specified in paragraph (d) of this
section. [Enphasis added.]

Section 301.6221-1T(d), Tenporary Proced. & Adm n. Regs., supra,
provi des:

(d) Partner-level defenses. Partner-|evel defenses to
any penalty, addition to tax, or additional anount that
relates to an adjustnent to a partnership item nay not be
asserted in the partnership-level proceeding, but may be
asserted through separate refund actions foll ow ng
assessnment and paynent. See section 6230(c)(4). Partner
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| evel defenses are limted to those that are personal to the
partner or are dependant upon the partner’s separate return,
and cannot be determ ned at the partnership |level. Exanples
of these determ nations are whether any applicable threshold
under paynent of tax has been net with respect to the partner
or whether the partner has net the criteria of section

6664(b) (penalties applicable only where return is filed),

or section 6664(c)(1l) (reasonable cause exception) subject

to partnership level determnations as to the applicability

of section 6664(c)(2). [Enphasis added.]

Petitioner advances two argunents for declaring the
regulation invalid: (1) Congress gave the Tax Court jurisdiction
to consider partner-level defenses but the Secretary exceeded his
authority in pronulgating a regulation stripping the Court of
that jurisdiction; and (2) even if the Secretary had
aut hori zation to issue section 301.6221-1T(c) and (d), Tenporary
Proced. & Adm n. Regs., supra, the regulation is invalid because
it both conflicts with and is an unreasonable interpretation of
section 6221.

[11. Tax Court Jurisdiction To Consider Partner Defenses

Petitioner first argues that Congress gave the Tax Court
jurisdiction to consider partner-Ilevel defenses during a
partnershi p-1evel proceeding but that the Secretary exceeded his
statutory authority in pronmulgating a regulation renoving that
authority.

Petitioner argues that the Secretary exceeded his authority
in promulgating this regul ati on because the Secretary issued

section 301.6221-1T(c) and (d), Tenporary Proced. & Adm n. Regs.,
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supra, pursuant to section 7805, which is a general grant of
authority.

Petitioner argues that an adm ni strative agency cannot strip
a court of jurisdiction on the basis of a general grant of
authority but instead needs a specific grant of authority from
Congress in order to do so. Petitioner contends that when a
court reviews a regulation that strips the court of jurisdiction,
the adm ni strative agency is not entitled to any deference
because the question of a court’s jurisdiction is outside agency
expertise. Petitioner draws support for this argunent from Adans

Fruit Co. v. Barrett, 494 U. S. 638 (1990), and Nagahi v. INS, 219

F.3d 1166 (10th G r. 2000).

In Adans Fruit Co. v. Barrett, supra at 649, the Suprene

Court rejected a Departnment of Labor interpretation of the
M grant and Seasonal Agricultural Wrker Protection Act (the act)
determning that a mgrant worker did not have a private right of
action under the act if a State workers’ conpensation benefit was
avai lable to the worker. The Court stated that the del egation of
authority to pronul gate regul ati ons on which the Departnent of
Labor relied did--
not enpower the Secretary to regulate the scope of the
judicial power vested by the statute. Although agency
determ nations within the scope of delegated authority are
entitled to deference, it is fundanental “that an agency may

not bootstrap itself into an area in which it has no
jurisdiction.” * * *
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Id. at 650 (quoting Fed. Maritinme Conmm. v. Seatrain Lines, Inc.,

411 U.S. 726, 745 (1973)).

In Nagahi v. INS, supra at 1167, the Court of Appeal s was

asked to consider a regulation pronmulgated by the Immgration and
Nat ural i zati on Service that inposed a 120-day filing requirenent
for the start of a suit challenging an INS determ nation. The
court found the regulation invalid because the statutory grant of
authority provided by Congress did not “‘enpower the Secretary to
regul ate the scope of the judicial power vested by the statute.’”

ld. at 1170 (quoting Adans Fruit Co. v. Barrett, supra at 650).

