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On remand we are instructed by the Court of
Appeal s for the District of Colunbia Grcuit to
determ ne whet her we have jurisdiction to determ ne
whet her a penalty under sec. 6662, |.RC, is
applicable in this partnership-level case. Petalum FX
Partners, LLC v. Conmm ssioner, 591 F.3d 649 (D.C. Cr
2010), affg. in part, revg. in part, and vacating in
part 131 T.C. 84 (2008).

Hel d: Applying the instructions set forth in the
Court of Appeals’ opinion, we do not have jurisdiction
over any sec. 6662, |.R C., penalty determnation in
this case.

“Thi s Opi nion suppl enents our prior Opinion, Petaluma FX

Partners, LLC v. Comm ssioner, 131 T.C. 84 (2008), affd. in part,

revd.

in part, and vacated in part 591 F.3d 649 (D.C. Cr. 2010).
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Edward M Robbins, Jr., for petitioner.

Gerald A Thorpe and Jason M Kuratnick, for respondent.

SUPPLEMENTAL COPI NI ON

GOEKE, Judge: This matter is before the Court on remand
fromthe Court of Appeals for the District of Colunbia Crcuit
for further proceedings consistent with its opinion in Petal um

FX Partners, LLC v. Comm ssioner, 591 F.3d 649 (D.C. Gr. 2010),

affg. in part, revg. in part, and vacating in part 131 T.C. 84
(2008). The issue for decision on remand is whether this Court
has jurisdiction over the determ nation in respondent’s notice of
final partnership adm nistrative adjustnment (FPAA) issued to
petitioner and other partners that all of the underpaynents of
tax resulting fromadjustnments of partnership itens are
attributable to: (1) Gross or substantial valuation

m sstatenments penalized under section 6662(a), (b)(3), (e), and
(h); (2) negligence or disregard of rules or regul ations
penal i zed under section 6662(a), (b)(1), and (c); or (3)
substantial understatenents of inconme tax penalized under section

6662(a), (b)(2), and (d).:?

1Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue.
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Backgr ound

We summari ze rel evant background from Petal uma FX Partners,

LLC v. Conm ssioner, 131 T.C. 84 (2008) (Petaluma 1), and set

forth additional details for purposes of deciding the issue on
remand.

The dispute in this case relates to an FPAA issued to
petitioner and other partners of Petaluma FX Partners, LLC
(Petaluma or the partnership), on July 28, 2005. 1In the FPAA
respondent made the followi ng adjustnents to itens reported on
Petaluna’s partnership return for its 2000 tax year and to
out si de bases of all the partners, itens not reported on the

return:

ltem As Reported As Corrected

Capi t al
contri butions $478, 800 -0-

Di stributions--
property ot her

t han noney 171, 806 -0-
Qut si de

partnership

bases 24,943, 505 - 0-
Di stributions--

noney 206, 076 -0-
O her i ncome 107, 242 - 0-
Tax- exenpt

i nt er est

i nconme 547 - 0-

Asset s--cash 171, 939 -0-



Liabilities and
capi tal - -ot her

current

liabilities 6, 158 - 0-
Part ners’

capita

account s 165, 781 - 0-

None of the above itens result in conputational adjustnents (as
defined in section 6231(a)(6)) to the partners’ tax liabilities.
Petitioner has previously stipulated that substantive issues over
whi ch the Court has jurisdiction will not be contested.
Petitioner reserved the penalty for valuation m sstatenent from
hi s concession, but the Court of Appeals has held that we do not

have jurisdiction over that penalty. Petaluma FEX Partners, LLC

V. Conm ssioner, 591 F.2d at 655. Form 4605- A, Exam nati on

Changes- - Part nershi ps, Fiduciaries, S Corporations, and |nterest
Charge Donestic International Sales Corporations, attached to the
FPAA states: “I.R C. Penalty Section 6662 is applicable at the
i ndi vidual partner |evel and may be raised in separate
proceedi ngs at the partner level follow ng the present
partnership proceeding.”

This Court issued Petaluma | on Cctober 23, 2008, hol ding
that it had jurisdiction to decide: (1) That Petal uma shoul d be
di sregarded for tax purposes; (2) that the partners had no bases
in their interests in the partnership since the partnership was
di sregarded; and (3) that a valuation m sstatenent penalty under

section 6662(b)(3) applied. Petaluma I, 131 T.C. at 100. The
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Court of Appeals affirned our determ nation that we had
jurisdiction to decide whether the partnership should be

di sregarded. However, in this partnership-level case it reversed
our determ nation regardi ng partners’ outside bases, hol ding that
we did not have jurisdiction. The Court of Appeals renanded the
case for a determ nation of whether this Court has jurisdiction

over any penalties under section 6662. Petalunma FX Partners, LLC

V. Conm ssioner, 591 F.3d at 656.

Di scussi on

Appl ying the mandate to reconsi der whether we have
jurisdiction over any section 6662 penalties, we conclude as
expl ai ned herein that this Court |acks jurisdiction over the
penalty issues in this partnership-1evel proceeding.

After the Court of Appeals issued the mandate, we ordered
the parties to state their respective positions regarding the
i ssues on remand, and both parties have conplied. There being no
need for trial or further hearing, we review the parties’
respective positions in the light of the opinion of the Court of

Appeal s.
| . TEFRA i n General

Under the Tax Equity and Fiscal Responsibility Act of 1982
(TEFRA), all partnership itens are determned in a

si ngl e partnership-1evel proceeding. Sec. 6226; see al so Randel
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v. United States, 64 F.3d 101, 103 (2d Cr. 1995). 1In a

partnershi p-1evel proceeding, the Court’s jurisdictionis limted
by section 6226(f):

SEC. 6226(f). Scope of Judicial Review --A court
with which a petitionis filed in accordance with this
section shall have jurisdiction to determ ne al
partnership itens of the partnership for the
partnership taxable year to which the notice of fina
partnership adm nistrative adjustnent rel ates, the
proper allocation of such itens anong the partners, and
the applicability of any penalty, addition to tax, or
addi ti onal anount which relates to an adjustnment to a
partnership item

Section 6231(a) defines the ternms “partnership itent,
“nonpartnership itenf, and “affected iteni:

(3) Partnership item--The term“partnership
itenf nmeans, with respect to a partnership, any item
required to be taken into account for the partnership’s
t axabl e year under any provision of subtitle Ato the
extent regul ations prescribed by the Secretary provide
that, for purposes of this subtitle, such itemis nore
appropriately determned at the partnership | evel than
at the partner |evel.

(4) Nonpartnership item--The term
“nonpartnership itenf nmeans an itemwhich is (or is
treated as) not a partnership item

(5) Affected item--The term*“affected itent
means any itemto the extent such itemis affected by a
partnership item

An “affected itenmi is by definition not a “partnership itent.

G nsburg v. Conm ssioner, 127 T.C 75, 79 (2006); see also Dial

USA, Inc. v. Conm ssioner, 95 T.C. 1, 5 (1990). This distinction

is inmportant in the present case as affected itens generally w |
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i nvol ve i ssuance of notices of deficiency to individual partners,
descri bed as partner-|evel proceedings.

