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Ps commenced these TEFRA partner-|evel cases to
chal l enge affected itens notices of deficiency. Ps
used a partnership (D), an S corporation (S), U S.
Treasury notes, and publicly traded stock to create an
artificial “loss” by way of a Son-of-BG0OSS transacti on.
J, a copronoter of the transaction, billed S for J's
legal fees related to the transaction. S paid and

claimed a deduction for the bill. A portion of the
deducti on passed through to each P, who clained it as
an ordinary loss on his Federal inconme tax return. In

a previous partnership-1level proceeding involving D, R
determ ned as a partnership itemthat D was a sham

“Thi s opi ni on suppl enents Domul ewi cz v. Conm ssi oner,
129 T.C. 11 (2007), affd. in part and remanded sub nom Desnet V.
Conmm ssi oner, 581 F.3d 297 (6th Gr. 2009).




-2 -

whose exi stence was disregarded. That partnership-item
determ nati on becane final when no partners tinely
contested it. Ps dispute that the fees that S paid J
are affected itens.

Held: The fees are affected itens subject to the
deficiency procedures of subch. B of ch. 63, I.RC
because the disall owance of their deductibility flows
fromR s partnership-itemdetermnation that D was a
di sregarded sham but the disall owance of the deduction
required a further partner-|level determnation as to
the extent to which the clained deduction was rel ated
to the partnership and to the transaction.

Paul L. B. MKenney, for petitioners.

Meso T. Hammoud, for respondent.

SUPPLEMENTAL MEMORANDUM CPI NI ON

LARO Judge: These consolidated cases are before this Court
on remand fromthe Court of Appeals for the Sixth Grcuit. See

Desnet v. Conmi ssioner, 581 F.3d 297 (6th Cr. 2009), affg. in

part and remandi ng Donmul ewi cz v. Conm ssioner, 129 T.C 11

(2007). The Court of Appeals remanded these cases to this Court
to deci de “whether the Jenkens & G lchrist fees [(fees)] were
nonpartnership itens subject to the statute of limtations in
|. R C. 8 6501(a) or whether they were affected itens subject to

TEFRA".! 1d. at 305. The parties agree that we can decide this

'Unl ess ot herwi se indicated, section and subchapter
references are to the applicable versions of the Internal Revenue
Code. TEFRA references are to the Tax Equity and Fi scal
Responsibility Act of 1982, Pub. L. 97-248, sec. 402, 96 Stat.

(continued. . .)
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issue without a trial, on the basis of the evidence in the record
and their joint statenent of facts. W hold that the fees were
affected itens subject to the deficiency procedures of subchapter
B of chapter 63 (deficiency procedures).

Backgr ound

M chael V. Domul ewi cz and Daniel J. Desnet (petitioners)

i npl emented a Son-of -BOSS transaction (transaction) pronoted by
BDO Sei dman and Jenkens & G lchrist. The transaction was
designed to create an artifical multimlIlion dollar *“loss” that
petitioners could report as an offset to unrelated multimllion
dol lar gains that petitioners were required to report for 1999.
The “l oss” was reportedly generated by using a newy forned
partnership, a newy formed S corporation, U S. Treasury notes,
and publicly traded stock.

Petitioners forned the S corporation on Decenber 23, 1998,
and they forned the partnership on April 30, 1999.2 Each
petitioner’s interests in the partnership and in the S
corporation were held by his grantor trust (trust). Each trust

reported on Form 1041, U. S. Inconme Tax Return for Estates and

Y(...continued)
648, as anended.

2The S corporation and the partnership were both passthrough
entities that did not pay incone taxes thensel ves but instead
passed their inconme tax attributes on to their owers. A third
i ndi vidual who is not a party to these proceedi ngs al so
participated in the formation of the entities.



- 4 -
Trusts, that the trust’s Federal tax attributes passed through to
the grantor. The partnership was dissolved in August 1999 when
its partners contributed their partnership interests to the S
corporation. For 1999, the partnership reported as to the
transaction that the partnership (1) realized a short-term
capital loss and (2) was entitled to deduct interest.

