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GARY WOODS, AS TAX MATTERS PARTNER:

OF TESCRO DRI VE PARTNERS, ET AL.

Washi ngton, D.C.

Wednesday, October 9, 2013

The above-entitled matter cane on for ora
argunment before the Suprenme Court of the United States
at 10:03 a. m
APPEARANCES:

MALCOLM L. STEWART, ESQ., Deputy Solicitor Ceneral
Departnent of Justice, Washington, D.C ; on behalf of
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GREGORY G GARRE, ESQ, Washington, D.C.; on behal f of

Respondent s.
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PROCEEDI NGS
(10: 03 a. m)

CH EF JUSTI CE ROBERTS: W w Il hear
argunment first this norning in Case 12-562, United
States v. Wods.

M. Stewart.

ORAL ARGUMENT OF MALCOLM L. STEWART
ON BEHALF OF THE PETI TI ONER

MR. STEWART: M. Chief Justice, and may it
pl ease the Court:

The nerits question in this case is whether
the substantial valuation m sstatenent penalty applies
when a taxpayer overstates his basis in property in
connection with the transaction that is tater determ ned
to be a sham The threshold jurisdictional question is
whet her the Court, in this TEFRA partnership |evel
proceedi ng, has authority to decide that nerits issue.

I"d like to begin with the jurisdictiona
guestion. And before | focus the Court's attention on
the text, 1'd like to make two quick prelimnary
observations about jurisdiction. The first is that the
guestion we say is appropriate for resolution in
partnership | evel proceedings is not whether any
i ndi vidual partner will actually be made to pay the

penal ty.
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There's no question in this case that the
determ nati on whether the penalty will actually be
i mposed on individual partners and, if so, in what
anmount is properly reserved for partner |evel
pr oceedi ngs.

The question is sinply whether the Court, in
the partnership | evel proceeding, can make the threshold
determ nati on whether the sort of error that the IRS
identifies on the partnership return can trigger a
penalty down the road if the individual partner prepares
his or her return in a manner consistent with the
partnership return.

JUSTI CE SOTOVAYOR: Excuse ne. | thought |
understood that to be your point in your:brief, but | --
there is one thing mssing fromhere. | also thought
you were saying that you could inpose the penalty before
the amobunt was determ ned on the partnership | evel, that
the tax that you could, wi thout a notice of deficiency,
require a paynment upfront.

MR, STEWART: There are two separate
guestions here. The first is what can be determ ned at
the partnership level? And once the partnership |evel
proceedi ngs are conplete, there are subsidiary partner
| evel proceedings. And sone partner |evel proceedings

require a deficiency notice, some partner |evel
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proceedi ngs do not.

Now, it is part of our position that, once
the applicability of the penalty has been determ ned at
the partnership level, the penalty can then be inposed
on individual partners in partner |evel proceedings
wi thout a deficiency notice. 1t can still be chall enged
through a refund proceedi ng, but because -- there's
never the inposition of additional tax or penalties on
the partnership itself.

JUSTI CE SOTOVAYOR: That is the incongruity
of your position in nmy mnd. You claimthat the
deci sion of -- of whether or not or what the true val ue
is of the basis and how nuch needs to be paid can't be
determ ned until the partnership level -: until the
partner |evel determ nation, yet you're claimng that
you're entitled to an anount of noney beforehand, before
that decision is nade. There's a tension in ny mnd
about that.

MR. STEWART: Let ne explain, as best | can,
the sequence of events that we think would unfold if
this Court affirmed our view of the -- both held that
the courts bel ow had jurisdiction and agreed with our
view of the way the penalty is supposed to operate.

If the Court agreed with the position that

we take in Part 2 of our nerits brief, nanely, that a
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deduction that is clainmed in connection with a
transaction that is later determned to be a sham can
trigger -- if they agree -- if you agree with us on that
| egal issue, then the IRS woul d exam ne the returns of
the individual partners, and it would verify that they
did, in fact, claimdeductions in connection with this
transacti on because they would have this Court's
agreenent with the proposition that that's the sort of
thing that can trigger the penalty.

They woul d then determ ne what the amount of
the overpaynent -- of the underpaynment was, and they
woul d, presumably, assess a 40 percent penalty on that.
There woul d be a subsidiary questi on because the FPAA,
the Final Partnership Adm nistrative Adjustnment, said
the partnerships were shans. But it also said that the
i ndi vi dual transactions, the purchases and sal es of the
options and the currency and the stock, they would be
treated as though they had been engaged in -- by the
i ndi vi dual partners.

And so at the partner level, there m ght be
further determ nations about what -- what a relatively
smal | anount of tax the individual partners would --
woul d owe on that. And then if a partner -- if a
penalty were assessed on the partner, the partner would

have to pay the penalty before challenging it in through
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a refund action. But -- but we mght want to ask on
what ground could the partner want to chall enge the
penalty at that point.

The partner couldn't at that stage want to
nmake the argunment that's being made in this Court,
nanely, that this is just not the sort of situation to
whi ch the substantial valuation msstatenment penalty
appl i es because that issue would have al ready been
resol ved against the partner in this proceedi ng by
hypot hesis, if the Court agrees with us on the nerits.
And so the partner would have had an opportunity to get
that threshold | egal issue resolved w thout prepaying
the penalty first.

Now, if an individual partner wanted to
rai se the good faith reasonabl e cause defects that's
provided in 26 USC 6664(c), the partner would have to
pay the penalty first before seeking a refund. But
that's pretty clearly consistent with Congress's intent
because Congress specified in TEFRA itself that, after
the court in the partnership |evel proceeding has
determ ned the applicability of the penalty, the partner
can still, through refund proceedi ngs, contend that the
penalty was erroneously inposed.

And that |anguage tells us two things. It

tells us, first, that Congress didn't see any necessary
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unfairness in requiring a partner to pay the penalty
first before raising certain sorts of chall enges.

And it also indicates that, by
applicability, Congress nust have neant sonething
different fromwill the penalty ultimtely be inposed
because, if the partnership | evel determ nation that the
penalty was applicable nmeant that all the requirenents
for inposition were satisfied, there'd be no room for
the partner to argue down the road that the penalty was
erroneously assessed after all. So --

JUSTICE ANSBURG M. Stewart, can you
explain the difference in the two proceedi ngs? First,
your position that the proper reviewis of the fina
partnership adm ni strative adjustnent.

How woul d the penalty be adjudicated in that
format, and if your -- if the taxpayer is right, that
the adj udi cati on nust be nade at the partner |evel
proceedi ng, what woul d be the difference in the
character of the adjudication?

MR, STEWART: Wen we say that the
applicability of the penalty should be determined in the
partnership | evel proceeding, all we nean is that the
court in the partnership |evel proceeding should resolve
the legal issue that is addressed in Part 2 of the

respective briefs for the Petitioner and the Respondent;
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that is, the court should determne is the substanti al
val uation msstatenment penalty the sort of penalty that
can apply to a basis overstatenent that is produced

t hrough a sham transacti on.

W woul dn't ask the court in the partnership
| evel proceeding to go beyond that |egal determ nation
and to ask whether individual partners had actually
underpaid their tax or whether they had actually
m sstated basis. It's always theoretically possible in
a case like this that the partnership could be
determ ned -- that the partner could participate in sham
transacti ons.

