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R issued P a notice of final partnership
adm ni strative adjustnent (FPAA) after expiration of
the 3-year period of limtations under sec. 6501(a),
. R C, with respect to the assessnent of incone tax of
the partners. The FPAA determ ned overstatenents of
the bases of partnership interests and certain other
assets. R asserts that there was a substanti al
om ssion from gross i ncone because the partnership and
the partners failed to separately reflect the gain and
|l oss fromlong and short options as required by sec.
988, I.R C., and the 6-year period of Iimtations for a
substantial om ssion fromgross incone under sec.
6501(e), I.R C., applies. P asserts that the
partnership and the partners properly reported the net
| oss fromthe | ong and short options and no om ssion
occurred. The parties have filed cross-notions for
summary judgnment on the question of the applicability
of sec. 6501(e), I.RC
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Held: P s notion for summary judgnent will be
deni ed because the partnership and the partners omtted
gross incone by failing to separately conpute foreign
currency gain and | oss pursuant to sec. 988, |I.R C
and the 6-year limtations period under sec. 6501(e),
|. R C, applies; and R s FPAA asserts alternative
t heories that woul d make the sec. 6501(e), I.RC., 6-
year limtations period applicable if sustained.

Hel d, further, R s notion for partial summary
judgnent will be denied because the Court will not
render an opini on whether sec. 6501(e), I.R C, would
be applicable under R s econom ¢ substance or sham
argunent if that is the only position Ris able to
sustain, unless such a determnation is necessary to
resol ve the case.

David D. Aughtry and WIlliamE. Buchanan, for petitioner.

WlliamF. Castor, for respondent.

OPI NI ON

GOEKE, Judge: This case is before the Court on the parties’
cross-notions for summary judgrment pursuant to Rule 121.1
Petitioner filed a notion for summary judgnent arguing that
respondent failed to issue the FPAA before the expiration of the
3-year |imtations period provided in section 6501(a).

Respondent opposes petitioner’s notion and has filed a cross-
nmotion for partial summary judgnent arguing that the 6-year

[imtations period for a substantial om ssion of gross incone in

IAIl Rule references are to the Tax Court Rules of Practice
and Procedure, and all section references are to the | nternal
Revenue Code ( Code).
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section 6501(e) (1) applies. The issues for decision are whether
respondent is foreclosed by the explanations in the FPAA from
asserting the 6-year limtations period under section 6501(e)(1)
and the related i ssue whether the returns filed wth respect to
the partners, the partnership, or a related S corporation,

H ghwood I nvestors, Inc. (H ghwood I nvestors), adequately

di scl osed the nature and anount of the omtted gross incone.

W will deny petitioner’s notion because we hold that the
partners’ returns contained a substantial om ssion from gross
income within the neaning of section 6501(e)(1) as filed and that
none of the relevant returns adequately disclosed the nature or
anmount of the omtted inconme. Respondent’s partial summary
judgnment notion will also be denied w thout prejudice because
resolution of the issues raised would require a ruling on an
i ssue that the Court m ght not otherw se have to reach

Backgr ound

For purposes of the pending notions, we assune the follow ng
facts. The parties treated H ghwood Partners (H ghwood) as
having a principal place of business in Virginia for purposes of
appel | ate venue under the Tax Equity and Fiscal Responsibility
Act of 1982 (TEFRA), Pub. L. 97-248, sec. 402(a), 96 Stat. 648.

The ultimte taxpayers are M chael and Karen Booth Adans,

Ri chard and Mary Fow kes, and the Booth and Adans Irrevocabl e

Famly Trust (the trust). On Novenber 12, 1999, follow ng the
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advice of the law firmof Jenkens & Glchrist, Ms. Adans, Ms.
Fow kes, and the trust (the partners) each formed a single-nenber
l[imted-liability conpany or L.L.C. (collectively, the LLCs).

The LLCs were disregarded entities for Federal incone tax
purposes. On that sanme date, Ms. Adanms, Ms. Fow kes, and the
trust, through their single-nenber LLCs, fornmed H ghwood and
owned partnership interests of 47.62, 29.76, and 22.62 percent,
respectively.

On Novenber 22, 1999, each of the LLCs entered into foreign
exchange digital option transactions (FXDOIs) wi th Deutsche Bank
AG New York branch (Deutsche Bank), in which the LLCs purchased a
30-day European-style digital option spread based on the U S
dol | ar/ Japanese yen (USD/ JPY) exchange rate. The parties to a
Eur opean-styl e option can exercise the option only on its
termnation date. A digital option has a predeterm ned fixed
payout upon the parties’ agreenment at the tinme of the option’s
i nception.

The notional principal anmounts, the premuns, and the
contingent paynents of the FXDOTs varied anong the LLCs. Through
their respective LLCs, Ms. Adanms, Ms. Fow kes, and the trust
entered into FXDOTs with notional principal anounts of $8
million, $5 mllion, and $3.8 mllion, respectively. Through
their respective LLCs, Ms. Adanms, Ms. Fow kes, and the trust

paid premiuns with respect to the long | eg of the FXDOIs of $4
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mllion, $2.5 mllion, and $1.9 mllion, respectively, and
received premuns with respect to the short I eg of the FXDOTs of
$3, 960, 000, $2, 475,000, and $1, 881, 000, respectively.

In the long | eg of each FXDOT, the LLCs paid an initial
anount in exchange for the right to receive a predeterm ned,
fi xed amount from Deutsche Bank (long option) if the spot rate on
t he USD/ JPY exchange rate was greater than or equal to ¥107.27 at
10 a.m New York local tinme on the term nation date. |In the
short leg of each FXDOT the LLCs received an initial anmount from
Deut sche Bank in exchange for agreeing to pay a specified, fixed
anount (short option) if the spot rate on the USD/ JPY exchange
rate was greater than or equal to ¥107.29 at 10 a.m New York
local time on the termnation date. The premuns paid by and to
the LLCs, and the contingent paynents to be paid to and by the
LLCs, were all denominated in U S. dollars. However, whether
paynents were required to be made woul d be determ ned by
reference to the value of the Japanese yen.

