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IN THE UNITED STATES COURT OF APPEALS
FOR THE FIFTH CIRCUIT :

KLAMATH!' STRATEGIC INVESTMENT FUND
by and through St. Croix Ventures (Managing member)

Plamt]_ff - _Appe_llee-Cross-App_elIant
UNITED STATES OF AMERICA

Defendant — Appellant-Cro}ss‘-vAppeIIee | _'

KINABALU STRATEGIC INVESTMENT FUND,
by and through Rogue Ventures LLC (Managing member)

.‘ PIaihtiff _ A"ppeIleeQCross-Appellant
| | v | o
UNITED STATES OF AMERICA

" Defeudant - -A_ppel_laht-Cros's-AbpeIIee

ON APPEAL FROM THE ORDER AND JUDGMENT OF
THE UNITED STATES DISTRICT COURT
FOR THE EASTERN DISTRICT OF TEXAS

DEFENDANT - APPELLANT-CROSS-APPELLEE'S
PETITION FOR PANEL REHEARING

The Un1ted States, appellant -Cross- appellee in this case, pursuant

to Fed. R App. P. 40 and 5th Cir. R 40 respectfully requests that the
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Court grant th1s petltlon for panel rehear1ng on the 1ssue whether the :
dlstrlct court had Jurlsdlctlon in thls TEFRA partnershlp level -
proceedmg to entertain the reasonable-cause 'defenses aSserted by
partners Cary Patterson and Harold Nix.2 We respectfully subm1t that
in holding that the district court d1d have Jur1sd1ctlon to consider the
reasonable-cause defen‘se, this Court erroneously assurned that
Patterson and Nix, 'the, managing partners at.‘the tirne the instant
_/litigation was comrnenCed but nOtat the time the relevant partnership
returns yvere filed, raieed that defense on behalf of their r.espective
partnerships, rather than on their own "ts)eh'allf.}3 o
- STATEMENT |
- The cross-appellant partnerships (“Klamath” and “Kinabalu”)
were involved in tax.—shelter' transactione in thevyea_r 2000 that Were

- designed to produce enormous, but _fwholly artificial, losses for

! Tax Equity and ';Fiscal Responsibility Act of 1982, Pub. L. No. 97- |
248, 96 Stat. 324. See 26 U.S.C. (‘LR.C.") §§ 6221-6234.

2 Patterson and Nix held the1r partnership 1nterests through
wholly-owned LLCs (St. Croix Ventures and Rogue Ventures,
. respectlvely) that are d1sregarded for tax purposes.

? The Court recognlzed that “[t]he TEFRA structure enacted by
Congress does not permit a partner to raise an individual defense
during a partnership-level proceeding.” Slip op. at 14.
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Patterson and Nix. At the 't'ime.the»transacti.ons occurred and the
relevant partnersh1p tax returns were flled Pres1d10 Growth LLC an
afflhate of the promoter of the shelter was the managlng partner and |
“tax matters partner” of each partnership. (1R. 1917, 1938, 7210.)*
The Internal Revenue Serv1ce in not1ces of Final Partnership
Adm1n1strat1ve AdJustments (FPAAs) d1sallowed the partnershlps
treatment of the transact1ons on multlple grounds and 1mposed various
accuracy- -related penalt1es Thereafter Klamath and Kinabalu Were
reorganized, with Patt:erson and N1x assuming the roles of managing
~ partner and tax matters partner of the 'respective partne_rshi'ps; (1R.
5768.) In that capacity, Patte’rsOn and Nix instituted the instant
partnership-level proceedings "on behalf of the partnerships to contest
the FPAA adjustments._ (1R. 37, 2R. 7.) Although the districtvcou'rt held
that the transactions 1n 1ssue lacked economic"-substance, it further
held that the asserte'd penalties Were not applicable on their face ‘and

that, in any event, they were negated by the r_easonable-cause defense

+“1R.” and “2R.” references are to the page numbers of the
certified record on appeal in No. 5:04-cv-278 (Klamath) and No. 5:04-cv-
279 (Kinabalu), respectlvely
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of .LR.C. § 6664(0).5 Inf'thaf regard; the .distriét- court fejected the
Government’s argﬁment that it lacked jurisdicj:tio.n to covnsider
Patterson and Ni‘x"s reasonable-causédefensevto ‘the"as_s:erted penalties,
which, th‘e Government asserted, could ohly be raisedvir“l sﬁbsequent
partner-levél refund actions. y(lR. v723’v7_-40.)'» | |

On -appeal, in addition to arguing.th'at the districf court erréd in
holding that the I.R.C. § 6662 penalties w‘ex.'e inappliéable on their face,
the Government renewed its airguinent that the district. court lacked
jurisdiction to entertain Patters.‘ona'nd_Nix;s partner-le{(el, reasonable- -
cause defensé. The Court agreed with the Government that “[t]he
TEFRA structure enacted By Conéress does not pérmit a partner to
raise an individual'defénse,during. a partnership-lével proceeding.”
Slip op. at 14. The Court fﬁrther observed, however; thét “when
considering the deterniination' of périalties at_the 'p'a.rtnership level the
court may (;onsider the deféhses of the partnéfship'.” Id. at 14-15
(emphasis added). “Here,” the Cour’p continued, “reasonablé cause and |

good faith were asserted ’on behalf of Klamath and'Kinabalu, by the

5 Although § 6664(c) requires a showing of reasonable cause for
the taxpayer’s underpayment of tax and a further showing by the
taxpayer that he acted in good faith, it is often referred to simply as the
reasonable-cause defense, and we follow that convention here.




Case: 07-40861 Document: 0051871273 Page:8 Date Filed: 06/29/2009

5.
- current ménagiiig parﬁners,” le., ;Pattersion'ianid.Nix. Id 'zit 15.°
Because the Governixiént had ndt chall'eriged'on appeali the mérits of |
the district court’s conclusion that the r’eqvuis_itev i'eas’onabllé calise,
existed in this case, théCour{t upheld_thej cilis.trict'- C'ourt’é-fihding of
reasonable cause and gdod faith, theréby eliminating.anyneed for the
-_Court to review the diS’trict court’s sepa'réte* cOncluSion t_ha.t:the
penalties were inapplicéble on theii‘ face. Id. ét 15-16.
DISCUSSION

1. The Court in its Qpiriion -acceiiﬁed ﬂie i}élidity of Temp. "
’ T.rea‘s. Reg. § 301.622141T, which states that,ialthouéh the applicability
of any penalty related to an adjuétment to a'p.%lrtnership _iteril _is_ -
deteimined at the partnership level, “partnér-level defen_seS” to any
such penalty “may not be asserted in tlie partnership-leVel proceeding,
but may be asseifted' thfdugh separate réfund actions .following_‘ |
aSSessmexit and payment.” Teinp. Treas. Reg..§ .301i6221-1T(c), (d)
(1999). See Slip op. at'14. As the _Qburt,itsélf pointed out (ibid.), “[t]he
regulation define'szpar.tiler-levél defenses as ‘those that are persbnal to
the partner or are dependent upoil the partner’s separate i'eturn énd

| _canndt be determined at the partnership level ... [including] whether
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. ‘the partnér has met the crjt‘ei‘ia of ... sectio_n"6}664(c)(1)' f(reasdnable

cause exception).’ ’v’ Temp. Treas. Reg.‘§ 301.6"221-1T(d){(1999).

