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CHAPTIR I

THE PROBL™M

Statement of the Froblesm

The portion of the Internal Tevenue Code outlining
the general method for the income taxation of partners and
partnerships is contained in Supplement ¥, The entire sup-
plement contains only nine short and brief sections, The
attempts of the Courts snd the Commissioner of Internal
Revenue to apply these sketehy provisions have resulted in
grave eonfusion with respest to the income tax eonsequences
of & great many partnership transactions,

Most of the problems now unsolved result from a cone-
fliet between the two basie conegepts In reapeot to the
nature of the partnership. If the partnership were an entity,
its menmbers might generally desl with 1% as they would with
an outsider, subject to the limitations necessery to prevent
tax avoldance, If 1t were a mere apgregate of the indivi-
duals of which it was composed, then any tmmmtim betweer
partner and partnership would be in subsisnoce merely a trans-
action betnsan}that partner individually and that partner
plus all remaining partners, qua partners, This conflict of
entity theory and aggregsate theory threads through almost
every major income tax problem involving partnerships,

It iz the purpose of this study %o pregent and discuss

tax gquestions peculiar to changes in partnership interest






under the provisions of the Fedsral Tneome Tax Law, Consi-
deration will be given not only to the partner disposing of
a partnership interest, but alsc to the tax consequences of
the buying partner as well as the partnership itself where

ever necessary, This study has been undertaken with a view
to dlscovering and analyszing soms of the income tax problems
arising from the mejor unresolved conflicts in interpreting
the Internal Revenue Code by the Courts and the Commissioner
of Internal Revenue, and an attempt is made to reveal the

general trend now being followed,

Delimitation of the Problem

Singe the soope of ourrent partnership tex problems
dealing with eonflicting theories of taxation is so exten-
sive and varied, it has béemae necessary to limit thie study
to the tax conseguenges of transfers in partnershlp interest,
The eonflicting ﬁanuuptu of taxation of gains or losses re-
sulting from shanges in partnership interest are also varied
and extensive, and only the major issues will be eonsidered
in this study. These major issues include (1) basis of pro-
perty, (2) holding period, (3) nature of gain or loss, (4)
requisites to constitute a change in partnership interest,
and {5) the taxability of partnership income in the year when
a change in partnasrship interest iz made,

A Turther limitation wae attempted to transfers of a

partnership interest resulting from a sale by a partner







although, in some instances, 1t was necessary to discuss
changes of partnership interest resulting from the death of

& partner bhecause of the sinmilarity in tax consequences,

Importance of the Problenm

In the faee of all the unresolved conflicts in inter-
preting the Internal Revenue Code by the Courts and the Com-
migsioner, substantial uncertainties prevail as to the tax
resulte of even the simplest transactions involving changes
of partnership interests, The continued unsertainty of
these tax results in the face ofvevwr inereasing tax rates
ie a pubstantial deterrent to any taxpayer contemplating
entry into & partnership. In addition, to the extent that
the uunfliat 1g unresclved, the taxpayer ie at 8 definite
disasdvantage in negotlating such gquestions with the Bureau,
because of the presumption of correctiness attaching to the
latter's determinations., An understanding of these n&af}ig&s
is necessary in order to best evaluate any or all partner-
ehip taiatian literature that 1s being published today, It
will also aid businessmen and accountants to use better jJudg-
ment Iin solving present business problems, for they will be
able to view the problem from pasi as well as current trends,

The need for statutory clarification by Congress 1is
long overdue and is& becoming increacsingly urgent with the
rise in popularity of the partnership as an organizational

vehicle for conduecting husiness, Continued delay will







penalize an inereasing nuuber of hapless taxpayers who
attempt Yo adopt a simple method of doing business, only
to find themselves immedliately saddled with formidable tax
problems which often may be satisfactorily solved only by
litigation,

SORCES OF DATA

Current literature and texts on partnership %axntian
have been earefully studled with the intention of presenting
the different points of view whieh are not fully agreed upon
pertaining to concepts of taxation of changes in partnership
interest resulting from & sale by & partner, The present
status of the law has also been exanmined with respect to
each such problem, by & review of oourt deelsions, published
Bureau of Xata$§§i;ﬂmﬁwuﬁe rulings unﬁ‘in!ornﬁi Bureau prac-
tices in situations where such practices differ from the
published rulings, 1In addition, published Wim for
the solution of these probleme have bsmn‘amﬁiiiﬁﬂ;ﬁa47fﬁﬁh
corrective suggestions have been offered as seem advisadle,

I%t 13 hoped that the readers of this thesis are in-

duced to delve into all the interesting snd important partner-

ship literature and court decisions that are being published

currently.







HATURE AND BISTORY OF THE PARTHNTRSHIP

With the Tiret feeble stirrings of the ecapitalistie
system, the lndividual entrepreneur soon found that the
pooling of hls resourcse with those of nthers similarly
engaged often made for a more vigorous and suecessful en-
terprise. The most informal and therefore one of the sim-
plest methode of accomplishing this pooling was by an
agreement between the parties, A relationship was thereupon
ereated which the law game to classify as a partnership,

Partnershipes have grown with the growth of trade and
multiplied with the extension of trade, The partnership is
a creation of nesessity, not of logie, Whether or not this
ie the reason for 1%, there can be no doubt that the law
has had difficulty in fitting the partnership into neat
general categories,

The difficulties with the partnership commence with
attempts to define 1t. As defined by Chaneellor Kent, |

A partnership is a gontreet of %#9 oy more competent

persons, to place their money, effects, labor, and
skill, or some or all of them, in lawful commerce or
busineas, and to divide the profit and bear the loss
in gertaln proportions. . . .

Chancellor Kent's classlec definition has often heen quoted

) 4
with approval, and the United States Supreme Court has

1 Goldsmith v, Eichold Bros., 94 Ala, 116, 10 Se. 80,
33 Am, St. Rep. 97 (1891); Blackerby v. Oder, 2C1 Ky. 403,
257 S.¥. 43 {1823). :







6
defined the term in similar words which, execept on a oclose
inspeetion, appear to earry the same meaning, Yet other
courts have been critiesl of all suggested definitions and
have pronounced the task of evolving a preeise definition an
impossibility,.® However, all the sttempts at definition
have a distinet similarity, and perhaps the difficulty iﬁl
this case 1s overemphasized by any suggestion that 1t is
unique, The Uniform Partnership Act defines a ptr%nership§
as "an assoslation of two or more persons $o0 Garry on as
co-cuners a business for profit", Good use of this defint-
tion can be made by one who recognizea that this simple
definition 18 not supposed to provide the key to the solution
of all problems but merely to awrvo«as‘n sort of introdustion
to the seotions which follow,

A gradual evolution has cecurred in the law of part-
nerships and ﬁhair-&ha?ﬁﬂﬁar&a%lna, originally, partnerships
weres regarded as a sort of %Yenancy Iin commonm, with the sdded
feature of an agency r&hﬂmmw between the partners. This
view found expression in ecases holding that there must be &

Joint ownership of funda.# At the same time it was recogniged

2 Keiswelter v, Rubenstein, 209 N,W. 154 (1926); Snow
Hill Bxng. & T. Oo. w, D, J. Odom Drug Oo., 12% S.%. 394 (1924),

3 Uniform Partnership Act, Section 6.

4 See, for example, Robbins v. MeKnight, 5 ¥.J. Tq.
642, 45 Am, Dec. 406 (1R4&T).







E.
|
f

that joint ownership, even though eoupled with Joint use,
d4id not necessarily result in 2 partnership, real or osten-
eibla.s The emphasis on joint ownership inevitably begen to
be lessened by the increasing complexity of the industrial
and gommercial life of the eountry. For exemple, large
partnerships in which several but not all of the partners
were the sctive managere led %o frequent situations in which
one partner would have a larger share in the profits than in
the firm's assete, and & non-working partner would have a
smaller ghare in the profits than in the firm's assets, In~-
deed, in modern business practice it 1s not unknown for a
partner to become such without making a eontribution of
caplital snd without soquiring a right %o share in the ascete
upon dissolution,

The provisions of the Uniform Partnership Aot can be
best used agz illustrative of the rules now 3unamal&y uﬂampz
ea.5 This Aot 414 not estsblish the partmershiv as a dis-
tinet legal pnraanQT Tt d41d, however, adopt mamy of the
provigions which make impossible a categorieal olassification

of the partnership a&s an entity or not an entity, For

% Childers v. Neeley, 47 ¥W.Va, 70, 24 s,%, 828, (1899);
U.P.A. See. T{(2)3 drnold v. ﬁmhﬁav 141 ¥inn. 255 (1995}.

6 The U.P.A., hae bsen adopted in 32 Jurisdietions,

61113&ma v, HoCowan, 152 7.2d 570, 572 (C.C.A., 24
1945); Comm'r. v. Whitney, 169 P ?d )6? (G C.A, 24 1948},







8
example, the Act provides that the aesignment of his interest
by any partner does not dissolve the gartnarahip,a and the
remaining partners, and the assignes 1T admitted, continue
to exercise all the rights and powers theretofore possessed,
When a partner dles, the partnership is "dissolved" but not
’%erminstsd“,g the remaining vartners continue to have the
power %o bind each ather,lﬁ and the Act contemplates that
the remaining partners will normally reeonstitute themselves
into & new partnership and provides that the rights of cre-
dltors carry over to the new partnership, >

Moreover, the Ae¢t insulates the partner from ownership
in fee of an undivided interest 1n specific assets, The re-
levent provisions of the Aot provide that: a partner eannot,
by sale of his own interest, convey an interest in::yaeifia
assets; hig sssignee agouires no right to-punstﬁa&wn‘hus

merely an interest in the profite frou eontinued a»wwutian.xg

8 UP.A, See, 27, The Commissioners' note recopnises
this is a change from the common law to reflect commercial
conditions (7 U.L.A., 160). See, 31 of the English Partner-
ship Aet 12 to the same effect,

9 U P.A., Ses, 30 and 31, The Act (Sec, 29) defines
"diseolution” as being only "the change in the relation of
the partners caused by any partner ceasing %o be assocliated
in the ecarrying on as distingulished from the winding up of
the business”,

10 U .P.A, See. 3% and 35,
11 Ibig. Sec, 41,
12 Ibhid. Beo. 25 ané 27.
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The speeific assets of the partnership are beyond the reach

13 and are

of attachment or execution for his personal debis,
not subjeet to the dower, curtesy, or community e¢laims of
the pariner’'s spnuaeﬂl& The partner's right in the specifie
asgots ceases on his ﬁeaﬁh.ls The partner's interest in the
partnership is defined as "his share of the profits and sur-
plue, and the same 1s personsl praperty".lé

If one approaches any of & variety of guestions, such
as the right of an mssignee of a partner's interest to in-
g8igt on either & share in management of the partnership
assets or an immediate digtribution to him of an aliquot
portion of them, from the premise that the partnership is
not an entity, 1t 1o evident from the provisions of the Uni-
form Partnership Act mentioned sbove that aﬁa'uilxvﬁﬂﬁ the
wrong answer. Bub 1t 13 equally true that there are some
quea@lmnsg'nnﬁhfus the continuatiorn of a partnership upon
death or retirement of a partner, t» which ome will get the
wrong snewer if approached from the premise that the WW
ship 18 an entity, The truth is that the statement that the

14 Log. git.
15 Mo g itl

16 U.P.A. Bee, 26, This provisien is of particulsr
interest where the nartnership sssets inelude or consist of
real property.
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partnership 18 an entity or is not an entity ie not a state-
ment of a premlse at all but of a conelusion, In the case
of a ecorporation, the law does not say that a corporation is
an entity and leave us to infer the signifieance of that
atatue, The law confers certain characterlisties on corpora-
tions which so liken them to beings, that lawyers have come
to categorigze them as entities, That, however, 1s merely a
shorthand method of stating a conclusion, the premlse for

which lles in & particularized catalogue of aharactsristics.17

BASIC PATTERN FOR TAXATION OF PARTNERSHIPS

If the lncome tax law governing partners and partner-
ships is approached with the foregoing thought in mind, some
false gtarts may be avolded. The statemente by Mr. Stern-
hagen for the Board of Tax Appeals, in Edwerd B, Archbald

17 Louisians, with ite eivil law background, acgepts
the partnership a: : perumm a;rgﬁtity with lﬁuukh:aitatian
than 1ts sister states son v, Monroe Au
Supply Co,, 180 La, lﬁiﬂ 85 8o, 558, 96 A.L.R, 120gn(1934)§
Handersgn v. 6omm'r.. 155 F.24 310 (C.C.A, 5th 1646), 164
A i:.R (J Q. "

Thg main logical difficulty upparantly iles in the
assumption that the partnership cannot be an entity so long
as 1ts individual membere are liable for ite debts, There
is, hovwever, some corporate precedent to the contrary.

Until 1930 the California Constitution (Art. XII, Sea, 3)
provided that corporate shareholdere were proportionately
liable for the corporate debts, but California corporations
were not denied the cther characteristics of legal person-
ality, such as domicle, suability, abllity to own and convey,
and the like, The same is true of benks, whose shareholders
customerily do not enjoy limited 1liability.
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admirably reflect the admonition:

« « o« 1t is elear, therefore, that a doetrainaire
assertion that a partnership iz not an entity affords
no key to the determination ., ., . COonsidered thus real-
istieally, without belng osverwhelmed by concepts, the
issue 18 not foreclosed . . . & parinership is treated
somelimes as an entity and sometimes not, , . .