1. Petitioner’'s Position

Petitioner first argues that this Court |acks jurisdiction
to determine the anounts of any penalties in this partnership-
| evel proceedi ng because no penalty relates to an adjustnent to a
partnership itemunder section 6226(f). Petitioner maintains no
under paynment arises as a result of any partnership item because
there is no conputational deficiency adjustnent at the partner
|l evel as a result of our holding that Petaluma is to be
di sregarded for tax purposes. Petitioner contends that, in the
light of the Court of Appeals’ holding that this Court |acks
jurisdiction to determ ne outside basis, there is no deficiency
or underpaynent of tax within the jurisdiction of this Court in
respect of which a penalty can be held to apply.

Petitioner also argues that because the partnership is a
nullity, no partnership itemcould create a deficiency or
under paynent to which penalties could apply. Therefore, any
penalty does not relate to an adjustnent to a partnership item
and any penalty is an item which nust be determned with a
statutory notice of deficiency.

[11. Respondent’s Position

Respondent argues that this Court has jurisdiction to

determ ne the applicability of the gross val uation m sstatenent
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penal ty because sections 6221, 6226(f), and 6230(a) give this
Court jurisdiction to determ ne penalties related to partnership
items. Respondent contends the penalty relates to two
partnership itenms--the shamm ng of the partnership, which the
Court of Appeals affirmed as the determ nation of a partnership
item and the amobunts of the purported partners’ contributions to
t he partnership.

| V. Court of Appeals’ Opinion

The Court of Appeals held that this Court had no
jurisdiction to determne that the outside bases of Petaluma’s
partners were zero, as outside basis is an affected item not a
partnership item The Court of Appeals then held, inasnuch as
this Court |acked jurisdiction over outside basis, that the Court
al so lacked jurisdiction to determ ne that section 6662 penalties
apply with respect to outside basis because those penalties did
not relate to a partnership item Wth respect to other section
6662 penalties, the Court of Appeals vacated our decision and
remanded the case to this Court, stating:

Wiile it may be that some penalties could have been

assessed w thout partner-|evel conputations, we cannot

affirma decision that has not yet been nade.

Therefore, we vacate the opinion of the Tax Court on

the penalties inposition and conputation. It may be

t hat upon remand, a determ nation can be nade for sone

portion of the penalties, but neither party has briefed

that question before us. [Petaluma FX Partners, LLC v.
Commi ssioner, 591 F.3d at 656.]
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We nust now deci de whet her we have jurisdiction to determ ne at
the partnership | evel whether any of the section 6662 penalties
apply.

V. Section 6662

The penal ti es about which jurisdiction is in question al
ari se under section 6662. The general rule is that if the
section applies to any portion of an underpaynent of tax, 20
percent of that portion will be added as a penalty. |In the case
of a gross valuation m sstatenent under section 6662(h), the 20-
percent penalty is increased to 40 percent. Section 6662(b)
descri bes the circunstances when the section shall apply and the
penalty is triggered. Respondent asserts three of those
circunstances apply in this case and al so asserts all three
relate to partnership-level determ nations. They are negligence
under section 6662(b)(1) and (c), substantial understatenment of
i ncone tax under section 6662(b)(2) and (d), and gross or
substanti al val uati on m sstatenent under section 6662(b)(3), (e),
and (h). The Court of Appeals has agreed with petitioner’s
position that this Court |acks jurisdiction over penalties that
apply with respect to outside basis because those penalties do
not relate to partnership itemadjustnents. There is a question
whet her “outside basis” is the correct term because the
partnership has been held to be a sham but there clearly are

adjustnents at the partner level that will relate to the
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partners’ bases in assets that they sold. W are directed that
such adjustnents are beyond our jurisdiction and the rel ated

penalties are also. See Petaluma FX Partners, LLC v.

Conmm ssioner, 591 F. 3d at 655 (“Petal uma argues that since the

Tax Court |acked jurisdiction to determ ne outside basis, it also
| acks jurisdiction to determ ne that penalties apply with respect
to outside basis because those penalties do not relate to an
adjustnment to a partnership item W agree.”).

VI. Analysis

In this case none of the FPAA adjustnents are itens that
flowdirectly to the partner-level deficiency conputation as
conput ational adjustnents. Any deficiencies nust therefore be
determ ned agai nst the partners as affected itens and nust be
resolved in separate partner-|evel deficiency procedures. The
section 6662 penalties are all related to these adjustnents,
whi ch have not yet been nade by respondent.

The Court of Appeals’ decision addressed the penalty for
substantial valuation m sstatenent, but on remand respondent
asserts in this partnership-1level proceeding that we have
jurisdiction to determne the applicability of the 20-percent
penal ty under section 6662(a) and (b)(1) for negligence on
account of our determnation that the partnership is a sham
Respondent does not offer any other issue before us where a

penal ty under any subsection of section 6662 could be applied to
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an adjustment to a specific partnership-level item W can find
none in the FPAA, the pleadings, or the stipulation of settled

I Ssues.

The determ nation that the partnership is a shaminplies
negl i gent conduct regarding formation of the partnership, but in
this case that determ nation does not trigger a conputational
adjustnent to taxable inconme of the partners. The Court of
Appeal s declined to allow the general effect of the partnership
determ nation of shamto confer jurisdiction of the penalty
relating to valuation because the valuation related to outside
basis, an affected item The Court of Appeals instructs that for
us to have jurisdiction over a penalty at the partnership |evel
it nmust ““[relate] to an adjustnent to a partnership item’”

Pet al umta FX Partners, LLC v. Commi ssioner, 591 F.3d at 655

(quoting section 6226(f)). It nust al so be capabl e of being
“conputed wi thout partner-level proceedings,” id., |eading at

| east potentially to only a conputational adjustnent to the
partners’ returns. The effect of the nmandate concerning the
section 6662 penalty is that if the penalty does not relate
directly to a nunerical adjustnent to a partnership item it is
beyond our jurisdiction. |In this case there are no such
adjustnents to which a penalty can apply. The adjustnent is an
affected item The shamdetermnation in this case only

indirectly affects basis at the partner level. There is no
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partnership itemflow ng through to the partners’ returns as a
conput ati onal adj ust nent.
Therefore, in accordance with the opinion of the Court of
Appeal s, we conclude that we do not have jurisdiction over any
section 6662 penalty determnations in this partnership-Ievel

case.

An appropriate order and

decision will be entered.

Revi ewed by the Court.

COLVI N, WVELLS, THORNTON, WHERRY, KROUPA, and HOLMES, JJ.,
agree with this majority opinion.

GQUSTAFSON and MORRI SON, JJ., did not participate in the
consi deration of this opinion.
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HALPERN, J., dissenting: In Petaluma FX Partners, LLC v.