The Couft, howev_ér, then pfoceeﬁded to reject thé Gove’rnment’s
contention that this regulation Was dispositive o‘vf the vjurisd..ictional
1ssue presented in thié éase. Slip op. at 14-15. The Courf stated in this
regard that, although é partner.is nof permitte.d to raise an individual
defense to a penalty durihg a partnefship-level proceeding, a court
“when considering the determinafion of penalties at the: partnership
level ... may consider the defenses of the "partnership.” Ibid. (citing
New Millennium Trading, LLC v. Commissioner, 131 T.C. No. 18, 2008
WL 5330940 at *7 (2008), Sqﬁtd Monica Pictufes v. Cofnmissioﬁer, 89
T.C.M. (CCH) 1157, 1229-30 (2005), and Stobie Creek Invs., LLC v.
United States, 82 Fed. Cl. 636, 703-04, 717-21 (2008)). Purporting to

apply the .éxception carved out by those cvases, the Cbui't concluded that
“[h]ere, reasonable cause and good faith were asserted on behalf of
Klamath and Kinabalu, by the éu’rrent ménaging partnegs. ’
Accoraingly, we hold that the district coﬁrt did not err in con’sidering‘
the defenses.” Slip op. at 15. |
| 2.  We take no issue in this rehearing petition with fhe

jurisdictional rulings of the courts in New'Mill_ennium.,. Santa Monica
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Pictures, and Stobie Cfeék © We rnaintain however, with all due
respect, that the Court m1sperce1ved the nature of the»reasonable -cause
defense raised by Patterson and Nix here and that as a result of that |
m1sperceptlon the Court rehed on ]ud1c1al decisions that are’
inapposite, instead of ooncludlng that Te‘m.p. Treas. Reg. § 301.622’1-1T‘
is dispositive of the ju.rivsd}ictionalvissue.before_"the Court‘. |

The Court’s decision on the jurisdictional is»_'s}ue is :premised.on the
assumption that Patterson' and Nix asserted the r’easonableécause
~defense on behalf of their respective partnershrps.- See Slip op. at 14-
15. But that critical assumptiOn_is erroneous. _The reoord in this case
‘makes clear that Patterson,an_d Nix did not_ .-a_ssertthe reasonable-caus'e
defense on bevhalf'of their respective partnerships, but, instead, raised
reasonable cause as a personal, individual defense to the penalties

asserted in the FPAAs, penalties that apply to partner‘ underpayments

6 We note, however, that in Clearmeadow Invs., LLC v. United
States, Fed. Cl. No. 05-1223 T (June 17, 2009) (Slip op. at 11-13), the
court held that there never is jurisdiction in a partnership-level
proceeding under TEFRA for a court to consider a reasonable-cause.
defense to I.R.C. § 6662 penalties asserted in an FPAA. The court
~stated in this regard that, because the defense applies only where the

“taxpayer” acted in good faith, and because a partnershlp isnota
taxpayer (for income tax purposes) within the meaning of the Internal
Revenue Code, the defense “is possessed only by the individual ‘
partners to be pursued by them in future partner -filed refund actions.”
Id. at 12 :
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of tax resulting from the afdjustmént of paftnerShip iterﬁs. See, eg,
Pls.” Resp. to Def.’s Fiifst Mot. in -Liy‘mi_ne"‘at 14 (lR‘._ 61 3’8) (“the Court - |
has authority to éonsidér Whether Mr. P:att'ersori and Mr Nix have
valid defénses to any accuracy-related penalty ﬁnderSectiOn 6664(c)”);
Pls.’ Post-Trial ,Re’ply"Br.-a_t 13 (1R. 7204) (“Mr. Patteréon and Mr. Nix

had reasonable cause for their tax positions and relied in good faith on

- the advice of several qualified tax professionals”); Cross-Appellants’

Principal and Resp. Br. ét 70-71 V(“the .D.istx.'ic;t Court was thén éorrect in
cOnsideriﬁg Whefher Mr. Patterson and Mr. Nix acted reasonably and
1n good faith in reporting the transactions as theydi_d on their
individual returns”) (emphasis a}dde.d).' v‘ |

Significantly, although ‘Patt_}ers.on and Nix cifed IRS fi_eid guidance

embodying the very principle on which this Court based its

: Jjurisdictional holding - viz., that t’hevreasonable-_ca'usé defense may be

asserted on behalf of the partnership in a partnership-level proceeding .

 — they never claimed that they were indeed raising that defense on

behalf of the partnerships. See Pls’ Resp. to Def.’s First Mot. in Limine
at 13 (1R. 6137); Cross-Appellants’ Principal and Resp. Br. at 72.
Instead, they cited that field guidance because theymistakenly thought

it supported their position that individual reasonable-cause defenses
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‘may be assertéd in Vé partnershlp 1eve1 proceedlng Ibzd see Gov t
Answering and Reply Br. at 57-58. : |

| In this same V.e>in,‘ ndWhere in its opinioh did'the district court
- state that Temp. Treas. Reg. §'A301..6_2214-1T was inappOSité because
Patterson and Nix Werfe asserting the reasonable-cause defense on
behalf of their respective partnerships. Instead, the court appeared to
conclude that,_ as a matter of judicial econoniy and cdmmon sehse, there
was no reason to réquife Pattérson and Nix to inStituté néW, partner-
. levelx refund proceedings to assért their respective reé‘sonable-_cause
defenses (“no administrative benefit Woﬁld be gained by requiring.
additional proceedings”)." (1R. 7240.) But a court caﬁnét édjudicate aﬁ '
issue on the grounds of judicial economy of efficiency Where the
requisite grant of subjéct-matter jurisdiction is lacking.® See Crupo

Dataflux v..Aths. Globql Group, L.P., 541 U.S. 567, 577 (2004)

" That is precisely why the district court also ordered the IRS to
issue a refund to Nix as part of this partnership-level proceeding. This
Court correctly held that the district court lacked jurisdiction to do so.
Slip op. at 21-23.

® The district court also noted (1R. ’7240) that the IRS had “delved
into these taxpayers’ defenses to penalties,” seemingly suggesting that
the issue had been tried by consent. Of course, subject-matter

jurisdiction cannot be created by waiver or consent. Howery v. Allstate
Ins. Co., 243 F.3d 912, 919 (5th Clr 2001) ”
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(rejecting “an approach fo jurisdiction that fovcusres on ‘e.:fficiency‘ and
judicial economy”). | | | |
3.  The decisions relied upoﬁtby this Court to .suﬁport its
jurisdictional holdihg 1n this case (Slip op. at 15) — New.Mill‘ennium,
Saﬁta Monica Pictures, and Stobie Creek - ar'e‘inapposité.» Those cases
stand for the propositiOn 'I:hat, in evaluating a reasonable-cause defense
asserted on behalf of a partnersth, ourts look to the actions of the
partnership through 1ts managlng partner_. Stobie *'Cr‘e_ek, 82 Fed. CL.
at 7 03 (citing Long Term Cdpital Holdivngs _u.-=United’States; 330 F.

Supp. 2d 122, 205-212 (D. Conn. 2004), and Santa Monica Pictures,.89‘

T.C.M. (CCH) at 1229-30). See also New Millennium, 2008 WL,

5330940 at *8 (2008); Jade Trading, LLC v. United’Statés, 80 Fed. Cl.

- 11, 59-60 (2007). It is undisputed that Patterson and Nix were not the

managing partners of their reSpective partnerships when they took the

actions upon which their reasonable-cause defense is based, but,

instead, became managing partners only after the IRS audited the

% Indeed, the district court itself cited Santa Monica Pictures for
the proposition that “the reasonable cause exception may be considered
at the partnership-level if it involves actions by the managing member

‘partner.” (1R. 7239-40.) Notwithstanding that citation, the district

court was well aware (1R. 7210) that the defenses before it did not
involve actions by managing partners, i.e., that Patterson and Nix were -
not managing partners when they took the actions in questlon
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partnerships’ returns and 1ssued FPAAs to the partnerships See Shp
op. at 5, 20-21.
o Patterson and Nix’s,allegedly excuipatory conduct occurred before
their partnerships had filed their tax returns for the year in issue and
before they (Patterson and Nix) had'fi'led their pe"rsonal returns
claiming the tax benefits from.their’ invalid tax shelter. This Court
" summarized the district court’s findings- 1n th1s regard as follows
The district court found that Patterson and N1x sought legal '.
‘advice from quahfied accountants and tax attorneys
“concerning the legal implications of their investments and
the resulting tax deductions. They hired attorneys to write:
a detailed tax opinion, providing the attorneys w1th access to
all relevant transactlonal documents.
Slip op. at 15. All of thes‘e_‘, actions occurred long before Patterson and |
Nix became the_'managing partners of their respectiv_e partnerships.
See id. at 5, 20. Accordingly, they .vhave no possible relevancevto
whether the partne.rships had reas_onahle' cause'.for the'ir\_respectiye
reporting positions. " Rath_e'r', under Stobie' Creek, S’aﬁta Monica,
Pictures, and New Mill‘en.nium,v ‘the reasonablene'ssof the.par‘tnerships_’
reporting positions must be ascertained by looking to the actions of |

their managing partners at the time the partnerships took those

positions. And the managing partner of each partnership at such time
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was an affiliate of the shelter prometer, ,not_Pattevrsovn aiid Nix." (1R.
7210.) | |

The judicial authorities cited by the Court in its opinion,
therefore, do not support its reliance on the limited exception to Temp.
Treas. Reg. § 301.6221-1T carved out by thio'se eaSes in“’situations where
the defense is asserted on behalf of the partnership. That r‘egulation'
expressly providesthat personal defenses, such_ as the reasonable-cause
defense asserted by Patterson and Nix on their own behalf in this case,
may not be raised in a p‘artne’rship-leve‘l proceeding under TEFRA, but,
instead, may be raised only in a subsequ’ent’parther-level refund suit.
See Whitehouse Hotel Lid. P’ship v. Commiss’ioiner,’ 131 T.C. No. 10,
2008 WL 4757336 at **37 ;38.(2008) f(rejectin'g partnership’s reasonable-
cause defense and noting that the g’enei‘al partner aSSerting‘ thei defense
on behalf of the partnership was not the '.genefal partner when the

relevant partnership return was filed).

