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In a notice of final partnership admnistrative
adj ustnrent (FPAA) issued to TET regarding a transaction
of the type the IRS determined in Notice 2000-44, 2000-
2 CB. 255, is a “listed transaction”, R determ ned
inter alia that TET was not a partnership, had no
busi ness purpose other than tax avoi dance, | acked
econom ¢ substance, and was an econom c sham for
Federal incone tax purposes. In the FPAA R determ ned
that anounts reported on the 1999 partnership return
for contributions, distributions, other deductions, and
ot her |l osses were reduced to zero, that TET' s partners’
outside bases in their partnership interests were zero,
and that accuracy-related penalties determned at the
partnership | evel should be inposed at the partner
| evel .

L and one of the three grantor trusts (PP) L used
to engage in the transaction challenge the proposed
adjustnents in the FPAA and wi sh in this partnership-
| evel proceeding to raise L's reasonabl e cause defenses
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to accuracy-rel ated penalties applicable to any
deficiency resulting fromthe FPAA adjustnents to
partnership itenms. L clains that, in reporting | osses
fromthe transaction on his return, he relied on the
advi ce of professionals, including two attorneys and a
C.P.A, and a witten legal opinion of CMto L and the
three grantor trusts on the tax consequences of the
transacti on.

PP has filed a notion for partial sunmary judgnment
to declare invalid sec. 301.6221-1T(c) and (d),
Tenporary Proced. & Adm n. Regs., 64 Fed. Reg. 3838
(Jan. 26, 1999) (the tenporary regulation), on the
ground that it would prevent PP and L fromraising in
this partnership-1level proceeding partner-|evel
reasonabl e cause defenses to accuracy-rel ated penalties
applicable to any deficiency of L resulting fromthe
FPAA adjustnents to partnership itens.

R has filed a notion in limne to exclude from
evi dence PP s expert report prepared by SS that the
| egal opinion of CMon the tax consequences of the
transaction was of such quality and character that PP
and L could reasonably rely on the opinion in preparing
their inconme tax returns. R argues that the report
shoul d be excluded on the alternative grounds that it
relates solely to PP s partner-|evel defenses and that
it expresses legal conclusions. Alternatively, R
asserts that portions of the report should be excl uded
because they constitute advocacy. R is also asserting
that CMwas a pronoter of TET and the transaction, that
L and his grantor trusts could not reasonably rely on
the opinion of a pronoter, and that the status of CM as
a pronoter should be determned in this partnership-
| evel proceeding.

Hel d: Following New M|l ennium Trading, LLC v.
Comm ssioner, 131 T.C. ___ (2008), the tenporary
regulation is valid and potentially applicable in the
case at hand, so that, should the Court sustain R's
determ nations in the FPAA that TET or PP s
transactions with TET shoul d be di sregarded and that
all other requirenents for application of the accuracy-
rel ated penalties have been satisfied, PP may not
assert in this partnership-Ilevel proceeding any
partner-level defenses to application of the penalties;
PP"s notion for partial summary judgnment wll be
deni ed.
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Held, further: W have jurisdiction in this
partnershi p-1evel proceeding to decide whether CM was a
pr onot er .

Held, further: |If the Court should decide that CM
is not a pronoter of the transactions at issue, the
reasonabl eness of L’s reliance on the CM opi nion, as
well as his reliance on the advice of his personal
attorneys and C. P. A, would be a partner-|evel defense
as defined in the tenporary regul ation that woul d not
be assertable in this partnership-Ilevel proceeding
because it would require the Court to consider factors
that are personal to L, such as his education and
busi ness experience and the nature and |length of his
relationship with the adviser, and would require the
production of evidence unrelated to the underlying
adj ustnents in the FPAA

Hel d, further: PP s expert report consists of
| egal discussion and argunent; R s notion in |imne
wll be granted and the expert’s report excluded from
evi dence, irrespective of whether CMis determned to
be a pronoter.
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David De Coursey Aughtry, Hale E. Sheppard, and WIlliamE.

Buchanan, for A Scott Logan, Trustee, A Scott Logan G antor
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BEGHE, Judge: This proceeding to determne the validity of

respondent’s notice of final partnership admnistrative

adj ustnment (FPAA) is before the Court on two interrel ated
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nmotions: Mdtion for partial sunmmary judgnment filed under Rule
121! on behal f of participating partner; and notion in |limne
filed under Rules 50 and 143(f) by respondent.

By the partial summary judgnent notion, A Scott Logan (M.
Logan) as Trustee for A Scott Logan G antor Trust | (Logan Trust
| or participating partner), a partner other than the tax matters
partner, asks us to declare invalid section 301.6221-1T(c) and
(d), Tenporary Proced. & Adm n. Regs., 64 Fed. Reg. 3838 (Jan.
26, 1999) (sonetinmes the tenporary regulation), inplenenting
section 6221 as anended by the Taxpayer Relief Act of 1997 (TRA
1997), Pub. L. 105-34, sec. 1238(a), 111 Stat. 1026, because it
woul d prevent participating partner and M. Logan from
i nterposing partner-|level defenses to accuracy-rel ated penalties
in this partnership-level proceeding.? For convenience and
sinplicity, we sonetines refer to participating partner as M.

Logan.

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 in effect for 1999,
the year at issue.

2Participating partner also filed a notion for partial
summary judgnent “regarding confirmati on of Code and casel aw as
to contingent obligations”, seeking a ruling that Hel ner v.
Comm ssioner, T.C. Meno. 1975-160, requires a holding that “a
contingent obligation such as the Sold Euro Option each of the
Logan Trusts sold to AIGfalls short of a fixed ‘liability’ for
section 752 and other federal incone tax purposes”. By order
dated Aug. 5, 2008, we denied the notion for a variety of
reasons.
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By the notion in Iimne respondent asks us to exclude from
evi dence an expert report and testinony that a | egal opinion on
the tax consequences of the transactions at issue was of such
quality and character that M. Logan could reasonably rely on it
in preparing his inconme tax returns. By respondent’s response to
M. Logan’s notion, M. Logan’s reply to that response, M.
Logan’s opposition to respondent’s notion, respondent’s reply to
t hat opposition, and respondent’s supplenent to respondent’s
notion, the parties have joined issue on the subjects of the
not i ons.

Petitioner, Sentinel Advisors, LLC (Sentinel), the tax
matters partner of Tigers Eye Trading, LLC (Tigers Eye), has no
direct financial interest in the outconme of this case. Thus, M.
Logan, as trustee of Logan Trust I, is welding the |aboring oar
in this proceeding.

In his notion for partial summary judgnent M. Logan asserts
that in preparing his incone tax returns he reasonably relied on
t he opi ni ons of personal advisers--attorneys and his accountant--
as well as an opinion |etter and nenorandum of the law firm of
Curtis, Mallet-Prevost, Colt & Mosle LLP (Curtis Mallet) on the
i ncone tax consequences of the transactions at issue. M. Logan
submtted to the Court a notice of expert witness in which he
identified Attorney Stuart AL Smith (M. Smth) as a wtness who

may aid the Court in evaluating whether the Curtis Mllet opinion
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was of such quality and character that M. Logan and Logan Trust
| could reasonably rely on it in preparing their incone tax
returns.

By the notion in Iimne respondent asks us to exclude from
evidence M. Smith's expert report and testinony on the
alternative grounds that the report: (1) Pertains exclusively to
M. Logan’s partner-Ilevel defenses, an issue not properly before
the Court, pursuant to the tenporary regulation; (2) consists of
| egal conclusions; and (3) contains advocacy.

Respondent indicated, in respondent’s response to M.
Logan’s notion for partial summary judgnent, that respondent is
asserting in this proceeding that Curtis Mallet was a pronoter of
the transactions in issue. Respondent asserts that no
participating partner of Tigers Eye could reasonably rely on an
opi nion issued by a pronoter and that the status of Curtis Mllet
as a pronoter of Tigers Eye should be determned in this
partnership-1evel proceeding.

Foll ow ng New M Il ennium Trading, LLC v. Comm ssioner, 131

T.C. __ (2008) (upholding the validity and applicability of the
tenporary regulation), we will deny M. Logan’s notion for
partial summary judgnent. Thus, should we sustain respondent’s
determ nations in the FPAA that Tigers Eye or the Logan Trusts’
transactions with Tigers Eye should be disregarded and that the

accuracy-rel ated penalties otherw se apply, M. Logan’s partner-
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| evel defenses to those penalties will not be assertable in this
partnershi p-1evel proceeding.

We concl ude that whether Curtis Mallet was a pronoter of the
transactions in issue is to be decided in this partnership-I|evel
proceeding. W also conclude that, if we should determ ne that
Curtis Mallet was a pronoter of the transactions at issue,
reliance on the Curtis Mallet opinion would not be a defense to
the penalties. Moreover, M. Logan’'s reliance on the advice of
hi s personal advisers is a partner-|level defense that is not
assertable in this partnership-Ilevel proceeding. See New

MIlennium Trading, LLC v. Conmi ssioner, supra. Simlarly, if we

shoul d decide that Curtis Mallet was not a pronoter, M. Logan’s
reliance on the Curtis Mallet opinion wiuld be a partner-Ievel
def ense not assertable in this proceeding.

Since there are unresol ved i ssues whether reliance on and
the reliability of the Curtis Mllet opinion are partner-|evel
def enses, respondent’s notion in |imne cannot be granted on that
ground. However, we will grant respondent’s notion to excl ude
M. Smth s expert report and testinony because the report
consi sts of |egal discussion and argunent.

An Afterword notes that TRA 1997, as inplenented by the
tenporary regul ati on, has created probl ens of judicial
admnistration in the case at hand and siml ar pendi ng cases that

wi Il not be resolved by recently proposed regul ati ons.
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Backgr ound

The facts recited in this statenent are based on the
parties’ first and second stipul ations of fact and acconpanyi ng
exhibits and on matters admtted in the pleadings or in the
notion papers or set forth in affidavits submtted by the parties
or in judicially noticed records of the Court. For the purpose
of deciding these notions, we view the facts in the |ight nost
favorabl e to the nonnoving party; the facts recited have not been
found to be true after a trial.

The case at hand is one of many Son-of - BOSS cases pending in
this Court.® It is one of a subset of such cases of transactions
pronoted by Sentinel that used a limted liability conpany
(treated as a partnership for incone tax purposes) to enable an
investor (M. Logan in the case at hand) to claimlosses that
substantially offset mllions of dollars of |ong-termcapital
gain realized on the sale of a business interest.

M. Logan was a cofounder of Wod Logan Associ ates, |Inc.
(W.A), a whol esal e marketing and sal es organi zation that
distributed variable annuities. WA was wholly owned by
Manuf acturers Life Wod Logan (MLW.), a hol ding conpany. Until

early 1999 M. Logan owned 53,690 shares of MW directly and

3BOSS” is an acronymfor “Bond and Option Sales Strategy”,
whi ch the Comm ssioner regards as an abusive tax shelter. See
Noti ce 2000-44, 2000-2 C. B. 255, 256; see also Kligfeld Holdings
v. Comm ssioner, 128 T.C. 192 (2007).
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240,000 shares of MMW. through a famly Iimted partnership
(SKL). M. Logan, directly and through three grantor trusts,
Logan Trust | and two other such trusts (collectively the Logan
Trusts), held a nore-than-99-percent interest in SKL

In early 1999 M. Logan sold all the MW shares he owned,
directly and indirectly, to a large Canadian |ife insurance
conpany for $94 per share, resulting in proceeds of $22,560, 000
to SKL and direct proceeds of $5,046,860 to M. Logan. The
shares of ML(MWL had an average basis in the hands of SKL and M.
Logan of approximtely $1 per share. M. Logan reported total
long-termcapital gain of $27,438,537 on his and the Logan
Trusts’ sales of the ML\W shares.

During the taxable year ended Decenber 31, 1999, Tigers Eye
was a limted liability conpany organi zed under Del aware | aw,
formed not earlier than Septenber 21, 1999. Sentinel was the tax
matters partner of Tigers Eye. Banque Safra, a nom nee partner
for Brazilian investors, obtained a 7.5-percent capital and
profits interest in Tigers Eye for a cash contribution of
$58, 000, and New Vista, an entity owned by Sentinel and its |ega
advi ser, obtained a 0.5-percent profits interest in Tigers Eye
for a cash contribution of $3, 000.