Petitioner argues that the regulation is not entitled to any
judicial deference because under petitioner’s reading of the
statutory schene, the Tax Court would have jurisdiction to
consider a partner’s reasonabl e cause defenses at the partnership
| evel but for the regulation. Petitioner points to changes nade
to the TEFRA procedures in 1997 in support of its argunent that
the Tax Court has jurisdiction to consider partner |evel
defenses. Before 1997, penalties were assessed at the partner

| evel . N.C.F. Enerqy Partners v. Connissioner, 89 T.C. at 744-

745. Congress, recognizing that penalties were often based upon
part nershi p-l evel conduct, enacted changes to section 6221.
These changes provide that penalties related to adjustnments to
partnership itens can be determ ned during the TEFRA proceedi ng.

| f a partner who was unable to raise a defense disagreed with the



- 15 -

determ nati on and subsequent assessnent of those penalties,
Congress provided that partner with the opportunity to raise
partner-1level defenses in a refund action. Sec. 6230(c)(4).

Petitioner argues that Congress intended to give partners
ot her than the general or managi ng partner a choice in deciding
where to raise their partner-level defenses; a partner can raise
them either during the TEFRA proceeding or in a later refund
action. Petitioner argues that because a partner is entitled to
choose when to raise those defenses but the regul ation prevents

this choice, the regulation is invalid under Adans Fruit Co. V.

Barrett, supra, and Nagahi v. INS, supra.

Respondent argues that the 1997 anendnments changed the
Court’s jurisdiction so that during the TEFRA proceeding
reasonabl e cause defenses can be raised, but they nmust be the
def enses of the partnership rather than those of individual
partners.

We agree with respondent that a partner cannot raise
partner-1level defenses in a TEFRA proceedi ng. Wen considering
the determ nation of penalties at the partnership |level, the
Court can consider the defenses of the partnership but not

partner-1level defenses of individual partners. See Witehouse

Hotel Ltd. Pship. v. Commi ssioner, 131 T.C. __ (2008); Santa

Monica Pictures, L.L.C. v. Comm ssioner, T.C. Menp. 2005-104;

Stobie Creek |; Jade Trading, L.L.C. v. United States, 80 Fed.
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a. 11 (2007); cf. Klamath Strategic Inv. Fund, L.L.C v. United

States, 472 F. Supp. 2d 885, 903-904 (E.D. Tex. 2007).

Before the 1997 amendnents, the Court did not have
jurisdiction to consider the applicability of any penalties
during a partnership-Ilevel proceeding; therefore the Court did
not have jurisdiction to consider an individual partner’s
defenses. Wile those 1997 anendnents expanded the Court’s
jurisdiction to consider penalties related to adjustnments to
partnership itens, nothing in section 6221 or 6226(f) granted the
Court jurisdiction over an individual partner’s partner-|evel
def enses. The 1997 anendnents al so added section 6230(c) (1) (0O
whi ch provides that a partner may file a claimfor refund on the
grounds that the Secretary erroneously inposed any penalty,
addition to tax, or additional anpbunt that relates to an
adjustnment to a partnership item and the last tw sentences of
section 6230(c)(4), which provide in relevant part that
notw t hstandi ng that a determ nation under an FPAA or under a
deci sion of a court concerning the applicability of any penalty
related to a partnership itemshall be otherw se conclusive, a
partner will be able to assert any partner-|evel defenses to the
penalty in a refund forum These anmendnents make clear that a
partner may raise his partner |evel defenses only in a refund
action filed after the close of partnership-I|evel proceedings.

The | egislative history acconpanying the Taxpayer Relief Act of
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1997, Pub. L. 105-34, 111 Stat. 788, supports this view, stating:
“the partnership-level proceeding is to include a determ nation
of the applicability of penalties at the partnership |evel.
However, the provision allows partners to raise any partner-|evel
defenses in a refund forum” H Rept. 105-148, at 594 (1997),
1997-4 C.B. (Vol. 1) 319, 916.