Comm ssioner, 131 T.C. 84, 103 (2008), affd. in part, revd. in

part, and vacated in part 591 F.3d 649 (D.C. Gr. 2010), we held
that, if a partnership is disregarded for tax purposes, we have
jurisdiction to treat the partners’ outside bases as zero. W
added: “If a property has a basis of zero, any basis clained
above that wll be a valuation overstatenent and the [section
6662 accuracy-related] penalty will apply.” 1d. Wile the Court
of Appeals agreed that, in this partnership-Ilevel proceeding, we
have jurisdiction to disregard Petaluma as a partnership, it

di sagreed that, on account thereof, we can find that the partners

overstated the value of their bases in Petal unn. Pet al uma FX

Partners, LLC v. Conmm ssioner, 591 F.3d at 655. It faulted our

determ nation that the partners overstated their bases (thus
possi bly attracting a valuation m sstatenent penalty) on the
ground that outside basis is an affected item which we | ack
jurisdiction to determne in this partnership-I|evel proceeding.
Id. It questioned whether the accuracy-rel ated penalty “coul d
have been conputed w thout partner-Ilevel proceedings to determ ne
the affected-itens questions concerning outside bases”. 1d. at
655-656. It specul ated whether any penalty “could * * * [be]
assessed w thout partner-|level conputations,” and it remanded for
us to again consider the penalty. 1d. at 656. The mgjority

concl udes “that we do not have jurisdiction over any section 6662
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penalty determ nations in this partnership-level case.” Myjority
op. p. 12. | disagree.

Section 6226(f) establishes our jurisdiction in a
part nership-level proceeding to determne the applicability of
penalties that relate to adjustnents to partnership itens.
Respondent clains that we have adjusted partnership itens in this
part nership-1 evel proceeding by disregarding Petaluma as a
partnership and by redeterm ning the anounts of the putative
partners’ contributions to it. Because of those adjustnents,
respondent asks that we sustain his assertion of the accuracy-
related penalty inposed by section 6662. That penalty is an ad
val orem addi ti on i nposed on the portion of an underpaynent of tax
(to which the section applies) required to be shown on a tax
return. See sec. 6662(a). In this case, the relevant tax
returns and under paynents are those of Petaluma’ s putative
partners because, although it filed a tax return, Petaluma did so
as a partnership, which is a passthrough entity that pays no
i ncone tax. See sec. 701. Respondent’s position is that the
putative partners underpaid their incone taxes because of
adjustnents to partnership itens made by this Court and that sone
or all of those underpaynents are attributable to one or nore of
three of the circunstances specified in section 6662(b):
Negl i gence or disregard of rules and regulations (w thout

di stinction, negligence), a substantial understatenent of incone
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tax, and a substantial or gross valuation m sstatenent. See sec.
6662(b) (1), (2), and (3).

The term “affected itenf includes penalties such as the
section 6662 accuracy-related penalty when the penalty is inposed
on a partner wwth respect to an adjustnent to a partnership item
and the penalty is conputed with reference to the portion of an
underpaynent in tax attributable to the adjustnment. See sec.
301.6231(a)(5)-1T(d), Tenporary Proced. & Adm n. Regs., 52 Fed.
Reg. 6790 (Mar. 5, 1987) (currently, sec. 301.6231(a)(5)-1(e),
Proced. & Admin. Regs.). The penalty may be applicable here. If
Petalunma is disregarded as a partnership or each putative
partner’s contribution to Petaluma is deened to be zero, one or
nore itenms on each putative partner’s return will change, |ikely
resulting in a net increase in his tax liability and concom tant
under paynent of the tax required to be shown on his return.? |If
in this proceeding we determ ne that one or nore of the section
6662(b) (1) through (3) circunstances exist with respect to an
adjustnent to a partnership item then we should sustain
respondent’s determination that the penalty applies; the penalty
is an affected item and each putative partner’s liability for
the penalty is determ ned by way of a conputational adjustnent.

See sec. 301.6231(a)(6)-1T(a), Tenporary Proced. & Adm n. Regs.

1 conclude the results are “likely” only because | |ack
i nformati on about the particulars of the putative partners’
returns and tax liabilities.
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64 Fed. Reg. 3840 (Jan. 26, 1999) (currently, sec.
301.6231(a)(6)-1(a), Proced. & Adm n. Regs.). Qur decision that
the penalty applies is necessarily prelimnary, however, since we
lack jurisdiction in this partnership-1level proceeding to
determ ne any partner’s tax liability or underpaynent of tax.

In Petaluma FX Partners, LLC v. Conmi ssioner, 131 T.C at

103, we concluded that the accuracy-rel ated penalty applied on
the ground of a valuation m sstatenent of outside basis. W saw
no need to address whether the penalty could be applied on the
grounds of negligence or understatenent of inconme tax. 1d. at
108. As stated, the Court of Appeals reversed our penalty

deci sion on the ground that outside basis is an affected item
over which, in this proceeding, we lack jurisdiction. It
questioned whet her the accuracy-rel ated penalty based on a

val uation m sstatenent could be conputed “w thout partner-I|eve
proceedi ngs to determ ne the affected-itens questions concerning

out si de bases”. Pet al uma FX Partners, LLC v. Commi ssioner, 591

F.3d at 655-656. It specul ated whet her any penalty coul d be
assessed w thout partner-|level conmputations. 1d. at 656.
Respondent answers the specific question posed by the Court
of Appeals in the affirmative, arguing, alternatively, (1) “that
the overval uation penalty applies to any underpaynent of tax that
results fromthe determ nation that the partnership is a shant

and (2) that it applies “because * * * [it] relates to
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adjustnments to inside basis in the contributed options.” Wth
respect to his first alternative, respondent adds: “The Court
can do this [determ ne the application of the penalty] w thout
determ ning each partner’s outside basis”. Respondent adds that,
as an alternative to inposing the accuracy-related penalty on the
ground of a valuation m sstatenent, the Court could inpose the
penalty on the ground of negligence or a substanti al
under st atenment of incone tax.

The majority believes that it cannot inpose any accuracy-
rel ated penalty because any deficiencies in tax resulting from
this proceeding “nust therefore be determ ned agai nst the
partners as affected itens and nust be resolved in separate
partner-1evel deficiency procedures. The section 6662 penalties
are all related to these adjustnents, which have not yet been
made by respondent.” Majority op. p. 10. Wiile it is true that
the accuracy-related penalty is an ad val orem additi on based on
an under paynent of tax, which, in the case of adjustnents to
partnership itens, may be indeterm nable w thout a partner-Ieve
determ nation, respondent is here claimng that the proxi mate
cause of any underpaynent resulting fromour adjustnents to
partnership itens is either a partnership-level m sstatenent of
val ue, partnership-1level negligence, or the adjustnents
t hemsel ves, which will result in a substantial understatenent of

incone tax. The majority appears to accept respondent’s cl ai m of
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proxi mate cause: “The determnation that the partnership is a
sham inplies negligent conduct regarding formation of the
partnership”. Majority op. p. 11. Nevertheless, it reads the
Court of Appeals’ questioning of whether a valuation m sstatenent
coul d be conmputed wi thout partner-|evel proceedings to determ ne
outside basis as establishing a limting rule: That for us to
have penalty jurisdiction at the partnership |level, not only nust
the penalty relate to a partnership item (as plainly required by
section 6226(f)), but the penalty also “nust * * * be capabl e of
being ‘ conputed wi thout partner-|level proceedings,” * * * |eading
at least potentially to only a conputational adjustnent to the
partners’ returns.” Mjority op. p. 11. Since the accuracy-
related penalty is an ad val orem additi on determ nable only at
the taxpayer (in this case, partner) level, what the majority
must nmean is that a conputational adjustnent establishing a
partner’s liability for the penalty nust be achi evabl e w t hout
the necessity of any partner-level determnation.?2 The majority

adds: “The effect of the mandate concerning the section 6662

The term “partner |level determ nation” is used in sec.
301.6231(a)(6)-1T(a), Tenporary Proced. & Adm n. Regs., 64 Fed.
Reg. 3840 (Jan. 26, 1999); currently, sec. 301.6231(a)(6)-