10 Tn light of the district court’s findings regarding the promoter’s
duplicitous conduct in connection with the shelter (1R. 7225-29), it
cannot seriously be argued that the promoter’s affiliate, Presidio
Growth LLC, acted reasonably and in good faith in its capacity as the
managing partner of the partnerships when the transactions occurred
and the returns were filed. | | |
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partnerships’ expenses, the Court held that the resolutlon of that -
question hinged on Whether the partnershlps actions were motivated
primarily by profit. Significantly, the Court recognized that the
relevance (if any) of Patterson and Nix’s profit motive to this intluiry
could be determined ohly by reference to their status vis-a-vis the
partnerships at the time the transactions occurred. Slip op. at 21. This
timiug consideration likewiee circumscribes the rel_evance of Patterson
. and Nix’s actious to the determination whether the partnerehips acted
reasonably for purposes of the reasonable-cause defense. Because “the
overall control and management of thePartn'er.ships was expres‘sly
denied [to Patterson and Nix] under the LL.C agreements” (ibid.) at;the
titne the relevant partnership returns were filed, the reasoriahlehess of
their actions could have no’ possible relevance to the determination
whether the partnerships acted reaeonably ah_d in good faith in filing

those returns."’ Thus, in asserting a reasonable-cause defense in this

1 Because Patterson and Nix never claimed that, notw1thstand1ng
their then-status as non-managing partners, they (or their personal
accountants) were involved in the preparation of the partnerships’
returns, the relevance of their actions to the partnerships’ reasonable-
cause defense does not turn on who effectively controlled the
partnerships at the time those returns were flled ‘Cf.-Agro Science Co

(continued...)
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‘case, Patterson and Nix necessarlly were assertmg that defense solely |
as a personal defense to the1r own potentlal 11ab111ty for the § 6662
penalties asserted in the FPAAs, and were not asserting the defense on
behalf of their partnerships.!? The district court correctly understood

this to be the case, and nowhere in their briefs to this Court did-

Patterson and Nix claim otherwise. In these circumstances, the district _

court did not have jurisdiction to entertain the reasonable-cause

defense raised by Patterson and Nix.

11 (...continued) ' |
v. Commissiorter, 934 F.2d 573, 576 (5th Cir. 1991).

12 Consistent with that conclusion, the reasonable-cause defense
asserted by Patterson and Nix clearly pertains to their individual tax
returns, not the partnership returns. The cornerstone of that defense,
the tax opinions prepared by Holland & Hart and Olson Lemons, were
issued to Patterson and Nix (not to Klamath, Kinabalu, or Presidio
Growth LLC, their managing partner at the time) and conclude that “it
1s more likely than not that the IRS should not be successful were it to
attempt to impose a penalty against you under Section 6662(b)(2) for
positions taken in your federal income tax return with respect to the
transactions described above.” Pls.” Ex. 78 at 118; Pls.” Ex. 81 at 120;
Pls.’ Ex. 176 at 118; Pls.” Ex. 179 at 120 (emphasis added).
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CONCLUSION
For the foregoing réasons, the Court should grant}"c.his petition for
rehearihg, révérse the district court’s ruling that 1t had jurisdiction to
adjudicate Patterson and Nix’s reésonable-ca-use defense in this
partnership-level proceeding, and reverse, for the Kreasons set forth in
the Government’s opening and reply briefs to this Court, the district
court’s separate ruling that the asserted penalties were not applicable

on their face." |
Respectfully submitted,

JOHN A. D1Cicco |
Acting Assistant Attorney General

GILBERT S. ROTHENBERG
Acting Deputy Assistant Attorney General
- -} .

Of Counsel: A
' RICHARD FARBER" (202) 514-2959
JOHN L. RATCLIFFE ARTHURT. CATTERALL (202) 514-2937
United States Attorney Attorneys, Tax Division

Department of Justice

Post Office Box 502
JUNE 2009 Washington, D.C. 20044

13 Because the Court upheld the district court’s finding of
reasonable cause and good faith, it did not review the district court’s
separate ruling that the asserted penalties were not applicable on their
face. Should the Court grant this petition and conclude that the
district court did not have jurisdiction to entertain Patterson and Nix’s
reasonable-cause defense, it will become necessary for the Court to
review the district court’s separate ruling on the applicability of the
penalties. o ‘
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IN THE UNITED STATES COURT OF APPEALS
. FOR THE FIFTH CIRCUIT ) Unlted States Ceuri of Appeals

Fifth Circuit

FILED

May 15, 2009
No. 07-40861

Charles R. Fulbruge lil
Clerk

"KLAMATH STRATEGIC INVESTMENT FUND by and through St Croix
Ventures (Managing member)

Plaintiff - Appellee - Cross-Appellant

V.
)

UNITED STATES OF AMERICA

~ Defendant - Appellant - Cross-Appellee

KINABALU STRATEGIC INVESTMENT FUND, by and through Rogue *
Ventures LLC (Managing member)

Plaintiff - Appellee - Cross-Appellant
V.

UNITED STATES OF AMERICA

Defendant - Appellant - Cross-Appellee

Appeals from the United States District Court
for the Eastern District of Texas

Before GARWOOD, GARZA, and OWEN, Circuit Judges. -
EMILIO M. GARZA, Circuit Judge:
In this tax case, Plaintiffs Klamath Strategic Investment Fund

(“Klamath”) and Kinabalu Strategic Investment Fund (“Kinabalu”) (collectively,
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the “Partnership‘s”) filed suit against defendant the United Statés_ ofAmerica for
readjustment of partnership items. Both parfies appealﬂ various aspecfs of the
district court’s readjustment determination. Fbrirthe _following reasons, we
affirm in part, vacate in :Iz)art, and remand.
I

This case involves a highly complex series of financiél‘transactions, which
the district court categorized as a tax shelter known as Bond Linked Issue
Premium Structure (“BLIPS”). /The transactions were undertéken by two law
partners, Cary Patterson and Harold Nix. - Patterson and Nix’s law firm
represented the State of Texas in litigation against t.he_ tobacco industry and
each partner earned around $30 million between 1998 and 2000. Interested in
managing this wealth, Patterson and Nix requésted theif long-time accounting
firm, Pollans & Cohen, to invesfigate in\iestment“opportunities.

The accountants identified Presidio Adv__i‘sory\ Services (“Presidio”), an
- investment advisory firm purporting to specialiie in foreign currency trading.
Presidio advocated a complex plén involving strategic investments in foreign
currencies pegged to the U.S. dollar. Patterson and‘. Nix agrbeed to invest in
Presidio’s plan. Genefally, the Presidio strategy was s.tructured asathree-stage, -
seven-year investment program. Stage I lasted 60 days and entailed relatiVely
low risk investments. Stage I1 lasted from day 60 through day 180, and the risk
was somewhat higher. Stage III extended from day 180 through the end .of the
seventh year and involved the highest risk as well as potentially the highest
return. At each stage of the plan, Presidio required the investors to contribute
significantly more capital. ‘The investors retained the right to exit the plan at
the end of Stage I and at each 60-day period th'ereafter.

