IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 01-60068

ALVI N C. COPELAND,
Peti ti oner- Appel | ant,
vVer sus

COWM SSI ONER OF | NTERNAL REVENUE
Respondent - Appel | ee,

No. 01-60069

PATTY K. COPELAND, al so known as Patty K Wite,

Peti ti oner- Appel | ant,
vVer sus

COWM SSI ONER OF | NTERNAL REVENUE
Respondent - Appel | ee,

Appeal s fromthe Decision
of the United States Tax Court

May 13, 2002
Before JONES, W ENER, and PARKER, Circuit Judges.
WENER, Circuit Judge:

Petitioners-Appellants Alvin C  Copeland and Patty K
Copel and, al so known as Patty K Wite (collectively, “Taxpayers”)
appeal the Tax Court’s grant of partial summary judgnent to the
Comm ssioner of Internal Revenue (“Conm ssioner”) and the Tax
Court’s denial of their notion for sunmary judgnent. W concl ude
that the Tax Court properly denied the Taxpayers’ deduction under

26 US.C. 8 165 (“I.R C. § 165") for their initial investnments in



the partnerships, and therefore affirmthat ruling. The Tax Court
erred, however, in sustaining the Conm ssioner’s inposition of the
increased interest rate under 26 US C 8 6621(c) (“I.RC 8§
6621(c)”). Because no deduction was disallowed under 26 U S.C. §
183 (“I.R C. 8 183"), and because the Comm ssioner proffered no
alternative basis for inposing the |.R C. 8§ 6621(c) interest rate,
t he Comm ssi oner may not inpose that rate. Accordingly, we reverse
the Tax Court’s ruling on the I.R C. 8 6621(c) interest rate, and
remand for inposition of a judgnent consistent with these rulings
| . Facts and Proceedi ngs

The disputed tax itens and interest charges derive fromthe
followi ng transactions: |In 1979, Taxpayers invested $100,000 in
Garfield QI and Gas Associates (“Garfield”), a state-law
partnership, and in 1981 they i nvested $75, 000 i n Capri corn Conpany
(“Capricorn”), also a state-law partnership. Capricorninvestedin
anot her state-law partnership, Cardinal QI Technology Partners
(“Cardinal”), after which Garfield and Cardi nal together invested
i n enhanced oil recovery technology projects. From 1979 to 1982,
Garfield and Cardinal reported partnership tax itens relating to
the investnents in the enhanced oil recovery technol ogy projects,
and allocated the tax itens to the partners, including Taxpayers.
Taxpayers filed joint tax returns for the tax years 1979 through
1982, which returns included deductions allocated to the Taxpayers
fromthe Garfield and Capricorn partnerships.

In 1990, the Conmm ssioner issued notices of deficiency to



Taxpayers, based on the Commssioner’s disallowance of the
partnership deductions on Taxpayers’ returns. The notice of
deficiency also inposed interest at 120% of the usual rate on the
Taxpayers’ underpaynent of tax attributable to the disallowed
deducti ons, enploying the Secretary’s tenporary regul ati ons! i ssued
pursuant to the then-applicable version of |I.RC 8§ 6621(c).
Taxpayers petitioned the Tax Court for a redeterm nation of the
deficiency that year, but, aside fromtwo flurries of activity in
whi ch the parties entered their pleadings, stipulated issues, and
made appearances in the Tax Court, there was no further action
taken in the Tax Court until 1999.

In the interim the Tax Court decided Krause v. Conm Ssi oner

of Internal Revenue,? a case involving various enhanced oil

recovery technol ogy partnershi ps which had engaged in activities
and transactions substantially identical to thoseinwhich Garfield
and Cardi nal were involved.® Follow ng the Tax Court’s decision in
Krause, Taxpayers paid the principal anmount of the tax deficiency,

but were allegedly unable to afford to pay the interest that had

! Tenporary Treasury Reg. 8 301.6621-2T.

299 T.C. 132 (1992), aff’'d sub nom Hildebrand v.
Commi ssioner of Internal Revenue, 28 F.3d 1024 (10th G r. 1994),
cert. denied, 513 U. S. 1079 (1995).

3 As the Commi ssioner explains, the Garfield and Cardi nal
limted partnerships were nenbers of a group of limted
part nershi ps known as the “El ektra/ Hem sphere” partnerships. The
activities and transactions of Garfield and Cardinal were
substantially identical to those of the El ektra/ Hem sphere
partnerships that were the subject of Krause.
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accunul ated by that tinme. Wen the Tax Court activities in this
case resuned in 1999, the court issued an order requiring the
parties to show cause “why a decision in this case should not be

entered in accordance with the Court’s disposition of the issues in

[ Krause].” That issue was not actual |y addressed at the show cause
heari ng, however. I nstead, when the Tax Court |earned that
Taxpayers were willing to settle the case by paying the standard

interest (not the I.R C 8 6621(c) increased interest) on the
deficiency in a |unp-sum paynent, the court adjourned the hearing
Wth instructions to the Taxpayers to nmake the settlenent offer
wthin 12 days, and to the Conm ssioner to file a status report
wth the court regarding settlenent discussions wthin 30 days.
The Tax Court further instructed that (1) if the parties should
fail to reach a settlenent, they should file a stipulation of
facts; (2) the Comm ssioner should file a notion for summary
judgnment within 60 days after the status report was due; and (3)
Taxpayers should file a response to the Conm ssioner’s notion
Wi thin one nonth thereafter.

