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PC, a single-nenber LLC owned by AHI, entered into
of fsetting market-Iinked deposit contracts with SG
Each contract provided for potential prem uminterest
on the deposit; the terns of the potential prem um
interest in each contract constituted a European-style
foreign currency digital option. Shortly thereafter,
CFA becane a nmenber in PC. As a result, PC was
classified as a partnership for tax purposes, and the
of fsetting MLD options were treated as contributions to
the newly fornmed partnership. AH clained a basis in
its PC partnership interest that included the prem um
it omed for the long M.D option, but AH did not reduce
its partnership basis to account for any obligation
under the short M.D option under sec. 752(b), I.R C
Less than 2 nonths later, AH acquired CFA's PC
menbership interest and again becane PC s only nenber,
causing liquidation of the PC partnership. Under sec.
732(b), I1.R C, in the only asset deened distributed by
PC, a foreign currency position in Canadi an doll ars,
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AHI clainmed a basis that equaled AH s basis in its PC
interest, mnus cash it received, as a deened
liquidating distribution. PC then sold the Canadi an
dollars and clainmed a substantial ordinary tax loss. R
issued a notice of final partnership admnistrative

adj ustnment in which he determ ned that PC was a sham
and that the MLD contracts | acked econom ¢ substance
and shoul d be disregarded. P petitioned this Court
under sec. 6226(a), |I.R C

Hel d: The M.D transaction is disregarded under
t he econom ¢ substance doctri ne.

Hel d, further, the accuracy-rel ated penalty under
sec. 6662, |I.R C., applies.

Steven R_Mather and Lydia B. Turanchik, for petitioner.

Stephen M Barnes, Wlliam R Davis, Jr., Dennis M Kelly,

and David W Sorensen, for respondent.
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MVEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: Respondent issued a notice of final
partnership adm ni strative adjustnment (FPAA) for 2001 pursuant to
section 6223(a)! to AH Investnent Holdings, Inc. (AH), the tax

matters partner (TMP) of Pal m Canyon X Investnents, LLC (Palm

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code (Code) in effect for the taxable year
in issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.
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Canyon),2 a limted liability conpany classified as a partnership
for Federal incone tax purposes.® In the FPAA respondent
determ ned that Pal m Canyon was a sham and that offsetting
mar ket - | i nked deposit* contracts (M.D contracts) entered into by
Pal m Canyon | acked econom ¢ substance and shoul d be di sregarded
for Federal income tax purposes. Accordingly, respondent made
adjustnents to the incone, expense, deduction, and distribution
itens reported by Pal m Canyon on its 2001 Federal incone tax
return and i nposed an accuracy-rel ated penalty under section
6662. A petition for readjustnent of partnership itens was filed
by AH on behal f of Pal m Canyon.

The parties tried and briefed the foll ow ng issues:

(1) Whether Palm Canyon’s M.D contracts | acked econom c
subst ance and shoul d be disregarded for Federal incone tax
pur poses;

(2) alternatively, whether Pal m Canyon shoul d be disregarded

as a sham

2Pal m Canyon is subject to the unified partnership audit and
litigation procedures of the Tax Equity and Fiscal Responsibility
Act of 1982, Pub. L. 97-248, sec. 402(a), 96 Stat. 648.

3Pal m Canyon’s 2001 partnership tax year began Cct. 19,
2001, and ended Dec. 18, 2001 (Pal m Canyon’s 2001 tax year).

‘Hereinafter, we will refer to market-Ilinked deposit(s) as

M. s) .
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(3) alternatively, whether Pal m Canyon’s short M.D contract
is aliability under section 752(a) and (b) or a contingent
l[Tability under section 1.752-6, Income Tax Regs.;

(4) alternatively, whether the M.D contracts shoul d be
treated as a single integrated transaction with a net tax basis
of $55, 000 under the substance over form doctrine and section
988; and

(5) whet her any underpaynent of tax attributable to the
adjustnents to partnership itens is subject to the section 6662
accuracy-rel ated penalty, as determned at the partnership |evel.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of the parties are incorporated herein by this
reference. On the date AHI filed its petition as Pal m Canyon’s
TMP, Pal m Canyon had no princi pal place of business, as it had
ceased to exist.

| . Backgr ound

In 1988 Alan Hanel (M. Hanel) and his w fe, Suzanne Hanel,?®
(collectively the Hanel s) began pronoting various retai
products, including the well-known “Thi ghmaster” piece of
exerci se equi pnent. The Hanels enjoyed consi derabl e success with

the Thi ghmaster, selling mllions of units. By 2001 the Hanel s’

SSuzanne Hanel, al so known as Suzanne Soners, is an actress
who is featured in advertisenents for the “Thighmaster”. The
parties’ stipulations also reflect the spelling “Somrers”.
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retail operation included numerous products besides the
Thi ghnmaster, including other fitness products, jewelry, books,
vi deos, and various food itens. The Hanels’ businesses
manuf act ured over 1,000 products annually.

The Hanel s operated their retail business through a
corporate structure headed by Thi ghmaster Worl d Corp.
(Thighmaster).® As of Decenber 31, 2001, Thi ghnmaster was the
parent corporation of seven subsidiary corporations engaged in
vari ous business activities and organi zed by function and product
sal es” (collectively the Hamel conpanies). During 2001 M. Hanel
was Thi ghmaster’s sol e sharehol der

Through 2001 none of the Hanmel conpani es operated a busi ness
or owned any manufacturing, storage, or sales facilities in a
foreign country. In 2001 the Hanel conpanies’ international
activities consisted primarily of sales through the Internet.

The Hanel conpanies also ordered a significant portion of the
materials used to make their products from Asia and had sone of
their products manufactured there.

None of the Hanmel conpani es’ businesses had any contracts

due in 2001 or 2002 that required paynents in foreign currencies.

M. Hanel organized Thighmaster in 1995. Sonetine after
2001 Thi ghmaster changed its name to ELO

‘As of Dec. 31, 2001, six of the seven corporations were
qual i fied subch. S subsidiary corporations.
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Addi tionally, Thighmaster had no direct or indirect ownership
interest in any foreign entity or bank account and paid no
forei gn taxes.

1. Noti ce 2000-44

On August 13, 2000, the Internal Revenue Service (IRS)
i ssued Notice 2000-44, 2000-2 C. B. 255, titled “Tax Avoi dance
Using Artificially H gh Basis”; it was published in the Internal
Revenue Bull etin on Septenber 5, 2000. In Notice 2000-44, supra,
the I RS addressed arrangenents that produce noneconom c tax
| osses on the disposition of partnership interests and descri bed
two variations of |oss-generating transactions. One described
transaction invol ved purchasing and witing options and
purportedly creating positive basis in a partnership interest by
transferring the options to a partnership. 1d., 2000-2 C. B. at
255. In such a transaction, the taxpayer purports to have a
basis in the partnership interest equal to the cost of the
purchased call option, although the net economc outlay and the
value of the partnership interest are nomnal or zero. 1d. The
t axpayer then clains a tax | oss on the disposition of partnership
interest without incurring a corresponding economc loss. 1d.
In the notice the IRS stated that | osses resulting fromthe
described transaction did not represent bona fide |osses
reflecting actual econom c consequences and were not allowabl e as

deductions for Federal inconme tax purposes. |d.
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In the notice the IRS also stated that “tax | osses from
simlar transactions designed to produce noneconon c tax | osses
by artificially overstating basis in corporate stock or other
property are not allowable as deductions” and appropriate
penal ties m ght be inposed on participants in these transactions.
Id. The IRS also stated that transactions that were the sane as
or substantially simlar to the ones described in the notice
coul d be subject to challenge under section 752, under section
1.701-2, Inconme Tax Regs., or under other antiabuse rules and
could result in the inposition of a section 6662 accuracy-rel ated
penalty. [d., 2000-2 C B. at 255-256.

I[11. Investigating the MLD Strat eqy

M. Hanel’s certified public accountant (C.P.A ), difton
Lanb (M. Lanb),® was | ooking for a nmeans to reduce the Hanel s’
tax liability as early as August 2001 when he nmet with Aaron
Sokol and Steven Fuld of the Skyline Goup, a financial services
firm to discuss “high end tax products for big losses”. 1In a
t el ephone conversation on August 17, 2001, M. Hanel and M. Lanb
di scussed foreign markets and foreign currencies. Shortly after

this conversation, M. Lanb net with John lIvsan (M. Ivsan), a

8. Lanb had advised M. Hanel on business and tax matters
since 1996. M. Lanb describes hinself as an “outsource CFO of
t he Hanel conpanies. M. Lanb worked as a field agent with the
| RS for approximately 13 years. During 2001 and part of 2002 M.
Lanb was a partner in the accounting firmof Mod & Co., LLP
During 2002 he was an owner of Lanb Accountancy Corp.
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tax attorney with Cantley & Sedacca, LLP (Cantley & Sedacca),® to
di scuss foreign currency trading with M.Ds (M.D strategy).!® Reg
Wlson (M. WIson), an enployee of EPIC Advisors, Inc. (EPIC), a
financial and retirenent planning and advisory firm referred M.
Lanb to Cantley & Sedacca.!! Paul Kestenbaum (M. Kestenbaum,
an attorney who introduced M. Lanb to M. WIson, also attended
t he neeting. !?

The M.D strategy involved offsetting currency positions that
produced a capital or ordinary tax | oss by exploiting the
provi sions governing the tax treatnment of partners and
partnerships. M. lvsan introduced Cantley & Sedacca to the M.D

strategy around April 2001. During 2001 Cantley & Sedacca, with

°Cantl ey & Sedacca was a law firmorganized in Georgia. |Its
princi pal place of business was in Dallas, Tex. The firmwas
formed on Mar. 7, 2001, and dissolved in | ate 2002.

MLDs are nmoney market instruments issued by financial
institutions whereby an investor deposits noney with the
financial institution for a fixed period, and in lieu of all or
part of the interest to be paid on the deposit, the depositor has
the opportunity to earn a higher return than otherw se granted
for a traditional tine deposit. The higher return depends on the
mar ket performance of some other asset specified in the M.D
docunent ati on.

HEPI C received a flat fee of $137,500 from Cantley &
Sedacca for referring M. Lanb. M. WIlson paid M. Lanb
$45, 833. 43 of this anount.

2. WIlson al so paid $45,833.29 of EPIC s $137, 500
referral fee fromCantley & Sedacca to M. Kestenbaum and his | aw
firm
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t he assi stance of Daniel Brooks (M. Brooks),!® a fornmer foreign
currency trader at Deutsche Bank AG '* and Craig Brubaker (M.
Brubaker), ! an enpl oyee at the Dallas branch of Deutsche Banc
Al ex. Brown, '® nmarketed the M.D strategy to accountants and
financial advisers nationw de and sold it to approximately 150
clients.” M. Brooks knew the MD strategy was a “tax
advant age” or “tax notivated” transaction.

M. Lanb’s initial reaction to the M.D strategy was that the
tax benefit was “too good to be true”. On August 23, 2001, M.
Lanb spoke with M. Hanel about the M.D strategy. Follow ng the

di scussion, M. Lanb reviewed a tax opinion by the law firm Bryan

BM. Brooks has an M B. A degree and extensive experience
in the financial industry, having worked as a foreign currency
trader for several |arge banks before starting his own currency
adviser firm Carion Capital, in 2001.

“Deut sche Bank AG is an international bank headquartered in
Cermany, with offices in London and the United States. M.
Br ooks worked at Deutsche Bank AG from 1999 to 2001.

k. Brubaker met M. Brooks during M. Brooks’ enploynent
wi t h Deut sche Bank AG

Deut sche Banc Alex. Brown is a licensed broker-deal er
engaged in the donmestic securities brokerage business and is a
di vi sion of Deutsche Bank Securities, Inc., a wholly owned
subsi di ary of Deutsche Bank AG

YThe specific origin of the M.D strategy is not clear from
the record. However, Beckett Cantley (M. Cantley) of Cantley &
Sedacca testified that when M. Ivsan brought the M.D strategy to
Cantl ey & Sedacca around April 2001, M. Brooks and M. Brubaker
were held out as the originators of the strategy.
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Cave, LLP (Bryan Cave), dated August 24, 2001, on the M.D
strategy (Bryan Cave opinion).

On Septenber 11, 2001, M. Hanel net with M. Lanb and M.
| vsan to discuss a possible transaction based on the M.D
strategy. At the neeting, M. Hanel and M. Lanb first |earned
of M. Brooks. Under the proposed structure of the M.D
transaction, M. Brooks would serve as a foreign currency
i nvest nent advi ser on behal f of M. Hanel.?

After the nmeeting M. Hanel told M. Lanb to continue
investigating a potential MD transaction and to instruct Kenneth
Barish (M. Barish),? an attorney with the law firm Kaj an,

Mat her, & Barish, P.C., also to investigate the M.D strategy and
anal yze the Bryan Cave opinion. M. Lanb contacted M. Barish
about the M.D strategy and faxed M. Barish notes regarding his
review of a Bryan Cave draft discussion of the section 6662
penal ty dated August 24, 2001. M. Lanb researched M.Ds on the

Internet. M. Lanb and M. Barish also investigated the

8Cantl ey & Sedacca hired Bryan Cave to determ ne whether a
transaction incorporating MDs should be registered as a tax
shelter and to eval uate other potential tax issues.

. Brooks served as a foreign currency investnent adviser
in each of the approximately 150 MLD transactions in which he
parti ci pat ed.

M. Barish had advised M. Hanmel on tax matters since the
|ate 1980s. M. Barish worked in the Crimnal Tax Division of
the U S. Departnent of Justice and the Tax Division of the U S
Attorney’'s Ofice for the Central District of California before
entering private practice. M. Barish has experience in
l[itigating tax shelter cases.
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backgrounds of M. Ivsan and M. Brooks. M. Lanb conducted
I nternet research on M. Brooks and his currency-adviser firm
Clarion Capital. M. Barish confirnmed that M. Ivsan had
received an LL.M from New York University. M. Barish hired a
private investigator, Alan Wlls (M. Wlls), to conduct a
background check on M. Brooks.

On Septenber 12, 2001, M. Lanb and M. Barish net with M.
| vsan to discuss a potential MD transaction and to give M.

Bari sh an opportunity to review the Bryan Cave opinion. After
readi ng the opinion, M. Barish was skeptical of the tax benefits
of the M.D strategy.

On or around Septenber 13, 2001, M. Hanel instructed M.
Lanb to nmeet with M. Brooks to discuss the MLD strategy. M.
Lanb exchanged several emails with M. Brooks regarding M.

Br ooks’ background and a potential MD transaction. On Septenber
20, 2001, M. Wlls provided M. Barish a report regarding
background inquiries on M. Brooks. The background check
confirmed various aspects of M. Brooks’ identity. Follow ng the
receipt of M. Wells’ report, M. Lanb sought to obtain a credit
report on M. Brooks. In an email to M. Brooks, M. Lanb stated
that good credit was an indication of business acunen and that

t he Hanmel conpanies typically exam ned an individual’s credit

before going into business with that person. However, M. Brooks
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did not deemhis credit relevant and failed to provide the
necessary credit waiver.

On Septenber 26, 2001, M. Lanb net with M. Brooks to
eval uate whether M. Brooks was trustworthy. M. Lanb al so net
wi th Marc Kushner (M. Kushner), a tax attorney with the law firm
Pryor, Cashman, Sherman & Flynn, LLP (Pryor Cashman). Cantley &
Sedacca referred M. Hanel to Pryor Cashman. M. lvsan and M.
Barish participated by tel ephone in the neeting with M. Kushner
M. lvsan also gave M. Barish and M. Lanb a copy of a
di scussion of the section 6662 penalty contained in a Pryor
Cashman draft tax opinion on the M.D strategy.

Foll ow ng the neetings with M. Brooks and M. Kushner, M.
Lanb recomended that M. Hanmel proceed with the proposed M.D
transaction. M. Barish noted that the M.D strategy represented
an “aggressive tax opinion” that worked “froma technical
standpoint”, and he recommended creating a paper trai
menori al i zi ng di scussi ons concerni ng of fshore expansi on and
currency transactions before executing the MLD strategy. On
Cct ober 4, 2001, Thighmaster held a managenent neeting for which
Herb Schm dt, Thighmaster’s chief financial officer (CFO and
director of operations, prepared a nenorandum regardi ng “Busi ness
Qpportunity/ Busi ness Pl an” and Ji m Engl and, Thi ghnaster’s
presi dent, prepared a nenorandum regardi ng “International

Mar keting”. The nenoranda recomended expandi ng the Hanel
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conpani es’ business operations into foreign markets and outlined
potential strategies.? Around this time, M. Hanel decided to
proceed wth executing the MDD transacti on.

| V. Executi ng the MLD Transacti on

A. Prelimnary Steps

On Cctober 9, 2001, M. Hanel and Cantl ey & Sedacca executed
an agreenent for |egal services. That sane day, M. Lanb, as
trustee of the Galway Trust,?? made a $325,000 wire transfer from
the Galway Trust’s account to Cantley & Sedacca for services
related to the MLD strategy that were rendered by various
parties. 2

Sonetinme before October 9, 2001, Cantley & Sedacca sent M.
Lanb docunents regarding the MLD transaction for M. Hanel to
sign and return to the firm Those docunents related to and
purported to inplenent the M.D transaction and included formation
docunents for Pal m Canyon and AH, an operating agreenent

effectively making M. Brooks (through CF Advisors, XL, LLC, an

2'The only recomendati on contained in the nenoranda that
t he Hamel conpanies inplenented in 2001 was a reconmendation in
M. Schmdt’s nenmorandumrel ated to neasures designed to guard
agai nst foreign currency fluctuations.

2The parties stipulated that “Galway Trust was owned by
Al an and Suzanne Hanel ”.

ZThe $325, 000 fee was nonrefundabl e provided that Pryor
Cashman issued a tax opinion with respect to the M.D transaction
before Apr. 15, 2002. Fromthe $325, 000 paynent, Cantley &
Sedacca distributed $50,000 to Pryor Cashman for its tax opinion
and $137,500 to EPIC as a referral fee.
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entity created by M. Brooks under Clarion Capital (CF Advisors),
see infra p. 22) a nenber of Pal m Canyon, and vari ous operati onal
docunents wth banks involved in the MD transaction. The
docunents al so included notice, agreenent, and paynent docunents
related to buying out M. Brooks’ Palm Canyon interest (through
CF Advisors, see infra pp. 26-27) (which did not occur until
Decenber 18, 2001), and a letter authorizing the sale of all
positions held by Pal m Canyon (which did not occur until Decenber
27, 2001). On or around Cctober 9, 2001, M. Hanel signed but
did not date those docunments.

