25 T.C. 1045 (1956)

A partner must include their distributive share of partnership income in their gross
income for the taxable year in which the partnership’s tax year ends, regardless of
when the income is actually received, and may deduct unreimbursed partnership
expenses if the partnership agreement requires them to bear those costs.

Summary

The case concerns the tax treatment of a partner’s share of partnership income and
the deductibility of certain expenses. Klein, a partner in the Glider Blade Company,
disputed with the estate of his deceased partner, Nadeau, over the timing of
including his distributive share of partnership income for tax purposes. The
amended partnership agreement detailed how income was allocated, but Klein
argued that he shouldn’t include his share in his gross income until the year he
actually received payment. The court ruled against Klein, citing specific sections of
the Internal Revenue Code. The court also addressed whether Klein could deduct
unreimbursed partnership expenses. The court allowed the deductions, applying the
Cohan rule to estimate the deductible amount because Klein’s records were not
specific enough.

Facts

Klein and Nadeau were partners in the Glider Blade Company. The amended
partnership agreement dictated how profits and losses would be allocated. Klein
received an allowance of 5% of the partnership’s gross sales, a key element to
determining his distributive share. A dispute arose, and a settlement was reached
between Klein and Nadeau'’s estate. The core of the dispute was when Klein should
include the 5% of sales in his gross income for income tax purposes. Klein paid
certain travel and entertainment expenses related to the partnership and was not
reimbursed for them.

Procedural History

The case was heard in the United States Tax Court. The court reviewed the facts,
the applicable Internal Revenue Code sections, and the arguments presented by
both parties. The Tax Court ruled in favor of the Commissioner in the first issue and
partially in favor of Klein on the second.

Issue(s)

1. Whether Klein’s distributive share of the partnership’s income is taxable in the
year the partnership’s tax year ends, or the year he actually received payment.

2. Whether Klein could deduct unreimbursed partnership expenses from his
individual income.
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Holding

1. Yes, because the Internal Revenue Code dictates that a partner includes their
distributive share of the partnership’s income in their gross income for the taxable
year during which the partnership’s tax year ends.

2. Yes, because the court found that Klein had an agreement with his partner to bear
these costs. The court allowed deductions for the unreimbursed expenses.

Court’s Reasoning

The court focused on the unambiguous language of the Internal Revenue Code of
1939, specifically Sections 181, 182, and 188. These sections establish that partners
are taxed on their distributive share of partnership income regardless of actual
distribution. The court cited prior cases, such as Schwerin v. Commissioner, to
support this interpretation, emphasizing that the partnership agreement determined
the distributive shares. The court rejected Klein’s argument that the timing of actual
receipt of the income affected its taxability, stating, “the fact that distribution may
have been delayed because of a dispute between the partners is immaterial for
income tax purposes.” For the second issue, the court relied on the established rule
that partners can deduct partnership expenses if the partnership agreement
requires them to bear those costs, citing cases like Siarto v. Commissioner.
However, the court acknowledged that Klein’s evidence of the exact amounts was
lacking and used the Cohan v. Commissioner doctrine to estimate the deductible
amount.

Practical Implications

This case clarifies that partners must report their share of partnership income in the
tax year when the partnership’s tax year ends, irrespective of when distributions
occur, reinforcing the importance of adhering to the substance of the partnership
agreement. It highlights the need for meticulous record-keeping to substantiate
deductions for business expenses. This decision also underscores the application of
the Cohan rule, which, although allowing for estimations, stresses the importance of
documenting expenses as accurately as possible. This ruling is critical for
partnership taxation, especially for how and when income and expense allocations
are treated by partners for income tax purposes. Later cases continue to cite the
principle that partnership income is taxable to partners when earned, irrespective of
actual distribution and continues to emphasize record keeping requirements for
expense deductions.
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