The inecome tax statutes nresent & pattern whiech meshes
very well with the private law pattern typified by the Uni-
form Partnership Aet, It will»be seen that while the partner
and not the partnership is liasble for tax on the paritnership
net inecome, he 18 not deemed the owner of the net inecome be-
fore the end of the partnership taxable year, He is sntitled
to olaim benefits from pverticular classifications of partner-
ship income and deductions, as explained delow, dbut only
where Congress has specifioally so prov&dﬁd. Pinally, he 18
regarded not as the direect owner of an aliquot portion of the
partnership assets, but as the owner of a partnershlp inter-
est, thﬂmg"ﬁith a baslis and & holding period of 1ite ﬁtmq

The relevant statutory provisions are grouped 1n
Sagplamant ¥ Internal Revenus Oode Seetiems 181 %o 13ﬁ§ in-
clusive, exgcept Tor the basis provision, which iz found in
Seetion 113 {(a){13). The entire supplement contains snly
nine short seetlions, Bection 181 reaquires that partners

18 Edward B, Archbald, 27 B.T.A. 837, 841 (1833},
aff'd, 70 F.24 720 {C.0.A. 24 193#}, cort. ﬁ@ﬂieq, Helvering
V. ar@hbala 293 U.5. 594 (1934),
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pay income taxes upon parinership profite only in thelr in-
dividual oagaeity.lg This section 18 consistent with funda-
mental common law theory that the partnership has no

existence as an entity apsrt from the individuasl partners of

which it 1s eamposeﬁ,ao Under the fterms of $eaﬁiaﬁ 1&2,g1

19 Int, Rev., Code Sec. 1Bl: "Partnership not tax-
able, -- Individuals earrying on business in partnership
shall be liable for income tax only in theiyr individusl ca-

pacity,”

20 In interpreting similar provisinne in the Federsl
Ineome Tax Aet of 1913, the Court of Appeals for the Sixth
Cirecuit in the leading case of United States v. Coulby, 251
Fed, 982 (H.D. Ohio, 1918), aff'd, 258 Fed, 27 (6th Oir.
1919 nygruved g distriet court opinion in whiech the eourt
ﬁtata&s "The law, therefore, ignores for taxing purposes
the existence of a partnership, . . « The law %sakn=thrungh
the fietion of a partnership and treats 1ts profits and iis
earnings as those of the individual taxpayer., Unlike a cor-
poration, a partnership has no legal ex!stence aside Trom
the members who compose it., The Congress, emassqacntlg% it
would seem, ignored, for taming purposes, a partnership'a
existence, and simced the Individual partner's share in its
gains and profits on the same fooling as if hie ineome had
been recolved directly by him without the intervention of a
partnership name," |

| 21 Int, Rev, Gode Ses. 182, "Tax of partner, -- In
computing the net 1&&@&% of sach partner, he shall inelude,

- whether or not distribution is made to him --

{a} As part of his galns and losses from sales or exchanges
of eapital assets held for not more thon § months, his dis-
tributive share of the gains and losses of the partnership
from sales or exchanges »f ecapital assets held for not more
than & months, (b)) Ase part of hic geins and losses Trom
sales or exchanges of c=-1tal assets held for more than 6
months, hie distributive share of the gains or losses of the
partnership from sales or exchanges of capital assets hell
for more then 6 months, (e¢) His distributive share of the
ordinary net ingome or the ordinary net loee of the nartner~
ship, computed as nrovided in seetion 183 (b)."
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the partnership profits upon which the individual is required
to pay an ineome tax retaln thelir character as long-term and
ghort-term capltal gains and lasaeg, and ag ordinary income
and ordinary losses when recelved by the partner, Thus, the
nature of the profits remaing unchanged 88 a result of hav-
ing passed through the partnership, This gection again con-
gistently applies the common law aggregate theory and
ignores the existence of the partnership as an entity.

Although the two above secotions of Supplement ¥ cone-
sistly follow the common law aggregate theory, Section 183sﬁ
provides that the net income of the partnership shall be
computed in the ssme manner ss in the case of an individusl,
The statute thue refognizes the partnership as an entity for
the purposes of computing ineone ariuinsvtvdn,fna‘ﬂ!ui@ﬁ&iy
of property and the ;ativi%&em earried on by the enterprise,
In Beetion 183 of the Code, Congress has recogniged the '

&a m&* Rev, m See, 183, "(a) General rle, --
The net income er’ian partnership shall be computed in
same menner and on the same basis as in the ease of aa
1n61v1&u31, exgept as provided in subseetions (b}, (o),

and (d).

g(b) Segregation of items, -- (1) Capital gaine and
losges, == There shall be segregated the gains and loeses
from sales or exehanges of capital assets,

(2} Ordinary net income o¥ loss, -- After excluding all
items of gain and loss from seales or exchanges of capital
assets, there shall be computed -- (4; An ordinary net in-
come which shall consist of the excess of the gross income
over the deductions; or (B} An ordinary net lose which shall
eonsist of the excess of the deductions over the gross
insome. . . o
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overvhelning demands of practical partnership accounting,
Provisions regarding tax-paying might have been set up under
elther the entity or the asggregate theory without too seri-
ous & disruption of everyday partnership aetivities, But in
the method of accounting for income, Congress had little
choiece, politically speaking, Because businessmen univer-
sally accept the "firm" as the basic accounting unit, part-
nership boocks are maintained as though the enterprise were
an sntity, To have required & method of eomputing vartner-
ship ineome go completely different from thls universal
approach would have resulted in little lees then accounting
chaos,

Paralleling the recognition of the partnership as an
inecome-computing entity, Sectlion 187” of the Code recog-
niges the partnership as an entity for the purposes of
informational tax reporting, Of the remaining seotions,
three recognige the aggregate theory by providing eddlbional

23 Int, Rev, Code See, 187, "Partnership returns, —-
Svery partnership shall make s return for sach taxeble yeer,
stating specifieally the items of ite grose income and the
deductions allowed by this chapter and such other informa-
tion for the purpose of earryving out the provisions of this
chapter as the Commissgioner with the approval of the Seo~
refary may by regulations prescribe, and shall inelude in
the return the names and addresses of the individuals who
would be entitled to share in the net income if dlstributed
and the amount of the distributive share of each individusl,
The return shall be sworn to by any one of the partners,”
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detalls concerning the computation of tax b& the indivicdual
partner upon his share of partnership 1&3&&@.2# One of the
remaining seetions, Section 188,25 implements the entity

theory, since it explaine the method of gorrelating the

24 Int. Rev, Code Sections 184, 186, and 189,
"184, Credits ageinst net Iincome, -- The partner shall, for
the purpose of the normal tax, be allowed as & eredlt
against his net ineome, in addition to the credits allowed to
him under section 25, his provortionate share of such amounts
(not in exeesa of the net income of the partnership) of in-
terest specified in seation 25(e) as are recelived by the
partnership, If the partnership eleots under section 125 to
treat the premiums on bonds, the interest on which allowsble
as & credii under section 25(a}(l) or (2), as smortizable,
for the purposes of the preceeding sentenee the partner's
proportionate shars of the interest received by the pavtner-
ghip shall be his proportionate share of such intersst (de-
termined without regard to this sentence)} reduced by so much
of the deduetion under seotion 23(v] as ls attridutable to
sueh share, ;

"186. Taxes of foreign countries and possessions of the
United States, -- The amount of income, war-profites, and
excess-profites taxes imposed by Toreign eountries or posses-
slone of the United States shall he allowed as a oredit
againegt the tax of the member of a partnership to the extent
provided in ssetiom 131,

"189, Wet operating losses, -- The benefit of the deduetion
for net operating losses allowed hy seotion 23(s) shall net
be allowed to a partnership but shall bhe allowed to the mem-
bers of the partnership under regulations preseribed by the

Commiseioner with the spproval of the Secretary,”

25 Int, Rev, Teode See, 188, "Different taxeble years
of partnership and partner, -- 7f the $axahle year of a part-
ner 1la different from that of the parinership, the inelusions
With respeet to the net ineome of the partnership, in compu~
ting the net income of the pariner for his taxsble year,
shall be based upon the net ineome of the partnership for any
taxable year of the partnership (whether beginning on, before,
or after January 1, 1939, ending within or with the taxadble
year of the partner.”
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payment of tax by a partner with the reporting of income by
the partnership when the partner and pasrtnership have dif-

ferent taxable years, On the other hand, the remaining

section, ZSestion lgﬂ,aé fully recognlgzes the partnership as

ar entity for the purpose of allowing an amortization dsduec-

tion on certain emergency facilities owned by the partner-

Shipt
If we turn to the basis section {(Internal Zevenue

Code Seetion 113(2)(13)), we find that the partner has &
“partnership interest”, with a basis of its own. Seetion
113{a}{13) provides as follows:

(13) Partnerships, == If the property was acguired
after Februsry 28 1913. by & par%amrﬁbip and the bnain
is not otrerwise 3 esrmined under Aragraph
of thxq_uﬁbaeﬁtﬁaa, thaa the basis Hhe
it would be in the hande of the tmsrmr,, mamm
in the amount of gain or deoreased in the amount of loss
recognized to the transferor upon such transfer under
the law applicable to the year in which the transfer was
made, If the property was distributed in kind by 8
partnership to any partner, the baals of such pro; ¥
in the hands of the parknar ghell be sueh part of the
basis in his hends of his vartnership interest ss is
properly allocable to sush property,

The !igmt‘uaazanne of this provision @ﬁtﬁh&iﬂhﬁa e
rule similar to that applicable to property acoulired by a

26 Int, Rev. Code Jee, 150, "Allowanee of amortiza-
tion deduetion, -—— In the case of emergency facilities of a
partnership, the benefit of the deduction for amortization
allowed by gection 23(t) shall not be allowed to the members
of a partnership but shall be allowed to the partneérship in
the sanec manner anéd to the same extent &s in the case ol an

individual,”
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corporation on its formation from 1ts founders. The seeond
sentence suggests that 1f assets are "dletributed in king"
by a partnership teo k partner, no gain or loss oscurs, and
provides that the basis of the partner's "partnership in-
terest” 1s divided amonget the distributed assets,

A study of the birth of Seetion 113{a}{13) of the In-
ternal Revenue Code tends %o support the econelusion thet the
"partnership interest” under the income tax laws is & thing
with & baslis of 1ts own, and therefore with a status of its
own, Just as it is under the Uniform Partnership Aet, BSec-
tion 113(a)(13) was snacted to change the result reached in
the ease of Bdward B, Arohbasld, deelded on February 28,
1933,27 1n whieh the Board of Tax Appeels, with a single
dissent, held that the partnership had a stepped-up basis
for property sontributed by a partner, Hut that slthough the
eontribution of the masets caused them to soquire & new
basis, 1% 414 not result in taxabls gain to the partner st
the time of making the contridution,

In the Arshibald case the Board held ﬁhﬁt'tha faot
that the partnership was not separately taxable d1d not mean

27 27 B.T.A, 837 (1933). This deeision, as well as
that in 2 similay case, was affirmed on May 14, 1934, four
days after See, 113(2}(13) beeame law, Belvering v. Arch-
bald, 70 V.24 720 (0.C.A.2d 1934), cert, denied, 293 U.5,
594 2193&); Helvering v. Walbridge, 70 7,24 683 (C.C.A.2d
1934}, cert, denied, 293 U.5. 594 (1934},
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1% was to be disregarded in the chain of ownership.2® In an
analytieal opinion, the Board concluded that sinee the part-
nership was a unit for purveses of computing net ineome, in
the absence of a specific provision to the contrary, the
basis to the partnership of its property was the value when
accuired by 1%, TFrom this the Board reasened that the con-
tributing partner was not taxed on the original increment
when the property was sold by the firm, since reesipts which
were not income to the firm could not he ineome to him., The
Board also refused to tax him in the year when the gontribu-
tion was made, on the ground he had reoeived nothing in
exehange which was freely, scparately disposable,

In due course, the Board waes affirmed by the Uourt of

Appeals for the Seeond Cureult and the Commissioner'’s peti-
30

tion for certiorari was daniaa.ag Judge L, Hand's opinion
econtaling the same reasons given by the aaard, tuaugh'tha
emphasis le somewhat different and ﬁh@‘anulwuig is earried
further, His opinion suggests that the nn&uamﬁ,i&arnhant

28 The opinion refused to &poroach the case on doe-
trinaire grounds, using the language quoted suprs, p. 1l.

29 3ee footnots 27, gupre.
30 The opinion 18 vendered in the Walbridge case,

supra footnote 27, the Archbald case belng disposed of ver
eurism on the authority of Walhridge,
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will be eventually taxed on or artaf liguidation of the
partnership, sinee the dasis of the partner’s interest will
not be ineressed to ineluds the untaxed inorement.,

These declsions, however, refused %o follow G.0.K.
10092 (XI-1 Cum, Bull, 114, 1930) to She extent of the issue
in the Arehbald and ¥Welbridge eszes., Tn the G, 0.M. ruling,
the Buresu's legal officer held that there was no reslisa-
tion of gain when a partner contrihuted aporecisted asasets
to & partnership, becaues the intercst retained by the part-
ner prevented the transmction from bheing a cla#ed one, As
a corollary, it was held in the ruling thet the basis of the
property to the partnership was the same &8s 1t had heen to
the partner, As a Turther corollary, 1t was held that on
distributien of partnership assets in kind in "liguidation”
of the partnership, no galn or loss i1s remlized and the dise
tributed assets take the basis of the reolplent®s “partner-
ship interest”,’ _

Seotion 133@&}(3.3) wag enacted %o maltor the precise
result reached in the Archbeld and Yalbridge eeses, by
having the partnership’s bases the same sz that of the con-
tributing partner in asccordance with the faling in G.0.E.