On Cctober 10, 2001, AH was incorporated under the | aws of
Del aware.®* M. Hamel received 1,000 common shares of AH as the
conpany’s sol e sharehol der

On Cctober 10, 2001, Pal m Canyon was fornmed as a limted
liability conpany under the |laws of Del aware. On or around
Cctober 11, 2001, Pal m Canyon established a brokerage account
wi th Deutsche Banc Al ex. Brown,? and M. Lanb, as trustee of the
Gal way Trust, transferred $825,000 to this account.?® On Cctober

11, 2001, M. Hanel executed an operating agreenent for Palm

24Cantl ey & Sedacca prepared all docunments related to the
formati on and organi zati on of AH and Pal m Canyon and filed the
formation or incorporation docunents with the applicable
gover nment agenci es.

2°Pal m Canyon did not have a financial or bank account with
any other financial institutions or broker-deal ers during 2001.

26Mr . Brubaker handled all transactions related to Pal m
Canyon’ s Deut sche Banc Al ex. Brown account.
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Canyon, effective as of October 9, 2001, nam ng hinself the sole
nmenber and acknowl edging his capital contribution of $825,000 in
exchange for 100,000 class A units.? M. Hanel also signed a
Form SS-4, Application for Enployer ldentification Nunber, dated
Cctober 11, 2001, identifying Palm Canyon as a nul tipl e- menber
l[imted liability conpany and checking the “Partnership” box.

M. Hanmel also executed a “Full Trading Authorization with
Privilege to Wthdraw Money and/or Securities” with Deutsche Banc
Al ex. Brown, dated October 11, 2001, authorizing M. Brooks to
act on behalf of Palm Canyon with respect to its Deutsche Banc
Al ex. Brown account. On or around Cctober 15, 2001, M. Hanel
and CF Advisors entered into an agreenent for services related to
foreign currency investnents. Under this arrangenent, M. Hanel
purportedly authorized M. Brooks to select which foreign
currency trades to make on behalf of Palm Canyon within certain
risk paraneters that Cantley & Sedacca had set.

B. The MLD Contracts

On Cctober 15, 2001, Pal m Canyon entered into M.D contracts;
it executed the trades that were part of the M.D strategy and

received two trade confirmati ons from Soci été Général e, 2 each

2IAs a limted liability conpany with only one nenber, Palm
Canyon was disregarded as an entity separate fromits owner for
Federal incone tax purposes, absent an election to be classified
as a corporation. Secs. 301.7701-2(a) and (b), 301.7701-3(a) and
(b)(1), Proced. & Adm n. Regs.

2850ci été Générale is an international bank headquartered in
(continued. . .)
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identified as a currency |inked deposit swap. The M.D contracts
provided for offsetting deposits between Pal m Canyon and Soci ét é
Général e to be nade on Cctober 16, 2001, in the anounts of
€54, 945,050, or $50 mllion using the spot exchange rate of
0.9100 U.S. dollar per euro.? The MDD contracts required Palm
Canyon and Soci été Générale to repay the deposits on Decenber 18,
2001, in U. S dollars, together with a fixed yield on the deposit
amount conputed at an annual rate of 3.665 percent ($300, 326).

The M.D contracts provided for a potential prem uminterest
paynment on the deposit that was structured as a European-style,
foreign currency digital option.3® GOstensibly, M. Brooks nmade
the foreign currency trades on the bet that the U S. dollar would
strengt hen agai nst the Japanese yen.

One MLD contract included a call option on Japanese yen

pur chased by Pal m Canyon from Soci été Générale (long M.D

28(. .. continued)
Paris, France, with offices in the United States.

2AIl of the ampunts referenced in the MLD contracts were
denom nated in euro. For purposes of this opinion, we substitute
U S. dollars for euro using the Oct. 16, 2001, exchange rate of
0.9100 U. S. dollar per euro, consistent with the rate used in the
MLD contracts.

3°An option is a contract that gives the buyer of the option
the right, but not the obligation, to buy or sell an asset at a
predeterm ned price (strike price) at sone tine in the future.
The right to buy in the future is a call option, and the right to
sell is a put option. A European-style option cannot be
exercised before its expiration date. A digital option has a
fi xed payout amount or no payout, dependi ng on whether the price
of the underlying asset is above or below the strike price.
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option).3 The Iong M.D option required Palm Canyon to pay
Soci été Générale a $5 mllion prem umon COctober 16, 2001. 32
The long M.D option also required Soci été Générale to pay Pal m
Canyon a fixed $8 mllion prem uminterest paynent, payable on
Decenber 18, 2001, if the Japanese yen to U.S. dollar exchange
rate on Decenber 14, 2001 (spot market exchange rate), as
determ ned by Soci été Général e, ®® were equal to or greater than
124.65. |If the spot market exchange rate were |less than 124. 65
Japanese yen to a U S. dollar, no premuminterest was due.

The ot her M.D contract included a call option on Japanese
yen sold by Pal m Canyon to Soci été Générale (short M.D option). 3

The short M.D option required Soci été Générale to pay Pal m Canyon

31The party purchasing an option is in the “long” position
Wi th respect to that option.

32The purchaser of an option pays a premiumfor its
position, which anmount represents the option’ s value on the
transacti on date.

33Soci ét é Général e was the cal cul ati on agent for both M.D
contracts, giving the bank the exclusive right to select the spot
mar ket exchange rate that would apply to the options. During
2001 the accepted industry practice for a cal cul ati on agent
determ ning a spot market exchange rate under an option contract
was to contact three or four banks on the determ nation date to
request a spot price of the currency under the contract. The
cal cul ati on agent woul d ask each bank for both a bid and an ask
price, the prices at which the bank woul d buy and sell the
currency, respectively. The bid-ask spread is generally 3 to 5
“pips’” (a pipis the snallest price interval normally used in
pricing currencies; for Japanese yen per U S. dollar quotations a
pipis .01). The calculation agent could choose any of those
prices as the spot market exchange rate.

34The party selling the option is in the “short” position
with respect to that option.
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a $4, 945,000 prem umon Cctober 16, 2001. The short M.D option
al so required Pal m Canyon to pay Soci été Générale a fixed
$7,912,000 prem uminterest paynent, payable on Decenber 18,
2001, if the spot market exchange rate, as determ ned by Société
Générale, were equal to or greater than 124.67 Japanese yen to a
US. dollar. |If the spot market exchange rate were | ess than
124. 67 Japanese yen to a U S. dollar, no premiuminterest was
due.

The terns of the M.D contracts are summari zed as fol |l ows:

Long MLD option Short M.D option
Deposi t $50, 000, 000 $50, 000, 000
Fi xed yield
(3.665 percent) 300, 326 300, 326
Prem um paynent 5, 000, 000 4,945, 000
Potential prem um
i nt erest paynent 8, 000, 000 7,912, 000

On the basis of the offsetting positions of the I ong and short
M.D options, three possible outcones existed with respect to the
prem uminterest provisions of the M.D contracts. First, if the
spot mar ket exchange rate were bel ow 124. 65 Japanese yen to a
U.S. dollar, both the |long and short MD options would be “out-
of -t he-money”, and neither Pal m Canyon nor Soci été Général e woul d
receive a premuminterest payout under the respective M.D
contract. Second, if the spot market exchange rate were at or
above 124.67 Japanese yen to a U. S. dollar, the Iong and short
M.D options would be “in-the-noney”, and both Pal m Canyon and

Soci été Général e woul d receive a premiuminterest payout under
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the respective M.D contract. In this circunstance, Pal m Canyon
woul d receive a net premiuminterest paynent of $88,000, the
di fference between Soci été Générale’s $8 mllion prem uminterest
paynment to Pal m Canyon and Pal m Canyon’s $7,912, 000 prem um
i nterest paynment to Soci été Générale. Third, if the spot market
exchange rate were 124.65 or 124.66 Japanese yen to a U S
dol lar, the M.D options would be in the “sweet spot”, and Pal m
Canyon woul d receive a prem uminterest payout of $8 mllion
under the long MLD option while not owng a prem uminterest
payout to Soci été Général e under the short M.D option. Under no
ci rcunst ances woul d Pal m Canyon owe prem uminterest to Société
Général e under the short M.D option w thout receiving a prem um
i nterest payout from Soci été Général e under the I ong M.D option.
Nei t her Pal m Canyon nor Soci été Général e transferred funds
with respect to the $50 nmillion offsetting deposits on Cctober
16, 2001. Additionally, neither party transferred funds
equivalent to the full option prem uns required under the MD
contracts; instead, on Cctober 16, 2001, Pal m Canyon paid Soci été
Général e a $55,000 net premum the difference between the $5
mllion long M.D option prem um Pal m Canyon owed to Soci été
Général e and the $4, 945, 000 short M.D option prem um Soci ét é

Général e owed to Pal m Canyon. %

3O the $55,000 net prem um Soci été Général e retained
$12, 500, paid Deutsche Banc Al ex. Brown $20,500, and distributed
$22,000 to “Ri sk”.
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C. Transactions Following the MLD Contracts

As of Cctober 17, 2001, M. Hanel assigned AH his 100, 000
class A units in Palm Canyon in exchange for 1,000 AH shares,
maki ng AH the sole nenber of Pal m Canyon. M. Hanel appointed
hinmself as AHI's sole director, president, and treasurer-
secretary.

Al so, as of Cctober 17, 2001, M. Hanel transferred his
1,000 AHI shares to Thighmaster as a capital contribution, making
Thi ghnaster AH ' s sol e sharehol der. Thi ghmaster approved and
aut hori zed the capital contribution of M. Hanel’s AH shares,
accepted AH as a qualified subchapter S subsidiary, and ratified
all prior actions by AH's directors and officers, including M.
Hanel .

By an anended operating agreenent dated Cctober 19, 2001,

AH and CF Advi sors made CF Advisors a nenber of Pal m Canyon. 3¢
The anended Pal m Canyon operating agreenment reduced AH’'s
ownership interest in Pal mCanyon to 99,000 class A units and
stated that CF Advisors contributed $5,000 to be paid out of

i nvest ment advi ser fees in exchange for 1,000 class B units. The

operating agreenent also provided that CF Advisors would receive

M. Brooks al so becane a partner or nmenber of the
partnership or limted liability conmpany in each of the
approxi mately 150 M.D transactions in which he participat ed.
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a quarterly investnment advisory fee and a one-tinme, fixed $20, 000
fee specifically for 2001.°%

When CF Advi sors became a nenber in Pal m Canyon, Pal m Canyon
becane classified as a partnership for Federal incone tax
pur poses. *® Accordingly, AH, which until then had been the sole
menber of Pal m Canyon, was treated under section 721 as
contributing all of the assets of the [imted liability conpany,
whi ch on the date of the contribution consisted of $825, 000 and
the long MLD option, to the new partnership in exchange for a
partnership interest.® Under section 722, AH's basis in its
Pal m Canyon partnership interest equaled its basis in the assets
that it was deened to contribute to the newy created
partnership.4 Consequently, AH clained an initial $5, 825,000
basis in its Pal m Canyon partnership interest, which included the
original $825,000 contributed by M. Hanmel and the $5 mllion

prem um Pal m Canyon purportedly paid under the | ong M.D option.

3On Cct. 23, 2001, Pal m Canyon paid CF Advi sors $15, 000 of
t he $20, 000 i nvestnent advi ser fee owed.

%When a limted liability conpany acquires two or nore
menbers, it becones classified as a partnership for Federal
i ncone tax purposes, absent an election to be treated as a
corporation. Sec. 301.7701-3(a) and (b), Proced. & Adm n. Regs.

3CF Advi sors’ $5,000 contribution to be paid out of
i nvestment advi ser fees was treated as a contribution to the new
partnership in exchange for an ownership interest in Pal m Canyon.

40CF Advi sors’ basis in its Pal m Canyon partnership interest
equal ed the $5,000 it contributed to the partnership, to be paid
out of the investnent adviser fee it was due.
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AH did not account for any potential liability with respect to
t he short M.D option under section 752(b).* AH's $5, 825, 000
basis in its Pal m Canyon partnership interest was significantly
hi gher than its net econom c outlay in acquiring the partnership
i nterest, which was $825, 000 and t he $55, 000 net prem um Pal m
Canyon paid with respect to the M.D options.

Bet ween Oct ober 22 and Novenber 21, 2001, Pal m Canyon
entered into four separate 30-day foreign currency option
agreenents with Deutsche Bank AG i nvolving Swi ss francs, Japanese
yen, British pounds, and Canadi an dollars.* Each contract
required a $5,000 prem um paynent, whi ch Pal m Canyon transferred
to Deutsche Bank AG  Pal m Canyon earned a $2,076 net profit on
the four options.

D. Term nati on of the MLD Contracts

As of Decenber 7, 2001 (term nation date), Pal m Canyon and
Soci été Générale term nated the MLD contracts, *® providing for a

full release of all respective obligations stated in the

4lUnder sec. 752(b), any decrease in a partner’s share of
the partnership’s liabilities, or any decrease in a partner’s
individual litabilities through the assunption by the partnership
of the partner’s liabilities, is treated as a distribution of
noney to the partner by the partnership. Under sec. 733, a
partner’s basis in his partnership interest is reduced by the
anount of any noney distributed to the partner.

42Mr. Brooks placed simlar mnor foreign currency trades
for each of his 150 MLD strategy clients.

“3Nei t her party raised an issue regarding the Federal incone
tax consequences of the early termnation of the M.D contracts.
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confirmations and for a term nation paynent of $61, 600 by Soci été
Général e to Pal m Canyon.* On Decenber 7, 2001, the Japanese yen
to U S. dollar exchange rate reported by the New York Federal
Reserve Bank was 125.62, putting both the M.D short and | ong
options in the noney. Because of the early term nation of the
M.D contracts, Pal m Canyon earned $6, 600 on the M.D contracts,
the difference between the $61,600 term nati on paynent and the
$55, 000 net premiumpaid to Soci été Générale, before taking into
account the $345,000 in fees paid to Cantley & Sedacca and CF
Advi sors.

Nei t her Pal m Canyon nor Soci été Générale transferred $50
mllion on the termnation date, or at any tinme thereafter, to
repay the offsetting deposits. Simlarly, neither party paid the
fixed yield to its counterparty.

E. Activities Following the Termi nation of the MD
Contracts

On Decenber 14, 2001, Pal m Canyon purchased Canadi an dol |l ars
at a conversion rate of 0.67226440 Canadi an dol | ar per U. S.

dol lar for $1,000 (Canadi an dollars position).*

4The term nati on paynent represented the prem um Soci été
Générale was willing to pay Pal m Canyon to cancel the M.D
contracts.

M. Brooks bought Canadian currency in nany of the other
M.D transactions in which he participated. In the instances
where he did not purchase Canadi an currency, M. Brooks purchased
equity interests, presumably so the character of the | oss on the
di sposition of the equity interest would be capital instead of
ordi nary.
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Both M. Lanb and M. Barish knew that AH had to acquire CF
Advi sors’ menbership interest in Pal m Canyon before the end of
Thi ghnaster’s 2001 tax year to recognize the M.D strategy’ s tax
benefit.* As of Decenber 18, 2001, AH purchased CF Advi sors
1,000 class B units in Palm Canyon for $5,000.% Because of
AH s acquisition of CF Advisors’ nenbership units, AH becane
agai n the sol e nenber of Pal m Canyon. *® Consequently, under
section 708(b)(1), Pal m Canyon’s partnership status was
termnated, triggering a deened distribution of Pal m Canyon’s
assets. See Rev. Rul. 99-6, 1999-1 C.B. 432. On Decenber 18,
2001, Palm Canyon’s only assets were $820,522 and the Canadi an
dollars position. M. Hanel, on behalf of AH, transferred
$5,000 to CF Advisors in paynent for its nenbership units, and
t he remai ni ng $815, 522 and t he Canadi an dol |l ars position were

deenmed distributed to AHI. Under section 732(b),* AH clained a

‘M. Brooks term nated his partnership or nenbership
interest before Dec. 31, 2001, in all of the approxinmately 150
M.D transactions he entered into in 2001.

4TAH  bought out CF Advi sors’ Palm Canyon interest w thout
any negoti ation, paying $5,000, the same amount as CF Advi sors’
original contribution. M. Brooks was bought out w thout any
negoti ation in each of the 150 MLD transactions in which he
participated in 2001.

“8pal m Canyon agai n becane a single-nenber limted liability
conpany, causing it to be disregarded as an entity separate from
its owner for Federal income tax purposes, absent an election to
be classified as a corporation. Secs. 301.7701-2(a) and (b),
301.7701-3(a) and (b)(1), Proced. & Adm n. Regs.

“Under sec. 732(b), the basis of property (other than
(continued. . .)
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$5, 001, 000 basis in the Canadian dollars position, which equal ed
AH s adjusted basis in its Pal m Canyon partnership interest,
mnus the cash it received in the liquidating distribution. See
infra p. 31.

By |etter dated Decenber 18, 2001, M. Hanel infornmed M.
Brubaker of CF Advisors’ sale of its interest in Palm Canyon to
AH and indicated that M. Brooks no | onger had investnent
authority over Pal m Canyon’ s Deutsche Banc Al ex. Brown account.
As di scussed above, see supra pp. 15-16, on or around Cctober 9,
2001, M. Hanel had signed but had not dated the agreenent,
paynment, and notice docunents relating to CF Advisors’ sale of
its Pal m Canyon partnership interest. The Decenber 18, 2001,
dates on these docunents were not in M. Hanel’s handwiting.

After 2001 M. Brooks had no involvenent with any of the
Hanel conpanies. M. Lanb turned over the Hanel conpanies’
foreign currency trading activities to M. Brubaker and Todd
Cl endenni ng at Deut sche Bank Al ex. Brown.

By |etter dated Decenber 24, 2001, M. Hanel authorized M.
Brubaker to sell Pal m Canyon’s Canadi an dollar position. M.

Hanmel had signed the |letter on or around October 9, 2001, but had

49(...continued)
nmoney) distributed by a partnership to a partner in |iquidation
of the partner’s interest equals the partner’s adjusted basis in
t he partnership, reduced by any noney distributed in the sane
transacti on.

