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Frank H. Sullivan, et ux., Et Al. v. Commissioner, 17 T.C. 1420 (1952)

When a partnership dissolves and distributes installment obligations, the partners
must recognize gain or loss to the extent of the difference between the basis of the
obligations and their fair market value at the time of distribution, and they cannot
continue to report profits from these obligations on the installment method.

Summary

The case concerns the tax implications for partners of a dissolved partnership that
had reported income on the installment method. The Tax Court held that when the
partnership dissolved and distributed installment obligations (second-trust notes) to
a trust, the partners were required to recognize gain or loss at the time of the
distribution. The court rejected the partners’ argument that they should be allowed
to continue reporting profits  from these obligations on the installment  method,
finding that Section 44(d) of the Internal Revenue Code applied to this situation. The
court also clarified that Section 107(a) regarding compensation for personal services
was inapplicable as the income was derived from sales, not personal services to
outside parties.

Facts

A partnership engaged in acquiring land, subdividing it, building houses, and
selling the houses and lots.
The partnership elected to report its profits from sales of real estate on the
installment basis in 1943.
In 1944, the partnership dissolved and transferred its installment obligations
(second-trust notes) to a trust.
The partners, who were also the petitioners, were allotted interests in
partnership earnings based on services rendered to the partnership.

Procedural History

The Commissioner determined deficiencies in the petitioners’ income tax.
The petitioners challenged the Commissioner’s determination in the Tax Court.
The Tax Court ruled in favor of the Commissioner.

Issue(s)

Whether Section 107(a) of the Internal Revenue Code applies, allowing the1.
petitioners to treat their partnership income as compensation for personal
services rendered over a period of 36 months or more.
Whether Section 44(d) of the Internal Revenue Code applies, requiring the2.
petitioners to recognize gain or loss upon the distribution of installment
obligations to the trust upon the partnership’s dissolution.

Holding
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No, because the partnership income was not solely derived from compensation1.
for personal services rendered to outside parties but from the sale of houses
and lots.
Yes, because the distribution of the installment obligations to the trust2.
constituted a disposition of those obligations within the meaning of Section
44(d).

Court’s Reasoning

Regarding Section 107(a), the court reasoned that the petitioners’ distributive
shares of the partnership’s net income were earned through numerous sales of
houses and lots. The receipts were not solely from personal services to
outsiders but from purchasers of properties. The court highlighted that costs
such as land, building, and selling expenses had to be subtracted to determine
net profit, which was not the situation contemplated by Section 107(a).
Regarding Section 44(d), the court emphasized that the partnership completely
disposed of all installment obligations when it transmitted them to the trust
and then ceased to exist. This situation fell squarely within the intended scope
of Section 44(d), which requires recognition of gain or loss upon the
disposition of installment obligations. The court cited F. E. Waddell, 37 B. T. A.
565, affd., 102 F. 2d 503; Estate of Henry H. Rogers, 1 T. C. 629, affd., 143 F.
2d 695, certiorari denied, 323 U. S. 780; Estate of Meyer Goldberg, 15 T. C.
10.

Practical Implications

This decision clarifies that when a partnership using the installment method
dissolves and distributes installment obligations, the partners cannot defer
recognition of gain or loss.
Legal practitioners must advise dissolving partnerships to account for the tax
implications of distributing installment obligations, including recognizing
immediate gain or loss.
The case reinforces the principle that Section 44(d) applies broadly to
dispositions of installment obligations unless specific exceptions apply.
Later cases would likely cite this ruling to support the principle that the
transfer of installment obligations during partnership dissolution triggers
immediate recognition of gain or loss, preventing partners from deferring
income recognition through continued installment reporting.