But by the time it was -- he had to file his
own return, he could get cold feet or he could get I|egal
advice that indicated this just isn't going to work, and
so it's possible that the partner could prepare his
return in a way that was lawful. And the IRS, after the
partnership | evel proceedi ngs were conpl ete, would have
to ook at the partner return in order to see what that
had -- what had happened.

I think the main practical -- |'msorry.

JUSTI CE SCALIA: | was just going to ask, if
the question were detern ned of whether the sham
transaction counts as an erroneous statenent of the

basis, if that were determ ned at the partner |evel and
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not in a partnership proceeding, would it be possible to
have different outcones --

MR STEWART: Yes, absolutely.

JUSTICE SCALIA: -- with respect to
different partners?

MR. STEWART: Absolutely. And | think
that's the main practical difference between the way the
system woul d operate under our view of TEFRA and the way
it would operate under Respondent's view. That is,
under --

JUSTI CE SCALIA: And -- and you have to
relitigate the sanme issue.

MR. STEWART: Exactly. Under Respondent's
view, the RS was not required to say anything at all in
t he FPAA about the potential inposition of basis
overstatenent penalties down the road. |If the FPAA
adjustments -- the shanm ng determ nati on had been
uphel d at the partnership |l evel, under Respondent's
view, the IRS could then assess penalties agai nst
i ndi vi dual partners.

And if the individual partners raised an
obj ection, the sanme argunents that are raised in Part 2
of the Respondent's nerits briefs, that would have to be
litigated potentially by different judges in different

partnership -- in different partner |evel proceedings
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with potentially inconsistent outcones.

JUSTI CE KAGAN:. Wuld it be a fair way to
|l ook at this to say that what you do at the partnership
| evel is anything that doesn't require | ooking at an
i ndividual's tax return?

MR. STEWART: | think that's a fair way to
put it. And another way we would put it is any question
that will necessarily have the sane answer for al
partners should presunptively be resolved at the
partnership level. That is, the legal issue that's
briefed in Part 2 of the parties' respective nerits
brief, we may be right, Respondent may be right, but the
answer is going to be the sane for all partners. Either
this is the sort of basis overstatenent that can trigger
the penalty or it isn't.

The second practical difference that |
wanted to -- to allude to, at least briefly, between our
position and the Respondent's is that 6226(f) is the
provision that deals with the Court's jurisdiction in a
partnership |l evel proceeding. 6221 is the provision
that tells the IRS what it's supposed to do at the
partnership level, and it also tells the I RS determ ne
the applicability of any penalty that's related to an
adjustment to a partnership item

Now -- now, one advantage of requiring the
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IRS to make at least this sort of threshold

determ nation of penalties at the outset is that, if the
I RS nakes an adjustnment to a partnership item and the
IRS believes that it is the sort of adjustnment that down
the road could trigger the inposition of penalties,
that's the sort of thing an individual partner would
want to know i n deciding whether to challenge the

adj ust ment .

JUSTICE ALITO Is it correct that your
position would allow the IRS to evade the normal statute
of limtations?

MR. STEWART: | don't see --

JUSTICE ALITO O deficiency? No?

MR STEWART: | don't see how. |'mnot sure
exactly what argunment you're referring to. But there
are -- | nean, there are provisions that deal with the
way the limtations periods runs, depending on when the
partnership return is filed and when the partner returns
are filed, but I don't see how that woul d happen.

W -- we would still be subject in assessing
penal ti es agai nst any individual partners to whatever
limtations period the code provides and either we would
or woul d not have obtained a legal ruling on -- on the
| egal issue whether the penalties are -- are the sort

that could follow fromthis partnership item adjustnent,
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but | don't think it would have inplications for the
statute of limtations.

JUSTI CE G NSBURG  Using the | anguage of the
statute that you just quoted, can you explain to us what
is the adjustnent of the partnership iten? That is, the
statute says, "Determne the applicability of any
penalty which relates to the adjustnment of a partnership
item" So what is -- what was the partnership item
adj ust ment ?

MR. STEWART: Yes, Justice G nsburg. This
is on Page 6-A of the appendix to the Governnent's
brief, and the adjustnent to the partnership itemis the
shanm ng determ nation. The determination that the
partnershi ps were not engaged in for bustness purposes,
that they were engaged in purely as tax avoi dance
nmeasur es.

And Respondent concedes that this is a
partnership item because Respondent concedes that the
district court had authority to review the shamm ng
determ nati on, decide whether that determ nation was
appropriate. And that concession necessarily depends
upon the proposition that the determ nation of the
partnershi ps are shans was an adjustnent to a
partnership item

And it makes sense for two reasons. First,

13
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because the determ nati on whether these are valid
partnershi ps necessarily underlies any other

determ nation that the IRS woul d make about the proper
tax treatnent of itens reported on the partnership
return.

And second, it is the sort of determ nation
that is going to have one answer for every partner
either the partnership is a shamor it's not. But it
can't be the case that a particular partnership is a
shamwi th respect to sone partners and not others.

CHI EF JUSTI CE ROBERTS: What Judge Sentelle
said in his opinion for the DDC. Crcuit is that
based -- agreeing with everything you've said, that
nmeans that the msstatenment of basis m ght be obvious on
an individual partner's returns. What's wong with it
m ght be obvious, but it still is nade on those returns,
and therefore, that doesn't fall as a partnership item

MR. STEWART: Now, we would agree wi th Judge
Sentelle that outside basis, in and of itself, is not a
partnership item An outside basis, in and of itself,
is not designated as one of the things that the court in
a partnership | evel proceeding can determ ne. But
there -- and usually, it would be inappropriate to
determ ne outside basis at that stage because,

typically, outside basis will vary frompartner to

14

Alderson Reporting Company



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Official - Subject to Final Review

part ner.

But there are sone instances in which a
court needs to determ ne outside basis --

JUSTI CE SCALI A: Excuse nme. Wiy would it
vary frompartner to partner?

MR. STEWART: |l nmean, in the -- in the nore
typi cal case, the outside basis would depend upon the
anount that a particular partner had paid for his own
partnership interest. And so, in that situation, not
every partner would necessarily have -- have paid the
same thing. But there are fairly rare situations in
which -- in order to make sone determnation that is
specified in 6226(f), the court and the IRS along the
way have to determ ne outside basis.

And one exanpl e we gave on page 32 of our
brief, we have a footnote that says, it's not inplicated
here, but outside basis is sonmetinmes a conponent of a
partnership item such as inside basis. And we cite a
case that was ultinmately decided by this Court, but it's
a case in which a partnership took advant age of code
proceedi ngs that said you can step up your inside basis
to max the outside bases of your partner -- partners.

JUSTI CE KENNEDY: Well, isn't it your
position in this case that outside basis in this case is

necessarily related to inside basis?
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MR. STEWART: | think -- | think --

JUSTI CE KENNEDY: O am | msstating that?

MR. STEWART: | think what we are saying is,
in order to determ ne whether the substantial valuation
nm sstatenent penalty would be triggered down the road,
the IRS and the Court would have to nmake certain --
woul d have to decide what is the proper outside basis in
a sham part nershi p.

