Milliken v. Commissioner, 72 T. C. 256 (1979); 1979 U. S. Tax Ct. LEXIS 129

Payments to a retiring partner are characterized under IRC Section 736 based on
their nature as either distributive shares, guaranteed payments, or distributions in
exchange for partnership interest.

Summary

In Milliken v. Commissioner, the U. S. Tax Court addressed the tax treatment of
payments received by Elwood R. Milliken upon his expulsion from an accounting
partnership. The court ruled that these payments were to be characterized under
IRC Section 736, determining that part of the payment was a non-taxable
distribution of Milliken’s interest in partnership property, while the remainder was
taxable as ordinary income under Section 736(a). The decision highlights the
importance of distinguishing between different types of payments under partnership
agreements for tax purposes.

Facts

Elwood R. Milliken was expelled from an accounting partnership in July 1974. The
partnership agreement stipulated that upon expulsion, a partner would receive
payments based on their capital and income accounts over five years. On November
30, 1974, Milliken received a payment of $2,366. 57, which was subject to netting
against any amounts he owed the partnership. The partnership reported this
payment as ordinary income on its tax return, whereas Milliken treated it as a non-
taxable capital withdrawal. The IRS issued a notice of deficiency, leading to the
dispute over the characterization of the payment.

Procedural History

Milliken filed a petition in the U. S. Tax Court challenging the IRS’s deficiency
notice. The Tax Court heard the case and issued its opinion on April 25, 1979,
determining the tax treatment of the payment under IRC Section 736.

Issue(s)

1. Whether the payment received by Milliken upon his expulsion from the
partnership should be characterized under IRC Section 736 as a distribution of his
interest in partnership property, a distributive share, or a guaranteed payment?

2. Whether the netting provision in the partnership agreement affects the
characterization of the payments under Section 7367?

3. Whether Milliken is entitled to a portion of the partnership’s 1974 investment
credit?

Holding
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1. Yes, because under IRC Section 736, the payment was partially a non-taxable
distribution of Milliken’s interest in partnership property under Section 736(b), and
the remainder was taxable as a guaranteed payment under Section 736(a)(2).

2. No, because the netting provision does not change the fixed nature of the
payments due to Milliken, and thus does not affect their characterization under
Section 736.

3. No, because Milliken failed to provide evidence to support his claim for a portion
of the investment credit.

Court’s Reasoning

The court applied IRC Section 736 to characterize the payments made to Milliken
upon his expulsion. It determined that part of the payment represented Milliken’s
interest in partnership property under Section 736(b), which is treated as a non-
taxable distribution. The remainder was characterized under Section 736(a)(2) as a
guaranteed payment, subject to ordinary income tax. The court rejected Milliken’s
argument that the netting provision in the partnership agreement caused
uncertainty in the payment amount, stating that the netting was merely a setoff
against amounts owed by Milliken to the partnership. The court also dismissed
Milliken’s claims regarding an investment credit and alleged constitutional
violations due to lack of evidence. The decision emphasized the importance of
following the statutory framework for categorizing payments under partnership
agreements.

Practical Implications

This decision clarifies the tax treatment of payments made to retiring or expelled
partners under IRC Section 736. Practitioners should carefully review partnership
agreements to understand how payments are structured and apportioned between
Section 736(a) and (b) amounts. The case highlights the need to segregate payments
into their respective tax categories, even when subject to netting provisions. For
businesses, this decision underscores the importance of clear partnership
agreements to avoid tax disputes. Subsequent cases have followed this ruling in
determining the tax consequences of partnership liquidation payments, reinforcing
its significance in partnership tax law.
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