The regul ation at issue does not strip the Tax Court of
jurisdiction. The TEFRA structure enacted by Congress does not
permt a partner to raise partner-|level defenses during a

partnershi p-1evel proceeding. See Jade Trading, L.L.C v. United

States, supra. This reading of the statutory schene is

consistent with Stobie Creek |, Stobie Creek I, AWS Leasing

Trust v. United States, 101 AFTR 2d 2397, 2008-1 USTC par. 50, 370

(N.D. Onhio 2008), and Jade Trading, L.L.C v. United States,

supra. Stobie Creek |, Stobie Creek Il, and Jade Trading, L.L.C

i nvol ved transactions substantially simlar to the ones at issue
in the instant case. 1In all three the court considered the

def enses of the partnership, presented through the general or
managi ng partner, but not partner-|evel defenses of the partners.

This result is also consistent with AWG Leasing Trust v. United

States, supra, a sal e-|easeback case in which the court sustained

penalties at the partnership |level but stated that individual
partners m ght each be able to prove a reasonabl e cause defense

in a subsequent partner-level refund action under section
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301.6221-1(d), Proced. & Adm n. Regs. AWG Leasing Trust v.

United States, supra at 2425, 2008-1 USTC par. 50,370, at 84, 245.

Petitioner also argues that if we were to foll ow
respondent’s interpretation, the result would conflict with the
policy that taxpayers should be able to challenge alleged tax
deficiencies wthout having to pay and file for a refund. While
it is true that a partner cannot raise partner-|evel defenses
during a partnership-level proceeding initiated in the Tax Court,
that partner would not be able to raise partner-|evel defenses
during a partnership-level proceeding in either the Court of
Federal Cains or a District Court. See Stobie Creek |Il; Jade

Trading, L.L.C v. United States, supra. Because the statutory

schene provides that a partner nmay raise his partner-|eve
defenses only in a later refund action, the regulation is
entitled to deference by this Court.

| V. Statutory Conflicts

Petitioner argues that even if we hold that the Secretary
had authority to issue section 301.6221-1T(c) and (d), Tenporary
Proced. & Admin. Regs., supra, we nust hold it invalid because it
is an unreasonable interpretation of the statutory schene that
conflicts with sections 6221, 6230(c)(4), 6662, and 6664.

Section 6664(c) (1) provides that no penalty shall be inposed
under section 6662 or 6663 if it is shown that there was

reasonabl e cause. Petitioner argues that the regulation at issue
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is invalid because it requires the Court to determ ne penalties
W t hout eval uating reasonabl e cause defenses. Because section
301.6221-1T(c) and (d), Tenporary Proced. & Adm n. Regs., supra,
prohi bits partners fromraising partner-|level defenses in a
partnership proceeding, petitioner argues that respondent’s
interpretation of the statutory schene is incorrect because it
allows for the inposition of penalties on partners who cannot
rai se partner-level defenses to those penalties except in a later
refund action. Petitioner argues that to inpose penalties under
section 6662 on partners w thout considering those partners’
partner-1|evel reasonabl e cause defenses under section 6664 as
required by the regulation violates the statutory schene;
therefore the regulation is invalid. As discussed above,
petitioner argues that the current statutory schene and the
| egi sl ative history, when read together, show that Congress
intended to offer partners the option to choose between rai sing
their partner-|evel defenses at the partnership |evel or
afterwards in a refund action.

It is inportant to note, however, that if a partner has a
partner-1level individual reasonable cause defense to penalties
that is distinct fromthe partnership’ s reasonabl e cause
defenses, that partner will be able to raise those defenses in a

refund forum Sec. 6230(c)(4).
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We need not revisit the controversy in this Court regarding
the proper standard of review of the Secretary’ s regul ations as

bet ween the standard of Natl. Miuffler Dealers Association, Inc.

v. United States, 440 U. S. 472 (1979), and the standard set forth

in Chevron U.S.A Inc. v. Natural Res. Def. Council, Inc., 467

U S. 837, 842-843 (1984). See Swallows Holding, Ltd. v.