The parties to the FXDOTs confirnmed the terns of each FXDOT
by letters dated Novenber 30, 1999, that both parties to each
FXDOT signed. The conbined prem umon the |ong conponent of the
FXDOTs was $8, 400, 000, and the conbi ned prem umon the short
conponent of the FXDOTs was $8, 316, 000. The partners, through
their LLCs, paid only the net prem umon the FXDOT, the

difference between the premuns on the | ong and short conponents.
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The partners paid a conbined net prem um of $84,000. On Novenber
23, 1999, the partners contributed the options, cash, and shares
of Heilig-Meyers Co. (Heilig-Myers) and Mdis Professional
Services, Inc. (Mdis) stock to H ghwood. 1In calculating their
contributions for purposes of determning their outside bases in
H ghwood, the partners included the |ong option prem uns of
$8, 400, 000 unreduced by the short option prem unms of $8, 316, 000.

On Decenber 22, 1999, the FXDOTs expired unexercised while
hel d by H ghwood. The next day Ms. Adans and Ms. Fow kes,
through their LLCs, assigned their respective H ghwood interests
to a newy incorporated S corporation, H ghwood Investors.? In
determ ning their outside bases in H ghwood, Ms. Adans and Ms.
Fow kes included the premunms on the |ong options totaling
$6, 500, 000 unreduced by the prem uns on the short options
totaling $6,435,000. Upon the contribution of their partnership
interests to H ghwood I nvestors, Ms. Adans’ and Ms. Fow kes
out si de bases in H ghwood carried over to H ghwood | nvestors
pursuant to section 362(a).

On or about Decenber 29, 1999, H ghwood distributed cash and
the Heilig-Myers and Modis stock to H ghwood I nvestors and the
trust in full redenption of their partnership interests.

Pursuant to section 732(b), H ghwood |Investors and the trust

2Ms. Adanms and Ms. Fowl kes owned 61.54045 and 38. 45955
percent of H ghwood I nvestors, respectively.
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determ ned their adjusted bases in the distributed property by
reference to their outside bases in H ghwood i nmedi ately before
the distribution, which they treated as havi ng been increased by
the I ong option prem uns but not reduced by the short option
prem uns. H ghwood I nvestors sold the Heilig-Myers and Mdis
stock on Decenber 30, 1999, at a clained | oss of $6, 435, 466.
This loss resulted in part fromthe stepped-up bases under
section 732(b) because H ghwood did not reduce the partners’
out si de bases by the premuns fromthe short options. The pro
rata shares of the |osses on the stock sales, $3,960, 415 and
$2, 307,690, passed through to Ms. Adans and Ms. Fow kes,
respectively. Likew se, the trust clainmed a stepped-up basis in
its shares of the Heilig-Myers and Mbdis stock and sold the
stock on Decenber 30, 1999, for a clained | oss of $1, 769, 353.

On its Form 1065, U. S. Partnership Return of Incone, filed
for the taxable year ended Decenber 28, 1999, H ghwood reported
contributions of $8,552,011 without disclosing that the
contributions included the |ong option prem uns of $8, 400, 000
unr educed by the short option prem uns of $8,316,000. H ghwood
al so reported a | oss of $84,000 realized upon the expiration of
the FXDOTs as “Qther incone (loss)”. To determ ne the $84, 000
net | oss, Hi ghwood treated the expiration of the |ong options as
causing the realization of a loss equal to the |long option

prem unms of $8,400,000 and treated the expiration of the short
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options as causing the realization of a gain equal to the
prem unms of $8,316,000.° Hi ghwood attached a statenent to its
return describing the $84,000 | oss as a section 988 |o0ss.
However, Hi ghwood did not disclose that the net |oss resulted
fromthe expiration of the Iong and short options and did not
separately report the $8, 400,000 |oss fromthe |Iong options and
t he $8, 316,000 gain fromthe short options.

Each partner reported a pro rata share of the $84, 000 net
| oss without disclosing that the | oss resulted fromthe
expiration of the long and short options. The Adanses’ return
reported the | oss as a nonpassive |oss froma partnership and
included a statenent identifying the | oss as a section 988 |oss
t hat passed through froman LLC. The Fow keses included the | oss
on their return without identifying the | oss as passing through
froman LLC or as a section 988 |oss. The trust reported its
share of the loss as “other incone” froman LLC. None of the
partners reported a gain fromthe expiration of the short
options. It is the reporting of the expiration of the |Iong and

short options that is the subject of the controversy before us.

31f a call option expires unexercised, the expiration is
treated as a sale or exchange on the expiration date. Sec.
1234(a) (1) and (2). The holder of the option (i.e., H ghwod
with respect to the long leg of the FXDOIs) would realize a | oss
upon the expiration in the anmount of the premiumpaid for the
option. Rev. Rul. 78-182, 1978-1 C B. 265. The obligor of the
option (i.e., H ghwood with respect to the short |eg of the
FXDOTs) woul d realize a gain upon the expiration. Sec.
1234(b)(1); Rev. Rul. 78-182, supra.



- 9 -

On its 1999 S corporation return, H ghwood I nvestors
reported a short-termcapital loss fromthe sale of the Heilig-
Meyers stock of $2,996,411 using a sale price of $14,737 and a
cost of $3,011,148. H ghwood Investors reported the acquisition
and sale dates of the Heilig-Myers stock as Decenber 17 and 30,
1999, respectively. Hi ghwod Investors reported a |ong-term
capital loss fromthe sale of the Mddis stock of $3,439, 055 using
a sale price of $16,287 and a cost of $3, 455, 342. H ghwood
| nvestors reported the acquisition and sale dates of the Mdis
stock as Septenber 10, 1998, and Decenber 30, 1999, respectively.

On their Forns 1040, U.S. Individual Incone Tax Return, for
1999, the Adanses and the Fow keses reported | ong-term capital
gains on the sale of stock in I XL Enterprises, Inc. (IXL), of
$2, 585,924 and $2, 307,690, respectively. The Adanses’ and the
Fow keses’ returns reported passthrough | osses from H ghwood
I nvestors to offset the capital gains fromthe | XL stock. The
Adanses reported a short-termcapital |oss of $1, 844,005 and a
long-termcapital |oss of $2,116,410 from H ghwood | nvest ors.
The Fowl keses reported a net short-termcapital |oss and a net
| ong-term capital |oss from partnerships and ot her passthrough
entities of $1,152,406 and $1, 322, 645, respectively.

