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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

AD GLOBAL FX FUND, LLC, AD
EQUITY INVESTMENT FUNDLLC,
and AD GLOBAL 2001 FUND LLC,

Plaintiffs,
Before: RicharK. Eaton, Judge
V.
Consol. 05 Civ. 00223 (RKE)
UNITED STATES,

Defendant

OPINION and ORDER

This is a consolidated action brought by thielated limited liability companie®\D
Global FX Fund, LLC (“AD FX"), AD Equity Investment Fund LLC (“AD Equity’and AD
Global 2001 Fund LLC (*AD 2001”), formed by Alpha Consultants Inc. (“Alpha”) and The
Diversified Group Inc. (“Diversified”) (the source of the “AD” in the name aétefund)
(collectively, “plaintiffs”), challenging the Internal Revenue Service’s (“IRB*defendanty
Noticeof Final Partnership Administrative Adjustments (“FPAA”) issued to e&aihtgf. In
each company’s respae FPAA, the IRS determined that the entities were formed as tax
shelters intended to create artificial tax losses to offsenhtii@dual funds corporatepartners’
unrelated taxable gains and, thus, the entities were to be disregarded ashaxsuiposes.

These consolidateactions wereommenced by plaintiffs pursuant to 26 U.S.C. § 6226(a)

Judge Richard K. Eaton, of the United States Court of International Trade, sitting
by designation.
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(2000), which allows a partnership to seek a readjustment of determinations m&dBAA.a
Plaintiffs have moved for partial summary judgment. For the reasons stated belowgtion is

granted in part.

BACKGROUND?

This case involves thalegedorganization of limited liability companies as tax shalter
in order to produce large, artificial tax losses for the companies’ corgamters’ In each
casethe individual partners took the following steps to create a putative loss for tax purpose
First, the partner simultaneously purchased from and sold to Lehman BrotimareeZcial
Corporation(“"Lehman”) pairedoptions on foreign currency, giving the partner the right to
purchaser “call” the currency (the “long option'’gnd the obligation to sell or “put” the
currency (the “short option”) at some point in the future for a pre-determinedipii¢. S.
Dollars. Pls.’ Local Rule 56.1 Statement {1 3, 19, 32 (ECF Dkt.99(“Pls.” 56.1). In each
case, the strike priédor both the long and short options was nearly identical, such that the
partner would neither gain nor lose any appreciable amount upon the egeo€itia pair of
options. SeePIs.” 56.1113, 19, 32. In all cases, the purchase price of the long option was

higher than th@urchase pricef the short option. Pls.” 56113, 19, 32. As a result, the only

! The court has taken the facts described below from the parties’ Rule 56.1

statements. Whem@nly one party’s Rule 56.1 statement is cited, the opposing party does not
dispute that fact, or the opposing has offered no admissible evidence to controverhargtat
which is otherwise supported by evidence on the record. Where no Rule 56.1 dtdtatien
directly with a fact, a citation to an uncontroverted portion of the record is provided.

2 Limited liability companies are treated as partnerships for tax purp8se26
C.F.R. 8 301.7702{c)1) (1999).

3 A “strike price” is the “price for which a security will be bought or sold uraaher
option contract if the option is exercised.LABK’SLAW DICTIONARY 1227 (8th ed. 2004).



amountactuallypaid byeach partner to Lehmawmasequal to the difference in the purchase price
of the options. Pls.’ 56.993, 19, 32.

For example, Moxon Corp. (“Moxon”), a partner in AD FX, simultaneously purchased a
long option orthe Canadian Dollar for $40 milliod)SD, and sold a short option on the
Canadian Dollar to Lehman for $39.8 milliatgD. Pls.’ 56.13. “The net result was that
Moxon paid Lehman $200,000PIs.’ 56.11 3.

