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23 T.C. 709 (1955)

A loss incurred by a partner from the liquidation of a partnership that transferred its
assets to a controlled corporation is not deductible if the partner owns, directly or
indirectly, more than 50% of the corporation’s stock.

Summary

In 1947, Fritz Busche was a partner in Melba Creamery. The partnership transferred
its assets to a newly formed corporation, Melba Creamery, Inc., in which Busche and
his  family  members  held  a  controlling  interest.  Following  the  transfer,  the
partnership dissolved, and Busche claimed a loss on his individual tax return based
on  the  difference  between  his  partnership  interest’s  basis  and  the  amount  he
received upon liquidation. The Commissioner disallowed the loss, arguing that under
Section 24(b)(1)(B) of  the Internal  Revenue Code of  1939, losses from sales or
exchanges of property between an individual and a controlled corporation are not
deductible. The Tax Court agreed, finding that the substance of the transaction was
a sale by Busche to a corporation he controlled, thus barring the deduction.

Facts

Fritz Busche was a partner in Melba Creamery, with an initial 58 1/3% interest. In
late 1946 and early 1947, Busche increased his partnership interest. In March 1947,
the partnership transferred its assets to Melba Creamery, Inc.,  a newly formed
corporation. Busche, his family members, and a fellow partner, J.H. Von Sprecken,
owned all  the  shares.  After  the  asset  transfer,  the  partnership  was  liquidated.
Busche received cash in the liquidation and claimed a loss on his tax return, which
the IRS disallowed.

Procedural History

The Commissioner  determined a  tax  deficiency  against  Busche,  disallowing the
claimed loss. The Commissioner later amended his answer to claim an increased
deficiency, arguing that the sale of assets and subsequent liquidation were a single
transaction where Busche effectively sold his partnership interest to the controlled
corporation.  The  Tax  Court  considered  the  case  after  Busche  contested  the
deficiency.

Issue(s)

1. Whether the loss claimed by Busche upon the liquidation of the partnership was
deductible.

2. Whether the transfer of assets from the partnership to the corporation and the
subsequent liquidation should be treated as separate transactions.

3. Whether, in applying Section 24(b)(1)(B), the sale of partnership assets should be
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considered as made by the individual partners or by the partnership entity.

Holding

1. No, because the loss was disallowed under Section 24(b)(1)(B) of the Internal
Revenue Code.

2. No, because the court viewed the transaction as a single sale of partnership
assets to a controlled corporation.

3. The sale of partnership assets was considered as made by the individual partners,
not by the partnership entity, for purposes of applying Section 24(b)(1)(B).

Court’s Reasoning

The court focused on the substance of the transaction, disregarding its form. The
court determined that, even though the transaction involved multiple steps, the end
result was a sale from Busche to a corporation he controlled. The court noted that
Section  24(b)(1)(B)  of  the  Internal  Revenue Code was  designed to  prevent  tax
avoidance by disallowing loss deductions on transactions between related parties
where there is no real economic change. The court cited the legislative history of the
provision, emphasizing its intent to prevent the artificial creation of losses. The
court rejected the argument that the sale was made by the partnership as an entity
separate from the individual partners, holding that for purposes of applying Section
24(b)(1)(B), the actions of the partnership should be attributed to its partners.

The court considered the series of events as a single transaction and found that to
allow  the  loss  would  be  contrary  to  the  statute.  The  court  quoted  from
*Commissioner v. Whitney* (C.A. 2, 1948), emphasizing that the loss disallowance
aims at  situations  where there’s  no  real  change in  economic  interest,  and the
termination of the partnership does not change the application of the rule.

A dissenting opinion argued that the Commissioner’s determination recognized that
the liquidation loss was ordinary and challenged the increased deficiency which was
based  on  a  mischaracterization  of  the  transaction.  The  dissent  contended  the
majority confused the issue by focusing on the sale of assets when the claimed loss
arose from the liquidation.

Practical Implications

This case is critical for understanding how courts will treat transactions between
partners and their controlled corporations. The decision reinforces that courts will
look beyond the form of a transaction to its substance to prevent tax avoidance.
Taxpayers should structure transactions to avoid the appearance of related-party
dealings, which can trigger disallowance of loss deductions. The case highlights the
importance of careful planning when a business is transferred from a partnership to
a corporation where the partners will maintain control. A taxpayer is barred from
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deducting a  loss  if  he  or  she  directly  or  indirectly  owns more than 50% of  a
corporation’s outstanding stock. Later cases dealing with related party transactions
continue to cite *Busche*,  solidifying its  principles.  The key takeaway for legal
practice  is  to  carefully  analyze  ownership  structures  and  transaction  steps  to
determine if related-party rules apply to prevent loss deductions.


