Meruelo v. Commissioner, 132 T. C. 355 (2009)

In Meruelo v. Comm’r, the U. S. Tax Court upheld its jurisdiction over a case
involving a notice of deficiency (NOD) issued to taxpayers before the completion of
partnership-level proceedings under TEFRA. The court ruled that the NOD was not
premature because it was issued during the statutory period of limitations, despite
no final partnership administrative adjustment (FPAA) being issued to the related
partnership. This decision clarifies the timing requirements for notices in TEFRA
partnership audits and underscores the court’s authority to adjudicate affected
items at the partner level.

Parties

Alex and Liset Meruelo were the petitioners, challenging the notice of deficiency
issued by the Commissioner of Internal Revenue, the respondent, regarding their
1999 federal income tax return.

Facts

Alex Meruelo owned a single-member limited liability company (LLC) named
Meruelo Capital Management, LLC (MCM), which was a disregarded entity for
federal tax purposes. MCM held a 31. 68% interest in Intervest Financial, LLC
(Intervest), a five-member LLC subject to the Tax Equity and Fiscal Responsibility
Act of 1982 (TEFRA) audit procedures. Intervest reported a $14,327,160 loss in
1999, of which $4,538,844 was allocated to MCM. The Meruelos claimed this loss as
a deduction on their personal tax return, mistakenly reporting it as a pass-through
from a partnership named MCM. The Commissioner issued a notice of deficiency to
the Meruelos disallowing the loss deduction and imposing accuracy-related
penalties, shortly before the expiration of the three-year period of limitations for
assessing tax for both the Meruelos and Intervest. It was later discovered that the
loss stemmed from Intervest, not MCM.

Procedural History

The Meruelos petitioned the U. S. Tax Court to redetermine the deficiency and
penalties assessed by the Commissioner. They moved to dismiss the case for lack of
jurisdiction, arguing that the notice of deficiency was issued prematurely because
the Commissioner had not issued a final partnership administrative adjustment
(FPAA) to Intervest nor accepted its return as filed. The Commissioner responded by
moving to stay the proceedings due to a related grand jury investigation into tax
shelters. The Tax Court denied the Meruelos’ motion to dismiss and lifted the stay to
decide the jurisdiction issue.

Issue(s)

Whether the notice of deficiency issued to the Meruelos was premature because it
was issued before the completion of partnership-level proceedings as to Intervest,
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and whether the Tax Court has jurisdiction over the affected items set forth in the
notice of deficiency.

Rule(s) of Law

Under TEFRA, partnership items are determined at the partnership level, whereas
affected items require determinations at the partner level. The normal period of
limitations for assessing tax attributable to partnership items is three years from the
later of the due date of the partnership return or the date it was filed. The
Commissioner may issue a notice of deficiency related to affected items during this
period without issuing an FPAA if the partnership’s return is accepted as filed.
Affected items include the at-risk limitation under Section 465, basis limitations
under Section 704(d), and accuracy-related penalties under Section 6662 that do not
relate to partnership items.

Holding

The Tax Court held that the notice of deficiency was not issued prematurely because
it was issued within the three-year period of limitations applicable to both the
Meruelos and Intervest, and no FPAA had been issued to Intervest. The court also
held that it had jurisdiction over the case because the affected items set forth in the
notice of deficiency, including the at-risk limitation under Section 465, the basis
limitation under Section 704(d), and the accuracy-related penalties under Section
6662, required determinations at the partner level.

Reasoning

The court reasoned that the Commissioner’s decision not to commence a
partnership-level proceeding against Intervest within the three-year period of
limitations meant that Intervest’s return was accepted as filed. Therefore, the
Commissioner could issue the notice of deficiency to the Meruelos without violating
TEFRA’s requirements. The court distinguished this case from Soward v.
Commissioner, where an FPAA had been issued and litigation was ongoing when the
notice of deficiency was issued. The court also rejected the Meruelos’ argument that
the Commissioner was required to wait until the expiration of the normal period of
limitations before issuing the notice of deficiency, citing Roberts v. Commissioner
and Gustin v. Commissioner as consistent with its interpretation. The court further
reasoned that the affected items in the notice of deficiency required partner-level
determinations because they depended on factual determinations peculiar to the
Meruelos, not Intervest. The court’s analysis of the legal tests applied, statutory
interpretation, and precedential cases supported its conclusion that it had
jurisdiction over the case.

Disposition

The Tax Court denied the Meruelos’ motion to dismiss for lack of jurisdiction and
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upheld its authority to decide the case based on the affected items set forth in the
notice of deficiency.

Significance/Impact

Meruelo v. Comm’r clarifies the timing requirements for issuing notices of
deficiency in TEFRA partnership audits and reinforces the Tax Court’s jurisdiction
over affected items at the partner level. The decision underscores the importance of
distinguishing between partnership items and affected items in TEFRA cases and
provides guidance on when the Commissioner may issue a notice of deficiency
without completing partnership-level proceedings. The case also highlights the
potential for taxpayers to face penalties for misreporting partnership items on their
personal tax returns, even if the underlying partnership has not been audited.
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