31 The ruling is one of the most argumentative and
discursive Buresu rulings over issued, There 1s a sugges-
tion in the Board's Arehbald opinion that the Bosrd belleved
the ruling was writton to serve as n brief in the emses then
arising,
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10092 discusssd above, The Committee rcpﬁrfu,32 submitted
by the House Commiitee on Ways and leans and the Senate Pin-
ance Committee, in an apparent attempt %o proocure 2 reversal
in the Archbald ané ¥albridge cases at that time undecided

by the Court of Appeals, state thet the amendment is decla-

ratory of existing 1&&!.35 The reports state the ame

to make it clear that partnerships cannot be used as a med-
ium of tax avoidance in the eases of sales of appreciated
property. The reports then proceed to elaborate on the
second sentence in Internal Revenue Code Seeotion 113(a){13)
by 1llustrating it with the following case:

Paragraph (13) further provides that 1f property is
distributed in kind by a partnership to s partner, the
basis to the partner shall be a prover proportionate
part of the ecost or other basis to him of his interest
in the partnership., An exsmple will make the operation
of this proposal clear. OSuppose that a partner, A,
pald m 000 for his interest in a partnership, Suppose
that Mnmmw distributes to the partners property in
kind repres e n%nazm half of 1ts asseis, Emwt{w
of tm ulm of this property at the time of 1%s distri-
bution th@ hul: to A of the property distributed %o
him wil ,000, and he will be texed on amount
for m«n hc fiereafter disposes of the proverty in ex-
cess of §5,000, The Committee belleves that this provi-
slon embodles merely the correct interpretation of the
present law but it appears desirable %o have an express
statement of the rule in the statute,

32 H,R, Rep, No, TC&, 734 Cong., 24 Sess.j Sen, Rep.
No. 448, 734 Cong., 24 5@55., Je 5, Seldman, Lgis?givs
History of Fede ngome Tax Laws (Kew York: Pren ice-Hall,
Ine, 193 {7

33 O‘kher eourts followed ths Walbpidge and Archbald
declpions and refused to give effect to the statement in the

Committee reports, Flannery v. United States, 25 ¥, Supp.
677, (D. Md. 1938}, aff'd, 106 F.24 315 (C.0. A.Ath 1939)
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It 18 evident from this history that while Congress
was dissatisfled with the precise result reached in the Wal-
bridge and Archbald cases, and saw them as an avenue of tax
avolidance, it intend@d no general overhaul of the law to
insure aporowal of what Judge L. Hand ealled "the Commission-
er's effort to trest the parinership plarmlis%iaully”c3*
Instead, 1t accepted the concept that what the partner owned
after he eontributed property to the partnership was a
"sartnership interest", which was & thing itself, with a
basis,

The foregoling dlscussion is intended to suggest a
premise Tor the approach to those partnership income tax
problems which are not controlled by a partieular section
relating to partnerships. There are several eategories of
such problems, all of which must be dealt with by analogies,
and, sinee Congress has legislated in the light of the pri-
vate law of partnerships, by eoncepts derived from that
am&.’ﬁ |

The prineipsl categoriecs of tax problems arising
from changes in partnership interest will be discussed

34 Helvering v. Walbridge, 70 P.,2d4 683, 685 (C.C.A.
24 1934).

35 The ususl ples for uniformity of application of
Federal Law has relatively litile force in this area, since
32 states have already adopted the Uniform Partnership

Aet,







separately as follows:

Basls of property, ineluding partnership property as
well a8 the éartn@rship interest sold and the partnership
interest acguired by the purchaser,

Holding period of partnership property and partnership
interest,

The nature of gain or loss from the gale of a partner-
ghip interest as respects the selling partner,

Requisites, as interpreted by the Courtes and the Con-

missioner, to eonstitute a sale of a peartnership interest,

The taxablility of partnersehip income in the year when

& partnership interest ie tranaferred,







CHAPTER 11

BASIS OF PROPFRTY WHRY THERE HAS BYEN
A CHANGE IN PARTHERSHIP INTREST

As an income-computing entity, the partnership neces-
sarily sust have an income %tax basies for assets held by it
which is independent of any basis which the 1ndividuai part-
ners may have for their interest 1n the partnership or its
assets, This is the implieation of Code Seetion 113{a){13},
and this principle ie universally recogniged bg the Courts
and the Commissioner.l

This chapter wlill discuses the methods of determining
the income tax basis of partnership property and of & part-
nerehip interest, It will alsc discuss the effect the basis
of partnership property has upon & sale by a partner of his
interest in the partnership to the remaining partners who

econtinue the operation of the buelness,

Az in the oase of individual taxpayers, the basis of
property in the hands of the partnership 1s its eost, pro-
perly adjusted pursuant to the provisions of Seetion 113 of
the Internal Revenue Code. In the case of property contri-

buted to it by an individual pariner, the partnership

1 See the discussion of this point on page 16 et sea.
supra,
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assumes his basis for the pmperty.g

When a partrer, however, sells hls partnership intere
est to the remalning partners under an agreement providing
for the uninterrupted continuation of the partnership busi-
ness, 1s tho income tax baslis of partnership property
affected?

This problem is exemplified by the sase of Robert 1,
Forﬁ.} The facts were that five persons eontributed pro-
perty to a partnership in 1932, One partner individually
owned a one-third interest in the partnership, and the re-
maining two-thirds interest was owned by the other four
partners, In 1938, when the partnership assets were worth
less than their basls, four partuners hought the entire one-
third interest of the f1fth. The agreement provided for the
uninterrupted eontinuation of the business by the partner-
ship. Thereafter the partnership sold some of 1ts assets
and in computing its losses, the original co=t basis to the
partnership was used. The Commissioner adjusted this basis
downward on the grounds that the basis of one-third of the
firm's assets had become equal to the value on the day the
four partners bought out the fifth,

The problem did not turn on the interpretation of the

2 Int, Rev., Code See. 113{a)}(13). Ibia.
3 6 T.C. 499 (1946}, aseca. in, 1946-2 Cum, Bull, 2.
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language of Seetion 113(a)(13), Sestion 183, or any other
single seetion., None of them purported to settle the pro-
blem, The fundamental issue which was presented, therefore,
was whether the general theory of the income tax law per-
taining to partnerships is that each partner ownes an
undivided share of the fee in the property, or whether the
partnership owns the property and the partner owns, as a
separate thing, a partnership intereat,

The Commlissioner presented ite usual contention in
two torma.# The first was that the partnership is not a
Juristie entity but an assoclation of individuals, each of
vhom owns an undivided interest in each speeific asset, If
this preposition were accepted, 1t would follow that the
four remaining partners had hought the undivided share of
the fifth in specific assets at a reduced price, #o that the
combined bases of the owners of the assets would be less
after the sale than before, The gesond form was thet the
withdrawal of one partner dissolved the existing partnership
and substituted another, so that there was & distribution
out of assets, a purchase of assets, and a contridution back,
Both arguments were rejected,

The Tex Court held that bscause under the ineome tax

law the partnership was a computing unit, 1ts ownership of

4 Lbian, p- %li
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its assets had to be sccepted, "The partnership, a&s sueh,
engaged In no transsetion affecting it as a computing
unit,”s Therefore, the hasis of 1ts property should not be
changed., The Court then disposed of the seeond argument by
pointing out that uader the Hinnesota law adopting the Uni-
form Partnership Act, a partnership is continued In exist-
ence undisturbed by changes in interest of partners, and
thet under the generally accepted commereial law the result
would be the same 1f the partners so provided, as they had
here,

Although the Tax Court ecould hasve drawn support from
Seetion 113(a}{(13), it did not do so, As noted, that sec-
tion distinguishes between the hasis of partnership assets
and the besgis of the partner's partnership interest. Since
we must rejeet any suggestion that the statute gives a basis
to something it elsewhere deolares is non~existent, the con-
clusion may be soundly drawn that & sale of & partnership
intereat is not treated by the tax law as & sale of an in*
terest in the speeifie partnership assets, Thie approach
leads to the same presult as the Tax Court's sgually sound
ground, Between them, they appear to leave no avenue open

under the existing statute to attack the Ford aaae.s

& Ibid.

e

6 See footnote 3, p. 28, suprs.
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Presumably the ceamissianer*s.aequieaeenee7 indicates that
guch is also his belief,

Situations may arise vwhore a partnership selis its
entire business, including current earnings to the date of
sale, The Tax Geurcs has held that the amount of such earn-
ings muet be considcred as 2 part of the cost of the assets
sold for the purnose of detormining gain or loss of the
partnership upon the sale,

The guestion of whether or not the partnership has
been technically terminated appears %o be the governing fac-
tor in determining whether the hasis of partnership assets
will be affected upon & change in partnership interest, 17
the partnership agreement provides for the uninterrupted
eontinuation of the partnership business upon transsctions
involving only the individual partners, the partnorship ie
not terminated.’ Otherwise, the partnership will be eonsid-
as technieally terminated,

fipon the termination »f the old partnership, the

7 1946-2 Gum, Bull, 2,

8 ﬂmvy Ve erem, 4 B.T.A. 96?’ {1926)1 acq. in’
Vi~l Cum. Bull, 4 (1927)., However, the ourrvent carnings
8111l must be eonsidered as having heen earnings of the
pertnership before they were transferred to the purchaser,
Zaeh pariner 1z therefore taxed upon his distridbutive share
of such earnings up %o the date of sale,

9 See the discussion of the Ford case on page 24 et
299+« SURER.
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partners may decids that they will cauce ite acszets to be
distridbuted to them !n kind, and that they will in turn eon-
tribute them to a nev partnership. 7This new partnership may
be formed by all or 2 part of the members of the original
partnership. 4s a result of this distr'bution of the aspete

irn kind, the basig of the old partnership for those aassets

will be extingulished, The distributees will then be reguired
o allocate to thelr share of esch ssset mo distributed,

some portion of thelr individual bases for their Interests

in the partnership, Thelr bases for those intersets need
not, and probably will not, equal the total basis of the
partnership for the distributed assets, The new partriership,

on the other hand, will take as its basls the income tax

10
basis of the contributing partners.

¥hen a3 member of a two-man partnership selles his
partnership interest to the other partner, the transsetion

automatioally terminates the ssrinershin sinee by definition

1G Paul Little EgggggL neome Taxat!
ships, (Boston: Little, Brown and E%,* ;

11 U, P.A, See, 6(1). "Partnership Defined, ~- (1) &
partnership ls an association of two or more persons o
garry on as ao-ownera & business for grgfit,“

The case of Samuel Mnookin, 12 7,0, 744 (1949) is not contra.
There the partnership agreement speelifiecally providsed that
upon the death of one of the two partners, his interest
nevertheless was %¢ continue, This agreemsent was regognized
under local law, However, note the contrary result in City
Bank Farmers Trust Co,, 29 B.T.A. 190 (1933), meq. in, XITI-
1 Cum, Bull, 4 (1934}, when state law did not reocognize such
agreement,
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that relationship requires the association together of two
or more individuals., Thus, in the recent @ase of Frank J.
Johnson,l2 ons partner sold his interest in the nartnership
to the only other partner. I% was held that this sutomatic-
ally terminated the partnership snd the businesz now hepame

a sole propristorship.

Partnership Intepest

The sale of a partnership interest, or the receipt of
a distribution in kind from the partnership, will require
that the partner involved determine his basis for hiz inter-
e¢st in the partnership. In addition, various other trenssce
tions also may affeet this basis, or requirs its computation,
as explained bslow,

Onoe the partneyr aecquires an interest in a partner-
ship, the statute recognizes that hiz basis therefor is
quite distinet from any besis which the parinership may have
for its nsaa%swlj Fundanentally, the basie to the partner
for hie interest in the partnership is 1te coet %a_hi&.lﬁ
The burden is placed uwpon the partner of proving this eost

12 Prark J. Johnson, 9 COH TC ¥em. 277 (19%0).

13 Int, Rev., Code Cee, 113{(a)(1l3); Daniel Gartling,
6 GCH TC Hem, 879 (1947}, aff'd per curiam, 170 F.2d 73
(9th Cir. 1948 (by implication).

14 Int, Rey, Code Ses, 113(a}; Tllen Fuller, CCH
TC HMem. Dea, 12,865-4 (1942},
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basis in any particular tmnsaetwn.w Onee cost has been
establlished, this smount cannot be amortized despite the
fact that the term of the partnership may be limited. 8 Ner
is it affected by the use to which the money eonstituting
that cozt is put by the reocipient thsmf.:w

The basic element of a partner's cost for his interest
in the partnership is the smount of hie ordginal contribu-
tion ther&te.w If this contribution is in esch, the amount
thereof establishes gost., If proverty is eontributed, the
cost of such proverty to the partner besomes his eost for
that portion of the interest in the partnership acquired as

19

& result of the mmﬁ.ﬁuum, Similarly, 1f a partner

15 In George W, Craven, 21 B.T.A, 78 (1930}, the bur-
den wae placed upon & withdrawling partner of g roving what

portion of the amount received upon with eonstituted

& retwn of sapital,

16 George v, Fotan, 1T B.T.A. 1192 (1929), afr'a, 56
F.2d 153 (5th Oir, 1938); Roten v, United States, 43 ¥, 24

17 This has been held to be true though the eontribu-
tor himself regeives baek a part of his payment for the part-
nership interest as partnershiv profit, Hathaway Vatsonm, ,
gggsma Yem, Dec, B919-F (1975), aff'd, 82 ».24 348 (7th Cir.

GJe

18 Joma'r. v, Lehman, 165 F.24 38% (24 0ir. 1048},

19 Leonard ¥. Japp, 9 CCH P07 Yem, 705 {1950), This
holding parallels the general rule of Code See, 113 applica~-
ble to non-taxable trancactions that the hagls of nraperty
aeguired in such an exchange shall be the @ost of the pro-
perty exchanged, Thisg result is logieal inasmuch as the
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contributes his interest in one partnership %o & seeond
partnership, the cost basis of hie interest in the second
partnership will be equal to the total of eash or sther pro-
perty contributed plus the ecost basis to him of his interest

in the first.ag

Another common element of cost eonmiete of mxm%sm
paid by a partner to purchase an interest in the partnership.
Thus, smounts paid to withdrawing par‘hnerﬁﬁ or to the
estates of deceased partn&raes in exchange for thelr pariner-
ship interests ¢onstitute eanital expenditures which increas-
es the basis. 7In addition to the eost inourred in acguiring

another’s interest in the parinership, a partner's basis may

partnership is then reguired to tske the basis for the pro-
perty which it had in the hands of the comtridutor. In
addition, a eontrary result would give the eontributor an
mumnﬁ bagis for his interest in the partanership oqm to
the unrealized appre¢iation inherent in the sontributed pro-
perty. If, for ezample, he withdrew from the parinership
prior to tka sale b;‘ﬁ of the property, he would escape tax
en this amount enti In add'tion, if the partnership
distributed the property in kind to a Mmr with 8 relative-
ly high basis for his mﬁnarmip interest, this apprecia-
tion in wvalue xigre es0aps tax altogether,

20 \fm E. m 4 B, T.A. 56 L1926}, aog, in, VI-1
Cum, Bull, 1 (1927); Roy ©. Crummer, % B,T.A., 54 (1926).