The parties did not reach a settlenent agreenent. I n
accordance with the Tax Court’s instructions, they filed a
stipulation of facts, which included an affirmation that the
factual findings and |egal conclusions nmade in Krause were
i ncorporated by reference, “except for the conclusion that |I.R C
8 6621(c) applies and [except for] any inplication that the

[ Krause] partnerships are partnerships for federal inconme tax



pur poses, notw thstanding that they lack profit objective wthin
the meaning of I.R C. 8 183.” |In particular, the parties agreed
that the Krause decision “control[led] the tax treatnent of the
Partnership Tax Itens, as well as the additions to tax asserted in
t hese cases.”

The Comm ssioner then filed a notion for partial® summary
judgnent, arguing that the increased rate of interest under |I.R C
8§ 6621(c) was properly applied to Taxpayers’ underpaynent of tax,
and that Taxpayers were not entitled to deductions under |I.R C 8§
165 for their initial cash investnents in the Garfield and Cardi nal
partnerships. Taxpayers filed their own notion for partial sumary
judgnent, directly opposi ng both of the Conm ssioner’s contenti ons.

In a Menorandum Opinion,®> the Tax Court granted the
Comm ssioner’s notion and denied Taxpayers’ counter-notion,
sustaining the inposition of the I.R C. 8 6621(c) interest rate on
Taxpayers’ underpaynent of tax, and disallowing the I.R C 8§ 165
deduction for their initial cash investnents in the partnerships.

The court entered a Decision reflecting this ruling in Qctober

“1n the Stipulation of Facts submtted by the parties
jointly, they agreed that “[a]fter resolution of the |. R C. 88
6621 (c) and 165 issues, the only disputed issues will be (A the
petitioner Patty K Copeland’ s entitlenent to i nnocent spouse
relief, (B) the reclassification of interest on petitioner A vin
C. Copeland’ s 1985 returns and the effect, if any, of such
reclassification on the Joint Returns, and (C) the determ nation
and allocation of certain carrybacks to the Joint Returns between
petitioners for purposes of determ ning the anmount of their
respective deficiencies.”

5> Copeland v. Commi ssioner, 79 T.C M (CCH 2127 (2000).

5



2000, from which Taxpayers tinely appeal ed.
1. Discussion

A. Standard of Revi ew

“The Tax Court’s determnations of l|law — for exanple,
interpretations of statutory |anguage — are reviewed de nhovo,
while its factual findings are reviewed for clear error.”®

B. Analysis
1. |.R C. 8 165 Deduction for Initial Investnent

As the Tax Court observed in its Menorandum Opi nion, after the
Krause case was decided, Taxpayers “concede[d] all of the
originally claimed tax benefits relating to their investnents in
the partnerships, and...[sought] a l|loss deduction only for the
anount of cash they invested in the partnerships.” |In support of
this deduction, they franmed their argunent to the Tax Court as
fol |l ows:

Unless there is a finding of fact that
[ Taxpayers’] investnent in the Partnerships
| acked sufficient profit notive under |IRC 8
183, [Taxpayers] are entitled to their out-of -
pocket investnment under | RC § 165. [Taxpayers]
have conceded that if the Partnerships were
partnerships for federal incone tax purposes,
then [Taxpayers] are not entitled to out-of-
pocket deductions, however, [ Taxpayers] argue
that the Partnershi ps are not partnerships for
f eder al i ncone tax purposes.” [ Enphasi s
added. ]

Al t hough Taxpayers have not made the above concession so clear in

6 Stanford v. Conmi ssioner of Internal Revenue, 152 F.3d
450, 455 (5th Cr. 1998) (citing GM Trading Corp. V.
Conmmi ssioner, 121 F.3d 977, 980 (5th Cr. 1997)).
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their appellate briefs and oral argunents to us, they have prem sed
their argunent in favor of the deduction solely on the assertion
that “Garfield and Cardi nal are not partnerships for federal incone
tax purposes.” “If an enterprise, such as Garfield and Cardinal,
is formed without any profit notive,” their reasoning runs, “it
cannot be a partnership for federal incone tax purposes and the
activities of the partnership cannot be inputed to the investors
for purposes of determning the applicability of 26 U S.C. § 183 to
the investors. In such cases, a determnation of profit notive
must be made at the individual investor |evel.” Al t hough this
argunent is certainly creative, it is without nerit.
Section 761(a) defines what a “partnership” is for federa

i ncome tax purposes:

(a) Partnership. For purposes of this
subtitle, the term “partnership” includes a
syndi cate, group, pool, joint venture, or

ot her uni ncorporated organi zati on through or
by nmeans of which any business, financial
operation, or venture is carried on, and which
is not, within the neaning of this title, a
corporation or a trust or estate.’