Jenkens & G lchrist billed the S corporation $1, 053,400 for
legal fees related to the transaction. The S corporation paid
that bill in August 1999 and clai med a deduction for the paynment
on its 1999 Form 1120S, U.S. Incone Tax Return for an S
Corporation. The S corporation issued each trust a Schedul e K-1
(Form 1120S), Sharehol der’s Share of Incone, Credits, Deductions,
etc., reporting that the trust’s share of the $1, 053, 400
deduction (in the formof a $1, 053,400 ordinary | oss) passed
through to the trust as a shareholder of the S corporation. Each
trust reported on its return that its share of the ordinary |oss
(which each trust reported as a nonpassive | oss) passed through
to the petitioner who was the trust’s grantor. Each petitioner
reported his share of the passthrough nonpassive | oss as an

ordinary loss on his 1999 Federal incone tax return.?

3As to the transaction, the S corporation also reported on
its 1999 tax return that it realized an approxi mately $29.3
mllion long-termcapital loss fromthe sale of publicly traded
stock. The S corporation reported that portions of this |oss
passed through to each trust, which in turn reported that the
item passed through to the petitioner who was the grantor of the
(continued. . .)
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Respondent issued a notice of final partnership
adm ni strative adjustnent (FPAA) as to the partnership in Cctober
2003. In the FPAA, respondent determ ned that the partnership
was a sham whose exi stence was di sregarded (di sregarded sham and
that the partnership therefore was not entitled to claimthe
short-termcapital loss or the interest expense. The FPAA was
not tinmely contested by a partner of the partnership, and the
FPAA becane final. Respondent then assessed the tax and
penalties attributable to the disall owance of the short-term
capital loss and the interest expense.

In March 2005, respondent issued to each petitioner an
affected itens notice of deficiency for 1999 disallow ng the
passt hrough | osses fromthe S corporation (i.e., the long-term
capital loss and the ordinary |oss) and determ ning penalties.

As stated supra note 3, the parties agree that petitioners may
not deduct any of the long-termcapital |oss. The notices of
deficiency stated that the ordinary | osses were disall owed

because “no deduction is allowed for any |legal, accounting,

3(...continued)
trust. Each petitioner reported the passthrough |ong-term
capital loss on his 1999 tax return as an offset to his unrel ated
multimllion dollar gain. W previously held that this long-term
capital loss was an affected item subject to the deficiency
procedures, and the Court of Appeals for the Sixth Crcuit agreed
Wi th us upon appeal. See Donmulewi cz v. Conm ssioner, 129 T.C 11
(2007), affd. on that issue and remanded to deci de the issue at
hand sub nom Desnet v. Conm ssioner, 581 F.3d 297 (6th G
2009). The parties agree that petitioners nmay not deduct any of
the long-term capital |oss.
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consulting and advisory fees clainmed since * * * [petitioners]
failed to establish that such expenditures were incurred, and if

i ncurred are deducti bl e under any provision of the Internal

Revenue Code, including but not limted to Internal Revenue Code
88 183 and 212.” The parties agree that this determnation is
correct if the fees are affected itens subject to the deficiency
pr ocedur es.

Di scussi on

We deci de whether the fees were affected itens subject to
the deficiency procedures. |If the fees were not affected itens,
then any Federal inconme tax on the disallowance of their
deductibility nust be assessed wthin 3 years of the later of the
filing or the due date of petitioners’ 1999 Federal incone tax
returns. See sec. 6501(a). Those periods of limtation appear
to have expired. |If the fees were affected itens, then the
period for assessing Federal incone tax attributable to the fees
woul d be no shorter than the period prescribed by section
6229(a); i.e., within 3 years of the later of the filing or the
due date of the partnership’ s 1999 Federal tax return. That
period, if applicable, was suspended upon respondent’s issuance
of the FPAA as to the partnership, see sec. 6229(d), and remains
suspended until 60 days after the decisions in these cases becone

final, see sec. 6503(a)(1). The period for assessing tax
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attributable to the fees therefore remains open if the fees are
affected itens.