0The record does not indicate who dated the Dec. 18, 2001,
letter or when it was dat ed.
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not dated it at that tine.% On Decenber 27, 2001, pursuant to
t he Decenber 24, 2001, letter that M. Hanel had signed in
Cct ober 2001, the Canadi an dollars position was sold at a
conversion rate of 0.59029500 Canadi an dollar to a U S. dollar
for $878.07. Thighmaster clainmed an ordinary tax | oss of
$5, 001,000 as a result of the disposition of the Canadian dollars
position.% See infra p. 32.

As of Decenber 31, 2001, M. Lanb becane a director and the
treasurer/ CFO and secretary of AHI

F. Pryor Cashnman Opi ni on

On or around February 7, 2002, M. Hanel engaged Pryor
Cashman to issue a tax opinion with respect to the M.D
transaction.® Cantley & Sedacca provi ded Pryor Cashman wth
docunents relating to the M.D transaction for Pryor Cashman to
use in the preparation of its tax opinion. On February 13, 2002,
M. Kushner nailed M. Lanb a copy of Pryor Cashman’s opinion

letter (Pryor Cashman opinion) regarding the M.D transaction. A

°1The handwiting dating the letter Dec. 24, 2001, was not
M. Hanel’s. The letter resulted in the sale of Pal m Canyon’s
Canadi an dol |l ars position, which was purchased on Dec. 14, 2001,
for $1,000 and which had been deened distributed to AHI on Dec.
18, 2001.

52The di sposition of the Canadi an dollars position was a
foreign currency transaction that resulted in an ordinary | oss.
See sec. 988(a)(1)(A), (b)(2), and (c)(1); sec. 1.988-1(a)(1),
| ncome Tax Regs.

53During 2001 and 2002 Pryor Cashman prepared between 40 and
50 tax opinions relating to the M.D strategy.
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letter attached to the Pryor Cashman opinion stated that the
opi nion could not be relied on until M. Hanel and M. Brooks
signed and returned a series of representations on which Pryor
Cashman relied in issuing its tax opinion. One of the
representations included a statenent by M. Hanel that he entered
into the MLD transaction for business reasons with the intent to
make a profit. M. Brooks provided his representations to Pryor
Cashman, but M. Hanmel did not.

In anticipation of receiving the representations of M.
Hanel and M. Brooks, Pryor Cashman issued an opinion concl uding
that Pal m Canyon’s tax treatnent of the M.D transacti on would
“nore likely than not” be respected. However, because M. Hanel
never supplied the requested representations, neither Pal m Canyon
nor M. Hanel was entitled to rely on the Pryor Cashman opini on
by reason of its ternms, which were never satisfied.
Nevert hel ess, after review ng the Pryor Cashman opinion, M. Lanb
and M. Barish gave M. Hanel a favorable recommendati on
regardi ng the M.D transacti on.

G Pal m Canyon’s Trading Activity After 2001

I n 2002 Pal m Canyon continued to nmake foreign currency
trades wth Deutsche Bank AG but at a reduced level. 1n 2002
Pal m Canyon entered into three foreign currency investnent
contracts and earned a total profit of $70,403. In 2003 the

Hanmel conpani es stopped naking foreign currency trades. On June
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1, 2005, Pal m Canyon’s status as a limted liability conpany
under the | aws of Del aware was cancel ed.

V. Rel evant Tax Reporting for 2001

A. Pal m Canyon’'s Return

On July 19, 2002, Palm Canyon filed a Form 1065, U. S. Return
of Partnership Income, for 2001 (Pal m Canyon’s return).> Palm

Canyon’s return reported the followng itens for AH and CF

Advi sors:
AHL CF_Advi sors
Capital contributions $5, 825, 000 $5, 000
Share of incone/expenses (8,478) - 0-
Guar ant eed paynents - 0- 20, 000
Di stributions 5, 816, 522 5, 000
Endi ng capi tal account - 0- - 0-

The $5,825,000 in capital contributions fromAH that Pal m Canyon
reported on its return consisted of M. Hanel’s $825, 000 and the
$5 mllion prem um Pal m Canyon purportedly paid to Société
Geénér al e.

The net anmount of Pal m Canyon’s separately stated
partnership itens was ($8,478), all of which Pal m Canyon

allocated to AHI .% This amount included, anbng other itens of

%On the recommendation of M. Ivsan, Robert Kipp, a partner
in the Tax Practice G oup of BDA&K Business Services, Inc., an
accounting and tax preparation service located in Dallas, Tex.,
prepared Pal m Canyon’s return.

pPal m Canyon’s return reported the follow ng separately
stated partnership itens:

(continued. . .)
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i ncome and expenses, $900, 326 of interest inconme purportedly
attributable to the long MLD option and $893, 726 of interest
expense purportedly attributable to the short M.D option.

The $5, 816,522 distribution to AH reported on Pal m Canyon’s
return resulted fromthe |iquidation of the Pal m Canyon
partnership for Federal income tax purposes on Decenber 18, 2001.
AH clainmed a $5, 816,522 adjusted basis in its Pal m Canyon
partnership interest at the end of Pal m Canyon’s 2001 tax year.%®
AHI received $815,522 in the deenmed distribution, and under
section 732(b), it allocated its remaining basis in its Palm
Canyon partnership interest to the Canadi an dollars position,
giving AH a $5, 001, 000 adj usted basis in the Canadian doll ars
position. See Rev. Rul. 99-6, supra.

B. Thi ghnaster’s Return

For 2001 Thi ghmaster was an S corporation for Federal incone

tax purposes and the parent of a group of wholly owned subsidiary

55(...continued)

[tem Anpunt

| nt erest incone $900, 326
| nt erest expense (893, 726)
Di vidend i ncone 3,004
Net gain on Deutsche Bank options 2,076
Guar ant eed paynent to CF Advisors (20, 000)
Wre fees (50)
Nondeducti bl e expenses (108)

Tot al (8,478)

S6AHI ' s $5, 816,522 basis in its Pal m Canyon partnership
interest at the end of the partnership s 2001 tax year
represented AH's $5,825,000 initial partnership interest basis
mnus its share of separately stated partnership itens ($8,478).
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corporations that filed a consolidated Form 1120S, U. S. Incone
Tax Return for an S Corporation (Thi ghmaster’s return). %’
Thi ghmaster included AH on its return as a qualified subchapter
S subsi diary. %8

On its return, Thighmaster reported the following itens for
AH : (1) Each of the separately stated itens of incone and
deductions from Pal m Canyon (net anobunt of negative $8,478); (2)
$878 of additional interest income;, and (3) $5,001,000 in “Cher
deductions” for “loss on currency trading”. The additional
interest income and ot her deductions for |1oss on currency trading
represented Thi ghmaster’s tax reporting of AH ' s Decenber 27,
2001, sale of the Pal m Canyon Canadi an dollars position for
$878.07. Al though the sale of the Canadi an dollars position
resulted in an economc |loss of only $121.93 ($1,000 - $878.07),
Thi ghmaster clai med a $5, 001, 000 ordinary tax |l oss on the sale
because AH all egedly had acquired a $5, 001, 000 adj usted basis in
t he Canadi an dollars position fromthe Decenber 18, 2001,

l'i qui dation of the Pal m Canyon partnership.% Sec. 732(b).

M. Lanb prepared Thi ghmaster’s 2001 Form 1120S.

8By | etter dated Dec. 31, 2001, the IRS notified
Thi ghmaster that it approved the qualified subch. S subsidiary
el ection for AH and termnated AH 's subch. S status.

®l't is not clear why Thighmaster calculated the | oss on the
sal e of the Canadi an currency position without regard to the $878
proceeds of sale.
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On its 2001 return, Thighmaster conbined AH's 2001
separately stated itens of incone and deductions distributed from
Pal m Canyon with other separately stated itens of inconme and
deducti ons of Thighmaster and its subsidiaries for 2001,
resulting in negative $18,431 of consolidated separately stated
items of incone and deductions for 2001, all of which Thi ghmaster
all ocated to M. Hanel, the sole sharehol der of Thi ghmaster.

Thi ghmast er al so conmbined AH ’s “Q her deductions” of $5, 001, 000
with the incone and expenses of Thighmaster and its other
subsidiaries for 2001, resulting in a consolidated ordinary | oss
of $1,921,579 for 2001, all of which Thighmaster allocated to M.
Hanel .

C. The Hanels' Return

On Cctober 7, 2002, the Hanels filed a joint Form 1040, U. S
| ndi vi dual 1 nconme Tax Return, for 2001, which showed M. Hanel's
distributive share of Thighmaster’s 2001 separately stated itens
of income and deductions (net |oss of $18,431) and Thi ghnmaster’s
2001 ordinary | oss of $1,921,579. The Hanels reported zero
taxabl e income on their return and no 2001 Federal incone tax
l[tability. Excluding the itens allocated to M. Hanel for 2001
from Pal m Canyon and the M.D transaction, through AH and
Thi ghmaster, the Hanels woul d have had taxabl e i ncone of
$3, 989, 130 and an approxi mate Federal inconme tax liability of

$1, 532, 000.



VI. FEPAA
Respondent conducted an exam nati on of Pal m Canyon’s 2001
tax year. |In March 2005 Pal m Canyon entered into an agreenent to
extend the period of limtations for assessnent of tax for 2001
until Decenber 31, 2005. The Hanels simlarly agreed to extend
the period of Iimtations for assessnment of tax, including itens
attributable to partnership itens, for 2001 to Decenber 31, 2005.
On Decenber 20, 2005, respondent separately mailed an FPAA
to Pal m Canyon, its partners, AH (as TMP), and Thi ghnaster.
Respondent determ ned that Pal m Canyon was a sham and that the
M.D transaction | acked econom c substance, had no busi ness
pur pose, and constituted an econom ¢ sham Respondent
di sregarded the effects of the MLD transacti on and adj usted
vari ous partnership itenms on Palm Canyon’s return, nost notably
di sal | owi ng the $5,001, 000 section 732(b) distribution that
resulted fromthe |iquidation of Pal m Canyon.® This adjustnent

effectively disallowed the resulting $1, 921,579 ordinary |oss

% n the FPAA respondent made adjustnments to the follow ng
itens on Pal m Canyon’s return:

[tem Reported Corrected Adjustnent
Portfolio interest $900, 326 - 0- $900, 326
Portfolio dividends 3,004 - 0- 3,004
O her portfolio inconme 2,076 - 0- 2,076
Deducti ons 20, 050 - 0- 20, 050
| nt erest expense 893, 726 - 0- 893, 726
| nvest ment i ncone 903, 330 - 0- 903, 330
| nvest nent expenses 20, 050 - 0- 20, 050

Di stributions 5, 001, 000 - 0- 5, 001, 000
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that the Hanels clained on their return. Respondent also

determ ned that the accuracy-rel ated penalty under section 6662
shoul d be i nposed.

On March 20, 2006, petitioner tinely filed a petition for
readj ustment of partnership itens and penalty under section 6226.
Petitioner contends that respondent’s proposed adjustnents are
incorrect, that Pal m Canyon correctly reported all itens of
i ncome, |loss, basis, and contributions to capital on its return,
and that none of respondent’s alternative determ nations with
respect to the section 6662 penalty are appropriate. Petitioner
al so alleges that the statute of limtations on assessnents bars
respondent’ s proposed adj ustnents.

Petitioner’s case was tried at a special trial session in
Los Angeles, California. Petitioner called the follow ng
W tnesses: M. Hanel, M. Lanb, M. Brooks, M. Kushner, and M.
Barish. Petitioner did not present any expert testinony.
Respondent called the follow ng witnesses: M. Barish, M.
Cantley, M. WIlson, and two expert w tnesses, Hendrik
Bessenbi nder (M. Bessenbi nder) and Thomas Murphy (M. Mirphy).

OPI NI ON

Jurisdiction Under TEFRA

Under the unified partnership audit and litigation
procedures of the Tax Equity and Fiscal Responsibility Act of

1982, Pub. L. 97-248, sec. 402(a), 96 Stat. 648, the tax
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treatment of any partnership item except as otherw se provided
in subchapter C, nust be determned at the partnership |evel
Sec. 6221. Section 6226(a) authorizes a TMP to file a petition
for readjustnment of partnership itens within 90 days after the
date on which an FPAAis mailed to the TMP. In a partnership-
| evel proceeding filed pursuant to section 6226(a), this Court
has jurisdiction to review all partnership itens for the
partnership year to which the FPAA relates and to review the
al l ocation of such itens anong the partners. Sec. 6226(f).

Section 6231(a)(3) defines a “partnership iteni as:
any itemrequired to be taken into account for the
partnership’ s taxabl e year under any provision of
subtitle A to the extent regul ations prescribed by the
Secretary provide that, for purposes of this subtitle,
such itemis nore appropriately determ ned at the
partnership level than at the partner |evel.
Section 301.6231(a)(3)-1(a), Proced. & Adm n. Regs., contains an
extensive list of matters that constitute partnership itens,
including: (1) Al itens of partnership incone, gain, |oss,
deduction, credit, and liabilities, and each partner's share
thereof; and (2) partnership contributions and distributions.

Sec. 301.6231(a)(3)-1(a)(1) (i), (v), (4), Proced. & Adm n. Regs.

In Petalunp FX Partners, LLC v. Conmi ssioner, 131 T.C. 84, 97

(2008), we held that the determ nation whether a partnership is a
sham | acks econonm ¢ substance, or otherw se should be

di sregarded for tax purposes is also a partnership item
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A nonpartnership itemis an itemthat is not a partnership
item and whose tax treatment is determ ned at the partner |evel
Sec. 6231(a)(3) and (4). An affected itemis any itemto the
extent it is affected by a partnership item the tax treatnent of
which is determ ned at a partner-|evel proceeding after the
underlying partnership itenm(s) is determned at the partnership

| evel .%1 Sec. 6231(a)(5); Jenkins v. Conm ssioner, 102 T.C 550,

554 (1994).

1. Statute of Limtations on Assessnents

Section 6229(a) provides that the Conmm ssioner nust assess
any deficiency attributable to a partnership itemwthin 3 years
after the date the partnership tax return was filed or within 3
years after the due date of the partnership tax return
(determ ned without regard to extensions), whichever is |later.
Under section 6229(b)(1), the 3-year period can be extended with
respect to all partners by an agreenent entered into by the
Secretary and the TMP, or any other person authorized by the
partnership in witing to enter into such an agreenent, before
the expiration of such period. The 3-year period is suspended

for at |east the 90-day period followng the mailing of an FPAA,

81There are two types of affected itenms: (1) Conputational
affected itens that follow fromthe result of a partnership-
| evel proceeding and (2) affected itens that may require factual
devel opnent at the partner level. See N.C F. Enerqy Partners v.
Conmmi ssioner, 89 T.C. 741, 744-745 (1987).
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during which an action nmay be brought under section 6226.°% Sec.
6229(d). Additionally, if a petitionis filed challenging the
FPAA under section 6226, the period in which an assessnent can be
made i s suspended until the decision of the court becones final,
plus 1 additional year. Sec. 6229(d).

Petitioner argues that the statute of limtations on
assessnents bars respondent’s proposed adjustnents in the FPAA
However, before the expiration of the 3-year period follow ng the
filing of Pal m Canyon’s return, petitioner (through M. Barish)
entered into an agreenent with respondent extending the period of
limtations for 2001 until Decenber 31, 2005. Respondent tinely
mai | ed petitioner the FPAA on Decenber 20, 2005, % and under
section 6229(d), the 3-year period of limtations for assessnent
was suspended at |east for the 90-day period follow ng the
mai | i ng of the FPAA. \WWen petitioner subsequently filed a
petition challenging the FPAA under section 6226, the assessnent
period was further suspended until the decision of this Court
beconmes final, plus 1 additional year. Sec. 6229(d).

Accordingly, the section 6229(a) period for assessnents has not

yet expired, and we conclude that respondent is not barred from

62Under sec. 6226(b), if the TMP does not file a petition
wi thin the 90-day period, any notice partner and any 5-percent
group may file a petition wthin 60 days after the close of the
90- day peri od.

%3peti ti oner concedes that respondent mailed the FPAA within
t he 3-year assessnent period, as extended by the agreenent.
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assessing any deficiencies in tax relating to adjustnents to
partnership itens on Pal m Canyon’s return. %

[11. Burden of Proof

Cenerally, the burden of proof is on the taxpayer in actions
chal I enging the adjustnments to partnership itens nade by the
Commi ssi oner, unl ess otherw se provided by statute or determ ned
by the Court. Rules 142(a), 240(a). Section 7491(a)(1),
however, provides that the burden of proof shall be on the
Commi ssioner if the taxpayer introduces credible evidence with
respect to any factual issue relevant to ascertaining the
ltability of the taxpayer for any incone tax. For section
7491(a) (1) to apply, the taxpayer nust al so satisfy the
limtations contained in section 7491(a)(2). Petitioner does not
contend that section 7491(a)(1) applies, nor has it denonstrated
that it satisfies the requirenents of section 7491(a)(2).
Consequently, we hold that petitioner has the burden of proof as

to any disputed factual issue. See Rules 142(a), 240(a).

64Because petitioner conmrenced a proceeding in this Court
under sec. 6226, respondent is restricted from assessing and
collecting a deficiency attributable to a partnership itemuntil
at least the decision of this Court is final. See sec.
6225(a)(2). In addition, respondent nmay need to send a
deficiency notice with respect to affected itens. See sec.
6230(a) (2) (A (i).
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| V. Econonic Substance of the M.D Transacti on®®

This case arises frompetitioner’s participation in a
strategy that respondent has characterized as a Son-of - BOSS t ax
shelter.® Inits sinplest terns, the M.D transaction purports
to produce a tax benefit in the formof a substantial |oss by
mani pul ati ng the partnership tax rules and taking advantage of
casel aw established in other factual contexts that pronoters of
the MLD strategy contend excludes contingent liabilities fromthe
definition of a liability under section 752. See Hel ner v.

Comm ssioner, T.C Meno. 1975-160, discussed infra pp. 43-47. An

M.D transaction typically involves several steps, and the M.D

8The phrase “M.D contracts” refers to the contracts that
Pal m Canyon entered into with Soci été Générale. The phrase “M.D
transaction” refers to the overall strategy, including the M.D
contracts and creation and term nation of the Pal m Canyon
part nershi p.