In keeping with this definition, the Tax Court observed that the
Garfield and Cardinal |imted partnerships

entered into transactions, formed joint
ventures, operated gas wells, and engaged in
various other activities. They carried on a
financial operation or venture. They are to
be treated as partnerships under section
761(a) even though the underlying activities
of the partnerships lacked a profit objective
under section 183. The Garfield and Cardi nal

726 US.C. § 761(a).



limted partnerships each had the fornma
indicia of partnership status and conducted
thensel ves generally as partnerships. They
are to be treated as partnerships.

The parties’ stipulation that activities and
transactions of the Grfield and Cardinal
limted partnerships were not entered into
with a profit objective does not affect the
status of the partnershi ps as partnerships for
Federal incone tax purposes.?®

We agree with the distinction presented by the Tax Court on this

issue: “[A] court decision that a partnership activity...lacks a
profit objective...is not equivalent to[] a holding that the

investors intended to create an entity other than a partnership.”®

Even t hough t he Krause court determ ned that the activities engaged

in by the partnerships l|acked a profit objective, none can
seriously contend that those who created these business entities
did not intend to create entities “by neans of which [a] business,
financi al operation, or venture [would be] carried on.” W reject
Taxpayers’ argunent that is prem sed on the proposition that the

determnation that the partnership activities |acked profit

objective stripped the partnerships thenselves of partnership
status for federal incone tax purposes. Accordingly, we affirmthe
Tax Court’s determ nation that the Conm ssioner properly deniedthe
Taxpayers’ deductions for their initial investnents in the

part ner shi ps.

8 Copeland, 79 T.C.M (CCH), at 2130 (enphasis added).

° Vander schraaf v. Conm ssioner of Internal Revenue, 74
T.CM (CCH 7, 11 (1997) (enphasis in original).
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2. |.R C 8 6621(c) Interest

In 1984, Congress anended |.R C. 8§ 6621 to provide for an
increased rate of interest on substantial underpaynents of tax
attributable to tax-notivated transactions.!® As anended by the Tax
Ref orm Act of 1986, |.R C. 8§ 6621(c), which is applicable for the
tax years here in question, provided:

(c) Interest on substantial underpaynents attri butable to
tax notivated transactions.

(1) I'n general. In the case of interest payable under
section 6601 with respect to any substantial under paynent
attributable to tax notivated transactions, the rate of
interest established under this section shall be 120
percent of the underpaynent rate established under this
section.

(2) Substanti al under paynent attributable to tax
noti vated transactions. For purposes of this subsection,
the term “substantial underpaynent attributable to tax
notivated transactions” neans any underpaynent of taxes
i nposed by subtitle A for any taxable year which is
attributable to 1 or nore tax notivated transactions if
the amount of the wunderpaynent for such year so
attributable exceeds $1, 000.

(3) Tax notivated transactions.

(A) Ingeneral. For purposes of this subsection, the

10 Upon enactnent in 1984, this provision was codified as
. RC. 8§ 6621(d). It was anended and redesignated as |.R C. 8§
6621(c) by the Tax Reform Act of 1986, Pub. L. No. 99-514, 100
Stat. 2744, 8§ 1511(c)(1)(A-(C. |I.R C 8§ 6621(c) applies to
i nterest accruing after Decenber 31, 1984, even if the
transaction was entered into before the date of its enactnent.
Tax Reform Act of 1984, § 144(c), Pub. L. No. 98-369, Dv. A
July 18, 1984, 98 Stat. 494. Section 6621(c) was anong several
penalty provisions replaced with a single “accuracy-rel ated”
penalty by the 1989 Act. See H R Rep. No. 101-247, at 1388,
1394 (1989), reprinted in 1989 U S. C. C. A N 1906, 2858-59, 2864.
Despite its repeal, .R C 8 6621(c) still applies to tax years
prior to 1989.




term“tax notivated transaction” neans —

(i) any valuation overstatenment (within the
meani ng of section 6659(c)),

(ii1) any |l oss disallowed by reason of section
465(a) and any credit disallowed under
section 46(c)(8),

(ii1) any straddle (as defined in section 1092(c)
W thout regard to subsections (d) and (e) of
section 1092),

(iv) any use of an accounting net hod specified
in regul ati ons prescri bed by t he
Secretary as a use which may result in a
substantial distortion of inconme for any
period, and

(v) any shamor fraudul ent transaction.

(B) Regul atory authority. The Secretary may by
reqgul ations specify other types of transactions which
wll be treated as tax notivated for purposes of this
subsection and may by regul ati ons provi de that specified
transactions being treated as tax notivated will no
| onger be so treated.... [Enphasis added.]