21 William Gordon Means, 29 B.T.A, 590 (1933).

22 James B, Lapsley, 44 B,T.A, 1105 (1941}, meq. in,
1941-2 @um. Bull, 8,

23 J. Reng mms CCH B,T.A. ¥em, Des, 10,0%6-1
(1938), aff'a, 102 7,24 757 (10th Cir. 1939).
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be increased by the amount of hie share of un&istribu%ed
oamingn.ag If a partner sells his interest in the partner-
ship, ineluding his share of ourrent profits to the date of
sale, the basis for his partnership interest should ineclude
hiz share of the undistributed profits up to the date of
seéle, In Warren I, Bmm,ef‘ the partner reported income on
the calendar year basls and sold his interest in the partner-
ship on May 15, At that date the partnership had earned
substantlal profits since the beginning of its taxable year,

The Tax Court held that the basis of the partner's interest

in the partnership should include his distributive share of
partnership profits for the period ended Hay 3.5».% This

principle was again applied by the Tax Court in two recent
destsione.”T It ts believed that thim result may aleo

2& The Commissioner's regulations m&imte that the
partner's basis for his interest ig ‘nereassd by "the amount
of his share in any undistributed partnership net ineome
earned sinee he bBetame a pariver on which the income tax has
been paid®, U, 3, Tres. Reg. 111, See. 29.113{a)(13)-2.

25 4 B, T.A. 56 (1926), aeq., in, VI-1 Cum, Bull, 1
(1927). :

26 The same result wase reached upon a similar set of
facts in T, B. Neble, 12 B,T.A, 1419 (1928), agreed jadg
entered without opinion {5th Cir., Cet, 17, 1929}. Compare
the result in Henry F. HeCreery h B.T.A, 967 {1926}, aecq.
in, VI-1 Cum. Bull, & (1927;, in whioh the basis of the
partnarehip for assets owned by it was held to ineclude the
amount of 1ts current earnings,

27 Anns Neuman, 9 CCH TC Mem., 877 (1950); Charles
Goodmsn, 9 COH T,0. Hem. 789 (1950).







represent current practice of the Bureau of Internal
Revanua.28

Other elements of cost that may inerease the partner's
basls of his partnership interest are legal expenses in-
curred in defense of a partner®s right and title to his
interest in the partnershipgg and costs of purchasing the
dower rights of the wife of ancther par'ener,m

Although basis is established by & determination of
the sost to the partner of his interest in the partnership,
Internal Revenue Code Section 11%{a) reguires that sueh
besis be adjusted under certain circumstanages, - Por ex-
ample, Seetlon 1I13(bj(1}(B)} requires such adjustment for
“regeipts, losses, or other items" vroperly chargesble to
"eapital aecount”, The Tax Court has found that the part-
ner's share of partnership losses reduces his gapital invest-
ment in the partnership and, therefors, also reduces the

coet of his in‘tﬁwﬂ.m‘ If the transaotion involving basis

28 The Commissioner acqulesced in the Brown ease
B.T.A, 56 (1926}, seq. in, VI-1 Cum. Bull, 1 (1927), and w—-
vanced the prineiple osver the objection of the tamyw in
the Goodman ecase, supra. note 27,

29 A, J. Rassenfoss, 4 OCE TC Mem. 1004 (1945},
30 Lester G, Hathaway, 16 B,T.A, 1318 (1929).

31 Theese circumstances are generally set out in Int,
’“ﬁv. Gode ;,;9@. llj(b}o

32 Antsn ¥, Meyer, 3 B.T.A. 1329 {1926}, aeq. in, VI-
1 Cum, Bull, & (1927), Of. James B, Lapsley, 44 B,T.A, 1105
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geoars during the partner's taxabls year, the eurrent lose
of the partnership to the date of the transaetion, if any,
should be determined. This loss should then be deducted
from the partner's bdbasis just as current profits would be
added.33

The partner's basis must also be adjusted downward by
the amount of his withdrawals properly chargeable to capital
account, There 1s a similar reduction in capital investment
upon the sale by a partner of a portion of his inteprest in
the partnership, In this casse, u portion of the total basis
mst be allocated to the part of the interest which is asld,
in oxder to caupute gain or loss upon the sale, This portien
of the total basis should be a ;mrmt&ga thereof egual %o
that percentage of the total partnership interest which is
being sold, The amount alloeated &s the basis of tha inter-
sst sold should then be deducted from the total basis of %ms

Mnmhip immst An m«z‘ to arrive at the net Mﬁ:

{3.9#11, aeq, m, 1941-2 Cum, Bull. 8, There, the partner-
ship operated eontimuously at a2 loss, A‘M&m&h the amount
of these losses doesn't appear, the Tax Court reduged the
basis of the partners by helr share of the total allowable
depreciation upon the building which was the subjeet of the

partnership,

33 Such was the contention of the Commissioner in
Ella Pipes Cline, 15 B,T,A. 934 (1929) {Pifth issue), The
taxpayer coneceded thig point so the issue was not conslidered
by the ecourt, However, the samm sgioner filed his acquies-
eence upon the issue, VIII-2 Cum. Bull, 10 {1929), and this
apparently repreasnta his eurr&nt view,
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after the aale.% These wvarious ad justments downward may

even reduce the partner's basis for his interest o a2 minus

quantity, 35 producing troublesome questions upon the oceur-

rence of a transaction invelving such a basis,

34 This method was apparsntly that used the Ta
Court in mm %, Brown, 4 5.‘&'»&' um t:’m in, #'-3.
oum, Bull, 1 (1927). Tt should be noted 1 Frodoricl
3, Pendleton, 5 OOH 7C Mem, 571 (1 ; the Tax | j;
duced the bhasis by the smount of ecelyed upon th
of & portion of the W‘u Smlmﬂ.
that this sale was made roughly at eost, Th
result appears to be corr ' i
was reached may be mmm% uiaw pon any W
betweon cost and amount regelved, this “method mld ﬂw&y
produse an erroneous result,

35 Herman Senner, 22 B,T.A. 655 (19'51}: Philip smmr.

CCH BTA Mem, Det. ?57&-»{3 (1932). Gee page 66 ot seq.
for a full discussion of the Senmner eass,

36 See Greenlee and Krawer, “The Hortgagor with a
'Hegative Basis' 27 Taxes 887 (1949).
The tax conssguenges arising from the sale of a partnership
interest with a negative basis are disecussed in page 66 et.

seq. infra.







CREPTRR 11X

HOLDING PIRIOD OF PARTF RSHTP PROPTRTY
AND PARTNTRSHIP TEPERDSP

The Internal Revenue Code recognizes a partnership as

an entity capable of having an incomes tax bhasi s:. gnd 8 hold-

2

ing period” separate and apart from 1ts vartnsrs, Ssetion

183(a) of the Internal Revenue Code reguires the net income
of the partnerahip to be computed "in the same manner and on
the same basis a8 in the ease of &n individual® but makes an
exception in that eapital gains and losses ere to be segre-
gated, There can be little doubt that the partnership is
authorized an independent holding periocd under this section
in order to allow it to compute ineome from the enterprise
as an entity,

The problems regerding the determination of holding
period of partnerehip property and vartnership interest pre-

sent basieally the same issue as the two pMmmg, nanely,
whether the partner's property in the partnership is the
partnership interest or sn undivided interest in the basie

assets, The majority view has, eonsletently with the con-
¢lusiones reached in the previous problems, been that what

1 Int, Rev, Code Sec. 11%{a;(1%). See the diseussion
on this point on page 16 et seg. supra.

2 Int, Rev, Oode Sec, 183(a). See footnote 22, p. 13

supra.







the partner owns is the partnership interest.

Partnership Property

To the extent that 1tes income 1s required to be com~
puted as a unit, the partnership must be recognigzed as an
entity in order to carry out the leglslative intent inherent
in Section 183 of the Code.” Thus, the partnership is re-
quired to segregate the gains and losses from sales or ex-
changes of capital assets.4 It is further required to
segregate the galne and losees from sales or exchanges of
capltal assets held for not more than six months from those

held for a period of more than six months, A partnership is

further entitled to the orovisions »f Internal Revenue Uode

Sestion 117(3)5 which allows capital asset treatument of

3 Ibid,

4 Int. Rev. Code. Sec, 117(a)(1), "Definition of
Capital Assets., ~-- The term "eapital assets” means proverty
held by the taxpayer (whether or not corneoted with his
trade or huainesn?, but does not inelude stock in trade of
the taxpayer or other property of s kind whieh would pro-
perly be ineluded in the inventory of the taxpayer if on
hand at the close of the tnmnbler;aar; or property held by
the taxpayer primarily for sale to customers in the ordinary
courge of hie trade or business, or proverty, used in the
trade or business, of & character which 1s subjeet to the
allowance for deprecisztion provided in section 23(1), . . .
or real property used in the trade or business of the tax-
payer,

5 Int, Rev, Code, See, 117(3j). "Gains and loeses
from . . . the sale or exchange of certain propnerty used in

the trade or business, -- (1) Definition of Property used
in the trede or business. -- For the purposes of this
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gains and losses from the sale or exchange of certain pro-

perty used in the trade or business, which has been held for
6

more than six months,

A partnership mey acquire property either by purchase,

subsection, the term "property used in the trade or business"
means property used in the trade or business, of a character
which is subject to the allowancc for depreciation provided
in section 23(1), held for more than 6 months, and real pro-
perty used in the trade or business, held for more than 6
months, which is not (A) property of a kind which would pro-
perly be includible in the inventory of the taxpayer if on
hand at the c¢lose of the taxable year, or (B} property held
by the taxpayer primarily for sale to customers in the ordi-
nary course of his trade or business., Such term also ‘n-
cludes timber with respect to which subseation (k) (1) or

(2) is applicable, (2) General Rule, -- If, during the
taxable year, the recognized gains upon sales or sxchanges
of property used in the trade or business, plue the recog-
nized gaing from the compulsory or involuntary conversion

(as a result of destruction in whole or in part, theft or
seizure, or an exereise of the power af‘raquisiiian or econ-
demnation or the threat or imminence thereof) of property
used in the trade or business and capital assets held for
more than € months into other property or money, exceed the
recognized losees from such sales, exchanges, and conver-
sions, such gains and losses shall be conzsidered as gains and
losses from sales or exchanges of capital assets held for
more than 6 months, If sueh gaine do not exeeed such losses,
such gains and losses shall not be gonsidered as gainsg and
losses from salee or exchanges of capltal assets, . , ."

6 Int, Rev, Code Sec¢c. 117(b).. "Percentage taken into
account, == Tn the case of a taxpayer, other than a corpora-
tion, only the following percentages of the gain or loss
recognized upon the sale or exchanpge of & capital asset
shall be taken into account ‘n computing net eapital gain,
net capital loss, and net income:

100 per eentum if the capital asset has been held for
not more than € months,

50 per centum if the capital asset has been held for
more than € months,
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by contributions thereof from partners, or by exchanging its
own property for other property.

There is no question as to the holding period of pro-
perty purchased by the partnership., As in the case of any
income computing entity, the holding period runs from the
date of purchase to the date that the property 1s disposed
of,

As respects the holding perlod of property contribu-
ted by partners, Tnternal Revenue Code Jesction 117(h}(2)
states that:

In determining the period for which the taxpayer has
held property however acquired, there shall be ineluded
the period for whigh such property was held by any other
person, if under the provisions of seetion 113, such
propert: has, for the purpose of delermining gain or
loss from a sale or sxchange, the same basie in whole or
in part in his hands as 1t would have in the hands of
such other person.

Thus, where a partner contributes property to a part-
nership, the holding period runs from the date the pariner
agguired the property to the date the partnership disposed
of 1t.7 Similarly, where s partnership exchanges its own
property for other property of a like kind without recopgniz-
ing gain or loss as provided for in Internal Revenue Code
Seetion 112(bj(1), the holding period of the property ac-

guired runs from the date the property exchanged was

7 Bogg v. Allen (DC Ga, 1952), 105 P,3upp. 12, See,
72,439 P-H Fed, 1952, ;
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acquired, Internal Revenue Code Seetion 117(hj(1) states:

In defermining the period for which the taxpayer has
held property reesived on an exchange there shall be
ineluded the perisd for whiech he held the property ex-
changed, i1f under the provisions of seetion 113, the
property received has, for the purpose of determining
gain or loss from a sale or exchange, the same basis in
whole or in part in his hands as the property exchanged.
For the purposes of thie paragraph, an involuntary econ-
version deseribed in seotion 112(f) shall be considered
an exchange of the property converted for the property
asguired,

Similarly, where partnership property is distributed
in kind to the partner, the date of aequisition for distri-
butee partner is held to be the date on which the partner-
ship acquired the speecifiec proverty by pnrahaaa.ﬁ

All the litigation regarding the determination of

holding period of a partnersh&ﬁ interest has presented the

same issue as has heretofore been diseussed; whether the
partner's property ‘n the partnershiv is the partnership
interest oy an undivided interest in the basie assets,

. The holding period of a partnership interest was first
discussed by the Court of Claims in Clty Bank Farmers Trust
Go. v. United States,” A partnership interest in a large
etock brokerage firm was inherited in 1932 and sold by the

8 G,C.M, 20251, Cum. Bull, 1938-2, p. 169,
9 47 7. Supp. 98 (Ct. Cl, 1%42),
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heir in 1936, The taxpayer contended that he had sold a
partnership interest held by him for four yeares before sale,
with the result that only 60 per cent of hies gapital gain
was taken into aecount, The Commissioner agreed that his
gain was & eapital gain dbut contended that two-thirds of 1t
was short term since that percentage of the partnership
assets had hHeen held less than a year, Basing its degision
squarely on the pluralistic concept of the partnership, and
eiting as authority the Second Cirecult Court of Appeals de-
eision in Helvering w, Bnith,la the Court agreed with the
Commissioner,

The problem next arcse in Thornley v, Gamniasiansr,ll
where a large advertising partnership incorporated and 1t
became necessary on a later sale of ita stoek to determine
whether the holding period began when the partner had ae-
quired his partnership interest or when the partnership had
acquired the various assets it owned at the time of incor-
poration, The Tax Court thought the partnership had heen
dissolved and its aseets distriduted before ths incorpora-
tion and thus agreed with neither contention. The Court of

Appeals, however, reversed and adopted the taxpayer's

10 90 F.2d 590 (C.C.A. 24 1937).