1(a) (1), Proced. & Adm n. Regs., to describe an internediate,
partner-level determ nation that, in sone cases, nmay be necessary
before a change in a partner’s tax liability to reflect the
treatnent of a partnership itemcan be made by way of a
conputational adjustnent. The nmajority appears to assune that
the penalties here in issue cannot be determ ned w thout partner-
| evel determ nations.
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penalty is that if the penalty does not relate directly to a
numeri cal adjustnent to a partnership item it is beyond our
jurisdiction.” WMjority op. p. 11. Finding no such adjustnents,
the majority concludes we have no penalty jurisdiction in this
case. Myjority op. p. 12.

The Court of Appeals does not nention nunerical adjustnents,
and it speaks about the inability to conpute the accuracy-rel ated
penalty w thout partner-Ilevel proceedings only in the context of
our attenpt to inpose the penalty on account of a valuation
m sstatenment of an affected item i.e., outside basis.

Respondent clains that there are grounds for the penalty that do
not require us to determne an affected item (other than the
penalty itself). Wile the Court of Appeals does specul ate

whet her a penalty could have been assessed w thout a partner-

| evel conputation, both the conputational adjustnent and
assessnment of any penalty liability relating to a partnership
itemare admnistrative steps taken only after the close of the
part nership-level proceeding. See sec. 6225(a); sec.
301.6231(a)(6)-1T(a)(2), Tenporary Proced. & Adm n. Regs., supra
(currently, sec. 301.6231(a)(6)-1(a)(3), Proced. & Adm n. Regs.).
Moreover, the regulations are clear that a penalty related to a
partnership itemmy be directly assessed follow ng the

part nership-1evel proceeding “based on determ nations in that

proceedi ng, regardl ess of whether partner |evel determ nations



- 20 -

are required.” Sec. 301.6231(a)(6)-1T(a)(2), Tenporary Proced. &
Adm n. Regs., supra (currently, sec. 301.6231(a)(6)-1(a)(3),
Proced. & Admn. Regs.). The mpjority’s attribution to the Court
of Appeals of a rule that a conputational adjustnent to reflect a
penal ty nust be achi evabl e wi thout the necessity of any partner
| evel determnation flies directly in the face of other |anguage
in that sane regul ation, which distinguishes conputational
adjustnments with respect to penalties from other conputational
adj ustnents requiring partner-|evel determ nations:

However, if a change in a partner’s tax liability

cannot be nade w thout nmaking one or nore partner |evel

determ nations, that portion of the change in tax

liability attributable to the partner |evel

determ nations shall be made under the provisions of

subchapter B of chapter 63 of the Internal Revenue Code

(relating to deficiency procedures), except for any

penalty, addition to tax, or additional anpunt which
relates to an adjustnent to a partnership item

Sec. 301.6231(a)(6)-1T(a), Tenporary Proced. & Adm n. Regs.,
supra (enphasis supplied) (currently, sec. 301.6231(a)(6)-
1(a)(1), Proced. & Admn. Regs.). The Court of Appeals did not
undertake to reorgani ze the procedural steps established by
Congress and i nplenented by the Secretary for determ ning,
conputing, assessing, and collecting penalties related to
partnership itenms, nor should we interpret it as doing so.

We obey the Court of Appeals mandate by reconsidering the
section 6662 penalty on grounds (such as those clainmed by

respondent) other than those, such as the putative partners’
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out si de bases, that depend on our determ nation of an affected
item Qur task, even if we determne that the penalty applies,
is necessarily inconclusive, since the penalty is an affected
item the anmount of which is to be determ ned by conputationa
adj ustnent, which may, as a preceding step, require one or nore
partner-level determnations. Qur jurisdiction extends to the
aspects of the penalty we are authorized to determ ne.
Neverthel ess, in exercise of that jurisdiction, we may have to
ask respondent to better explain the grounds he clains justify

t he penalty.
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MARVEL, J., dissenting: The Court of Appeals for the
District of Colunbia Crcuit remanded this case for consideration
of whether in this partnership-Ilevel proceeding we have
jurisdiction over “sone portion of the penalties”. See Petaluma

FX Partners, LLC v. Comm ssioner, 591 F.3d 649, 656 (D.C. G

2010) (Petaluma I11), affg. in part, revg. in part, vacating in
part and remanding 131 T.C. 84 (2008) (Petaluma |I). The mpjority
concludes that we do not. Majority op. p. 5. Because | believe
that the result the najority reaches is contrary to sections 6221
and 6226(f) as anended by the Taxpayer Relief Act of 1997 (TRA
1997), Pub. L. 105-34, sec. 1238, 111 Stat. 1026, | respectfully
di ssent.

| . The Court of Appeals Opinion

In Petaluma | we held, anong other things, that (1) we had
jurisdiction to deci de whether the partnership used to achieve
the chal l enged tax benefits was a sham and/or | acked econom c
substance, (2) we also had jurisdiction to decide that the
partners’ outside bases were overstated because the partners
coul d not have bases in a disregarded or sham partnership, (3) we
had jurisdiction over the section 6662 accuracy-rel ated penalty
because section 6226(f) gave us jurisdiction to determne “the

applicability of any penalty, addition to tax, or additional
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amount which relates to an adjustnent to a partnership itenf,?
and (4) a 40-percent accuracy-related penalty attributable to the
gross val uation m sstatenent of the partners’ outside bases
applied. See Petaluma I, 131 T.C at 100, 102, 108. In Petalum
1, the Court of Appeals for the District of Colunbia Crcuit

affirmed our holding in (1) but reversed our holdings in (2) and

(4), and vacated and remanded “on the penalties question”. See
Petaluma I'l, 591 F.3d at 656. The Court of Appeals stated as
fol |l ows:

As it is not clear fromthe opinion, the record, or the
argunents before this court that the penalties asserted
by the Conm ssioner and ordered by the Tax Court could
have been conputed w thout partner-level proceedings to
determ ne the affected-itens questions concerning
out si de bases, we are unable to uphold the court’s
determ nation of the penalty issues. Wile it may be
that sonme penalties could have been assessed w t hout
partner-1level conputations, we cannot affirm a decision
that has not yet been made. Therefore, we vacate the
opi ni on of the Tax Court on the penalties inposition
and conputation. It may be that upon remand, a

determ nati on can be made for sone portion of the

penal ties, but neither party has briefed that question
bef ore us.

ld. at 655-656.
The Court of Appeals remanded “on the penalties question”
because it was not clear “that the penalties asserted by the

Commi ssi oner and ordered by the Tax Court could have been

Al t hough we held we had jurisdiction over the sec. 6662
accuracy-rel ated penalty, we did not reach the issue of the
applicability of any conponents other than the gross valuation
m sst at enent conponent. See Petaluma |, 131 T.C at 100-102.
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conputed w thout partner-|evel proceedings to determ ne the
af fected-itens questions concerning outside bases”. 1d. The
Court of Appeals acknow edged the possibility that on remand a
determ nation could be nade “for sone portion of the penalties”.
Id. at 656.