The Secretary exercised the authority granted in I.RC 8
6621(c)(3)(B), and enact ed Tenporary Regul ati on § 301. 6621-2T (“TTR
8§ 301.6621-2T"), which provides, in relevant part:

Q2. Wat is a tax notivated underpaynent ?
A-2. A tax notivated underpaynent is the portion of a
deficiency (as defined in section 6211) of tax inposed by
subtitle A (incone taxes) that is attributable to any of the
follow ng tax notivated transactions:
(1) ... avaluation overstatenent within the neani ng of
section 6659(c)(1)[];

(6) Any deduction disallowed with respect to any other
tax notivated transactions (see A-4 of this section).

Q4. Are any transactions other than those specified in A-2 of
this section and those i nvol ving the use of accounting net hods
under circunstances specified in A3 of +this section
considered tax notivated transactions under A-2(6) of this
section?
A-4. Yes. Deductions disallowed under the follow ng
provisions are considered to be attributable to tax notivated
transacti ons:
(1) Any deduction disallowed for any period under
section 183, relating to an activity engaged in by

10



an individual or an S corporation that is not
engaged in for profit....1

To summarize the foregoing, |I.RC 8§ 6621(c) authorized the
i nposition of 120% of the usual interest rate on underpaynents of
tax in excess of $1,000, but only if they were attributable to tax

notivated transactions as defined either in|.R C. 8§ 6621(c)(3)(A)

or in the regulations enacted by the Secretary pursuant to |I.R C
8§ 6621(c)(3)(B). Exercising this authority, the Secretary added
a sixth category of tax notivated transactions to the five
specified by the Congress inl.R C. 8§ 6621(c)(3)(A) by promul gati ng
TTR 8 301. 6621-2T: “Any deduction disallowed for any period under
section 183, relating to an activity engaged in by an i ndi vi dual or
an S corporation that is not engaged in for profit.”

As a threshold matter, Taxpayers argue that the Comm ssioner
abused his discretion by inposing the tax fromthe date the paynent
was due, instead of giving themthe opportunity “to resolve this
matter w thout paynent of interest at the penalty increased rate.”
At oral argunent, they asked specifically that we reverse the Tax
Court’s decision and render judgnent in their favor as to the
interest that accrued between the due date of the relevant tax
returns and the 1990 notice of deficiency. In support of this
request, they argue that the legislative history of I.RC 8§
6621(c) shows that the section was intended to serve as a tool for

managing the Tax Court’s docket, by providing incentive for

1126 CF.R 8 301.6621-2T (enphasi s added).
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taxpayers to concede to the Conm ssioner’s assessnent of tax
deficiencies wthout resorting to [litigation. | nstead of
furthering the legislative intent, Taxpayers argue, t he
Comm ssioner’s inposition of the .R C. 8§ 6621(c) rate, of which
they learned only when they received the notice of deficiency,
amounted to a penalty. As noted above,? |.R C. 8§ 6621(c) expressly
applies to interest accruing after Decenber 31, 1984, even if the

offending transaction was entered into before the date of its

enact nent. According to Taxpayers, the Conm ssioner’s “penalizing”
inmposition of |.R C. 8§ 6621(c) interest is therefore particularly
unfair on these facts, because their investnment in the
partnerships, which is the only transaction for which this penalty
could serve any deterrent purpose, pre-dated the enactnent of
|.R C. § 6621(c).

We are not persuaded by Taxpayers’ argunents on this point.
If 1.RC 8 6621(c) 1is applicable at all to Taxpayers’
under paynent, it is applicable fromthe due date of the tax that
they have been determned to owe. The initial |anguage of |I.R C
8§ 6621(c) references “interest payabl e under section 6601.” |.R C.
§ 6601, in turn, states:

8§ 6601. Interest on underpaynent, nonpaynent, or
extensions of tinme for paynent, of tax.

(a) General rule. If any anmount of tax inposed by this
title (whether required to be shown on a return, or to be
paid by stanp or by sone other nethod) is not paid on or
before the | ast date prescribed for paynent, interest on

12 See supra note 9.
12



such anmount at the underpaynent rate established under
section 6621 shall be paid for the period fromsuch | ast
date to the date paid.?*®

The application of this provision is nmechanical, and we find no
abuse of discretion by the Conm ssioner in calculating the interest
fromthe date that Taxpayers’ tax deficiency was due.

Nei ther are we persuaded by Taxpayers’ invocation of the
| egislative intent of |.R C. 8§ 6621(c). In conbination, |.R C. 88§
6621(c) and 6601 are unanbi guous, requiring the inposition of
interest starting from “the last such date” of “the period” for
whi ch the unpaid tax was due. As the Comm ssioner enphasizes, in
the absence of anbiguity, we are not to |ook beyond the plain
wordi ng of the statute or regulationto divine legislative intent.