11 147 F.24 416 (U.C.A. 3rd 1945}, reversing 2 7.0,
220 (1943).
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contention, holding that the period the partnerchip interest
was held should be tacked on to the period the stock was
held, It regarded its prior decision in Kessler v, Uniteé
§tateslz as controlling, and expressly refused to follow the
Court of Claims deglgion in the Clty Bank Tayrmers Gnse.13

The latest presentation of the problem was in the
Allsn 5, Lehman oase.lt As in the City Bank Farmers case,
the issue was whether, when a parinership interest in a
large stoek brokerage firm was sold, its holding period
should be computed from the date the partnership interest
was first asquired or from the wvarious dates the partnership
acguired the assets it owned at the time of the sale., 0Clt-
ing the Humphrey, “haplire, and Ford &ases,15 the Tax Court
held the partnership interest was what wae sold, it had ite
own holding period, and this began when the partner was

12 124 7,24 152, (C.C.A. 3rd 1941),
u Sa‘ f@m@tﬁ 9' P 40 SR o

14 Allan 5, Lehman, 7 T.C. 1088 (1946), arf'd, 165
F.2d 383 (C.C.A.2d4 1948}, cert. denled, 334 U,s5, 819 (1948).

XIV-2 Cum, Bull, 34 (1935), Comm’r. v. Shapire, 125 ¥,24
532 (C.C.A, 6th 1943}, This case involved the capital nature
of & partnership interest. Afier analyszing the components

of sueh interests, the Court found that these interests con-
sist of the partner's invested capital, his share of undivid-
ed accumulated profits and his share of such good will as

may have been ascumilated over the years of existence of the
business, Robert £, Ford, 6 T.C. 499 (1946), aeq. in, 1946-
2 Oum, Bull, 2, See the discussion of the Pord case on page

24 et seq. supra.
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adnitted to the firm, The Second Cireuit Court of Appeals,
per Judge L, Hand, affirmed. Both Courts noted that the
City Benk Farmers ecasc was %o the contrary and bhoth express-
1y refused to follow 1t, The Commissioner petitioned for
gert iorar!, presumably because of the substantial conflict
with the City Bank Farmers case, but ecertiorarl was ﬁen?ed.ls

The more recent decislon of a Aifferent panel of
Judges of the same Court of Appealsz ‘n Commisslioner v.

i7

Whitney  had the appearance of inconsistency with the Leh-

man case, and of even greater inconsisteney with their

Lamont daﬂision.is The Whitney declision held that seotion
24(b})(1)(B) disallowed deduction of losses realized by the
transfer of partnership assets to a corporation formed to
succeed the partnership and controlled by the former part-
ners, The opinion expressed respect for Judge L. Hand and

the Lehman deoision, but refused to apply any analogies

16 334 v.s., 819 (1948), Conceivably the denial of
certiorarl was besause the TCommissioner was in the logically
ineonsictent position of admitting that what was 2014 wae
the nership interest and was a eapital asset, but of
denying that 1t was capable of having & hold'ng period of
its own, Th's same inconslistency, it may bs noted, did not
prevent the Court of Claims from deciding the City Bank
Farners oase for the Covernment,

17 Commissioner v. Whitney, 169 F.24 562 (C.C.A.2d
1948), eert, aenied, 335 U.S, 892,

18 Commissioner v, Lamont, 156 F.24 80C (C.C.A.2d
%9#5)} cort, denled, Lamout v, Helvering, 329 0.S. 782
1546,
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based on it to the facts before the Court, The reaszon ss-
slgned for this refusal was that in the ares »of tax law
before it, Congress had seted to corresct a specific abuse,
i.e., the deduction of losses which were for practieal pur-
poses not yet realized, end the Court oould see ne substan-
tial difference between a transfer By an individusl where
he was & partner and a transfer where he was not,

The Court: eoncluded that the partnership had not yet
become suffieclent of a legal entity to eompel the Court te
allow the loss, It is evident that the apparent inecnsiet-
eney between the Whitney and Lehman easzes is superfiecial
only, for recognition of the partnership Interest as a dis-
tinet asset was not urged nor would 1t have been particular-
ly helpful, If the Court had held that a partnership
interest hed been transferred, any overall loss would still
have been non-deduct ible under section 24(b)(1)(B), slthough
the offect of suoch a dootrine would probably have been to
disallow reecognition of capital gains as well as eapital
losses, a result the Whitney case 41d not actually reach,

Accordingly, the Whitney decision s not a distinet
brake on the trend heretofore {lscussed, Tt appears, how-
ever, thal the warious eourts have taken positions on this
point consistent with thelir wiews as to the nature of the

interest in the partnership.







45

Thus, the Tax Gaurtlg and the Courts of Appeals for
the Second, Thipd, Pifth and Ninth ﬂircnits,ea having found
that a partnership interseet 1s a capital asset, hold that the
period during whioh that asset has heen held ie the period
during whieh the seller has been a partner, The Tax Court
haes also held thet where the selling partner has been a eozz-
tinuing partner in s series of successive partnerships carry-
ing on the same business, so that both the business apd his
investment therein are continuous, the holding perioed for
the partner's intorest extends back to the time of his ad-
mission to the original partnership. .

The Comm'ssioner formerly followed the wiew of the
City Bank Parmers Trust Co. case, but it may bhe presumed
that he has now changed his position in order that 1t will
be consistent with his recent concession that a partnership
interest actually constitutes a specifieally identifiable

, Humphp '}ﬂ 3!?&&! m {1935}; BOT~
aeq. in, XIV-2 Cum, Bull. 23 (1935); "llen Puller, OCH BTA
Mem, Dee, 12,865-A (1942); and cases cited in footnote 20,

-

19 Dudley T. B

20 Allen 5, Lehman, 7 7.0, 1088 (1947}, non-aeg, in,
1947-1 Cum, Bull, 5, aff'd, 165 7,24 =83 (24 Cir. 1948);
Thornley v. Commissioner, 147 7.24 416 {34 cir, 1945); L,
F, Long, € CCH TC Mem, 614 (1947), aff’'d on this iasue,
173 F,2d4 471 (5%h Oir. 1949); Daniel Cartling, 6 OCH TC
iem, 879 (1947), afr'd per curiam, 170 F.2d 75 (9th Cir,

9 ¥ 8

21 Allen o, T.ehman, Loe, cit. See the discussion of
this case on page 42 et seq. supra.
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eapital aaset.ﬂﬁ

22 l,a,!. 26, 379, 1950~1 Cum, Bull, 58, contains the
following statements

"An opinion 1s requested whether, for Federal 'noome
tax purpoees, the Bureau should continue %o trest a sale of
& pmemip interest as a sale of the selling MM%
undivided interest in each specific partnerchip ssset,

“Phe mnmm welght of authority 18 ponirary to
the position heretofore taken by the Bureau, vig., that the
sale of a partnership interect iz a sele of the selling
partner's undivided interest ‘n each spee¢ific partnership
asset, (Citing cases.) . . .

"It 48 aeunréingiy the opinion of this office that
the sale of & partnership interest should bhe treated as the
sale of a oapital seset, , . . The applicstion of this rule
should, of course, be limited to those oaseés in which the
trancsectiion in substanee and effect, s= distinguished from
form and appearance, 15 esgentially the sale of a partner-
ghip interest, . . .’







CHAPTFR IV

HATURE OF GAIN OR LOSS FROM THE SALE OF
A PARTHERSHTIP INTTREST

¥hen a partner sells hls interest ir s vartnership
is the galin or loss realized therefrom s eapital gain or
loss? Seectlion 117(a)(l) provides in part that "the torm
capltal assets meens property held by the taxpayer (whether
or not conneeted with hls trade or business), , . ." fol-
lowed by & number of exceptiocns of which none are spplica-
ble 1f the 'property' referred to is the partnership
interest, If, however, the underlying assets of the parte-
nership ars the 'property' sold, then to the extent they
eonslst of inventory amd stock in trade, they will not be

capital assets under either seetion 117(a){l) or section

117(J). Wothing in seectlon 117 purports to answer the
problem, so sgain resort must be had to the general trend
of the tmﬁmﬁ of partnershipe for guldance,

The problem is fundsmentally the same as that settled
by the Ford case and the Commiesioner’s scguiescence thare-
13.1 The Ford issue and that now under discusaion are

actually nothing but two faseets of the same fundamental

1 See foolnote 3, page 23, This case lg fully dis-
cussed on page 23, et seq. supra.







48
problam, Thlis problem is whether a sale by a partner of his
interest in the partnership is to be treated taxwise 28 a
sale of that interest as a property or as a sale of an un-
divided interest in specific assets, The Ford case held
that the sale 18 of the parinership ‘nterest as a property,
and from this as a premise coneluded that the basie of the

partnership assets was not affected by a transfer of & part
nership interest. The result was expressed in terms of
basis for gain or loss on sale, but would be equally appli-
¢able to the basis for depreciation,

This premise, when applied to the instant probhlem,
leade to the result that the partnership interest ean be
the "property” within section 117(a)(1).” The further ve-
sult i3 that if held for over six months, 1t is a long-term
capital asset zinge the conclusion is evident at a glance
that none of the exeeptlons in that section are appliecable,

Accordingly, the inference would sppear justified

2 Alph:a J. Cameron, 8 B,7T.8, 1&6 {1927) snd Cameron
v. Comm'r, ?e F.2d 1021 (C.0.A.%rd 1932), affirming 20 BT,
A. 305 {1930), hold that the basis of parknership assets is
not chenged hy the sale of an interest in the partnershin.

% Bo many exceptions have been earved out of the
definition in See, 117(a}{(1l)} that nothing else tomes tc mind
to give contivued meaning %o the parenthetieasl elause in the
rallswing guotation from that seection: "“The term ‘cavital
assete’ means preperty held by the taxpayer (whether or not
siﬁnec*ed with nis trade or business), dbut does not in-
elude , . "
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that the Tax Court and the Commiseioney, since he ascquiesced
in the Ford case, would treat the gain or loss from the sale
of any interest in a partnership held over six months as a
long-term eapital gain or loes. Such inference is thorough-
1y Justified as far as the Tax Court is coneerned, The Tax
Court held the gain or loss was capital gain or loss in
Dudley T. Bumphrey,‘ and 1t has adhered to that viww.s

The Appellate Courts, howsver, got off to a strong

start in the direetion the Commiasioner wanted them to go,
In Helvering v. Snith§ the Court of Appeals for the Second
Cireuit had before it the Commissioner's appeal from a Board
of Tax Appeals decislon allowing capital gains treatment to
the amount paid to a lawyer on his retirement from his law
firm, The pertinent facts qr the case were:

+ « «» The partnersh’vp agreement provided that & re-
tiring partner had no interest in the physical assets
but was entitled %o payment of his share of the earnings.
Mr, Smith received 3125,000 for a "sale of his partner-
ship interest,” and in returnm released his psrtners from

all liability and acknowledged receipt of his chare of
the earnings,

5 A few of itarecent decisions to this effect are
Allan S, Lehmen, 7 7.0, 1088 (1946); H. R, Smith, 10 T.C. 398
(1948), aff'a, 173 ¥.2d 470 (C.C.A.5th 1949); and Aaron
Lowenstein Estate, 12 7.0, 694 (1949), aeq., in, 1949-2 Gum,
Bull, 2.

6 Comm'r, v, Smith, 173 F.24 470 {C.C.A.5th 1949)
affirming 10 7,C. 398 (1948); Comm'r. v, Long, 173 F.2d 551
{1949), affirming on this issue a memorandum deeision of the
Tax Court.
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Judge L, Hand rejected the concept of the partnership
as an entity owning the income against whigch the partner has
merely a cause of action., Then, however, he 1lasié emphasis
on the faet all the partner was entitled to and 4ld receive
was his share of earnings for past services, all of which
would have been ordinary income :f paid to him in the ordi-
nary course instead of a lump sum., He coneluded his opinion

by drawing an analogy to the itreatment of the proceeds of a

sale of a declared dividend payable in the !utura.T

Doyle v, Gommiasiﬁnere next arose, and while 1t did
not properly invnlva the point, because 1t was & sale of an
interest in a particulsr fee after the parinership had been
disaolved, the Court eited Helvering v. Smith respectfully
and interpreted it somewhat broadly..

The next cases thet arose involved losses and meeord-
ingly the Commissioner reversed his theory. In Stllgenbsur
7. United 3&;%63,9 & partner sold out to his remaining part-
ners in a general produce businese Tor a B67,485,94 lose, of
whigh only $2,000 was deductible if i1t wes s eapital loss,
Some of the Tirm assets aonsisted of stock in trade, which

T In Rhodes' Estate v. Comm'r, 131 ¥.,24 50 (C.0.A,
6th 1942), this preoise problem was raleed and the seller’s
proceeds were held taxable as ordinary ‘neome,

8 102 7,24 86 (C.0.A.4%n 1938), ..

9 115 F.24 283 (C.C.A,.9th 1540, .







then as now was not a eapital asset, The Ninth Oireuit

Court of Appeals conecluded that the taxpayer had sold his
co-ownershlp interest, that this was a eapital asset, and
that the loss was a capital 1383.3-9

A few months later, in MeClellan v, G&m&aa?.ener,n

the Seecond Cireult held retiring psrtner's loss was a capital
loss, Although this case has been Interpreted by the Court
which declded it as dealing a death blow to Helvering v.
:%;mith,xe it might have been more narrowly Interpreted, sinee
nothing appears in the statement of faets ‘n the Court's
opinion %o suggest that the underlyng sssets were not them-

selves eapital Asseta.lj

10 It may apvear to some that on Judge Menman's
analysig of the problem and facts, the descislon ecould as
easily have gone the other way. However, the case has
attained some historieasl we'ght as s precedent and has in-
fluenced the trend whieh followed,

11 117 F.2d 988 (C.C.A.24 1981),

i i2 ¥illiams v, HeQowan, 152 r.24 570, 571 (0.C.A.24
9455, . ¢

13 The Board of Tax Appeals, which wae affirmed, does
not suggest that the underlying assets included any stocks
and bonds whieh, to & brokersge firm, would be stoock in
trade, The Board held that the sale was & partnership in-
terest and the loes was a eapital loss, 42 B.T.A, 124 (1940).
Both the Board and the Court cited Munson v, Comm'y, 100 F.28
363 (0.0.A.2d 1938), That ecase, however, did not involve the
problem being discussed, There one partner sold a stoek ex-
change seat and ascounted to the other for part of the profit.
The gain was held to he 2 capital galn beeause the seat was 2
capital asset, not on any theory of the nature of & partner-
ship interest,







Sinee these deecisions, a partnership interest has
uniformly been held to he a eapital asset, giving rise %o
capital ga'n or loss regardless of the character of the
underlying assets, The problem has arisen in four courts
of appeal, all of whieh have given that ansﬁér.

