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7 T.C. 205 (1946)

The  death  of  a  partner  dissolves  a  partnership,  but  the  taxable  year  of  the
partnership  for  the  surviving  partners  continues  until  the  winding  up  of  the
partnership affairs is completed, and is not cut short by the death of the partner.

Summary

This case addresses whether the death of a partner cuts short the “taxable year of
the partnership” under Section 188 of the Internal Revenue Code for the surviving
partners.  The  Tax  Court  held  that  while  the  death  of  a  partner  dissolves  the
partnership, it does not terminate it for tax purposes. The surviving partners must
wind up the partnership’s affairs, and the partnership’s taxable year continues until
this winding up is complete. This means the surviving partners report their share of
the partnership income based on the regular partnership fiscal year, not a shortened
year ending with the partner’s death.

Facts

Mary D. Walsh and Wm. Fleming were involved in partnerships (Hardesty-Elliott Oil
Co. and Elliott-Walsh Oil Co.) with R.A. Elliott. Walsh and her husband filed their
income tax returns according to Texas community property law. The partnerships
reported income on a fiscal year ending May 31. Elliott died on July 7, 1939. The
partnership agreements did not address the consequences of a partner’s death.
After Elliott’s death, Fleming continued to operate the businesses without consulting
Elliott’s heirs or executors, focusing on winding up existing business, not starting
new ventures. The assets of the partnerships were not distributed during 1939.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioners’
income tax for 1939 and 1940. The Commissioner argued that Elliott’s death on July
7,  1939,  ended  the  partnership’s  taxable  year  on  that  date.  The  Tax  Court
consolidated the cases and addressed the single issue of the effect of Elliott’s death
on the partnership’s taxable year.

Issue(s)

Whether the death of a partner in a partnership cuts short the “taxable year of the
partnership” as that phrase is used in Section 188 of the Internal Revenue Code for
the surviving partners.

Holding

No, because while the death of a partner dissolves the partnership, the taxable year
of  the  partnership  continues  until  the  winding up of  the  partnership  affairs  is
completed.
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Court’s Reasoning

The court distinguished between the dissolution and termination of a partnership.
The death of a partner dissolves the partnership. However, the partnership is not
terminated but continues until the winding up of partnership affairs is completed.
The  surviving  partners  have  a  duty  to  wind  up  the  firm’s  business  and  are
considered trustees of the firm’s assets for that purpose. Citing Heiner v. Mellon,
304 U.S. 271,  the court emphasized that even after dissolution, the partnership
continues for the purpose of  liquidation.  The court also cited Texas law, which
provides that surviving partners have the right and duty to wind up the firm’s
business and account to the deceased partner’s representatives. The court found
that the business was in the process of being wound up and liquidated. Therefore,
the taxable year of the partnership continued until the winding up was complete.

The court distinguished Guaranty Trust Co. of New York v. Commissioner, 303 U.S.
493, noting that it pertained to the tax liability of the deceased partner, not the
surviving partners. The court also referenced Helvering v. Enright’s Estate, 312 U.S.
636,  which  recognized  that  special  rules  apply  to  determining  the  income  of
decedents. The court stated, “We do not consider or decide whether this accounting
for a fractional year may affect the individual returns of surviving partners.”

Practical Implications

This decision clarifies the tax implications for surviving partners when a partnership
is dissolved due to the death of a partner. It confirms that the partnership’s taxable
year continues until the winding up of its affairs is completed. This allows for a more
predictable and consistent method of reporting income for the surviving partners,
preventing the complications that would arise from having to file multiple returns in
a single year due to a partner’s death. It reinforces the importance of distinguishing
between dissolution and termination of a partnership for tax purposes, and it guides
the application of Section 188 of the Internal Revenue Code in these scenarios.
Later cases would cite this case in interpreting partnership tax law when a partner
dies,  and  particularly  in  determining  when  the  partnership  terminates  for  tax
purposes.