The larger question presented here is the propriety of
inposing the |I.RC 8 6621(c) interest rate on Taxpayers’
under paynent at all. In contesting the inposition of that rate,
Taxpayers argue that the Tax Court erred in failing to analyze
whet her they, the Taxpayers, had a profit notive when they i nvested
in the subject partnerships. Qur close analysis of this argunent
| eads us to conclude that indeed it was error, on these facts, to

inpose the 1.R C. 8 6621(c) interest rate at all, irrespective of

1326 U S.C. §8 6601(a) (enphasis added).

4 See, e.qg., Quilzon v. Comm ssioner of Internal Revenue,
985 F.2d 819, 823-24 n.11 (5th Cr. 1993) (citing Swearingen v.
Onens- Corning Fiberglas Corp., 968 F.2d 559, 562 (5th G r.1992))
(“Fifth Grcuit lawis crystal clear that when, as here, the
| anguage of a statute is unanbiguous, this Court has no need to
and will not defer to extrinsic aids or legislative history.”).

13



the individual partners’ profit notive, because there was no
deduction disallowed under 8 183, as TTR 8 301.6621-2T pellucidly
requires. We therefore reverse the Tax Court’s ruling and hold
that the |I.R C 8§ 6621(c) interest rate is inapplicable to
Taxpayers’ under paynent of tax.?1®
To repeat, |I.R C. 8§ 6621(c) interest may be inposed only when
there is a “substantial” underpaynment of tax that is attributable
to a tax notivated transaction as defined either in I.RC 8§
6621(c)(3)(A) or in the regulations enacted by the Secretary
pursuant tol.R C. 8§ 6621(c)(3)(B). As any underpaynment of $1, 000
or nore is deened “substantial,” that el enent of the section is not
at issue. And, the Conm ssioner does not contend that any of the
definitional categories of “tax notivated transaction” |isted under
. R C. 8§ 6621(c)(3)(A apply. Rather, the only kind of tax
notivated transaction that is proffered by the Conm ssioner is the
one found in TTR § 301. 6621-2T, A4:
Deducti ons di sal | owed under the foll ow ng provisions are
considered to be attributable to tax notivated
transacti ons:
(1) Any deduction disallowed for any period under
[[LRC] section 183, relating to an activity
engaged in by an individual or an S corporation

that is not engaged in for profit. [Enphasis
added. ]

15 Taxpayers al so argue that it was an abuse of discretion
for the Comm ssioner to refuse their settlenent offer of a | unp-
sum paynent equal to the anpbunt of interest, calculated at the
regul ar rate, that had accrued. As we conclude that the I.R C 8§
6621(c) interest rate should not be inposed at all, we need not
address their argunent prem sed on the settlenent offer.

14



The Comm ssioner maintains that because the Tax Court determ ned
that the partnerships in which Taxpayers invested | acked a profit
notive under |.R C. § 183, the requirenents of TTR 8 301. 6621-2T
were net, and it was proper to inpose thel.R C. 8 6621(c) interest
rate. This application of TTR 8§ 301. 6621-2T, which was adopted by
the Tax Court and blessed by the N nth and Tenth Crcuits,
i nperm ssi bly broadens the reach of this penalty.

Exam nation of the plain language of TTR § 301.6621-2T
establishes that the essential elenents of the type of tax

notivated transaction defined by that requlation are as foll ows:

There nmust be (1) a deduction (2) that is disallowed under |I.R C
§ 183, (3) that is related to an activity engaged in by an
i ndi vidual or an S corporation, and (4) that is not engaged in for
profit. Despite this clear and unanbi guous regul atory mandate,
however, the Conm ssioner’s appellate brief asserts that,
“[pl]ursuant to [the Secretary’s] statutory grant of authority, the

Treasury Regul ations under |.R C. 8§ 6621(c) adopt the profit notive

test of § 183 as a litnmus test for ‘tax notivated transactions.’”
Simlarly, the Tax Court, in its Mnorandum Opinion, quoted

Hi | debrand v. Conmi ssioner of Internal Revenue, ® as it insisted:

Section 6621(c)(1) inposes an increased rate of
i nt er est on “any subst anti al under paynent
attributable to tax notivated transactions,” which
include activities not engaged in for profit.?

16 28 F.3d 1024 (10th Gr. 1994).

17 Copeland, 79 T.C. M (CCH), at 2131 (quoting Hildebrand, 28
F.3d at 1028).
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These statenents are both inprecise and flatly incorrect. The TTR

8§ 301. 6621- 2T definition indisputably requires that a deduction be

disallowed under |.R C. 8§ 183 before the increased penalty may be

i nposed, not that an activity be determned to lack profit notive

under the factors of I.R C. 8§ 183. Being disallowed under |.R C.

8§ 183 is not congruent with being tested —and found wanting —
under the factors set forth in |I.RC § 183. | ndeed, the
Taxpayers’ deductions were not “disallowed under” I.R C. § 183 but

were, as the Conm ssioner notes, purportedly found to be | acking in

profit notive under the factors set forth in the regul ations that

acconpany | .R C. § 183. More inportantly, even if the Comm ssioner

had wanted to disall owthe Taxpayers’ deductions under |I.R C. § 183

for purposes of TTR § 301. 6621-2T, he could not have done so!
|.R C. 8§ 183 states:

§ 183. Activities not engaged in for profit.