On its 1999 Form 1041, U.S. Incone Tax Return for Estates
and Trusts, the trust reported a long-termcapital gain on the

sale of I XL stock of $1,777, 494. Li kewi se, the trust offset its
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gain on the sale of the I XL stock with |osses fromthe sale of
the Heilig-Meyers and Modis stock. On its 1999 return, the trust
reported a short-termcapital |oss of $823,794 fromthe sal e of
the Heilig-Meyers stock using a sale price of $4,131 and a cost
of $827,925. The trust reported the acquisition and sal e dates
as Decenber 17 and 30, 1999, respectively. The trust reported a
long-termcapital |oss of $945,559 fromthe sale of the Mdis
stock using a sales price of $4,509 and a cost of $950,068. The
trust reported the Mddis stock as a gift and provided only a sale
date of Decenber 30, 1999, not an acquisition date. On their
1999 returns, the Adanses, the Fow keses, and the trust reported
$6, 615, 451. 84, $3, 216, 290, and $1, 777,494 of gross incone,
respectively.

H ghwood and the partners tinmely filed their respective
returns for 1999 on or before April 15, 2000. On June 19, 2003,
respondent served a “John Doe” summons on Jenkens & G chri st
seeking information about taxpayers who participated in |isted
transactions. On May 17, 2004, Jenkens & G lchrist provided
information in response to the summons, identifying the Adanses,
t he Fow keses, and the trust as having participated in a listed
transaction. Respondent issued an FPAA to H ghwood on August 30,
2006, after the expiration of the 3-year limtations period on
assessnment and col l ecti on under section 6501(a) wth respect to

the partners but within the 6-year limtations period on
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assessnment and col l ecti on under section 6501(e)(1) if that
section applies.*

In the FPAA respondent adjusted the itens on H ghwood’ s
return to zero, including the $84,000 | oss reported as other
i nconme, and asserted various penalties.®> Attached to the FPAA was
a docunent titled “EXHIBIT A - Explanation of Itens”. The
expl anation of itens provided nunerous alternative argunents in
support of the adjustnents made by the FPAA:

(1) That neither Hi ghwood nor its partners had established
t he exi stence of H ghwood as a matter of fact;

(2) that even if H ghwood was established as a partnership
in fact, it was forned and avail ed of solely for purposes of tax
avoi dance by artificially overstating its partners’ outside
bases. As a consequence, the partnership and the options should
be disregarded in full and any | osses and basis adjustnents
resulting fromthe options should al so be disallowed. Further,

the partners should be treated as having engaged directly in the

41f sec. 6501(e)(1l) applies, the limtations period would be
suspended for a period of 151 days begi nning on Dec. 18, 2003 (6
nont hs after service of the John Doe summons), until My 17,
2004, when the information was provided. See sec. 7609(e)(2).
The parties agree that, for purposes of the pending notions, if
sec. 6501(e)(1l) applies, then the FPAA was issued while the
period for assessing tax against the partners was open and woul d
suspend that period under sec. 6229(d).

The FPAA al so adjusted to zero an $80, 000 deduction rel ated
to portfolio incone, capital contributions, and distributions.
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option transactions as though no options were contributed to or
assuned by H ghwood;

(3) that H ghwood was a sham and availed of in connection
with a transaction inconsistent wwth the intent of subchapter K
of the Code;

(4) that the short options should have been treated as
liabilities under section 1.752-6, Incone Tax Regs., and reduced
the partners’ bases in H ghwood accordi ngly;

(5) that the purchased options clained to have been
contributed to H ghwood and the witten options clainmed to have
been assuned by H ghwood were in substance a single integrated
financial transaction, and, pursuant to section 1.988-2(f),
| ncone Tax Regs., should be recharacterized as a single
integrated financial transaction to correspond with its
substance. A result of this recharacterization would be that any
basis in H ghwood that was derived fromthe option spreads woul d
be limted to the net of any prem uns paid for the purchased
options and any prem uns received for the witten options;

(6) that the partners were not entitled to deduct | osses
related to H ghwood because the partners did not establish that
the partners had any at-risk anounts within the neaning of
section 465 that would allow them a deducti on;

(7) that even if the FXDOTs were treated as contributed to

H ghwood, the anobunt contributed, i.e., the premumpaid for the
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| ong option, should be reduced by the anmount received, i.e., the
prem umon the sale of the short option

The FPAA al so expl ai ned the disall owance of a cl ai ned
deduction for interest incone and expl ained the reasoni ng behind
the inposition of alternative penalties under section 6662.

Di scussi on

Respondent argues that petitioner’s notion should be denied
and respondent’s notion granted because H ghwood’s and the
partners’ failure to report the $8,316,000 gain realized on the
expiration of the short options constitutes an om ssion of gross
i nconme under section 6501(e). Petitioner argues that its notion
shoul d be granted on the ground that neither H ghwood nor its
partners omtted any incone because the expiration of the |ong
and short options resulted in an $84,000 net loss. |f H ghwood
had reported the expiration of the short and | ong options as
separate taxable events, the options would have resulted in
i ncome of $8,316,000 fromthe expiration of the short options and
a |l oss of $8, 400,000 fromthe expiration of the |ong options.

.  Summary Judgment

Summary judgnent is intended to expedite litigation and

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

Commi ssioner, 90 T.C. 678, 681 (1988). Summary judgnent may be

granted where there is no genuine issue of any material fact and

a decision may be rendered as a matter of law. Rule 121(a) and
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(b); Sundstrand Corp. v. Conmm ssioner, 98 T.C. 518, 520 (1992),

affd. 17 F.3d 965 (7th Cir. 1994). The noving party bears the
burden of proving that there is no genuine issue of nateri al
fact, and factual inferences are drawn in a nmanner nost favorable

to the party opposing summary judgnent. Dahlstromyv.

Conm ssioner, 85 T.C. 812, 821 (1985).