66A Son- of - BOSS transacti on can be summari zed as foll ows:

a variation of a slightly older alleged tax shelter
known as BOSS, an acronym for “bond and options sal es
strategy.” There are a nunber of different types of
Son-of - BOSS transactions, but what they all have in
comon is the transfer of assets encunbered by
significant liabilities to a partnership, with the goa
of increasing basis in that partnership. The
liabilities are usually obligations to buy securities
and typically are not conpletely fixed at the tinme of
transfer. This may let the partnership treat the
l[itabilities as uncertain, which may |et the partnership
ignore themin conputing basis. |If so, the result is
that the partners will have a basis in the partnership
So great as to provide for |arge--but not out-of-
pocket--1osses on their individual tax returns. * * *

Kligfeld Hol dings v. Conm ssioner, 128 T.C. 192, 194 (2007).
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transaction at issue in this case is no exception. The M.D
transaction consisted of the followng. First, Palm Canyon
entered into the offsetting M.D contracts, whose terns called for
a $5 mllion prem um paynent from Pal m Canyon to Soci été Général e
for the long MLD option and a $4, 945, 000 prem um paynent from
Soci été Générale to Pal m Canyon for the short M.D option, but
resulted in only a net prem um paynent of $55,000 by Pal m Canyon.
After Pal m Canyon entered into the M.D contracts, CF Advisors
joined AH as the second nenber in Pal m Canyon, and Pal m Canyon
becanme a partnership for Federal income tax purposes. On the
formati on of the Pal m Canyon partnership, AH was treated as
contributing all of Pal m Canyon’s existing assets, which included
$825, 000 in cash and the Iong MLD option, to the new partnership
i n exchange for a partnership interest. AH took an initial
basi s of $5,825,000 in its Palm Canyon partnership interest,
whi ch represented $825, 000 and the cost of the |ong M.D opti on,
the purported $5 mllion prem um paynent to Soci été Général e.
However, because Pal m Canyon’s liability for the prem uminterest
paynment under the short M.D option purportedly was contingent on
the spot market exchange rate, AH did not reduce its basis in
its partnership interest under section 752(b) with respect to

Pal m Canyon’ s assunption of the short M.D option.® Therefore,

AHI based its position on Helnmer v. Conm ssioner, T.C
Meno. 1975-160, which AH contends stands for the proposition
(continued. . .)
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AH clainmed an inflated tax basis in its Pal m Canyon partnership
interest that reflected a $5 million premumpaid for the M.D

| ong option, even though AH's net economic outlay to acquire the
partnership interest and the value of the partnership interest
were significantly less. Wen CF Advisors subsequently sold its
Pal m Canyon partnership interest to AH, Pal m Canyon’s
partnership status ceased under section 708(b)(1), triggering a
[iquidation and a deened distribution of Palm Canyon’s assets.
See Rev. Rul. 99-6, supra. In the liquidation, AH was deened to
recei ve $815,522 and t he Canadi an doll ars position, Pal m Canyon’s
only asset at the tine. Under section 732(b), AH took a

$5, 001, 000 basis in the Canadian dollars position, which equal ed
its adjusted basis in its partnership interest mnus the $815, 522
liquidating distribution. Consequently, on the disposition of

t he Canadi an dollars position AH clainmed that it realized and
recogni zed a $5, 001, 000 ordinary loss for income tax purposes.

We nust deci de whet her Pal m Canyon’s M.D transacti on shoul d
be respected for Federal income tax purposes. First, we address
whet her Pal m Canyon’s tax treatnment of the M.D transaction fits
within the literal nmeaning of the Code, as interpreted by casel aw
at the time. Second, we exam ne whether the MDD transaction

shoul d be di sregarded under the econom ¢ substance doctrine.

67(. .. conti nued)
that a contingent obligation is not considered a liability for
pur poses of sec. 752. See infra pp. 43-47.
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When considering the MLD transaction, we review the economc
substance of the transaction as a whole, including the M.D
contracts® and the creation and liquidation of the Pal m Canyon
partnership, that occurred as a result of CF Advisors’ transitory
menber ship in Pal m Canyon.

A. Definition of a “Liability” Under Section 752

Under section 752(b), a partnership’s assunption of a
partner’s liability is treated as a distribution of noney to the
partner by the partnership, which reduces that partner’s basis in
its partnership interest by the anount of the liability assuned.
Sec. 733. For petitioner to receive the tax benefit fromthe MD
transaction, the short MD option nust be excluded fromthe
definition of a liability for section 752 purposes so that AH
does not have to reduce its basis in its Palm Canyon partnership
i nterest.

At the tine of the M.D transaction, the term*“liability”, as
used in section 752, was not defined in either the Code or the
regul ati ons. However, several courts, including this Court, had
hel d that a contingent obligation is not a liability under

section 752. In Hel ner v. Comm ssioner, T.C. Menp. 1975-160, a

partnership granted an option to buy partnership property in

exchange for a series of cash premuns fromthe option hol der

%8Because the deposits and fixed yield provisions of the M.D
contracts were offsetting, in our analysis we ignore their
effect.
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Upon the exercise of the option by the option hol der the
partnership woul d have had to reduce the property purchase price
by the cash premuns it received. The partnership, however, was
not obligated to return the cash premuns if the purchaser failed
to exercise the option. The partnership argued that the prem um
paynments were partnership liabilities because the partnership
woul d have to credit these paynents agai nst the purchase price if
t he option hol der exercised the option. W held that no
liability arose upon recei pt of the option prem uns because the
option agreenent “created no liability on the part of the
partnership to repay the funds paid nor to perform any services
in the future.” In other opinions we have applied simlar
reasoni ng and have held that conparabl e obligations were not

liabilities for section 752 purposes. See LaRue v. Conm ssi oner,

90 T.C. 465, 479-480 (1988) (contingent obligations that were not
fixed obligations of the partnership and were not sufficiently
determ nable in anbunt were not liabilities for section 752

pur poses); Long v. Comm ssioner, 71 T.C 1, 7-8 (1978)

(contingent or contested itens such as creditor’s clains were not
liabilities for section 752 purposes until they becane fixed or
i quidated), supplenented by 71 T.C. 724 (1979), affd. in part
and remanded on ot her grounds 660 F.2d 416 (10th Cr. 1981).

On its face, Palm Canyon’s liability under the short M.D

option was contingent on the spot market exchange rate. |If the
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Japanese yen to U.S. dollar exchange rate were equal to or
greater than 124.67, Pal m Canyon owed a $7,912, 000 prem um
interest paynent; if the exchange rate were | ess than 124. 67
Japanese yen to a U.S. dollar, Palm Canyon owed not hing. Because
Pal m Canyon’s liability under the short MD option appears on its
face to be a contingent obligation, the short M.D option would
not qualify as a section 752 liability if the Helner analysis
applies.® |If, on the other hand, Pal m Canyon's liability under
the short M.D option was certain to arise because of the way the
entire MLD transaction was structured, then the reasoni ng of
Hel mrer woul d not control the case at hand.

Courts that have considered transactions in which partners
contributed pairs of options to partnershi ps have reached

i nconsi stent conclusions.”™ See, e.g., Maquire Partners-Mster

%As di scussed bel ow, in 2003 the Departnent of the Treasury
promul gated proposed regul ations that altered the definition of a
ltability for sec. 752 purposes and explicitly stated that “The
definition of a liability contained in these proposed regul ati ons
does not follow Helner v. Comm ssioner, T.C. Menob. 1975-160." 68
Fed. Reg. 37436 (June 24, 2003). These regul ations were
finalized in 2005. See infra pp. 47-49. The new definition of
l[iability, however, applies only to liabilities incurred or
assuned by a partnership on or after June 24, 2003. Sec. 1.752-
1(a)(4)(iv), Income Tax Regs.

"Recent cases addressing the definition of a sec. 752
l[tability in the context of short sal es have been nore
consistent; courts have held that an obligation to close out a
short sale constitutes a liability for sec. 752 purposes although
the value of the obligation at the tinme of its contribution is
i ndeterm nable. See Kornman & Associates, Inc. v. United States,
527 F.3d 443 (5th Cr. 2008) (relying on Rev. Rul. 95-26, 1995-1

(continued. . .)
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Invs., LLC v. United States, 103 AFTR 2d 763 at 775, 2009-1 USTC

par. 50,215, at 87,447 (C.D. Cal. 2009) (characterizing a short
option as a liability for purposes of section 752 because such
characterization is consistent wwth the economc reality of the

partner’s contribution); Stobie Creek Invs., LLCv. United

States, 82 Fed. C. 636, 665-667 (2008) (stating that the | egal
doctrines delineated in Helner apply to the short option that was
contributed to a partnership along with a |l ong option); Jade

Trading, LLC v. United States, 80 Fed. d. 11, 44-45 (2007)

(concluding that a sold call option contributed to a partnership

was not a liability for purposes of section 752). Because

0. ..continued)
C.B. 131, and holding that a short sale created a partnership
l[tability within the nmeaning of sec. 752 because it created an
obligation to return the borrowed securities and hol di ng that
incurring the liability increased the partnership’s basis inits
assets by the anount of cash received on the sale of the borrowed
securities); Salina Pship. LP v. Conmm ssioner, T.C Meno. 2000-
352 (concluding, on the basis of the plain and ordinary neaning
of the term*“liability”, that the taxpayer had a legally
enforceable financial obligation to return the shares it borrowed
and close out the short sale). 1In a typical short sale
transaction, the short seller borrows shares from a broker and
sells them the short seller nust then buy an equival ent nunber
of the borrowed shares and return themto the broker by a future
date. See Zlotnick v. TIE Commtns., 836 F.2d 818, 820 (3d G r
1988). The short seller earns a profit on the transaction if the
securities decline in value because this allows the short seller
to make the covering purchase of the borrowed shares at a | ower
price than the initial short sale. 1d.

The potential liability under the short MD option is
di stingui shable froman obligation to close out a short sale
because Pal m Canyon did not have a fixed, |egally enforceable
financial obligation to make the prem umi nterest paynent when
t he partnership assunmed the short M.D option.
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respondent contends that Pal m Canyon’s liability under the short
M.D option was not what it appeared to be and given the parties’
argunents regardi ng the econom c substance of the MDD
transaction, ™ we nust still address and deci de whether the M.D
transacti on had econom c substance, regardless of how we decide
this issue. Consequently, we shall assune for purposes of the
analysis that AH did not have to reduce its basis inits
partnership interest under section 752(b) as a result of Palm
Canyon’s assunption of the short M.D option, and we shall
eval uate the econom c substance of the MD transaction.

B. Section 1.752-6, I ncone Tax Regs.

On June 24, 2003, the Departnent of the Treasury pronul gated
section 1.752-6T, Tenporary |Incone Tax Regs., 68 Fed. Reg. 37416
(June 24, 2003), concerning a partnership’ s assunption of certain

partner liabilities. On May 26, 2005, the tenporary regul ation

"W al so note that even if we were to conclude that the
obl i gation under the short option were a liability for sec. 752
pur poses, sec. 752(a) would allow partners to increase their
bases in the partnership interests by their shares of the
l[iability that the partnership has assuned. See sec. 1.752-2,
| ncone Tax Regs. (addressing partner’s share of recourse
liabilities); sec. 1.752-3, Inconme Tax Regs. (addressing
partner’s share of nonrecourse liabilities). Notably,
application of sec. 1.752-6, Inconme Tax Regs., would not result
in a corresponding increase in the partner’s outside basis for
the increase in the partner’s share of partnership liabilities.
See, e.g., Klamath Strategic Inv. Fund, LLC v. United States, 440
F. Supp. 2d 608, 620 n.9 (E. D. Tex. 2006).
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becane final. T.D. 9207, 2005-1 C.B. 1344.72 Section 1.752-6,
I ncone Tax Regs., generally provides that if a partnership in a
section 721(a) transaction assunes a liability of a partner, as
defined in section 358(h)(3),”® that is not treated as a
[iability under section 752(a) or (b),’ then the partner’s basis
in the partnership is reduced by the anount of the liability.

This regulation was intended to apply retroactively to

2The regul ati ons changed the definition of a “liability”
for purposes of sec. 752 and al so defined the term “obligation”
See sec. 1.752-1(a)(4), Inconme Tax Regs. Sec. 1.752-1(a)(4)(ii),
| ncone Tax Regs., states that an “obligation” is any fixed or
contingent obligation to nmake paynent w thout regard to whet her
the obligation is otherwi se taken into account under the Internal
Revenue Code and lists certain obligations that fit within this
definition, including “obligations under derivative financi al
instrunments such as options, forward contracts, futures
contracts, and swaps.” An obligationis aliability for sec. 752
purposes if it neets the requirenents of sec. 1.752-1(a)(4) (i),
| nconme Tax Regs. While Palm Canyon’s short M.D option |ikely
constitutes an obligation within the new definition in sec.
1.752-1(a)(4), Income Tax Regs., the regulation is inapplicable
in this case because it applies only to liabilities incurred or
assuned by a partnership on or after June 24, 2003. Sec. 1.752-
1(a)(4)(iv), Income Tax Regs. The IRS intended application of
sec. 1.752-1(a)(4), Incone Tax Regs., contrasts with the
retroactive application of sec. 1.752-6, |Incone Tax Regs.,
di scussed above.

3Sec. 358(h)(3) provides that the term*“liability” includes
any fixed or contingent obligation to nmake paynent, w thout
regard to whether the obligation is otherw se taken into account
for purposes of the Code.

“Bef ore the 2005 regul ations were finalized, the term
“l'iability” was not explicitly defined in sec. 752 or its
correspondi ng regul ati ons.
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assunptions of liabilities occurring after October 18, 1999, and
bef ore June 24, 2003.7° Sec. 1.752-6(d), Inconme Tax Regs.

Application of section 1.752-6, Inconme Tax Regs., would
force AHI to reduce its basis in its Palm Canyon partnership
interest by the anmount, on the date of assunption, of Palm
Canyon’s potential premiuminterest paynent to Soci été Général e
under the short M.D option (but not bel ow the adjusted val ue of
the partnership interest), because the short MD option would
qualify as a contingent section 358(h)(3) liability assuned by
Pal m Canyon. This reduction in the basis of AH 's partnership
interest would effectively elimnate the tax benefit of the M.D
transacti on because AH would have no inflated basis in its Palm
Canyon partnership interest to transfer to the Canadi an doll ars
posi tion under section 732(b).

The cases that have dealt with section 1.752-6, Incone Tax
Regs., have focused on whether the regul ation can properly be

applied retroactively. See Cento Investors, LLCv. United

States, 515 F.3d 749, 752 (7th Cr. 2008) (regulation can be

applied retroactively); Murfam Farns, LLC v. United States, 88

Fed. d. 516 (2009) (regulation cannot be applied retroactively);

Maqui re Partners-Master Invs., LLC v. United States, 103 AFTR 2d

763, at 776-778, 2009-1 USTC par. 50,215, at 87,448-87,450 (C. D

bl i gati ons assuned on or after June 24, 2003, that are
not described in sec. 1.752-1(a)(4)(i), Income Tax Regs., are
governed by sec. 1.752-7, Incone Tax Regs.
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Cal . 2009) (regulation can be applied retroactively); Stobie

Creek Invs., LLCvVv. United States, 82 Fed. . at 667-671

(regul ati on cannot be applied retroactively); Sala v. United

States, 552 F. Supp. 2d 1167 (D. Colo. 2008) (regulation unlawf ul

and cannot be applied retroactively); Klamath Strategic Inv.

Fund, LLC v. United States, 440 F. Supp. 2d 608, 625-626 (E.D.

Tex. 2006) (retroactivity of regulation is ineffective).

Recogni zing the uncertain state of the law and in the interests
of judicial econony, we shall not enter the fray at this tine.

| nstead, we shall assune that the regul ation cannot be applied
retroactively and eval uate the econom ¢ substance of the M.D

transacti on. See Klamath Strategic Inv. Fund, LLC v. United

States, 568 F.3d 537, 546 (5th G r. 2009).

C. Econom ¢ Subst ance Doctri ne

Respondent argues that, even if petitioner conplied with the
literal terns of the Code as petitioner contends it did, the M.D
options | acked econom ¢ substance and the partnership was a sham

and shoul d be disregarded.’”™ Petitioner concedes that Pal m

®*Respondent al so argues that we shoul d di sregard Pal m
Canyon’s status as a partnership under the so-called partnership
anti abuse regul ation, sec. 1.701-2, Income Tax Regs. GCenerally,
t he anti abuse regul ation permts the Conm ssioner to recast
partnership transactions that make inappropriate use of the
partnership tax rules. Petitioner contends that the antiabuse
regulation is invalid. Because we decide petitioner’s case on
ot her grounds, we need not deci de whether the partnership
anti abuse regulation is valid or whether it applies to the
transaction in this case.
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Canyon entered the M.D transaction in part because of its tax
benefits. However, petitioner points out that the fact that
favorabl e tax consequences were considered in entering the M.D
transacti on does not conpel disallow ng those consequences. See

Frank Lyon Co. v. United States, 435 U S. 561, 580 (1978); see

al so ASA | nvesterings Pship. v. Comm ssioner, 201 F.3d 505, 513

(D.C. Gr. 2000) (“It is uniformy recognized that taxpayers are
entitled to structure their transactions in such a way as to
mnimze tax.”), affg. T.C. Meno. 1998-305. Petitioner maintains
that all entities and transactions had bona fide economnc
subst ance and busi ness purpose and nust be recogni zed for tax
purposes. W nust anal yze the M.D transacti on and deci de whet her
the transaction had econom c substance.

Under the econom c substance doctrine, a court may disregard
a transaction for Federal incone tax purposes if it finds that
t he taxpayer did not enter into the transaction for a valid
busi ness purpose but rather sought to claimtax benefits not
contenpl ated by a reasonabl e application of the |anguage and
purpose of the Code or its regulations. See, e.g., Horn v.

Conmm ssi oner, 968 F.2d 1229, 1236 (D.C. Cr. 1992), revg. Fox v.

Commi ssioner, T.C. Menp. 1988-570. The origins of the economc

substance doctrine can be traced back to the Suprene Court’s

decision in Gegory v. Helvering, 293 U S. 465 (1935). 1In

Gregory, the Court held that a reorganization conplying with
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formal statutory requirenents should be disregarded for tax
pur poses because the taxpayer’s creation and i nmedi ate
I iquidation of a corporation was an inperm ssible attenpt to
convert ordinary incone into capital gain. 1d. at 467. The
Court recognized the taxpayer’s right to mnimze taxes through
| egal nmeans but stated that “the question for determnation is
whet her what was done, apart fromthe tax notive, was the thing
which the statute intended.” |[d. at 469. The Suprenme Court
concl uded that “The whol e undertaki ng, though conducted according
to the terns of [the statute], was in fact an el aborate and
devi ous form of conveyance masqueradi ng as a corporate
reorgani zation, and nothing else.” 1d. at 470.