On Cctober 1, 1999, each of the three Logan Trusts bought
fromand sold to Anerican International Goup (AIG a pair of

substantially simlar options on the euro--an option to buy
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€184, 537,700 from Al G (the purchased option) and an option to
sell €184,537,700 to AIG (the sold option). The terns of the
purchased options were identical to the terns of the sold options
Wi th respect to the nunber of euro, the exercise and expiration
date (Cctober 3, 2000), and counterparty (AlIG. The exercise
prices and prem uns of the purchased and sold options differed

slightly as shown bel ow

Exerci se Price G oss
Opti on Prem um per Euro Eur o Exerci se Price
Sol d $9, 405, 027 $1. 092 €184, 537, 700 $201, 515, 168. 40
Pur chased 9, 500, 030 1.091 184, 537, 700 201, 330, 630. 70
Net 95, 003 184, 537. 70

The $95, 003 difference in the prem uns payabl e on each pair of
options amounted to 1 percent of the higher prem umon the
purchased option. The difference in the exercise prices of the
purchased and sold options anbunted to one-tenth of 1 cent per
euro; the $184,537.70 gross difference in the exercise prices of
t he purchased and sold options anbunted to .0009155, or |ess than
one-tenth of 1 percent of the higher exercise prices of the sold
opti ons.

Because Al G was the counterparty on both options, each of
the Logan Trusts did not actually pay $9, 500,030 of its own funds
to AIG for the purchased option, nor did it receive $9, 405, 027
fromAIG for the sold option. Instead the Logan Trusts and Al G

netted their respective paynent obligations with respect to the
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option prem uns, and each Logan Trust paid the net $95,003 to AIG
with respect to each pair of purchased and sold options.*

On or about Cctober 9, 1999, in exchange for a partnership
interest in Tigers Eye, each of the Logan Trusts contributed its
pur chased option and assigned its obligations under the sold
option to Tigers Eye, along with $40,600 cash (a total of
$121,800 for the three trusts). Tigers Eye recorded that each
trust contributed $133,743 to capital (total $401, 229).

On Decenber 15, 1999, about 65 days after the Logan Trusts
had contri buted and assigned their interests and obligations in
the options to Tigers Eye, Tigers Eye distributed to the Logan
Trusts in liquidation of their partnership interests euro® and
10, 419 shares of Xerox Corp., having a conbi ned val ue of
$229,992.42. |In conputing the net anobunts the Logan Trusts were
entitled to and did receive in liquidation of their interests in
Tigers Eye, the obligations of Tigers Eye to deliver euro if AIG
shoul d exercise the sold options were netted and of f set agai nst
the rights of Tigers Eye to demand and receive euro if it should

exerci se the purchased options. SKL received the 10,419 shares

“Thi s statenment disregards other paynents by or on behal f of
M. Logan to AIG and others to enable the Logan Trusts to
participate in the transactions at issue.

SAl t hough the first stipulation of facts that has been
| odged does not specify the exact nunber of euro distributed to
the Logan Trusts, it appears that the dollar value of the
distributed euro and their proceeds of sale realized on behalf of
M. Logan before yearend 1999 anpbunted to | ess than $14, 000.
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of Xerox Corp. fromthe Logan Trusts and sold those shares on
Decenber 31, 1999, for $227, 447. 36.

The Batts G oup LTD (The Batts G oup), another partner in
Tigers Eye unrelated to M. Logan, entered into and carried out
transactions in a pair of euro options with AIG and Tigers Eye
that were simlar to the transactions of the Logan Trusts.

Curtis Mallet issued a 16-page opinion letter (the first
letter) and 122-page | egal nenorandum both dated March 31, 2000,
to M Logan individually and as trustee of the Logan Trusts.
Curtis Mallet issued a separate 10-page opinion letter, also
dated March 31, 2000, on the subject of penalties, to M. Logan
and the Trusts. By fax, dated April 7, 2000, and letter, dated
Novenber 6, 2000, Curtis Mallet revised and suppl enented the
first letter and the legal nmenorandum In M. Logan’s opposition
to respondent’s notion in limne, M. Logan’s counsel asserts
that Curtis Mallet provided the sanme analysis in two opinion
letters and a 122-page nenorandumto all Tigers Eye partners “who
reported basis/‘partnership item and who face the 40 percent
penal ty”.

M. Logan and the Logan Trusts clainmed an aggregate basis in
the Xerox Corp. shares of nore than $27 million. This resulted
in a clained aggregate | oss on the sale of the shares of nore
than $26 million, which M. Logan reported on his 1999 Federal

incone tax return as short-termcapital | osses offsetting the
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bul k of the long-termcapital gains he reported on his sane-year
direct and indirect sales of MW stock.

Respondent tinely sent Tigers Eye the FPAA in issue,
conprising (1) Letter 1830, Notice of Final Partnership
Adm ni strative Adjustment, (2) Form 870-PT, Agreenent for
Partnership Itens and Partnership Level Determ nations as to
Penalties, Additions to Tax, and Additional Anounts, including a
Schedul e of Adjustnments, and (3) an exhibit A setting forth
respondent’ s various determ nations. The schedul e of adjustnents
adjusted to zero the followng five itens:

A Capital contributions (Sched. M2, line 2) $698, 595

B. Di stributions of property other than

noney (Sched. M2, |line 6b) $365, 446
C. Qut si de partnership basis $24, 500, 059
D. O her deductions (Sched. K, line 11) (11, 314)
E. O her incone (loss) (Sched. K, line 7) (242, 186)

Unlike items A, B, D, and E, each of which is identified as
the adjustnent of a line itemon the Tigers Eye 1999 Form 1065,
U S. Partnership Return of Incone, the item C anmount (CQutside
partnership basis) does not appear on the partnership return, nor
can we trace it to any entry on the Schedules K-1, Partner’s
Share of Incone, Credits, Deductions, etc., to the partners, and

it does not tie into or relate to any itemon the partnership
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return of which we have been apprised.® Itens A and B are the
suns of the net anpbunts of property initially contributed and
| ater received as liquidating distributions by The Batts G oup
and the Logan Trusts. It appears that the option premuns on the
purchased (|l ong) options were netted against the option prem uns
on the sold (short) options in arriving at the gross anounts
shown on the 1999 partnership return as having been contri buted
by and distributed to The Batts G oup and the Logan Trusts.

In exhibit A respondent determ ned that:

1. Neither Tigers Eye nor its purported partners
established its existence as a partnership as a matter of fact;

2. even if Tigers Eye existed as a partnership, it had no
busi ness purpose other than tax avoi dance, |acked econon c
substance, and constitutes an econom c sham for Federal incone
tax purposes, so that the partnership and the transactions are
di sregarded in full and any purported |osses resulting fromthe
transactions are not allowabl e as deductions and are not all owed
for Federal incone tax purposes;

3. under section 1.701-2, Incone Tax Regs., Tigers Eye was
formed and availed of in connection with a transaction or

transactions in taxable year 1999, a principal purpose of which

8In a supplement to respondent’s response to M. Logan’s
notion, respondent asserts: “All partnership itens that feed
into the Tigers Eye participants’ outside bases in Tigers Eye are
properly raised by this line itent.
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was to reduce the present value of its partners’ aggregate
Federal tax liability in a manner that is inconsistent with the
intent of subchapter K of the Internal Revenue Code;

4. the purported partners of Tigers Eye did not enter into
the option positions and Tigers Eye did not purchase the foreign
currency or stock with a profit notive for purposes of section
165(c) (2);

5. even if the foreign currency options are treated as
havi ng been contributed to Tigers Eye, the anmount treated as
contributed by the partners under section 722 with respect to the
purchased options is reduced by the anobunts received by the
contributing partners fromthe contenporaneous sales of the sold
options to the sane counterparty, thus reducing the basis of the
contributed options in the hands of both Tigers Eye and the
contributing partners so that any correspondi ng cl ai ned i ncreases
in the outside bases in Tigers Eye resulting fromthe
contributions of the sold options are disall owed;

6. the adjusted bases of the purchased options and ot her
property purportedly contributed by the partners to Tigers Eye
have not been established under section 723 so that the partners
of Tigers Eye have not established adjusted bases in their
respective partnership interests in an anount greater than zero;

7. in the case of a sale, exchange, or |iquidation of

Tigers Eye partners’ partnership interests, neither the purported



-17-
partnership nor its purported partners have established that the
bases of the partners’ partnership interests were greater than
zero for the purpose of determning gain or |loss to such partners
fromthe sale, exchange, or liquidation of the partnership
i nterest;
8. accuracy-related penalties are determ ned at the
partnership level and will be inposed at the partner |evel.
Sentinel, the tax matters partner, filed a petition during
the time it was entitled to do so as a notice partner. See

Bar bados #6 Ltd. v. Conmm ssioner, 85 T.C 900, 903-905 (1985).

Sentinel’s petition assigned error to all of respondent’s
determ nations set forth in the FPAA. Respondent’s answer
categorically denied all the assignnments of error; by anmendnent
to answer respondent advanced two additional theories, under
section 465(b)(4) and section 1.988-2(f), Incone Tax Regs.

The Court granted M. Logan, as trustee of Logan Trust I,
leave to file a notice to participate in this proceeding. Banque
Safra, as well as Sentinel, has no stake in the outcone of this
proceeding. The Batts G oup settled its case with the Internal
Revenue Service (IRS) arising fromthe FPAA in the case at hand
and al so has no stake in the outcone.

M. Logan asserts that in reporting |losses fromthe
transactions at issue on his return, he relied on the advice of

professionals, including two attorneys and a certified public
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accountant, as well as the Curtis Mallet opinion. He wi shes to
raise his reliance on that advice as a defense to the application
of accuracy-related penalties if we should sustain respondent’s
determ nations in the FPAA that either Tigers Eye or the Logan
Trusts’ transactions with Tigers Eye should be di sregarded so
that the accuracy-related penalties would otherw se apply.

M. Logan submtted to the Court and served on Sentinel and
respondent a notice of expert witness in which he identified M.
Smth as a wtness who may aid the Court in eval uating whet her
the Curtis Mallet opinion “is of the quality and character upon
whi ch the Logan Trust could reasonably rely in preparing its tax
returns”. A copy of “Petitioner’s Expert Report of Stuart A
Smth” (the Smth report) was attached to M. Logan’s noti ce.

M. Logan woul d have the Smth report entered into evidence to
support his claimthat his reliance on the Curtis Mll et opinion
was reasonabl e.

On May 20, 2008, the first stipulation of facts, with
exhibits, was |odged with the Court. |Included anong those
exhibits were Exhibits 125-J, 126-J, 127-J, 128-J, and 130-J,
conprising copies of the Curtis Mallet opinion, as revised and
suppl enented, and the 122-page | egal nenorandum

On Septenber 26, 2008, the second stipulation of facts, with
exhibits, was |odged with the Court. |Included anong those

exhi bits are copies of conmuni cati ons anong representatives of
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Sentinel and BDO Sei dnman and attorneys at Curtis Mllet that
woul d indicate that Curtis Mallet played a role in the
preparation of the forns of docunents used to inplenent the
transactions at issue. M. Logan asserts that he did not receive
a copy of any such communi cations included anong such exhibits
before this litigation comenced.

Nei ther the first stipulation of facts nor the second
stipulation of facts nor any docunent yet |odged or filed in this
proceeding refers to or includes a copy of any retainer agreenent
between M. Logan and Curtis Mallet or to any Curtis Mallet
opinion to The Batts G oup nor to whether, when, and in what
circunstances Tigers Eye disposed of its interests and
obligations in the paired options contributed and assigned to
Tigers Eye by the Logan Trusts.

Di scussi on

TEFRA Procedures and Partnership ltens

The unified partnership audit and litigation procedures set
forth in sections 6221 through 6234 were originally enacted by
the Tax Equity and Fiscal Responsibility Act of 1982 ( TEFRA)
Pub. L. 97-248, sec. 402(a), 96 Stat. 648. TEFRA provisions

di vide disputes arising from®“partnership itens”’ fromthose

'Sec. 6231(a)(3) defines “partnership itenf as:

Wth respect to a partnership, any itemrequired to be
taken into account for the partnership’ s taxable year
(continued. . .)
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arising from“nonpartnership itens”.® Maxwell v. Conm ssioner,

87 T.C. 783, 787 (1986) (citing section 6231(a)(3) and (4)). |If
the tax treatnent of a partnership itemis at issue, the statute
requires the matter to be resolved at the partnership |evel.

Sec. 6221; Maxwell v. Commi ssioner, supra at 787-788.

