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BOUDI N, Chi ef Judge. We are asked to resol ve whet her

a tax assessnment against CC& Western Operations Limted
Partnership ("Western") was tinely filed under a provision of
the Internal Revenue Code that gives the IRS three additiona
years to inmpose such an assessment on a partnership that omts
a substantial amount of gross income fromits return. 26 U.S. C.
8§ 6229(c)(2) (1994). The facts, which are fully stipulated,
involve the sale of real estate interests in a conplicated two-
step transacti on.

CC&F Investnent Conpany Limted Partnership ("CC&F
| nvestment”) and CC&F I nvestors, Inc. ("CC&F Investors") forned
Western in 1990 for the sole purpose of selling certain
partnership interests owned by CC&F | nvestnent to Trammel |l Crow
Equity Partners 11, Ltd. ("Tramell Crow"). CC&F I nvest nment
owned, directly or through its | ower-tier partnership CC& West,
two relevant sets of assets: 84 percent general partner
interests in seven real estate partnerships ("the real estate
partnerships”) and 100 percent ownership interests in five

vacant | and parcels.?

ICC&F I nvestnent al so owned--and sold to Tramell Crow--
stock in CC& Stadium Properties, Inc., a corporation involved
in real estate |easing. The I RS determ ned that the gross
income on this sale was al so under-reported, but neither party
contends that this transaction affects the tineliness of the
| RS's assessnent.
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In a tax-free transaction prior to the Trammell Crow
sale, CC&F Investment and CC&F West sold Western their 84
percent interest in the real estate partnerships and conveyed
the five | and parcels to five new partnerships in which Western
was a 99 percent partner ("the vacant |and partnerships"). The
remai ning 16 percent interest in the real estate partnerships
was held by other partnerships whose partners were primarily
enpl oyees of CC&F Investnent's general partner ("the enployee
partnerships"); CC&F Investors retained the residual 1 percent
interest in the vacant | and partnershi ps.

In two separate transactions in March and April 1990,
Western joined with the enpl oyee partnershi ps and CC&F | nvestors
to sell a 100 percent interest in each of the twelve
partnerships (collectively, "the subsidiary partnerships") to
Trammel |l Crow for $74,122,212 in cash. Because Trammel | Crow
was prom sed the assets free and clear of debt, $52,928, 095 of
the sale proceeds went directly fromthe escrow agent to repay
all of the third-party bank debt.

As a result of the sale, each of the twelve
partnershi ps underwent a tax term nation under 26 U S.C 8§
708(b)(1)(B) and submtted a final tax return for the
abbreviated tax year. All but one return included a statenment

that the partnership had been sold to an unrelated third party
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by Western and the enpl oyee partnerships. (One of the seven
real estate partnerships--CC&F Bel |l vue--erroneously stated that
all of its interests had been liquidated and transferred to
Western.)

Western tinmely filed its 1990 partnership information
return (Form 1065) on October 15, 1991. The return stated that
Western had sold "various partnership interests” on March 29,
1990 at a "gross sales price" of $27,965,551 and at a "cost or
ot her basis" of $31, 161,890, for a net |loss of $3,196,339. No
expl anation of the derivation of these figures was given.
Western also attached the Schedule K-1s from the twelve
subsi di ary partnership returns, which taken toget her stated that
Western's allocable share of those partnerships' liabilities
just prior to the sale totaled $69, 959, 490.

On Cctober 14, 1997--a day less than six years after
Western's return was filed--the |IRS sent CC&F |nvestors,
Western's tax matters partner, an adjustment with a proposed
increase of nearly $83 million in Western's taxable incone from
the sale of the twelve partnership interests. This adjustnment
was | ater acknowl edged to be m scal cul ated, and the parties now
agree that Western's $3, 196, 339 net | oss on the sal e should have
been reported as a net gain of $9,182,216--an upward adj ust ment

of $12, 378, 555.



The correct gain was cal cul ated based on gross sale
proceeds to Western of $20,904,872 (the $74, 122,212 purchase
price paid by Trammell Crow m nus the enployee partnerships’
$289, 245 share and the $52,928,095 that went to pay off the
third-party bank debt). The aggregate tax basis of Wstern's
interest in the twelve partnerships was calculated to be
$9, 276, 412, disregarding the third-party bank debt (which had
also been disregarded in calculating Wstern's proceeds).
Certain other costs were also attributed to the sale. The exact
cal cul ati ons appear in an appendix to this opinion.

