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Clapp v. Commissioner, 36 T.C. 905 (1961)

A partnership  operating  a  business  can  deduct  a  casualty  loss  for  damage  to
business property due to unusual natural events; however, partnerships must adhere
to specific rules regarding taxable year adoption, particularly aligning with partners’
taxable years or obtaining prior IRS approval for a different year.

Summary

Austin and Stuart Clapp, operating Searsville Lake Park as a partnership, claimed a
casualty loss deduction for sand erosion on their artificial beach caused by unusually
heavy rains in 1955. They also adopted a fiscal year for the partnership different
from their individual calendar years without prior IRS approval.  The Tax Court
addressed two issues: whether the sand loss qualified as a deductible casualty loss
and whether the partnership’s fiscal year adoption was permissible. The court held
that the sand loss was a deductible casualty but reduced the claimed amount. It also
ruled against the partnership’s fiscal year, requiring them to use a calendar year
consistent with the partners’ individual returns because they did not obtain prior
IRS approval.

Facts

The Clapp brothers purchased Searsville Lake Park, a beach resort, including an
artificial  sand  beach.  They  operated  it  as  a  partnership.  In  December  1955,
unusually heavy rains, the greatest in 33 years, washed away approximately 98% of
the beach sand into the lake. The partnership spent $1,065 in 1956 to replace the
sand. The partnership filed tax returns on a fiscal year ending January 31, while the
individual partners used a calendar year. They applied for permission to use the
fiscal year after filing the returns, which was denied.

Procedural History

The  Commissioner  of  Internal  Revenue  determined  deficiencies  in  the  Clapps’
income tax for 1955 and 1956, disallowing part of the casualty loss and requiring
the partnership to use a calendar year. The Clapps petitioned the Tax Court to
contest these determinations.

Issue(s)

1. Whether the partnership sustained a deductible casualty loss under tax law due to
the loss of beach sand from unusually heavy rainfall in 1955.

2. Whether the partnership was entitled to adopt a fiscal taxable year different from
the calendar year of its individual partners without obtaining prior approval from
the Commissioner of Internal Revenue.

Holding
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1. Yes. The partnership sustained a deductible casualty loss because the loss of sand
was sudden, unexpected, and unusual due to the extraordinarily heavy rainfall.

2. No. The partnership was not entitled to adopt a fiscal year because it did not
obtain  prior  approval  from  the  Commissioner,  and  tax  regulations  require
partnerships to use the same taxable year as their principal partners unless they
secure prior approval for a different year.

Court’s Reasoning

1. For the casualty loss, the court found that the sand was part of the business
assets purchased by the Clapps. The heavy rainfall was deemed an unusual and
unexpected  event,  qualifying  as  a  casualty.  However,  the  court  reduced  the
deductible amount from the claimed $4,000 to $800, based on the actual cost of
replacement sand in 1956 ($1,065) and considering that some sand loss was due to
normal annual erosion (20-25%). The court stated, “Using our best judgment we
have found as a fact that the loss due to the December 1955 casualty was $ 800 and
we are satisfied that this amount is not in excess of the basis for the sand lost. A
deduction in this amount is proper.”

2. Regarding the taxable year, the court relied on Section 706(b)(1) of the 1954
Internal Revenue Code and Income Tax Regulations section 1.706-1(b)(1)(ii). The
statute states a partnership cannot adopt a taxable year different from its principal
partners unless it establishes a business purpose to the satisfaction of the IRS. The
regulation clarifies that a newly formed partnership can adopt the same year as its
principal partners or a calendar year if partners are not on the same year, without
prior approval. In “any other case, a newly formed partnership must secure prior
approval from the Commissioner for the adoption of a taxable year.” Since the Clapp
brothers used calendar years and did not obtain prior approval for the partnership’s
fiscal  year,  their adoption of a fiscal  year was invalid.  The court rejected their
unawareness of the requirement as justification for non-compliance.

Practical Implications

Clapp v. Commissioner provides a clear example of what constitutes a deductible
casualty loss for business property under tax law, emphasizing the need for the
event to be unusual and unexpected. It also underscores the strict rules governing
partnership  taxable  years.  For  legal  practitioners  and  businesses,  this  case
highlights:

The importance of documenting the basis and value of business assets,
especially in casualty loss claims.
The necessity of understanding and adhering to IRS regulations regarding
partnership taxable years, particularly the requirement for prior approval
when adopting a fiscal year different from partners’ years.
That ignorance of tax regulations is not a valid excuse for non-compliance.
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Partnerships must proactively seek guidance on tax matters, especially
regarding organizational structure and reporting requirements.

This  case  is  frequently  cited  in  discussions  of  casualty  loss  deductions  and
partnership  tax  year  elections,  serving  as  a  reminder  of  the  procedural  and
substantive requirements in these areas of tax law.