1. Section 6501 Burden of Proof

The bar of the statute of limtations is an affirmative
defense, and petitioner bears the burden of proof. See Rules 39,

142(a); Hoffrman v. Conmm ssioner, 119 T.C 140, 146 (2002). W

find that petitioner has established a prima facie case that the
3-year period of limtations has expired. Accordingly, the

burden of going forward shifts to respondent to produce evidence
that there was a greater than 25 percent om ssion of gross inconme

on each partner’s or the partnership’'s return. See Hoffnman v.

Conm ssi oner, supra at 146. |If respondent makes this show ng,
t he burden of going forward with the evidence shifts back to
petitioner to establish that the returns disclosed the omtted
incone “in a manner adequate to apprise the Secretary of the
nature and anmount of such item” See sec. 6501(e)(1)(A)(ii);

Hof f ran v. Conmi ssi oner, supra at 147.

[11. Sections 6501 and 6229 in General

Under the general rule set forth in section 6501(a), the

| nternal Revenue Service (IRS) is required to assess tax (or send
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a notice of deficiency) within 3 years after a return is filed.
Section 6501(e) (1) provides an exception to the general rule:
the RS may assess tax within 6 years after a return is filed “If
t he taxpayer omts fromgross incone an anount properly
i ncludible therein which is in excess of 25 percent of the anmount
of gross inconme stated in the return”.

For purposes of section 6501, the term*®“return” neans the
return that a taxpayer is required to file and does not include a
return of a person, such as a partnership, fromwhich the
t axpayer has received an item of incone, gain, |oss, deduction,
or credit. Sec. 6501(a). Section 6229 sets forth special rules
to extend the period of limtations described by section 6501
Wth respect to partnership itens or affected itens. Section
6229(a) provides that, except as otherw se provided, the period
for assessing any incone tax against a person that is
attributable to a partnership itemor an affected item shall not
expire before the date that is 3 years after the later of the
date that the partnership return is filed or the |ast day for
filing the return. However, section 6229(c)(2) provides that if
any partnership omts fromgross i ncone an anount properly
i ncludabl e therein that is in excess of 25 percent of the anount
of gross inconme stated in its return, the period described in

section 6229(a) is extended to 6 years.
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Section 6229 does not create a conpletely separate statute
of limtations for assessnents attributable to partnership itens

but nerely supplenents section 6501. Bakersfield Energy

Partners, LP v. Conm ssioner, 128 T.C 207, 211 (2007), affd. 568

F.3d 767 (9th G r. 2009); Rhone-Poulenc Surfactants &

Specialties, L.P. v. Conm ssioner, 114 T.C 533, 545 (2000).

Section 6229 may provide a |l onger period of limtations than
woul d ot herw se apply under section 6501 if a partnership files
its return after the partners file their returns and wll extend
the period of limtations to 6 years if the partnership omts a
substanti al anmount of inconme regardl ess of whether section
6501(e) (1) applies.

| n Rhone-Poul enc Surfactants & Specialties, L.P. v.

Commi ssi oner, supra at 534-535, the Court stated:

The I nternal Revenue Code prescribes no period
during which TEFRA partnership-1evel proceedi ngs, which
begin wwth the mailing of the notice of final
partnership adm ni strative adjustnment, nust be
commenced. However, if partnership-|evel proceedings
are comrenced after the tinme for assessing tax agai nst
the partners has expired, the proceedings wll be of no
avai |l because the expiration of the period for
assessing tax against the partners, if properly raised,
wi |l bar any assessnments attributable to partnership
i tens.

Accordingly, while the period for assessing partnership itens is
ordinarily governed by each partner’s separate period for
assessnment, the Court will not consider adjustnents made in an

FPAA if the FPAA has been issued after the tine for assessing tax
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against all of the partners has expired. 1d. at 542. Section
6229(d) provides that if an FPAA is issued with respect to a

t axabl e year, the period for assessing tax under section 6229(a)
(as nodified by other provisions such as section 6229(c)(2)) is
suspended for the period during which an action may be brought
under section 6226 and, if a petitionis filed with respect to
the FPAA, until the decision of the court becones final, plus 1
year thereafter. Accordingly, the issue we nust decide is

whet her the FPAA was issued while the tinme for assessing taxes

agai nst any of the partners was still open. See Bakersfield

Enerqgy Partners, LP v. Conm sSioner, supra at 212.

V. Analysis
A. Oni ssion From G oss | ncone Upon the Expiration of the
Short Option

Respondent al |l eges that the deficiency arises fromthe
partners’ artificially overstated outside bases in their H ghwood
partnership interests which the partners shifted to the Heilig-
Meyers and Modis stock. For purposes of the 6-year period of
[imtations, respondent contends that the partners omtted i ncone
arising upon the expiration of the short options, which
constitutes a “substantial om ssion of gross inconme” under
section 6501(e)(1). The FPAA did not nmake an adjustnment with
respect to inconme fromthe short options. Petitioner contends
t hat H ghwood reported the inconme fromthe short options because

it reported the $84,000 net | oss on the offsetting options.
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Al t hough not based on incone fromthe options, the
deficiency determnation is related to the options because the
of fsetting options were a crucial conponent of the partners’
al | eged tax-avoi dance schene. The partners contributed the
options along with the Heilig-Myers and Mddis stock to the newy
formed partnership. According to respondent, the partners
clainmed artificially inflated outside bases in their H ghwood
interests by using the long options to increase their outside
bases and treating the short options as contingent obligations
that did not reduce their outside bases under section 752.
Wthin a period of less than 2 nonths, the options expired
unexerci sed, H ghwood redistributed the Heilig-Myers and Mdis
stock, and the partners shifted the artificially inflated outside
bases to the stock. The partners then sold the stock to generate
| arge capital |osses based on the inflated bases. Respondent
all eges that the partners created the partnership and
artificially inflated the bases in the Heilig-Myers and Mdis
stock for the purpose of offsetting significant capital gains
fromthe partners’ sales of |XL stock.

Section 6501(e) (1) applies when a taxpayer omts from gross
i ncone an “anmount properly includible therein”. Section
6501(e) (1) does not define the term*®“gross inconme” for nontrade or
nonbusi ness sales. G oss incone has the sane neaning in sections

61 and 6501(a). Hoffman v. Conm ssioner, supra at 148. Al though
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t he FPAA determ ned overstated bases for the partnership

interests, neither party contends that Colony v. Conm ssioner, 357

U S 28 (1958), and Bakersfield Energy Partners, L.P. v.

