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22 T.C. 104 (1954)

Expenses  incurred  in  the  administration  of  a  partnership  estate,  including
administrator and attorney fees, are deductible as ordinary and necessary business
expenses if the expenses are reasonable and approved by a probate court, even if
the estate is being liquidated.

Summary

The  U.S.  Tax  Court  considered  whether  expenses  incurred  in  administering  a
partnership estate were deductible as ordinary and necessary business expenses.
The court held that the expenses, including administrator fees, attorney fees, and
court costs, were deductible because they were reasonable, approved by the probate
court, and related to the management and conservation of the partnership’s assets,
even though the ultimate goal was liquidation. The court also addressed whether the
taxpayer received taxable income upon the liquidation of the partnership.

Facts

Leonard Farris  and two partners,  Royer and Johnston,  formed the Royer-Farris
Drilling  Company.  Johnston  provided  the  initial  capital.  Royer  died,  and  Farris
became  the  administrator  of  the  partnership  estate.  Under  Kansas  law,  the
partnership business was administered as a “partnership estate” in probate court.
During  administration,  all  partnership  assets  were  converted  to  cash,  and  all
liabilities were discharged. The probate court approved the final account of the
administrator, including fees for the administrator and attorneys. The partnership
incurred  expenses  during  administration,  including  attorney  fees,  administrator
fees,  and  court  costs.  The  Commissioner  of  Internal  Revenue  disallowed  the
deduction of these expenses, arguing they were related to the sale of capital assets,
and therefore, nondeductible. Upon liquidation, Farris received cash and a portion
of the initial capital contribution.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the petitioners’
1948 income tax. The petitioners challenged the disallowance of expenses and the
inclusion of liquidation proceeds as taxable income. The case was heard by the
United States Tax Court.

Issue(s)

Whether the Commissioner erred in disallowing the expenses of the1.
partnership estate, and allocating them as an offset to the sale price of capital
assets.
Whether the petitioners received taxable income in connection with the2.
liquidation of the Royer-Farris Drilling Company.
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Holding

Yes, because the expenses were ordinary and necessary expenses of the1.
partnership estate administration and not related to the sale of capital assets.
Yes, because the funds received by Farris on liquidation included a distribution2.
of the original capital contribution, which constituted taxable income in the
year received.

Court’s Reasoning

The court  examined whether  the  expenses  were  ordinary  and necessary  under
Internal Revenue Code Section 23(a)(2). The court found that the expenses were
incurred  for  the  management  and  conservation  of  the  partnership’s  income-
producing property. The court reasoned that the administration of an estate involved
the management and conservation of the business during its pendency. The court
rejected the Commissioner’s argument that the expenses were related to the sale of
capital assets. It noted that the probate court had approved the expenses, and that
the expenses were “ordinary and necessary in connection with the performance of
the duties of administration.” The court referenced that,  “Expenses derive their
character not from the fund from which they are paid, but from the purposes for
which  they  are  incurred.”  The  Court  concluded  that  the  disallowance  was
“arbitrarily based upon the sources of the partnership gross income.” As for the
liquidation proceeds, the court held that since Farris had not initially contributed
capital, the distribution of original capital during liquidation represented taxable
income in the year it was received.

Practical Implications

This case is critical for tax advisors when structuring or administering partnership
liquidations and estates. It clarifies that expenses of administration, approved by the
probate court, are deductible even if the estate is being liquidated. It emphasizes
that expenses are characterized by their purpose, not the source of funds used to
pay them. It demonstrates that a distribution of the original capital contribution can
be considered as taxable income in the year that it is received. Legal practitioners
must consider whether their clients were initially contributors of capital, as those
distributions may be subject to taxation. This case is important when working with
partnerships and estates.