A. Partnership ltens

In a partnership-level proceeding the Court has jurisdiction
to determine “all partnership itenms of the partnership for the
partnership taxable year to which the notice of final partnership
adm ni strative adjustnent relates, the proper allocation of such
itens anong the partners, and the applicability of any penalty,
addition to tax, or additional anpbunt which relates to an
adjustnment to a partnership item” Sec. 6226(f). “Wile TEFRA
defines a ‘partnership itemi in technical terns, the provision
general |y enconpasses itens ‘nore appropriately determned at the

partnership level than at the partner level’”. Winer v. United

States, 389 F.3d 152, 154 (5th G r. 2004) (quoting section
6231(a)(3)). The determ nation of partnership itens in a

partnershi p-1evel proceeding is binding on the partners and may

(...continued)

under any provision of subtitle Ato the extent
regul ati ons prescribed by the Secretary provide that,
for purposes of this subtitle, such itemis nore
appropriately determ ned at the partnership | evel than
at the partner |evel.

8Sec. 6231(a)(4) defines the term “nonpartnership itenf as
“an itemwhich is (or is treated as) not a partnership item”
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not be challenged in a later partner-Ilevel proceeding. Secs.
6230(c) (4), 7422(h).

B. Affected ltens

The term “affected itenf neans “any itemto the extent such
itemis affected by a partnership item” Sec. 6231(a)(5). An

affected itemis by definition not a partnership item D al USA

Inc. v. Commi ssioner, 95 T.C. 1, 5 (1990). An affected item

rat her than being universally applicable to every partner, is
peculiar to a particular partner’s tax position. Maxwell v.

Conmi ssi oner, supra at 790.

Affected itens have two essential aspects. The first
i nvol ves a partnership issue and the second involves a
nonpartnership issue; i.e., the partner’s personal itens.
Partners nust raise any partnership itemthat “affects” their
personal itens at the partnership-Ilevel proceeding. See, e.g.,

GAF Corp. & Subs. v. Conmm ssioner, 114 T.C 519, 528 (2000);

Dubin v. Comm ssioner, 99 T.C. 325, 328 (1992); Maxwell v.

Conm ssi oner, supra at 792-793. |If a partner does not pursue his

rights in a partnership-level proceeding, he may not |ater seek a
redeterm nation of partnership itens as they relate to his
affected itemin a |ater partner-level proceeding. See, e.g.,

GAF Corp. & Subs. v. Conm ssioner, supra at 526-527.

After the partnership-1level proceeding is concluded and the

partnership adm ni strative adjustnents have becone final, the
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Comm ssi oner nmakes a “conputational adjustnent”, a change in the
tax liability of a partner that properly reflects the treatnent
of a partnership item See sec. 6231(a)(6). |If a conputational
adjustnment results in a deficiency in a partner’s tax stenm ng
froman affected itemthat requires a factual determ nation at
the partner level, 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., 64 Fed. Reg. 3840
(Jan. 26, 1999).° On the other hand, if the conputational
adjustnent of a partner’s tax liability can be made w t hout
maki ng any additional partner-level determ nations, the

Comm ssioner may directly assess the change w thout issuing a

notice of deficiency. Sec. 6231(a)(6), (c); N.C F. Eneragy

Partners v. Comm ssioner, 89 T.C 741, 744 (1987); sec.

301.6231(a)(6)-1T(a)(1), Tenporary Proced. & Adm n. Regs., 64
Fed. Reg. 3840 (Jan. 26, 1999). |If the partner believes that the
conput ati onal adjustnent was erroneous, he may file a claimfor
refund after paynent, sec. 6230(c), and, upon its denial, sue for
the refund in a District Court or the Court of Federal O ains.

C. Penal ti es and Defenses to Penalties

Any penalty, addition to tax, or additional anount

(collectively penalty) related to adjustnents stenm ng from an

Wth the exception of penalties. See infra pt. C
i mredi ately foll ow ng.
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adj ustnent to partnership itens has generally been treated as an
affected itemthat often requires a factual determ nation at the

partner level. See N.C F. Energy Partners v. Conm ssioner, supra

at 744; sec. 301.6231(a)(5)-1T(d), Tenporary Proced. & Adm n.
Regs., 52 Fed. Reg. 6790 (Mar. 5, 1987). Before Congress enacted
TRA 1997 the Court did not have jurisdiction in a partnership-

| evel proceeding to decide the applicability of partnership-item

penalties.® See N.C.F. Energy Partners v. Conm Ssioner, supra;

Crystal Beach Dev. of Destin Ltd. v. Conm ssioner, T.C. Mno.

2000-170. Rather, partnership-itempenalties were determ ned at
the partner level as affected itens in a deficiency proceeding
after the related partnership-1evel proceedi ng had been
conpl et ed.

TRA 1997 section 1238(a) anended section 6221 to provide
that “the applicability of any penalty, addition to tax, or

addi ti onal anobunt which relates to an adjustnent to a partnership

The Taxpayer Relief Act of 1997 (TRA 1997), Pub. L
105- 34, sec. 1238, 111 Stat. 1026, anended the partnership
procedures regarding penalties by (1) anmending sec. 6221 to
require the applicability of any partnership-itempenalty to be
determ ned at the partnership level, (2) anmending sec.
6230(a)(2)(A) (i) to exclude partnership-itempenalties fromthe
deficiency proceeding, and (3) anending sec. 6230(c)(4) making
conclusive the partnership |evel determ nation regarding the
applicability of any partnership-itempenalty but allow ng the
partner to assert in a refund claimany “partner-|evel” defenses.
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itenf be determined at the partnership level.! Al though the
applicability of a penalty usually requires consideration of any
defenses to the penalty, section 301.6221-1T(c) and (d),
Tenporary Proced. & Adm n. Regs., 64 Fed. Reg. 3838 (Jan. 26,
1999), prohibits “partner |evel defenses” to any partnership-item
penalty frombeing litigated in the partnership-Ievel proceeding
and allows such a penalty attributable to the treatnent of
partnership itens to be assessed as a conputational adjustnent
irrespective of whether partner-level determ nations are
required. A partner who wi shes to assert a partner-|level defense
to such a penalty nmust do so in a separate refund action
foll owi ng assessnent and paynent. Sec. 6230(c); sec. 301.6221-

1T(d), Tenporary Proced. & Adm n. Regs., supra.?!? Although

U'nits report underlying the amendnents, the House
Comm ttee on Ways and Means expl ained that it had proposed the
amendnent because:

Many penalties are based upon the conduct of the
taxpayer. Wth respect to partnerships, the rel evant
conduct often occurs at the partnership level. In
addition, applying penalties at the partner |evel
t hrough the deficiency procedures follow ng the
conclusion of the unified proceeding at the partnership
| evel increases the adm nistrative burden on the IRS
and can significantly increase the Tax Court’s
inventory. [H Rept. 105-148, at 594 (1997), 1997-4
C.B. (Vvol. 1) 319, 916.]

12The tenporary regulation is consistent with the
| egi sl ative history. The House commttee report explained that
t he proposed anendnment “provides that the partnership-1evel
proceeding is to include a determ nation of the applicability of
penalties at the partnership |evel. However, the provision
(continued. . .)
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partner-1level defenses may be raised only in a refund action,
defenses to any penalty that are not partner-I|evel defenses nust
be determned in the partnership-level proceeding. See, e.g.,

Klanath Strategic Inv. Fund, LLC v. United States, F.3d |

____(5th CGr., May 15, 2009) (slip op. at 14-16) (considering
reasonabl e cause and good faith defenses at partnership | evel by
| ooking to actions of managi ng nenber), affg. in part, vacating
in part, and remanding 472 F. Supp. 2d 885, 902-904 (E.D. Tex.

2007); Wiitehouse Hotel Ltd. Pship. v. Conm ssioner, 131 T.C

(2008) (reasonabl e cause exception for qualified appraisal in

section 6664(c)(1l) is a partnership-level defense); Santa Monica

Pictures, LLC v. Comm ssioner, T.C Meno. 2005-104 (looking to

actions of partnership through managi ng nenber in considering
partnership’s reasonabl e cause and good faith defenses); Stobie

Creek Invs., LLCv. United States, 82 Fed. . 636 (2008)

(partnershi p-1evel reasonabl e cause defense to any of the

penal ties under section 6664(c)); Jade Trading, LLC v. United

States, 80 Fed. C. 11, 60 (2005) (partnership’s reasonabl e cause
def enses were not raised and, therefore, were not considered by

the court); Long Term Capital Holdings v. United States, 330 F

Supp. 2d 122, 205-212 (D. Conn. 2004) (considering partnership’s

2, .. continued)
allows partners to raise any partner-level defenses in a refund
forum” H Rept. 105-148, at 594 (1997), 1997-4 C.B. (Vol. 1)
319, 916.
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reasonabl e cause and good faith defenses at partnership | evel by

| ooking to actions of general partner), affd. 150 Fed. Appx. 40
(2d Cir. 2005); see also sec. 301.6221-1T(c), Tenporary Proced. &
Adm n. Regs., supra (partnership-Ilevel determ nations include al

| egal and factual determ nations underlying the determ nation of
partnershi p-1evel penalties, including partnership-I|evel defenses
but not partner-|evel defenses).

D. Exceptions to Application of TEFRA Procedures

For conpl eteness and to prepare for concludi ng observations
in the Afterword about problens of judicial adm nistration
created by TRA 1997 and the tenporary regulation, we note two
ci rcunst ances under section 6231 in which what woul d have
ot herwi se been partnership itens may be treated as nonpartnership
itenms. In these circunstances, application of the TEFRA
procedures may be avoided so that the traditional deficiency and
assessnment procedures wll apply to both deficiencies and
penal ties.

Under section 6231(a)(1)(B), there is an exception for snal
partnerships (having fewer than 10 partners, each of whomis a
U.S. resident individual, C corporation, or estate of a decedent
partner). Although Tigers Eye had fewer than 10 partners, it was
purportedly owned by a nunber of passthrough entities, and so it
did not qualify for the exception and renai ned subject to TEFRA

See Printo Mgnt. Co. v. Conmi ssioner, T.C. Menp. 1997-332; Rev.
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Rul . 2004-88, 2004-2 C.B. 165. Son-of-BOSS partnerships with
fewer than 10 partners, for the nost part, but not invariably,

see New Phoeni x Sunrise Corp. & Subs. v. Conm ssioner, 132 T.C

____(2009), do not qualify for the small partnership exception
because individuals participating in the transaction use
disqualified entities such as grantor trusts and LLCs to hold
their interests and other disqualified persons such as foreign
individuals or entities are partners. As we observed in New

Phoeni x Sunrise Corp. & Subs. v. Conm ssioner, supra at n.3

(slip op. at 20) (quoting Wadsworth v. Comm ssioner, T.C. Meno.

2007-46), “*The small partnership exception permts this Court to
reviewin a deficiency suit itens that otherw se woul d be subject
to partnership-1level proceedings’”

Under section 6231(c) the Secretary is authorized to
promul gate regul ations with respect to special enforcenent areas.
Partnership itens may be treated as nonpartnership itens under
section 6231(c) if by such regulations the Secretary determ nes
and provides that to treat such itens as partnership itens wll
interfere with the effective and efficient enforcenment of the
revenue | aws. Special enforcenent areas nentioned in section
6231(c) (1) include (A termnation and jeopardy assessnents, (B)
crimnal investigations, (C) indirect nmethods of proof of incone,
(D) foreign partnerships, and (E) “other areas that the Secretary

determ nes by regulation”. Anong such areas that have been
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desi gnated by regulation, in addition to those specified in
section 6231(c)(1),*® are bankruptcy and receivership, sec.
301. 6231(c)-7, Proced. & Adm n. Regs., and requests for pronpt
assessnent, sec. 301.6231(c)-8, Proced. & Adm n. Regs.

