Falkoff v. Commissioner, 62 T. C. 200 (1974)

A partner’s receipt of money from a partnership is not taxable as income if it does
not exceed the partner’s adjusted basis in the partnership interest.

Summary

In Falkoff v. Commissioner, the Tax Court addressed whether a distribution from a
partnership and a purported loan from a related corporation to a partner were
taxable as income. Milton Falkoff, a partner in Empire Properties, received a
$274,275 distribution from Venture, a partnership in which Empire held an interest,
and a $500,000 loan from Jupiter Corp. The court held that the $500,000 was a valid
loan, not taxable income, and that the distribution did not exceed Empire’s adjusted
basis, thus not resulting in taxable gain. The decision underscores the importance of
accurately calculating a partner’s basis in determining the tax implications of
partnership distributions.

Facts

Empire Properties, in which Milton Falkoff held a 10% interest, was a limited
partner in Venture, a partnership formed to develop a high-rise building. In 1966,
new investors joined Venture, and Empire received a $274,275 distribution from
Venture. Concurrently, Empire received $500,000 from Jupiter Corp. , the parent of
Venture’s general partner, in exchange for a revenue note. The Commissioner
asserted that these amounts should be treated as taxable income to Empire.

Procedural History

The Commissioner determined a deficiency in the Falkoffs’ 1966 income tax and the
case was brought before the United States Tax Court. The Tax Court analyzed
whether the $500,000 from Jupiter Corp. constituted a loan or taxable income, and
whether the $274,275 distribution from Venture was taxable as ordinary income or
capital gain.

Issue(s)

1. Whether the $500,000 received by Empire Properties from Jupiter Corp.
constituted taxable income or a valid loan.

2. Whether the $274,275 distribution from Venture to Empire Properties was taxable
as ordinary income.

3. Whether the $274,275 distribution was taxable as capital gain under section
731(a)(1) of the Internal Revenue Code.

Holding

1. No, because the transaction was structured as a loan with a valid obligation to
repay, evidenced by a revenue note.
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2. No, because the distribution did not represent payment for consent to admit new
partners and thus was not taxable as ordinary income.

3. No, because the distribution did not exceed Empire’s adjusted basis in Venture
after accounting for the loans made to Venture by new partners.

Court’s Reasoning

The court found that the $500,000 from Jupiter was a bona fide loan, not income, as
Empire issued a revenue note and made payments on it. The note was payable from
available net income, including proceeds from potential refinancing or sale of
Venture’s assets, indicating a real obligation to repay. Regarding the $274,275
distribution, the court held it was not taxable as ordinary income, as it was a
distribution and not payment for consent to admit new partners. On the issue of
capital gain, the court determined that Empire’s adjusted basis in Venture, which
included its share of new loans to Venture, exceeded the distribution amount. The
court emphasized that a partner’s basis cannot be negative, and thus Empire’s basis
adjustment due to new loans was sufficient to prevent any taxable gain under
section 731(a)(1). The court’s decision was influenced by the statutory framework of
sections 705 and 731, which govern the determination of a partner’s basis and the
tax consequences of partnership distributions.

Practical Implications

This case clarifies the tax treatment of partnership distributions and loans between
related parties. Practitioners should carefully document loans to ensure they are
treated as such for tax purposes, using instruments like notes that demonstrate a
genuine obligation to repay. When analyzing partnership distributions, attorneys
must accurately calculate the partner’s adjusted basis, considering all relevant
factors such as partnership liabilities and income. This decision impacts how
partnerships structure transactions with related entities and how they manage
distributions to partners, ensuring they do not inadvertently trigger taxable income.
Subsequent cases have cited Falkoff in discussions of partnership basis calculations
and the tax treatment of loans versus income.
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