To implement the strategy Presidio formed Klamath and Kinabaluv as
limited liability companies, taxed as partnerships. N’ext, Presidio form.ed two

single-member LLCs, which are disregarded for tax purposes: St. Croix for
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Patterson and Rogue for Nix. Patterson owned 100% of St. Croix, and St. Croix
became a 90% partner of Klamath. The other 10% partners of Klamath were
Presidio Resources LLC and Presidio Growth LLC. P_residio Growth was the
managing parfner. Kinabalu had a similar structu\re. Nix owned 100% of
Rogue, and Rogue was a 90% partner of Kinabalu. The other 10% partners of
Kinabalu were Presidio Growth and.Presidio Resoufces, with Présidio Growth
acting as the managing partner.

To fund Klamath and Kin‘abalu, Patterson and Nix (acting through St.
Croix and Rogue) made two distinct contributions. First, they each contributed
$1.5 million to their respective partnershib. Second, they entered into.loa.ln
transactions with National Westminster Bank_(“NatWest”), where the bank
loaned each company $66.7 million. This included $41.7 million denominated
as the “Stated Principal Amount” and $25 million as a “loan premium.” The
classification of the $25 million as something different than the principal loan
amount is central to this case. The loan premium was given in exchange for
Patterson énd Nix paying NatWest a higher than .market_interest rate on the
principal: 17.97%. To protect NatWest. from fhe possibility that the loans would
be repaid early and the benefit of th'é higvher i_ntérest rate would not be réalized,
the credit agreements required that a prepayment amount be paid if the loans
were paid off early. The prepayment amount would vary depending on when the
loan was repaid, starting at about $25 mil.lion‘and decreasing over seven years.
After year éeven, no prepayment amount would apbly. '

Patterson and Nix each contributed the $66..'7 million to Klamath and
Kinabalu and assigned the corresponding loan obligatipns to the Partnerships.
The Partnerships deposited the funds into accounts controlled by NatWest.
Presidio directed Klamath and Kinabalu to use these funds to purchase very low
risk contracts on U_.S. dollars and Euros. They also madé small, short 60- to 90-

day term forward contract trades in foreign currencies. These were the only
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invéstments the Partnerships_evér madé_, and Patteréon and*Nixel'ecte‘dvto ‘
withdraw from Klamath and_Kinébalu beforethe exzid of Sﬁége.l. They receivedi
cash and Euros on liquidation, and they sold thé Euros in 2000, 2001, and 2002.
On their income tax returns for 2000, 2001, and 2002; Patterson claiﬁed :
total losses of $25,277,202 arising from Klamath’s ac.tivitie,s’ and Nix claimed
vto‘tal losses of $25,272,344 arising from Kinabalu’s. Theée massive losses
occurred because each partner claimed a sigh_ifican‘t tax basisin their re‘spectiVe :
partnership'. Generally, a partner’s basis in a par,tri‘érship is determined by the
amount of capital he contributes to the partnership, and w:hen\ a partnership
loses money the partners can only deduct the losseé from their taxable inc’:oxﬁe
to the extent of their basis in the partnership; When a partnership assumes a
partner’s individual liabilities, the liability amount is subtracted from the
partnef’s basis." Patterson and Nix were able to report such high losses because
when they each calculated their basis in t‘he partnership, they did not reduce it
by the $25 million loan premium amount. Wheh Pattersovri and Nix contributed
the $66.7 million plus the $1.5 million to Klamath and Kinabalu, they would
have each had a $68.2 million basis in their paftnership. However, the
Partnefships also assumed the loan obligations, so Patterson and Nix’s bases
had to be reduced by the amount of the liabilities. Patterson and Nix did not
.consider the loan premiums to be liabilities, .so they only subtracted the'$41.',7‘
million principal amount. Therefore, each claimed a taxable Basis in the
partnership in excess of $25 million. This meaﬁt that when Patterson-and‘ Nix
sold the Euros, they were able to deduct over $25 million from their taxable

income.?

! These rules are defined in 26 U.S.C. § 752 et seq. of the Internal Revenue Code,
described more fully below. ' ’ '

? Specifically, the losses occurred from the following. Patterson received 67,341.88
Euros when Klamath liqu_idated. He treated these Euros as having a tax basis of $25,316,393,

4
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The IRS disagreed with this basis calculation, and in 2004 issued F_inél
Partnership Administrative Adjustments (‘FPAAS”) to Klamé:th and Kinabalu
stating that under 26 U.S.C. § 752 of the Internal Revenue Code (the “Code”), -
the partners should have treated the entire $66.7 mﬂlion ‘as a liability;
Alternatively, the IRS argued that the trar_lséctions were shams or lacked
economic substance and should be disregarded for tax purposes. The FPAAs also
made adjustments to operational expenses reported by‘ the Partnerships and
asserted accuracy-related penalties. Patterson and Nix paid the taxes owed -
based on the FPAAs, and then re-formed the partnerships in vorder to seek
readjustment in the district court. ﬂ |

The Paftnerships filed suit against the Government under 26 U.S.C. §
6226 for readjustment of partnership items. Thé ‘Partnerships moved for partiél
summary judgment, and the Govérnment cross‘-.moved for summary judgment
on‘the issue of whether the pvartners’ tax bases were prbperly calculated;
specifically, whether the loan premiums con_stituted liabilities und'er § 752 of the
Code. The district court granted the Pértnerships’v motionvand denied the
Government’s, holding that the loan premilims were not liabilities under § 752

and therefore the partnérs’ bases Were»pr‘ope’rly calculated under the Code.

calculated as:

Premium amount 25,000,000
Cash contributions © 1,500,000
Interest income 91,307

Advisory fee to Pollans & Cohen 250,000
Cash distributions from Klamath (359,635)

Klamath partnership loss (1,165,279)
Basis | 25,316,393

This meant that since Patterson was able to treat the loan premium as money he had put into
the partnership (i.e. not a liability that the partnership had to repay), he could claim a tax
basis of $365.94 in each Euro he received from Klamath. When he sold the Euros for much
less than this amount, large losses were created. Nix’s basis calculation was nearly identical.

5
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However, following a bench trial the district court held that the loan
transactions must nonetheless be d1sregarded for federal tax purposes because
they lacked economic substance. ‘The d1str1ct court also concluded that the
penalties asserted by the IRS did not apply and the Partnershlps operational
expenses were deductible. The Government moved the court to reconsi‘der and
vacate its summary judgment decision, arguing that the decision was mooted by
the bench trial judgment. The court denied this motion. Finally, the courtr
issued an order holding that it had jurisdiction to order a refund to the
Partneréhips, and that Patterson and Nix could deduct .the $250,000
management fee paid to their accountants. |

The Government appeals the district court’s partial .s'ummary judgment
in fevor of the Partnerships, arguing that the “loan premi_urns” constitute
liabilities under § 752. The Government also argues that the Partnerships are
liable for penalties, that operating expenses and:fees may not be dedi1cted, and-
that the district court lacked jurisdiction to order a refund to the Partnerships.
The‘Partnerships cross-appeal the district court’s bench trialjudgr_neht, arguing
that the loan transactions had economic snbstance.

I

We review the district court’s grant of snmmary judgment. de novo,
applying the same standard as the district court. Kornmqn & Assocs. v. United
States, 527 F.3d 443, 450 (5th Cir.>‘20‘08). On aopeal from 'a'bench trial, we
review findings of fact for clear error and legal issues de novo. " Houston
Exploration Co. v. Halltburton Energy Serus., Inc., 359 F.3d 777, 779 (5th Cir.
2004). Specifically, we have held that a district court’s characterization of a
transaction for tax purposes is a question of law subje(_:t to de novo review, but
the particular facts from which that characterization is made are.reviewed for

clear error. See Compaq Computer Corp. and Subsidiaries v. Comm’r, 277 F.3d
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778, 780 (5th Cir. 2001) (citing Frank Lyon Co. v. United States, 435 U.S. 561,
581 .16 (1978)). | | "
I

We first consider the Partnershipvs" crbss-appeal, namély whether the
district court erred in determining that the loan transaCtidné lacked economic
substance and must be disregarded for tax purposes. |