Comm ssioner, 515 F.3d 162 (3d Cir. 2008), vacating 126 T.C. 96

(2006). Because petitioner states in its petition that New

M|l ennium had no principal place of business when the petition
was filed, barring stipulation to the contrary the venue for
appeal woul d appear to be the Court of Appeals for the D strict
of Columbia Circuit. See sec. 7482(b)(1) (flush | anguage) and

(2). According to Golsen v. Conm ssioner, 54 T.C. 742 (1970),

affd. 445 F.2d 985 (10th Cr. 1971), we apply the law of the
Court of Appeals to which an appeal in the case would normally
lie. The U S. Court of Appeals for the District of Colunbia
Crcuit has held that regul ations issued under the general
authority of the IRS to pronul gate necessary rules are entitled

to Chevron deference. See Tax Analysts v. |IRS, 350 F.3d 100, 103

(D.C. Gr. 2003). Accordingly, we wll follow the Chevron
standard in this analysis. The Suprenme Court described the
anal ysis to be foll owed:
When a court reviews an agency’'s construction of the statute
which it admnisters, it is confronted with two questi ons.

First, always, is the question whether Congress has directly
spoken to the precise question at issue. |If the intent of
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Congress is clear, that is the end of the matter; for the
court, as well as the agency, nust give effect to the
unanbi guousl y expressed intent of Congress. |If, however,
the court determ nes that Congress has not directly
addressed the precise question at issue, the court does not
sinply inpose its own construction on the statute, as would
be necessary in the absence of an adm nistrative
interpretation. Rather, if the statute is silent or

anbi guous with respect to the specific issue, the question
for the court is whether the agency’s answer is based on a
perm ssi bl e construction of the statute.

Chevron, U S.A., Inc. v. Natural Res. Def. Council, Inc., supra

at 842-843 (footnote references omtted).

W w |l take each paragraph of the regulation in turn. In
review ng section 301.6221-1T(c), Tenporary Proced. & Adm n.
Regs., supra, we first turn to the text of the statute to
determ ne whether the intent of Congress is clear. |In answering
this question, we are instructed not to confine our exam nation

to a particular statutory provision in isolation. Square D Co. &

Subs. v. Conmm ssioner, 118 T.C. 299, 308 (2002) (citing FDA v.

Brown & Wllianmson Tobacco Corp., 529 U. S. 120, 133 (2000)),

affd. 438 F.3d 739 (7th Gr. 2006). The neaning, or anbiguity,
of certain words or phrases nmay becone evident only when pl aced

i n context. FDA v. Brown & WIlianson Tobacco Corp., supra at

132-133 (citing Brown v. Gardner, 513 U. S. 115, 118 (1994)). It

is a “'fundanental canon of statutory construction that the words

of a statute nust be read in their context and with a viewto
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their place in the overall statutory schene.’”” [d. at 133

(quoting Davis v. Mch. Dept. of Treasury, 489 U S. 803, 809

(1989)).

As di scussed above, we believe that sections 6221,

6230(c) (1), and 6230(c)(4), when read in conjunction, make clear
that Congress intended for partners to raise partner-|evel
defenses during a refund action after the partnership proceedi ng.
Because we hol d that Congress has directly spoken to the issue in
section 301.6221-1T(c), Tenporary Proced. & Adm n. Regs., supra,
we find paragraph (c) of that section to be a valid
interpretation of the TEFRA statutory schene.

Next, we review section 301.6221-1T(d), Tenporary Proced. &
Adm n. Regs., supra. Under the first step of Chevron anal ysis,
we nust determ ne whether Congress’s intent is clear. Section
6221 does not nention partner-Ilevel defenses. Partner-|evel
def enses, however, are nentioned in section 6230(c)(4). Because
we find that Congress has not spoken directly on the issue of
what constitutes a partner-|evel defense under section
6230(c)(4), we nmust determ ne whether the Secretary’s answer is
based on a perm ssible construction of the statute.

The first sentence of paragraph (d) of section 301.6221-1T,
Tenporary Proced. & Adm n. Regs., supra, sinply restates that
partner-1level defenses can be asserted only in a refund action.