The followi ng cooment appears in 1 MKee et al., Federal
Taxation of Partners and Partnerships, par. 10.02[4], at 10-16
(4th ed. 2007):

Converting partnership itens to nonpartnership

itens may have the salutary effect of freeing the

Service and the partnership fromthe potentially

cumber some procedures of the partnership audit rules in

appropriate cases. * * *

On February 12, 2009, the Secretary proposed regul ati ons
that would determne that treating itens related to |listed
transactions within the nmeaning of section 1.6011-4(b)(2), |ncone
Tax Regs., as partnership itens “interferes with the effective
and efficient enforcement of the internal revenue |aws”. Notice
of proposed rule making, 74 Fed. Reg. 7206 (Feb. 13, 2009). In
Noti ce 2000-44, supra, 2000-2 C. B. at 256, the IRS had announced
t hat Son-of - BOSS transactions using the paired-option partnership
contribution/disposition arrangenent are “listed transactions”.
However, the proposed regul ati ons woul d not becone effective

until adopted as final regulations, applicable to partner taxable

years ending on or after the date of publication of the proposed

BBNo such desi gnation has been nade by regulation with
respect to foreign partnerships.
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regul ations in the Federal Register. Sec. 301.6231(c)-9(c),
Proposed Proced. & Adm n. Regs., 74 Fed. Reg. 7208 (Feb. 13,
2009). Under the proposed regul ati ons, as under the current
regul ations related to designated enforcenent areas, the
conversion of partnership itens to nonpartnership itens would
occur only if the Conmm ssioner sent a witten notice to that
effect to a partner before issuing an FPAA. A hearing was set
for June 4, 2009, and comrents were requested by May 14.
However, the hearing has been cancel ed because no requests to
speak on the proposal have been received, see 74 Fed. Reg. 25177
(May 27, 2009), and only one comment has been received, see 99
DIR G5 (May 27, 2009).

1. Petitioner’'s Motion To Invalidate Tenporary Requl ati on

W now turn to M. Logan’s notion for partial summary
j udgnent that section 301.6221-1T(c) and (d), Tenporary Proced. &
Adm n. Regs., supra, is invalid because it would prevent himfrom
interposing his partner-level defenses to accuracy-rel ated
penalties in this partnership-level proceeding.

The issue is inmportant. It not only has inplications for
t axpayer rights; it has practical consequences for judicial
adm ni stration generally and the conduct of the trial in the case
at hand, and al so--as we shall see--for resolution of

respondent’s notion in |imne.
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M. Logan’s counsel represented the taxpayer in Jade

Trading, LLC v. United States, 80 Fed. d. 11 (2007) on appeal

(Fed. Cir., Feb. 25, 2008),!* anot her Son-of-BOSS case of
transactions pronoted by Sentinel that appears to follow the sane

format as New M Il ennium Trading, LLC v. Comm ssioner, 131 T.C

(2008), and the case at hand. |In Jade Trading, there was a 3-

week trial that was devoted in large part to the introduction of
evi dence of the participating partners’ alleged due diligence and
good faith reliance on financial and tax advisers.

In Jade Trading, Judge WIllians first held, on the nerits,

that the paired-option transactions |acked economc reality,

not wi t hst andi ng her view, under Helner v. Conm ssioner, T.C

Meno. 1975-160, and its offspring, that the obligations to

satisfy the sold call options assigned to and assuned by the

4'n Evergreen Trading, LLC v. United States, Fed. C . No.
06- 123T, invol ving anot her Senti nel - pronoted Son- of - BOSS
partnership, Judge Allegra, in an order dated Sept. 23, 2008, has
stayed all further proceedings pending final resolution on appeal
of Jade Trading, LLCv. United States, 80 Fed. C. 11 (2007).
Previously, Judge Allegra had issued Evergreen Trading, LLC v.
United States, 80 Fed. d. 122 (2007), a detailed and
conpr ehensi ve opi nion (21 singl e-spaced pages and 20- page
appendi x), granting in part and denying in part the Governnent’s
nmotion to conpel production of nore than 140 docunents that
plaintiff had withheld fromdiscovery. See also Nussdorf v.
Comm ssioner, 129 T.C. 30 (2007).
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partnership would not be considered liabilities under section
752. 15

Second, Judge WIlianms determ ned that the partnership-Ievel
el ements for the application of the 40-percent gross val uation
m sstatement penalty and other accuracy-rel ated penalties had al
been satisfied because the transaction was an abusive tax

shel ter. In Jade Trading, LLC v. United States, 81 Fed. d. 173,

176 (2008), denying Sentinel’s notion for reconsideration, Judge
WIllians stated that the penalties that the Court had determ ned
clearly related to

the inflated basis [that] the spread transaction in the
partnership generated on the * * * [partners’]
i ndi vidual returns * * *

* * * it was only the construct of formng the partnership
and contributing the spread to the partnership that
permtted the tax | osses to be realized. Had the

* * * [partners] sinply done the spread transacti ons on
their owm without contributing themto * * * [the
partnership] there would have been no substantial |osses.
As the Court recogni zed: “packaging the investnent in the
partnership vehicle was an absolute necessity for securing
the tax benefits.” Jade [Trading], 80 Fed. d. at 14.

[ Emphasi s suppli ed. ]

Third, Judge WIIlianms upheld the validity of the tenporary
regul ation. Notw thstanding that a substantial part of the Jade
Trading trial had been devoted to the introduction of evidence to
support the participating partners’ defenses to the penalties,
Judge Wl lianms held that the tenporary regul ation was valid and

prevented the Court from considering those defenses. As a

15See supra note 2.
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result, if Jade Trading should be affirmed on the pendi ng appeal

to the Court of Appeals for the Federal G rcuit, the Comm ssioner
wll be able to assess by conputational adjustnments not only the
deficiencies (only sonme part of which has al ready been paid) but
al so the 40-percent penalties, and the participating partners
will be required to file clainms and suits for refund in order to
obtain judicial review of their partner-Ilevel defenses/clains for

refund of the penalties. To simlar effect is Stobie Creek

Invs., LLC v. United States, 82 Fed. d. 636 (2008) (Court of

Federal C ains held partnership, through its managi ng partner,
did not act with reasonabl e cause and good faith in regard to tax
under paynent so as to preclude accuracy-rel ated penalties) on
appeal (Fed. Cr., Sept. 29, 2008). But conpare Kl anath

Strategic Inv. Fund, LLC v. United States, F. 3d at -

(slip op. at 21-23) (Court of Appeals affirnmed District Court’s
hol di ng that penalties did not apply because managers of
partnership reasonably relied on advice of professionals, but
reversed District Court’s ordering a refund because District
Court did not have jurisdiction to grant refund in partnership-
| evel proceeding).

In New M1l ennium Tradi ng, LLC v. Conmi ssioner, supra, this

Court, on the participating-partner-tax-matters-partner’s notion
for partial summary judgnent, has held that the tenporary
regulation is valid and applicable to prevent the participating

partner frominterposing his partner-level defenses in the



-33-
partnershi p-1evel proceeding if the Court should sustain the
Comm ssi oner’ s FPAA determ nations that the partnership or the
participating partner’s transactions wth the partnership should

be disregarded. W are bound to follow New M 1|1 ennium Tradi ng

we shall therefore deny M. Logan’s notion for partial summary
j udgment .

I[11. Respondent’s Mdtion in Limne

M. Logan asserts that he and the Logan Trusts reasonably
relied on the Curtis Mallet opinion in taking their return
positions that (1) their obligations under the sold options did
not reduce the bases of their partnership interests in Tigers Eye
and (2) in the liquidation of their partnership interests they
recei ved high-basis assets whose sal es created capital |osses
that offset the long-termcapital gains M. Logan realized
earlier in 1999 on the sales of ML\W shares.

A. Reasonabl e Cause Defense to Accuracy-Rel ated Penalties

Section 6664(c) (1) provides a reasonable cause defense to
application of accuracy-related penalties. Pursuant to section
6664(c) (1), the accuracy-rel ated penalty under section 6662(a)
does not apply to any portion of an underpaynent if the taxpayer
shows that there was reasonabl e cause for, and that he acted in

good faith with respect to, such portion. See Hi gbee v.

Commi ssioner, 116 T.C. 438, 448-449 (2001); sec. 1.6664-4(a),
I ncone Tax Regs. The determ nation of whether the taxpayer acted

W th reasonabl e cause and in good faith depends on the pertinent
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facts and circunstances. Sec. 1.6664-4(b)(1), Income Tax Regs.
“CGenerally, the nost inportant factor is the extent of the
taxpayer’s effort to assess the taxpayer’s proper tax liability.
G rcunstances that may indicate reasonabl e cause and good faith
include * * * the experience, know edge, and education of the
taxpayer.” 1d.

Under sone circunstances, a taxpayer may avoid liability for
the accuracy-related penalty by show ng reasonable reliance on a

conpetent professional adviser. See United States v. Boyle, 469

U S 241, 250-251 (1985); Freytag v. Conm ssioner, 89 T.C. 849,

888 (1987), affd. 904 F.2d 1011 (5th Gr. 1990), affd. 501 U. S
868 (1991). For reliance on professional advice to excuse a

t axpayer from negligence, the taxpayer nmust show that the

prof essional had the requisite expertise, as well as know edge of
the pertinent facts, to provide inforned advice on the subject

matter. See David v. Conm ssioner, 43 F.3d 788, 789-790 (2d G r

1995), affg. T.C. Meno. 1993-621; Freytag v. Conm Ssioner, supra

at 888. The validity of the reliance turns on “the quality and
objectivity of professional advice which they obtained”. Swayze

v. United States, 785 F.2d 715, 719 (9th Cr. 1986).

“I'n order for reliance on professional tax advice to be
reasonabl e, however, the advice nust generally be froma
conpet ent and i ndependent advi sor unburdened with a conflict of

interest and not frompronoters of the investnent.” Mrtensen v.

Conmm ssi oner, 440 F.3d 375, 387 (6th CGr. 2006), affg. T.C. Meno.
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2004-279. Courts have routinely held that taxpayers coul d not
reasonably rely on the advice of pronpoters or other advisers with
an inherent conflict of interest such as one who financially

benefits fromthe transaction. See, e.g., Goldman v.

Comm ssioner, 39 F.3d 402, 408 (2d Cr. 1994) (taxpayer could not

reasonably rely on professional advice of soneone known to be
burdened with an inherent conflict of interest--a sales
representative of transaction), affg. T.C. Menp. 1993-480;

Past ernak v. Conm ssioner, 990 F.2d 893, 903 (6th Cr. 1993)

(reliance on pronoters or their agents is unreasonabl e because
such persons are not independent of the investnent), affg. T.C

Meno. 1991-181; Illles v. Conmm ssioner, 982 F.2d 163, 166 (6th

Cr. 1992) (finding negligence where taxpayer relied on person
with financial interest in the venture), affg. T.C Meno.

1991-449; see al so Hansen v. Comm ssioner, 471 F.3d 1021, 1031

(9th Cr. 2006) (“a taxpayer cannot negate the negligence penalty
through reliance on a transaction’s pronoters or on ot her
advi sors who have a conflict of interest”), affg. T.C Meno.

2004- 269; Van Scoten v. Conmm ssioner, 439 F.3d 1243, 1253 (10th

Cr. 2006) (“To be reasonable, the professional adviser cannot be
directly affiliated wwth the pronoter; instead, he nust be nore

i ndependent”), affg. T.C Meno. 2004-275; Barlow v. Conm Ssioner,

301 F.3d 714, 723 (6th Cr. 2002) (noting “that courts have found
that a taxpayer is negligent if he puts his faith in a schene

that, on its face, offers inprobably high tax advantages, w thout
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obtai ning an objective, independent opinion on its validity”),
affg. T.C. Meno. 2000-339. A pronoter’s self-interest makes such
“advi ce” inherently unreliable.

B. Respondent’s Position in Mbtion in Linne

M. Logan identified M. Smth as a w tness whose testinony
and expert report mght aid the Court in evaluating whether the
Curtis Mallet opinion “is of the quality and character upon which
the Logan Trust could reasonably rely in preparing its tax
returns”. Respondent filed respondent’s notion in limne to
exclude the Smth report and filed a supplenent to the notion.

Respondent advances two alternative grounds for excluding
the Smth report fromevidence inits entirety: (1) The Smth
report relates solely to M. Logan’s partner-|evel defenses that
cannot not be raised in this partnership-1level proceedi ng under
section 301.6221-1T(c) and (d), Tenporary Proced. & Adm n. Regs.,
supra; and (2) the Smth report expresses |egal conclusions. |If
we should reject both alternatives, respondent asserts that
portions of the Smth report should be excluded because they

constitute advocacy. 16

Wth respect to respondent’s argunent about advocacy, we
observe that M. Smth successfully represented the plaintiffs in
a partner-|level proceeding, Allison v. United States, 80 Fed. d.
568 (2008), in establishing their rights to refunds of negligence
penal ti es assessed agai nst them because of deductions and credits
they clainmed fromtheir participation in a plastics recycling
partnership that had been determ ned in a partnership-Ieve
proceedi ng to be an abusive tax shelter.
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Respondent has al so taken the position that Curtis Mll et
was a pronoter of the transactions in issue and that the status
of Curtis Mallet as a pronoter of Tigers Eye should be determ ned
in this partnership-1level proceeding.'” M. Logan filed an
opposition to respondent’s notion in |limne, and respondent filed
areply to the opposition by M. Logan to respondent’s notion in
i mne as suppl enent ed.