In Frank Lyon Co. v. United States, supra at 583-584, the

Suprene Court upheld a sal e-| easeback transaction over objections
that it |acked econom c substance. 1In reaching its decision, the
Suprene Court explained the circunstances in which a transaction
shoul d be respected for tax purposes and upheld the econom c
substance of the transaction at issue:

where * * * there is a genuine nultiple-party
transaction with econom ¢ substance which is conpelled
or encouraged by business or regulatory realities, is
i mbued with tax-independent considerations, and i s not
shaped sol ely by tax-avoi dance features that have
meani ngl ess | abel s attached, the Governnent should
honor the allocation of rights and duties effectuated
by the parties. * * * [Id.]

The standard articulated in Frank Lyon Co. has forned the

basis for the current application of the econom c substance
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doctrine. Many courts have interpreted the Frank Lyon Co.

| anguage as creating an econom ¢ substance doctrine that exam nes
two areas or prongs: (1) Wiether the transacti on had econon c
subst ance beyond tax benefits (objective prong), and (2) whether
t he taxpayer has shown a nontax business purpose for entering the

di sputed transaction (subjective prong). See, e.g., ACM Pship.

v. Comm ssioner, 157 F.3d 231, 247-248 (3d Cr. 1998), affg. in

part and revg. in part T.C. Mno. 1997-115; Bail Bonds by Marvin

Nel son, Inc. v. Conmm ssioner, 820 F.2d 1543, 1549 (9th GCr

1987), affg. T.C. Meno. 1986-23; Rice’s Toyota Wrld, Inc. v.

Conmm ssioner, 752 F.2d 89, 91-92 (4th Cr. 1985), affg. in part

and revg. in part 81 T.C. 184 (1983).

The Courts of Appeals are split as to the proper
articulation of the econom c substance doctrine, particularly as
to the relative weights given to the objective and subjective
prongs in determ ning whether a transaction should be respected
for tax purposes. Sonme Courts of Appeals have applied an
anal ysis, often referred to as “disjunctive”, under which a
transaction is respected under the econom ¢ substance doctrine if
the court finds that the transaction has either a subjective
busi ness purpose or objective econom c substance. See Horn v.

Conmi ssi oner, supra at 1236; Rice's Toyota Wrld v. Conm ssi oner,

supra at 91-92. Oher Courts of Appeals have applied an

anal ysis, often referred to as “conjunctive”, where a transaction
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w Il be respected under the econom c substance doctrine only if
the court finds that the transaction satisfies both the

subj ective and objective prongs. See Dow Chem Co. v. United

States, 435 F. 3d 594, 599 (6th Cr. 2006). A third group of
Courts of Appeals has rejected the notion of a “rigid two step
anal ysis” and elected to apply an approach under which the

subj ective and objective prongs are collapsed into a single

inquiry. See Sacks v. Conm ssioner, 69 F.3d 982, 988 (9th G
1995), revg. T.C Meno. 1992-596.

For the reasons discussed bel ow, we believe the MLD
transaction satisfies neither the subjective prong nor the
obj ective prong of the econom c substance doctrine. Because the
M.D transaction fails both prongs of the econom c substance
doctrine, our conclusion regarding the econom c substance of the
M.D transaction is the sanme regardl ess of which anal ysis or
approach is applied.

We conduct our anal ysis by exam ning the M.D transaction
under both the subjective and objective prongs of the econom c
substance doctrine. In conducting our analysis, we are m ndful
that respondent’s determ nations that the M.D transacti on had no
econom ¢ substance and that the partnership was a sham and shoul d
be di sregarded are presuned correct, and petitioner has the

burden of proving that respondent’s determ nations are in error.
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1. Subj ecti ve Prong

To satisfy the subjective prong, petitioner nust denonstrate
t hat Pal m Canyon executed the M.D transaction for a business
pur pose aside fromtax benefits. See, e.g., Horn v.

Conmm ssi oner, supra at 1237. Petitioner argues that Palm

Canyon’s primary purpose for entering the M.D contracts was to
beconme famliar with foreign currency hedgi ng opportunities. M.
Hanel testified that he wanted to pursue foreign investnents that
woul d gi ve the Hanel conpanies the ability to hedge agai nst
fluctuations in foreign currencies because he was concerned about
the effect such fluctuations could have on potential contracts
bet ween the Hanel conpanies and offshore vendors. Petitioner
contends that the Hamel conpanies anticipated a need for foreign
currency hedging if M. Hanel decided to expand the conpanies’
busi ness overseas. The M.D transaction, petitioner argues, also
al l oned the Hanel conpanies to evaluate the performance of M.
Brooks and to determ ne whether to pursue further trading
activitites wwth M. Brubaker. Additionally, petitioner asserts
t hat Pal m Canyon entered into the MLD contracts to earn a rea
econonic profit and that Pal m Canyon did earn a $6,600 profit on
the contracts.

A necessary elenent of the MLD transaction as carried out
was adding and then term nating CF Advisors’ status as a nenber

of Pal m Canyon, the overall effect of which was to create AH s
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basis in Pal m Canyon that did not correspond with the economc
reality of AHI's investnent. Petitioner argues that CF Advisors’
menbership all owed M. Brooks to gain trading authority over Palm
Canyon’s account and served as an incentive for M. Brooks to
perform on behal f of Pal m Canyon.

The reasons petitioner offered for executing the M.D
transaction are not credible. Petitioner did not establish a
nont ax busi ness purpose for the M.D transaction. Accordingly, we
hold that the M.D transaction fails the subjective prong of the
econom ¢ substance doctrine. W base our holding on the
follow ng facts.

a. The Hanel Companies’ Lack of a Current or
For eseeabl e Need To Hedge Forei gn Currencies

Bef ore considering the M.D strategy, the Hanmel conpanies had
no interest in foreign currency trading, and there is no evidence
that any of the Hanel conpani es had any experience in foreign
currency investnents.

At the tine of the M.D transaction, the Hanel conpani es had
no particular need to hedge foreign currencies.’”” An option

contract can provide a hedge only if there is an existing risk to

""According to M. Bessenbinder, the M.D contracts, as
digital options, were also not appropriate for managi ng or
hedgi ng the forei gn exchange risks that would typically arise
when doing business in foreign markets. Generally, digital
options would not be used as a hedge in nornmal international
busi ness operations, such as foreign sales, foreign production,
i nporting, and exporting.
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be managed. Pal m Canyon was not at risk on account of unexpected
movenents in the Japanese yen per U.S. dollar exchange rate from
Cct ober to Decenber 2001. None of the Hanel conpanies’
busi nesses had any contracts due in 2001 or 2002 that required
paynments in any foreign currency. During 2001 Thi ghnaster had no
ownership interest, directly or indirectly, in any foreign entity
or bank account, and it paid no foreign taxes. Although M.
Hanmel testified that he wanted to expand the Hanel conpanies’
forei gn busi ness operations, petitioner introduced no evidence,
aside fromsel f-serving nenoranda prepared on the eve of the M.D
transaction, of any definite plans to expand operations overseas,
and none of the evidence supports a finding that the Hanel
conpani es woul d need foreign currency hedging in the foreseeabl e
future. Moreover, such a need never materialized for any of the
Hanel conpani es before the term nation of the Pal m Canyon
partnership in 2001 and the cessation of foreign currency trading
al t oget her in 2003.

Furthernore, petitioner’s contention that Pal m Canyon
entered into the M.D transaction to becone famliar with foreign
currency investnments is not credible. M. Hanel could have
beconme famliar with such investnents by consulting with his
i nvestment advisers. He did not need to pay Cantl ey & Sedacca
$325, 000 and CF Advisors $20,000 to acquire such know edge.

Simlarly, we do not give any weight to M. Hanel’'s supposed need
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to assess M. Brooks’ investnent performance, considering M.
Brooks’ tenporary and limted role in Pal m Canyon was al ready
pl anned before the M.D transacti on was even executed. M.
Brooks’ involvenent only facilitated the claimng of the tax | oss
and had nothing to do with actually investing in foreign currency
or options.

b. Lack of Investigation Into the Foreign

Currency Aspects of the MLD Contracts and the
Participating Parties

None of the parties principally responsible for executing
the M.D transaction conducted a serious independent investigation
of the foreign currency aspects of the M.D contracts or the M.D
transaction participants. Neither M. Hanel nor M. Lanb sought
to verify independently the pricing of the options or the
possi bl e out cones under the M.D contracts with any person or
entity independent of the M.D strategy. None of the rel evant
parties consulted with any of the banks the Hamel conpani es had
previously used for foreign investnent advice. M. Lanb’ s and
M. Barish's investigation of Cantley & Sedacca and M. |vsan was
[imted, consisting of a cursory review of M. lvsan's
background. The parties perforned little due diligence on M.
Brooks’ and conducted no neani ngful investigation of the role of

Pryor Cashman or M. Kushner in pronoting the MD transaction.

M. Lanmb exchanged several emmils with M. Brooks
regardi ng M. Brooks’ background, and M. Wells provided M.
Barish a report regarding his inquiries on M. Brooks.
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The primary focus of the pre-MD transaction investigation
was to provide the wi ndow dressing that woul d ensure that the tax
benefits had sone prospect of being respected, that even if the
tax benefits were not respected no penalty would be inposed, and
that sonme of the people who would be involved in the M.D
transaction were who they purported to be. M. Lanb and M.
Barish reviewed the Bryan Cave opinion for its analysis of the
tax benefits. Both parties paid particularly close attention to
t he di scussion of the section 6662 penalty in the Bryan Cave
opi nion and Pryor Cashman’s draft tax opinion. M. Lanb and M.
Barish nmet with Pryor Cashman to di scuss the tax aspects of the
M.D transaction and Pryor Cashman’s preparation of the tax
opinion. The focus of the parties on the tax treatnment of the
M.D transaction, while ignoring all other aspects of the foreign
currency investnent, denonstrates that the real purpose of the
M.D transaction was tax avoi dance.

C. Lack of Rational Econonic Behavior in Pricing
the MLD Contracts

Respondent’ s experts, M. Bessenbi nder and M. Mirphy, both
concl uded that the M.D options were overpriced and thus did not

refl ect reasonable market prices or rational econom c behavior.”

“Petitioner did not present any expert testinony and did
not convince us on cross-exam nation that respondent’s experts
were not credi ble. Consequently, we accept the conclusions of
respondent’ s experts and do not spend tinme sumrari zing the
factual bases of their opinions.
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Usi ng the Bl ack-Schol es pricing nodel, ® both experts found that
t he val ue of Palm Canyon’s | ong M.D option was approxi mately $1.6
mllion, while the value of Palm Canyon’s short M.D option was
approximately $1.594 mllion. Both Palm Canyon and Soci ét é
Général e thus purportedly obligated thenselves to pay prem uns
that were approximately $3.4 mllion nore than their respective
M.D option’s market price. Because the prem um purportedly
payabl e for the long M.D option essentially equal ed the anmount of
ordinary loss the M.D transacti on produced, Pal m Canyon had an
incentive to inflate the long M.LD option’s premumto generate a
greater loss. By simlarly overstating the price of the short
M.D option, Palm Canyon achieved its desired | oss while
mmm zing the net prem um paynent to Soci été Général e; that net
prem um paynent was the extent of Palm Canyon’s econonm c outl ay
in executing the MLD transaction (aside fromfees). Respondent’s
experts al so determ ned that Pal m Canyon overpaid by nearly
$30,000 with respect to the net option premium Additionally,
bot h experts concluded that the $61, 600 term nati on paynment Pal m

Canyon received was significantly less than the difference

8The Bl ack- Schol es option pricing nodel is the industry
standard for pricing foreign currency option trades. Under the
Bl ack- Schol es nodel, the prem umon a standard currency option is
determ ned by six factors, including the spot narket exchange
rate at the tine the option is valued, interest rates on each of
the two currencies, the tine until the option expiration date,
the option strike price, and the volatility of the spot market
exchange rate.
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bet ween the then market val ues of the M.D options, with M.
Mur phy estimating $90,000 as a nore appropriate anmount.

Petitioner introduced no expert testinmony on the econonics
of the MLD transaction, and petitioner offers no explanati on why
the long and short M.D options were overpriced or why Pal m Canyon
received a term nation paynent bel ow market value. Petitioner
argues only that, unbeknownst to M. Brooks or any other relevant
party, Société Général e overstated Pal m Canyon’s net prem um so
that it could pay a hidden $20,500 fee to Deutsche Banc Al ex.
Brown. Wiile we will not specul ate about the financi al
arrangenments anmong Pal m Canyon, Soci été Général e, and Deut sche
Banc Alex. Brown with respect to the MLD transaction in the
absence of credi ble evidence regarding the arrangenent, we cannot
conclude on the record that M. Brooks and others associated with
Pal m Canyon did not know about the Deutsche Banc Al ex. Brown fee.
M. Brooks and M. lvsan determ ned the desired prem um paynents
for the long and short M.D options in fornulating the terns of
the MLD contracts. M. Brooks testified that, in pricing the
I ong and short M.D options, he provided Pal m Canyon’s desired
prem um paynent to Soci été Générale, and Soci été Générale, in
response, issued a strike price that M. Brooks concl uded was
reasonabl e under the Bl ack- Schol es option pricing nodel. Because
Soci été Général e issued a strike price in response to information

provi ded by M. Brooks, the record does not support a concl usion
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t hat Soci été Général e secretly overstated Pal m Canyon’ s net
prem um paynent .

Pal m Canyon’ s overpaynent of the net premum coupled with
the inflation of the premuns thensel ves and Pal m Canyon’s
w | lingness to accept a term nation paynent bel ow the M.D
options’ then market value, reflects Pal m Canyon’s disregard for
the econom cs of the M.D contracts and evi dences the tax
noti vations behind the M.D transaction. Palm Canyon’s pricing of
the M.D options was not reasonabl e under conmercial practices in
the option trading industry and denonstrates Pal m Canyon’s | ack
of profit notive in executing the M.D contracts.

d. CE _Advi sors’ Menbership in Pal m Canyon

Solely To Facilitate the Tax Benefit
Contenpl ated by the M.D Transacti on

CF Advi sors becane a nenber of Pal m Canyon solely to exploit
the partnership tax rules. CF Advisors’ nenbership in Palm
Canyon caused Pal m Canyon to beconme a partnership for tax
pur poses, which allowed AH to claiman inflated basis inits
Pal m Canyon partnership interest. M. Brooks entered into such
an arrangenent (as a partner or nenber), ostensibly as a foreign
currency investnent adviser, in each of the 150 M.D transactions
that he carried out for his MD strategy clients in 2001. Inits
role as foreign currency trader for Pal m Canyon, CF Advisors,

t hrough M. Brooks, purportedly had discretion to nake whatever

foreign currency trades he deened would garner a profit.
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However, M. Brooks sinply carried out the trades necessary to
create the tax benefit contenplated by the MLD strategy. The
terms of the MLD contracts M. Brooks entered into had been
predeterm ned to ensure the necessary ordinary |oss would be
generated to offset the Hanels’ estimated 2001 taxabl e incone.
The other foreign currency trades that M. Brooks nmade in 2001
for Pal m Canyon were significantly smaller in anmount and, we
t hi nk, were an obvious attenpt to legitimze his status as a
foreign currency trader for Pal m Canyon. 8

Shortly after CF Advisors joined Pal m Canyon, AH purchased
CF Advisors’ partnership interest to trigger |iquidation of the
Pal m Canyon partnership and deened distribution of its assets
before the close of Thighmaster’s 2001 tax year. The |iquidation
provi ded the occasion for the transfer of AHI's inflated basis in
its Pal m Canyon partnership interest to the Canadi an dollars
position and allowed AH to claiman ordinary loss on its
subsequent di sposition. 8

Petitioner argues that Pal m Canyon was a speci al purpose
venture that was fornmed to conduct a venture of |imted duration.

Petitioner suggests that the Hanel conpani es wanted experience in

8Qur conclusion is reinforced by the fact that M. Brooks
pl aced simlar mnor foreign currency trades for each of his 150
M.D strategy clients.

82M . Brooks term nated his partnership or nmenbership
interest before Dec. 31, 2001, in each of the 150 M.D
transactions in which he partici pat ed.
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foreign currency trading, and M. Lanb believed that the M.D
contracts satisfied this purpose. Petitioner clainms that the
principal initial activity was a discrete transaction that would
| ast only 60 days, and Pal m Canyon as an entity was desi gned
primarily for that initial venture.

Petitioner also contends that Pal m Canyon was validly
formed, had at |least two | egitimate business purposes, and had
substantial economc effect. Petitioner clains that limted
l[itability was the first business reason for establishing Palm
Canyon as an entity. Petitioner also argues that M. Hanel’s
intention was that the foreign currency trading activities were
part of the Hanmel conpanies. Petitioner states that the historic
nodel for the Hanel conpanies was that every separate activity
was placed within its ow qualified subchapter S subsidiary
corporation, but because a subsidiary could not have an unrel ated
party as a sharehol der, Pal m Canyon was needed to all ow
M. Brooks’ ownership. Petitioner suggests this was the second
reason for creating Pal m Canyon.

Al t hough the goal of achieving limted liability through
establishing a limted liability conpany m ght have been a valid
busi ness purpose for establishing Pal m Canyon, we question the
pur pose of adding and then term nating CF Advisors as a partner.
Al t hough petitioner and M. Brooks claimthat CF Advisors becane

a menber in Palm Canyon to allow M. Brooks to gain trading
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authority over Pal m Canyon’ s Deutsche Banc Al ex. Brown account,
petitioner did not introduce any credible evidence to explain why
CF Advi sors needed to beconme a nenber in Palm Canyon to gain such
authority. Before CF Advisors’ nenbership in Palm Canyon, M.
Hanel granted M. Brooks trading authority wth respect to Pal m
Canyon’ s Deutsche Banc Al ex. Brown account, and pursuant to this
authority, M. Brooks executed the M.D contracts before the Pal m
Canyon partnershi p was created.

Petitioner also suggests that CF Advisors becane a nenber of
Pal m Canyon to encourage M. Brooks to performwell on Palm
Canyon’s behalf and that M. Brooks’ notive in joining the
partnership was to make noney. That expl anation, however, cannot
be reconciled with the prearranged buyout of CF Advisors; Cantley
& Sedacca prepared docunents pertaining to CF Advisors’
term nation from Pal m Canyon at the outset of the MDD transaction
(which M. Hanel signed on or about October 9, 2001), before CF
Advi sors even becane a nenber in Pal m Canyon. The record
contains M. Lanb’s notes of his Septenber 26, 2001, neeting with
M. Kushner, in which M. Ivsan and M. Barish participated by
tel ephone. In paragraph 2 M. Lanb wote:

2. Wiy is Carion [Capital] bought out? Entirely up

to the client-—-reason for term nation--not confortable

with derivatives area as investnent strategy. Also

clients that have not nade noney not wanting to pay

quarterly managenent fees. Cient can stay on. Can

keep Carion as a partner in LLC. Term nation of

partnership causes outside basis to be attached to
assets inside partnership. Transfer of partnership
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interest to a third party could al so acconplish the

sanme thing. Termnation of the partnership or

transfer of partnership interest is the only way to

get the | oss needed.