1. The Section 6662 Penalty in Petal uma

A | n General

Al t hough respondent’s prinmary argunent under section 6662 is
that a 40-percent accuracy-rel ated penalty applies because of a
gross valuation m sstatenent, he also asserted in the FPAA a 20-
percent accuracy-related penalty attributable to negligence or to
a substantial understatenent of inconme tax. The application of
any of these conponents of the accuracy-related penalty invol ves
the juxtaposition of section 6662, the Tax Equity and Fi scal
Responsibility Act of 1982 (TEFRA), Pub. L. 97-248, sec. 402, 96
Stat. 648, and anmendnents to TEFRA by TRA 1997. To better
understand the scope of our jurisdiction over the section 6662
penalty in partnership-1level TEFRA cases, an overvi ew of TEFRA
and the TRA 1997 anmendnents is hel pful.

B. TEFRA Litigation Structure

Before 1982 partnership tax issues were raised and |itigated

at the partner level, resulting in bl oated casel oads and

duplicative litigation of partnership issues. See Donulew cz v.

Comm ssioner, 129 T.C 11, 17 (2007), affd. in part and renmanded
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in part on other grounds sub nom Desnet v. Conm ssioner, 581

F.3d 297 (6th GCr. 2009). 1In an effort to elimnate the
percei ved inefficiencies, the waste of resources, and the
potential for inconsistent results anong partners on the sane
partnership issues that could result fromduplicative litigation
at the partner level, Congress, at the Departnent of the
Treasury’s request, enacted the unified partnership audit and
litigation provisions as part of TEFRA. See id. The provisions
were constructed around a sinple prem se--although a partnership
is not an entity that is |liable for Federal incone tax,
partnership tax issues ordinarily nmust be resolved in a single
proceeding at the partnership level. See id. at 17-18.

The basic structure of partnership litigation under TEFRA is
easy to understand. Section 6221 provides that the tax treatnent
of any partnership item “shall be determ ned at the partnership

| evel .”2 Section 6222(a) provides that a partner, on the

2Partnership itens are itens required to be taken into
account for the partnership’ s taxable year to the extent that
those itens are nore appropriately determned at the partnership
| evel than at the partner level. See sec. 6231(a)(3).
Nonpartnership itens that are affected by adjustnments to
partnership itens are called “affected itens”. Sec. 6231(a)(5).
There are two types of affected itens: (1) Itens that require
factual determ nations to be nmade at the partner level, and (2)
itens that require nerely a conputational adjustnment, such as the
anount of a nedical expense deduction under sec. 213(a). See
N.C.F. Energy Partners v. Comm ssioner, 89 T.C 741, 744-745
(1987). The fornmer group, the “substantive” affected itens, has
not only a conputational elenent but also a substantive el enent
in that a court nust consider evidence and find facts regarding
(continued. . .)
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partner’s return, shall treat a partnership itemin a manner
consistent wwth the treatnent of the itemon the partnership
return. |If the Comm ssioner audits the partnership return and
determ nes that adjustnents to partnership itens are necessary,
he nust issue an FPAA to the partnership (through the tax matters
partner) and send a copy of the FPAA to all partners who are
entitled to notice. See sec. 6223(a)(2).

The tax matters partner or a partner/partners with a |arge
enough partnership interest may file a petition for judicial
review of the FPAA within certain tinme limts. Sec. 6226(a) and
(b). A court with which a petitionis filed has jurisdiction “to
determine all partnership itens of the partnership for the
partnership taxable year to which the * * * [FPAA] rel ates and
the proper allocation of such itens anong the partners.” Sec.
6226(f), I.R C. 1996 (before anmendnent by TRA 1997).

After the restrictions on assessnent and col | ecti on under
section 6225 no | onger apply, the Comm ssioner is authorized to
make conputational adjustnents to the partners’ tax liabilities
to reflect the adjustnent of partnership itens in the
partnershi p-1evel proceeding. Sec. 6231(a)(6) (definition of
conput ational adjustnent); sec. 301.6231(a)(6)-1T(a), Tenporary

Proced. & Admn. Regs., 64 Fed. Reg. 3840 (Jan. 26, 1999). The

2(...continued)
the affected itemin an affected itens deficiency proceedi ng.
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deficiency procedures do not apply to the assessnment or
coll ection of any conputational adjustnment unless the
conput ati onal adjustnent involves a deficiency attributable to an
affected itemthat requires a partner-level determ nation or to
itens that have beconme nonpartnership itenms. Sec. 6230(a)(1) and
(2). If the conputational adjustment involves a deficiency
attributable to an affected itemthat requires a partner-|evel
determ nation, the Comm ssioner nust issue an affected itens
notice of deficiency to the partner. Sec. 6230(a)(2).
Accordingly, there are two types of conputational adjustnents
paralleling two types of affected itens: (1) Purely mathenati cal
conput ati onal adjustments that do not require partner-|evel
determ nations and may be directly assessed,® see sec.
6230(a)(1); sec. 301.6231(a)(6)-1T(a)(1), Tenporary Proced. &
Adm n. Regs., supra, and (2) adjustnents that require partner-
| evel determ nations and are therefore subject to deficiency
procedures, see sec. 6230(a)(2); sec. 301.6231(a)(6)-1T(a)(2),
Tenporary Proced. & Adm n. Regs., supra. After the Comm ssioner
i ssues an affected itens notice of deficiency, generally the

partner may file a Tax Court petition to contest it. See sec.

There is no prepaynent forumfor contesting the accuracy of
such adjustnments. However, if an affected item deficiency
proceeding is pending, the Tax Court nmay extend its over paynment
jurisdiction to consider conputational adjustnents that have been
assessed and paid. See, e.g., Barton v. Conm ssioner, 97 T.C
548 (1991) (overpaynent jurisdiction applied).
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6213. Alternatively, the partner can pay the affected item
deficiency, file a claimfor refund, and then bring a refund
action. See 28 U S.C. sec. 1346(a)(1) (2006).

The devil, of course, is in the details, and sections 6221-
6233, as originally enacted, raised many difficult interpretive
i ssues that occupied this Court and others for years after TEFRA
was enacted. For exanple, it becane apparent in practice that
the litigation procedures as originally enacted did not
adequat el y address how penalties and additions to tax that m ght
require partner-level determnations fit into the partnership
litigation regine.* Congress took notice and began tweaking the
TEFRA provisions to fill gaps in the procedures and nake them
work better. Two such adjustnents occurred when Congress, as
part of the Tax Reform Act of 1986, Pub. L. 99-514, sec. 1875(d),
100 Stat. 2896, enacted technical corrections to TEFRA that
i ncluded (1) addi ng new section 6229(g), which extended the
period of limtations on assessnent with respect to additions to
tax affected by adjustnents to partnership itenms, and (2)
anendi ng section 6230(a) to permt the Comm ssioner to issue an

affected itens notice of deficiency. The nost rel evant

‘For exanple, in Maxwell v. Comm ssioner, 87 T.C 783, 790,
793 (1986), a reviewed opinion, this Court held that additions to
tax and investnent tax credit carrybacks were “affected itens”
that nmust be dism ssed froma deficiency proceeding to await the
out cone of pendi ng partnership proceedi ngs.
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adj ustnments for purposes of this case, however, occurred in 1997
when Congress enacted TRA 1997.