There seens to be incongruity between respondent’s position
that M. Logan’s alleged reliance on the Curtis Mallet opinionis
a partner-|evel defense over which we lack jurisdiction in this
partnershi p-1evel proceeding and respondent’s assertion that in
this sanme proceedi ng we should determ ne that Curtis Mallet was
one of the pronoters of the transactions in issue on whose
opinion M. Logan was not entitled to rely. W therefore
consi der whether we have jurisdiction in this partnership-Ievel
proceedi ng to decide whether Curtis Mallet was a pronoter because
it relates to the issue of raising defenses to partnership-item

penalties in this proceedi ng.

"Respondent served notice (in n.7 of respondent’s response
to M. Logan’s notion for partial summary judgnent to declare the
tenporary regulation invalid) that respondent asserts that (1)
Curtis Mallet was one of the pronoters of the transactions in
issue, (2) as a matter of law, citing sec. 6664(d), a partner
cannot reasonably rely on the opinion issued by a pronoter, and
(3) we should address the status of Curtis Mallet as a pronoter
in this partnership-I|evel proceeding.
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C. Status as Pronoter of Partnership Determned in
Part ner shi p- Level Proceedi ng

In the FPAA respondent determ ned, inter alia, that Tigers
Eye shoul d be di sregarded for Federal incone tax purposes because
it “had no business purpose other than tax avoi dance, | acked
econom ¢ substance, and constitutes an econom c sham for Federal
i ncome tax purposes”. A “partnership iteni includes “the |egal
and factual determ nations that underlie the determ nation of the
anount, timng, and characterization of itens of inconme, credit,
gain, |loss, deduction, etc.” Sec. 301.6231(a)(3)-1(b), Proced.
& Adm n. Regs. Anong such determ nations are whet her partnership
activities have been engaged in with the intent to nmake a profit
for purposes of section 183. 1d.' The characterization of a
partnership as a shamor as |acking econom c substance is a | egal
determ nation that directly bears on the amount and
characterization of itens of incone, credit, gain, |oss,
deduction, etc. and falls within the definition of partnership

item Petal uma FX Partners, LLC v. Commi ssioner, 131 T.C.

(2008); see also RIT Invs. X v. Conm ssioner, 491 F.3d 732, 737

(8th Gir. 2007).

8\W¢ al so note that par. 4 of exhibit A to the FPAA asserts
that the “purported partners of Tigers Eye did not enter into the
option positions and Tigers Eye did not purchase the foreign
currency or stock with a profit notive for purposes of section
165(c)(2)”. Notice 2000-44, 2000-2 C. B. 255, 255, cites Fox V.
Conm ssioner, 82 T.C. 1001 (1984), for the proposition that “in
t he case of individuals, these [paired-option] transactions may
be subject to challenge under 8§ 165(c)(2)”.
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To prove that Tigers Eye engaged in the transactions at
issue for profit, Sentinel and participating partner nust show
that the activity was undertaken with an actual and honest
objective of making a profit. Wile a reasonable expectation of
profit is not required, there nust be a bona fide objective of
maki ng an econom c profit, independent of tax savings. Taube v.

Commi ssioner, 88 T.C. 464, 478-479 (1987) (and cases cited

thereat); Beck v. Conm ssioner, 85 T.C 557, 569-570 (1985) (and

cases cited thereat).
The anal ysis of profit objective nust be nade at the

partnership level. Klamth Strategic Inv. Fund, LLC v. United

St at es, F.3d at _ (slip op. at 19); Pol akof v.

Comm ssi oner, 820 F.2d 321, 323 (9th CGr. 1987), affg. T.C. Meno.

1985-197; Hulter v. Comm ssioner, 91 T.C 371, 393 (1988);

Brannen v. Conm ssioner, 78 T.C. 471, 502-505 (1982), affd. 722

F.2d 695 (11th Cir. 1984). The proper focus is on the activities
and intent of the general managers and pronoters who effectively

organi ze and operate the partnership. Klamath Strategic |nv.

Fund, LLC v. United States, supra at __ (slip op. at 19) (citing

Agro Science Co. v. Conmm ssioner, 934 F.2d 573, 576 (5th Gr.

1991), affg. T.C. Meno. 1989-687); Surloff v. Conm ssioner, 81

T.C. 210, 233 (1983); Kelley v. Conm ssioner, T.C. Meno.

1993-495. In determ ning whether the partnership engaged in the
activity for profit, we nust take into account all of the facts

and circunstances with respect to the activity. Some courts have
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hel d that evidence concerning other investor transactions
i nvolving the sane tax shelter product or programis relevant.

See, e.g., Sochin v. Conm ssioner, 843 F.2d 351, 355 & n.8 (9th

Cr. 1988) (and cases cited at n.8), affg. Brown v. Conm Ssioner,

85 T.C. 968 (1985); Jade Trading, LLCv. United States, 65 Fed.

. 188, 191-192 (2005). “A consideration of the entire
investnment programdirectly relates to the analysis of Taxpayers

probabl e econom ¢ benefits.” Sochin v. Conmm ssioner, supra at

355.

M. Logan’s counsel states in the opposition to respondent’s
motion in limne that the universe of partners in Tigers Eye who
face the accuracy-rel ated penalties received two opinions and a
122- page nenorandum of law from Curtis Mallet and that

While it is absolutely true that M. Smth states his
analysis in terms of whether the Curtis Mallet opinion
was of the type on which M. Logan coul d reasonably
rely, that reality is true for the universe of those
partners who reported the basis/”partnership itenf and
who face the 40 percent penalty asserted by the FPAA
because they all received the sane type of analysis
fromCurtis Mallet. [Enphasis added.]

It appears to the Court that Curtis Mallet may have provided
substantially identical tax opinions to investors in other
Senti nel - pronot ed Son-of -BOSS transactions and that, |ike M.
Logan, each investor was required to pay $100,000 to obtain a

Curtis Mallet opinion. See, e.g., Jade Trading, LLC v. United

States, 80 Fed. C. at 14 n. 3. The Governnent is al so arguing

See also Carlisle v. Curtis, Mullet-Prevost, Colt & Msle,
LLP, 521 F.3d 597, 599 (6th Gr. 2008) (plaintiffs, who
(continued. . .)
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on the appeal of Jade Trading that there is evidence in the

record of that case that M. Bricker (the Curtis Mllet partner
responsi ble for the opinion therein and the subject opinion in
the case at hand) understood that prospective clients would
retain Curtis Mallet only if it rendered a favorabl e tax opinion.
There are also indications in the Exhibits to the Second
Stipulation of Facts that has been | odged with the Court that
Curtis Mallet attorneys may have played a role in preparing the
forms of docunents that were used to inplenment the transactions
in issue in this and other cases.

Whet her Curtis Mallet was a pronoter of the transactions at
i ssue such that no investor could reasonably rely on the Curtis
Mal | et opinion requires factual findings properly determned in a
part nership-level proceeding, simlar to factual findings
necessary to determne that a partner has no basis in his
partnership interest because the partnership is a shamor | acks

econoni ¢ subst ance. See Petaluma EX Partners, LLC v.

Comm ssioner, 131 T.C. __ (2008).

| f, as respondent contends, Curtis Mallet was a pronoter of
Ti gers Eye, our focus in deciding whether Tigers Eye engaged in
the activities for profit nust include the activities and intent

of Curtis Mallet. Wether Curtis Mallet was a pronoter is a

19C. .. continued)
participated in a tax shelter pronoted by Arthur Andersen LLP and
ot hers, had signed individual retainer agreenments with Curtis
Mal l et for a fee of $100,000 each), revd. and renmanded sub nom
Arthur Andersen LLP v. Carlisle, 556 U S. _ , 77 US. L.W 4474
(May 4, 2009).
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partnership-level issue to be determned in this proceeding as
part of our review of the issues raised by the FPAA concerning
the creation and operation of the partnership and the nmeans and
manner by which it and participating interests in it were created
and sold. Therefore the Curtis Mallet opinion, and the
circunstances in which it was arranged and provi ded for, prepared
and produced, and obtai ned, received, and paid for by M. Logan,
are properly the subject of evidence in this proceedi ng.?°

Al t hough respondent has taken the position that Curtis
Mal | et was a pronoter of the transactions at issue, respondent
asserts that M. Logan’s claimthat he and the Logan Trusts
reasonably relied on the Curtis Mallet opinion is a partner-|evel
defense that cannot be raised in this partnership-I|evel
proceedi ng under the tenporary regul ation. Respondent asserts
that the Smth report relates solely to M. Logan’s partner-1|evel
def enses and asks the Court to exclude the Smth report from

evidence in this partnership-level proceeding. W disagree; the

2ln this regard, any simlar evidence of Curtis Mllet
opinions to The Batts Group and to participating partners in
ot her Sentinel - pronoted Son-of - BOSS transacti ons woul d be
rel evant to establishing a pattern of activity of Curtis Mallet
in concert with Sentinel and any ot her alleged pronoter or
pronoters that would tend to support respondent’s contention that
Curtis Mallet acted as a pronoter in the case at hand. See,
e.g., Sochin v. Conmm ssioner, 843 F.2d 351, 355 (9th Gr. 1988)
(Tax Court properly admtted evidence of transactions of other
investors in the pronoter’s program who were not before the Court
as relevant to the shamdeterm nation), affg. Brown v.
Conm ssioner, 85 T.C. 968 (1985).
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anal ysis that follows shows that the definition of partner-I|eve
defense in the tenporary regul ati on does not necessarily
enconpass M. Logan’s and the Logan Trusts’ reliance on the
Curtis Mallet opinion.

D. Tax Court’s Jurisdiction To Decide Defenses to

Applicability of Penalty That Are Not Partner-Level
Def enses Defined by Tenporary Reqgul ation

Section 6226(f), as anmended by TRA 1997 section 1238(b), 111
Stat. 1026, gives this Court jurisdiction to decide the
applicability of any partnership-item penalty, and generally, the
applicability of a penalty depends on the absence or existence of
a valid defense to its application. Section 6226(f) neither
specifically permts nor prohibits the Court’s consideration of
the partnership’s or partners’ defenses to partnership-item
penalties in the partnership-I|level proceeding. However, the
tenporary regul ation prohibits partner-|level defenses to any
partnership-itempenalty from being asserted in the partnership-
| evel proceeding but allows themto be asserted in a separate
refund proceeding as permtted in section 6230(c)(4). Although
section 6230(c)(1) and (4) and the tenporary regul ati on make
clear that partner-|level defenses cannot be deci ded at the
partnership level, by inplication all other defenses may be
determ ned at the partnership |evel

The tenporary regulation specifically limts partner-|evel

defenses to those defenses “that are personal to the partner or
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are dependent upon the partner’s separate return, and cannot be
determ ned at the partnership level.” Sec. 301.6221-1T(d),
Tenporary Proced. & Adm n. Regs., supra. Exanples of
partner-1|evel defenses include “whether any applicable threshold
under paynent of tax has been net with respect to the partner or
whet her the partner has net the criteria of section 6664(b)
(penalties applicable only where return is filed), or section
6664(c) (1) (reasonabl e cause exception)”. I|d.

A defense based on the reasonabl e cause excepti on under
section 6664(c) (1), including reasonable reliance on the opinion
of a professional, may be raised in a partnership-I|evel
proceeding if it is not a partner-|evel defense. See, e.g.,

Santa Monica Pictures, LLC v. Comm ssioner, T.C. Mnp. 2005-104

(Court considered substantial authority standard as defense to
application of understatenent penalty, reasonable reliance by tax
matters partner on opinion of a professional, and reasonabl e
cause exception). Respondent has taken the position that, in
deci di ng whet her the section 6664(c) (1) reasonabl e cause defense
applies, the Court may consider only whether the partnership had
reasonabl e cause. That position, however, is nore restrictive
and gives a broader definition to partner-level defenses than the
tenporary regul ati on.

E. Part ner-Level Defense: Definition

In section 6231(a)(3) Congress vested the Secretary with

authority to ascertain which itens are nore appropriately
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determ ned at the partnership level than at the partner |evel.