(a) CGeneral rule. In the case of an activity engaged in
by an individual or an S corporation, if such activity is
not engaged in for profit, no deduction attributable to
such activity shall be allowed under this chapter except
as provided in this section.?!®

The plain |anguage of the statute thus explicitly cabins its

applicability to activities engaged in by individuals or S

corporations —and, by virtue of the traditional maxi mof statutory

construction, expressio unis est exclusio alterius (the expression

of one thing is the exclusion of others), precludes the section’s

applicability to partnerships. Yet the only parties that engaged

18 26 U.S.C. §8 183(a) (enphasis added).
16



inan activity for other than profit were the two partnerships: No
i ndi vidual and no S corporation engaged in any activity here, with
or without a profit notive.

The Conmmi ssioner nevertheless relies on the fact that the Tax
Court in Krause sustained the Conm ssioner’s disallowance of
deductions *“under section 183.” The deduction having been
di sal l oned “under section 183,” argues the Conm ssioner, |eads
i nexorably to the conclusion that the I.R C. 8 6621(c) increased
interest rate applies. W disagree with the Conm ssioner’s basic
prem se that these deductions were disallowed “under § 183.”

I n Krause, the Tax Court engaged in an anal ysis of whether the
deductions at issue nmet the requirenents of |.R C. 88 162 and 174.%°
Those two |. R C. sections provide, in relevant part:

8§ 162. Trade or business expenses.
(a) In general. There shall be allowed as a deduction
all the ordinary and necessary expenses paid or incurred

during the taxable year in carrying on any trade or
busi ness....?®

and

8§ 174. Research and experinental expenditures.

(a) Treatnent as expenses. (1) In general. A taxpayer
may treat research or experinental expenditures which are
paid or incurred by him during the taxable year in
connection with his trade or business as expenses which
are not chargeable to capital account. The expenditures
so treated shall be allowed as a deduction. 2!

Both statutes require that the expense be paid or incurred in

19 Krause, 99 T.C 132, 168 (1992).

20 26 U.S.C. 8§ 162(a) (enphasis added).

21 26 U.S.C. 8§ 174(a) (enphasis added).
17



connection with a “trade or business” before the deduction is
allowed. It is well-established that the determ nati on whether an
undertaking qualifies as a trade or business involves an inquiry
into profit notive:

Congress allows deductions under 26 U S.C. 8§

162 for expenses of carrying on activities that

constitute a taxpayer’s trade or business, [or]

under 26 US C. § 174 for research and

devel opnent expenses in connection with a trade

or busi ness....Expenditures my only Dbe

deduct ed under sections 162 [and] 174...if the

facts and circunstances indicate that the

taxpayer made themprimarily in furtherance of

a bona fide profit objective i ndependent of tax

consequences. 22
It is equally accepted that in the partnership context, the profit
motive inquiry focuses on the partnership, not the individual
partners,? and that the factors in the Treasury Regulations to
|. R C. 8§ 183 (for determ ning whether an “activity is...engaged in
for profit”) may be enpl oyed to determ ne the profit notive required

by sections 162 and 174 exists.? |t bears enphasizing, however,

22 Agro _Science Co. v. Conmissioner of Internal Revenue, 934
F.2d 573, 576 (5th Cr. 1991) (citing 26 CF. R § 1.183-2(a)
(1990); Mayrath v. Comm ssioner, 357 F.2d 209, 214 (5th G
1966); Drobny v. Comm ssioner, 86 T.C 1326, 1340 (1986)).

2 See, e.qg., Tallal v. Conm ssioner of Internal Revenue,
778 F.2d 275, 276 (5th Gr. 1985) (“Wen the taxpayer is a nmenber
of a partnership, we have interpreted 26 U S.C. 8 702(b) to
requi re that business purpose nmust be assessed at the partnership
| evel .”).

24 1d. (approving the use of the “criteria identified in
Treasury Regul ation 8§ 1.183-2" for guidance in determ ning
whet her a partnership “lacked a bona fide profit objective”).
See also Krause, 99 T.C. at 168 (“The factors set out in the
Treasury regul ati ons under section 183 generally are utilized in
determ ning whether the requisite profit objectives are present
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that the factors froml.R C. 8 183 are only tools for determning
the requisite profit objective under |I.R C 88 162 and 174;
deductions for partnership expenses are not allowed or disallowed
directly under I.R C. 8 183 itself.

Despite this truism however, the Tax Court in Krause, after
enpl oying the factors fromthe Regul ations under .R C. 8§ 183 inits
anal ysis of the deductions clainmed under |.R C. 88 162 and 174,

concl uded:

In summary, presented to us in this case
is a chain or multilayered series of
obligations, stacked or nultiplied on top of
each other via the nunerous partnerships to
produce debt obligations in staggering dollar
anopunts, using a largely undeveloped and
untested product, in a highly risky, very
specul ative, and non-arm s-1ength manner in an
attenpt to generate significant tax deductions
for investors. The transactions did not, and
do not, constitute legitinmate for-profit
busi ness transacti ons.