Second, each partner contributed the option pairs in exchange for partnership imerests i
their respectivéimited liability companies.PIs.” 56.1114, 20, 33. Th@ercentageterest
received by the contributing partner was determimethe partnership based on the value of the
long options, without consideration of the partner’s obligation under the short option. Pls.’ 56.1
114, 20, 33.Presumably, this was because thtie of the short option was sufficiently
speculative that it might be ignored when computing bastsordingly, each partnes’capital
account reflected an initial contribution of property valued at the gross purciasefgghe long
option, without netting the offsetting liability incurred under the paired short optibus &ach
partner’s capital account valudtetcontributed long option at an amount far in excess of the
amount actually expended to acquire that option. For example, Moxon’s capital account in AD
FX reflected an initial contribution of approximately $40 million, the purchase pfitte long
option. This was notwithstanding that Moxon only paid approximately $200,000 to acquire the
option because of the contemporaneous sale of the short option to Lehman for approximately
$39.8 million. Pls.’ 56.513, 4.

Third, the partnership liquidatats asets and each partner withdrew from the
partnership. Pls.” 56.9119, 23, 36. Upon withdrawal, each partner received the valite of

share of the partnership’s assets, which was a relatively small amouotakygpéren compared



to the value of the parer’s initial @ntribution, as reflected in the partnershigegpital account.
SeePls.’ 56.1119, 12, 23, 25, 36, 39.

Finally, on its federal income tax return, egahintiff partnership took the position that it
had received the options from its partners as contributions to a partnership witheeathagrof
26 U.S.C. § 721, with carryover basidetermined under 26 U.S.C. § 7Hs.’ 56.19Y 10, 24,
37. In each case, the partnershipimed that each partneitstial contributionwas equal to the
value of the long option, without considering the partnership’s assumption of the partner’s
offsetting liability under the short optidnPls.’56.19110, 24, 37. Likewise, upon withdraly
eachpartner claimed an outside basis in its partnership interest equal to thprgress the
long option, without a setoff for the partnership’s assumption of the obligations under the short
option. PIs.’56.11112, 25, 39.

For example, upon withdrawal, Moxoeceivedapproximately $60,008s the value of
its investment irAD FX. When subtracted from the $40 million value of the long option
contributed as its initial capital investment in AD FX, ttesulted in a claimed tax loss in excess
of $39 million. Pls.’56.1 1 12. In other words, Moxon’s claimed basis in its partnership interest
was approximately $40 million, and its claimed partnership interest upon withdvasa
approximately $60,000. Man then claimed a tax loss equal to the difference in its alleged
basis ($40 million) and its alleged share of assets on liquidation ($60,000). Pls.’ 56.1 § 12.

For each partnership, thRSissued an FPAA challenging these reported losdeis.’

56.11113, 26, 40. According to the government, these transactions were merely “son of the

4 A partner’s contribution to the partnership is generally equal to the viahug/o

property contributed to the partnership by the partnertthesgalue ofiny liabilities of the
partner assumed by the partnersijee26 U.S.C. 88 752(ajb).

5 An individual FPAA was issued for each of the putative partnerships, and the

respective FPAAs make substantially similar adjustments for virtually idergasons. The



BOSS* tax shelters orchestrated to create losses to offset taxable Yaited States of
America’s Memof Law in Oppn to PIs.” Mot. For Partial Summ. J.(ECFDkt. No. 38)
(“Def.’s Br.”). The IRS determined that these partnerships were mere shams intended to create
tax losses, as the transactions at issue had no economic substance. Accordifly, the
determined that the partnership form and the claimeddosselting from the foregoing
transactiorwould be disregarded in determining the tax liability of the partners.

The FPAA issued forAD 2001 (“AD 2001 FPAA”), which was virtually identicaln
substancéo the FPAAs for AD FX and AD Equitynade the fobbwing findings:

1. Itis determined that neither AD Global 2001 LLC Fund nor its purported partners
have established the existence of AD Global 2001 Fund LLC as a partnership as a
matter of fact.