The economic substance doctrine allows courts to enforce the legislative
purpose of the Code by preventing taxpayers fro_m reaping tax benefits from
transactions lacking in economic reality. See Coltec Indus., Inc. v. United States, -
454 F.3d 1340, 1353-54 (Fed. Cir. 2006). As the Supreme Court has recognized,
taxpayers have therightto decrease or avoid taxes by legally permiésible means.
See Gregory v. Helvering, 293 U.S. 465, 469 (1935). However,“transactions] ]
which do not vary control or change the ﬂowk_ of eco'novmic benefits[ ] are to be
dismissed from consideration.” See Higgins v. Smith, 308 U.S. 473, 476 (1940).
In a more recent pronouncement, the Supreme Court-held that “[w]here . . . (
there is a genuine multiplé-party té‘ansactibn with economic substance which is
compelled or encouraged by business or regulatory realities, is imbued with
tax-independent considerations, and is not shaped solely by tax-avoidance
,fe_atures that have meaningless labels attached, the Government should honor
the allocation of rights and duties effectuated by the partiés.” Frank Lyon, 435
U.S. at 583-84. |

The law regarding whether a transaction should be disregarded és lacking
-.economic reality is somewhat unsettled in the Fifth Circuit, and a split exists
among other Circuits. The Fourth Circuit ap'pliés a rigid two-prong test, where »
a transaction will only be invalidated if it lacks economic.substance and the
taxpayer’s sole motive is tax avoidance. See Rice’s Toyota World, Inc. v. Comm’r,
752 F.2d 89, 91-92 (4th Cir. 1985). The majority view, however, is that a lack of

economic substance is sufficient to invalidate the transaction regardless of
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whether the taxpayer has motives other than téx avoidance. See, e.g., Coltec,
454 F.3d at 1355; United Parcel Serv. of Am., Inc. v. Comm’r,‘ 254 F.3d 1014,
1018 (11fh Cir. 2001); ACM Partnership v. C'omm’r,.157 F.3d 231, 247 (3d Cir.
1998); James v. Comm’r, 899 F.2d 905, 908-09 (10th Cir. 1990). We have
previously declined to explicitly adopt either approach. See Cbmpaq, 277 F.3d
at 781-82 (finding bthat the transaétion in Question had both economic substance
and a legitimate business purpose, so it wou,ld‘ be recognized for tax purposes.
under either the minority or majority approach). ‘

We conclude that the majority view more aécurately interprets the
Supreme Court’s prescript in Frank Lyon. The Court essentially set up a multi-
factor fest for when a transacyti'on must be honored as legitimate for tax
purposes, with factors including whether the transaction (1) haé eéoﬁomic
substance compelled by business or regulatory realitiés’, (2) 1s imbued with tax-
independent considerations, and (3) is not shaped to£ally by’ tax-évoidance
features. See Frank Lyon, 435 U.S. at 583-84. Irﬁbo’rtantiy, these factors are
phrased in the conjunctive, meaning that the absence of any one of them will
render the transaction void for tax purposes. Thus, if a transaction laéks
- economic substance compelled by bu_éiness or regulatory realities, the’.
transaction .rhust be disregarded even if the taxpayérs profess a genuine
business purpose without tax-a’véidan_ce motivations.

The following facts found by the di‘strict court are critical t_o.this issue:
Presidio and NatWest understood that the transactions would not lést beyond
Stage I, despite the purported seven-}"ear term';-mea-hing that thehigh risk
foreign currency transactions were never.intended to occur.. If the investoré
failed to withdraw voluntarily, NatWest could use economic pressure to force
them out because the credit agreements required the borrowers to maintain
collateral on depoéit at NatWest that exceeded the value of the maximum

obligations owed to the bank by some varying amount. At the‘time' the loans
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were issued, this amount was at least 101.25% of the total $66.7 million.
NatWest had the discr‘eti:on to determine Whet‘her\‘.chvé ratio was satisfied and
could accelerate the ratio to declare a default if the bank wished to -force an
investor to withdraw. This requirement also _meaht that none of the $66.7
million loan could ever be used for-investments;it had to st’a'y in the accounts
at NatWest. NatWest and Presidio understood that the bank would hold the |
money in relatively risk-free time deposits. Presidio’s management fee was
calculated as a percentage of the tax losses generated by the investment plan.
The district court determined, however, that Pa't‘terson and Nix pufsued the
transactions with a genuihe profit motive and_ were not solely driven by the
desire to avoid taxes.

Here, the evidence vsupports thé district court’s conclusion that the loan
transactionslacked economic substance. Num efous bank documents stated that
despite the purported seven-year term, thé loans would only be outstanding for
about 70 days. NatWest’s profit in the loan transactions was ca'lculated based
on a 72-day period. In the event that the investors wanted to remain with the
plan beyond 72 days, NatWest wouid force them out. The bank_noted in an
internal memo that it “had no legal or moral obliga’ti’oh to ‘vdeél [with the
investors] after Day 60.” Dur_ing that 60- to 70-day window the lqan funds couid
not be used to facilitate the investment strategy that Presidio designed. The
requirement of keeping at least 101.25% of the $66.7 million in the NatWest
account meant, as the Government’s expert testified, that the Partnershipscould
not make any investments without supplying their own funds in excess of the
loan amount.

The Partnerships contend that the loan fundé were critical to the high-risk
foreign currency transactions even if the funding amount could not be spent
because the money provided the necessary ' security for the high-risk

transactions. However, the structure of the plén shows that these high-risk
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transactions could not oct:u’r untili Stage III, which was nevei; iﬁteﬂded to be
reached. As the district court foﬁnd,’ NatWest wéuld force thé‘viﬁveétors-oﬁt long
before Stage III, so the 1oanvtransactions served no real pu‘rp‘bse‘beyond creating
a massive tax benefit for Nix and Patterson. | . |
| The Partnerships further argue that the loan transactions had a

reasonable possibility of profit, as evidenced by the fact that two small, low-risk
investments were actually made in foreign -currenciesv. o Hdwevér, these‘
investments were made using the $1.5 million that Patterson and Nix
contributed to the Partnerships, not the funding émouhts of the loans. Vafious
courts have heldthat when applying the ecvonombic substavnce‘.doctrin(.e, the proper
focus is on the particular transaction that giV’es rise to the téx benefit, not
_collateral transactions that do not produce tax benefits. See Coltec, 454 F.3d at
1356-57; Nicole Rose Corp. v. Comm’r, 320 F.3d 28 2, 284 (2d Cir. 2002). Here, _
the transactions that provided the tax benefits at issuev,were the loans from
NatWest. Therefore, the proper focus is on whether the lotln transactions
presented a reasonable possibilityrof profit, not whether the capital contributions
from Patterson and Nix could have produced a profit.. bThe loan transactions
could never have been proﬁtable-because‘the-funding amount could not actually
be used for investments, and the high-risk investments for which the funding
~amount might have provided security were never: 1ntended to occur.

The evidence clearly shows that Pre31d10 and NatWest designed the loan'
transactions and the investment strategy so that no reasonable possibility of
profit existevd and so that the funding amount would create méss_ive' tax bén'efits
but would never actually be at risk. Regardless of Patterson and Nix’s desire to
make money, they entered into transactions controlled by Presidio and NatWest
that were not structured or implémented to méke a profit. ~This‘ pérticular
situation highlights the logic of follow‘ing’the mat'jority approach to the economic

substance doctrine, because the minority approach would allow tax benefits to
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flow from transactio’ns‘totally lacking in e’conomié substance as long as the
taxpayers offered some-conceivabie ’p:rofit motive. -In cases such as the inétant
‘one, this approach would ess’entially rewa;‘dvva'“head in t_he‘gand” defense”whex:e
taxpayers can profess a profit motive but agreé to a schéme structured and
controlled by parties with the sole purpose of aéhieving téx Benefits vfor them.
We therefore agree with the district court théit; since the loan transactions lacked
economic substance, they must be disregarded for tax plirposes.
| v

Next we consider the Government’s appeal, namely whether the district
court properly granted the Partnerships’ motion for vpartialvsumma‘ry judgment,
declined to impo‘se various penalties ‘on the Partnvership-s, allowed the
Partnerships to deduct operational expenses and fees, and ordered a refund.

A .

The Government argues that the district court erred in gvrénting thevb
Partnership's motion for partial summary judgmeht, determining that the loan
premiums were not liabilities for purposes of § 752. The Government states in
its brief that they aré appealing this issue »“(as"é protective matter, -due to
possible collateral estoppel implications” in several lawsuits pending against‘
Presidio in California.