See RJT Invs. X v. Conm ssioner, 491 F.3d at 738 n.8 (“Congress

vested in the Secretary of the Treasury, not in the federal
courts, the authority to weigh and decide what itens are nost
suitably ascertained at the partnership level”). 1In the
tenporary regulation the Secretary has determ ned that the only
defenses that are not suitably ascertainable at the partnership
| evel are defenses that are “personal to the partner or are
dependant upon the partner’s separate return and cannot be
determ ned at the partnership level.” Sec. 301.6221-1T(d),
Tenporary Proced. & Adm n. Regs., supra. Al defenses that are
nei ther personal to the partner nor dependent on the partner’s
Separate return are suitably ascertainable at the partnership
level. 1In a partnership-Ilevel proceeding, the Court has
jurisdiction to decide the applicability of a penalty including

any defenses to the penalty that are suitably determ ned at the

partnership level; i.e., all defenses that are neither personal

to the partner nor dependent upon the partner’s separate return
and can be determ ned at the partnership |evel.

M. Logan’s and the Logan Trusts’ reasonabl e cause defense
to partnership-itempenalties, their reliance on the Curtis
Mal | et opinion, is not a partner-|level defense if it is personal
neither to M. Logan nor to the Logan Trusts, does not depend on
their separate returns, and can be determned at the partnership

| evel .



- 46-

1. Personal to the Partner

The term “personal” is defined as “1: of or relating to a

particul ar person: affecting one individual or each of many
i ndi vidual s: peculiar or proper to private concerns: not public
or general * * * 6: exclusively for a given individual”
Webster’s Third New International Dictionary 1686 (2002). 1In the
context of a partnership, a defense is personal to a partner when
it relates exclusively to that partner and requires the Court to
consider facts that are unique to that partner

Part ner-1evel defenses include only those defenses that are
personal or unique to a particular partner; i.e., only those
defenses that require factual findings that are generally
unrelated to the pronotion of the transaction or fornmation of the
partnership that would be relevant to all partners--factua
findings unique to the relationship between a particul ar partner
and the advi ser on whose advice he clainms to rely. Partnership-
| evel defenses are not limted to defenses of the partnership.

Rat her they include all defenses that require factual findings
that are generally relevant to all partners or a class of
partners and not unique to any particul ar partner.

There are situations, as in this case, where the
participating partner asserts reasonable reliance on materials
and opinions provided to all participating partners (as well as
investors in other partnerships pronoted by the sanme persons) by

persons who may have been pronoters of the transaction. Reliance
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on such opinions would not be personal to a particular partner.
The determ nation of whether a taxpayer acted with

reasonabl e cause and in good faith with respect to an

underpaynent that is related to a partnership itemis made on the

basis of all pertinent facts and circunstances. Sec.

1.6664-4(b) (1), Inconme Tax Regs. “Circunstances that may

i ndi cat e reasonabl e cause and good faith include * * * the

experi ence, know edge, and education of the taxpayer.” [d. “In

order for reliance on professional tax advice to be reasonabl e,

however, the advice nust generally be froma conpetent and

i ndependent advi sor unburdened with a conflict of interest and

not frompronoters of the investnent.” Mrtensen v.

Conm ssi oner, 440 F.3d at 387. Taxpayers cannot reasonably rely

on the advice of pronoters or other advisers with an inherent
conflict of interest such as one who financially benefits from

the transaction. See, e.g., Gldman v. Comm ssioner, 39 F.3d at

408. A pronoter’s self-interest makes such “advice” inherently
unrel i abl e.

If a partner’s defense is reliance on expert or |egal advice
froman adviser who is unrelated to, and has no interest in, the
transaction, that defense requires factual findings unique to the
rel ati onshi p between that partner and that adviser, and the Court
has no jurisdiction in a partnership-Ilevel proceeding to decide
the applicability of the defense. On the other hand, if a

partner’s defense is reliance on advice from an advi ser who
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participated in structuring the transaction or is otherw se
related to, has an interest in, or profits fromthe transaction,
i.e., is considered a “pronoter” of the transaction, that defense
requires factual findings that would be generally relevant to al
simlarly situated partners and not unique to that particul ar
partner. A defense that relates to all such partners and is an
integral part of the investnent programis not personal to a
particular partner. The Court has jurisdiction in a partnership-
| evel proceeding to decide the applicability of that defense.

2. Depends on Partner’'s Separate Return

A defense to a partnership-itempenalty is a partner-|eve
defense if it depends on the partner’s separate return. A
def ense depends on the partner’s separate return if rel evant
facts can be established only by exam nation of or reference to
the partner’s separate return. An exanple of a defense that
depends on the partner’s separate return is the adequate
di scl osure exception to the accuracy-related penalty for a
substantial understatenent of incone tax under section

6662(d) (2)(B).?t Deciding whether the relevant facts affecting

2lGenerally, there is a substantial understatenent of incone
tax for any taxable year if the anmount of the understatenent
exceeds the greater of 10 percent of the tax required to be shown
on the return for the taxable year or $5,000 ($10,000 in the case
of a corporation other than an S corporation or a personal
hol di ng conpany). Sec. 6662(d)(1). In this context, the term
“understatenent” is defined as the excess of the amobunt of the
tax required to be shown on the return over the anount of the tax
i nposed which is shown on the return, reduced by any rebate.

(continued. . .)
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the partnership itenmis tax treatnent were adequately disclosed in
the partner’s separate return or in a statenent attached to that
return requires an examnation of the return and is a partner-
| evel defense that cannot be asserted in the partnership-Ievel
proceedi ng. Anot her exanple would be a claimby a partner that
the penalty for substantial understatenment of tax does not apply
because the tax reported on his return is not a substanti al
understatenent of the correct tax owed. These defenses require
an exam nation of the partner’s separate return

By contrast, deciding whether a particular partner
reasonably relied on the advice of a conpetent tax adviser
generally would not require the Court to exam ne that partner’s
return. Deciding whether M. Logan and the Logan Trusts--and The
Batts Goup, if it also received a Curtis Mallet opinion--were
entitled to rely on the Curtis Mallet opinion would not require
an exam nation of their separate returns; the facts necessary to
prove they were entitled to rely on the Curtis Mallet opinion and
that such reliance was reasonable to support a reasonabl e cause
defense to partnership-itempenalties would not depend on their

separate returns.

21(...continued)
Sec. 6662(d)(2)(A). In determ ning whether an understatenent of
income tax is substantial, the ambunt of the understatenent is
reduced by any portion attributable to an itemif there is or was
substantial authority for the taxpayer’'s treatnment of the item
or if the relevant facts affecting the itenmis tax treatnment are
adequately disclosed in the return or in a statenent attached
thereto. Sec. 6662(d)(2)(B)
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3. Cannot Be Determ ned at Partnership Level

A partner-level defense is a defense that cannot be
determ ned at the partnership level. Defenses that are personal
to the partner or depend on the partner’s separate return cannot
be decided at the partnership | evel because the Court is unable
to decide on the basis of the evidence necessary and relevant to
deci ding the underlying adjustnents in the FPAA whet her the
def ense appli es.

The tenporary regul ati on provi des exanpl es of partner-1|evel
def enses that cannot be raised in the partnership-I|evel
proceedi ng, including, inter alia, whether the partner has
satisfied the criteria of the reasonabl e cause exception under
section 6664(c) (1) subject to partnership-level determ nations as
to the applicability of section 6664(c)(2).2% The exanple is
appropriate and applies to situations where the partner clains
reasonabl e cause and good faith on the basis of opinions and
actions by advisers unrelated to the transaction. This is

because the validity of the defense cannot be deci ded on the

2ln Stobie Creek Invs., LLCv. United States, 82 Fed. d.
636, 703-704 (2008), the Court of Federal Clainms held that the
exanple in the tenporary regulation did not permt the partners
to raise simlar defenses in the partnership-I|evel proceeding.
The Court of Federal Clains applied the exanple in the tenporary
regul ati on without considering the fact that the tenporary
regulation [imts partner-level defenses to those defenses “‘that
are personal to the partner or are dependent upon the partner’s
separate return and cannot be determ ned at the partnership
level.”” 1d. at 703 (quoting sec. 301.6221-1T(d), Tenporary
Proced. & Adm n. Regs., supra).
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basis of the evidence necessary and rel evant to deciding the
under |l yi ng adjustnents in the FPAA

On the other hand, the nature and character of a
partnership’ s transactions are nore appropriately determ ned at
the partnership level than at the partner level. They are within
the Court’s scope of review in a partnership-Ilevel proceeding and
the Court has jurisdiction to nmake findings concerning the
character of the partnership’s transactions. See Rver Cty

Ranches #1 Ltd. v. Conm ssioner, 401 F.3d 1136, 1144 (9th G

2005), affg. in part and revg. in part T.C Meno. 2003-150. The
status of an adviser as a pronoter is a partnership-Ilevel issue
when it is relevant to issues raised by the FPAA concerning the
creation and operation of the partnership and the neans and
manner by which the partnership and partnership interests were
created and sold. The opinion provided by a pronoter to
investors in the transactions and the circunstances in which the
opi nion was arranged for and provided to the investors are
rel evant to the underlying adjustnments in the FPAA and are
properly the subject of evidence in the partnership-Ievel
proceedi ng. Such matters are within the Court’s scope of review
in a partnership-level proceeding, as in the case at hand, and
the Court has jurisdiction to make findings concerning the
rel ati onships of the putative pronoter to the partnership.

Whet her the advi ser upon whose opinion the partner clainms to

have relied is a pronoter of the transactions and, if so, whether
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the adviser’s opinion is inherently unreliable can be decided on
the basis of the evidence necessary and relevant to deciding the
underlying adjustnments in the FPAA; they would be nore
appropriately determned at the partnership |evel.

4. If Curtis Mallet Was a Pronoter

We have held that whether Curtis Mallet was a pronoter of
the transactions at issue is to be decided in this partnership-
| evel proceeding. Curtis Mallet may have provided opinions to
The Batts Group substantially simlar to its opinions to M.
Logan and the Logan Trusts. Indeed, respondent may prove that
Curtis Mallet provided substantially identical opinions to all,
nost, many, or sonme of the other investors who participated in
Senti nel - pronoted paired-option partnership transactions. In
that event, the Curtis Mallet opinion and the circunstances in
which it was arranged, provided for, prepared, and produced by
Curtis Mallet and obtained, received, and paid for by M. Logan,
the Logan Trusts, The Batts G oup, and other investors who
participated in simlar Sentinel-pronoted paired-option
partnership transacti ons woul d be proper subjects of evidence in
this proceeding. See supra note 20. In considering that
evidence, the Court has jurisdiction to decide whether Curtis
Mal | et was a pronoter and whether the circunstances in which the
Curtis Mallet opinion was arranged for and provided to investors
in the paired-option partnership transactions pronoted by

Sentinel prove that the opinion is inherently unreliable. |If the
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Court should decide that Curtis Mallet was a pronoter of the
transactions at issue and that the Curtis Mllet opinion was
i nherently unreliable, reliance on the opinion wiuld not be a
partner-|level defense. In that event, the Court would have
jurisdiction to decide whether M. Logan and the Logan Trusts
coul d reasonably rely on the Curtis Mallet opinion.

By contrast, M. Logan m ght well have partner-|evel
defenses to the partnership-itempenalties on the basis of advice
he may have received and relied on fromother tax, |egal,
financial, and accounting advi sers, defenses that the tenporary
regul ation prevents himfromraising in this partnership-I|eve
pr oceedi ng.

5. If Curtis Mallet Was Not a Pronoter

| f we should decide in this partnership-1evel proceeding
that Curtis Mallet was not a pronoter, deciding whether M. Logan
and the Logan Trusts reasonably relied on the Curtis Mall et
opi ni on woul d require an exam nation of facts personal to M.
Logan and the trusts, including M. Logan’s education and
busi ness experience and the nature and extent of his relationship
with Curtis Mallet. It would be a partner-level defense as
defined by the tenporary regulation that we woul d not have
jurisdiction to decide in this partnership-1evel proceeding.

6. Concl usi on

| f we should sustain the FPAA determ nations that Tigers Eye

or M. Logan’s transactions with Tigers Eye nust be disregarded
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and that the accuracy-rel ated penalties otherw se apply, reliance
on the Curtis Mallet opinion by M. Logan and the Logan Trusts
woul d be assertable and decided in this partnership-Ievel
proceeding only if the Court should decide that Curtis Mllet was
a pronoter and that the Curtis Mallet opinion was inherently
unreliable. If we should hold that Curtis Mallet was not a
pronoter, M. Logan’s and the Logan Trusts’ reliance on the
Curtis Mallet opinion would be a partner-level defense that could
not be decided in this partnership-level proceeding. Since
reliance on the Curtis Mallet opinion would not be a partner-

| evel defense should we decide that Curtis Mallet was a pronoter,
at this tinme we cannot conclude that M. Smth’s report nust be
excl uded on jurisdictional grounds.