2. Even if AD Global 2001 Fund LLC existed as a partnershipptinported partnership
was formed and availed of solely for purposes of tax avoidance by atificial
overstating basis in the partnership interest of its purported partners. Tla¢idorm
of AD Global 2001 Fund LLC, the acquisition of any interest in the purported
partnership by the purported partner, the purchase of offsetting options, thertodnsf
offsetting options to a partnership in return for a partnership interd&[gurchase of
assets by the partnership, and the distribution of those assets to the purported partners
in complete liquidation of the partnership interests, and the subsequent sale of those
assets to generate a loss, all within a period of less than 5 months, had no business
purpose other than tax avoidance, lacked economic substance, and, in fact and
substance, constitutes an economic sham for federal income tax purposes.

FPAA for AD 2001 for the tax year ending December 31, 2001 was issued on April 11, 2005.
The FPAA for AD FX for the 1999 tax year was issued on October 15, 2004. On December 14,
2004, the IRS issued a FPAA for AD Equity for the 2000 tax year.

6 “A Son-of-BOSS transaction is a type of tax shelter that creates artificial tax
losses. Th name refers to the [idethlat the tax shelter ‘is a variation of a slightly older alleged
tax shelter known as BOSS, an acronym for ‘bond and options sales stra@igpdéld
Foundation, Inc. v. Comm'i736 F.3d 172, 181 n.5 (2d Cir. 2013) (quotifigfeld Holdings v.
Comm’r, 128 T.C. 192, 194 (2007)). SonBBSS shelters function by “the transfer of assets
encumbered by significant liabilities to a partnership, with the goal of incgelaasis in that
partnership.”Kligfeld, 128 T.C. at 194Because the exact value of the liabilities may not be
fixed when the assets are transferred to the partnership “[t]his may |etrtherphip treat the
liabilities as uncertain, which may let the partnership ignore them in computing dasisn
that siuation, “the partners will have a basis in the partnership so great as to providgder lar
but not out-of-pocket—Ilosses on their individual tax returnd.”



Accordingly, the partnership and the transaction described above shall be distegarde
in full and any purported losses resulting from these transactions akomable as
deductions for federal income tax purposes.

3. ltis determined that AD Global 2001 Fund LLC was a sham, lacked economic
substance and, under § 1.701-2 of the Income Tax Regulations, was formed and
availed of in connection with a transaction or transactions . . . a principal purpose of
which was to reduce substantially the present value of its partners’ aggiedzial
tax liability in a manner that is inconsistent with the intent of Subchapter K of th
Internal Revenue Code [governing partnerships]. . . .

4. Itis determined that the obligations under the short positions (written call options)
transferred to AD Global 2001 Fund LLC constitute liabilities for purposes of
Treasury Regulation 81.752-6T, the assumption of which by AD Global 2001 Fund
LLC shall reduce the purportgértnersbases in AD Global 2001 Fund LLC in the
amounts of $14,900,000 for JSB Montanalfhand Subsidiaries, but not below the
fair market value of the purported partnership interest.

5. Itis determined that neither AGlobal 2001 Fund LLC nor its purported partners
entered into the option(s) or purchased the foreign currency or stock with a profit
motive for purposes of § 165(c).

6. Itis determined that, even if the foreign currency option(s) are treateal/eng) been
contributed to AD Global 2001 Fund LLC, the amount treated as contributed by the
partners under section 722 of the Internal Revenue Code is reduced by the amounts
received by the contributing partners from the contemporaneous sales of the call
option(s) tothe same countgrarty. Thus, the basis of the contributed options is
reduced, both in the hands of the contributing partners and AD Global 2001 Fund
LLC. Consequently, any corresponding claimed increases in the outside basis in AD
Global 2001 Fund LLC resulting from the contributions of the foreign currency
option(s) are disallowed.