All eontroversies on this lssue were settled, however,
early in 1950 upon aequiescenge of the Commissioner stat-
ing:

The overwhelming welght of authority is eontrary to
the position heretofore taken by the Bureau, viz., that
the sale of a partnership interest is a sale of the
gell'ng partner's undivided interest In eash specifioc
partnership asset, (Citing cases), . . . T% 18 accord-
ingly the opinion of thie office that the sale of a
partnership interest should be treated as the sele of a
eapital asset . . « The applieation of this rule d
of course, be limited to those cases in which the trane-
action in substance and effect, as distinguished from
form and sppearance, is csaantiallg the sale of a part-
nershlp intereat. . . .

The Courte have found that this so-salled payrtnersh'p
interest i1s empable of subd'wision, thue allowing only a
part to be sold, Thus, in the Lehmean easmgmﬁ one partner
gontinued as a m@ﬁﬁa#»ﬁf the partnership but sold a part of

hig interest therein to another partaner and sn additional

portion to outsiders. Both the Tax Court and the Court of

Appeals for the Second Cireu't agreed that the taxpayer had
sold an interest in the partnership, whieh should be treated

14 6.C.M. 26,379, 1950-1 Cum, Bull, S&,
15 Allen 5, Lehman, see footnote 20, p. 45, suprs.
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a8 & caplital asset, The Commissioner's acquescence in the
capital aseet treatment of a partnerehip interest would fur-

ther strengthen this subdivision,

Fersonal “g.gm*ée 2’* rinersh’

One very important exception to the general prineiple
discussed above that the sale by a pardner of his interest
in the partnership w'll be considered a esale of a capital
asset is an stiempted sale of an Interest in a partnership
wnich is engaged primarily in rendering personal servises.
n the sbsenee of an attempted sale, the noome from such
services 18 taxed as ordinary income when earned, However,
if the sale by a withdrawing partner of the right to sueh
income ean convert that ordinary ingome into a eapitel gain,
he 1 immediately presented with a moet attrective tax mo-~
tive for selling, The firet case involving an attempted
sale of an interest in @& personal servige partnerehip was
the Heber Smith um.‘w The essential Tasts of the tcase
were a8 follows:

One partner withdrew from & law partnership of whigh
there was no substantial ocspital investment, Upon hie
withdrewal, he regelved a cash payment in exchange for

is share of fees earned but uncollected to the date of

withdrawal, 7Tt was st'pulsted, however, that the re-
maining partners had orally agresd that they were

16 Hever Smith, COH BTA Mem, Dec. 9405-G (1936),
Rev'd. eub nom,, Helvering v, Smith, 90 ¥.24 590 (24 Cir.
1937).
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purchasing hils interest in the firm, By the terms of
the agreement, a w!thdrswing partner was entitled only
toc reseive his share of uncollected fees. The tangible
assets of the firm were to belong to those partners who
continued the husiness,

The Tax Court held thet the withdrawing partner real-

i1zed capital ga'n upon the sale of his partnership interest,
On appeal, however, the Court of Appeals for the Second Cir-
cult dlesagreed. 7% pointed out that:r7
« « « ©Xgept for the purchase and release of the with-
drawing partner's right to income, all his collections
would have been ordinary ineome, The Court then held
that the sale did not change the cheracter of the ‘ne-
come; the commuted payment merely replaced the right to
future incoms with cash and the sum must be considered
compensation for personal services,
The offeet of this opinion was to dieregard the eﬁzity
theory and to base the holding upon the nature of the gsasets
and relationships underlying the partnership ‘nterest, How~
ever, this result 1s elearly explainsble in view of the tax
avoldance possibilities inherent in a contrery holding. The
Tax Court in subseguent e&waaxa reverzed its own holding in
the Heber Smith case and followed the rat onale of the Ap-

pellate Court,

17 A= pointed out by Judge Learned Hand in that
opinion, this was the solut'on suggested by the Supreme
Court for such situations in Bull v, United States, 295 U,
5. 274 (1935].

18 Righard S. Doyle, 27 B.T.A. 23 {1978), afe'd,
%ggkgizd 86 (4th Cir, 19739); James Wesley MeoAfes, 9 7.0, 720
98T ).
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As & result of the ruling on the reeent case of Max
%uiren,ls however, it is still questionable what the ulti-
mate conelusion of the courte will be, The fascts of this
case as presented to the Tax Court were:

A partner desired to withdraw from a law partnerchip
and had an unrecovered ecapital outlay therein of $18,000
plus a right to a percentage of future fees, Upon his
withdrawal, he received a lump sum to eover both his
propristary interest and his right to these fees., The
Comm!aslioner alloeated the total gmount recelived bhetween
the proprietary interest and the right to future fees,
treating the latter ss ordinary ‘neome, In the allocs-
$ion, he applied the amount reccived to the partner's
caplital lanvestment to the extent thereof, and treated
the balanee g ordinary incoms, i

The Tax Court upheld this allocation, pointing out20
that no allooation had been attempted by the taxpayer and
that there was no famtuhl basis upon which 1%t eould make a

19 8 CCH TC Mem. 924 (1949}, rev'd, and remanded,
183 F.24 656 (Tth Cir, 1950}, ‘

20 The Oourt stated: "We think 1% i3 now well set=
tled that a partner's sale of his distributive interest in
past earnings upon which no tex has been pald doss not son-
vert the transsetion into a capital item and such sale does
not relleve a pariner from $he necessity of pay'ng & tax
thereon as ordinary income," The Sourt then cited and @is-
cussed the Heber Smith ease, 9C ¥,2d 53¢ (24 Cir, “giz},
and Richard S, Doyle, 27 B,T.A, 323 (1938), aff'a, 1c2 7,24
86 (4th Cir. 1939). The sontext in which the worde "part
earnings” appear in the above quotation apparently indlostes
they are intended to mean earnings to bhe reseived in the
future as a result of personal services rendered 'n the
past, Therefore, i1t is possible that this rationals may
be limited to personal serviee partnerships, Accord, Ber-
nayrd J, Lemg% Sale of a Partnership Tnterest in a Sevwvice
Partnership. Proeeedinge of New York Univereity Tighth
Annual "nstitute on Federal Taxation 950 (1949),
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more accurate alloestion, The Court of Appeals for the
Seventh Circult, with one dissent, took the view, however,
that the withdrawing partner had s0ld his partnership inter-
est and that this constituted the sale of & égpital usset.ﬁi
This decislion was reached despite the fact that the partner-
ship was sngaged in rendering personal serviees,

The deelsion of the Court of Appeals in the Swiren
case will no doubt encourage further litigation of the point,
with each Cireult Gourt meking & cholce between the entity
and the aggregate theory, as 1%t sees fit, Nor will the econ-
cession by the Commissioner thast the sale of a vartnership
interest is the sale of a capital ascet prevent epposition
to the taxpayer, Ey its terms, this partioulsr lssue was
expressiy exeluded from the scope of that soncession,.

While the Swiren deelsion may be a desivsble solution
from the standpoint of the selling partner, it lesves the
purchaser with a eerious problem when the earned fess are
collected, zfthw sying partner has obtained an interest
in the pﬁmtnﬁﬁﬁhip, the eﬁ&irn purchace yfieﬁ goes to meke
up or inorease his basis for his partnerehip interest.

21 Compare the early ecase of ¥aurice B, %aul, 13 B.7T.
A, TO5 (1938), aeq. in, VIiT7-1 Cum, Bull, 40 (1939)., There
the withdrawing partner sold his interest in intangibles of
& law firm, He had received thie interest hy inheritance
and had & basia therefor equal to its value at the date of
sale, The Tax Court held that the sale of these intangible
asgets resulted in no gain or loss singe the amount received
and the basis of the intangibles were equal.,
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Under the entity theory embodied in Section 113(a)}{13) of
the Code, no part of his basis can relate to any asset held
by the partnership until suech time as 1t is distributed o
the partners,

The uneollected fee will constitute en ascount re-
ceivable of the partnership, or 'f unbilled, at least a
chose in aetion, As sueh, the elaia nmay be considered 2
partnership asset, If aessets are distridbuted to the part-
ners in kind, some portion of their bages is normally allo-
cated to those sesets, Under the rationale of the Heber
Sm'th case discussed above, however, thie probably would not
be true n the case of earned But unecolleeted fees, 7t iz
even more doubtful that 1t would be frue when a omch basis
partnership renders a bill and collects the fees, Tn such
case, the regeipts become ourrent partnership income and the
taxpayer will have great d1fficulty srsuing that any vart at‘
the amounts constitute a return of capitel., 7T he WM,
what would have been ordinary income will go lsrgely tax-
free In his hande, and will be subject only to capital gﬁzn&
rates in the hands of the seller, Few courts csn be expect-
ed to agree with suech & result,

To the extent that a withdrawing partner has only an
interest in earned but uncollected feos to B831, there
appears to be no yreason for reguiring the purchaser to pay

a tax therson at ordinary income rates, exeept to the extent
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that the fees collected exceed the amount paid therefor,
in substance, he has purchased ord nary inecome and should
be allowed an income tax basis therefor in an amount equal
to the purchase price. On the other hand, the selling part-
ner is in no poslition to objeet becmuse he is regquired to
treat as ordinary income an amount which he hse earned and
which must be treated as ordinary income in someone's hands
in order to prevent ftax awvcldancve,

It is bBelieved that the approach of the Tax Court te
the problem through the medium of an allosation of purchace
price between uncollected feces and partnership interest
presents a reasonable solution, logically reoognizing the
ent ity of the partnership to the greatest exteont vossible
in the face of the possibilifties of tax avoidance and the
equities as between the buyer and seller,






CHAPTER V

REQUISITES TO CONSTITUTE A SALE OF A
PARTETRIHIP INTTHEST

Bescsuse of the conflieting opinions of the Commis-
sioner and the Courts, great care must be exertlsed by the
parties to the contrast of sale of a partnership interest
to show that what the parties intendsd to sell and buy was
in fact a partnership interest and not an interest in the
assete, The agreement must also provide that the partner-
ghip buelinese is %o continue uninterrupted after the sale,
These gonsliderations, as well as the method of payment to
the selling partner and consequences of a selling partner
with a deficit, which have resulted In much litigation,
will be discussed bLelow,

er will contend that the transaction covering the withdrawal
doss not provide for a sale of the partnership interest,

The withdrawing partner is therefore faced with this anom-
alous situation: If he agrees %o sell his interest in the
partnership, the Courts will recognize the sale and find

that the asset sold is a capltal asset, If he agrees mere~

ly %o withdraw upon the receipt of the value of his share of

the partnerehip assets in cash, the Commissioner will in gl1l
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likelihood contend and the courts may find that he has
nevertheless made a sale., However, in thies case he will be
found to have sold only an interest in partnership assets,
and the capital nature of the gain or loss will depend upon
the nature of each asset involved in the %ranaaﬁtian.z

Thie situation is the reeult of the Commiseioner’s
attempt to apply the aggregate theory of partnerships to
every situation in whiech he g not prevented from doing so
elther by the Courts or by his own long-standing regula-

ions.2 In the usual situation involving an attempted sale

of a partnership interest, the parties will glearly spell
out the existence of that sale by the terms of the agreement
governing the transaction, Such eases present no particulay
problem even when the sale 1s to the remaining partners,
The only issue e the eonstruetion of the agreement,’ If
the agryeement is east in the Torm of a sale snd there is
evidence that the sales price has bheen negotiated, the sale

1 Paul Little, Fede
ships (Boston: Little, E

2 Hote, for example, his fa'lure to completely avply
the aggregate theory upon the eontribution of property to
the partnership, disocussed on page 17 gt seq. suprs. Jee
also the regulations with respest to the non-regognition of
gain or loss to the recipient of a distribution of partner-
shlp assets in kind, U.5. Treas. Reg. 111, See, 113(a)(13)-
2,

3 For example, see L, ¥, Long, 6 CCE 9C Mem, 614

(1947 rev'd. on other grounds, 173 F.2d4 A71 (5th Cir,
{1949); Bass v, Comm'r,, 175 FP,2d4 52 (5th Cir, 1949).
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will normally be reﬂognisedf Thus, in the L, F. Long eased
this subjeet was discussed under the following faets:

Taxpayer had a one-third interest in a partnership

composed of three partners, In an instrument esst in
form of an assignment, the taxpayer conveyed to the re-
maining two partners 21l of nis right, title and inter-
est in the prineipal partnership sssets with the ex-
ception of certain of such assets listed therein. The
instryment stated that the taxpayer desired to withdraw
from the partnership in exchange for a eash payment from
the remaining partners. By a2 deed and a bill of sale
dated the same date, the remaining partners conveyed to
the taxpayer all of the partnership assets listed in the
assignment, )

The Commiseioner attacked the transaetion on the
ground that the assets of the partnership were distributed
in dissclution and that the taxpayer had then sold all of
his share thereof to the remaining partners except those
actually retained by him. The Tax Court freated this trans-
action as a distribution in kind to the taxpayer of a por-
tion of the partnership assets and the payment of sash for

the %&w«w”a remaining partneprship inﬁmﬂﬁ m Tax

& The partnership agreement may provide %m% the re-
maining partner is to buy, and the withdrawing partner 1e¢ to
sell his Interest in the partnership. In the face of such
an agreement, the faot that the ssle price provided therein
merely equals the seller's capital investment nlus his intsr-
sst in the appliecation of certain partnership assets will
apparently not prevent the transaction from belng eonsldered
a sale of a partnership interest, Cf. George R, ¥eClellan,
42 B,T.A. 124 (1940}, aff'a., 117 7.24 988 (24 Cir. 1641),

5 L. F, Long, op. git.

€ In the Long ease 1t 1s not °“t1rﬂlv'clwar whether
the eash was pald by the rempining partners or the part-
nership, The statement of faets, 6 COE TC Mem., 614, 617







62
Court emphasized the following factors as indiecative of e
sale by the withdrawing partner of the remainder of his
partnershis interest:

(1} The transaction was cast in the form »f 2 sale

~ rather than in the form of a dlesolution,

(2) The consideration paid the withdrawing partner
bore no direet relation to the walue of his part-
nership interest (which was the opposite of what

1%t would have been in an ordinary dissolution).