Petitioners argue that the fees were not affected itens (and
hence that the applicable Iimtation periods for assessnent have
expi red pursuant to section 6501(a)). To that end, petitioners
assert, the fees were unrelated to the partnershi p because they
were not billed to the partnership, they were not paid by the
partnership, and they were not deducted on the partnership
return. Respondent argues that the fees were affected itens (and
hence that the applicable Iimtation periods for assessnent
remai n open). To that end, respondent asserts, his disallowance
of petitioners’ passthrough deductions of the fees clainmed on
their personal returns as ordinary |osses is affected by his
partnershi p-level determ nation that the partnership was a
di sregarded sham W agree with respondent.

The TEFRA procedures determ ne the proper treatnent of
“partnership itens” at the partnership level in a single, unified

audit and judicial proceeding. See Donulew cz v. Conm SsSioner,

129 T.C. at 17-18. The term “partnership itenf includes any item
of income, gain, |loss, deduction, or credit that the Secretary
has determned is “nore appropriately determ ned at the
partnership level than at the partner level.” Sec. 6231(a)(3);

see al so sec. 301.6231(a)(3)-1(a), Proced. & Adm n. Regs.
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After a partnership-level adjustnment has been nmade to a
partnership itemin a unified partnership proceeding, a
correspondi ng “conput ational adjustnent” nust be nade to the tax
liability of the partners. See sec. 6231(a)(6) (defining the
term “conputational adjustnent”). \Were an increase in a
partner’s tax liability is attributable to an “affected itent
that flows strictly froma conputational adjustnment, no notice of
deficiency need be sent to the partner, and any error in the
conput ati onal adjustnent nust be challenged in a refund suit.

See sec. 6230(c); Domulew cz v. Conm ssioner, supra at 19; see

al so sec. 6231(a)(5) (defining “affected itenf as “any itemto
the extent such itemis affected by a partnership iteni); Maxwell

v. Comm ssioner, 87 T.C. 783, 790-791 (1986) (stating that an

“affected itenf is “An item whose existence or anmount is
dependent on any partnership itenf). |[If an increased liability
stenmming froman affected itemrequires a factual determ nation
at the partner level, however, the deficiency procedures apply,
and the Conm ssioner nust issue an affected itens notice of
deficiency to the partner in order to assess tax attributable to

the affected item See sec. 6230(a)(2)(A)(i); Domulew cz v.

Conmi ssi oner, supra at 19.

In the FPAA respondent determ ned that the partnership was
a disregarded sham Such a determnation inplicates a

partnership item See Keener v. United States, 551 F.3d 1358,
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1365-1366 (Fed. G r. 2009); RIJT Invs. X v. Conm ssioner, 491 F.3d

732, 738 (8th CGr. 2007); see also Petaluma FX Partners, LLC v.

Comm ssi oner, 591 F. 3d 649, 652-654 (D.C. Cr. 2010), affg. on

this issue 131 T.C. 84 (2008). Respondent’s partnership-item
determ nation that the partnership was a di sregarded sham becane
final when none of the partners tinely contested the

det er mi nati on. See N.C.F. Enerqy Partners v. Conm ssioner,

89 T.C. 741, 744-745 (1987).

To the extent that the fees were related to the partnership
and to the transaction, the fees (and the S corporation’s clained
deduction of the fees) were affected by the partnership-item
determnation in that the fees were nondeducti ble given the |ack
of an incone, profit, or business-related notive enconpassed in,
and then flowing from the partnership-level determ nation. See

Thomas v. United States, 166 F.3d 825, 831-832 (6th Cr. 1999)

(and cases cited thereat); cf. Frank Lyon Co. v. United States,
435 U. S. 561, 583-584 (1978) (holding that a transaction
characterized as a shamis inbued solely with tax-avoi dance

features); New Phoenix Sunrise Corp. & Subs. v. Conm Ssioner

132 T.C. 161, 185-186 (2009) (disallowi ng a taxpayer’s deduction
for fees that it paid to Jenkins & Glchrist to inplenent a

vari ant of a Son-of-BOSS transaction and to provide a witten tax
opinion letter, because the transaction | acked econom c