DISCUSSION
Plaintiffs have moved for partial summary judgnfes the following grounds: (1) the

FPAAs improperly address “non-partnership itenatithe court lacksighject matter

! JSB Montana Inavas a partner in Alslobal 2001Fund LLC
8 Plaintiffs acknowledge that even if they are granted summary judgmehtadn a
the groundsn their motion, triable issues will remain concerning whether the transactions at
issue can be considered for tax purposes.



jurisdictionto consider those determinations; (2) each plaintiff was a partnership farrf@oses
as a matter of law; (3) 26.8.C. § 165(c)(2), which only allows the deduction of losses from
transactions that are entered into for profit, does not apply to partneastapmatter of layand
(4) the &ort options are not “liabilities” for tax purposas a matter of law

A. Whether Each of the Plaintiff Partnerships Was a Partnership for Tax Purpases a

Matter of Law

The FPAAs determinethat the plaintiff partnerships should be disregarded because they
were “formed and availed of solely for purposes of tax avoidance,” and becaus®thetion
... had no business purpose other than tax avoidance, lacked economic substancecand, in f
and substance, constitute[d] an economic sham for federal income tax purposes.” AD 2001
FPAA. Plaintiffs argue, however, that they are partnerships for tax purposesadter of law
because they met the formal requirements of a partnership uedaxtbode. “Brtnership” is
definedby the Tax Code as afiynincorporated organization through or by means of which any
business, financial operation, or venture is carried on, and which is not, within the meaning of
this title, a corporation or a trust or estate.” 26 U.S.C. § 761(a). Limited latolihpanies,
like plaintiffs, with more than one member are classified as partnershifas<fpurposes. 26
C.F.R. § 301.7702{c)(i) (1999).

Plaintiff insists that the standard for determining wheémeentity constitutes a
partnership for tax purposes is the “totality-of-ttiesumstancestestset forth by the Supreme
Court inCommissioner \Culbertson In Culbertson the Court found that a partnership exists
when,

considering all the factsthe ggreement, the conduct of the parties in the execution

of its provisions, their statements, the testimonyadfisinterested person, the

relationship of the parties, their respective abilities and capital contributiens,
actual control of income and the purposes for whicthused, and any other facts



throwing light on their true intertthe partiesn good faith and acting with a
business purposatended to join together in the present conduct oéttierprise.

Comnr v. Culbertson 337 U.S. 733, 742 (1949mphasis addedPlaintiffs argue that this test
is “easily met in this case,” assertitigat their principal purpodeeingto evade taxes is
irrelevant. In other words, plaintiffs claim that because they were partnerships in faynarte
parierships for tax purposes as a matter of law, notwithstanding their tax evasiegsmot
because “a purpose to reduce taxes has not, to date, been considered relevamimingeter
whether a partnership is bona fide.Pls.”Mem. of Law in Supp. of Pls.” Mot.dr Partial Summ.
J.13 (ECF Dkt. No. 32fcitation omitted)“Pls.’ Br.”).

Plaintiffs’ argument cannot be accepted. Cotiltsok to theobjective economic
realities of a transaction rather than to the particular form the phavesemployed:’ Altria
Grp. Inc. v. United State$58 F.3d 276, 284 (2d Cir. 2011) (quotkgnk Lyon Co. v. United
States435 U.S. 561, 573 (1978)). “To permit the true nature of a transaction to be disguised by
mere formalisms, which exist solely to alter tax liabilities, would seriously impaefteetive
administration of the tax policies of Congre’sdd. (quotingComm’r v. Ct Holding Co, 324

