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31 T.C. 336 (1958)

When  a  partnership  liquidates  and  a  continuing  partner  collects  outstanding
receivables  and  distributes  the  proceeds  to  the  retiring  partner,  the  retiring
partner’s share is considered ordinary income, not capital gain.

Summary

In 1949, Virgil Beavers and his wife reported proceeds from the liquidation of his
engineering partnership as capital gains. The Commissioner of Internal Revenue
determined these proceeds were ordinary income. The Tax Court agreed, ruling that
the liquidation agreement, where a continuing partner collected receivables and
divided the proceeds, did not constitute a sale of the partnership interest. Instead,
the retiring partner received a share of the ordinary income generated from the
completed work.

Facts

Virgil  Beavers and Olaf Lodal formed an engineering partnership, “Beavers and
Lodal,” in 1939. The partnership operated on a cash receipts and disbursements
basis. In 1947, a corporation, Beavers and Lodal, Inc., was formed, and Beavers
began devoting his time to the corporation, while Lodal continued managing the
partnership. In February 1948, Beavers gave formal notice of his desire to dissolve
the partnership. An agreement was executed stating that Lodal would manage the
termination and liquidation of the partnership business. The agreement stipulated
that Lodal would complete work on existing contracts, collect outstanding accounts,
and divide the proceeds evenly with Beavers.  In January 1949,  the partnership
dissolved,  and  Lodal  continued  collecting  payments  from  completed  and
incompleted contracts. Beavers received $16,777.22, which he reported as a long-
term capital gain.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Beavers’ income
tax for 1949, reclassifying the proceeds from the partnership liquidation as ordinary
income instead of capital gains. The case was heard by the United States Tax Court.

Issue(s)

Whether  the  proceeds  received  by  Virgil  Beavers  from  the  liquidation  of  the
partnership should be taxed as capital gains or ordinary income.

Holding

No,  because  the  liquidation  agreement  resulted  in  the  distribution  of  ordinary
income, not a sale of a capital asset.
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Court’s Reasoning

The court determined that the arrangement was a liquidation of the partnership, not
a sale of Beavers’ partnership interest. Lodal was acting as a collecting agent for the
partnership, and Beavers received his share of the proceeds. The court focused on
the agreement’s substance, stating that “what they did was to liquidate and wind up
the  partnership,  collect  the  outstandings,  and  divide  the  proceeds.”  The  court
distinguished  this  from a  scenario  where  a  lump  sum would  have  been  paid,
considering the proceeds as a distribution of the ordinary income earned by the
partnership.  The court cited that the services were already performed, and the
collection of the fees would result in ordinary income.

Practical Implications

This  case  underscores  the  importance  of  carefully  structuring  partnership
liquidations  to  achieve  the  desired  tax  outcome.  If  the  goal  is  to  treat  the
distribution as a sale of a capital asset, the transaction must be structured as an
actual sale, where the retiring partner receives a lump sum payment. A continued
collection and distribution of receivables, as in *Beavers*, will likely be treated as
ordinary income. The *Beavers* case highlights the need to consider the form and
substance  of  a  transaction.  Specifically,  tax  advisors  and  practitioners  must
differentiate between a genuine sale of a partnership interest and the liquidation of
a partnership where the remaining partner continues to collect existing receivables.
The decision stresses that the allocation of proceeds from the collection of accounts
receivable,  especially  for  completed  services,  results  in  ordinary  income.  This
impacts  the  characterization  of  income  for  retiring  partners,  the  proper  tax
reporting of such transactions, and the potential application of this reasoning to
other types of service-based businesses.