Despite this adverse summary judgment ruling, the Government
ultimately prevailed at trial on economic substance grounds and received the
reliefit requested when the loan transactions were disregarded for tax purposes.
As a general matter, a party who is not aggrieved by a judgfnent does ndt have
standing to appeal it. See Ward v. Santa Fe Indep. Sch. Dist., 393 F.3d 599, 603
(5th Cir. 2004). In some situations, adverse collateral estoppel implications may
show that a party is aggrieved by a particular ruling. See In re DES Litig., 7
F.3d 20, 23 (6th Cir. 1993). However, an interlocutdry ruliﬁg will- only have |

collateral estoppel effect in subsequent litigation if the ultimate judgment in the
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case was dependent upon the »ihterloéutory ruling. Id. (fiﬁding th‘at a prévailing
party had no standing to app‘eal adverse interlocutory rulings, regarding
jurisdiction and choice of law, because the ultimate Judgm entin the case wasnot
dependent on those rulings). Accordingly,:whe’re a p.a'rty who ultim ately prevails
in a case attempts to show théy have standing to appeal an earlier adverse
ruling by arguing that the earlier ruling could have collateral estoppel effect in
other pending cases, standing will only exist where the ultimate jﬁdgm ent in the
case was “dependent” on the earlier adverse ruling. Id.

Here, the district court’s summary judgment ruling has no collatera]h
estoppel effect. The judgment following the bench trial was entirely based on
the district court’s conclusion that the loan transactions lacked economic
substance and must be disregarded for tax purposes. ’This determination was
totally independent of the partial summafy judgment ruling that the loan
premiums were not liabilities under § 752. Though ‘the. Government further
argues that “[i]t could be concluded that [it] is aggrieved by the [summary]
judgment [ruling] to the extent it played a part in the District Court’s rejection
ofthe IRS’s imposition of penalties,” we conclude that the district cburt’s penalty
decision was likewise not dependent on the partial summary judgment
determination. Therefore, we hold that_the Government lacks standing to
appeal the distribt court’s partial summ'ary judgment ruling that neither § 752
nor Treas. Reg. § 1.752-6 operates to eliminate the claimed tax benefits arising
from the Partnerships’ participation in the loan transactions.

B
The Government also appeals the district court’s ruling that no penalties

may be imposed on the Partnerships.® The district court found that the

® In the FPAAs, the IRS asserted four penalties aga_ipst} the Partnerships, all based on
§ 6662 of the Code: (1) a 40% pénalty for gross valuation misstatement; (2) a 20% penalty for
substantial valuation misstatement; (3) a 20% penalty for substantial understatement of
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Partnerships’ actions did not meet the statutory requirements for imposition of
the penalties, and that even if they were ‘r_net, none of thersé penalties apply
because the Partnerships acted in good faith and 'with‘ reasonable cause..
Specifically, the Government argues that the district court erred in finding that
the Partnerships’ actions did not meet thé sta'ﬁutory requirements for the
imposition of penalties, and that the district courtllacked jurisdiction to consider
the reasonable cause and good faith d’efénses‘.‘ Since the iésue’ of whether the
Partnerships’ conduct met the requirements for the penalties is moot if the
district court had jurisdictibn to consider the 'rea‘sonable cause and good faith
defenses, we first consider the juﬁsdictional_i_ss_ue. -

This issue is vgoverned by the Tax Equity and Fiscal Responsibility Act of
1982 (“TEFRA”), 26 U.S.C. § § 6221-6233. Under TEFRA, “the tax treatmént of
any partnership item (and the applicability of,an’y pen_alty, addition to tax, or
additional amount which relates to an adjustment to a partnership item) shall
be determined at the partnership level.” 26 U.S.C. § 6221. TEFRA specifically
sets forth the scope of judicial review: '

A court with which a petition is filed in ‘accordance with this section
shall have jurisdiction to determine all partne_rship items of the
partnership for the partnership taxable year to which the notice of
final partnership administrative adjustment relates; the proper
allocation of such items among the partners, and the applicability
of any penalty, addition to tax, or additional amount which relates
to an adjustment to a partnership item.

26 U.S.C. § 6226(f) (emphasis added). This prbvision clearly grants the district
court jurisdiction to determine the applicability 6f any penalty relating to an
adjustment of a partnership item. The Code also makes clear that if a taxpayer

~acts in good faith and with reasonable cause in the calculation of his or her

income tax; and (4) a 20% penalty for negligence or dlsregard of rules and regulations. See 26 .
U.S.C. § 6662(a), (b)(1), (2), (3)
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taxes, penalties may not be applied: “[n]o penalty shallbe impqéed under séction.
6662 or 6663 with respect to any portion of an-lunderpaym-eht' if it is shown that
there was a reasonable cause for such portion and that the taxpayer éctéd in

good faith with reépect to such portion.” 26 U.S.C. § 6664(c)(1).

The Government argues that the district court lacked jurisdiction to -
consider the reasonable cause and good faith defense because the court’s
jurisdiction in a TEFRA proceeding is 1imited to assessment of partnership-level
items. Here, the Government claims, reasonable cause and good faith is a
partner-level defense that can only be asserted in separate refund proce.edings.
To support this argument, the -Government cites Temporéry Treaéury
Regulation § 301.6221-1T, which states that assessment o‘f-penaltie’s or any
addition to tax related to partnership items 1s determined at the partnership
level, and “[p]artner-level defenses to anyrpenailty, addition to tax, or additional
amount that relates to an adjustment to a ’partnershi.p item may not be .asserted
in the partnership-level proceediﬁg, but may be asserted through separate
" refund actions following assessment and payment.” Temp. Treas. Reg. §
301.6221-1T(c)-(d) (1999).* The regulation défines,‘partner-'level defenses as
“those that are personal to the partner or are depehdent upon the partner’s
separate return and cannot be determined at the partnership level . . .
[including]...whether the partner has vm et the criteria of . . . section 6664(c)(1)
(reasonable cause exception).” Temp. Treés. Reg. § 301.6221-1T(d).

The TEFRA structure enacted by Cobng’ress does not permit a pértner to
raise an individual defense during a partnership-level proceeding, but when

considering the determination of penalties at the partnership level the court may

“ This regulation was temporary for the taxable years at issue. See Temporary Proced.
& Admin. Regs., 64 Fed. Reg. 3838 (Jan. 26, 1999). However, it was made final and applicable
to partnership taxable years beginning on or after Oct. 4, 2001. See § 301.6221-1(f), Proced."
& Admin. Regs.
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consider the defenses of the partnership. See New Mil‘le'nn'i’um",E Trading, LLC v.
Comm’r, 131 T.C. No. 18, 2008 WL 5330940 at * 7 (2008). Though Temp. Treas.
Reg. § 301.6221-1T(d) lists the reasonable cause exceptionr as dan example of a
partner-level defense, it does not indicate that reasonable caﬁse and good faith
may never .be considered at the partnership level. }Several -c.;ourts have found
that a reasonable cause and good faith defense may be considered during
partnership-level proc'eedings if the defense is preseﬁted on' behalf of the
‘partnership. See Santa MonicavPictures v. Comm’r, 89‘T.C.M-.'}1157, 1229-30
(2005) (considering the reasonable cause and good faith defense asserted by the
partnership to determine whether accuracy-related penalties should apply); See
also S_tobie Creek In.vestments, LLC v. United States, 82 Fed. Cl. 636, 703-04,
717-21 (2008) (considering the reasonable cause défense at the partnership
level). Here, reasonable cause and good faith were asserted on behalf of
Klamath and Kinabalu, by the current managing partners. Accordingly, we hold
that the district court did not err in considering the defenses.