If a lawer were asked for -- if a | awyer
saw an adjustnent that said we regard these partnerships
as shanms, and the | awer were asked, does that nean that
I could be subject to the substantial valuation
m sstatenent penalty if | reported deductions on
purported | osses fromthat partnership, the only way the
| awyer woul d answer that question is to ask, well,
what's true basis in a sham partnership?

JUSTI CE KENNEDY: But -- but if we were to
wite an opinion which says -- an opinion ruling in your
favor, that, in this case, outside basis is necessarily
related to inside basis in this transaction, you would
say that's wong?

MR. STEWART: | wouldn't -- | wouldn't put
it that way. | nean, | think in this --

JUSTI CE KENNEDY: Wiy -- and why is that?

MR STEWART: Because | think that's not

16
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really the reason we're saying the Court needs to -- |
poi nted the Court to a different case in which outside
basis had to be determ ned at the partnership |evel for
a different reason; nanely, because it was a -- in that
case, it was a conponent of inside basis. And since
inside basis is a partnership item you can only
determ ne that partnership itemby reference to outside
basi s.

Here, we have a sonewhat different argunent.
We're saying the thing that had to be determ ned at the
partnership | evel was the applicability of the
penalties. And the only way you can deci de whet her a
substantial valuation m sstatenent penalty is applicable
is to determ ne what would be true basis in a sham
part ner shi p.

JUSTICE A NSBURG M. Stewart --

JUSTI CE SOTOVAYOR: M. Stewart --

JUSTICE G NSBURG If we -- if we go over to
the nerits, if this case cane up today, and today, we
have a penalty that wasn't there originally and that is
for a non -- nonecononm ¢ substance penalty, would --
woul d the governnent today be goi ng under that
nonecononi ¢ substance penalty or would it be going under
the 6626(d)(3), that is the substantial valuation

m sst at enent ?
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O is it the governnent's option, it can
pi ck one or the other?

MR. STEWART: | think it's the governnment's
option. And if you -- it nmay be helpful to | ook at page
18a of the appendix to -- to the Respondent's brief
because that actually reproduces the current version of
the code that contains the 2010 penalty that -- that
you're referring to.

JUSTI CE G NSBURG. If the governnent could
choose either one, what would determine its choice?

MR STEWART: | nean, in sone instances, the
governnment will -- the government will pick the one that
it thinks is easiest to prove. Sone of the penalties
are limted to 20 percent, whereas sone can be bunped up
to 40 percent, and we would | ook for the 40 percent
penal ty.

But if | could, on page 18a, we're talking
about Section 6662(b), and it says, "Portion of
under paynent to which section applies.” And then it
says, "This section shall apply to the portion of any
under paynent which is attributable to one or nore of the
following," and then it lists six itens. Subsection (3)
is the substantial valuation m sstatenment penalty that
we're relying on here.

Subsection (6) is a disallowance of clained
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tax benefits by reason of a transaction |acking economc
substance. That's the -- the 2010 penalty.

Now, the two points | would rmake are, first,
it's very clear that many, many cases that would fal
under Subsection (6) would also fall under Subsection
(1) or (2); that is, they could involve negligence or
di sregard of rules or regul ations.

They could al so involve a substanti al
under st at enent of incone tax, which basically neans any
under st atenment of inconme tax that's 10 percent or nore
of the true tax owed. And so if there's no incongruity
i n sayi ng Subsection (6) should apply to sone cases
where (1) and (2) would also apply, there shouldn't be
any greater incongruity in saying it can-apply to sone
cases where Subsection (3) would apply.

The other point | would rmake pertains to the
i ntroductory | anguage of that provision, and it says,
"This section shall apply to the portion of any
under paynent, which is attributable to one or nore of
the following." And | think the primary practica
significance of the "one or nore" language is that it
functions as an anti-stacking provision. It tells you
it doesn't matter whether your underpaynent triggers
only one of these penalties or all six of them you're

still limted to 20 percent, unless you can get the --
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the 40 percent through sone other provision.

So we can't take advantage of the fact that
the -- that nore than one penalty applies to a
particul ar transaction by getting 20 percent on top of
20 percent on top of 20 percent. But the very fact that
Congress used that |anguage "which is attributable to
one or nore of the follow ng" indicates that it
anticipated situations in which particul ar underpaynents
woul d be attributable to nore than one of those
penal ti es.

It didn't see any anonmaly in the idea that a
penalty that triggers Subsection (3) could trigger
Subsection (1) or (2). And, again, there's no reason to
think that there's a greater anomaly with respect to
Subsection (6).

The other thing | would say is that, in this
case, (3) and -- if it arose in connection with a
transaction that occurred today, (3) and (6) woul d be
coterm nous. Either of themwould apply. But there
will be plenty of cases in which a substantial valuation
m sstat enent penalty on our view could be triggered by a
| egal error in computing basis, such as use of the wong
depreciation rate. That would not --

CH EF JUSTI CE ROBERTS: M. Stewart, if |

coul d focus at a somewhat higher |evel of abstraction.
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| understand the general underlying thrust of your
friend' s position to be that overstatenment of basis goes
to -- you know, mscalculations. It was actually

$20, 000, you say it's $40,000, and that's where the
penalty comes from

Well, this case is quite different. W are
ki nd of wi ping out the whole transaction, and then
you're kind of artificially saying, well, if you wi pe
out the whol e thing, when you cone to basis it should be
this and that. And -- and it's not sort of a fraud or
m sstatenent with respect to the basis itself. It
follows froma broad sham determ nation, and that sham
determ nation is made at the partnership level, not the
partner |evel.

MR. STEWART: | guess the two things that --
or at least two things | would say in response to that
are that here the whol e point of the avoi dance schene
was to create an artificially inflated basis; that is,
the high, high basis that's claimed on the individual's
returns was not sinply a fortuitous result of an
avoi dance schenme that operated through sone other neans.

The whole point -- if you want to claima
| oss on a transaction where you didn't incur an actual
econom c | oss, you can do it either by under -- by

understating the amount that you were paid for the asset
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or by overstating your basis. And this is one of a
nunber of tax avoi dance schenes that operate by
overstating basis.

So it's true that the transacti on was
determ ned to be a sham but the sham determ nati on was
intimately bound up with the fact that the whol e purpose
of the schene was to create an inflated basis.

CH EF JUSTI CE ROBERTS: | understand that,
but if you were telling peopl e what happened here --
maybe you would -- | don't know that your first
statenent woul d be, they overstated their basis.
think you woul d say, they engaged in a conpletely sham
transacti on, which had -- which had sone obvious, as the
D.C. CGrcuit put it, some obvious consequences. But
still, the -- the driving determ nation was that it was
a sham transacti on.

MR. STEWART: | guess the -- the other
couple of points | would nmake are, there's nothing
illegal about engaging in a transaction that |acks
econom ¢ substance; that is, if the partners had engaged
in these offsetting currency transactions, but then had
deci ded before filing their return that either we -- we
no |l onger believe that this is right conduct or we
believe we're going to get caught, and they had prepared

their returns in a lawmul way, nothing bad woul d have
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happened to them

The -- the thing that subjects themto
potential penalties is the fact that they clainmed a
large loss on their tax returns, and they did that by
claiming a large false basis in the -- the partnership.

The second thing | would say is -- you know,
when | took math in junior high and high school, the
teacher would always tell us to show your work when you
handed in an assignnment, don't just give the answer at
the end; indicate the process by which you arrived at
t hat nunber.