The second sentence defines partner-|level defenses as “those that
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are personal to the partner or are dependant upon the partner’s
separate return, and cannot be determ ned at the partnership
level.” 1d. The final sentence of paragraph (d) provides
exanpl es of partner |evel defenses, including whether any
appl i cabl e threshol d underpaynent of tax has been net, whether
the criteria of section 6664(b) have been net, or whether
reasonabl e cause under section 6664(c) exists.

We believe that this is also a valid interpretation of the
statutory schene. Congress, as discussed above, intended to have
partners raise partner-|level defense to the inposition of
penalties during a refund action. The expansive definition
provided in 301.6221-1T(d) Tenporary Proced. & Adm n. Regs.,
supra, does not limt a partner’s defenses other than to confirm
that a partner-level defense is one that is personal to the
part ner.

V. VWhet her Section 301.6221-1T(c¢) and (d), Tenporary Proced. &
Admi n. Regs. Applies

Lastly, petitioner argues that, even if we hold section
301.6221-1T(c) and (d), Tenporary Proced. & Adm n. Regs., supra,
to be valid, we should not apply it to the instant case.
Petitioner advances two argunents as to why the regul ation at
i ssue should not apply: (1) M. Filipowski’s and AJF-1's
partner-1level defenses nmust be considered before determning

penal ti es agai nst petitioner; and (2) because partner-|evel
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conduct led to the inposition of penalties, partner-|evel
def enses nmust be consi dered.

Petitioner argues that although AJF-1 was not the general or
managi ng partner of New M Il ennium AJF-1 was the majority 70-
percent partner who has brought suit to challenge respondent’s
FPAA. Petitioner’s argunent is that any penalties determ ned
during this partnership-level proceeding will be based on partner
conduct; therefore, we should consider those partners’ defenses
when determning the applicability of any penalties. Petitioner
draws support for this argunent froman IRS i ssue paper, which
states in pertinent part:

Good faith and reasonabl e cause of individual investors

pursuant to |RC 8 6664 would be the type of partner |evel

defense that can be raised in a subsequent partner-I|evel
refund suit. However, to the extent that the taxpayer
effectively acted as the general partner and that the intent
of the general partner is determned at the partnership
level, it is likely that such partnership | eve

determ nations may al so di spose of partner-|evel defenses

under the unique facts of each case.

I nternal Revenue Service (I.R S.) Industry Specialization Program
Coordi nated Issue Al Industries, Notional Principal Contracts,

U L. No: 9300.20-00 (Jan. 6, 2005).

Petitioner also relies on Santa Monica Pictures, L.L.C. .

Conmi ssioner, T.C. Menp. 2005-104, and Long Term Capital Hol di ngs

v. United States, 330 F. Supp. 2d 122 (D. Conn. 2004), affd. 150

Fed. Appx. 40 (2d Gr. 2005), for the proposition that a

partner’s defenses can be raised at the partnership proceeding.
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Respondent points out, however, that in both Santa Mnica

Pictures, L.L.C. and Long Term Capital Hol di ngs, the defenses

consi dered were those of the managi ng partner, not a limted
partner such as AJF-1.

The applicability of section 301.6221-1T(c) and (d),
Tenporary Proced. & Adm n. Regs., supra, was al so considered

recently in Jade Trading, L.L.C v. United States, 80 Fed. d. 11

(2007), Stobie Creek |, Stobie Creek 11, and Klamath Strategic

Inv. Fund, L.L.C v. United States, 472 F. Supp. 2d 885 (E. D

Tex. 2007). Those cases all concerned transactions substantially

simlar to the one at issue. In Jade Trading, L.L.C., supra,

Stobie Creek I, and Stobie Creek Il, partners were not all owed
to raise partner-|evel defenses during the partnership

proceeding. In Klamath Strategic Inv. Fund, L.L.C v. United

States, supra at 903, the court applied the regulation but found

t hat under sone circunstances the reasonabl e cause excepti on may
be considered a partnership-1level defense. Section 301.6221-
1T(c) and (d), Tenporary Proced. & Adm n. Regs., supra, applies
to the instant case. It is clear fromthe legislative history
and the definitions in section 6231(a) that Congress did not w sh
the Court to decide all issues associated with a partnership in a
single proceeding even if it has the information available to do
so. AJF-1, although a 70-percent partner in New MIlennium wll

not be able to raise partner-|level defenses during this
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partnership proceeding. See Stobie Creek |; Jade Trading,