The plaintiff bears the burden of proof on a reasonable cause defense. See |
Montgomeryv. Comm’r,127 T.C. 43, 66 (2006). The most important factor is the
extent of the taxpayer’s effort to assess his proper liability in light of all the |
circumstances. Treas. Reg. § 1.6664-4(b). Reliance on the advice of a |
professional tax adviser does not necessarily demonstrate reasohable cause and
good faith; rather, the validity of this reli.a.nce turns on “the quality and
objectivity of the professional advice which they obtained.” Swayze v. United
States, 78.5 F.2d 715,719 (9th Cir. 1986). The district cdurt found that Patterson
and Nix sought legal advice from qualified accountants and tax attorneys
concerning the legal implications of their investments and the resulting tax
deductions. They hired attorneys to write a detailed tax opinion, providing‘the
attorneys with access to all relevant transactional documents. This tax opinion

concluded that the tax. treatment at issue complied with reasonable
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interpretations of the'tax laws. ‘At trial, the Partnerships’ tax e’_xpért concluded
‘that the opinion comp]ied with standards esﬁablis}.hed‘by 'Treg.isury Cir¢u1af_230,
which addresses conduct of practitioners who provide tax opinions; Ovéraﬁ, the
district court found that the Partnerships proved by a preponderance of the
evidence that they relied in good faith on the advice of qualified -accountants and
tax lawyers. |

The Government argues only that the district court lacked ju-risdictipn_to |
-consider the reasonable_cause and good faith defen__se; 1t ha-s_ not alleged error in
the substance of the district court’s finding that Patterson and Nix acted with
reasonable cause and in good f_'aif;h. Therefore, héving concluded that the district
court had juriédiction to consider thisxdefense, _wé affirm the district‘cour't’s‘.
conclusion that no penalties should apply.

, : .

The Government also appeal_s the district coﬁr't’s drder that the
Partnerships may deduct “operational éxpehses” associated with the loan and
foreign currency transactions. These operational expenses include interest on
the loans, a breakage fee,a management -fee',paid'.to Preéidio, and a $250,000 fee
paid to Pollans & Cohen.® The Government argues that the districf cdﬁrt erred
because no deduction may be taken for expenses related to a’sham‘ transaction.

The Code governs the deductibility of actual economic expenditures.
Although the district court did not specify the provision ’ under; which the
. operating expensesare deductible, the Partnerships argue that they are entitled ’
to the deductions under 26 U.S.C. §§ 163, 165(c)(2), and 212. = Section 163
governs the deductibility of interest expenses, stating'genefally that “[t]here
shall be ‘allowed as a deduction all intefest paid or accrued within the taxable

year on indebtedness.” 26 U.S.C. § 163(a). Under § 165, deductions are

° The Government concedes the deductibility of the trading'_losses suffered by the
Partnerships in the foreign currency transactions,
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permitted for “any loss sustained during the_; taxable year aﬁd not compensated
for by insurance or otherwise.” 26 U.S.C. § 165(a5._ Particularly., deductions for
losses of individuals are limited to “losses incurred in any trahsactioﬁ entered
into for profit....” 26 U.S.C. § 165(c)(2). Section 212 allows deductions for “all
the ordinary and necessary expenses paid or incurred during the taxable year
[ ] for the production or collection of income.” 26 U.S.C. § 212.

Generally, when a transaction is disregarded for lack of economic
substance, deductions for costs expended in’fu-rthéranc_e of the transactic;n are
prohibited. See Winn-Dixie Stores, Inc. v. Comm'r, 113 T.C. 254, 294 (1999)
(observing that “a transaction that lacks economic substance is not recognized
for Federal tax purposes” and thét “denial of~recognition fneans that such a
transaction cannot be the basis for a _d‘eductible expense”); see also Salley v.
Comm’r, 464 F.2d 479, 483 (5th Cir. 1972); Lermaf; v. Comm’f, 939 F'.2d'44, 45
(8d Cir. 1991); Kirchman v. Comm’r, 862 F.2d 1486, 1490 (11th Cir. 1989). This
makes sénse in light of the fact that the effect of disregarding a transaction for
lack of economic substance is that, fo’r taxation purposes, the transaction is
viewed to have never occurred at all.’ Courts have determined that they may
not disregard a transaction for some purposes but not for others. See ACM_
P’ship, 157 F.3d at 261 (observing that “we are not aware of ény cases applying
the economic substance doctrine selectively to’fecognize the consequences of a

taxpayer’s actions for _so‘rxie tax purposes but not others”). This also supports.the

® The Partnerships rely extensively on Fabreeka Prods. Co. v. Comm'r, 34 T.C. 290,
299.-300 (1960), vacated on other grounds by 294 F.2d 876 (1st Cir. 1961), for the proposition
that operational expenses incurred in connection with a sham transaction may be deducted
as long as they are “separable” from the underlying transaction. To the extent that this
proposition can be supported by the since-vacated opinion in Fabreeka, we conclude that the
Tax Court has subsequently failed to follow Fabreeka's approach to the deduction of
operational expenses, and has instead maintained that expenses incurred in connection with
a sham transaction are generally not deductible. See Winn-Dixie, 113 T.C. at 294 (finding that
administrative fees “were incurred in connection with, and were an integral part of, 4 sham
transaction and, as a result, were not deductible”). '
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idea that a transaction may not be disregarded under the ,econofnic substance -
doctrine for purposes of determining a partner’s tax basis in a partnership, yet
still support the deduction of 'o_perationalrexpenses and fees. However, courts .
have upheld deductions based on genuine debts, where the de'btsiaré elements
of a transaction that overall is lacking in economic substance. See Rice’s Toyota
World, Inc. v. Comm’r, 752 F.2d 89, 95-96 (4th Cii‘. 1985) (éllowing deductions
based on recourse. note debt that was an element of a sham purchase
transaction, because the notes represented actual indebtedness).

Here, the district court cbncluded that the intereét payfne_nts were
deductible because they were real economic losses. However, § 163 does not base
the deductibility of interest on whether or not. the interest paid was a real
economic loss. Rather, the test is simply whether the interest was paid or
accrued on indebtedness. See Salley, 464 F2d at 485 (disallowing interest
deductions under § 163 because the taxpayers did not take on actual
indebtedness: “[ijn no sense can it be said that féxpayers paid ény interest . ..

. as compensation for the use or forbearance of mbney ... which is the standard .
business test of indebtedness”) (internal quotations and citation omifte_d).
Further, “the fact that an enforceable debt exists .between_the borrower and
lender is not dispositive of whether interést arising from that debt is deductible
under section 163.” Winn-Dixie Stores, 113 T.C. at 279. The overall transaction
must have economic substance in order to show genuine indébtedness, otherwise
“every tax shelter . . . could qualify for an interest expense deduction as lorig as
there was a real creditor in the transaction that demaﬁded repayment.” Id.

In concluding that .the loan tran'sactior.lls in this case lacked economic
substance, the district court found that “[i]n truth, NatWest did not maké any
loans” and “[t]he loans . .. were not loans at all.” These findings preclﬁde the
conclusion that the Partnerships took on actual indebtedness. As we .found'

above, the loan transactions in this case lacke{dﬁ economic substance partly
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because they were structured such that the Pai‘tnerships could never e.ctually
spend the loaned funds—101.25% of the fuhding amount had to stay in the
accounts at NatWest to prevent a default Therefore desp1te the appearance of
a loan, functionally the Partnerships never took on any actual debt Since the
loans did not constitute indebtedness, the Partnerships may not deduct the
interest paid under § 163.7

Presumably, though not specified, the district court found the remainder
of the operating expenses and fees deductible under § 212 as necessary expenses
incurred. This provision requires a profit motive. See Agro Science, 934 F.2d at
576 (noting that an expenditure is deductible under §‘212 “only-. . .if the facts
and circumstances indicate that the taxpayer made them primarily in
furtherance ef a bona fide profit objective indepehdent of tax consequences”).
The Government argues that the profit motive must be determined based on
PreSidio’s subjective intentions because Presidio acted as'ma‘naging partner.
when the transactions occurred. The district court, however, dete}rminﬁed that
the proper focus is on the motives of Patterson and Nix. ’Having concluded that
Patterson and Nix entered into the tfansaetiens genuinely seeking to make a
profit, the district court allowed the deductions.