And in essence, when the code says inpose
penal ti es on underpaynments that are attributable to the
followng things, it says -- it nmeans we‘'re going to
| ook at your work. \Wen we deternine that you have paid
too little tax, we're going to | ook at the cal cul ation
process by which you arrived at the amobunt on your own
return and figure out where you went w ong.

And if they did that here, they would say
the m stake these taxpayers nade, the reason they didn't
pay as nuch tax as they owed, was not that they clainmed
to have sold the assets -- it was not that they clainmed
to have sold the assets for |less than they actually
realized; it was that they clainmed a basis that had --

had no founding in reality.
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And the last thing | would say in -- in
connection with that is it's no accident that this
schene operated through the creation of sham
partnerships; that is, if the taxpayers thensel ves had
bought the offsetting |long and short currency options,
there woul d have been no col orabl e argunent that they
coul d have cl ained the costs --

JUSTI CE SOTOVAYOR: M. Stewart, what --
what is this case a fight about? And -- and -- |I'm
sorry. Perhaps I'll just ask it on rebuttal, so you can
save your time for rebuttal

CH EF JUSTI CE ROBERTS: Thank you, counsel.

M. Garre.

ORAL ARGUMENT OF GREGORY G GARRE

ON BEHALF OF THE RESPONDENTS

MR, GARRE: Thank you, M. Chief Justice,
and may it please the Court:

On both jurisdiction and the nerits, the
Government is asking this Court to adopt an overly
expansive interpretation of the code to reach a result
that woul d upset the statutory schene devi sed by
Congress and lead to further problens down the road.

Now, on jurisdiction, | think the nost
important thing for the Court to recognize is that

out side basis, the very thing, as you can tell fromny
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friend s argunents on the nerits, that the inposition of
this penalty depends on is not a partnership item In
fact --

JUSTI CE KAGAN: M. CGarre, it seens as
t hough you and the Governnent agree on sort of the
nature of this problem right, which is you have a
partnership item which is the sham determ nation. That
| eads to an adjustnent in outside basis which, as you
just said, is not a partnership item is instead an
affected item and that |eads to a penalty, right?

So there's kind of three things, two steps
in the process. And you say, well, that's not enough,
essentially, because the penalty has to directly relate
to a partnership item And they say it ts enough
because it's okay if it indirectly relates to the
partnership item

And | guess the question is, in some sense,
you're both adding adjectives to the statute. You add
directly, they add indirectly. How do we pick between
t hose?

MR. GARRE: Well, | think the governnent is
asking the Court to add a great deal nore than that.
Just to go to the statutory text, with the provision at
6226, and it's on page 2A of the red brief, and what

that says is that first it gives the Court jurisdiction
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to determne all partnership itenms. Everybody agrees
that outside basis is not a partnership item

And then it gives jurisdiction to the Court
to determine penalties that relate to partnership itens.
And what -- and what the governnent is asking this Court
to dois, essentially, to read this to say that relates
to partnership items or that relates to non-partnership
affected itenms, |ike outside basis.

And the reason why the Court shouldn't do
that is, first, in a schene that divides the world into
partnership itens that can be determ ned at the
partnership |l evel and non-partnership itens that must go
to the partner |evel, when Congress says "partnership

item" that's significant.

It -- it adds defined terns of
"non-partnership itenf or "affected item" It said
"partnership item" So we think that it necessarily

excl uded non-partnership affected itens here, and that's
the way to read it.

And second, if you read the "relates to" as
broadly as the governnment says, then it makes no sense.
The partnership itemhere m ght as well say "affected
item' because you're right, at sone |evel of
abstraction, you can always say that the penalty relates

to the partnership item That's going to be true for
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| ots of these.

JUSTI CE SCALIA: But it doesn't just say
partnership itenms. Yes, "A court in which jurisdiction
a petitionis filed shall have jurisdiction to determ ne
all partnership itens."” But then it goes on, "The
proper allocation of such itens anong the partners and
the applicability of any penalty, addition to tax, or
addi ti onal anmpount which relates to an adjustnent to a
partnership item?"”

MR. GARRE: You're right, Justice Scalia,
and --

JUSTI CE SCALI A:  What -- what can that
possi bly mean when you're tal ki ng about the
applicability of any penalty?

MR GARRE: Well, let ne tell you,

Justice Scalia --

JUSTI CE SCALI A: That penalty is going to be
appl i cabl e at the partner stage.

MR. GARRE: Justice Scalia, let ne answer it
this way: Partnerships can do nany things, just |ike
i ndi vidual s and corporations, and they can engage in
things that subject -- that trigger penalties. A
partnership can msreport its income. A partnership can
make a valuation msstatenment. A partnership can engage

in negligence, and the court can determ ne those -- the
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applicability of those penalties.

Now, it's true that, down the road, in -- in
a mat hemati cal adjustnment, the court is |ooking to
whet her or not the partner repeated that error on its
return. But what's fundanentally different about this
case is the penalty depends not on the partnership, just
the partnership item it depends on this outside basis
determ nation that a court can't make. | nean, to put
it another way --

JUSTI CE KENNEDY: Well, are there cases in
whi ch the partnership is liable for a penalty?

MR GARRE: U timately, Your Honor, the
partner --

JUSTI CE KENNEDY: | nean, | understand it's
al | passed through and so forth, But suppose the
partnershi p does sonething that's a sham that's a
fraud, and then -- and -- and files a partnership
information return with that -- with that information
but then the partners find out, either because of a
ruling of the court that it's void or because they have
second thoughts that they're not going to do that, so
they change their individual -- they change their --
their own tax return.

Coul d there be any penalty against the

partnership in that instance?
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MR, GARRE: Your Honor, the partners don't
actually -- the partnership does not pay the penalty,
but the partner -- the partnership --

JUSTI CE KENNEDY: Would there be any penalty
agai nst the partners in that instance that | put?

MR, GARRE: No, | don't believe so, but the
partnership --

JUSTI CE KENNEDY: Would there be crimnal
liability for filing a false information return?

MR GARRE: | nean, ultimately, | think that
woul d trickle down to the partners. But, Your Honor,
think that there are two different schenes here. One is
where the partnership is doing things that actually does
trigger the penalty. Take the 2010 noneconomi c
subst ance transacti on.

JUSTI CE KENNEDY: But then -- then that --
that just fortifies the point that Justice Scalia nade,
that the applicability of the penalty, it's -- it's
al ways going to relate to the partners.

MR. GARRE: Yes and no, Your Honor. Yes, in
the sense that, ultimately, what you're looking in the
proper proceeding is to determ ne whether or not the
partner repeated the error that's on the partnership
return, but you can say, at the partnership level, that

a penalty is -- is applicable because everything is
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conplete. Al the elenents can be determ ned. The
partnership has m sreported its incone.

In this case, you just can't say that
because outside basis isn't reported anywhere at all on
the partnership --

JUSTI CE BREYER  So what ?

JUSTI CE SCALI A: So what ?

JUSTI CE BREYER® So what? That is, | nean,
as | understand it, you agree that, on the partnership
level, the IRS could say the following in a
hypot hetical, I'll now give you the partnership says
that this asset has a basis of $10 mllion. W sold it
for 8. Therefore, the partnership has a loss of 2. The
I RS says the real value is not $10 nmillion basis, it was
a $2 mllion basis, and therefore, in fact, you don't
have a | oss of 2, you have a gain of 8.