L.L.C, v. United States, supra. Any partnership defenses of New

MIlenniumw || be considered when we determ ne whet her any
penal ties should be inposed after a trial on the nerits.

Concl usi on

Because we hold that the statutory schene does not all ow
partners to raise partner-|level defenses to the determ nation
that penalties apply to adjustnents to partnership itens during a
part nership-level proceeding, we hold that the interpretation in
section 301.6221-1T(c) and (d), Tenporary Proced. & Adm n. Regs.,
supra, is a proper interpretation of the statutory schenme and is
therefore valid

To reflect the foregoing,

An appropriate order

denyi ng petitioner’'s notion

will be issued.
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APPENDI X

EXHBIT Ato the FPAA issued to petitioner made the
foll ow ng determ nati ons.

1. It is determned that neither New M I I ennium Tradi ng,
L.L.C. nor its purported partners have established the
exi stence of New M Il ennium Trading, L.L.C. as a
partnership as a matter of fact.

2. Even if New M Il ennium Trading, L.L.C. existed as a
partnership, the purported partnership was fornmed and
avai l ed of solely for purposes of tax avoi dance by
artificially overstating basis in the partnership
interests of its purported partners. The formation of
New M|l ennium Trading, L.L.C., the acquisition of any
interest in the purported partnership by the purported
partner, the purchase of offsetting options, the
transfer of offsetting options to a partnership in
return for a partnership interest, the purchase of
assets by the partnership, and the distribution of
t hose assets to the purported partners in conplete
i quidation of the partnership interests, and the
subsequent sale of those assets to generate a |oss, had
no busi ness purpose other than tax avoi dance, | acked
econom ¢ substance, and, in fact and substance,
constitutes an econom c sham for federal incone tax
pur poses. Accordingly, the partnership and the
transacti ons descri bed above shall be disregarded in
full and any purported | osses resulting fromthese
transactions are not allowabl e as deductions for
federal incone tax purposes.

3. It is determned that New M| |l ennium Trading, L.L.C
was a sham | acked econom ¢ substance and, under 8
1.701-2 of the Income Tax Regul ations, was fornmed and
availed of in connection with a transaction or
transactions in taxable year 1999, a principal purpose
of which was to reduce substantially the present val ue
of its partners’ aggregate federal tax liability in a
manner that is inconsistent with the intent of
Subchapter K of the Internal Revenue Code. It is
consequently determ ned that:

a. the New M|l ennium Trading, L.L.C is disregarded
and that all transactions engaged in by the
pur port ed
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partnership are treated as engaged in directly by
its purported partners. This includes the

determ nation that the assets purportedly acquired
by New M ||l ennium Trading, L.L.C, including but
not limted to foreign currency options, were
acquired directly by the purported partners.

b. the foreign currency option(s), purportedly
contributed to or assunmed by New M || enni um
Trading, L.L.C., are treated as never having been
contributed to or assunmed by said partnership and
any gains or |osses purportedly realized by New
M Il ennium Trading, L.L.C. on the option(s) are
treated as having been realized by its partners.

C. the purported partners of New M I | ennium Tradi ng,
L.L.C. should be treated as not being partners in
New M Il ennium Tradi ng, L.L.C..

d. contributions to New M|l ennium Trading, L.L.C
will be adjusted to reflect clearly the
partnership’s or purported partners’ incone.