The profit motive of a partnership is determined at the partnership level.
Id.; Simon v. Comm’r, 830 F.2d 499, 507 (3d Cir. 1987). We have previously
observed thatthe “testimony of generel partners and promoterstaken as a whole
is relevant in determining a partnership’s profit motive, because these
individuals control a parthership’s activities.” Agro Science, 934’ F.2d at 576

(internal citations omitted). Here, the district court co’n\cluded that the partners

"The Partnerships may likewise not deduct interest under other provisions of the Code
as a business expense or an expense paid for the production of income. See Salley, 464 F.2d
at 483 (noting that if lack of economic substance prevents the deduction of interest under §
163, the interest is likewise not deductible under §§ 162(a) or 212). .
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had different motivations: Nix and Patterson at all times pursued- thé ,
investment strategy with a genuine profit mofive, wh_ile. Presidio’s primary
intent was to achieve a tax benefit. The crucial inquiry, then is which partner’s
intentions should be attributed to the Pa_rtnerShip. Under Agro Science, this
‘answer depends on which partner effectix?ely éo_ntrolled the partnership’s
activities. Id.; Simon, 830 F.2d at 5_07 (observing that “a determination of [a
partnership’s] profit objective can only be made with refe_rencé to the actions of
those ... who fnanage the partnership affairs”). |

During the time of the transactions in question, Presidio acted as the
managing partner but had less than 10% ownership of Klamath and Kinabalu.
Patterson and Nix each had 90% ownership. After refofming the Partnerships
to bring this lawsuit fhgy became managing partners. Though Patterson and
Nix were never ljmited partners, the LLC. agreements state that “the overall
management and control of the business and affairs of‘the'Company shall be
vested solely in the Manéging Member.” The district Court, hvowever, did not
analyze which partner retained control over the partnership. The district court
appears to have concluded, with little explanation, that Patterson and Nix’s
motives must be attributed to the Partnerships because they paid the expenses
at issue here and reported them on their individual tax returns.? However, for
purposes of determining the deductibility of expenses it is the motive of the -
Partnership that matters, regardless of whether certain operating expenses were
borne by one partner or another. None of.the argumenté articulated by the

Partnerships or the district court f)ersuade us thatthe motives of Pattersonand

® In its brief, the Government contends that it was the Partnerships that paid the
expenses, citing to Plaintiff's Exhibits 49, 50, 142, and 143. Since these exhibits have
apparently not made it into the record on appeal, and have not been able to be obtained from
the district court, we cannot verify the Government’s contention. Nonetheless, whether it was
an individual partner or the Partnership that paid the expenses is not dispositive of the issue
of who effectively controlled the Partnerships’ activities, and we conclude that the district
court erred in relying on this fact to allow the deductions. - :
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Nix, to whom the overall control and manégement of the Partﬁerships was.
expressly denied under the LLC agreements, should be attribufed to the
Partnerships. We therefore hold that the district court erred és a matfer of law
by failing to consider which partners effectively controlled the manage.ment of
the Partnerships’ affairs, at the time the{ transactions occurred, in determining
whethef the operating expenses and fees are deductible.

D

We turn now to the Government’s argument that the district court lacked
jurisdiction to order a refund.

The district court based its authority to order the refund on its jurisdiction
to order readjustment ofparthership items, sée,26 USC § 6226'(f), and the Code
provision stating that a partner should not /have' to file a claim for a refund
following this readjustment. See 26 U.S.C. § 6230(d)(5) (“any oyex}payment by
a partner which is attributable to a partnership item (or aﬁ affected item) and
. which may be refunded under this subchapter [26 USC §§ 6221 et seq.], to the
extent practicable credit or refund of such oVe’rpaymenAt shall be allowed or made
without any requirement that the partner file a claim therefor”). The district
court interpreted this provision to mean that it may order a refund following a.
readjustment of partnersh_i.p items under § 6226, since the refuna 1s permitted
without the taxpayers filing a claim. ‘ |

The Government argues, howeVer, that the Code imposes a strict
“exhaustion of administrative remedies” jurisdictional prérequisite with reépect
to tax refund actions, and that nothing in the C,odé grants fhe district court the -
authority to eliminafe this prerequisite by ordering a refuﬁd as part of
readjustment proceedings under § 6226. As the Government contends, §
6230(d)(5) only grants the IRS the authority to provide a refund attributable to

partnership items without requiring the party to file a claim first—it does not
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expand the district court’s specifically defined ’jurisdiction‘vvto include the
authority to order a refund. » |

We have not previously confronted this queétion, and the few cases
available reach mixed conclusions.. The Government cites an unpublished. o
opinion from the Ninth Circuit holdihg-thaf “g district court d’oés not have
jurisdiction to order a refund in an action brought pursuant to 26 U.S.C. § 62_26.”
See Gold Coast Hotel and Casino v. United States, 139 F.3d'904, 1998 WL 74991,-
at *2 (9th Cir. 1998) (unpublished). Another coﬁrt has ordered refunds in a § |
6226 action, though it did not explain its jurisdictional basis for doing so, and the
Second Circuit reversed on appeal such/that no refund was ultifﬁately awarded.
See TIFD III-E Inc. v. United States, 342 F Supb. 2d 94, 121-22 (D. Conn. 2004),
revd on other grounds, 459 F.3d 220 (2d Cir. 2006). T '

We conclude thaﬁ the C‘odé d_oes not grant th_e district jﬁ-risdiction to order
a refund in a readjustment action brought pursuant to § 6226. This provision
specifically sets forth the scope ofthe district court’s jurisdiction in readjustmeht -
proceedings. See § 6226(f). Though the provision specifies the -cfistfict court’s |
jurisdiction to determine partnership items, allocate thdse items to individual
partners, and apply penalties, taxes, or additional amounts, it does not grant.
jurisdiction to order a refund.»

Generally, no suit or proceeding may be maintained for the recovery of a
refund “until a claim for refund or credit has been duly filed with the Secretafy
....” See§ 7422(a). Section 7422(h) provid‘es"a special rule for i‘efund_ éctions
with respect to partnership items: “No ac.tion may be brought for a refund
attributable to partnership items . . . except as provided in section 6228(b) or
section 6230(c).” .The applicable provision here, § 6230(c), does not grant refund
authority to the district court; rather, it seté forth the grouhds on which a
partner of a TEFRA p_artnership may file an admiﬁistrétive refund claim

following a final partnership administrative adjustment. Specifically, a partner '
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may file a claim for refund on the grounds that (1) the Secretary failed to dallow
a credit or to make a refund to the p‘artner in the amount of fhé,ove’rpayment
attributable to the application to the partner of & settlemenf,- a final partnership
administrative adjustment, or the decision of a coﬁrt in an actioﬁ brought under
§ 6226, or (2) the Secretabry erroneously imposed any penalty, addition to tax, or
additional amount which relates to an adjustment to a partnership item. See
§ 6230(c)(1)(B)-(C).

We agree with the Government that the provision upon which the distfict
court based its jurisdiction, § 6230(d)(5), merely contemplates that “to the exfent
practicable” the IRS may‘ grant a refund for an ovérpayment att_ri.butable to
partnership items without any requirement that the | partner file an
administrative claim. N’othing..in § 6230(d)(5) aulthofizes thei district court to
~ grantarefund pursuant to readjustment proceed/irigs under § 6226, and it would
be unréasonable to conclude that this 'provisiOn'—\‘avhich‘is‘ not referenced in
§ 6226() énd 11s placed unde'r‘ the heading “Additional adm"inistrat‘ive'
proceedings”—alters the clearly defined limits of a‘distrvict court’s jurisdiction in
readjustment proceedings. | | |

We accordingly hold that the district court was without_jurisdiction’to-
order a refund. The Partneré‘hips inay seek a refund through administrative
proceedings, as governed by § 7422, |

_ v

For the foregoing reasons, we AFFIRM the districf court’s jﬁdgment that
theloantransactions la;cked economic substance and must be disregarded for tax
purposes. We also AFFIRM the district court’s judgm ent that no penalties
apply. We VACATE the district court’s order allowing the deduction of interest
and operating expenses and REMAND for reconsideratibn in accordance with

this opinion. We also VACATE the district court’s order directing the IRS to
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grant the Partnerships a refund.

24




Case: 07-40861 Document: 0051871273 Pagé: 43 Date Filed: 06/29/2009

'CERTIFICATE OF SERVICE
It is hereby certified that the foregoing petition for panel |
rehearing was sent to the Clerk on this 26th day of June, 2009, via
FedEx (next business-day delivery), and that service of the petition has
been made on counsel for the appellees-cross-appellants on this 26th -
day of June, 2009, by sending a copy; via FedEx (next business-day
delivery), to eabh of the following:
 Kent L. Jones, Esquire
Sutherland Asbill & Brennan LLP
1275 Pennsylvania Ave., N.W.
‘Washington, D.C. 20004
Thomas A. Cullinan, Esquire
Sutherland Asbill & Brennan LLP
999 Peachtree Street, N.E.

Suite 2300
Atlanta, GA 30309

)

ARTHUR T. CATTERALL
Attorney for Appellant-Cross-Appellee