At trial M. Lanb also testified that M. Brooks had to be
term nated as a nmenber of Palm Canyon to ensure “that the tax
transaction would work correctly.”

The advance preparation of CF Advi sors buyout docunents as
part of the sane packet as other transaction docunents and
advance di scussi ons about potential business reasons for buying
out CF Advisors’ interest in Pal mCanyon show that all steps in
the M.D transaction were prearranged and that the parties had no
legitimate intention of pursuing foreign currency trading and
were concerned exclusively with producing the contenpl ated tax
benefit. W also find significant the fact that CF Advisors sold
its Pal m Canyon interest w thout any negotiations; no
negoti ati ons took place in any of M. Brooks’ 150 simlar
transacti ons.

We concl ude that the only purpose behind CF Advisors’
participation in the M.D transaction was to further a carefully
orchestrated and prearranged plan to manufacture a $5 mllion
ordinary loss. CF Advisors’ involvenent as a foreign currency
trader was nmere wi ndow dressing for its role in assuring the

recognition of this tax benefit.
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e. The MLD Strateqy Was a Tax Shelter To Ofset
M. Hanel’'s Taxable | ncone

M. Brooks, M. Brubaker, and M. |vsan devel oped the M.D
strategy as a tax avoi dance schene and not to create an
opportunity to hedge foreign currencies or achieve a pretax
profit. M. Brooks knew the M.D strategy was a “tax advantage”
or “tax notivated” transaction. Cantley & Sedacca marketed the
M.D strategy as a tax shelter to accountants and fi nanci al
advi sers nationw de and sold it to approximately 150 clients.

Cantl ey & Sedacca, through M. Ivsan, presented the M.D
strategy to M. Lanb to reduce the Hanels’ 2001 Federal incone
tax liability.8 For the 2000 tax year the Hanels reported
approximately $8.6 million in taxable income and paid nearly $3.4
mllion in Federal incone tax, and estimates in June 2001 showed
that the Hanmels expected taxable incone between $7 and $9 million
in 2001. Cantley & Sedacca designed the M.D transaction to
reduce or elimnate the Hanels’ projected i ncone by producing
(through Pal m Canyon, AHI, and Thi ghmaster) a $5 mllion ordinary
| oss. Because of the M.D transaction, the Hanels reduced their
2001 taxable income to zero and avoi ded approximately $1.5
mllion in 2001 Federal inconme tax. W find that M. Hanel

executed the MLD transaction for the sole purpose of sheltering

8M . Lanb had been | ooking for a neans to reduce the
Hanel s’ tax liability as early as August 2001, when he nmet with
the Skyline Goup to discuss “high end tax products for big
| osses”.
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his income fromtax, and we reject any testinony to the contrary
as not credible. W conclude that Pal m Canyon entered into the
M.D transaction solely to reduce the Hanels’ 2001 Federal incone
tax liability.

2. hj ecti ve Prong

To satisfy the objective prong, petitioner nust denonstrate
that the M.D transaction had a reasonabl e prospect of earning a

profit. See, e.g., Horn v. Conm ssioner, 968 F.2d at 1237.

Petitioner contends that Pal m Canyon had a substanti al
opportunity to earn a profit on the M.D options. As discussed
above, Pal m Canyon had three possible outcones follow ng the
expiration of the MLD contracts: (1) If both MD options were
out of the noney, Pal m Canyon would | ose its $55, 000 net
investnment; (2) if both MLD options were in the noney, Palm
Canyon woul d earn a maxi mum net profit of $33,000; or (3) if the
|l ong MLD option were in the noney and the short M.D option were
out of the noney, Palm Canyon would hit the sweet spot and net
$7,945,000. According to petitioner, Pal m Canyon had a
significant opportunity to earn a $33,000 profit if both M.D
contracts were in the noney and had a chance of receiving a high
profit fromhitting the sweet spot. Petitioner clainms that the
M.D contracts generated an actual economic profit of $6, 600,

whi ch equal ed a 12-percent return on a 60-day investnent,

and that Pal m Canyon’ s subsequent 2001 foreign currency trading
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activities generated an additional economc profit of $2,076.
Despite petitioner’s clainms that Pal m Canyon coul d have earned a
significant profit in tw of the three possible outconmes, we find
that taking transaction fees into account, Pal m Canyon did not
have a reasonabl e expectation of earning a profit on the M.D
contracts. Accordingly, we hold that the M.D transaction fails
t he objective prong of the econom c substance doctrine test. W
base our holding on the follow ng factors.

a. Pal m Canyon’s Lack of a Realistic Chance of
Hitting the Sweet Spot

Pal m Canyon’s chances of hitting the sweet spot were renote.
M. Lanb acknow edged that the |ikelihood of hitting the sweet
spot was small. M. Brooks stated that there was only a 1. 3-
percent chance of Pal m Canyon’s hitting the sweet spot, and none
of his 150 clients involved in an MLD strategy transaction
recei ved a sweet spot payout.? Respondent’s experts concl uded,
usi ng the Bl ack-Schol es pricing nodel, that the chance of hitting

t he sweet spot was between 0.11 and 0. 13 percent.

8M . Brooks testified that the sweet spot was not sonething
he considered but that it would have been “wonderful” if the M.D
contracts had hit the sweet spot. M. Brooks also stated that he
term nated the Pal m Canyon M.D contracts before maturity, despite
t he Japanese yen per U S. dollar exchange rate’s relative
proximty to the sweet spot, because he feared the market’s
volatility and wanted to lock in a profit. W reject M. Brooks’
testinony regarding his reason for termnating the M.D contracts
before maturity as not credible.
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From a practical standpoint, Palm Canyon’s chances of
hitting the sweet spot were zero under the terns of the M.D
contracts governing the determ nation of the spot market exchange
rate. The market practices at the tinme would have all owed
Soci été Général e, as the cal cul ation agent and determ nant of the
spot market exchange rate,® to assure that Pal m Canyon woul d not
hit the sweet spot.® As explained by respondent’s experts, if
Soci été Général e had foll owed industry market practices in
determ ning the spot market exchange rate, Société Général e woul d
have asked three or four other banks or brokers to quote a “bid”
price at which they would buy a currency and an “ask” price at
which they would sell a currency. |In response Société Général e
woul d have received a range of prices; generally, the bid and ask
spread was 3 to 5 pips. Société Générale could then have chosen
any price within that range.® Because the strike prices in the

M.D contracts were only 2 pips apart, 8 Soci été Générale could

8At the tine of the MLD contracts it was common industry
practice for the bank issuing the option to also serve as the
cal cul ati on agent.

8\We canme to a simlar conclusion on anal ogous facts in a
deficiency case, New Phoenix Sunrise Corp. & Subs. v.
Comm ssioner, 132 T.C. __, _ (2009) (slip op. at 27-29)
(relying on the testinony of the same expert).

8Today, an independent agency sets the fixing rate for each
currency at 10 a.m on the basis of an el ectronic average of
prices.

8] n order for Palm Canyon to hit the sweet spot under the
(continued. . .)
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assure that Pal m Canyon would not hit the sweet spot by choosing
a price outside the specified range. According to respondent’s
experts, nothing prevented Soci été Générale from sel ecting an
exchange rate outside the sweet spot. Both experts concl uded
t hat because of Soci été Générale’s incentive to avoid paynent on
the long MLD option and its flexibility in selecting the spot
mar ket exchange rate, it was inpossible for Palm Canyon to hit
the sweet spot. Had Pal m Canyon had a legitimate profit notive
in pursuing the MLD transaction, it could have attenpted to avoid
this di sadvantage by trying to negotiate for the designation of
an i ndependent third party as the cal culation agent or for a
provision to determ ne the spot market exchange rate in an
obj ecti ve manner.

b. Nullification of Any Potential Profit by Palm
Canyon’s M.D Transaction Fees

Di sregarding the potential for the $7,945, 000 sweet spot
payout, petitioner maintains that the M.D options had an
opportunity of producing a $33,000 profit if both options were in
t he noney. However, if we account for the fees paid by Pal m

Canyon in executing the MLD transaction, $325,000 to Cantley &

8( ... continued)
M.D contracts, the spot market exchange rate would have to be
equal to or greater than 124.65 but |ess than 124.67, a 2-pip
spread. The 2-pip spread in the M.D contracts was unusually
cl ose. Respondent’s expert M. Mirphy testified that he had
never priced an option 2 pips apart in his 20-plus years of
trading foreign currencies. 1In all of the 150 M.D transacti ons
M. Brooks participated in, the sweet spot was 2 pips apart.
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Sedacca and $20,000 to CF Advi sors, Palm Canyon coul d not have
earned a profit.

Petitioner argues that the fees paid to Cantley & Sedacca
and CF Advi sors cannot be charged as transaction costs in
determining the profitability of the M.D transaction. Petitioner
asserts that the $20,000 paid to CF Advisors was a flat annual
fee that covered not only the MLD contracts but also M. Brooks’
2001 foreign currency trading. Additionally, petitioner contends
that the $325,000 fee paid to Cantley & Sedacca nust be
consi dered i ndependent of any analysis pertaining to the
potential profitability of the MLD contracts because Pal m Canyon
paid the fee to determne the appropriate tax treatnent of the
transaction. Because Pal m Canyon planned to claima sizable tax
benefit as a result of the M.D transaction, petitioner asserts it
woul d have been irresponsible to claimsuch a |arge tax benefit
W thout assuring the entitlenent to the benefit. Petitioner
argues that respondent cannot use the costs incurred to verify
the entitlenent to the tax benefit to establish the
unprofitability of the M.D contracts.

Petitioner’s argunents are unavailing. The fees Pal m Canyon
paid to Cantley & Sedacca and CF Advisors were for executing the
M.D transaction. W cannot ignore these fees in determning the

profitability of the MD transaction.
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Pal m Canyon’ s $20, 000 paynment to CF Advisors was not a flat,
annual foreign currency adviser fee. The $20,000 paynent went to
M. Brooks for his involvenent in the M.D transaction, including
hi s execution of the M.D contracts, his role in CF Advisors’
menbership and term nation in Palm Canyon, and his attenpt to
legitimze Pal m Canyon’s investnent activities through several
smal | er foreign currency trades.

Simlarly, the $325,000 Pal m Canyon paid to Cantley &
Sedacca was for Cantley & Sedacca’ s extensive role in executing
the MLD transaction. While petitioner attenpts to create a
di stinction between econom c transaction fees and fees paid to
verify the tax treatnent of an item the record establishes that
Pal m Canyon did not pay Cantley & Sedacca just to verify the tax
aspects of the M.D transaction. Cantley & Sedacca introduced the
M.D strategy to M. Hanel, structured the MD transaction, and
carried out each of the steps necessary to achieve the desired
tax benefit. The extent of services provided beyond the
verification of tax benefits is evidenced by Cantley & Sedacca’s
outsourcing the task of drafting a tax opinion to Pryor Cashman,
to which it paid only $50, 000 of its $325, 000 fee.

Moreover, we reject petitioner’s argunment that the costs
incurred to verify the tax aspects of the M.D transaction are not
attributable to the MLD transaction when examning its

profitability. Petitioner offers no authority to support this
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argunent. Courts examning the profitability of a transaction in
an econom ¢ substance anal ysis generally consider the fees paid

to pronoters, facilitators, and tax advisers associated with the

gquestioned transaction. See, e.g., Jade Trading, LLCv. United

States, 80 Fed. . at 49-50. Furthernore, if petitioner’s
argunent acconplishes anything, it reinforces Pal m Canyon's tax
avoi dance purpose for entering the M.D transacti on, because no
rational investor would enter a transaction, absent the tax
nmotivation, if the cost of verifying the tax aspects of the
transaction grossly exceeded the expected economc profit.

We hold that the $20,000 paid to CF Advisors and the
$325,000 paid to Cantley & Sedacca nmust be included in our
anal ysis of the profitability of the MD transaction.
Accordi ngly, we conclude that Pal m Canyon did not have a
reasonabl e opportunity to earn a pretax profit on the M.D
transacti on because even if both options were in the noney and
Pal m Canyon earned a $33,000 profit, Pal m Canyon would still have
| ost approxi mately $312, 000 on the transaction after taking into
account the transaction fees.

D. Concl usi on

Petitioner has failed to prove that the MDD transaction,
i ncluding the steps of creating the Pal m Canyon partnership and
termnating it approximately 2 nonths later, satisfied either the

subj ective prong or the objective prong of the econom c substance
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doctrine. Petitioner has not introduced credible evidence to
establish that Palm Canyon had a | egitimte nontax business
purpose for entering into the M.D transaction, and the
transaction did not have a reasonabl e prospect of achieving a
pretax profit. A review of the MD transaction reveals a
prearranged set of transactions that were not inbued with any
meani ngf ul econom c substance i ndependent of tax benefits. See

Horn v. Conmi ssioner, 968 F.2d at 1236; see al so Sacks v.

Conmmi ssioner, 69 F.3d at 988. | nasnmuch as the M.D transacti ons

satisfied neither the subjective nor the objective prong of the
econom ¢ substance doctrine, we conclude that the M.D contracts
and creation and term nation of the Pal m Canyon partnership did
not constitute genuine nultiparty transactions with economc
subst ance that were conpell ed or encouraged by busi ness or

regul atory realities, that were inbued wth tax-independent
consi derations, and that were not shaped by tax avoi dance
features wth meani ngl ess | abels. Accordingly, we sustain
respondent’s adjustnents to Pal m Canyon’s return.

V. Secti on 6662 Accuracy-Rel ated Penalty

In the FPAA respondent determ ned that a 40-percent gross
val uation m sstatenent penalty under section 6662(a), (b)(3),
(e), and (h) applies. On brief respondent argues that AH ’s
purported $5 million contribution of the long M.D option shoul d

have been either zero or alternatively, $55,6000. Respondent also
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suggests that AH overstated its basis in its partnership
interest and the basis in the Canadi an dollars position
distributed in the purported |iquidation of Pal m Canyon by nore
t han 400 percent of the correct anount.

In the alternative, respondent determ ned a 20-percent
accuracy-rel ated penalty under section 6662(a) on the portion of
any underpaynent resulting fromhis adjustnents to itens on Palm
Canyon’s return attributable to negligence or disregard of rules
and regulations or resulting in a substantial understatenent of
inconme tax.® Sec. 6662(a) and (b)(1) and (2).

A. Prelimnary Matters

1. Juri sdiction

The applicability of any penalty, addition to tax, or
addi tional anount that relates to an adjustnent to a partnership
itemnust be determined at the partnership level. Sec. 6226(f);
sec. 301.6221-1(c), Proced. & Adm n. Regs.; see al so New

MIlennium Trading, L.L.C. v. Comm ssioner, 131 T.C. ___ (2008)

(uphol ding the validity of section 301.6221-1T(c) and (d),
Tenporary Proced. & Adm n. Regs., 64 Fed. Reg. 3838 (Jan. 26,

1999)); sec. 301.6221-1T(c), Tenporary Proced. & Adnin. Regs.,

8The Comm ssioner may not stack or conpound alternative
conponents of the sec. 6662 penalty to determne a penalty
greater than the maxi num penalty of 20 percent on any given
portion of an underpaynent, or 40 percent if such portionis
attributable to a gross valuation msstatement. Sec. 1.6662-
2(c), Incone Tax Regs.
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supra (providing that any penalty, addition to tax, or additional
anount that relates to an adjustnent of partnership item is
determ ned at the partnership level). Partnership-Ievel
determ nations include all the | egal and factual determ nations
that formthe basis of the determ nation of any penalty, addition
to tax, or additional anobunt. Sec. 301.6221-1(c), Proced. &
Adm n. Regs.

Partner-level defenses to any penalty, addition to tax, or
addi tional anount that relates to an adjustnent to a partnership
itemmay not be asserted in the partnership-I|evel proceeding.
Sec. 301.6221-1(c) and (d), Proced. & Adm n. Regs.; sec.
301.6221-1T(c) and (d), Tenporary Proced. & Adm n. Regs., supra,;

see also New MIllennium Trading, L.L.C. v. Conmni Ssioner, supra at

__(slip op. at 19-23). Individual partners may raise partner-
| evel defenses through separate refund actions follow ng
assessnment and paynent of the penalty. Sec. 301.6221-1(c) and
(d), Proced. & Adm n. Regs. Partner-|level defenses are limted
to those that are personal to the partner or depend on the
partner’s separate return and cannot be determ ned at the
partnership level. 1d. For exanple, a partner may raise a
personal reasonabl e cause defense under section 6664(c)(1). 1d.
Al'l other defenses are partnership-1level defenses. Defenses of
AH as Pal m Canyon’ s managi ng nenber and TMP are partnership-

| evel defenses. See, e.g., Witehouse Hotel Ltd. Pship. V.




-78-
Commi ssioner, 131 T.C 112, 173 (2008); Santa Mnica Pictures,

LLC v. Comm ssioner, T.C. Menp. 2005-104.

2. Burden of Production

Under section 7491(c), the Comm ssioner has the burden of
production in any court proceeding with respect to the liability
of any individual for any penalty, addition to tax, or additional
anount inposed by the Code. However, section 7491(c) does not
shift the burden of proof, which remains on the taxpayer. Hi gbee

v. Comm ssioner, 116 T.C. 438, 446-447 (2001).

Petitioner incorrectly inplies that the burden of proof
falls on respondent with respect to the section 6662 accuracy-
rel ated penalty. Petitioner does not, however, provide any
support for its position. It is well established that a taxpayer
has the burden of proving that the Conm ssioner’s determ nations
regardi ng the section 6662 accuracy-related penalty are
incorrect. 1d. Wat is not so clear, however, is whether
section 7491(c) inposes the initial burden of production
regardi ng the section 6662 accuracy-related penalty on the
Comm ssi oner when the taxpayer is an entity that has petitioned
this Court under section 6226. By its terms, section 7491(c)
applies only to the liability of “any individual” for

penal ties.® Thus, in this proceeding section 7491(c) is

“ln contrast, sec. 7491(a), which provides the general rule
for shifting the burden of proof to the Conm ssioner in certain
(continued. . .)
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arguabl y i napplicabl e because petitioner is not an individual.