West ern concedes that this adjustnment is accurate but
contends that the adjustnent was not tinely filed. It argues
that the statutory three-year extension for substanti al
om ssions of gross incone does not apply because its gross
income was adequately disclosed on its return and attached
schedul es. On cross-notions for sunmary judgnent, the Tax Court
sustained the IRS, 80 T.C M (CCH) 345 (2000), and this appea

ensued. We have jurisdiction, and our review is de novo. 26

US.C. § 7482; State Police Ass'n of Mass. v. Commir, 125 F. 3d

1, 5 (1st Cir. 1997).
The limtations provisions that directly govern are
contained in sections 6229(a) and (c) of the 1954 Code, enacted

as part of the Tax Equity and Fiscal Responsibility Act of 1982
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("TEFRA"), Pub. L. No. 97-248, § 402, 96 Stat. 324, 648. Under
TEFRA, tax treatment of partnership items is determned in a
uni fied partnership | evel proceedi ng, although assessments occur
at the individual partner |evel.

Section 6229(a) says that the limtations period for
assessing tax on a taxpayer, where the tax is attributable to a
partnership item does not expire before three years after the
partnership return was filed. Section 6229(c) then creates
certain extensions, including one in subsection (c)(2) for
"[s]ubstantial om ssion of inconme":

If any partnership omts from gross

i ncone an anmount properly includible therein

which is in excess of 25 percent of gross

income stated in its return, subsection (a)

shall be applied by substituting "6 years"

for "3 years".

In this case, notice of an adjustnment tolling the
statute was sent to Western's tax matters partner one day before
the six-year period expired. If the six-year period governs,
the parties have stipulated that additional tax from Wstern on
the wunder-reported incone is now due. The parties also
stipulate that the 25 percent threshold has been net. \Whether
one conpares actual gross proceeds with reported gross proceeds,
or real net gain with reported net |oss, the actual anmounts

i nvol ved exceed the reported figures by far nore than 25

percent. See Appendi X.



Based on the bare | anguage of section 6229, it m ght
appear that this alone is enough to entitle the IRS to the six-
year statute of limtations. However, Western has two counter-
arguments to the IRS, both of which depend on reading section
6229 in |ight of case | aw devel oped in connection with two ot her
provi si ons--section 275 of the 1939 Code and section 6501 of the
1954 Code. The argunents can scarcely be understood, |et al one
assessed, w thout an excursion into pre-TEFRA | aw and precedent.

Language enbodyi ng section 6229's substanti al omni ssion
test was originally contained in section 275 of the 1939 Code to
qualify the ordinary three-year limtations period for all
income tax returns and not just partnerships; the only
di fference was that the extension provided was fromthree years
to five years rather than six. In 1954, Congress superseded
section 275 with section 6501. Subsection 6501(a) adopts the
nor mal three-year period; subsection (e) (1) adopts the
substantial om ssion test extending the period to six years but
al so adds two further subsections not contained in section 275
provi ding special rules for inplenmenting the test. 26 U S.C. §
6501(e) (1) (A (i), (ii).

Not | ong after the 1954 Code was enacted, the Suprene

Court in Colony, Inc. v. Comm ssioner, 357 U S. 28 (1958),

construed section 275 as applied to a pre-1954 Code return. In
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Col ony, the case around which Western's main arguments revol ve,
t he taxpayer reported the sale of several lots of |and, giving
the full amunt of the gross receipts from the sales but
overstating its basis in the property, resulting in an
under statenment of gross incone. Rel ying upon |egislative
hi story of section 275, Justice Harlan held that its |onger
l[imtations period did not apply where gross receipts had been
fully reported, even though gross incone was substantially
under-reported. |d. at 33.

The result may seemsurprising because section 275 did
not speak of gross receipts at all but of gross inconme, and
t axpayer Col ony had under-reported gross i ncone by nore than 25
percent by overstating the basis. G oss incone on |and sales is
normal |y conputed as net gain after subtracting the basis. 26
U S.C. 88 61(a)(3), 1001(a); 26 CF.R & 1.61-6 (2001). However,
Justice Harlan read section 275 in light of |egislative reports
and debat es gi vi ng exanpl es of cases where an i ncone recei pt was
entirely omtted fromthe return. Colony, 357 U S. at 33-35.
Al t hough these could have been deened nerely exanples, Col ony

read themas reflecting the limts of section 275.7?