Mor eover, your understatenent was nore than
400 percent or whatever the percent is -- you know, it
was a -- it was huge. It was an $8 mllion -- you know,
overstatenent and, therefore, penalties of 400 percent
attach. GCkay? You agree they can say that.

MR GARRE: At the partnership level --

JUSTI CE BREYER:  Yes.

MR. GARRE: -- because you're talking

about - -
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JUSTI CE BREYER: At the -- I'mcorrect.

MR. GARRE: -- inside basis, not outside
basis, correct.

JUSTI CE BREYER. Ckay. | understand you're
meki ng this, but what they've actually done there, since
it doesn't say anything about inside/outside, is they're
saying, partners, to the extent that you use this on
your own return, renenber, there's a 400 percent penalty
attached. GCkay. You agree they can do that.

Now, what they've done here is they' ve said,
there is no partnership. So to the extent that you use
this as your -- as a basis, as you use this on your
i ndi vidual return, remenber there's a 400 percent
penal ty attached because 4 tines zero or-whatever it is,
you understand t he nmat hemati cs.

So we haven't got any reference to
i nsi de/ outside basis here. |In both cases, it seens to
me they're doing roughly the same thing. And so where
in the statute does it say they can't do it? They're
saying, indeed, a penalty attaches to --

MR. GARRE: Your Honor, | think --

JUSTI CE BREYER. -- the use of this
partnership by you, the partner, to reduce your taxes.

MR. GARRE: And --

JUSTI CE BREYER Now, to the extent you
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don't use it, of course, you don't have to pay anything,
but to the extent you use it, you have to pay whatever
it is, plus the 400 percent.

MR. GARRE: What the court in doing -- what
the court is doing in both of those situations is
fundamentally different. |In one case, it's |ooking at
the partnership return, |ooking at how the partnership
reported the basis and determ ning that the basis
overstatenent penalty would apply because of the error
conm tted by the partnership.

That is everything that we think the court
can do under the statutory provision we just referred
to, to determne the applicability of that penalty
because it relates to a partnership item the
partnership's statenment of its inconme or basis on the
partnership return.

Now, what's happening here is the partner --
the penalty is applying to the partner's statenment of
basis. That outside basis doesn't appear anywhere.

JUSTI CE BREYER: So then the question is --
the question is do the words "partnership itenl in the
section "scope of judicial review' refer only to those
items that the partnership in fact is concerned with?
O do they consider the partnership itself?

MR GARRE: Right. And the three --
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JUSTI CE BREYER: That's the issue. kay.

MR GARRE: And the three circuit courts
that have addressed that have agreed with us. And as
Justice --

JUSTICE BREYER. We're interpreting the word
"partnership itens" in that statute, and you are saying
the partnership itself is not a partnership item

MR. GARRE: No, not at all, Your Honor.

JUSTI CE BREYER  What? No?

MR. GARRE: Wat we're saying is outside
basis is not a partnership item

JUSTI CE BREYER Oh, no, no, But I'm--
that's just a question of how they use it on the return.
There are many ways in which a person could use a
partnership itemon the return. If this is a
partnership item-- | nean, a person nmight, for exanple,
have no tax, in which case --

MR GARRE: Your Honor, | think that the
confusi on maybe is between the statenent at issue here.
The statenent at issue in this case is the basis that
the partners reported on their individual returns as a
result of these transactions.

If you go to the partnership return and go
to page 169 of the Joint Appendix, and it may be

difficult to fi nd now because of these fol d-outs, but
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you'll find what the partnership reported, and it
reported all of the transactions at issue, and it
reported accurately --

JUSTI CE BREYER | understand how soneone
coul d be confused, and | am genui nely confused. | have
read this several tines.

MR. GARRE: Right, and --

JUSTI CE BREYER: And the reason |'m confused
is this: That | -- | understand your difference between
the outside basis and the inside basis. Now, what |'m
trying to do is to figure out, via the statute, | think
li ke what Justice Scalia was trying to do, | think,
where does that matter?

MR. GARRE: Well, it matters in the scope of
jurisdiction, Your Honor. And again --

JUSTI CE BREYER: No, | understand that, too.
["mjust trying to get the precise words of the statute
that it woul d nake a difference because, in conmon
sense, it doesn't seemto ne to make nuch difference,
but -- but naybe in this statutory | anguage it does, so
| want to know what words.

MR GARRE: The words that matter is
"partnership item" This is a statutory schene that --
that tal ks about non-partnership itens and partnership

itens.
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JUSTI CE BREYER: Ckay. Now, you just told
me. | said that, | thought, and you said, no, it
didn't, those weren't the right words. But if you say
those are the right words, then explain to nme why a
partnership item cannot include a partnership itself.

MR. GARRE: The partnership item Your
Honor, can include the partnership. W're not -- we're
not disputing that part of the sham determ nation. M
point is that the inposition of the penalty depends on
an additional determ nation, which is a non-partnership
item And the Court --

JUSTI CE KAGAN: And in that sense,

M. Garre, it strikes ne as wong to say the words in

di spute are "partnership item" Actually, everybody
agrees what "partnership itenf means, what it includes,
and what it doesn't include. It doesn't include outside
basis. The governnent is perfectly happy to concede

t hat .

It seens as though the words in dispute are
what does "relate to" nean and does "relate to" have to
be "relate to" in this very direct way that excludes
this internediate step of adjusting outside basis.

MR. GARRE: Right. And the reason why --
and | think that gets back to partnership item because,

if you read "relates to" in the broad sense that the
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governnent is asking you to read it, then, in essence,
you are adding -- you're taking away the limtation of
"partnership item" and you are addi ng words that says
"or affected item" because what they're saying is,

| ook, anytine you have a partnership itemthat is in any
way related to the inposition of a penalty down the
road, then you can do it.

But anot her way of saying that, and the way
that Congress would have said if it nmeant it was,
courts, you can determ ne the applicability of any
penalty that relates to a partnership itemor an
affected item But Congress didn't say that.

JUSTICE SCALIA: But it is in addition to
partnership item You say, oh, you can't do that
because it would add to partnership item But the
statute does not say "just partnership item"” It says
"partnership itens, the proper allocation of such itens,
and the applicability of any penalty, addition to tax,
or additional amunt."

MR. GARRE: Right.

JUSTICE SCALIA: It's in addition to
partnership itens.

MR, GARRE: Now --

JUSTICE SCALIA: And -- and it's -- it seens

to ne, not enough to say, well, if you interpret that
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third part to go beyond partnership itens, you're
destroying the statute. | don't think so.

MR GARRE: CQur point is the one that the
D.C. Crcuit and the other circuits have adopted, which
is that to nake this determ nation you have to go beyond
the partnership item you have to determ ne a
non-partnership item and this grant of jurisdiction --

JUSTI CE SCALI A:  Wen woul d you not have to
do that, if you are applying the third item "the
applicability of any penalty, addition to tax, or
addi ti onal anmount which relates to adjustnment to a
partnership"?