See Santa Monica Pictures, LLC v. Conmi ssioner, supra; Long Term

Capital Holdings v. United States, 330 F. Supp. 2d 122 (D. Conn.

2004), affd. 150 Fed. Appx. 40 (2d Cr. 2005).

We need not resolve this uncertainty; even if we assune that
respondent has the initial burden of production under section
7491(c) wth respect to the section 6662 accuracy-rel ated
penalty, we are satisfied that respondent has carried any such
burden with respect to the appropriateness of applying the
accuracy-rel ated penalty. Consequently, petitioner nust cone
forward with evidence sufficient to persuade us that respondent's

penalty determ nations are incorrect. Higbee v. Conm ssioner,

supra at 447.

Respondent has nade several alternative determ nations with
respect to the accuracy-related penalty. W address each of them
bel ow.

B. G oss Valuation M sstatenent

Section 6662(a) and (b)(3) inposes a 20-percent
accuracy-rel ated penalty on the portion of an under paynent
attributable to any substantial valuation msstatenent. A
substantial valuation m sstatenent exists if the value of any

property, or the adjusted basis of any property, clainmed by the

(... continued)
ci rcunstances, applies in ascertaining the liability of a
“taxpayer”.
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taxpayer is 200 percent or nore of the anmount determ ned to be
the correct anmount of such valuation or adjusted basis. Sec.
6662(e)(1). The penalty inposed by section 6662(a) increases
from20 to 40 percent if the underpaynent is attributable to a
gross valuation msstatenent. Sec. 6662(h). A gross valuation
m sstatenment occurs if the value of any property, or the adjusted
basis of any property, clained by the taxpayer is 400 percent or
nore of the amobunt determned to be the correct anmpbunt of such
val uation or adjusted basis. Sec. 6662(h)(2)(A).

We have concl uded that the M.D transaction, including the
M.D contracts and the creation and term nati on of the Pal m Canyon
partnership, |acked econom c substance. Qur conclusion, as it
pertains to the adm ssion of CF Advisors as a Pal m Canyon nenber
and the purchase of its partnership interest, which in turn
resulted in creation and term nation of the Pal m Canyon
partnership, effectively disregards the Pal m Canyon partnership

for Federal inconme tax purposes. |In Petaluma FX Partners, LLC v.

Comm ssioner, 131 T.C. at 100, we held that if a partnership is

di sregarded for tax purposes, the correct outside

bases of the purported partners is zero.® |In Petalum we al so

%1Al t hough we have held that generally the basis in a
partner’s partnership interest is not a partnership itemthat
must be determ ned at a partnership-|evel proceeding, see
Donul ewi cz v. Comm ssioner, 129 T.C. 11, 20-21 (2007), affd. and
remanded on ot her grounds sub nom Desnet v. Conm ssioner, 581
F.3d 297 (6th Gr. 2009), we have also held that if a partnership

(continued. . .)
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held that if a partnership is disregarded for tax purposes, the
gross val uation m sstatenent penalty applies.® |d. at 105.
Petitioner argues that the gross valuation m sstatenent
penal ty does not apply because the tax deficiency resulting from
respondent’s adjustnents is attributable to the |ack of economc
substance of the M.D contracts and not to a val uation

m sstatenent. In support of its argunment, petitioner primarily

°(...continued)
is disregarded for Federal incone tax purposes, the Court has
jurisdiction in a partnership-level proceeding to determ ne that
there can be no outside bases in such partnership, see Petal una
FX Partners, LLC v. Comm ssioner, 131 T.C. 84, 100 (2008).

2The majority of the Courts of Appeals that have ruled on
the application of the valuation m sstatenent penalty in the
context of a disregarded transaction (under both sec. 6662 and
its predecessor statute, sec. 6659) follows a simlar approach.
See, e.g., Merino v. Comm ssioner, 196 F.3d 147, 155 (3d Gr.
1999) (“whenever a taxpayer knowi ngly invests in a tax avoi dance
entity which the taxpayer should know has no econom c subst ance,
the val uation overstatenent penalty is applied as a matter of
course”), affg. T.C. Meno. 1997-385; Zfass v. Conm ssioner, 118
F.3d 184, 191 (4th Cr. 1997) (the valuation overstatenent
penal ty applied because the value overstatenent was a primary
reason for the disallowance of the clainmed tax benefits), affg.
T.C. Meno. 1996-167; |lles v. Conm ssioner, 982 F.2d 163, 167
(6th Cr. 1992) (the entire artifice of the tax shelter at issue
was constructed on the foundation of the overvaluation of its
assets), affg. T.C. Meno. 1991-449; G lnman v. Conm ssioner, 933
F.2d 143, 151 (2d Gr. 1991) (“The |lack of econom c substance was
due in part to the overvaluation, and thus the underpaynent was
attributable to the valuation overstatenent”), affg. T.C Meno.
1989- 684 as supplenented by T.C. Meno. 1990-205; Mssenqgill v.
Comm ssi oner, 876 F.2d 616, 619-620 (8th G r. 1989) (“Wen an
under paynent stens from di sal | owed depreci ati on deductions or
investnment credit due to |lack of econom c substance, the
deficiency is attributable to overstatenent of value”), affg.
T.C. Meno. 1988-427; see also Santa Monica Pictures, LLC v.
Comm ssioner, T.C Meno. 2005-104; Jade Trading, LLC v. United
States, 80 Fed. C. 11, 54 (2007).
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relies on Gainer v. Conm ssioner, 893 F.2d 225, 228 (9th Cr

1990), affg. T.C. Menp. 1988-416. In Giner, the tax deficiency
at issue resulted fromthe taxpayer’s failure to place an asset
in service during the relevant tax year and not fromthe

overval uation of the property itself. 1d. Because the
Commi ssi oner disallowed the taxpayer’s clained tax benefits on
grounds i ndependent from any val uation overstatenent, the Court
of Appeals for the Ninth Crcuit concluded that the resulting
under paynent of tax was not attributable to a valuation

m sstatenment. 1d. at 228-229. Petitioner argues that AH s
overstated basis in its Palm Canyon partnership interest does not
constitute a valuation m sstatenment because it was not
attributable to the valuation of any asset or position.

The facts in Gainer v. Conm Ssioner, supra, are

di stingui shable fromthe present set of facts. |In Giner, the
court disallowed the clained tax benefits on grounds independent
fromany alleged valuation msstatenent. |In contrast, AH's
clainmed inflated basis in its Pal m Canyon partnership interest
directly contributed to our decision to disregard the M.D
transacti on on econom ¢ substance grounds. Achieving an inflated
basis in AH's Pal m Canyon partnership interest was the primary
obj ective of the tax avoi dance schene that M. Hanel pursued.

The substantial tax |oss on the disposition of the Canadian

dollars position depended directly on AHI's inflated basis in its
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Pal m Canyon partnership interest. The $5 mllion overstatenent
of basis clainmed by AH represented the predeterm ned anount M.
Hanel needed to negate his 2001 Federal incone tax liability.
Accordi ngly, the underpaynent resulting fromour decision to
di sregard the MLD transaction as a whole is directly attributable
to the overstatenent of AH’'s adjusted basis in its Pal m Canyon
partnership interest.

Petitioner also cites Klamath Strateqgic Inv. Fund, LLC v.

United States, 472 F. Supp. 2d 885 (E.D. Tex. 2007), affd. in

part, vacated in part and remanded 568 F.3d 537 (5th G r. 2009),
in which the U S. District Court for the Eastern District of
Texas held that the valuation m sstatenent penalty does not apply
when a transaction is disregarded for |ack of econom c substance,
finding that the resulting underpaynment of tax is attributable to
the disregard of the transaction and not to a val uation

m sstatenent. The District Court cited Heasley v. Conm ssioner,

902 F.2d 380, 383 (5th Gr. 1990), revg. T.C Menp. 1988-408, as

controlling. See Klamath Strategic Inv. Fund, LLC v. United

States, 472 F. Supp. 2d at 900. In Heasley v. Conm ssioner,

supra at 383, another case on which petitioner attenpts to rely,
the Court of Appeals for the Fifth Crcuit indicated that the
Comm ssi oner can inpose a valuation m sstatenment penalty only
where the underpaynent is attributable to a valuation

overstatenent and not where the deficiency is attributable to an
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i nproper deduction or credit. In Heasley, the Court of Appeals
for the Fifth Crcuit noted that “Wenever the I.R S. totally
di sall ows a deduction or credit, the I.R S. nmay not penalize the
t axpayer for a valuation overstatenment included in that deduction

or credit.” 1d.; see also Keller v. Comm ssioner, 556 F.3d 1056,

1060-1061 (9th Cr. 2009), affg. in part and revg. in part T.C
Meno. 2006- 131.

We believe that we are not constrained by the precedents of
the Courts of Appeals for the Ninth or Fifth Grcuit for the

follow ng reasons. Under Golsen v. Conm ssioner, 54 T.C. 742,

757 (1970), affd. 445 F.2d 985 (10th Cr. 1971), we follow any
decisions of the U S. Court of Appeals to which appeal lies that
are squarely on point. Section 7482(b)(1)(E) provides that in
the case of a petition filed under section 6226, a decision by
this Court nay be reviewed by the U S. Court of Appeals for the
circuit in which the partnership has its principal place of

busi ness. Appell ate venue under section 7482 is determ ned as of
the tinme the petition seeking redetermnation of tax liability
was filed wwth the Court. Sec. 7482(b)(1) (flush |anguage). |If
for any reason no subparagraph of section 7482(b) (1) applies,
then the decision may be reviewed by the Court of Appeals for the
District of Colunmbia Crcuit. 1d. The Secretary and the

t axpayer may also elect to stipulate in witing the U S. Court of

Appeal s to which appeal lies. Sec. 7482(b)(2).
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Al t hough both parties stated in their opening briefs that
this case is appeal able to the Court of Appeals for the Ninth
Crcuit, respondent has reversed course and argues in his reply
brief that venue for an appeal is the Court of Appeals for the
District of Colunbia Crcuit. W agree that venue for an appeal
is the Court of Appeals for the District of Colunbia GCrcuit.
Pal m Canyon’ s partnership status was term nated for Federal tax
pur poses on Decenber 18, 2001, when AHl purchased CF Advi sors
partnership interest and Pal m Canyon reverted to a singl e-nenber
l[imted liability conpany. Palm Canyon’s 2001 Form 1065 is
clearly marked as a final return. The parties also stipulated
that “Pal m Canyon’s status as a |limted liability conpany under
the laws of the State of Del aware was cancelled on June 1, 2005.~
Accordingly, we conclude that the Pal m Canyon partnership did not
have a principal place of business when the petition was filed.

The Court of Appeals for the District of Colunmbia Crcuit
has not yet considered the issue of whether the val uation
m sstatenment penalty applies to the underpaynents attributable to
overstated basis in property where the transaction is a sham or
| acks econom ¢ substance. Accordingly, we may give effect to our

own views on the issue. See &olsen v. Conmni ssioner, supra at

757. As discussed above, we have held that when a partnership is
di sregarded for tax purposes, the gross valuation m sstatenent

penalty applies. Petaluma FX Partners, LLC v. Conm ssioner, 131
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T.C. at 105. Qur holding is consistent wwth views of the
majority of the Courts of Appeals that have addressed whet her the
val uation m sstatenent penalty applies to disregarded
transactions. See cases cited supra note 92.

We sustain the 40-percent gross val uation m sstat nment
penal ty under section 6662(h).

C. Negl i gence

Section 6662(a) and (b)(1) inposes an accuracy-rel ated
penalty of 20 percent on any portion of an underpaynent of tax
attributable to negligence or disregard of rules or regul ations.
For purposes of section 6662, the term “negligence” includes any
failure to nake a reasonable attenpt to conply with Code
provi sions or to exercise ordinary and reasonable care in
preparing a tax return. Sec. 6662(c); sec. 1.6662-3(b)(1),
I ncome Tax Regs. Rules or regulations include the provisions of
the Code, tenporary or final regulations issued under the Code,
and revenue rulings or notices issued by the IRS. Sec.
1.6662-3(b)(2), Incone Tax Regs. Negligence is determ ned by

testing a taxpayer’s conduct against that of a reasonable,

prudent person. See Znuda v. Conmm ssioner, 731 F.2d 1417, 1422
(9th Cr. 1984), affg. 79 T.C. 714 (1982). Negligence is

strongly indicated where a taxpayer fails to nake a reasonabl e
attenpt to ascertain the correctness of a deduction, credit, or

exclusion on a return which would seemto a reasonabl e and
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prudent person to be “too good to be true” under the
circunstances. Sec. 1.6662-3(b)(1)(ii), Inconme Tax Regs. A
return position that has a reasonable basis is not attributable
to negligence. Sec. 1.6662-3(b)(1), Incone Tax Regs. A
reasonabl e basis connotes significantly nore than not being
frivolous or patently inproper. Sec. 1.6662-3(b)(3), Incone Tax
Regs. The reasonabl e basis standard is not satisfied by a return
position that is nmerely arguable or colorable. 1d.

Petitioner argues that because the relevant inquiry is
whet her AHI, as Pal m Canyon’ s nmanagi ng nenber and TMP, was
negligent in executing the MD transaction, we nust focus solely
on the conduct of M. Hanel, the sole owner of AH (through
Thi ghmaster) at all relevant tinmes. Petitioner asks that we
exclude M. Lanb from our negligence anal ysis because he was not
an AH officer until after the M.D transaction occurred and he
had no financial interest or legal authority over Pal m Canyon or
AH at that tinme. According to petitioner, M. Hanel reasonably
relied on several experts, including M. Lanb, M. Brooks, M.
Bari sh, and Pryor Cashman in his decision to enter the M.D
transaction. Petitioner argues that M. Hanel relied on M. Lanb
to investigate the MLD transaction, assess the credibility of M.
Br ooks, discuss the Pryor Cashman opinion with M. Kushner, and
work with M. Kipp, Palm Canyon’s return preparer. Petitioner

al so argues that M. Hanel relied on M. Brooks with respect to
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the i nvestnent decisions and technical aspects of the M.D
transaction and that M. Hanel depended on M. Barish to perform
due diligence with respect to the MLD transaction and Pryor
Cashman opinion. Lastly, petitioner argues that M. Hanel relied
on the Pryor Cashman opinion for the tax treatnment of the MDD
transaction. Petitioner concludes that because the M.D
transaction invol ved conplicated i ssues and anple credibl e | egal
authority existed for the position Palm Canyon took on its
return, M. Hanel acted reasonably and in a prudent manner in
relying on their advice.

We do not agree with petitioner’s attenpt to exclude M.
Lanb fromthe anbit of our analysis of the negligence penalty.
Whil e we agree that we nmust exam ne the conduct of AH because it
was the managi ng nenber and TMP of Pal m Canyon, ®* we are not
restricted to exam ning the behavior of M. Hanmel. M. Lanb
served as a director and held the offices of treasurer/CFO and
secretary of AHI. Wiile M. Lanb did not hold a formal position

with AHl until after the MD transaction, he began serving as a

The applicability of the negligence penalty depends on the
conduct of the partnership’ s partners. See Jade Trading, LLC v.
Conm ssioner, 80 Fed. . at 55. While CF Advisors was also a
menber in Palm Canyon in 2001, we do not exam ne the behavior of
CF Advisors’ sole nenber, M. Brooks, because he played no role
in the decision to execute the MLD transaction or in the
reporting of the tax treatnment. As discussed above, CF Advisors’
transitory nmenbership in Pal m Canyon was nerely a neans to
achieve the tax benefit contenplated by the M.D transaction. See

supra pp. 62-66.




- 89-
director and officer as of Decenmber 31, 2001, before Pal m Canyon
filed its return. During this time, M. Lanb had anple
opportunity to review the tax consequences of the MD
transaction, including the conclusions reached in the Pryor
Cashman opinion, and investigate its proper tax reporting.
Because of his intimate involvenent with the M.D transaction, M.
Lanb was wel |l positioned to assess its viability. M. Lanb
acqui esced in PalmCanyon’s tax treatnent of the M.D transaction
and signed Pal m Canyon’s return as AH's CFO  Accordingly, we
anal yze M. Hanel’s and M. Lanb’s involvenent in the M.D
transaction in assessing whether AH was negligent.

As we di scussed above, Cantley & Sedacca pronoted the M.D
strategy as a tax avoi dance schene to approxi mately 150 clients,
including M. Lanb, who then introduced the strategy to M.
Hanel. For a $325,000 fee, Cantley & Sedacca provided M. Hanel
with a foreign currency investnment arrangenent designed to
generate a substantial tax |loss that would obliterate M. Hanel’s
proj ected 2001 i ncone. Before 2001 neither M. Hanel nor M.
Lanmb had experience with, or expressed interest in, foreign
currency investnents, and the Hanel conpani es had no need for
those investnments. M. Lanb’s initial reaction to the tax
benefits generated by the MLD strategy was that they were “too

good to be true”.
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Despite the nunmerous red flags surrounding the legitimcy of
the MLD strategy, M. Hanel and M. Lanb conducted a limted
investigation of the principal parties involved in executing the
MLD transaction. M. Hanel essentially del egated al
responsibility to investigate the M.LD strategy to M. Lanb. M.
Lanb and M. Barish conducted only a superficial investigation of
the parties involved. M. Lanb’ s background check on M. Brooks
consisted of Internet research. M. Barish’s investigation of
Cantl ey & Sedacca was limted to verifying whether it was a
“valid law firnf and confirmng that M. Ivsan received an LL. M
from New York University. No one investigated M. Kushner or
Pryor Cashman and their role in pronoting the MLD strategy. The
background report on M. Brooks that M. Barish obtained from M.
Wells provided little information aside fromconfirmng M.
Brooks’ identity. M. Lanb and M. Barish attenpted to gain
aut horization from M. Brooks to obtain his credit report, but
M. Brooks denied this request. Neither M. Lanb nor M. Barish
attenpted to verify the clients M. Brooks clained to have.

M. Hanel also delegated to M. Lanb and M. Barish al
responsibility to investigate the technical aspects of the MDD
strategy. However, M. Lanb |limted his investigation of the M.D
contracts to Internet research on MLDs. M. Lanb did not attenpt
to verify the pricing of the M.D options using the Bl ack-Schol es

pricing nodel or consult anyone independent of Cantley & Sedacca
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regardi ng the technical aspects of the MLD transaction. M. Lanb
did not provide any opinion regarding the proper tax treatnent of
the MLD transaction. He testified that he did not understand the
techni cal tax aspects of the M.D transaction and was unqualified
to anal yze the technical issues contained in the Pryor Cashman
opi ni on.