Whet her Colony's main holding carries over to section
6501(e) (1) is at |east doubtful. That section's first "speci al
rul e" adopts Justice Harlan's gross receipts test but only for
sal es of goods and services. 26 U. S.C. §8 6501(e)(1)(A)(i). The
arguable inplication is that it does not apply under section
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Justice Harl an' s deci sion concluded with the foll ow ng:

We think that in enacting 8 275(c)
Congress mani fested no broader purpose than
to give the Conm ssioner an additional two
years [ now i ncreased to t hr ee] to
investigate tax returns in cases where,
because of a taxpayer's onmi ssion to report
sone taxable item the Conm ssioner is at a
speci al disadvantage in detecting errors.
In such instances the return on its face
provides no clue to the existence of the
omtted item On the other hand, when, as
here, the understatenent of a tax arises
froman error in reporting an itemdi scl osed
on the face of the return the Conm ssioner
is at no such di sadvant age.

357 U.S. at 36.

Western's first argument based wupon Colony is
straightforward. It says that Colony is on all fours with this
case and that, as section 6229(c) tracks section 275, it follows
that the substantial om ssion test not met in Colony was also
not met in this case. The equation is m staken. Colony did not
involve the failure to include attributed incone; rather, al
recei pts were disclosed and the taxpayer's only fault was an
over statenent of basis.

In the present case, by contrast, the huge paynent by
Trammel | Crow di scharging Western's indebtedness to banks is

properly treated as a gross receipt and gross incone

6501 to other types of incone. See Lawson v. Commir, 67 T.C M
(CCH) 3121 (1994). But we need not resolve this issue.

-10-



attributable to Western. 26 U. S.C. 88 752(d), 1001(b); 26
C.F.R 8§ 1.752-1(h), 1.1001-2(a) (2001). Al or nost of this
anmpunt, stipulated as $52,928,095, was sinply omtted as an
income item on Western's return. In Colony there was no such
om ssion and that was decisive; here, there was. So nuch for
any argunment that Colony is directly in point and that its
out cone conpels the sane one here.

However, Western has a second argument based not on
Colony's main holding (that a gross receipt nust be omtted
before the extension applies) but rather on Justice Harlan's
reference, quoted above, to the |lack of any clue alerting the
RS to an om ssion fromthe return. Western's position is that,
foll owi ng Colony, the six year statute is triggered only if the
return, in addition to omtting over 25 percent of gross i ncone,
also gives the IRS no clue that this om ssion has occurred.
And, it says, the aggregate of Western's i ndebtedness, refl ected
in the twel ve subsidiary partnerships' Schedule K-1s that were
attached to Western's own partnership return, provided that
cl ue.

Read literally, Justice Harlan's reference to the | ack
of a clue was not at all a description of a condition for
i npl ementing section 275. The only test adopted in Col ony was

t hat there be an om ssion of gross recei pts exceedi ng 25 percent
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and not just an overstatenent of basis that effectively reduced
reportable gross inconme by that anount. The clue | anguage was
used nerely to explain why Congress mght have been nore
concerned about an omtted receipt than an overstated basis--
specifically, because the omtted receipt will (ordinarily)
provide no clue as to the error; by inplicit contrast, an
overstated basis provides sonething the IRS can check. Col ony,
357 U.S. at 36.

Nevert hel ess, sever al Tax Court decisions have
described the clue reference as if it were an independent test
so that there nust be both an om ssion of over 25 percent and

also no clue to the existence of the oni ssion. E.g., Rhone-

Poul enc Surfactants & Specialities, L.P. v. Commr, 114 T.C.

533, 557-58 (2000), appeal dism ssed and remanded, 249 F.3d 175

(3d Cir. 2001); Univ. Country Club, Inc. v. Commr, 64 T.C. 460,

469 (1975). However, these statenents generally appear not as
a gloss on section 275 or on section 6229; instead, they are
addressed to the second "special rule” in section 6501, which
contains this added | anguage:

In determning the amount omtted from
gross income, there shall not be taken into
account any anount which is omtted from
gross income stated in the return if such
amount is disclosed in the return, or in a
statenment attached to the return, in a
manner adequate to apprise the Secretary of
the nature and amount of such item
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26 U.S.C. 8 6501(e)(1)(A)(ii).