C. TRA 1997

Before the enactnment of TRA 1997, penalties and additions to
tax were classified as affected itens and i ssues regardi ng such
itens were litigated in a partner-|evel deficiency proceeding
regardl ess of whether they related to adjustnents to partnership

itens. See, e.g., N.C F. Enerqgy Partners v. Conm ssioner, 89

T.C. 741, 744-745 (1987). TRA 1997 anended section 6221 to
provide that a penalty or addition to tax “which relates to an
adjustnent to a partnership itenf nust be determ ned at the
partnership level. TRA 1997 al so anended section 6226(f) to
provide that a court with jurisdiction over a partnership-I|evel
proceedi ng had jurisdiction over a penalty or addition to tax
“which relates to an adjustnent to a partnership itenf. See sec.
6226(f). Anmong other inportant changes was the change to section
6230(a)(2) (A (i), which was anended to read as foll ows:
SEC. 6230. ADDI TI ONAL ADM NI STRATI VE PROVI SI ONS
(a) Coordination wth Deficiency Proceedings. --
(1) In general.--Except as provided in
paragraph (2) or (3), subchapter B of this

chapter!® shall not apply to the assessnent or
coll ection of any conputational adjustnent.

SSubch. B (secs. 6211 through 6216) contains the provisions
aut hori zing the Conmm ssioner to issue notices of deficiency and
provi des the Tax Court with jurisdiction to redeterm ne those
defi ci enci es.
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(2) Deficiency proceedings to apply in
certain cases.--

(A) Subchapter B shall apply to
any deficiency attributable to--

(1) affected itens which require
partner |evel determ nations (other
than penalties, additions to tax, and
addi tional anounts that relate to
adjustnents to partnership itens) * * *
Finally, TRA 1997 provided that a partner may file a claimfor
refund on the ground that “the Secretary erroneously inposed any
penalty, addition to tax, or additional anmount which relates to
an adjustnment to a partnership item” Sec. 6230(c)(1) (0O
As described, under the TEFRA provisions as anmended by TRA
1997, penalties and additions to tax are treated differently from
other affected itens. The net effect of the TRA 1997 changes is
t hat deficiency procedures no |longer apply to penalties and
additions to tax related to adjustnents to partnership itens,

even if they require factual determ nations at the partner |evel.

Sec. 6230(a)(2)(A) (i); Donulewi cz v. Conmm ssioner, 129 T.C. at

23; Fears v. Comm ssioner, 129 T.C. 8 (2007). Although the Court

has jurisdiction in a partnership-1level proceeding to consider
whet her the penalty attributable to an adjustnment to a
partnership itemapplies, it has no jurisdiction to decide the
anount of the penalty or consider partner-I|level defenses.

Donmul ewi cz v. Commi SSioner, supra at 23.
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D. The Interaction of Section 6662(a) and TEFRA

In Petaluma, as in nost typical Son-of-BOSS cases,
respondent alleged alternative positions with respect to the
section 6662 penalty in the FPAA. Respondent’s primary position
was that the 40-percent accuracy-rel ated penalty applied because
of a gross valuation m sstatenent of sonething,® and his

alternative or additional position was that the 20-percent

5General ly, the valuation msstatenment penalty applies if
there is a msstatenent of value or basis of property on a
return. See sec. 6662(e). In the Petalum FPAA respondent
adjusted the followng itens to zero: Capital contributions,
di stributions of property other than noney, outside partnership
basis, and the partner’s capital accounts. Al of these itens
involve a statenment of property value or basis, and all of the
itens, except outside partnership basis, are partnership itens.
In pertinent part, the FPAA stated as foll ows:

The formation of Petaluma FX Partners, LLC, the
acquisition of any interest in the purported
partnership by the purported partner, the purchase of
of fsetting options, the transfer of offsetting options
to a partnership in return for a partnership interest,
t he purchase of assets by the partnership, and the
distribution of those assets to the purported partners
in conplete liquidation of the partnership interests,
and the subsequent sale of those assets to generate a
| oss, had no busi ness purpose other than tax avoi dance,
| acked econom ¢ substance, and, in fact and substance,
constitutes (sic) an econom c shamfor federal incone
tax purposes. Accordingly, the partnership and the
transacti on descri bed above shall be disregarded in
full and any purported | osses resulting fromthese
transactions are not allowabl e as deductions for
federal incone tax purposes.
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accuracy-rel ated penalty attributable to negligence or
substantial understatenment of incone tax applied.

Ceneral ly, section 6662(a) authorizes the inposition in
appropriate cases of an accuracy-related penalty that potentially
conpri ses several conponents. The penalty applies to “any
portion of an underpaynment of tax required to be shown on a
return”, sec. 6662(a), if the underpaynment or a portion thereof
is attributable to one or nore of the following: (1) Negligence
or disregard of rules and regulations, (2) any substanti al
understatenent of incone tax, (3) any substantial valuation
m sstatenment, (4) any substantial overstatenent of pension
liabilities, and (5) any substantial estate or gift tax valuation
under statenment, sec. 6662(b). It is possible that a portion of
an underpaynent is attributable to one conponent, e.g.,
negl i gence, while another portion of the underpaynent is
attributable to a different conponent, e.g., gross or substanti al
val uation msstatenent.’” The section 6662(a) penalty is an ad
val orem penalty, and its anount ultimately depends on the anount

of tax under paynent.

The alternative conponents of the sec. 6662 penalty cannot
be stacked, and the maxi mum accuracy-rel ated penalty inposed on a
portion of an underpaynent may not exceed 20 percent of such
portion (or 40 percent of the portion attributable to a gross
val uation m sstatenent), even if such portion is attributable to
nore than one type of m sconduct described in sec. 6662(b). See
sec. 1.6662-2(c), Incone Tax Regs.
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The seem ngly sinple concept of penalty cal cul ations,
however, does not fit well in the context of TEFRA because
partnershi ps are accounting nmechani sns and are not subject to
Federal inconme tax. See sec. 701. The section 6662 penalty, on

the other hand, applies to a “portion of an underpaynent”.

(Enphasi s added.) The term “underpaynent” is a defined tern? and
presupposes tax shown on the return or tax previously assessed or
collected. See sec. 6664(a). For this reason, the anmount of the
penal ty cannot be cal cul ated without reference to the taxpayer’s
return, and the relevant return for purposes of the penalty
calculation is the partner’s return.