(3) The transaction d1d not spesifieally mention numer-
ous partnership assets or any partnership liabili-
ties,

These factors caused the Court to find a complete 5b§enau of
any plan under which one or more of the partners were to
recelve from the partnershic thelr proportionaste shaves of
the net assets of the busineas, or their equivalent,
Therefore, as long as the partiez can prove an inten-
tion to buy and sgell a partnership interest, this intention
will be upheld, and the courts will foree the Commissioner
to sceept the entity theory with the resulis noted shove,
IT, instemd, the trensaction is mersly a partnership distri-

bution, the Commissioner will continue to spply the

indicates that payment was uade directly by the vemaining
partners, However, the opinion, at page 618, states: "To
sequire the Interest of petitioner, new capital wae put
into the wenture by Joe Long and his capital investment
thersafter as the owner of one-hall interest in the part-
nership differed from what 1%t was before petitioner retired
from the firm." To the extent that the eash was distribu-
ted by the partnership itself, the case presents a situa-
tion which 1s even ¢leoser %o that in which there is a

mixed distribution In eash and kind hy the partnership,
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aggregate theory in the ahsence of deeisive court éaciaicns

to the ecmtramy.?

Continustion of Zartnership Business
Another requirement to eonstitute a =sle of en inter-

est in the partnership i1s that the vartnership business

7 If a sale of an interest in the assets is made by
the withdrawing partner tc the remalning partnere, in order
to sompute thelir basis in the hands of the seller, his
distributive zhare of the partnership cash and assets must
firet be deomed distriduted to him by the filrm. The finding
of a distribution in kind by ovsration of law iz not unususl
in such @mses. For example, in Planters Gin Co,, 28 B,T.A.
22 (1933}, the partnership was terminated by the death of a
partner but the survivors continued the business under a new
partnership, The Tax Court found that there had been & dis-
:i‘im:m? of the nxﬂa in ké;d roug:m bg ;!_:;&r gﬁzm—

on %o the new partnerchip operation of law, Note also
these oases commonly e¢lte Munson v, Comm'r., 100 F.24 363
§§§£g§§. 1938}, in which the assete were actually distributed

The distributeds hases applies Tirst to the eash
received, Any balance then suplies to the assete, I.T.
be deemed to have kept his distributive share of sash and %o
have exchanged his share of the aseets for the balanee of
the total oash actually received by hime ,

On the other hand, the buying partner will be deemed
to have withdraws oash equal to the exgess amount thereof
actually received by the withdrawing mg . The buyer
will then be deemed to have pald that a %t over in ex-
ehange for the undivided interest of the selling partner in
the asset, He then 1z deemed %o have oontributed the pur-
chased interest to the partnership. The paytnership will, of
gourse, take a new basis for such property egual to 1ts eost
in the hands of the buying vartner. Thls is reported to
have heen the approved Buresu ovractice prior to G,C.H.
26,379, 1950-1 Cum. Bull, 58, Thus, Jackson, "Parthership
Distributione,” Proe., Tax Inst, U.5.0, Schosl of Law 65, 93
(1950), reports that "until the recent swing to the sntity
theory the field agents have beon allowing a step up in
basis on a purchaze of an interezt in the partnership acsets
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continue followlng the sale, The fact that the partnership
itself is terminated by the withdrawal will not affeet the
sale of the partnership intaragt.e Hor must the business
be continued by the purchaser with all the partnership
assete intaet. In the gase of 1., ¥F. Lang,g for example, the
Tax Court found that upon the withdrawal of one partner
there was a dlstribution to him in kind of assets equal to @
part of his interest, and a sale to the other partners of
the remainder of his partunership irterest.

It may be concluded from these cases that 1f a part-
ner enters into a specific agreement to sell his interest in
the partnership, there is & wvery good poseibility that thie
agreement will be recognized as long e a substantial por-
tion of the partnership business ie cﬁntznhnﬁ in some form.
The faet that only a part of the interest 4ig s0ld end the
remainder 1z lliquidated will apperently not prevent this re-
sult, Each sase, however, must necessardly turn upon ite

own fTacts,

€ In Prank J, Johmson, 9 OCH 70 Mem. 277 (19%0), one
partner sold his Interest in the partnership to the eniy
other partneyr, This sulomatically terminated the partner-
ship and it became g8 sole proprietorship, The Commissioner
contended that there had been 2 sale of a partnershiv in-
terest which resulted in s caplital loss, The Tax Court
agreed,

9 See footnote 3, p. 60, supra. The Long vase is
dlscussed on page 61 gt seq. supra.







Method of Payment

A special problem ie created when the withdrawing
partuer 1s to receive installment payments out of partner-
ghip profits for a period of time, The primary issue in
such cases ig whether these profits are recelved in payment
for the interest of the withdrawing partrner in the firm, or
whether they are recelved as a distribution of partnership
profita, The problem is further complicated when the part-
nership is primarily engaged in rendering personal serviges
for profit, The Tax Court has qulte logleally indleated
that the principles to be applied in the solutlion of this
problem are identisal, whether the csse involves & withe~
drawal by a deceased or by a living partner, 10

In the case of a partnership rendering pﬁmﬂ&n&i'anrw
vices, and in which cepital is not a nmeterial ineome~produc-
ing factor, the problem is complicated by the faet thet in
such partnerehips, the members cften have no capital aseount
and no a&pitai 1n&watamnt‘ If the partnarshﬁw has no tangi-
ble or Intangidle sssete such ae good will, the withdrawing
pariner or decedent will then be held to have no partnership

interest capable of being sald.ll The Supreme Court has

16 Williem . Jonee, * COE TC ¥em. 97 (1944),

11 See the diseussion on this point on page 53 et
geg. SUDYa.
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held in Bull v. United “tatesi2 that sueh payments then con-
stitute a dlstribution of partnership profits, However,
this opinion has been eritieised,13 and when the payments
have been reguired as a purchase price for the interest in
the partrership, both the Tax Court and the Court of Appeals
for the First Cireuit have held these payments not %o be a
distribution of profits, but coneideration for the sale of
the partnershilp intsrest.la
Selling Partner with a Deficit

In addition to the preceeding problems, the attempted
sale of a partnership interest By & partner who has & defi-
eit in his pertnership cenitsl ascount has proved troudle-
soms. In the Herssn Sersar sssé'> the withtrawing pastnsy
had a negative capital secount as a result of withdrawels of
eash Tfrom the Pirm prior to the date of his retirement, The
Tax Court held that the ecash paymente received from the
partnership should be treated as ordinary ingome, end point-
ed out that the transaction had none of the elements of a
sale since the partner had fully recovered his capital

12 295 U.S. 247 (1935,

_ 1% Randolph ¥, Paul Feg&%&l tate and OL
{Boston: Little, Brown and'cc., 1942 and 19
see, 4,08,

14 Aaron Lowenstein, 12 7.0, 694 (19469); Beaver O,
¥iller Trust, CCH BTA Mem, Dec, 11,041-8 {1940},

15 22 B, T.A, 655 (1971;,
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investment and had no interesgt in the partnership of which
he eould dispose, However, in the Phililp Sepﬁyer aaﬂa.lﬁ
the withdrawing partner also had a negative flgure in his
capital account, Upon his withdrawal, the continuing part-
ner pald him a lump sum plus his share of the current yesr's
earnings, The Commissioner contended that the partner had @
gain measured by the lump sum payment plus an amount equal
to the defiecit in his capital account, The Court, however,
held that the galn could only be measured by the amount of
the lump sum payment, thus holding in effeet that the part-
ner could not be deemed to have a basis of less than sero
for computing gain or loss, There is no indleation as to
whether the gain was eapital or ordinary gain in the hands
of the taxpayer,.

Therefore, in an arm's-length transaction, the pay-
ment of a substantial amount of ;ash by the eontinuing part-
ner to a withdrawing partner who has a defieit in hise
capital seccount is an indication of that value, On prin-
¢iple, therefore, there ls 1little reason %o believe that the
Tax Court would refuse to recognize an sgreement specifieal-
ly providing for the sale of a partnership interest merely
because the capital acoount of the selling partner contains

& negative Tigure,

16 CCH BTA ¥em. Dec. T574-C (1932).







CHAPTER VI

TAXABILITY OF PARTHFRSHIP IHCOWE IN THE YTAR WHEN
A PARTHRERSHIP INTYREST IS CHAYNGED

Treated as a single problem, the taxability of part-
nership ineome in the year when a change of a partnership
interest occurs has a definite kinship with those problems
previously discussed. It has %two aspeets: (1) when a
partner dles in the course of the acocounting perlod and
under the agreement the death does not terminate the part-
nership, how is the inecome taxsble; (2] when a partnership
interest ie sold in the course of the partnership's asccount-
ing period without dissolving the firm, how 1s the ingome
taxed as between the seller and purchaser of the interest?

These problems are not presented 1f the partnership
is dissolved by or at the time of the eritlesl event, Dls-
solution oloses the partnership’s taxzeble year and esuses
the partners' varisus shares of the income to become distri-
butive and taxsble.® Normally, however, the partnership
ingcome is not taxeble to the partners until, by virtue of
the termination of the accounting period either by dissolu~

tion or lapse of twelve monthe, it becomes distridbutive,

1 Guranty Trust Go, v, Comu'r, %03 U,3, 493 (1938).
One of the reguisites of 2 sale of a partnership interest
is that the partnershio ies not dissolved immediately upon
the transfer, See the diseussion on thies point on page

63 et seq. supra.
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The question 1s whether the assignment or shift of ownership
of an interest in the partnership alss makes the ineome dis-
tributive as to one or more members, even though the part-

nership is not dissolved,

Chapge of Partnership Interest Begause of Death

The death of & partner generally dlssolves the part-
nership, This is the pule of the Uniform Partnership agtz
and 1s probably the prevalling rule in the majority of the
states, OSome states, however, permit the partners by agree-
ment to avold dlssolution at the time of the death of a
partner, The Tax Court recently eoncluded that this was
permissible under Alabama law and coneluded that the estate
of the deceased partner could not compute ite distributive
ineome on the theory thers had heen g diseolution with a
distribution of assets, with a resulting change of basis for
the assets and a eontribution back,” This deolsion was pve-
viewed by the entire Court without dlssent. If the Coupt
ebldes by its reasonsble implications, the Court will also
hold that the partnership aecounting period is not termina-
ted by the partner's death, so that income then besomes
distributive, The Tax Court has already tsken this position

2 U.P.A. Bec. 31,

3 Asron Lowensteln Tstate, 12 T.0, 694 (1949), aeq.
in, 1949-2 Cum, Bull, 2.
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as to the surviving partners cven when the partnership is
technieally dissolved, so long as 1%t is not terninated4#

As & solid foundation %o this eonelusion is the
Supreme Court's deeision in Heiner v, ﬁellan.s There 8
partner had dled and the two remaining paritners eontinued to
operate the business for several years while in the proeess
of liquidating it. They argued that they cesced to be part-
ners on the death of the third partner and became, under
local law, trustees in liguidation. This argument was re-
jected on the ground that a partnership, although dlesolved
by the death of one member, i1s not terminated until ite
arraira'are wound up, and the remeining members therefore
continued to be partners in 2 partnership for Federal income
tax purposes even though under local law their relstionship
to the estate of the deeceased vartner made then ftrustees,
“4inee the surviving partners continued to be treated as
partners by virtue of thelr prior agreement and not by mny
sgreement after the death of the third partner, the sonélu~
sion is falrly justified that at least as to the surviving
partners the partnership is a continuing thing for tax pur-
poses until 1t is terminated, and therefore what Justice

4 Mary D. Walsh, 7 T.C. 205 (1946), aecq., in, 1946-2
Gum, Bull, 5,

5 304 U.8, 271 (1938).






Brandeis referred to as its "technical éisaalutw:a“ﬁ does
not elose 1ts taxable period at least as to the surviving
partners,

Any econclusion that the cssme result esn de applice~
ble to the deceased partner as well must reckon with Guarenty
Trust Co, v. comi,saicmer,? decided less than iwo months be-
fore Heiner v, Hellon discussed ghove, That ease alsc in-
volved a partnership which was “technieally dissolved" but
not terminated at the death of a member, and his share of
the pai*tnership ingome for the portion »f the accounting
period up to the date of his death was held taxable as of
the date of his death., Some emphasis was lald on the fact
that hils death diseolwved the partnership hoth under state
law and in praectical operation, and, unlike the ¥Mellon case,
the faet was that neither he nor hie estate had any interest
in the profits aprising after his deasth.

The Tax Court has suggested the possibility that the
repeal of the ssorual at death rule formerly in Mim 41
would alter the rule todey.® Certainly 1t might where the
deceaned partner's interest in the profite and losses gon-
tinues for a period after his desth, and this conclusion is

strengthened by the fact that in the Guaranty Trust case

7 Guaranty Trust Co. gp. git.
8 Mary D. Walsh, op. ecit.
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some emphasis was laid on the acerual of the degedent's dis-
tributive share by his death.,?

It appears, therefore, that unleas there is s techni-
eal dissolutlion, the death of a partner will not terminate
the -accounting period as of his death, as to him or the
survivora, The serious possibility exists that if the part-
nership is technleally diessolved but not terminated by the
death, and 1f the decedent's interest in the partnership and
ites profits and lossse gontinues Tor @ period after hie death,
none of the ingome dbecomes dlatributive to the decedent as of
the date of his death and the aeccounting period 1s not then

cloa&ﬂ.l?

artunership Interest Because of Sale.

The second facet of this problem is presented when a
sale of a partnership interest ooccurs in the course of the
partnership's secounting period and the sale, ai%har;by vip-
tue of the Uniform Partnership Act' or of the partnership

e

9 303 U.5. 493, 599-501 (1938),

10 The point beecomes signifiecant in the cases of
fisecal year partnerchips where there are changes in rates,
It 1s also significant where there are partaership espital
geins before a partner’s death and partnership ecapital
losses after his death, but within s single normal partaer-
ship aceounting perlod, It may also be signifieant where
there was a net profit before his death and a net loss after
hie death, if net lose carry-backs are further restricted by
ligislation or construection, Cf. Joseph L. Merrill, 9 T.C,
291 (1947,.