MR. GARRE: Again --

JUSTI CE SCALIA: That will altways require
you to go down to the partner |evel

MR, GARRE: No. When the penalty is -- is
conpl ete based on what the partnership has done, you can
determ ne the applicability of the penalty. You can say
all of the elenents are nmet because of what the
partnership did. And then, later, you' re only | ooking
to whether or not the partners repeated that error.
Here, that's not -- that's not what's happeni ng.

JUSTICE G NSBURG: M. Garre, suppose the
government had asserted this penalty under sub (6), or

the transaction | acking econom c substance. Wuld you
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be -- would you say it doesn't make any difference, it's
the same? O would you say that, under (6), your
argunment is not applicable to that and the determ nation
coul d be nmade at the partnership | evel?

MR. GARRE: We would, Your Honor. The
nonecononi ¢ substance penalty that Congress passed to
cover this situation here solves all the problens. As
to jurisdiction, courts could determine it at the
partnership | evel because | ooking to whether or not the
partnership is a shamis a partnership item

And so courts have jurisdiction to do that.
And of course, that solves the nerits question, too,
because Congress actually addressed the situation here
on the nerits. Instead, we have the governnent trying
to fit a square peg into a round hol e.

I nmean, on jurisdiction, before | go to the
nmerits, | just want to tal k about the practical
consequences of this ruling. It's very significant from
the standpoint of the taxpayers. What the governnent
wants to do is funnel all these penalty determ nations
into a conputational adjustnment, as opposed to the
defi ci ency proceeding, which is a default rule under the
statute, Section 6230.

And fromthe taxpayers' perspective, that

has huge consequence. |t neans that the taxpayers have
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to pay the refund up front, as Justice Sotomayor
recogni zed. That neans that, even in disputed

penal ties, they've got to pay all that up front, and
then that limts their ability to challenge it. It
neans they can't go to the Tax Court to challenge it.
They have to do it in a nore expedited fashion.

The default rule is deficiency proceedi ngs.
That is where Congress intended these penalty issues of
the type that we have here that pertain to
non-partnership itens --

JUSTI CE SOTOVAYOR: But let nme ask you
sonething. There's no reason to go into a sham
transaction, except to misstate the outside basis in the
i ndi vidual partnership level, so |l -- it's | ow hangi ng
fruit, according to the D.C. court. But why shouldn't
you be able to pick it?

MR. GARRE: Well --

JUSTI CE SOTOVAYOR: | nean, it's sort of
obvious, just as it's obvious that, if a partnership
itemhas a nmiscalculation that the partner is going to
include it in their tax return later. That's why we
permt the penalty to be inposed up front and to pay the
tax up front because you're maki ng an assunption that
it's been included erroneously on the partner |evel.

MR GARRE: And then I think what you woul d
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be doing is assunmng a fact necessary to the penalty,
that outside basis was reported as zero, for purposes of
finding jurisdiction, and we don't think the court could
do that.

The governnent acknow edges that it -- that
it's at | east possible that the taxpayer, in a fit of
consci ence or having fully -- nore fully understood the
transactions, would not inflate its basis, it would
report a zero basis, and yet nobody would know that, in
a partnership-Ilevel proceeding, because the partners
outside basis isn't even before the court -- before the
IRS or the court in that proceeding.

JUSTICE BREYER Try with ne again. Again,
just try once nore. Suppose that a person owes a gift
tax and what he gave to his children or whatever was in
part an interest in a partnership. Now, go back to ny
exanple, all right, because | want to get -- my exanple
is everybody agrees that the 8, 10 mllion versus 8
mllion, there's a penalty attached. WelIl, he -- he
doesn't take that into account when he gives the gift.

Now, if he did give the gift, it would --
he'd have to pay a tax on the gift, on his gift tax
return. Ckay? He -- they assess that on the -- they
woul d assess that, wouldn't they, even though it's a

gift tax return, not an -- not an incone tax return.
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MR GARRE. Right. | nean,

ultimately --

JUSTI CE BREYER Ckay. So no matter what

kind of return you

use, no matter what the tax

situation, if the partnership real -- rea

val ue nmakes a

difference, you have to put it in, don't you?

MR GARRE

In the individual

return?

JUSTI CE BREYER  Yes, yes, in individual

gift tax return. Maybe it's in a State tax return.

Maybe it's an inconme tax return

MR. GARRE: You do, but the partner --

JUSTI CE BREYER

differently, and I’

So it affects the taxpayer

m just saying, why does it nmatter?

MR, GARRE: Every --

JUSTI CE BREYER

-- that the-way this

affects the taxpayer is through what you call his

out si de basis. Wiy does that nmatter?

MR. GARRE: Well, Your Honor,

every

partner's outside basis is going to vary in the typica

si tuation.

JUSTI CE BREYER Wl |, yes,

yes. But of

course, any -- in ny exanple, too, it wll

course, it will vary. Some people wll

tax to pay, no extra tax, because their

tax that they paid

owed them a refund,

vary. O

use -- have no

their incone

was zero. |In fact, the governnent

so it didn't matter.
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So since it varies in many ways and varies

by many returns,

it mght vary dependi ng upon whet her

af fected your outside basis or sonething else.

it

MR, GARRE: And the fact that it can vary,

Your Honor, is one of the reasons why Congress wanted

these determ nations nmade at the partner |evel.

And anot her thing on the jurisdictional

guestion. | don't think the Court could resolve this

guestion |l ooking only to the sham partnership situation

here. Sonetines, transactions are shans; sonetines,

partnerships are shanms. And the jurisdictional question

or answer to the question should apply across the board.

And yet,

if you have a situation where you

have only a transacti on sham then even the government

woul d have to acknow edge that basis could be affected

in many different ways in that situation. And, again,

getting back --

JUSTI CE SCALIA: Couldn't the governnent

have pursued t hi

s, instead of saying -- you know, it's a

sham partnership, just -- just -- couldn't the

government sinply have said that the partnership

overstated its basis?

MR.

didn't because,

GARRE: It couldn't because -- and it

again, if you go back to page 186 --
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of the Joint Appendi x, everythi ng about these
transactions is accurately reported on that form which
is in the partnership return. The partnership actually
reported a gain on these transactions.

The error cones in at the partner |evel and
is only on the partner return in this situation. And
that's why you can't determ ne outside basis at the
partnership level, and that's why you can't deternine
the applicability of this penalty at the partnership
| evel .

JUSTI CE SCALIA: Now, | have a second
guestion, which | asked your friend as well. |Is he
correct that, if we rule for you, each partner may have
a different result because different courts will find
this to be a shamor not to be a shan?

MR. GARRE: No, no, Your Honor, in this
sense, if this Court resolves the nerits question, then
that -- that ruling whether the penalty applies or not
inthis context is going to apply to all partners. So
that -- that issue is not going to vary by partner.

What can happen by partner is different
partners may have different outside basis. Even in this
situation, ny friend acknow edged you coul d have a
partner that, nevertheless, reports zero as his basis in

this situation and not the --
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JUSTI CE SCALIA:  Vell, but why -- why
woul dn't -- couldn't one court say | don't think it's a
sham part nershi p?

MR GARRE: Well, that determ nation, Your
Honor, is being nade at the partnership level, and we
agree that it can be made at that |evel, and that
determ nation applies to all the partners. There is no
i nconsi st ency about that.