U.S. 331, 334 (1945)). Under various form over substance principles, including the sham entity

o Plaintiff also suggests that the IRS erred in relying mrasury Regulation §
1.701-2 as authority for disregarding the parships because they were formed merely for tax
avoidance purposes. For plaintiff, to the extent that this regulation permig3ie disregard a
partnership that meets the formal requirements of the subchapter K of thallRevenue
Code, the regulation is invalid undehevron, U.S.A. v. NaturaldRources Defense Counelb7
U.S. 837 (1984). The court finds it unnecessary to conaidether deference is owed to the
interpretation found ifreasury RegulatioB 1.7012 at this time, as defendant has advanced
other theories under which the plaintiff entities could be disregarded if theycveated for tax
avoidance purposes, such as economic substance, step transaction, sham entitytaacd subs
over form. Were defendant to prevail on any of these theories, there would be no need to address
the validity of the regulationSee Jade Trading, LLC v. United Sta&® Fed. Cl. 558, 562
(2004) (finding plaintiff's challengéo the validity of Treasury Regulatidhl1.701-2 unripe for
summary judgment).



and step transaon doctrines, courts routinely refuse to recognize a partnership or other
organization for tax purposes “if it is fictitious or if it has no business purpose . . . othéheha
creation of tax deductions.Ferguson v. Comm;129 F.3d 98, 101 (2d Cir. 1994) (citation and
internal quotation marks omittedYhus, where the validity of a partnership for tax purposes is
called into question, in addition to meeting the formal requirensatt®rth inCulbertson the
partnership must also pass muster undansentity and related doctrines.

In determining whether a putative partnership constitutes a sham entity, $sie “ba
inquiry [is] . . . whether, all facts considered, the parties intended to join togettaetras to
conduct business activity for a purpose other than tax avoidak®84,'Investerings, P’ship v.
Comm’r, 201 F.3d 505, 513 (D.C. Cir. 2000), dhthe absence of a nontax business purpose is
fatal’ to the validity ofa partnership,Andantech LLC v. Comm’'831 F.3d 972, 978 (D.C. Cir.
2003) (quotindASA Investering201 F.3d at 512—-)3Indeed, inCulbertsonitself, the Supreme
Court observed that not all partnerships meeting the formal requirements aeegbaps for tax
purposes. The mutual, “good faith” intention of the partners “to conduct a bussass”
essential element of partnership status for income tax purposesQuidertson Culbertson
337 U.Sat744-45. Because there are genuine factual disputes concerning whether the plaintiff
ertities were shams created for the primary purpose of tax evasion, the court gahrmt this
record, that these entities were bona fide partnerships for tax purposes te& afrteat. Thus,
plaintiff's motion is denied.

B. Whether the FPAAs Improperkddress MattersVhich Are Not Partnership
ltems

Plaintiffs argue thabecauséwo items are not “partnership items,” those items were

improperly adjusted in the FPAAs atitat the court lacks jurisdiction to review the adjustments.



First, plaintiffs contend thagach partner'sutsidebass!? in its partnership interess nota
partnership item. Second, plaintiffs contend that whether the value of the long optiodsbehoul
diminished by the value of the offsettisgort options, i.e., whether the options should be netted,

IS not a partnership item.

1. Legal Framework

Pursuant to the Tax Equity and Fiscal Responsibility Act of 1982 (“TEFRA”), 26 U.S.C
88 6221et seq, although partners individually pay taxes, the tax treatment of “any pduimers
item” is determined at the partnership level. 26 U.S.C. 8§ 6221. TEFRA was enacted to
“establish a single unified procedure for determining the tax treatment oftakship items at
the partnership level, rather than separately at the partner lgwed,avoiding the inconsistent
treatment that was prevalent when BR& was required to audit each partner individually.
Callawayv. Comm’r 231 F.3d 106, 108 (2d Cir. 200@)tation omitted) “Individual taxpayers
still pay the relevantixes, but the determination as to the amount of tax attributable to
partnership items [are now] made at the partnership lew#hdison Recycling Assocs. v.
Comm’r, 295 F.3d 280, 281 n.1 (2d Cir. 20@Ritation omitted)

Under TEFRA, the partnership,ualy through its tax matters partnéles its tax
positions with thdRS. If the IRS disagrees with the partnership’s positions, it issues a FPAA
making the adjustments it deems appropriate. The partnership may chatlgmgteaminations
in the FPAA by commencing an action in the U.S. Tax Court, the Court of FederasCtalia

U.S. District Court. 26 U.S.C. 8§ 6226. The determination in that proceeding is binding on all

10 “An ‘outside basis’ is the value assigned to a partner’s investment in his or her
partnership interest.Petaluma FX Partners, LLC v. Comm%91 F.3d 649, 654 (D.Cir.
2010).