It is determned that neither New M| ennium Tradi ng,
L.L.C nor its purported partners entered into the
option(s) positions or purchase [sic] the foreign
currency or stock with a profit notive for purposes of
8 165(c)(2).

It is determned that, even if the foreign currency
option(s) are treated as having been contributed to New
M Il ennium Trading, L.L.C, the anount treated as
contributed by the partners under section 722 of the

I nt ernal Revenue Code is reduced by the anbunts
received by the contributing partners fromthe

cont enpor aneous sales of the call option(s) to the sane
counter-party. Thus, the basis of the contributed
option(s) is reduced, both in the hands of the
contributing partners and New M || ennium Tradi ng,
L.L.C.. Consequently, any correspondi ng cl ai ned
increases in the outside basis in New M| I ennium
Trading, L.L.C. resulting fromthe contributions of
foreign currency option(s) are disall owed.

It is determned that the adjusted bases of the |ong
call positions (purchased call options), zero coupon
notes, and other contributions purportedly contributed
by the partners to New M| Il ennium Trading, L.L.C has
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not been established under .RC 8§ 723. It is
consequently determ ned that the partners of New
M|l ennium Trading, L.L.C have not established
adj usted bases in their respective partnership
interests in an anount greater than zero (-0-).

It is further determned that, in the case of a sale,
exchange, or liquidation of New M I | ennium Tradi ng,
L.L.C. partners’ partnership interests, neither the
purported partnership nor its purported partners have
established that the bases of the partners’ partnership
interests were greater than zero for purposes of

determ ning gain or loss to such partners fromthe
sal e, exchange, or liquidation of such partnership

i nterest.

Accuracy-Rel ated Penal ties

It is determ ned that the adjustnents of partnership
itens of New M Il ennium Trading, L.L.C. are
attributable to a tax shelter for which no substanti al
authority has been established for the position taken,
and for which there was no show ng of reasonabl e beli ef
by the partnership or its partners that the position
taken was nore likely than not the correct treatnent of
the tax shelter and related transactions. In addition,
all of the underpaynents of tax resulting fromthose
adj ustnents of partnership itens are attributable to,

at a mnimum (1) substantial understatenents of incone
tax, (2) gross valuation msstatenent(s), or (3)
negl i gence or disregarded rules or regulations. There
has not been a showing by the partnership or any of its
partners that there was a reasonabl e cause for any of
the resulting underpaynents, that the partnership or
any of its partners acted in good faith, or that any

ot her exceptions to the penalty apply. It is therefore
determ ned that, at a mninum the accuracy-rel ated
penal ty under Section 6662(a) of the Internal Revenue
Code applies to all underpaynents of tax attributable
to adjustnments of partnership itenms of New M I I ennium
Trading, L.L.C.. The penalty shall be inposed on the
conponents of underpaynent as foll ows:

A a 40 percent penalty shall be inposed on the
portion of any underpaynent attributable to the
gross val uati on m sstatenent as provi ded by
Sections 6662(a), 6662(b)(3), 6662(e), and 6662(h)
of the Internal Revenue Code.
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B. a 20 percent penalty shall be inposed on the
portion of the underpaynent attributable to
negl i gence or disregard of rules and regul ations
as provided by Sections 6662(a), 6662(b)(1),
6662(c) of the Internal Revenue Code.

C. a 20 percent penalty shall be inposed on the
under paynent attributable to the substanti al
under st atenent of incone tax as provided by
sections 6662(a), 6662(b)(2), and 6662(d) of
the Internal Revenue Code.

D. a 20 percent penalty shall be inposed on the
under paynment attri butable to the substanti al
val uation m sstatenent as provided by Sections
6662(a), 6662(b)(3), and 6662(e) of the Internal
Revenue Code.

It should not be inferred by the determ nation of the
Accuracy Rel ated Penalty in this notice that fraud
penalties will not be sought on any portion of an

under paynment subsequently determned to be attributable
to fraud or that prosecution for crimnal offenses wll
not be sought under I RC 88 7201, 7206 or ot her

provi sions of federal law if determ ned to be

appropri ate.