Conmi ssi oner, supra, control the outcone of this case. Rat her,

the parties focus on whether H ghwood and the partners properly
reported the offsetting options as a net |o0ss.
The term “om ssion” nmeans that a specific receipt or incone

itemis left out of gross inconme. Colony v. Conm Ssioner, supra

at 32; see Bakersfield Energy Partners, L.P. v. Conmni ssioner,

supra at 213. The fact that H ghwood accurately cal cul ated the
anmount of the net loss arising fromthe offsetting options does
not preclude the application of the 6-year |imtations period if
H ghwood or the partners were required to conpute and report any
gain fromthe short options separately fromany |loss fromthe | ong
opti ons.

Respondent contends that section 988 and the regul ati ons
t hereunder required H ghwood and the partners to separately state
the gain upon the expiration of the short options fromthe | oss
upon the expiration of the Iong options. Section 988 prescribes
special rules for the treatnment of gains and | osses from
transactions that are denom nated in a currency other than the
t axpayer’s functional currency or that are determ ned by reference
to the value of one or nore nonfunctional currencies (foreign

currency gain or loss). Sec. 988(c)(1)(A). A section 988
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transaction includes “Entering into or acquiring any forward
contract, futures contract, option, or simlar financial
instrunment” where the anmount that the taxpayer is entitled to
receive or is required to pay is based on nonfunctional currency.
Sec. 988(c); sec. 1.988-1(a)(1), Incone Tax Regs. Because the
paynments to be nmade were determ ned by reference to a foreign
currency, section 988 applies to H ghwood and the partners’
reporting of the long and short options.

B. Definition and Conputati on of Foreign Currency Gain or
Loss

Section 988(a)(1)(A) requires taxpayers to conpute separately
any foreign currency gain or loss attributable to a section 988
transaction and to treat the foreign currency gain or |oss as
ordinary income or loss. Foreign currency gain or loss is
generally defined as any gain or loss froma section 988
transaction to the extent the gain or |oss does not exceed the
gain or loss realized by reason of changes in exchange rates.
Sec. 988(b)(1) and (2). Only the gain or |oss due to exchange
rate fluctuations is generally treated as foreign currency gain or
| oss. Taxpayers nust separately conpute foreign currency gain or
| oss fromthe gain or loss on the underlying substantive
transaction, i.e., the fluctuation in the fair market value of the
underlying property, unless an exception applies.

In general any gain or loss fromentering into or acquiring a

forward contract, futures contract, option, or simlar financial
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instrunment is treated as foreign currency gain or loss if the
instrunment is denom nated in a nonfunctional currency. Sec.
988(b)(3); sec. 1.988-1(a)(2)(iii)(A, Incone Tax Regs. The term
“simlar financial instrunent” includes a notional principal
contract if the paynents required to be nmade or received under the
contract are determ ned by reference to a nonfunctional currency.
Sec. 1.988-1(a)(2)(iii)(B)(1), Incone Tax Regs. A notiona
principal contract is a contract that provides for the paynent of
anounts by one party to another at specified intervals calcul ated
by reference to a specified i ndex upon a notional principal anmount
i n exchange for specified consideration or a prom se to pay
simlar anmounts. Sec. 1.988-1(a)(2)(iii)(B)(2), Incone Tax Regs.;
see also sec. 1.446-3(c)(1), Inconme Tax Regs. The FXDOTs qualify
as section 988 transactions because whet her paynents had to be
made was determ ned by reference to a nonfunctional currency, the
Japanese yen.

Section 1.988-2, Incone Tax Regs., provides rules for
recogni zi ng and conputing foreign currency gain or loss froma
section 988 transaction.® Section 1.988-2(d), |ncone Tax Regs.,
provi des a conputational provision for foreign currency
derivatives including forward contracts, futures contracts, and

option contracts governed by section 988(b)(3). Sec. 1.988-

The regul ations refer to foreign currency gain or |oss as
“exchange gain or |oss”.
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2(d)(1) (i), Income Tax Regs. Section 1.988-2(d)(4)(i), Incone Tax
Regs., provides:

(4) Determ nation of exchange gain or loss--(i) In
general. Exchange gain or loss with respect to a contract
described in §8 1.988-2(d)(1) [i.e., foreign currency forward
contracts, futures contracts, and options] shall be
determ ned by subtracting the anount paid (or deened paid),
if any, for or with respect to the contract (including any
anount paid upon termnation of the contract) fromthe anount
recei ved (or deened received), if any, for or with respect to
the contract (including any anount received upon term nation
of the contract). Any gain or |oss determ ned according to
the precedi ng sentence shall be treated as exchange gain or
| oss.

Under the conputation provisions of section 1.988-2(d), |Incone Tax
Regs., foreign currency gain or loss on an option includes both
the gain or | oss upon the exercise or expiration of the option and
the premumpaid or received on the option. See sec. 1.988-
2(d)(4), Exanple (3), Inconme Tax Regs. Section 1.988-2(d), Incone
Tax Regs., does not apply to section 988 notional principal
contracts even though they qualify as financial instrunents
governed by the section 988(b)(3) definition of foreign currency
gain or loss. Section 1.988-2(e)(1), Inconme Tax Regs., applies to
section 988 notional principal contracts defined in section 1.988-
1(a)(1)(ii) and (2)(iii), Income Tax Regs. Sec. 1.988-2(d)(1)(i),
| ncone Tax Regs. |In general section 446 and the regul ations

t hereunder govern the timng and conputation of incone, deduction,
and loss with respect to a notional principal contract that is a
section 988 transaction. Sec. 1.988-2(e)(1), Incone Tax Regs.

However, section 1.988-2(e)(1), Incone Tax Regs., does provide
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t hat such incone, deduction, or |oss shall be treated as exchange
gain or |oss.