10



partners.See Callaway231 F.3d at 109. Pursuant to the stat{its, court with which a petition
is filed . . . shall have jurisdiction to determine all partnership items of the gsdiméor the
partnership taxable year to which the [FPAA] relates, the proper allocdtsurech items among
the partners, and the applicability of any penalty, addition to tax, or additional awluaht
relates to an adjustment to a partnership item.” 26 U.S.C. § 6226(f). Under the statute, the
court’s jurisdiction only extends to “partnership items” addressed in a FB&APetaluma591
F.3d at 654-55.

“A partnership item is an item that is (1) required to be taken into account under any
provision of subtitle Agoverning income taxes, and (2) identified by the Secretary in the
regulations as ‘more appropriately determined at the@astiip level.”” Tigers Eye Trading
LLC v. Comm’r 138 T.C. 67, 98 (2012) (quoting 26 U.S.C. 6231(a)(Bartnership items
include, among other things, “the partnership aggregate and each partner’s sharewfs. of. i
income, gain, loss, deduction, or credit of the partnership.” 26 C.F.R. § 301.85IDvi).
Other items, affected by partnership level determinations, but properlyedaatdhe partner
level, are merely “affected items,” which are not properly determined in a FBB8¢26 U.S.C.

8 6231(a)(5)“The term *affected item’ mearmsy item to the extent such itemaiected by a

partnership itent).

2. TheFPAAsImproperlyAdjusted the Partner®utside Bases
Plaintiffs argue that, under TEFRA, an FPAA cannot priypadjust apartner’s outside
basis becauseutside basis is not a partnership item. Pls.” Br.8fendant concedes that the
partners’ outsidbase are not partnership items and that the FP&®Serroneous to the extent
that they purport to” directly adjust the partners’ outside bases. Def.’s Brhiglview was

recently affirmed by th&nited States Supreme Court’s decisiotmted States v. Woods

11



which places the conclusion thhe plaintiffs outside bases could not be conclusively
determined in the FPAAs beyond douhinited States v. Wood$34 S. Ct. 557 (2013). In
Woodsthe Court reviewed a case decided on strikingly similar factad observed that “[t]o
be sure, the District Court could not make a formal adjustment of any partneite da#sis in
this partnershipevel proceeding.”ld. at565. Nonethelessthe FPAA “was not required to shut
its eyes to the legal impossibility of any partner’s possessing an outsisigteager than zero in
apartnership that, for tax purposes, did not exisd.” In other words, although “each partner’s
outside basis still muste adjusted at the partner level . . . provisional consideration” of the
consequences of partnership level adjustments on the partners’ outside bases waspet.im
Id. Thus the Department was entitled to “provisionally consider” each partnesgleuiasis as
necessary to make partnership level determinations, but could not formally adjugpiagtner’s
outside basis in the PAs. Accordingly, plaintiffs’ motion forpartialsummary judgmentnits
assertiorthat “the FPAAs cannadjustthe outside basis of Plainsffpartners in the

partnership’is granted.PIs.” Br. 17.

3. The Netting of the Purchased and Sold OptionsRarénership Item
The FPAAs contain findings that the “the amount treated as contributed by tierpar.
. is reduced by the amounts received by the contributing partners from the coatezopsr
sales of the [short] option(s) to the same coup#ety. Thus, the basis of the contributed

option(s) is reduced, both in the hands of the contributing partners and [the partrie/sDip]

1 In Woodswherethe plaintiffs engaged in a functionaltientical tax avoidance

procedure to the one employed here, the IRS found the partndfrstipsintiffsemployed to

be sham partnerships, and, for the purpose of deciding whether or not plaintiffs would tie subje
to a“penalty for gross valuation misstatements,” provisionally concludedttatthe partners’
outside bases in the partnerships nimgszero.Woods 134 S. Ct. at 562.