substance). In other words, the partnership-|evel determ nation
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that the partnership was a di sregarded sham neans t hat
petitioners, as ultimte passthrough owners of both the
partnership and the S corporation, and the S corporation, as
payee of the fees, |acked as to the transaction (and as to the
paynent of the fees, which were related thereto) the requisite
busi ness-rel ated, profit, or income notive that served as a
precondition to deducting the fees under section 162, 183, or
212, respectively, the only statutory provisions that wuld have
permtted such a deduction. See sec. 162(a) (deductions allowed
for ordinary and necessary busi ness expenses); sec. 183(a) and
(b) (deductions allowed to the extent of inconme in the case of an
activity not engaged in for profit); sec. 212(1) and (2) (an
i ndi vidual may deduct the ordinary and necessary expenses paid or
incurred for the production or collection of incone, or for the
managenent, conservation, or maintenance of property held for the
production of incone). To the extent that the fees were
unrel ated either to the partnership or to the transaction, the
fees were not necessarily itens affected by the partnership-item
determ nation that the partnership was a di sregarded sham*

Petitioners note that the fees were neither incurred nor

deducted by the partnership and argue that the fees were

‘For exanple, the fees would not be affected itenms to the
extent that the fees related to services provided directly to
petitioners or to the S corporation as to matters other than the
formati on or the conduct of the partnership.
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therefore not affected itens. Petitioners rely erroneously upon
that fact in seeking their desired result. The nere fact that
the fees were neither incurred nor deducted by the partnership
does not necessarily renove the fees froma characterization as
affected itens. The fees, to the extent related to the
partnership and to the transaction, were affected itens because,
as di scussed above, petitioners were ultimte owners of both the
partnership and the S corporation, and the disallowance of the S
corporation’s deduction of the fees was directly affected by the
partnershi p-level determ nation that the partnership is a
di sregarded sham

The parties essentially ask the Court to decide the
characterization of the fees as affected itens on an all or
not hi ng basis.® Because the parties agree that all of the fees
were related to the transaction, and we find on the record before
us that the fees were related to the partnership in that they
were paid, at least in part, to formthe partnership and to
effect the transaction as it related to the partnership, we hold
that all of the fees were affected itens.

Affected itens may be one of two types. The first type is

i mredi ately assessable. See Donmulew cz v. Conm ssioner, 129 T.C.

°'n this regard, the parties stipulated that respondent’s
di sal | owance of petitioners’ deductions of the ordinary |oss
shoul d be sustained in full if the applicable periods of
[imtation remain open.
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at 19. The second type is assessable only through the deficiency
procedures. |d. The fees are affected itens of the second type
in that they required partner-level determnations to ascertain
the portion (if not all) of the fees that were nondeductible in
that that portion related to the partnership and to the
transaction. See sec. 6230(a)(2)(A) (i) (providing that the
deficiency procedures apply to any deficiency attributable to
“affected itens which require partner |evel determ nations (other
than penalties, additions to tax, and additional anounts that
relate to adjustnents to partnership itens)”).

Petitioners, through the trusts, were both the ultimte
partners of the partnership and the ultimte sharehol ders of the
S corporation. The partnership’s 1999 Federal tax return,
however, did not reveal that the partnership and the S
corporation were commonly owned or that those two entities were
integral parts of the Son-of-BOSS transaction underlying the S
corporation’s paynent of the fees. Nor did the partnership s tax
return indicate that petitioners were indirect owners of the S
corporation. The relationship between the partnership, on the
one hand, and the fees, the S corporation, and petitioners, on
the ot her hand, could not readily have been ascertained at the
partnership level but had to be ascertained in a partner-|evel
proceedi ng based on the relevant facts concerning petitioners and

the S corporation, and the relationship between them A
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partner-level determnation also was required to ascertain the
anmount of the fees deducted on the S corporation’s return that
related to the transaction and to ascertain that the nonpassive
| osses reported on the returns of the trusts and the ordinary
| osses deducted on petitioners’ returns derived fromthe
deduction of the fees on the S corporation’s return.

In sum we hold that all of the fees were affected itens
subject to the deficiency procedures. The parties agree that a
holding to that effect requires entry of decisions for
respondent. Thus, we shall reenter the stipul ated decisions that
uphel d respondent’s di sall owance of the fees and were appealed to
the Court of Appeals for the Sixth Grcuit. W have considered
all of the parties’ argunents, and we have found it unnecessary
to reach those argunents not discussed herein or have otherw se

rejected those argunents as wthout nerit. Accordingly,

Appropriate orders and

decisions will be entered.