C. Reporting of a Section 988 Transaction

Section 1.988-1(e), Inconme Tax Regs., defines foreign
currency gain or loss as the ampbunt of gain or |loss realized on a
section 988 transaction as determ ned by the conputational
provi sions of section 1.988-2, Income Tax Regs. Section 1.988-
1(e), Income Tax Regs., adds a further requirenment that taxpayers
conpute foreign currency gain or |oss separately for each section
988 transaction and prohibits taxpayers fromintegrating the
foreign currency gain or | oss anong section 988 transactions even
where the transactions are economcally related. Section 1.988-
1(e), Inconme Tax Regs., provides:

Except as otherw se provided in these regul ations (e.g.

8§ 1.988-5), the anmobunt of exchange gain or loss froma

section 988 transaction shall be separately conputed for

each section 988 transaction, and such anount shall not

be integrated with gain or |oss recogni zed on anot her

transaction (whether or not such transaction is
economcally related to the section 988 transaction).

* * %

The regul ations specifically require taxpayers to separately
conpute and report the anmount of foreign currency gain or |oss
realized on each section 988 transaction. See T.D. 8400, 1992-1
C.B. 101, 102 (anending the regulation to clarify that the foreign
currency gain or loss froma section 988 transacti on nust be
separately conputed for each section 988 transaction). The

regul ations prohibit taxpayers fromnetting foreign currency gains
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or | osses anong section 988 transactions unl ess an exception
applies.

Respondent argues that H ghwood and the partners inproperly
netted the foreign currency gain and | oss on the offsetting | ong
and short options. Respondent argues that section 1.988-1(e),
| nconme Tax Regs., requires H ghwood and the partners to separately
report the gain arising upon the expiration of the short options
and to separately report the | oss arising upon the expiration of
the long options. Under respondent’s theory, the short leg of the
FXDOT is a section 988 transaction, and the long leg is a separate
section 988 transaction. Respondent asserts that H ghwood and the
partners’ failure to separately report the gain fromthe short
options is an om ssion fromgross incone for purposes of section
6501(e) .

Petitioner acknow edges that section 1.988-1(e), Incone Tax
Regs., provides a general rule for the separate conputation of
foreign currency gain and | oss for each section 988 transaction
subject to certain enunerated exceptions provided in the
regul ati ons. However, petitioner argues that the application of
section 1.988-1(e), Incone Tax Regs., to the FXDOT does not
require the separate reporting of the gain fromthe short options
and the loss fromthe | ong options because each pair of |ong and
short options in the FXDOT is a single section 988 transaction.

According to petitioner, since each pair is a single section 988
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transaction, netting of the gain and | oss upon the expiration of
the I ong and short options is permtted under section 988. In the
alternative, petitioner argues that respondent’s FPAA
determ nation to recharacterize the substance of the | ong and
short legs of each FXDOT as a “single integrated financial
transaction” under section 1.988-2(f), Inconme Tax Regs., is an
exception to the separate reporting requirenent of section 1.988-
1(e), Income Tax Regs. W nust decide whether the offsetting | ong
and short options constitute separate section 988 transacti ons.

Petitioner argues that each FXDOT consisting of an offsetting
pair of long and short options is a single section 988 transaction
because the sanme parties executed the options on a single contract
on the same date with one set of signatures. |In support of this
contention petitioner offered |letter agreenents executed nore than
1 week after the parties entered the FXDOT by tel ephone that
evidence the terns of a single pair of |ong and short options.
The postdated |letters do not persuade us that the | ong and short
options are a single contract. Rather, we find that the |Iong and
short options are separate and distinct financial instrunents for
pur poses of section 988.

H ghwood and the partners treated the | ong and short options
as separate financial instrunments with independent tax
significance for purposes of the basis conputation of the H ghwood

partnership interests. As H ghwood and the partners intended for
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the long and short options to have separate tax significance,
H ghwood and the partners should be held to their treatnent of the
| ong and short options as separate financial instrunments for
reporting purposes as required by section 988. The expirations of
the long and short options are separate realization and
recognition events that each require the determ nation of gain or
| oss. That the parties purported to execute the |ong and short
options on a single contract does not control the determ nation
under section 988 of whether the options are separate section 988
transactions. Simlarly, the fact that the options had the sane
trade and term nation dates or involved the sanme currencies i s not
determ native. The long and short options were priced separately.
Whet her the LLCs or Deutsche Bank was required to nmake paynments to
the other under either the long or the short option would be
determ ned by reference to the separate contract. For exanpl e,
the determ nati on whether the LLCs were required to nmake paynents
to Deutsche Bank under the short option would be determ ned by
reference to the short option only. The sane is true of the |ong
option. \Wether Deutsche Bank woul d have to nmake paynents to the
LLCs under the long option would be determ ned solely by reference
to the long option. The short option would not affect any
paynments made by Deutsche Bank to the LLCs, and the |ong option
woul d not affect any paynents nmade by the LLCs to Deutsche Bank.

The regul ati ons expressly require separate reporting of individual
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section 988 transactions even where the transactions are
economcally related. Sec. 1.988-1(e), Inconme Tax Regs.

Pursuant to section 1.988-1(e), Inconme Tax Regs., H ghwood and the
partners were required to conpute and report the gain on each
short option separately fromthe | oss on each | ong option.

H ghwood and the partners’ netting of the gain and |oss fromthe

| ong and short options was inproper under section 988. By netting
the gain and |l oss fromthe |ong and short options, H ghwood and
the partners omtted a specific income itemthe Code required them
to report. As discussed above, the long and short options are
separate financial instrunents, not two sides of a single

contract. Accordingly, section 1.988-2(d)(4)(i), Inconme Tax

Regs., does not apply in the instant case.

As an alternative argunent, assum ng the | ong and short
conponents of the FXDOTs constitute separate section 988
transactions, petitioner contends that respondent’s alternative
FPAA determ nation to recharacterize the I ong and short options as
“a single integrated financial transaction” under section 1.988-
2(f), Incone Tax Regs., renders the |ong and short options a
single section 988 transaction. As an alternative position in the
FPAA, respondent determ ned that the |long and short options were
in substance a single integrated financial transaction pursuant to
section 1.988-2(f), Inconme Tax Regs. Section 1.988-2(f), Incone

Tax Regs., grants the Comm ssioner the authority to recharacterize
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the formof a section 988 transaction in accordance with its
substance.’” The regul ation specifically provides that “In
appl yi ng the substance over formprinciple, separate transactions
may be integrated where appropriate.” 1d.