12



2001 FPAA. In other words, the FPAAs found that the value of the long options to the
partnership was reduced by the obligations assumed under the short options.

Plaintiff claims thisnetting of the options is not a partnership item because “whether the
options should be netted the partner levehas no possible effect on the items of income, gain,
loss, deduction, or credit of the partnershipBIS.’ Br. 11. Plaintiffs’ insist, therefore, that the
“only possible impact [of netting the options] is on the partners’ outside bases in the
partnerships, which, for the reasons discussed above, is not a partnership itengf. P1s.In
other words, plaintiffs argue that because the netting only affectpartmership item§.e.,
calculating gain or loss on the individual partners’ returns), and the FPAAmbaadjust
partnership itemghe FPAAs were not permitted net thevalue of the options. This matters
because, if the FPAAs were not permitted to do so, they would lack evidence that the
partnerships are shams.

The government counters that

[w]hile a determination that the value of the option spreads is progadylated as the

net of the premium paid for the long option and the premium received from the same

counterparty for the short option would result in a reduction in the partners’ outside basis

in a partnedlevel proceeding, this netting determination is also relevant to a partnership
item and therefore properly resolved at the partnership level. Specifiuedigyse each

of the option pairs was contributed to a partnership, this Court must determinerwhethe

netting of the premiums paid for the long and received for the short option is appropriate

in order to determine, among other thing, each partnership’s inside basis in the
contributed assets.
Def.’s Br. 16. In other words, the defendangues thatetting is required to compute the value
of each partnership’s own inside basis in the options. Inside basis is “the glaptsdrasis in
its own assets.'Woods 134 S. Ct. at 56(citation omitted) Thus, according the defendant,

netting is a partnengp item because it is required to calculate the value of the contributed assets

to the partnership itself.

13



The court finds that the netting of the optiamsofar as necessary to calculate the
partnership’s inside basis a“partnership item.”First,the FPAAs make it clear that the netting
of the option premiums is necessary to determine the “basis of the contributed optiomngs)
the hands ofeachof the partnerships. AD 2001 FPAA. The value of the options to the
partnership determines the partnership’s basis therein, and “[tlhe partnerskip’mba
contributed property is a partnership itenMurfam Farms LLC v. United State®94 Fed. ClI.
235, 241 (2010).

Secondthe characterization of the short option received by the partnersgsmis
“partnership item” pursuant to 26 C.F.R. § 301.6231(a}(8)¢2), which defines[t]he character
of the amount received from a partner” and “[t]he basis to the partnership of caatnivaperty
(including necessary preliminary determinations, such as the partnersnbf®scontributed
property)” as‘partnership item$ 26 C.F.R. 8§ 301.6231(a)(3)<)(2).

Finally, each of these determinatiaeselevantto the factual issue of whether these
partnershipsacked economic substance and wérerefore sham entities, which is, itself, a
partnership itemWoods 134 S. Ct. at 563 (“[A] determination that a partnership lacks
economic substance is an adjustment to a partnership)it€ataluma 531 F.3d at 653[(T]he
determination that a parship is a sham and lacks economic substance is a partnership item
because it is a legal determination that underlies the amount and charaateoizather
partnership items.(citations omitted)

As noted above, the FPAAs could not adjust the outside bases of the individual partners.
To the extent that the FPAAs claimed to do so using netting, they exceeded timityaut
However, the Department was permittedlétermine the inside basis of contributed property

and to observe, provisionally, that the calculation of the partnership’s inside bagiption

14



pairs would be an identical calculation to that subsequently undertaken at the ingiaidoet
level to determine that partner’s outside basis in the parthexsbgis Accordingly, plantiff's

motion for summary judgment on this issue is denied.