1l u.P.A. Beec, 27,
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agreement, does not dissolve the partnership, In these ¢ir-
cumstances there iz nothing to c¢close the partnershin's
acecounting period and the income iz not distributive.

The problem and its dimensions can hest be understond
1T 1llustrated by a supposititiocus example. Assume a part-
nership on the calendar year basis and in July 1952 P, a
partner, with a 25 per cent interect, received an asttractive
offer for his interest, The firm's assets, consisting of
both fixed assets end stock in trade, had appreciated in
value and in addition the firm had earnings of $60,000 for
the firest six months of the year. The purchsser is eonfi-
dent that those profits will not be lost in the last six
months and aecordingly figures that P's interest 1s worth
$#200,000, computed as follows: interest in fixed assete --
$140,000; interest in inventory -- £45,000; interest in cur-
rent profits -- §15,000, This transsetion would represent a
profit to P of $60,000, 1Is 1% all capital gain, or wuﬁ_ the
$15,000 repy “””Wgna'tha interest in ocurrent prﬁfitn:hmwtrma&»
ed as ordinary income?

If the &ntirn gain ie cavital gein, P haes a8 tax in-

centlive to sell instead of dlesolve, =inee in the event of
digso%ution the current lneome would become distributive and
be taxable as ordinary income, Yot so obvious, bBut Just as
real, 1z the tax disadvantage to the purchaszer if P's entire

gakn 1is capitael gain, and the fact that the overall effect

;
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of the two cholees on the revenue is probably & standoff,
Thus, 1f P has sold merely a partnership interest and not an
interest in underlying assets, his entire gain is ecapital
gain, However, what P has sold is what the purchaser has
bought, snd when the calendar year ends the purchaser is
taxahlg'on 25 per cent of the parinership net inecome for the
year, including some of the income he has jJust, so %o speak,
purﬂhased.lg The result is two taxes on this income, 2 capl-
tal gains tax to P and an ordinary ineome tax to the purchas-
er. This coneclusion is founded on the theory that sinee the
withdrawal and sale eccurred in the middle »f a partnership
taxable year, no part of the profits were distributable at
that time., Therefors, the withdrawing pariner eoculd not
have sold eurrent profite as auﬁh.lﬁ
The general rule, however, appears to he that the
withdrawing partner wmust report his distributive share of
parinershins ineome up %o the date »f withdrawal in the tax-
able year during which the withdrawsl oscurs, as was held
in the Robert 8. LeSage csse.l?

12 fee the disecussfon on this point on page 57 et segq.
BuUpra.

13 Brooks, "The Strange Mature of the Partnershi
Under the Inoome Tax Law”, 5 Tax Law Review, *5, 54 (1949),

14 Robert S, LeS aiﬁé (52;* TC Mem, 1263 (1947), aff'a,

on this issue, 173 F.24 cir, 1048},
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On the other hand, the problem becomes acute when the
partnership and the withdrawing vartner report income upon
the basie of different taxable years, If the withdrawal
terminates the partnarahip, the Tax Court applies the general
rule which is aspplicable to all partners, Thus, in Louls
Kareh > the Court held thst the withdrawing partner's share
of partnerehipr ineome up to the date of withdrawal must be
reported in the taxable vear of that partner during which
the withdrawal oceurred., The result is less e¢lear, however,
when the partnership 1s e¢ontinued by agreement following the
withdrawal, or is diesolved but not terminated as a result of
that withdrawsal, 1In the gourse of the Ksrsh opinion, Judge
Opper ramafked:lé
If the pmwtnmrﬁhip had eontinued, instead of being
dissolved by petitioner's u!thﬁruwui ita fisenl year
would not have ended until Februsry nf the following
year; and under the provisions of feetion 188, Internal
Revenve Code, the psrinership income of that f!n&ul year
might have been subject to inclueion in petitioner’s
_ then eurrent taxable year, which would ﬁnmw been 1944,
rather than 1943,
The need for an aegounting to constitute s termina-
tion of a partnership snd, therefore, a determiration of a

partner's dietributive share of the profits is unﬂ&eessﬁry.xr

15 Louls Karsh, B8 T.C. 1327 (1947].
16 Ibid., p. 1331,

17 Paul Little, Federal Income g%g ion é Partner-
gshipe (Boston: Little, Srcwn 8NG CO., » P
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The share of the current profits, as in the hypothetical ex-
ample above, will have been determined as one indispensable
step in the valuation of the interest being disposed of by
the withdrawing partner, In the Earsh case, the selling
partner sold his interest in current vrofits, The statement
of faects indicated that the selling partner's accountant nhad
access to the books, a balanee cheet as of a date only a few
days prior to the sale, and & profit and loss statement as
of the same date. These doouments formed the basis for
valuation by the partner of hia partnerchip interest and for
determining his share of partnership profits to the dete of

sale, Therefore, while there was no acaounting in the fore

mal sense, there was no need for an‘.xa

In the recent case of Charles Goodmsn,? tne Tax
Court held that the withdrawing vartner's share of curvent
profite to the date of sale was taxable to him as ordinary

ingome, although his profit upen the sale of hia partnership
interest wes treated as &apita1~saxn&a¢ There the

‘ 18 The Commissionere' note to Seetion 22 of the U,P.A.
polnts out that when a partner has equsl access with his
partners to the partnership books, there ie no resson to re-
quire his partners to render a formal account, which 1s the
sense in which the term "deccount” ie used in that gection,

19 9 CCH TC Mem, 789 (1950).

20 However, the court then recuired these survent
profits to be ineluded in the withdrawing pariner's basis
for his partnership interest,
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partnershlp and the withdrawing partner were both apparently
reporting income on the basis of a ecalendar year, The part-
ner sold his interest in the partnerehip, together with his
interest in current profits, to two of the remaining part-
ners, Thie sale was completed on or about liovember 27 of
the particular year, The partnershir eontinued after the
withdrawal., Therefore, while there may or may not have been
a dissolution of the partnership, it elearly was not termina-
ted.

The general trend, therefore, sppears to be that
where the partnership is not terminated upon the withdrawal
of a partner, the dlesolution will not affect the taxsble
year in respect of the continuing partners, However, the
withdrawal will end such taxsble year in respest of the
withdrawing partner, and his distributive share of ingome

up to the date of vaﬁhﬁr!Mﬂ& isa wnpnr&n&&a tﬂ wrﬂ&nurw Ane
come in nis taxsble year in whieh the witharawa:

Although Judge @w@t&ﬁm ﬁ&&nian in ih& Kuﬁ%h ua#ﬁ”ﬁ
indicates thet if the partnership ie mm&x mma!mm, the
withérawing @ar@ner*g @gg§b$0 year 1s not affected, hie re-

ference to "diseolved" may have beer in errvor for he actusl-

ly held the partnership terminated., Therefore, there ie no

indlcation in the opinior as to how thie issve would be

21 See page TS5 et seq., supra. for a discussion of
the Karsh oase and the cpininr as rendered by Judge Opper,







treated 1f the partnership were dissolved rether than

terminated,
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CHAPTER VII
SUMMARY AND CONCLUSIONS

An analysis of the major problems surveyed in this
study makes it spparent that most of the confliocting tax
questions developed out of transsetions between partner
and partnership, or between partners, are almost all grea-
ted because the partnership is recognized as an entity
separate and apart from ite partners for some purposes and
not for others, In a few situations, the nature of the
partnership 1n this respect ieg spelled out by the statutes,
But 1n the great majority of cases, the taxpayer is left
to the mercles of the Courts and the Commissioner of Inter-
nal Revenue in securing a final determination of the
question, !

Singe most of the ma Jor problems svising in this
fleld result from the confusion as %o the nature of the
partnership, the solution which comes immedistely to mind ie
merely a cholce detween one or the other of the two con~
flleting theories, This solution is temptingly direct end
simple, However, as a practlcel matter, 1t would never be
aeceptable, Spesial situations requiring epecial treatment
would inevitably arise vwhich would require exceptions to the
general rule,

It therefore appears likely that the tazxpayer must be

prepared to accent as a part of the general structure of the
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income tax law, a continuation of the duallconeept with
respect to the nature of the partnership..

The adoption of the Uniform Partnership Aet by some
thirty twe states has faclilitated the interpretation of
the Federal tax laws pertaining to partnerships by requiring
a uniform spplication of these laws throughout the member
states, It i1s believed that whenever all states adopt the
Uniform Partnership Act, much of the conflicting coneepts of
taxation of partnerships will be solved,

Thie study has been undertaken with a view to dis-
covering and analyszing the mejor income tax problems pecul-
iar to changes in partnership interest resulting from a eale
by one partner to another or to a stranger. It has been
ghown that the attempts of the Ganrﬁs and the Commissioner
of Internal Revenue to apply the provisions of the Internal
Revenue Code have resulted in grave eonfusion in interpre-
tatlon. This eonfusion has resulted from the presence of
co-axisting theories ﬁlth'rﬁapaaa to Shm‘ﬁitﬁyb;ar the part-
nerahip. The basic difficulty has been that there is sube-
tantial room, under the present statute, for disagreement as
to how Congress may have intended the two theories to be
applied in the vast areae of the field outside the scope of
the present statute. As a pesult, the theory appliecsble in
the large majority of partnership income tax problems is not

readily ascertainable, Taxpayer, Commissioner, and Courts
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are left to grope and surmise as %o what Congress may have
intended with respect to each such problem,

The Commissioner's usual contention has been that the
partnership is not a juriestic entity but an assoelation of
individuals, each of whom owns an undivided interest in each
specific asset, Under this contention, the Commissioner has
srgued that the basis of parinership property changes upon &
sale of a 'partnership 1meraat‘.1 In the Ford eaao,e how-
ever, the Tax Court held that since under the income tax law
the partnership was a computing unit, its ownership of sesets
had to be aceepted, and therefore, the basis of its property
should not be changed upon a change of a partnership inter-
est. The Commissioner's soquiescence indleates that such
is alsc his belief,’

Onee the partner acquires an interest in a vartner-
ehip, the statute recognizes that his basis therefor is
quite dlstinet from any basis which the partnership nay
have for 1ts assets, as provided for in Internal Revenue
Code Bection 113(;}{15).# The statute also mmsﬂin‘ &
holding perlod for partnership property separate and apart

1 Robert E. Ford, 6 T.C., 499 (1546). See the dis-
cussion on this point on page 24 et seq. suprs.

2 Ibid.
3 See footnote T, p. 27, suprs.

4 See the diseussion on this point on page 29, et seq.
Supra.
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from the 1lnterest partners held in the partnerahip‘g The
basis of partnership property whioh is contributed to the
partnership by the partners is the sﬁbaiituted basis of the
individusl partrer, and the holding period runs from the
date the partner sequired the ﬁreparty.s

The Commissioner was coneistent in his porition that
& partnership interest constituted an ownershipr in the in-
dividual partnership's assets, with 1ts basile and holding
period, until 1950 when ?g recogrized that a partnership
interest actually eonatiiutad a8 speelfically identifiable
capltal ssset with a basis and holding periocd of its aﬂn.T

Despite the concession by the Commissioner that the
sale of e partnership interest will be tréated me the sale

of a capital asset, there still remain several ereas in
which this concession will not prevent further 1litigstion,
The primery issue in these areas is whether or not there

hes been a sale opr exchange of sush an interest. Thue, in
G.C.M. 26,379, the concession 1s qualified by this state-
ment: “The eprliestion of this rule should, of eourse, be
limlted to those cases in which the transsction in substence
and effeet, as distingulshed from for& and appearance, 1is

See the discussion on this point on vage 3C, et seq.
8uPra.

€ Ibid. footnote 4 and 5, guprs.
7 See footnote 22, p. 46, suprs.
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essentially the sale of a partnership 1nterast.“8

One major area of conflioct is that involving the dis-
tinetion between liquidating distributions in essh and kind,
and sales or exchanges of partnership interests, The
position of the Tax Court in each of these two cases 1s
exemplified in the Henry V. B. 5aihh9 and.Mﬁﬁlﬂllanlﬁ deoi-
slons, respectively, It may be noted that in G.C.¥, 26,379
the ¥oClellan case is not listed in the ecitations of auth-
orities applying the entity theory, nor 1s the case of Henyy
V. B, Smith listed among those cited as contra. A sesond
area 1s that in whieh there i» some question in respeet of
vhether the business formerly carried on by the partnership
is to be continued following the withdrawal of one or more
partners, .

The aree involving the nature of payments made %o 8
withdrawing partner from partnership profite is also open to
further litigation, However, $o ﬁhe extent that the with-
drawing partner hee sold some interest in the firm, 1t ie
believed the Commissioner will reecognize such interest us &
capital asset, > Also, the problems resulting from the sale

8 Ibigd.

9 5 7.0, 323 (1945),

10 42 B.T.A, 124 (1940),

11 See the disecussion on this point on page 65, st seq.
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of a partnership interest by a paftn‘er with a negative
figure in hls capital account cannot be regarded as entire-
ly settled. However, on prineiple, there is no reason for @&
fallure to recognize such & sale if the parties agree the

partosrshiy interest of the withdrawing pariner, neverthelsce,
has value, In each case, the burden will be upon the tax-
payer to prove that he has sold or exchanged an interest in
the partnemmp.lﬁ
Finally, as respeets the taxability of partnershio
income in the year a partnership interest ies sold, the gen-
eral rule appears to be that where the partnership is not
terminated upon the withdrawal of a partner, the éissolution
will not affect the taxable year in respect of the econtinu-
ing partners, However, the taxable year of the withdrawing
partner ae respects hie share of partnership income will end
upon withdrawal, and his distributive share of income up to
the date of withdrawal 1s reportable as ordinary income in
his taxable year in which i?h:u' withdrawal ocourred. The sale
of the partnership interest to the withdrawing partner, how-
ever, will be treated as a sale of & capitel asset which
ineludes as its basis the partner's undistridbuted ghare of

income up to the date of withdmval.u

12 See the discussion on thie point on page 66, et.
seg., Buprs.

13 See the discussion on this point on page €8, et.
8€q., BUDre.
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