Petitioner argues that section 1.988-1(e), Incone Tax Regs.,
expressly recogni zes that exceptions to the separate reporting
rule exist and that section 1.988-2(f), Income Tax Regs., creates
an exception. Under the single transaction theory, respondent
determ ned that any outside basis derived fromthe options is
limted to the net of the premuns paid for the | ong options and
the prem uns received for the short options. This determ nation
is an alternative neans for denying the partners an increase in
their outside bases for the premuns fromthe | ong options
unreduced by the premuns fromthe short options. Petitioner
characterizes this alternative determ nation as a concessi on by
respondent. Petitioner contends that netting the gain and | oss
fromthe options is proper under respondent’s single transaction
theory. Petitioner argues that Hi ghwood and the partners realized
a net loss on the single integrated financial transaction and thus

H ghwood and the partners could not have omtted any incone.

'Sec. 1.988-1(a)(11), Incone Tax Regs., grants the
Comm ssioner the authority to recharacterize a transaction or a
series of transactions in whole or in part as a sec. 988
transaction if the effect of the transaction or the series of
transactions is to avoid sec. 988.
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Respondent’s single integrated financial transaction
determnation is not a concession that netting is proper or that
H ghwood and the partners did not omt income fromthe short
options. Rather, it is nmerely one of several alternative theories
to support respondent’s determnation. By relying on one of
respondent’ s nunerous determ nations in the FPAA, petitioner seeks
to obtain integrated treatnent of the |ong and short options for
which it would not otherwi se qualify. Section 1.988-2(f), Incone
Tax Regs., grants the Comm ssioner the right to integrate separate
section 988 transactions for the purpose of preventing tax abuse.
Taxpayers are entitled to integrate section 988 hedgi ng
transacti ons under section 988(d) and section 1.988-5, |Incone Tax
Regs. Petitioner does not contend that H ghwood or the partners
qualify for this limted exception.?

We hol d, assum ng for purposes of petitioner’s notion the
fact of the legitimacy of the partnership and its transactions,
that section 988 requires the partners to separately conpute and
report gain and | oss from separate section 988 transactions, that
the 1l ong and short options are separate section 988 transactions,

and that H ghwood and the partners’ failure to separately conpute

8Sec. 988(d) provides integrated treatnment for sec. 988
hedgi ng transactions entered into for the purpose of nmanagi ng
risk fromcurrency fluctuations with respect to property or
borrowi ngs or obligations held or incurred by the taxpayer. Sec.
988(d) (2)(B) allows taxpayers to identify and integrate
qual i fying sec. 988 hedgi ng transactions under a strict set of
identification rules.
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and report the gain fromthe short options is an om ssion from
gross i ncone under section 6501(e). W hold that H ghwood omtted
fromgross inconme gain of $8, 316,000 fromthe expiration of the
short options by netting the gain and |loss fromthe |ong and short
options. The Adanses, the Fow keses, and the trust omtted gain
fromthe expiration of the short options of $3, 960, 000,

$2, 475,000, and $1, 881, 000, respectively. These anounts
constitute substantial om ssions under section 6501(e). Because
the partners omtted a specific income itemthe Code required them
to report, petitioner’s notion for summary judgnent wll be

deni ed.

D. Respondent’s Deternminations in the FPAA

Petitioner points out that the FPAA did not nake a
determ nation with respect to omtted income fromthe short
options. Petitioner argues that respondent’s determ nations in
the FPAA should Iimt the application of the 6-year period of
l[imtations. Specifically, petitioner contends that respondent’s
omtted incone argunent directly contradicts the FPAA
determ nation that the options should be disregarded in full. In
t he FPAA respondent determ ned that the | ong and short options
shoul d be di sregarded and al so di sall owed the basis increases
resulting fromthe contribution of the Iong options to the
partnership. Petitioner argues that disregarded transactions

produce no om ssion fromgross inconme at the partnership |evel.
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The issue for purposes of section 6501(e)(1) is whether there
was an om ssion fromgross incone. Not all of respondent’s
determ nations in the FPAA preclude the Court from considering
whet her the partners were required to separately conpute and
report the gain and loss fromthe | ong and short options under
section 988 on the partnership return or whether the failure to do
so is an om ssion fromgross incone under section 6501(e)(1).
Therefore, petitioner’s notion for summary judgnment that the 3-
year period of limtations applies nmust be denied for the reasons
stated above. However, petitioner’s contention concerning the
i nconsi stency in respondent’s argunents requires us to deny
respondent’s notion as well. Sonme of the alternative argunents
asserted by respondent serve to keep the 6-year period of
[imtations on assessnent open. However, it is not clear that the
6-year period would apply were respondent to argue, and convi nce
this Court, that H ghwood was a sham and that the FXDOTs | acked
econom ¢ substance. Neither petitioner nor respondent have argued
how t he 6-year period of limtations on assessnent woul d apply
were we to ultimately decide this case by disregarding the FXDOTs
as | acking econom c substance. Neither party has pointed to any
authority explaining how the 6-year period of limtations is
affected if the reporting of a transaction at the partnership
level is ultimately found to be | acking econom c substance. W

are not holding that the 6-year period of limtations wuld not
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apply were we to uphold respondent’s determ nations on the theory
that the transaction was a sham only that we are not deciding
that question in the context of respondent’s notion for summary
j udgnent .

Because neither party has cited any authority that woul d
establish how the 6-year period would apply to all of the
alternative argunents in the explanation of adjustnents, we choose
not to entertain the question of the proper application of section
6501(e) to each of respondent’s distinct theories. W |ikew se do
not consider argunments not yet addressed by the parties.
Accordingly, respondent’s notion for partial summary judgnent wll
be deni ed.

E. Adequat e Di scl osure

Al though it was not specifically raised by petitioner in
opposition to respondent’s notion for partial sumary judgnent, we
consi der whet her Hi ghwood or the partners adequately disclosed the
nature and anmount of the gain fromthe short options. Section
6501(e) (1) (A (ii) provides that any anount disclosed “in the
return, or in a statenent attached to the return, in a manner
adequate to apprise the Secretary of the nature and anount of such
itent shall not be considered omtted gross incone.