F. Legal Concl usi ons and Advocacy of M. Logan’s Position
in the Snmth Report

Respondent next argues that the Smth report should be
excl uded because it consists of |egal conclusions. W agree.

Proceedings in this Court are conducted in accordance with
the Federal Rules of Evidence. Pursuant to Rule 143(a) expert

testinony is adm ssible under rule 7022 of the Federal Rul es of

2Fed. R Evid. 702 states:

If scientific, technical, or other specialized
knowl edge will assist the trier of fact to understand
the evidence or to determne a fact in issue, a wtness
qualified as an expert by know edge, skill, experience,
training, or education, may testify thereto in the form
of an opinion or otherwse, if (1) the testinony is
(continued. . .)
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Evidence if it assists the Court to understand the evidence or to

determine a fact in issue. Sunoco, Inc. & Subs. v. Commi Ssioner,

118 T.C. 181, 183 (2002). Expert opinion about what the lawis
or howto apply lawto facts does not “assist the trier of fact
to understand the evidence or to determne a fact in issue”. See
Fed. R Evid. 702. “Each courtroom cones equi pped with a ‘I egal

expert,’ called a judge”. Burkhart v. WAsh. Metro. Area Transit

Auth., 112 F.3d 1207, 1213 (D.C. Cr. 1997); see al so Specht v.
Jensen, 853 F.2d 805, 807 (10th Cr. 1988) (“‘There being only
one applicable legal rule for each dispute or issue, it requires
only one spokesman of the |law, who of course is the judge'”
(quoting Stoebuck, “Opinions on Utimte Facts: Status, Trends,
and a Note of Caution”, 41 Denv. L. Cr. J. 226, 237 (1964))).
“This holds just as true when the finder of fact is the court, if
not nore so; the court is well equipped to instruct itself on the

law.” Stobie Creek Invs., LLCv. United States, 81 Fed. C . 358,

360-361 (2008). Courts routinely exclude expert opinion on |egal

i ssues. See, e.g., N eves-Villanueva v. Soto-Rivera, 133 F. 3d

92, 100 (1st Gr. 1997) (ruling inadm ssible expert testinony
regardi ng hol di ngs of cases on statutory categorization of public

enpl oyees, but upholding trial verdict as product of harm ess

(.. .continued)

based upon sufficient facts or data, (2) the testinony
is the product of reliable principles and nethods, and
(3) the witness has applied the principles and net hods
reliably to the facts of the case.
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error); Burkhart v. Wash. Metro. Area Transit Auth., supra at

1213 (reversing trial court’s adm ssion of expert testinony on
| egal issues at trial whether |egal standards of Anmericans with

Disabilities Act satisfied); Peterson v. Gty of Plynmouth, 60

F.3d 469, 475 (8th Cr. 1995) (finding reversible error in trial
court’s adm ssion of expert testinony on whether police conduct

viol ated fourth amendnent standards); United States v. Leo, 941

F.2d 181, 196 (3d Cr. 1991) (upholding trial court’s limting of
expert testinony regarding credibility and stating that “Wile it
is not permssible for a witness to testify as to the governing

law’, trial court did not abuse discretion in allow ng expert to

testify on relevant industry practice); Montgonery v. Aetna Cas.

& Sur. Co., 898 F.2d 1537, 1541 (11th Cr. 1990) (finding abuse
of discretion where trial court allowed expert testinony on |egal

duty to hire tax counsel); Adalman v. Baker, Watts & Co., 807

F.2d 359, 365-368 (4th Cr. 1986) (reversing and remanding tri al
court’s adm ssion of expert testinony on neaning and
applicability of securities |aws), abrogated on other grounds by

Pinter v. Dahl, 486 U. S. 622, 650 (1988)); United States v.

Vr eeken, 803 F.2d 1085, 1091 (10th Cr. 1986) (ruling trial court
properly excluded expert testinony of conplexity of tax and

banking law); United States v. Curtis, 782 F.2d 593, 599 (6th

Cir. 1986) (affirmng |lower court’s grant of notion in limne to
excl ude expert testinmony on unsettled nature of tax |aw regarding

W llfulness); Onen v. Kerr-MGee Corp., 698 F.2d 236, 240 (5th
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Cr. 1983) (affirmng trial court for properly overruling
objection to expert’s testinony on factual cause of accident and
admtting testinony which did not concern | egal cause of

accident); Ward v. Westland Plastics, Inc., 651 F.2d 1266, 1270

(9th Cr. 1980) (holding trial court judge correctly excluded
expert testinony that plaintiff was discrimnated agai nst on

account of sex); Marx & Co. v. Diners’ dub, Inc., 550 F.2d 505,

509-510 (2d G r. 1977) (reversing and remanding trial court’s
adm ssion of expert testinony concerning |egal obligations of

parties to contract); Loeb v. Hammond, 407 F.2d 779, 781 (7th

Cir. 1969) (finding no error in trial court’s exclusion of expert
testinony on | egal significance of docunents, a matter of
contract interpretation).

I n support of the second ground for conplete exclusion,
respondent’s supplenent cites Judge M Il er’s Menorandum Opi ni on

and Oder in Stobhie Creek Invs., LLCv. United States, 81 Fed.

Cl. 358 (2008), excluding the testinmony of M. Smth and
Professor Ira B. Shepard offered in the partnership-Ieve

challenge to the FPAA in that Son-of-B0OSS case.? Judge Ml er

22Recently, in an unpublished opinion of the U S. Court of
Federal C ainms, Murfam Farns, LLC v. United States, No. 1:06-cv-
00245 (Sept. 19, 2008), then Chief Judge Dam ch in a partnership-
| evel proceeding granted in part and denied in part the
Governnment’s notion to exclude an expert report of M. Smth that
opi nions provided to the taxpayers by the Proskauer Rose law firm
“were of the type, character, and quality upon which a taxpayer
coul d reasonably rely”. Chief Judge Dam ch all owed the bul k of
M. Smth' s report to be introduced into evidence on the ground
(continued. . .)
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found that the plaintiff’'s | egal experts, including M. Smth,
whose report was simlar in many respects to the Smth report in
the case at hand, were in effect applying law to the facts and,
in expressing | egal conclusions, purporting to tell the trier of
fact how it should decide a disputed issue. Therefore Judge
MIller held that the reports did not “assist” the trier of fact
in the manner contenplated by rule 702 of the Federal Rules of
Evi dence and were inadm ssi bl e.

In the case at hand the Smth report anal yzes how the Curtis
Mal l et opinion fulfills the requirenents of Treasury Depart nent
Crcular No. 230, 31 CF.R secs. 10.0-10.93, and concl udes that

the Curtis Mallet opinion for M. Logan and the Logan Trusts is

24(...continued)
that it “nmerely anal yzes whet her the Proskauer Rose opi nions
contain enough factual information and | egal analysis such that a
t axpayer could rely upon it [sic],” but excluded two sel ected
passages of the report as containing unhel pful |egal analysis and
advocacy. The Murfam Farns opi nion did not address the
possibility that the report should be excluded as being proffered
in aid of partner-level defenses to penalties that the Court of
Federal C ains |acked jurisdiction to consider in the pending
proceedi ng. Soon thereafter, however, on Cct. 31, 2008, Judge
Dam ch issued an order in the Murfam Farns case denying the
plaintiffs’ nmotion to confirmjurisdiction to hear their
reasonabl e cause defenses to the accuracy-related penalties
determned in the FPAA. The ground of the notion was that each
plaintiff was the managing partner of his respective partnership
and thus woul d be nounting a partnership-1level defense to the
penal ti es determ ned against him Judge Dam ch was not willing
to accept at face value the characterization in the governing
agreenents that every nenber partner was a nmanager; Judge Dam ch
concl uded that each partner’s involvenent in and know edge of the
transacti ons conducted by the partnershi ps should be expl ored at
trial. Judge Dam ch found that there was a genuine issue of
material fact as to the identity of the nmanagi ng nenber partners
and therefore denied plaintiffs’ notion.
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of the quality and character upon which taxpayers such as they
could reasonably rely in preparing their tax returns. The Smth
report does not assist the Court in understanding the evidence or
determning a fact in issue. It nmerely advocates M. Logan’s

position and is not adm ssible for such purposes. Sunoco, Inc. &

Subs. v. Conmissioner, 118 T.C. at 183-184; Alumax, Inc. V.

Commi ssioner, 109 T.C 133 (1997), affd. 165 F.3d 822 (11th Cr.

1999); Hosp. Corp. of Am v. Comm ssioner, 109 T.C 21 (1997);

Snap-Drape, Inc. v. Conmm ssioner, 105 T.C 16, 20 (1995), affd.

98 F.3d 194 (5th GCr. 1996); Estate of Halas v. Comm ssioner, 94

T.C. 570, 577 (1990); Laureys v. Comm ssioner, 92 T.C 101, 129

(1989); Estate of Carpenter v. Conm ssioner, T.C Meno. 1993-97.

We conclude that the Smth report does not assist the Court in
under st andi ng the factual questions in issue and is not
adm ssible. Accordingly, we shall grant respondent’s notion in
[imne.
Afterword

In addition to deciding the issues directly raised by the
parties’ notions, we have held that we have jurisdiction in this
partnershi p-1evel proceeding to decide whether the Curtis Mall et
firmwas a pronoter of the transactions in issue. Qur decision
on the pronoter issue will have an inpact on whether reliance on
the Curtis Mallet opinion by M. Logan and the Logan Trusts is a
partnership-1evel defense (over which we have jurisdiction) or a

partner-|level defense (over which we lack jurisdiction). W have



-60-
al so recogni zed that M. Logan may have ot her partner-|eve
defenses to the partnership-itempenalties on the basis of advice
he may have received and reasonably relied on from other tax,
| egal, financial, and accounting advisers that he could raise
only in a refund action. See sec. 301.6221-1T(c) and (d),
Tenporary Proced. & Adm n. Regs., supra.

Agai nst the background of our hol dings and their
inplications, it bears noting that TRA 1997 has created probl ens
of judicial adm nistration that Congress may not have
anticipated.? The problem faced by M. Logan and ot her
i nvestors who participated in Sentinel-pronoted transactions or
ot her Son-of-BOSS transactions is not the tenporary regul ation
(now permanent)--which gives effect to what woul d appear to be
the legislative intent. Rather, it is TRA 1997, which, for the
first tinme since 1924, denies taxpayers a prepaynment forumfor
the determ nation of penalties on incone tax deficiencies.?®

Al t hough deficiency procedures continue to apply to other
affected itens, deficiency procedures do not apply to
partnership-item penalties regardl ess of whether further

partner-|level determ nations are required. Sec.

»See coments in a somewhat simlar vein in the concl uding
par agraphs of Donulewi cz v. Comm ssioner, 129 T.C 11, 23-24
(2007).

26See Pisem “Wiat Happened to My Prepaynment Forunf? The
Penalty Problemin TEFRA Partnership Audit Cases”, 108 J. Tax.
269 (May 2008).
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6230(a)(2)(A) (i); Donmulewicz v. Comm ssioner, 129 T.C 11, 23

(2007); see also Fears v. Conm ssioner, 129 T.C. 8 (2007).

Consequent |y, although the Court has jurisdiction in a

part nership-level proceeding to decide whether a partnership-item
penalty applies and in a partner-Ilevel proceeding to decide the
anmount of the deficiency to which a partnership-itempenalty
applies, it does not have jurisdiction to decide the anmount of
the penalty or to consider any partner-|level defenses in either

proceedi ng. Donmulewi cz v. Conmm ssioner, supra. The Conm ssioner

may assess a partnership-itempenalty before the deficiency to
which the penalty relates is adjudicated, id. at 23; the partner
must pay the assessed penalty and raise his partner-|evel
defenses in a refund proceedi ng, sec. 6230(c)(4); sec. 301.6221-
1T(c) and(d), Tenporary Proced. & Adm n. Regs., supra.

As observed supra Part 11, this splitting of the procedure
for determ ning penalties not only has inplications for taxpayer
rights; it also has practical consequences for judicial
adm ni stration generally and the conduct of the trial in the case
at hand.