The only question here is whether the -- the
partnership |l evel court can determ ne the applicability
of the -- the basis m sstatenent penalty as the
governnent calls it. And -- and it doesn't have
jurisdiction to do that because it depends on that
outside basis to do it.

JUSTI CE KAGAN. But | think that --

CHI EF JUSTI CE ROBERTS: You say that -- you
say that that's not true because individual partners may
respond differently to the partnership determ nation
with respect to basis.

MR, GARRE: Yes.

CH EF JUSTI CE ROBERTS: Sone of them are
going to put in sonething else, but sonebody may put in
zero for a nunber of the reasons that the IRS s counsel
suggest ed.

MR GARRE: Yes.
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CHI EF JUSTI CE ROBERTS: And now, | suspect
that those will be only in rare circunstances, and I
guess that's why the D.C. Circuit said, even though the
result here may be obvious, it nonethel ess depends on
t he outside basis determ nation

MR. GARRE: Exactly.

CHI EF JUSTI CE ROBERTS: And | think what I
understand your friend to be saying is it's not just
that it's obvious, but it's ineluctable, and therefore,
it doesn't depend on the outside partnership
det erm nati ons.

So does your case hinge on the perhaps
unusual situations where you have one of these partners
having a fit of conscience and decides to put down the
real nunber or has some other adjustnent to it?

MR GARRE: | -- | think largely, yes, but
if | can explain that. First, it presents the
l ow-hanging fruit situation the D.C. Circuit resol ved.
And we think they were right to say, even if you think
it's I ow hanging, you're forbidden to pick it.

Second, here, the whole partnership is
shanmed, but there's certainly cases where individual
transactions are shammed. And if individua
transactions are shanmmed, then the -- the outside basis

can vary w dely based on the individual circunstances of
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t he partners.

And so there, in that situation, it's not at
all obvious or -- or necessarily true that the basis is
going to be overstated. You have to |ook. And, again
that's why it's a conpletely separate
det erm nati on nmade - -

JUSTI CE SOTOVAYOR: Coul d you give ne a
concrete exanple? Because |'mnot quite sure about what
you' re tal ki ng about.

MR. GARRE: Well, you could have a
partnershi p, Your Honor, that engages in nmany
transactions. And the IRS would determ ne that one of
the many transactions that it entered into was a sham
That particular transaction was only designed for tax
pur poses, but other transactions that it engaged in were
| egitinmate.

Now, in this case, the IRS is saying that
the whole -- everything the partnership did is a sham
But in my case, sone transactions are okay, sonme are
different. |In that case, the individual partners
out si de basis, they may have -- they nmay have tried to
t ake advantage of the sham transaction, but yet, all the
ot her transactions affect their basis as well in the
part ner shi p.

JUSTI CE SOTOVAYOR: I'm-- I"'malittle
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confused on this exanple. Presunmably, it's only if they
carried forward, which we're assum ng they woul d have
done, carried forward the outside basis, the penalty
woul d have been determ ned just on that one transacti on.

MR, GARRE: No, because, Your Honor, again,
the penalty is based on what the individual partner
clainms as his basis, and that partner is going to be
| ooki ng to everything that goes into his partnership
interest, the costs or investnment in the partnership,
pertaining not only to the one transaction that we have
hypot hesi zed has been shamred, but nany ot her
transactions as well.

So you -- you can't conclude either that
there's been any m sstatenent or that any m sstatenent
triggers the valuation nisstatenent penalty here.

If | could talk a little bit about the
nerits, on the nmerits, our fundanental question is that
the valuation msstatenent penalty that Congress devised
in 1981 was not intended at all to apply to the
fundanental ly different situation here where the
government is claimng not that you m sstated the
correct anmount of the value or that you didn't have an
accurate anmount of the value or the nunber that you put
for basis or value, but that the thing that's the

subj ect of the valuation or the basis doesn't exist at
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all.

I nmean, we know if you look at the -- the
pre-enactment history, the post-enactnent history, we
know that this is not what Congress had in nmnd. |If you
| ook at the pre-enactnent history, it's all about
resol ving a problem of a backl og of cases where
t axpayers were misval uing property and the tax would --

JUSTI CE KAGAN: Wl |, that was the
prototypical case, M. Garre. There's no question that
that's the central case that -- that Congress had in
mnd, but it doesn't have to be the only case.

And they wote words that seemto be
applicable to this case, as well as to the kind of case
that you're tal king about.

MR. GARRE: Your Honor, they have basis, and
we have context, punctuation, pre-enactnent history,
post - enact nent history, and structure.

JUSTICE KAGAN: |I'msorry. You're saying
they have text, and you have a bunch of other things.

(Laughter.)

MR, GARRE: No, not at all, Your Honor,
because this is a valuation m sstatement penalty. The

reference to "or adjusted basis" cones in a
par ent heti cal, subordi nate way.

And l et nme give you a hypothetical. One of
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my associates cane up with a good exanple, | think. If
you had a contract for a wedding that provided for
flowers or plants in parentheses, you would -- you woul d
understand that to nean flowers or plants like -- like
lilies or ferns that would acconpany flowers in the
weddi ng. You wouldn't read that to include an oak tree
in the mddle of the reception area.

Wl |, the Governnent's basis overstatenent
penalty is the oak tree in the mddle of the reception
area here. The nbst comon situation in which basis
m sstatenents are nade, the governnent acknow edges
throughout its brief, is where you msstate the price or
cost of a good. And yet, they're noving -- which is --
which is why the reference to adjusted basis makes sense
in the statutory schene here. It covers that situation

But -- but they're saying, you don't need
to -- it goes far beyond that, not only to the prosaic
situation as they call it, but to a situation where
you' re not conpl ai ni ng about whether the thing -- what
the correct nunber is or what the correct anount is.
You're saying the thing doesn't exist at all

I nean, if | donate a painting that | say is
worth $1 million to a church, and | put that on ny
return, but, in fact, it turns out that | didn't donate

the painting, | may have commtted a fraud. | may have
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|ied about contributing the painting, but |I haven't nmde
a valuation m sstatenment, nor have | msstated ny basis.

And | think our -- our position here is
that, if you | ook at everything, as | nmentioned, the
words of the statute, the context in which a basis is --
appears, the structure, there's a graduated schene that
makes no sense with a zero basis situation, which is
essentially a nullity.

If you |l ook at the fact that Congress
addressed this in 2010, not by anending the val uation
m sst at enent penalty, but by enacting a penalty designed
to apply to this situation, the noneconom c transaction
situation.

JUSTICE G NSBURG So just to be clear, if
this is -- 6 had been on the books, then you woul d have
no quarrel with the Governnent's position, they could do
this at the partnership level and --

MR. GARRE: Yes, absolutely. That's the way

Congress designed it. And unless --

JUSTICE SCALIA: | didn't get the question.
If -- if what was --
MR. GARRE: |If the noneconom c substance

transaction penalty that was enacted in 2010 was on the
books, what woul d happen is a court could determ ne the

applicability of that penalty, which is based on what
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the partnership did at the partnership proceedi ng, and
we woul d agree that penalty applies.

Al'l the problens are solved by what Congress
did to address this particular situation. The

governnent is trying to put that square peg in a round

hol e.