Adequat e disclosure is a factual question. Witesell v.

Comm ssioner, 90 T.C. 702, 707-708 (1988). Petitioner bears the

burden of proving that the nature and anount of the omtted incone
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were adequately disclosed. Univ. Country Cub, Inc. v.

Conm ssioner, 64 T.C. 460, 468 (1975). Respondent accepts that
the Court should consider the partners’ individual returns as well
as the returns of the passthrough entities--H ghwod and the

LLCs.® See Hoffman v. Conmi ssioner, 119 T.C. at 147; Robi nson v.

Conmm ssioner, 117 T.C 308, 317 (2001); Benson v. Conm Ssioner,

T.C. Menp. 2006-55, affd. 560 F.3d 1133 (9th Cir. 2009).

For a disclosure to be adequate, it “nust be sufficiently
detailed to alert the Conm ssioner and his agents as to the nature
of the transaction so that the decision as to whether to sel ect
the return for audit may be a reasonably infornmed one.” Estate of

Fry v. Conm ssioner, 88 T.C. 1020, 1023 (1987). The discl osure

must be nore substantial than providing a clue that would intrigue
the |likes of Sherlock Hol mes but need not recite every underlying

fact. Quick Trust v. Comm ssioner, 54 T.C 1336, 1347 (1970),

affd. 444 F.2d 90 (8th Gr. 1971). The adequacy of a disclosure

Respondent accepts as controlling casel aw applicable to tax
years before the 1997 anendnent to sec. 6501(a) that held that
when an individual return contains references to a passthrough
entity, the return of the passthrough entity is also considered
to determ ne whether there was adequate disclosure of the omtted
gross incone. The 1997 anendnment to sec. 6501(a) added that “the
term‘return’ neans the return required to be filed by the
t axpayer (and does not include a return of any person from whom
t he taxpayer has received an item of incone, gain, |oss,
deduction, or credit).” Taxpayer Relief Act of 1997, Pub. L
105- 34, sec. 1284, 111 Stat. 1038. The 1997 anendnent has been
hel d not to have changed the law with respect to which returns
are considered for purposes of adequate disclosure. Sal man
Ranch, Ltd. v. United States, 79 Fed. d. 189 (2007), revd. on
ot her grounds F. 3d (Fed. Gr., July 30, 2009).
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is judged by a reasonabl e person standard: whether the omtted
gross incone would be apparent fromthe face of the return to the

“reasonabl e man”. Univ. Country Club, Inc. v. Conmm SSioner, supra

at 471. The standard for adequate disclosure does not require the
Comm ssioner to engage in a thorough exam nation of the return to
ascertain whether there is omtted gross incone. A msleading
statenent on a return is not sufficient to apprise the
Comm ssi oner of the nature and amobunt of an omtted item Estate

of Fry v. Conm ssioner, supra at 1023; CC&F W Operations Ltd.

Pship. v. Commi ssioner, T.C Mno. 2000-286, affd. 273 F.3d 402

(st Cr. 2001).

H ghwood and the partners omtted gross incone by their
failure to separately state the gain fromthe expiration of the
short options as section 988 requires. According to respondent,
the partners engaged in a series of conplicated transactions to
artificially inflate their respective bases in their Heilig-Myers
and Modis stock to generate | arge noneconom c | osses that they
used to offset significant capital gains on the sale of their | XL
stock. Respondent alleges that the partnership was created for
t he sol e purpose of holding the options and the Heilig-Myers and
Modi s stock so that the partners could claimartificially inflated
bases for the redistributed stock.

The short options were an essential part of the partners’

t ax- avoi dance schene. The partners used the short options to
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avoi d paynent of the large premuns on the |ong options and at the
sane tine used the premuns fromthe | ong options to increase
their outside bases in H ghwood to justify H ghwood’ s reporting
contributions to it of over $8.5 mllion. However, H ghwood did
not disclose that the contributions primarily included the
premuns for the long options or that the partners never paid the
stated premuns for the long options for which they clained
i ncreased outside bases because the partners paid only the net
premuns fromthe |ong and short options.

In an attenpt to disguise the purpose of the partnership and
the option transactions, H ghwood and the partners reported a net
| oss on the offsetting options rather than separately conputing
gain and | oss for each section 988 transaction as required by
section 988. H ghwood and the partners netted the gain and | oss
fromthe | ong and short options to conceal the fact that the
partners contributed both | ong and short options to the
partnership and to conceal the fact that H ghwood increased the
partners’ outside bases by the prem uns on the |ong options
unreduced by the prem uns on the short options. Reporting the
of fsetting options as a net section 988 loss is msleading and is
not adequate disclosure of the nature, anobunt, or existence of the
gain fromthe short options to apprise respondent of the omtted
gross incone. H ghwood s, H ghwood s investors’, and the

partners’ returns all failed to disclose that this |oss resulted
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fromthe expiration of the long and short options. There was no
indication on the returns that the partners contributed either
| ong or short options to H ghwood or that the partners determ ned
their outside bases by reference to the unpaid premuns fromthe
| ong options.

H ghwood and the partners used this deceptive reporting
met hod to conceal how the partners cal cul ated their bases for the
Hei l i g- Meyers and Modis stock. The returns did not disclose that
the partners contributed the Heilig-Myers and Mddis stock to
H ghwood or that H ghwood redistributed the stock to the partners
less than 2 nonths later to create a step-up in basis of $8.4
mllion. None of the returns disclosed that the clained bases of
the Heilig-Meyers and Modis stock were derived fromthe | ong
opti ons.

H ghwood’ s return failed to nmention the contributions of the
short options or the gains realized upon their expiration.
H ghwood netted the gains and | osses fromthe offsetting options
to conceal the contributions of the options. A review of
H ghwood’ s, the Hi ghwood investors’, and the partners’ returns did
not reasonably allow respondent to identify the omtted gains.
Accordingly, the safe harbor for adequate disclosure of omtted

i ncone under section 6501(e)(1)(A)(ii) does not apply.



To reflect the foregoing,

An order will be issued

denyi ng petitioner’'s notion

for summary judgnent and

denyi ng respondent’s cross-

nmotion for partial sunmary

judgnent .