C. Whether he Short Options #& Liabilities for Tax Purposes

Next, plaintiffs contend that the determinations in the FPAASs to characteeizhort
options as liabilities are incorrect as a t@abf law becausainder the rule stated Hhelmer v.
Comm’r, 34 T.C.M. (CCH) 727 (1975), contingent liabilities are not liabilities for purposes of
calculating the basis of partnership property, and the liabilities created tinedshort options
were contingent. In the FPAAS, the IRS relied upoeasury Regulatiof 1.752-6T, which
supersede#ielmerby requiringthat contingent liabilitiessuch as variable payout required
under the short optionbg treated alabilities for purposes of computing basis. Plaintiff argues
that this regulation, whictvaspromulgatedafter the transdions at issue in this case@mot
lawfully be applied to plaintiffs retroactively\see26 U.S.C. § 7805.

Defendanton the other hand, argues that the court need not addeessrdactivity of
TreasuryRegulation § 1.752-6t this juncturebecaus whether the short options should be
treated as a liability for tax purposes presumes thail#netiff entities were bona fide
partnershipsFor defendant, since there will be a trial in this case to determine whether the
partnerships were sham entitihat should be disregarded entirely for tax purposes, deciding
whether the regulation can lawfully be applied retroactively at this stagklwe premature.
The court agrees.

The plaintiff concedes that issues of fact remain as to whethpattreerships should be
disregarded under the sham entity doctrine or similar legal theories. Mgazeurt to findhat

the partnerships were to be disregardedwnihgrounds, deciding whether to treat the short

15



options as liabilities unddrreasury Reglation8 1.7526T would be unnecessaree Stobie
Creek Invs. LLC v. United Staté&98 F.3d 1366, 1374 n.4 (Fed. Cir. 2010). Accordingly, the
court finds that this issue is not ripe for summary adjudication and plaimtiéfson with respect

to thisissue is denied

D. Whether Reliance on Section 165(c)(2) in the FPAAs Was Invalid

Finally, plaintiff argues that the determination in the FPAAs that plaintiffs did no
“entef] into to the option(s) positions or purchase the foreign currency dsitica profit
motive for purposes of [26 U.S.C.] 8§ 165(c)” was invalid. AD 2001 FPAA. Section 165(c)
permits a deduction for “any loss sustained during the taxable year and not cdetptorday
insurance or otherwise,” but “in the case of an individual, the deduction . . . shallted fioi .
. losses thatare] incurred in any transaction entered into for profit.” Plaintiff insiststhis
sectionis inapplicable because plaintiffs are partnerships, and theseitbmstainly applyn “the
case of an individual.” Put another wéy;, plaintiffs therequirement that losses be incurred in
connection with transactions entered into for profit before they can be deducted dagsiyntd
juridical entities such as partis@ips and corporations.

Thedefendant responds that section 7P8fahe Internal Revenu@ode prescribes that
“[t]he taxable incomef a partnership shall be contpd in the same manner as in the case of an
individual.” Def.’s Br. 32. Accordingly, defendaatgues, courts have treated partnerships as
individuals for purposes of the profit motive requirement in section D&5.'s Br. 32-33.

The court finds that this issueatsonot ripe for summary adjudication. If, following
trial, it is found that the plaintiff partnerships were sham entities to be disrddardax

purposes, the losses created by the liquidation of these entities would not be deductible,
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regardless of whether section 165 is applicable to partnerships. Thus, it would lpepnap

for the court to determine this issue at this stefgee Jade Tradindg LC, 598 F.3d at 1381.

CONCLUSION

Accordingly, plaintiffs’motion for partial summary judgmentgsanted in part. The
parties are directed to confer and file a joint status report within 30 daywvicesaf this

opinion.

It is SO ORDERED.

Dated: March 31, 2014
New York, New York

/s __Richard K. Eaton
Richard K. Eaton, Judge
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