Li kew se, M. Barish did not provide an opinion regarding
the proper tax treatnent of the the M.D transaction. M. Barish
relied on the Pryor Cashman opi nion, and he and M. Lanb
recommended that M. Hanel proceed with the M.D transacti on.
However, any reliance on the Pryor Cashnman opi ni on was
unreasonabl e for several reasons. First, Pryor Cashman, which
prepared between 40 and 50 tax opinions relating to the M.D
strategy during 2001 and 2002, was part of the Cantley & Sedacca
pronoter team and had a conflict of interest. See Hansen v.

Comm ssi oner, 471 F.3d 1021, 1031 (9th G r. 2006) (“a taxpayer

cannot negate the negligence penalty through reliance on a
transaction’s pronoters or on other advisors who have a confli ct

of interest.”), affg. T.C. Meno. 2004-269; Neonatol ogy

Associates, P.A v. Comm ssioner, 115 T.C 43, 98 (2000)

(“Reliance may be unreasonable when it is placed upon insiders,
pronoters, or their offering materials, or when the person relied
upon has an inherent conflict of interest that the taxpayer knew

or should have known about.”), affd. 299 F.3d 221 (3d Cr. 2002).
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Second, Pryor Cashman explicitly stated that the Pryor Cashman
opi nion “may not be relied upon (and is not otherw se rel eased)
unl ess and until” it receives signed investor representations
fromM. Hanel. WM. Hanel did not provide the required signed
representations.

M. Lanmb, a C.P.A, is an experienced tax practitioner who
knew that the M.D strategy was highly suspect. He knew that the
M.D strategy was geared toward tax avoi dance. Despite this
knowl edge, M. Lanb, as treasurer and CFO of AHI, failed to nmake
a reasonable attenpt to ascertain the correctness of Palm
Canyon’s tax treatnent of the M.D transaction through a proper
and thorough investigation. Accordingly, we hold that the
under paynment resulting fromthe MD transaction was attri butable
to negligence, and we sustain respondent’s alternative
determ nati on under section 6662(b)(1).

D. Subst anti al Under st at enent

Section 6662(a) and (b)(2) inposes a 20-percent
accuracy-rel ated penalty on the portion of an underpaynent
attributable to any substantial understatenent of incone tax.

An understatenent is defined as the excess of the anmount of tax
required to be shown on the return for a taxable year over the
anount of tax inposed that is shown on the return, reduced by any
rebate. Sec. 6662(d)(2)(A). An understatenent of incone tax is

substantial if the understatenment exceeds the greater of 10
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percent of the tax required to be shown on the return for the
t axabl e year or $5,000 ($10,000 in the case of a corporation).
Sec. 6662(d)(1).

Any understatenent is reduced to the extent it is
attributable to an item (1) If there is or was substanti al
authority for the taxpayer’s treatnent for such item or (2) the
t axpayer adequately discloses the relevant facts affecting the
items tax treatnent in the return or a statenent attached to the
return and there is a reasonable basis for the tax treatnent of
such item by the taxpayer. Sec. 6662(d)(2)(B). However, if an
itemis attributable to a tax shelter, adequate disclosure wll
not allow a taxpayer to avoid the substantial understatenent
penal ty, and substantial authority will not reduce a taxpayer’s
under st atenent, unless the taxpayer reasonably believed that his
tax treatnment of the itemwas nore |ikely than not the proper
treatnent. Sec. 6662(d)(2)(C (i). For purposes of section
6662(d)(2)(C), a “tax shelter” is defined as: (1) A partnership
or other entity; (2) any investnent plan or arrangenent; or (3)
any other plan or arrangenent, if a significant purpose of such
partnership, entity, plan, or arrangenent is the avoi dance or
evasi on of Federal incone tax. Sec. 6662(d)(2)(C(iii).

Petitioner contends that Pal m Canyon had substanti al

authority for its tax treatnment of the MD transaction and that
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Pal m Canyon adequately disclosed this position on its return.®
Petitioner also asserts that, even if the MD transaction
constituted a tax shelter under section 6662(d)(2)(CO(iii), on
the basis of the existing authority at the tinme the M.D
transacti on occurred, Pal m Canyon reasonably believed that nore
i kely than not the tax benefits woul d be respected. Petitioner
cites the Bryan Cave opinion and the Pryor Cashman opinion as the
authority on which M. Hanel and his advisers relied in reaching
their conclusion that their position on the MD transaction was
nore |ikely than not proper.

Because the sol e purpose of the M.D transacti on was tax

avoi dance, we have disregarded the effects of the M.D transaction
under the econom ¢ substance doctrine. Accordingly, we concl ude
that the MLD transaction neets the definition of a tax shelter
under section 6662. Petitioner therefore may not reduce Pal m
Canyon’ s understatenent by denonstrating adequate discl osure.
See sec. 6662(d)(2)(O(i)(l). In order to avoid liability for
the section 6662(a) penalty under the substantial understatenent
prong, petitioner must show that Pal m Canyon had substanti al

authority for its tax treatnment of the MD transaction and that

%The amount of the understatenent attributable to
respondent’ s adjustnents to Palm Canyon’s partnership itens nust
be determned at the partner |level. See secs. 301.6231(a)(5)-
1(e), 301.6231(a)(6)-1(a)(3), Proced. & Adm n. Regs. However,
whet her Pal m Canyon had substantial authority or adequately
di scl osed the M.D transaction nust be determ ned at the
partnership level. See sec. 6226(f).



-95-
it reasonably believed that this tax treatnent was nore |likely
than not proper. See sec. 6662(d)(2)(O(i)(l11l).

Substantial authority for the tax treatnent of an item
exists only if the weight of the authorities supporting the
treatment is substantial in relation to the weight of authorities
supporting contrary treatnent. Sec. 1.6662-4(d)(3)(i), Incone
Tax Regs. The wei ght accorded an authority depends on its
rel evance and persuasi veness and the type of docunent providing
the authority. Sec. 1.6662-4(d)(3)(ii), Income Tax Regs.

Whet her substantial authority exists is determ ned by an

obj ective standard invol ving an anal ysis of the |aw and
application of the law to relevant facts. Sec. 1.6662-4(d)(2),

I ncone Tax Regs. The taxpayer’s belief that there is substanti al
authority for the tax treatnment of an itemis thus not rel evant
in determ ning whether there is substantial authority for that
treatnent. Sec. 1.6662-4(d)(3)(i), Income Tax Regs. The
substantial authority standard requires nore than the “reasonabl e
basi s” standard of section 1.6662-3(b)(3), Incone Tax Regs.
(significantly higher than not frivolous or patently inproper),
but is less stringent than the “nore likely than not standard”
(greater than 50-percent |ikelihood of the position being
upheld). Sec. 1.6662-4(d)(2), Income Tax Regs. Substanti al
authority nust exist at the tine the return is filed or nust have

existed at the end of the taxpayer’s taxable year (in this case,
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July 19, 2002, and Decenber 18, 2001, respectively). Sec.
1.6662-4(d)(3)(iv)(C, Inconme Tax Regs. Petitioner bears the
burden of proving substantial authority. See Hi gbee v.

Conmi ssioner, 116 T.C. at 446.

Petitioner’s position with respect to the tax treatnent of

the MLD transaction relies on Helner v. Conm ssioner, T.C. Mno.

1975-160, and its progeny for the proposition that contingent
liabilities, such as the short M.D option, do not constitute
l[iabilities under section 752. However, reliance on Helner is
not enough to establish substantial authority for Pal m Canyon’s
reporting of the MLD transaction. Petitioner nmust also show that
it made a reasonabl e evaluation of the | aw regardi ng econom c
substance and that that evaluation enabled it reasonably to
conclude that it was nore likely than not that the M.D
transacti on woul d be respected for Federal incone tax purposes.

The ability of courts to disregard transactions devoi d of
econom ¢ substance is well established. See Horn v.

Commi ssioner, 968 F.2d at 1236 (“The shamtransaction doctrine is

an inportant judicial device for preventing the m suse of the tax
code”; the doctrine “generally works to prevent taxpayers from
claimng the tax benefits of transactions, which, although they
may be within the | anguage of the Code, are not the type of
transaction Congress intended to favor.”). Any evaluation of

authority for purposes of section 6662 with respect to a tax
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shelter transaction nust take the law with respect to economc
substance into account. Neither Pal m Canyon nor its TMP and
advi sers eval uated the M.D transaction for its economc
substance, and they did not conclude on the basis of any
reasonabl e investigation that the transaction would be respected
for Federal inconme tax purposes.

Pal m Canyon recei ved anple warning that respondent was not
likely to respect its tax treatnent of the MD transaction. On
Septenber 5, 2000, nore than a year before the M.D transaction
occurred, the I RS published Notice 2000-44, supra,® in which the
| RS di scussed certain types of transactions designed to produce
noneconom c tax |losses by artificially overstating partnership
basi s and expl ai ned that such | osses were not all owabl e as
deductions for Federal inconme tax purposes and could result in
penalties to taxpayers. The notice provided the foll ow ng
transaction as an exanpl e which, absent the offsetting $50
mllion deposits and fixed yield provisions, resenbles the M.D
transacti on:

a taxpayer purchases and wites options and purports to

create substantial positive basis in a partnership

interest by transferring those option positions to a

partnership. For exanple, a taxpayer m ght purchase

call options for a cost of $1,000X and sinultaneously
wite offsetting call options, with a slightly higher

“Not i ces published by the IRS in the Internal Revenue
Bul letin are considered authority for purposes of determ ning
whet her there is substantial authority for the tax treatnent of
an item Sec. 1.6662-4(d)(3)(iii), Income Tax Regs.
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strike price but the sane expiration date, for a
prem um of slightly | ess than $1, 000X. Those option
positions are then transferred to a partnership which,
usi ng additional amobunts contributed to the
partnership, may engage in investnent activities.

Under the position advanced by the pronoters of
this arrangenent, the taxpayer clainms that the basis in
the taxpayer’'s partnership interest is increased by the
cost of the purchased call options but is not reduced
under 8 752 as a result of the partnership’ s assunption
of the taxpayer’s obligation with respect to the
witten call options. Therefore, disregarding
addi tional anounts contributed to the partnership,
transaction costs, and any incone realized and expenses
incurred at the partnership |level, the taxpayer
purports to have a basis in the partnership interest
equal to the cost of the purchased call options
(%$1,000X in this exanple), even though the taxpayer’s
net econom c outlay to acquire the partnership interest
and the value of the partnership interest are nom nal
or zero. On the disposition of the partnership
interest, the taxpayer clainms a tax loss ($1,000X in
this exanple), even though the taxpayer has incurred no
correspondi ng economc loss. [ld., 2000-2 C B. at
255. ]

In the notice the I RS concluded that tax | osses fromthese
transactions, and any other simlar arrangenents, were not

al l owabl e as deductions for Federal income tax purposes. |d.
The notice also stated that transactions that are the sane as or
substantially simlar to the one described above may be subject
to chal |l enge under section 752, section 1.701-2, Inconme Tax
Regs., or other antiabuse rules, and could result in the section
6662 accuracy-related penalty. 1d., 2000-2 C B. at 255-256.
There was no difference in essence between the MLD contracts and
the options described in the notice because the deposit and fixed

yield provisions of the MLD contracts were identical. Those
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i dentical provisions apart, what remains of the set of MLD
contracts is a pair of options, simlar to the ones addressed by
t he noti ce.

We conclude that, at the tinme petitioner filed Palm Canyon’s
return, petitioner did not have substantial authority for its tax
treatnent of the M.D transaction. Consequently, we need not
deci de whet her petitioner reasonably believed that the tax
treatment of the M.D transaction was nore |likely than not proper.
We sustain respondent’s alternative determ nation that the
substantial understatenent penalty is appropriate.

E. Section 6664(c) Reasonabl e Cause Exception

The accuracy-rel ated penalty inposed under section 6662 does
not apply with respect to any portion of an underpaynent as to
whi ch the taxpayer can denonstrate reasonabl e cause and good
faith. Sec. 6664(c). Reasonable cause requires that the
t axpayer have exerci sed ordi nary business care and prudence as to

the disputed item See Neonatol ogy Associates, P.A V.

Conmi ssioner, 115 T.C. at 98. The determ nati on of whether a

t axpayer acted with reasonable cause and in good faith is nmade on
a case-by-case basis, taking into account all pertinent facts and
circunstances. Sec. 1.6664-4(b)(1), Incone Tax Regs. The nost
inportant factor is generally the extent of the taxpayer’s effort
to assess the taxpayer’s proper tax liability. Id.

G rcunstances that may indicate reasonabl e cause and good faith
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i ncl ude an honest m sunderstanding of fact or law that is
reasonable in light of all the facts and circunstances, including
t he experience, know edge, and education of the taxpayer. |d.
A taxpayer may denonstrate reasonabl e cause through reliance
on the advice of a professional tax adviser as to the proper

treatnent of an item Id.; see also Neonatol ogy Associates, P.A

v. Conmm ssioner, supra at 98. The taxpayer nust denonstrate that

reliance on professional advice was reasonable and that the
taxpayer acted in good faith. Sec. 1.6664-4(b)(1), |Incone Tax
Regs. Al facts and circunstances will be considered in
determ ni ng whet her a taxpayer has reasonably relied in good
faith on professional tax advice as to the treatnent of the plan
or arrangenent under Federal tax law. Sec. 1.6664-4(c)(1),

I ncome Tax Regs. The professional advice nust be based upon al
pertinent facts and circunstances and the law as it relates to
those facts and circunstances. Sec. 1.6664-4(c)(1)(i), Inconme
Tax Regs. The advice nmust consider the taxpayer’s purposes for
entering a transaction and for structuring a transaction in a
particular manner. 1d. The advice cannot be based on
unreasonabl e factual or |egal assunptions and cannot unreasonably
rely on the representations, statenents, findings, or agreenents
of the taxpayer or any other person. Sec. 1.6664-4(c)(1)(ii),

| ncone Tax Regs. Reliance nmay be unreasonable when it is placed

on insiders, pronoters, or their offering materials, or when the
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person relied on has an inherent conflict of interest that the
t axpayer knew about or shoul d have known about. See Hansen v.

Conmi ssioner, 471 F.3d at 1031; Neonatol ogy Associates, P.A. v.

Conmi ssi oner, supra at 98. Petitioner bears the burden of

provi ng reasonabl e cause. See Hi gbee v. Comm ssioner, 116 T.C,

at 446.

Petitioner argues that Pal m Canyon had reasonabl e cause for
the reporting position it clained on its return. Petitioner
contends that M. Hanmel, who was not sophisticated in tax
matters, reasonably relied on his teamof advisers in proceedi ng
with the MLD transaction. Petitioner clainms that M. Hanel
enpl oyed M. Lanb to investigate the parties involved and M.
Barish to review the tax aspects of the MD transaction.
According to petitioner, M. Lanb and M. Barish both revi ewed
the Pryor Cashman opi nion and advised M. Hanel to proceed with
the tax reporting of the MLD strategy on the basis of the
opi nion’s conclusion that Palm Canyon’s tax treatnent of the MD
transaction would nore |ikely than not be respected.

I n assessi ng whet her Pal m Canyon had reasonabl e cause, we
examne AH 's role in the M.D transaction as Pal m Canyon’ s
managi ng nenber and TMP. Specifically, we focus on the conduct
of M. Hanmel, petitioner’s sole ower and an AH director, and

M. Lanmb, who also was an AH director and its treasurer/ CFQO
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Petitioner has not shown that AHI, as Pal m Canyon’ s managi ng
menber, exercised ordinary business care and prudence in the tax
treatment of the M.D transaction. M. Hanel played virtually no
role in analyzing the tax aspects of the MD transacti on,
el ecting instead to delegate this responsibility to M. Lanb and
M. Barish. Neither M. Barish nor M. Lanb, as AH s
treasurer/ CFO, conducted a proper investigation of the M.D
transaction, despite their recognition that the M.D strategy was
a tax avoi dance schene. Neither M. Barish nor M. Lanb provided
an opinion wth respect to the MLD transaction. |Instead, they
relied on opinions fromBryan Cave and Pryor Cashman.

Any reliance on the Pryor Cashman opi nion was m spl aced
because Pryor Cashman was part of Cantley & Sedacca’s pronoter
team and had a conflict of interest. |In addition, Palm Canyon
could not rely on the Pryor Cashman opi ni on because M. Hanel
failed to provide signed representations, which were an express
condition of reliance. Lastly, Palm Canyon could not rely on the
Pryor Cashman opi ni on because Pal m Canyon and its advisers did
not provide Pryor Cashman with necessary facts that would have
af fected Pryor Cashman’s conclusions. Sec. 1.6664-4(c)(21)(i),
| nconme Tax Regs. Significantly, Pryor Cashman did not receive
docunents pertaining to the termnation of CF Advisors as a
menber of Pal m Canyon or the early termnation of the M.D

contracts nor did it receive information that m ght have |led an
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i ndependent professional adviser to conclude that the various
steps of the MLD transaction were predeterm ned. Any reliance on
the Bryan Cave opi nion was inproper because it was not prepared
for Pal m Canyon and did not necessarily focus on facts peculiar
toit.

Accordingly, we reject petitioner’s contention that Palm
Canyon had reasonabl e cause and acted in good faith with respect
toits tax treatnment of the MDD transaction, and we sustain the
section 6662 accuracy-rel ated penalty determ ned by respondent.

VI . Concl usion

We sustain respondent’s adjustnents to Pal m Canyon’s return.
We find that the MLD transaction | acked econom ¢ substance and
thus hold that it should not be respected for Federal incone tax
pur poses.

We further sustain respondent’s determnation as to the
section 6662 accuracy-related penalty. Petitioner failed to
establish that there was no gross valuation m sstatenent within
t he neani ng of section 6662(h). Alternatively, petitioner failed
to prove that Pal m Canyon was not negligent wthin the nmeaning of
section 6662(b)(1) and that the penalty for substanti al
under st atenment of income tax under section 6662(b)(2) should not
apply. Petitioner failed to establish that Pal m Canyon had

reasonabl e cause under section 6664(c).
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We have considered all the other argunents made by
petitioner, and to the extent not discussed above, we concl ude
those argunents are irrelevant, noot, or without nerit.

To reflect the foregoing,

Deci sion will be entered for

respondent.



