Rawls Trading, L. P. v. Commissioner, 138 T. C. 271 (U. S. Tax Ct. 2012)

In Rawls Trading, L. P. v. Commissioner, the U. S. Tax Court ruled that it lacked
jurisdiction over a prematurely issued Final Partnership Administrative Adjustment
(FPAA) to an interim partnership, Rawls Family, L. P. , which only reflected
adjustments from lower-tier source partnerships. This decision underscores the
importance of completing source partnership proceedings before issuing
computational adjustments in tiered partnership structures, impacting how the IRS
must proceed in similar cases.

Parties

Rawls Trading, L. P. , Rawls Management Corporation, as Tax Matters Partner, and
other related entities (Petitioners) v. Commissioner of Internal Revenue
(Respondent).

Facts

Jerry S. Rawls engaged in the “Son-of-BOSS” tax shelter using a tiered partnership
structure involving Rawls Family, L. P. (Family), Rawls Group, L. P. (Group), and
Rawls Trading, L. P. (Trading). The structure aimed to generate artificial losses to
offset capital gains. Group and Trading, the source partnerships, executed
transactions that allegedly overstated their bases. These overstated bases were then
purportedly passed up to Family, the interim partnership, and ultimately to Rawls
through other pass-through entities. The IRS issued simultaneous FPAAs to Family,
Group, and Trading, disallowing the claimed losses. The FPAA issued to Family only
reflected the adjustments from Group and Trading.

Procedural History

The IRS issued FPAAs to Group, Trading, and Family on March 9, 2007. Petitions for
redetermination were filed for all three partnerships. The cases were consolidated,
and the IRS moved to stay the Family proceeding, admitting the Family FPAA was
issued prematurely but asserting its validity. The Tax Court, on its own motion,
considered the jurisdictional issue.

Issue(s)

Whether the Tax Court has jurisdiction over the FPAA issued to Family, which only
reflected computational adjustments based on the adjustments made to the source
partnerships, Group and Trading?

Rule(s) of Law

Under the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), specifically
section 6226(a), the Tax Court’s jurisdiction over partnership items is contingent on
the issuance of a valid FPAA. Section 6231(a)(6) defines computational adjustments
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as changes in a partner’s tax liability reflecting the treatment of a partnership item.
Section 6225(a) prohibits the assessment of a deficiency attributable to a
partnership item before the partnership proceeding is final. The court’s prior
decision in GAF Corp. & Subs. v. Commissioner, 114 T. C. 519 (2000), established
that an FPAA or notice of deficiency reflecting only computational adjustments
issued before the completion of the partnership-level proceedings is invalid and does
not confer jurisdiction.

Holding

The Tax Court held that it lacked jurisdiction over the Family case because the FPAA
issued to Family, which only reflected computational adjustments based on the
adjustments to Group and Trading, was issued prematurely and thus invalid.

Reasoning

The court reasoned that the Family FPAA merely represented computational
adjustments under section 6231(a)(6), as it only sought to apply the results of the
Group and Trading proceedings to Family, an indirect partner. Applying GAF Corp.
& Subs, the court determined that such an FPAA, issued before the completion of
the source partnership proceedings, was ineffective for conferring jurisdiction. The
court emphasized the statutory framework of TEFRA, which segregates partnership
and nonpartnership items and requires the completion of partnership-level
proceedings before assessing computational adjustments. The court rejected the
IRS’s argument that the Family FPAA could be stayed rather than dismissed, noting
that without jurisdiction, a stay was not possible. The court also addressed the IRS’s
concern about the “no-second-FPAA” rule under section 6223(f), suggesting that the
IRS might proceed directly against the indirect partner, Rawls, without issuing
another FPAA to Family once the source partnership proceedings were completed.

Disposition
The court dismissed the Family proceeding for lack of jurisdiction.
Significance/Impact

The Rawls Trading decision clarifies the jurisdictional limits of the Tax Court under
TEFRA in tiered partnership structures. It establishes that an FPAA issued to an
interim partnership, reflecting only computational adjustments from source
partnerships, is invalid if issued before the source partnership proceedings are
completed. This ruling impacts IRS procedures in auditing tiered partnerships,
requiring the completion of source partnership proceedings before issuing
computational adjustments to interim partnerships. It also highlights the Tax Court’s
duty to independently assess its jurisdiction, even absent a challenge from the
parties, and underscores the need for the IRS to carefully sequence its actions in
complex partnership structures to ensure valid jurisdiction.
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