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16 T.C. 1134 (1951)

A partner’s forfeiture of their partnership interest, due to a voluntary withdrawal
from the firm where the partnership agreement stipulates no compensation for the
interest upon withdrawal to continue legal practice, constitutes an ordinary loss
deductible under Section 23(e) of the Internal Revenue Code, not a capital loss.

Summary

Gaius Gannon, a partner in a law firm, withdrew to practice independently. The
partnership  agreement  stipulated that  a  withdrawing partner  who continued to
practice law would forfeit their partnership interest without compensation. Gannon’s
$10,770.42  investment,  representing  his  partnership  interest,  was  therefore
forfeited. The Tax Court held that Gannon sustained an ordinary loss, deductible
under Section 23(e) of the Internal Revenue Code, because the forfeiture was not a
sale or exchange of a capital asset. The court emphasized that Gannon received no
consideration for his forfeited interest.

Facts

Gaius Gannon was a partner in the law firm Baker, Botts, Andrews, and
Wharton.
He owned a 6.2% interest in the firm, with an adjusted cost basis of
$10,770.42.
On December 29, 1944, Gannon voluntarily withdrew from the firm to practice
law independently.
The partnership agreement stipulated that a withdrawing partner who
continued practicing law would forfeit their interest without compensation.
Gannon requested reimbursement for his investment, but the firm refused,
enforcing the forfeiture provision.
Gannon received nothing for his interest in the firm assets or uncollected fees.

Procedural History

The Commissioner of Internal Revenue disallowed Gannon’s claimed loss of
$10,770.42.
Gannon petitioned the Tax Court for review.
The Commissioner argued, in the alternative, that any loss was a capital loss.

Issue(s)

Whether Gannon sustained a deductible loss when he forfeited his partnership1.
interest upon withdrawing from the firm.
If a loss was sustained, whether it was an ordinary loss deductible under2.
Section 23(e) of the Internal Revenue Code or a capital loss subject to the
limitations of Sections 23(g) and 117.



© 2025 SCOTUSreports.com. All rights reserved. | 2

Holding

Yes, Gannon sustained a deductible loss of $10,770.42 because he forfeited his1.
partnership interest without receiving any compensation.
No, the loss was an ordinary loss deductible under Section 23(e) because the2.
forfeiture was not a sale or exchange of a capital asset.

Court’s Reasoning

The court found that Gannon’s interest in the law firm represented a valuable
asset.
His withdrawal from the firm resulted in a forfeiture of his $10,770.42
investment, as he received no consideration in return.
The court rejected the Commissioner’s argument that Gannon exchanged his
partnership interest for the firm’s release from the partnership agreement
restrictions.
The court emphasized that the words “sale” and “exchange” in the Internal
Revenue Code must be given their ordinary meanings, citing Helvering v.
Flaccus Oak Leather Co., 313 U.S. 247.
The court distinguished the situation from a sale or exchange, stating,
“Petitioner’s withdrawal resulted in a forfeiture of his $10,770.42…the
forefeiture of petitioner’s $10,770.42 was not a sale or exchange as those
words are ordinarily used.”
Therefore, the loss was not subject to the limitations of Section 117 of the
Internal Revenue Code, which applies to capital gains and losses.

Practical Implications

This case clarifies that the forfeiture of a partnership interest, without
receiving consideration, is treated as an ordinary loss rather than a capital loss
for tax purposes.
When analyzing similar cases, attorneys must carefully examine the terms of
the partnership agreement and whether the withdrawing partner received any
consideration for their interest.
This decision provides a tax advantage to partners who forfeit their interests
under similar circumstances, as ordinary losses are generally more beneficial
than capital losses.
The ruling highlights the importance of properly characterizing the transaction
as a forfeiture rather than a sale or exchange.
Later cases have distinguished Gannon by focusing on situations where the
withdrawing partner receives some form of consideration, even if it is not a
direct payment for the partnership interest itself, potentially leading to capital
gain or loss treatment.