Losses of the partnerships are disall owed
under section 183....%

The Tax Court’s wording to the contrary notw t hstandi ng, however,
t he deductions were not actually disallowed under |.R C. § 183, but
under |.R C. 88 162 and 174, neither of which are limted —as is
8§ 183 —to activities engaged in by individuals and S corporations,

to the exclusion of partnerships.?® |.R C 8§ 183 provided the

under section 162 [and] section 174.7).
25 Krause, 99 T.C. at 175-76 (enphasis added).

26 Even the Conmi ssioner recognizes this limtation in his
appel l ate brief when he states (enphasis ours): “The regul ations
under 8§ 183 list a nunber of factors relevant to the
determ nation of profit notive, and those factors have frequently
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Krause court with only the factors for analysis, not statutory
authority to allow or disallow deductions thenselves. To say that
the deductions are disallowed “under section 183" inpermssibly
conflates the |.R C. sections in question and thereby gl osses over
this crucial distinction.

The Tax Court again endorsed this gloss, however, when it
considered the instant case. Adopting the rationale offered by the
Ninth Gircuit,? the Tax Court stated,

[ T] he Secretary has authority to define certain
transactions as tax notivated, the Secretary
has defined transactions lacking a profit
notive under section 183 as tax notivated, the
transactions in this case lack a profit notive
under section 183, petitioners’ activities

relating to these transactions are therefore
tax notivated. ?®

That, of course, is not what TTR 8 301. 6621- 2T states. Again, that

regul ati on desi gnates as “tax notivated” “[a] ny deducti on di sal | owed

for any period under section 183, relating to an activity engaged

in by an individual or an S corporation that is not engaged in for
profit”; and, again, the deductions disallowed in Krause (which

ruling was stipulated to apply here) were disall owed under 8 162 and

been applied by the courts in determ ning whether a profit notive
exists for all sorts of entities, including partnerships and
corporations, to which the limtations on deductibility of § 183
do not apply.”

21 See Hill v. Commi ssioner of Internal Revenue, 204 F.3d
1214, 1220 (9th Gr. 2000). The Hill court was, in turn, relying
on the Tenth Crcuit’s reasoning in Hildebrand v. Conm Ssioner,
28 F.3d 1024 (10th G r. 1994).

28 Copeland, 79 T.C M (CCH), at 2131 (enphasis added).
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8 174, enploying only the profit objective factors in the Treasury
Regul ati ons acconpanying 8 183. The Ninth Grcuit’s and Tax Court’s
pronouncenents that “transactions lacking a profit notive under
section 183" constitute tax notivated transactions under |.R C 8§
6621(c) inperm ssibly broadens the reach of this punitive interest
provision. The definition of a tax notivated transaction found in
TTR 8 301. 6621- 2T i nel uctably requires that the underpaynent of tax
be attri butabl e to deduction disallowed under |.R C. § 183, and such
a disall owance sinply did not take place in the instant case —nor
could it have.

As the foregoing makes clear, we respectfully differ with our
fellow circuits regarding the application of I.R C 8§ 6621(c) via
TTR § 301.6621-2T.%° W are, of course, mindful of the adnonition
of the NNnth CGrcuit that “[ulniformty anong Crcuits is especially
inportant in tax cases to ensure equal and certain adm nistration
of the tax system”3° Neverthel ess, the plain |anguage of TTR 8§
301. 6621- 2T | eaves us no choice, for it conpels our conclusion. It
is certainly conceivable that the Secretary neant to classify as tax
not i vat ed any deduction that was determned to |l ack a profit notive,

as the Commi ssi oner and Tax Court contend. Indeed, TTR § 301. 6621-

2 See, e.qg., HIl v. Commi ssioner of Internal Revenue, 204
F.3d 1214 (9th Cr. 2000); Hildebrand v. Comm ssioner of Internal
Revenue, 28 F.3d 1024 (10th G r. 1994).

30 Hill, 204 F.3d at 1217 (quoting Pacific First Fed. Sav.
Bank v. Comm ssioner, 961 F.2d 800, 803 (9th Cr. 1992) (quoting
First Charter Financial Corp. v. United States, 669 F.2d 1342,
1345 (9th Cr. 1982))).
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2T coul d have been drafted to do just that: apply when partnership
transactions tested for profit notive using the factors froml.R C
8 183 were found to lack such a profit notive. TTR 8§ 301.6621- 2T,
however, unanbiguously directs a different analysis. As the
Comm ssi oner insisted when arguing that the rules for the starting-
date of the interest rate accrual should be nmechanically applied,?3
when the statutory (or regulatory) |anguage is clear, we nust | ook
no further.