As follows fromthe foregoing, the section 6662 partnership-

| evel penalty cannot be cal cul ated and assessed until a

8Sec. 6664(a) provides:

SEC. 6664(a). Underpaynent.--For purposes of this
part, the term “underpaynent” neans the anmount by which
any tax inposed by this title exceeds the excess of --

(1) the sum of —-

(A) the anpbunt shown as the tax by the
t axpayer on his return, plus

(B) anounts not so shown previously
assessed (or collected w thout assessnent),
over

(2) the anobunt of rebates made.
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conputational adjustnment® is nade to a partner’s tax liability
and t he underpaynent of tax on the partner’s return is
cal cul ated. Because of the TEFRA partnership litigation
structure, such cal cul ation of the underpaynent takes place after
t he partnership-level proceeding and/or partner-|evel affected
itens deficiency proceedings are conpl et ed.

The sequence of the penalty applicability determ nation at
the partnership | evel and the subsequent cal cul ati on of the
under paynment and penalty anmounts creates further incongruities
when a particul ar conponent of the penalty has a statutory floor.
For exanple, the substantial or gross val uation m sstatenent
conponent of the penalty applies only if the portion of the
under paynent for the year that is attributable to substantial or
gross val uation m sstatenents exceeds $5,000 ($10,000 in the case
of a corporation other than an S corporation). See sec.
6662(e)(2); sec. 1.6662-5(b), Incone Tax Regs. In the case of a
return of a partnership or another pass-through entity, the
determ nation of whether there is a substantial or gross
valuation msstatenent is nade at the entity level. See sec.
1.6662-5(h) (1), Income Tax Regs. However, the dollar limtation

(%5, 000 or $10,000, as m ght be applicable), is applied at the

A conput ational adjustnent is the change in the tax
l[tability of a partner which properly reflects the treatnment of a
partnership item See sec. 6231(a)(6).
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t axpayer |evel, and the underpaynent is calculated by reference
to the partner return. See id. Accordingly, although it is
possible that a statutory floor will ultimtely not be net, the
determ nation that a penalty applies neverthel ess nmust be nade at
the partnership level, see secs. 6221, 6226(f), 6230(a)(2) (A (i),
and is necessarily conditioned upon a later verification that the
statutory floor is net. That verification flows automatically
fromthe recalculation of the partner’s tax liability and is
reflected in the resulting conputational adjustnent that is nade
to the partner’s tax liability at the end of the partnership-

| evel proceeding and/or the partner-level affected itens
deficiency proceeding. A simlar scenario arises with respect to
t he substantial understatenent conponent under section 6662(a),
(b)(2), and (d).

As a consequence and in contrast to what occurs in
deficiency cases, a peculiarity of TEFRA cases is that when a
court enters a decision in the partnership-Ilevel proceeding
stating that a section 6662(a) penalty applies, neither the
anount of the penalty nor its allocation anong partners i s known
until after the underpaynent is calculated at the partner |evel
In fact, even if the court determ nes that the penalty applies,

t he amount of the penalty mght be zero if the statutory floor is

not net in the case of the substantial understatenent and
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val uation m sstatenent conponents or if there is no underpaynent
by a partnership’s partner. See, e.g., sec. 1.6662-5(b), Inconme
Tax Regs. Neverthel ess, under TRA 1997 the penalty that “rel ates
to an adjustnment to a partnership itenf nmust be determ ned at the
partnership level .® See sec. 6221.

[11. Nedligence in This Case

The majority holds that we have no jurisdiction over any
conponent of the penalty in this case. | believe we have
jurisdiction to determne that the section 6662 penalty

attributable to negligence applies.! That penalty rests on the

¥The | egislative history of TRA 1997 i ndi cates that
Congress anended secs. 6221, 6226(f) and 6230(a)(2)(A) (i) to
| essen adm ni strative burdens on the Comm ssioner and the courts
and to require that culpability for a penalty or addition to tax
be litigated at the | evel on which the relevant conduct occurs:

Many penalties are based upon the conduct of the
taxpayer. Wth respect to partnerships, the rel evant
conduct often occurs at the partnership level. In
addition, applying penalties at the partner |evel
t hrough the deficiency procedures follow ng the
conclusion of the unified proceeding at the partnership
| evel increases the admnistrative burden on the IRS
and can significantly increase the Tax Court’s
i nventory.

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

1The substantial understatenent conponent of the penalty
under sec. 6662(a), (b)(2), and (d) would also apply if the
statutory floor is net. Petitioner does not contend that the
partnership had substantial authority or adequately disclosed the
transaction. See sec. 6662(d)(2)(B); sec. 1.6662-4(f)(5), Inconme
Tax Regs. (providing that disclosure in the case of itens
(continued. . .)
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determ nation that the Petaluma partnership was a shamand is
not recogni zed for Federal tax purposes and that all of the
transactions in which it engaged, which were interrelated and
preordai ned, were the result of negligence at the entity |evel.
No ot her factual determ nations need be made at the partner
level to determ ne that the m scharacterization of Petaluma as a
partnership for Federal income tax purposes and its claimthat
it received contributions of property fromits partners and nade
di stributions of property to its partners were negligent.
Accordi ngly, whatever underpaynent results fromthe nonexistence
of the partnership and the adjustnent to Petalum’s partnership
status, which is a partnership item is attributable to
negl i gence at the partnership |evel.

As stated above, a penalty nust be determned in a
partnershi p-level proceeding if (1) it relates (2) to an
adjustnent (3) of a partnership item See secs. 6221, 6226(f).
The determ nations that the Petal uma partnership was a sham
| acked econom ¢ substance, and should be disregarded for tax
pur poses are determ nations of partnership itens, and we have
jurisdiction under section 6226(f) to decide themin a

partnershi p-level proceeding. Petaluma Il, 591 F.3d at 654. The

(... continued)
attributable to a pass-through entity is nade with respect to the
entity return).
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determ nation that the partnership should be disregarded or that
it, or the transactions in which it engaged, had no econonic
substance is an “adjustnent” to a partnership item and that is
confirmed by a review of the FPAA. Consistent with respondent’s
determ nation that Petal unma was a sham for Federal tax purposes,
t he FPAA adjusted all partnership itens, including contributions
made by the partners and distributions nade to the partners,
clainmed on the partnership return to zero.

The critical interpretive issue under sections 6221,
6226(f), and 6230(a)(2)(A) (i) is whether the section 6662 penalty
“relates to” an adjustnent of a partnership item The majority
does not interpret the phrase “relates to” but in effect applies
it overly narromy. Cenerally, words in revenue | egislation

shoul d be interpreted according to their ordinary, everyday

meani ng. Fort Howard Corp. & Subs. v. Conm ssioner, 103 T.C.