The original purpose of TEFRA was “to pronote increased
conpliance and nore efficient admnistration of the tax |aws.”

H. Conf. Rept. 97-760, at 600 (1982), 1982-2 C. B. 600, 662. To
that end, TEFRA provided a procedure making it unnecessary for
the Comm ssioner to initiate multiple proceedings against all the

partners of a partnership. Instead, by neans of the FPAA he
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could determne in one proceeding at the partnership |evel the
i ncome tax consequences to the partners of the actions of the
partnership. In TEFRA title IV, Congress provided that the tax
treatnment of any “partnership itenf of certain partnerships
shoul d be decided at the partnership level. Sec. 6221. After
t he partnership-1evel proceedi ngs had been conpl eted, the
Comm ssi oner woul d be able to assess and col |l ect against the
partners directly deficiencies attributable to conputational
itenms based on adjustnents of partnership itens. But the
Comm ssioner was required, with respect to affected itens,
i ncluding penalties, to issue a notice of deficiency to each
partner, thereby giving the partner the right to file a Tax Court
petition and to postpone (and perhaps avoi d) assessnent and
collection of the deficiency and penalties until the Tax Court
shoul d deci de those aspects of the case at the partner |evel.
See sec. 6230(a)(2); sec. 301.6231(a)(5)-1T(c), Tenporary Proced.
& Adm n. Regs., 52 Fed. Reg. 6790 (Mar. 5, 1987).

Even if a petition challenging the FPAA were filed in a
court other than the Tax Court, with the effect that any tax
deficiency attributable to the FPAA adjustnments could be assessed
wi thout further judicial review, penalties attributable to
partnership itenms still required application of the deficiency
procedures after conpletion of partnership-Ilevel proceedings.

TRA 1997 represents a partial return to the Revenue Act of

1924, which created the Board of Tax Appeals. Under the Revenue
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Act of 1924, if the Governnent prevailed before the Board, the
deficiency could be imedi ately assessed and col |l ected. Although
the taxpayer could not directly appeal the Board s decision to a
hi gher court, the taxpayer could file a claimfor refund with the
predecessor of the IRS and, upon denial of the claim bring a
refund action in a District Court or the Court of Cains. See
Dubroff, The United State Tax Court--An Hi storical Analysis 77-78
(1979). This approach was pronptly repealed by the Revenue Act
of 1926, which provided for Court of Appeals review and finality
of Board decisions. 1d. at 118. The approach adopted by the
Revenue Act of 1926 has continued to apply to the Tax Court to
the present day, with the exception carved out by TRA 1997 with
respect to penalties in TEFRA cases.

TRA 1997 and the regul ati ons pronul gated thereunder give the
Tax Court the task of determning in a partnership-1evel
chal l enge to an FPAA whet her penalties apply to any deficiency
that would result froma decision in favor of the Governnent on
the nerits and then provide for the assessnent agai nst and
collection of both the deficiency and the penalties from each
partner. Only thereafter do they allow a partner to assert his
i ndi vi dual partner-1level reasonable cause defenses to the
penalties in a refund action in a District Court or the Court of
Federal C ainms. TRA 1997 and the regulations thereby result in
“splitting a cause of action” with respect to penalties in TEFRA

proceedi ngs. As defined in Black’s Law Dictionary 1937 (8th ed.



- 64-

2004), “splitting a cause of action” is: *“Separating parts of a

demand and pursuing it pieceneal; presenting only a part of a

claimin one lawsuit, leaving the rest for a second suit. This

practice has | ong been considered procedurally inpermssible.”
The prohibition against splitting a cause of action is

comon | aw doctri ne. Magnolia Petroleum Co. v. Hunt, 320 U.S.

430, 460-461 (1943) (Black, J., dissenting). Congress, of
course, has the power to define and restrict the jurisdiction of

the Federal courts, Stoneridge Inv. Partners, LLC v.

Scientific-Atlanta, Inc., 552 U.S. __ , 128 S. C. 761, 773

(2008) (“The decision to extend the cause of action is for

Congress, not for us.”); WIlder v. Va. Hosp. Association, 496

U.S. 498, 509, n.9 (1990) (requirenment of congressional intent
“reflects a concern, grounded in separation of powers, that
Congress rather than the courts controls the availability of
remedies for violations of statutes”), particularly a statutory
court such as the Tax Court, sec. 7442 (“The Tax Court * * *
shal | have such jurisdiction as is conferred on * * * [it] by

this title”); Estate of Smth v. Comm ssioner, 429 F.3d 533, 537

(5th Cr. 2005) (“The Tax Court may exercise jurisdiction only to
the extent that jurisdiction has been conferred upon it by

Congress.” (citing Conm ssioner v. MCoy, 484 U S. 3, 7 (1987))),

vacating 123 T.C. 15 (2004).
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The TRA 1997 rationale to add penalty determ nations to
part nership-level proceedings and to split themfromthe partner-
| evel defenses to the penalties was stated as foll ows:

“applying penalties at the partner |evel through the deficiency

procedures follow ng the conclusion of the unified proceedi ng at
the partnership | evel increases the adm nistrative burden on the
| RS and can significantly increase the Tax Court’s inventory.”

H. Rept. 105-148, at 594 (1997), 1997-4 C.B. (Vol. 1) 319, 916.

This rationale obviously applies to “mddle class” tax
shel ter partnerships with scores of partners, such as the Hoyt

cattl e and sheep-breeding partnerships. See, e.g., Rver Cty

Ranches #1 Ltd. v. Conm ssioner, 401 F.3d 1136 (9th Gr. 2005);

see also Durham Farnms #1, J.V. v. Conmi ssioner, T.C Menp. 2000-

159, affd. 59 Fed. Appx. 952 (9th Gr. 2003); River Gty Ranches

#4, J.V. v. Comm ssioner, T.C. Mnpb. 1999-209, affd. 23 Fed.

Appx. 744 (9th Cir. 2001); cf. Ertz v. Conmm ssioner, T.C Meno.

2007-15. Although the tax deficiencies inplicating accuracy-

rel ated penalties were attributable to events at the partnership
| evel, the Hoyt partnerships have required nmultiple affected
itenms partner-level proceedings to address the penalty

determ nati ons agai nst individual partners. See, e.g., Hansen v.

Conmi ssioner, 471 F.3d at 1028-1033; Mirtensen v. Conni Ssioner,

440 F.3d 375 (6th Gr. 2006); Van Scoten v. Conm ssioner, 439
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F.3d 1243 (10th G r. 2006); Sanders v. Conm ssioner, T.C Meno.

2005-163. ?7

The TRA 1997 rational e makes | ess sense in Son-of - BOSS
transactions and other tax shelters sold to multimllionaires,
where each partnership usually has no nore than one or two
individuals or famly groups as participants. The new procedure
under TRA 1997 nmekes it necessary, in cases in which the
partnershi p-level determ nations are sustained, to educate two
different courts (or at least two different judges) in the
operation of the sane conplex set of transactions. One court has
the task of determning the validity of the FPAA determ nations
which, if sustained, will lead to deficiency and penalty
assessnents by way of conputational adjustnents. Another court,
in arefund suit to recover the penalties, nust determ ne the

validity of the participating partner’s partner-|level defenses to

2TAnot her type of tax shelter antedating TRA 1997 that has
spawned nunerous affected itens proceedings to determ ne
additions to tax have been the jojoba tax shelter TEFRA
partnerships. See Utah Jojoba | Research v. Conmm ssioner, T.C
Meno. 1998-6 (partnership-level proceeding sustaining FPAA
adj ustnents); see also Altman v. Comm ssioner, T.C Meno. 2008-
290; Watson v. Commi ssioner, T.C Meno. 2008-276; Helbig v.
Commi ssioner, T.C Menp. 2008-243; Bass v. Conm ssioner, T.C
Meno. 2007-361, affd. without published opinion 2009-1 USTC par.
50, 332, 103 AFTR 2d 2009-1624 (11th Cir. 2009); Finazzo v.
Commi ssioner, T.C Menp. 2002-56; Welch v. Conm ssioner, T.C
Meno. 2002-39; Christensen v. Conmm ssioner, T.C Meno. 2001-185;
Serfustini v. Conm ssioner, T.C Meno. 2001-183; Carnena V.
Commi ssioner, T.C. Menp. 2001-177; Nilsen v. Conmm ssioner, T.C
Meno 2001- 163 (affected itens proceedi ngs sustaining additions to
tax arising fromfailed investnments in jojoba tax-shelter
partnerships). But see Swanson v. Conmm ssioner, T.C Meno. 2009-
31.
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those penalties. |If the partnership-Ilevel adjustments should
require an affected itens partner-|evel proceeding to determ ne
the deficiencies and penalties, three proceedi ngs woul d be
requi red, because the partner-level defenses to the penalties
could not be raised in the affected-itens deficiency proceeding.

The new procedure al so creates conplex |ogistical problens
in the conduct of trials by the first court in the FPAA
proceeding. Particularly where a participating partner acted as
t he managi ng partner or tax matters partner, the new procedure
aggravates the probl em of deciding whether each item of that
partner’s proffered testinony relates to partnership-Ilevel or

partner-level matters and defenses. Cf. Murfam Farns order of

Cct. 31, 2008, supra note 24. Rather than pronote efficiency and
econom cal use of judicial, party, and attorney resources, the
new regi me woul d appear to have increased substantially the
burdens on the judicial branch and costs and delay to
litigants.?®

It mght be objected that a simlar splitting of deficiency

determ nati ons obtains under the original TEFRA procedures:

28Not wi t hst andi ng t hat taxpayers have no constitutional
right to a prepaynent forum see Phillips v. Conmm ssioner, 283
U S. 589, 596-597 (1931), the availability of the Tax Court as
the prepaynent forumto redetermne liabilities for Federal
i ncone taxes and associ ated penalties, although it originated in
an act of |egislative grace, has acquired--over the nore than 70-
year period since its inception--the status of a prescriptive
right in the mnds of tax practitioners and nmenbers of the
public. See supra note 26




-68-

bet ween the partnership-level proceeding to determ ne the
validity of the FPAA adjustnents and the partner-level affected
itens proceeding that may be needed to determ ne the deficiencies
and the penalties of the individual partners. But at |east under
the original TEFRA procedure both the | egal and factual
requirenents for the inposition of the accuracy-rel ated penalties
and the partner’s defenses to those penalties were considered in
the same proceeding in one court. It also bears observing that
the original TEPRA procedures were the product of a |egislative
j udgment that the benefits of having partnership-I|evel
adj ustnents nmade by the FPAA apply across the board to nultiple
partners outwei ghed the problens that m ght be encountered in
appl ying these adjustnents to the individual partners in multiple
af fected itens proceedi ngs.

The foregoing observations |lead to the question whether any
t echni que m ght be avail abl e under which *“one-stop shopping”
could be nmade available in partnership cases in which the
partnership has no nore than a handful of participating partners.
“One-stop shopping” in the case at hand woul d nean that al
issues relating to the tax and penalty liabilities of a
participating partner or partners could be decided in one court
in one proceeding. One exanple, of course, is where the snal
partnership exception of section 6231(a)(1)(B) applies. New

Phoeni x Sunrise Corp. & Subs. v. Conm ssioner, 132 T.C.

(2009), exenmplifies the efficiencies of one-stop shopping where
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the smal| partnership exception applies; both the deficiency and
the penalties were redeterm ned in one proceeding in this Court.
These musi ngs have been cut short by the realization that
the Secretary appears to have recently recogni zed and responded
to the observed problens. The Secretary has proposed regul ati ons
t hat woul d enabl e the Comm ssioner to convert partnership itens
to nonpartnership itens in the case of |isted transactions and
t hereby provide for “one-stop shopping” through application of
the traditional deficiency procedures to such transactions. See
supra Part I.D. It is regrettable that the proposed regul ati ons
woul d not provide relief in the case at hand or the nyriad of
ot her pendi ng Son- of - BOSS cases subject to the TEFRA procedures
as anmended by TRA 1997 and inpl enented by the regul ati ons
currently in effect.?°

On the basis of the rulings in the foregoing discussion,

Appropriate orders wll be

i ssued, denying participating

partner’s notion for parti al

summary judgnent and granting

respondent’s notion in |limne.

Timely application of the procedures provided by the
proposed regul ati ons m ght al so reduce opportunities for gam ng
the statutes of Iimtations where nmultiple passthrough entities
have interests in what would otherwi se remain a TEFRA
partnership. Cf., e.g., JTUSA, LP. v. Conm ssioner, 131 T.C
(2008) .