On its face, the "adequate to apprise the Secretary of
t he nature and anmobunt” | anguage establishes a nmuch stiffer test
than a nmere clue, and quite properly the cases tend to interpret
it as requiring far nore than a mere clue that m ght intrigue

Sher| ock Hol nes. George Edward Quick Trust v. Commir, 54 T.C.

1336, 1347 (1970), aff'd per curiam 444 F.2d 90 (8th Cir.

1971). And even if Colony were (wongly) read as establishing
a clue test, it would be difficult to read the adequate
di scl osure | anguage as adopting that test since the | anguage was
enacted four years before Colony was even deci ded and does not
appear in the statute there at issue (section 275). The use of
the clue Ilanguage in decisions construing section 6501's
adequate disclosure provision likely reflects an inpulse to
create a sense of continuity (unfortunately false) between
Col ony and section 6501's adequate disclosure test.

On top of all this, it is debatable whether this
adequat e di scl osure saf e harbor should even be read into section
6229, which is applicable here and contains no such | anguage.
And it is al so debatable whether this provision should be read
literally, as the I RS argues, to require disclosure of the exact
ampunt omtted or nerely requires that there be a clear

i ndication that a | arge ampbunt of gross inconme was omtted, as
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sone cases have held, see Univ. Country Club, 64 T.C. at 471

Quick Trust, 54 T.C. at 1347. We need not decide these

questions because even if both assunptions are indul ged in favor
of Western, we think that it still l|oses in the present case.

Western's argunent as to adequate disclosure is that
t he Schedul e K-1s of the twelve partnerships specified figures
representing Western's indebtedness i medi ately before the sale
in amounts that, if aggregated, approached $70 mllion. This,
says Western, should have alerted the IRS to a | arge anount of
m ssing gross incone because Western had reported only $27
mllion as the "gross sales price" on its own return. If the
$70 mllion were treated as attributed inconme, the reported
figure should have been nmuch higher.

But even if the I RS knew that this | arge anount of pre-
sal e debt existed, Western does not explain why the IRS should
have assunmed that the debt was paid off by Tranmel Crow incident
to its purchase. Nothing in Western's return indicated the
al l ocation of debt or any other sale terns. Possi bly, sonme
i nference supporting such an assunption could be based on the
| ow amount of basis reported on Western's return; the theory
m ght be that if Western remained liable, it would be part of

t hat basis. But that is not crystal clear to us and Western
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offers no argunent to show the |IRS should have nade that
assunpti on.

Further, even if the IRS had inferred that the buyer
had paid off Western's debts, it is unclear why this should have
created concern and pronmpted further inquiry. Formal ly, a
buyer's paynment discharging the seller's bank debt should be
treated as incone to the seller, but the parties indicate that
it is apparently fairly common in tax reporting for the seller
in these circunmstances to omt the inputed i ncone on the return
but also to omt the sanme amount from the basis. See al so

Manol akas, Partnerships and LLCs: Tax Practice and Analysis 1

1103. 03, at 334 (2000). Because the liabilities are omtted
from both inconme and basis, the om ssion is normally a "wash"
and has no effect on the tax due. Thus, the failure of the IRS
to investigate further based solely on these bare facts is
under st andabl e.

In the end, the safe harbor provision of section 6501
has to be read in light of its purpose, nanely, to give the
t axpayer the shorter limtations period where the taxpayer
omtted a particular incone item from its calculations but
disclosed it in substance. The chain of inferences relied upon
by Western is sinmply too thin and doubtful to neet this

requi renment even on the debatable assunption that the safe
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har bor test should be read into section 6229 despite the absence
of any |l anguage to this effect. That is enough to resolve this
case.

Affirned.
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APPENDI X

Gross Sales Price
Proceeds to Third-Party Debt
Proceeds to Enpl oyee

Par t ner shi ps

GROSS SALE PROCEEDS TO WESTERN
Tax Basis

Sel l'ing Expenses

Cl osi ng Costs

O her Costs

AGGREGATE COST & OTHER BASI S
NET GAI N (LOSS)
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West ern West ern
Oper ati ons Oper ati ons
(Report ed) ((Adj ust ed)
$27, 965, 551 $74, 122,212
$52, 928, 095
$ 289, 245
$20, 904, 872
$ 9,276,412
$ 1,791,016
$ 380, 733
$ 274, 495
$31, 161, 890 $11, 722, 656
($3, 196, 339) $ 9,182,216