345, 351 (1994) (citing Comm ssioner v. Soliman, 506 U S. 168,

174 (1993)). “Relate” neans, inter alia, “to show or establish
| ogi cal or causal connection”. Merriam Wbster’s Coll egi ate
Dictionary 984 (10th ed. 1997). “Related” neans, inter alia,
“bei ng connected; associated.” The Anerican Heritage Dictionary

of the English Language 1473 (4th ed. 2000). There is a |ogical
and causal relationship between the determ nation of sham (a

partnership item) and the conputational adjustnents such
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determ nati on produces at the partner level. Because the
negl i gence conponent of the accuracy-related penalty relates to
an adjustment to a partnership item (shanm ng of the
partnership), we have jurisdiction under section 6226(f) to
deci de whet her the accuracy-related penalty attributable to
negl i gence applies at the partnership level, and I would so
hol d. 12

The majority states: “The effect of the nmandate concerning
the section 6662 penalty is that if the penalty does not rel ate
directly to a nunerical adjustnent to a partnership item it is

beyond our jurisdiction.” Mjority op. p. 11. The majority thus

12Petiti oner does not contest or disagree with the finding
that the partnership was a sham In fact, petitioner has
conceded the applicability of the 20-percent accuracy-rel ated
penalty for either negligence or substantial understatenent of
incone tax in the event that the higher 40-percent accuracy-
rel ated penalty for gross valuation m sstatenent does not apply.
Petitioner is contesting only our jurisdiction to determ ne the
sec. 6662 penalty for negligence. The parties stipul ated:

If the Court determnes that it has jurisdiction in
this case, petitioner stipulates that he does not
intend to call any wi tnesses or offer any evidence in
this proceeding, or otherw se contest the

determ nations made in the FPAA other than the
determ nation that the valuation m sstatenent penalty
i nposed by I.R C. 8§ 6662(a), (b)(3), (e), and (h)
applies to any underpaynent resulting fromthe

adj ustnents to partnership itens.

Al t hough petitioner argues on remand that no conponent of the
accuracy-rel ated penalty applies, the argunent seens to be an
opportunistic grab for penalty relief on the basis of Petal uma
.
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requires that (1) a penalty directly relate to an adjustnent, and
(2) a nunerical adjustnent to a partnership itembe the only type
of partnership item adjustnment invoking our penalty jurisdiction.
Nei ther “directly” nor “nunerical” appears in section 6226(f),
which gives us jurisdiction to “determne * * * the applicability
of any penalty, addition to tax, or additional anmount which
relates to an adjustnent to a partnership item” Section 6226(f)
does not require that the penalty directly relate to an
adj ustnment, nor does it distinguish between nunerical and
nonnunerical adjustnents to a partnership item In addition, the
Pet al uma FPAA cont ai ns both nunerical adjustnents, which are set
forth in a Schedul e of Adjustnents, and the narrative Expl anation
of Items. The determnation that the partnership was a shamis
contained in the Explanation of Itens and is reflected at | east
in part by the nunerical adjustnents to specific partnership
itens |like partners’ capital contributions and partner
di stributions, which are reduced to zero.

The majority al so states:

In this case none of the FPAA adjustnents are itens
that flow directly to the partner-I|evel deficiency
conputation as conputational adjustnents. Any deficiencies
must therefore be determ ned against the partners as
affected itens and nust be resolved in separate partner-
| evel deficiency procedures. The section 6662 penalties are

all related to these adjustnents, which have not yet been
made by respondent.
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Majority op. p. 10. | interpret this statenment to nean that our
jurisdiction over the section 6662 penalty at the partnership
| evel depends on whether the adjustnment of a partnership item
results in a conputational adjustnent that is directly assessed.
| disagree with that statenent because our jurisdictional grant
under section 6226(f) is not so limted. Section 6226(f)
unequi vocal Iy provides that we have jurisdiction to decide
whet her a penalty applies if it relates to an adjustnment of a
partnership item |In a Son-of-BOSS case |ike Petaluma, a
t axpayer engages in a set of pre-ordained and interrel ated
transactions to achieve an artificial and inflated tax |loss. The
use of a transient partnership is essential because the
partnership enabl es the taxpayer-partner to ultimately claimthe
di sputed loss. In the Petalum version of Son-of-BGCSS, the
partners contributed pairs of offsetting options to the
partnership. See Petaluma Il, 591 F.3d at 650. \Wen the
partners withdrew fromthe partnership 2 nonths | ater, Petal uma
liquidated their interests in the partnership by distributing
cash and shares of Scient stock. |d. The partners then sold the
di stributed Scient stock and clainmed an inflated basis in the
stock to calculate the loss. 1d. The inflated basis in the
stock was (purportedly) possible only because of the partnership
vehicle. Because of the interrelationship of the transactions

and the interplay of the basis rules of subchapter K, the
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ultimate di sall owance of the partner’s loss is related to the
adjustnments to partnership itens resulting fromthe partnership-
| evel proceeding. It follows that we have jurisdiction to decide
whet her the section 6662 penalty attributable to negligence
applies. Sec. 6226(f).

The accuracy-related penalty asserted in the Petal uma FPAA
(other than the substantial valuation conponent of the penalty
over which the Court of Appeals in Petaluma Il held we had no
jurisdiction) relates to the shamm ng of the partnership and to
the resulting adjustnents to partnership itens such as
contributions and distributions. The conduct that is being
sanctioned occurred at the partnership level. The Petal uma
partners could not have achieved the purported | oss wthout the
transi ent existence of the partnership. The section 6662 penalty
with respect to the partnership m sconduct nust be determ ned at

the partnership level. Secs. 6221, 6226(f); see al so Donul ew cz

v. Conm ssioner, 129 T.C. at 20-21.

The majority relegates the issue of negligence at the
partnership level to an affected itens deficiency proceeding.
That action is foreclosed by section 6230(a)(2)(A (i), as anended
by TRA 1997. As discussed above, under section 6230(a)(2)(A) (i),
penalties, additions to tax, and additional anmounts that relate
to adjustnments to partnership itenms no |longer are subject to

deficiency procedures. Although Congress recogni zed that a
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penalty related to an adjustnent to a partnership item m ght
require partner-|evel determ nations, Congress neverthel ess
explicitly excepted the determ nation of such penalties fromthe
deficiency provisions by anmendi ng section 6230(a)(2)(A) (i).
Tenporary regul ati ons under section 6231 take a sim |l ar approach.
See sec. 301.6231(a)(6)-1T(a)(2), Tenporary Proced. & Adm n.
Regs., supra (“any penalty, addition to tax, or additional anobunt
that relates to an adjustnent to a partnership item may be
directly assessed followi ng a partnership proceedi ng, based on
determ nations in that proceedi ng, regardl ess of whether partner
| evel determ nations are required”’).

For these reasons, | would hold that we have jurisdiction to
decide that the accuracy-related penalty attributable to
negl i gence applies at the partnership level.?®

COHEN, GALE, and PARIS, JJ., agree with this dissent.

Bl'n ny opinion, a finding of negligence at the partnership
I evel in a Son-of-BOSS case such as Petal una does not preclude a
finding of partner-|level negligence. That is because of the
uni que nature of many Son-of - BOSS transactions, which require
partnership level and partner-level actions to generate the | oss.
Not abl y, respondent took the positions in the FPAA that “Accuracy
Penal ti es under | RC Section 6662 are included as a partnership
| evel determnation” and “1. R C. Penalty 6662 is applicable at
the individual partner |evel and may be raised in separate
proceedi ngs at the partner level follow ng the present
partnership proceeding.” | interpret these seem ngly
contradictory statenents to nean that a sec. 6662 penalty is
asserted and nmay apply to both partnership-Ilevel conduct (such as
claimng that a valid partnership existed) and to partner-Ievel
conduct (such as claimng an inflated outside basis for the
property distributed by the partnership and sold by the partner).