Nei t her do our earlier rulings applying|.R C. 8 6621(c) conpel

a different concl usion. In Heasley v. Comm ssioner of |nternal

Revenue, ® we considered a non-partnership case in which the
Comm ssi oner sought to inpose the | . R C. 8 6621(c) interest rate by
means of the statutory definition relating to a valuation
overstatenent, or, alternatively, enploying TTR § 301.6621-2T.
Having determned wearlier in the Heasley opinion that the
under paynent of tax was not attributable to a valuation
overstatenment, we considered the alternative basis for the increased
interest rate, TTR 8 301.6621-2T, and rejected that, as well.
Accepting for the purposes of that inquiry the sinplified
articulation of the test in TTR 8§ 301. 6621-2T (“The I.R S. defines

transactions ‘not engaged in for profit’ as tax-notivated”®), we

advanced to the next step of the analysis and determ ned that the

31 See supra note 12 and acconpanying text.
32 902 F.2d 380 (5th Gr. 1990).
¥ Heasl ey, 902 F.2d at 385.
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Tax Court erred in failing to consider the individual taxpayers’
profit notive, and, further, that if the Tax Court had conducted the
proper inquiry it would have found the requisite profit notive.3
The net result, therefore, was the sane as in the instant case,
albeit for slightly different reasons: di sapproval of the
Comm ssioner’s attenpt to inpose the |.R C. 8 6621(c) interest rate
using TTR 8§ 301. 6621- 2T.

In Heasl ey, we reached that result by inplicitly granting the
Comm ssioner’s interpretation of TTR § 301. 6621-2T for the sake of
argunent, yet finding that the taxpayers had a profit notive. Here,
we never reach the question whether profit notive is to be tested at
the i ndividual or partnership | evel, because we begin (and end) with
an exam nation of that which the Heasley court assunmed arguendo —
the Comm ssioner’s interpretation and application of TTR § 301. 6621-
2T.

Qur three subsequent encounters wth I.R C § 6621(c) are
i kew se distinguishable, for none of them inplicates TTR 8§

301. 6621- 2T. In those three partnership cases, Lukens v.

Conmi ssi oner of Internal Revenue, 3 Chanberlain v. Conmi ssioner of

| nt ernal Revenue, ®® and Durrett v. Conm ssi oner of |Internal Revenue, ?’

the Comm ssioner sought to inpose the increased interest rate by

34 Heasl ey, 902 F.2d at 386.

3% 945 F.2d 92 (5th Gir. 1991).

% 66 F.3d 729 (5th CGir. 1995).

37 71 F.3d 515 (5th Gir. 1996).
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means of I.R C 8§ 6621(c)(3)(A(v), the statutory category of tax
notivated transactions inplicating shamor fraudul ent transactions.
Sham though, is not the category chosen by the Comm ssioner in the
i nstant case; rather, the TTR 8§ 301. 6621- 2T cat egory of di sal | owance
under I.R C. 8 183 is the thrust here. W note in passing that in
all three shamcases, we rested our affirmance of the inposition of
the 1.R C 8§ 6621(c) interest rate at least in part on the
recognition of the Tax Court’s factual finding that the individual
Taxpayers | acked a profit notive. But again, as explai ned above, we
decline in the instant case even to reach the question of whose
profit notive to analyze, because the requisite disallowance of a
deduction under I.R C. 8 183 sinply did not take place.

To summarize, then, TTR 8§ 301.6621-2T defines a tax notivated

transaction, for purposes of I.R C 8§ 6621(c), as “[a]ny deduction

di sal l owed for any period under section 183, relating to an activity

engaged in by an individual or an S corporation that is not engaged

infor profit.” The unanbi guous plain | anguage of TTR § 301. 6621- 2T
thus expressly limts its applicability to instances in which a
deduction has been disallowed under |.R C. 8§ 183; and that section
isitself limted in application to activities of individuals and S

corporations. The only role |I.R C. §8 183 played in the instant case

was to provide analytical tools —the factors found in the Treasury
Regul ati ons —f or assessing the partnership’s profit objective, for
purposes of sections 162 and 174. To repeat for enphasis, in

promul gating TTR 8§ 301. 6621-2T, the Secretary could have defined a
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tax notivated transaction as one for which a profit notive, as

anal yvzed under the factors of § 183, was found | acking, but the

Secretary did not. Instead, TTR 8§ 301.6621-2T defines a tax

noti vated transacti on as a deduction that has been di sall owed under

8 183, and no such disall owance has been or coul d have been nmade in
this case. It was therefore error for the Tax Court to adopt
unquestioningly the Ninth Crcuit’s assunption that a finding of a
lack of profit notive using the factors of |I.R C 8§ 183 could,
W t hout nore, support the inposition of I.R C. 8§ 6621(c) interest
via TTR 8§ 301.6621- 2T. Accordingly, we reverse the Tax Court’s
ruling and hold that the I.R C. § 6621(c) interest rate cannot be
applied to the Taxpayers’ underpaynent of tax. W therefore renmand
this action to the Tax Court for entry of an appropriate judgnent
consi stent herew th.

AFFIRMED in part; and REVERSED in part and REMANDED for entry of

j udgnent .
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