Appleton v. Commissioner, 52 T. C. 578 (1969)

Partners must comply with specific statutory conditions to validly modify
partnership agreements and reallocate income among partners.

Summary

In Appleton v. Commissioner, the Tax Court upheld the IRS’s determination that the
partners of Canon Manor and Westview Meadows could not reallocate all 1965
partnership income to W. H. Appleton without complying with IRC Section 761(c).
The court found that the partners failed to prove that all partners agreed to the
modification before the filing deadline or that the partnership agreement allowed for
such modifications by the board of governors. Additionally, the court ruled that the
purported reallocation lacked substance, as it was merely a temporary shift intended
to be reversed in future years, not a genuine modification of distributive shares.

Facts

Canon Manor and Westview Meadows operated under oral partnership agreements.
In 1965, the partnerships’ board of governors voted to allocate all partnership
income to W. H. Appleton, purportedly modifying the existing agreements. The
partners were supposed to be notified and given until December 15, 1965, to object.
However, the court found the evidence of notification and agreement lacking,
particularly noting that one partner, Donald P. Donahue, was unaware of the
decision until December 1966. Furthermore, the reallocation was intended to be
temporary, with Appleton expected to return the income in future years.

Procedural History

The IRS determined that the partners must report their distributive shares of 1965
income according to their percentage interests in the partnerships. The petitioners
contested this, arguing that the partnership agreements were validly modified. The
case was heard by the U. S. Tax Court, which upheld the Commissioner’s
determination.

Issue(s)

1. Whether the purported modification of the partnership agreements to reallocate
all 1965 income to W. H. Appleton complied with the requirements of IRC Section
761(c).

2. Whether the reallocation of income to Appleton constituted a bona fide
modification of the partners’ distributive shares.

Holding

1. No, because the petitioners failed to prove that all partners agreed to the
modification before the filing deadline or that the partnership agreement allowed for
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such modifications by the board of governors.
2. No, because the reallocation lacked substance and was not a genuine modification
of distributive shares, as it was intended to be reversed in future years.

Court’s Reasoning

The court applied IRC Sections 702(a), 704(a), and 761(c), which govern the
determination of a partner’s distributive share of partnership income and the
modification of partnership agreements. The court emphasized that modifications
must be agreed to by all partners before the filing deadline or be adopted in a
manner provided by the partnership agreement. The court found the evidence of
such agreement lacking, particularly noting the absence of notification to all
partners and the vagueness of the partnership agreements regarding the board’s
authority to modify distributive shares. Additionally, the court cited Commissioner v.
Court Holding Co. , stating that mere formalisms cannot disguise the true nature of
a transaction. The court concluded that the reallocation was not a bona fide
modification but a temporary shift intended to be reversed, thus lacking substance.

Practical Implications

This decision underscores the importance of strict compliance with statutory
requirements for modifying partnership agreements. Practitioners must ensure that
all partners agree to modifications before the filing deadline or that the partnership
agreement explicitly allows for such modifications. The case also highlights the need
for substance over form in partnership income reallocations, as temporary shifts
intended to be reversed may not be recognized as valid modifications. This ruling
impacts how partnerships structure income allocations and the documentation
required to support such allocations, particularly in tax planning scenarios.
Subsequent cases have cited Appleton in discussions of partnership agreement
modifications and the substance-over-form doctrine in tax law.
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