And if you add everything up, | think
what's -- what's interesting about the Governnent's
reply brief is it doesn't contest that -- that if

there's any anbiguity here, the statute has to be read
in favor of the taxpayer. And that's because of the
canon that this Court has recognized that tax penalties
are strictly construed in favor of the taxpayer.

Here, at a bare minimum there is anbiguity
as to whether the Congress that passed the val uation
m sstatenent penalty ever intended it to apply to this
fundamental |y different situation where no one disagrees
about the nunbers reported on the return.

Again, if you go to the partnership return,
the transactions are accurately reported. |If you go to
the outside bases, it's true that they reported a | oss,
but that's because they were followng the IRS rules
about how you treat contingent liabilities. So that
nunmber is actually accurate under the IRS rules.

That's why the IRS has to cone up with a
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shamto get rid of the property altogether and say that
we are going to pretend that it doesn't exist at all

But, again, that's not a valuation
m sstatenent. Wen the penalty tal ks about correct
anounts, about accuracy, about value, it's trying to get
at the nunber that the thing is worth. It is not
concerned with a situation in which the IRS is claimng
that the property doesn't exist at all.

That -- that is a different problem
Congress addressed it in a direct way, in a noneconomc
substance penalty. So this Court doesn't have to worry
about this probl em bei ng unaddressed.

But what it should do is correctly interpret
the penalty that Congress enacted, which was on the
books when these events occurred, which is the valuation
nm sstatenent penalty and not the all-enconpassing basis
overstatenment penalty.

I think, if you're going to read one of the
am cus briefs, read the Shakow am cus brief. It talks
about all the additional situations, which IRS or
Congress never applied this penalty to which woul d be
swept in by the government's position here today.

Thank you very nuch.

CHI EF JUSTI CE ROBERTS: Thank you, counsel.

M. Stewart, you have five minutes left.
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REBUTTAL ARGUVENT OF MALCOLM L. STEWART
ON BEHALF OF THE PETI TI ONER

MR STEWART: M. Chief Justice.

Justice Kagan, | agree with your point that,
on the jurisdictional issue, the crucial contested
| anguage is "relates to," and the issue is whether the
basi s overstatenment penalty here relates to the sham --

JUSTI CE BREYER. How does it not?
"Partnership itens" is defined to include | egal and
factual determ nations that underlie the deterni nation,
anong ot her things, of income, credit, gain/loss.

Ckay. Wiether there is a partnership at al
does underlie the determ nation of whether the
partnership return, which had all kinds of nunmbers on
it, if it shows anything.

MR. STEWART: That's correct.

JUSTICE BREYER Al right. So therefore,
it's a partnership item Does this penalty relate to a
partnership iten? | don't want to say that you are
right for the wong reasons, so you better be sure |'m
right.

That is, the -- the -- does it relate to a
partnership iten? | just told you what a partnership
itemwas. It certainly seens to because zero is what it

rel ates to.
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MR. STEWART: | nean --

JUSTI CE BREYER: End of case?

CHI EF JUSTI CE ROBERTS: Perhaps --

JUSTI CE BREYER: It can't be that sinple.
We have three courts here --

CHI EF JUSTI CE ROBERTS: Let ne -- let ne
pose perhaps a less friendly question.

(Laughter.)

CHI EF JUSTI CE ROBERTS: What do you do with
your friend' s hypothetical? On the tax returns, you
say, | gave a painting to a charity worth a mllion
dollars. In fact, he did not.

And he says, what you are doing is you are
going to go in and say, That masn't\mnrth a mllion
dollars; it was worth nothing, when, in fact, what you
shoul d be saying is, You didn't give the painting at
al | .

MR. STEWART: | think this is a different
Ssituation because the IRS did not determ ne that the
underlying transactions, the purchases and sal e of
currency options and so forth, didn't occur. It
determ ned that the partnerships were shans. And
think that this is an inportant point.

CHI EF JUSTI CE ROBERTS: Well -- but if you
determ ne that the partnerships were shans, that's |ike
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saying that there were no partnerships.

MR. STEWART: There were no partnerships --

CHI EF JUSTI CE ROBERTS: And if you
say -- you know, | didn't really give the painting, that
neans that there wasn't any painting. It seens to ne
they're pretty closely parallel.

MR STEWART: But what the FPAA al so said
was, because there were no partnerships, the
transactions should be treated as though they had --
wer e engaged in by the individual partners.

JUSTI CE KENNEDY: Maybe it was a frame with
a bl ank canvas.

MR, STEWART: Well -- and | -- and | think,
as -- as | was starting to say at the close of ny
openi ng argunent, it's no accident that the partnerships
were used to effectuate this schene because, if the
i ndi vidual s had bought and sold the offsetting foreign
currency options, they would have had no col orabl e
rationale for contending that they were entitled to a
deduction for the cost of the long option, but they were
not required to treat as income the anpbunt they received
fromthe short option.

It would have been absolutely clear that the
transaction, taken as a whole, was a wash. The only way

that they could try to create the appearance of a paper
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| oss was by mani pulating the rules that govern the
conmput ati on of basis in partnerships. And so the
shanmi ng determnation, in effect, was a determ nation
that, for tax purposes, you can't try to take advantage
of the Helmer rule that says that, for conputing basis
in a partnership, we will ignore the -- the contingent
liability created by the short option.

The -- the one thing -- other thing | would
say on the nerits as to why we care about this case is
that Respondent's argunent doesn't just go to -- on --
on Subsection 3, doesn't just go to basis overstatenments
that are produced through shamtransactions. |t goes to
all basis overstatenents that are produced through | ega
errors. And | think that --

CHI EF JUSTI CE ROBERTS: Do you -- do you
agree that the new | egislation conpletely resolves this
probl enf?

MR. STEWART: It conpletely resolves the
speci fic problem posed by this -- al nbst conpletely
resol ves the specific problem

Subsection 6 undoubtedly would cover this
case. Now, Subsection 6, the trigger for having a
40 percent penalty, rather than a 20 percent penalty is
slightly different. Under Subsection 6, you are -- if

you di scl ose the relevant information on your tax
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return, then even if it's later determ ned that the
transaction | acked econom ¢ substance, you would be
subject only to the 20 percent penalty.

Under Subsection 3, you can get the
40 percent if the overstatenent is 400 percent or nore
regardl ess of disclosure. But it alnost conpletely
covers it. But other -- other --

JUSTI CE SOTOVAYOR: Coul d you -- could you
go back just one nonent to the practical point that your
brother nade? |Is this issue only about whether you
collect the tax beforehand or after? Because he says
that they are bound in a partner-level proceeding to the
finding that the outside basis was -- benefit was
claimed in the partnership level it was zero.

MR. STEWART: Wth respect to jurisdiction,
the question sinply goes to the allocation of
responsibilities between the partnership-Ilevel court and
the partner-level court.

Now, when he says we are trying to avoid
deficiency proceedings, | -- | think it ignores the fact
that, under our reading, the inportant |egal objections
t hat Respondent has made to the penalty, and then he
made the argunents that are set forth in Part 2 of their
brief, can resolve -- under our theory, can be resolved

at the partnership | evel wthout prepaynment of
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penal ti es.
CHI EF JUSTI CE ROBERTS: Thank you, counsel.
The case is submtted.
(Wher eupon, at 11:03 a.m, the case in the

above-entitled matter was submtted.)
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