Goodwin v. Commissioner, 73 T. C. 215 (1979)

Partnership expenses must be evaluated at the partnership level, not the individual
partner level, for purposes of determining whether they were incurred in the course
of a trade or business under section 162(a).

Summary

In Goodwin v. Commissioner, the Tax Court addressed whether certain loan and
broker fees paid by two real estate partnerships could be deducted as ordinary and
necessary expenses under section 162(a). The court held that these fees were not
deductible because the partnerships were not engaged in a trade or business during
the tax year in question. The decision emphasized that the trade or business test
must be applied at the partnership level, rejecting the argument that the partners’
individual business activities should influence the deductibility of partnership
expenses. This ruling clarified the treatment of pre-operating expenses in
partnerships and had significant implications for how such expenses are handled for
tax purposes.

Facts

Richard C. Goodwin was a partner in two limited partnerships, Bethlehem
Development Co. and D. M. Associates, formed to construct and operate housing
projects under the section 236 program of the National Housing Act. In 1972, both
partnerships incurred various fees to arrange financing, including loan fees to banks
and broker fees to mortgage brokers. These fees were deducted on the partnerships’
1972 tax returns, but the IRS disallowed most of these deductions, arguing that the
partnerships were not yet engaged in a trade or business.

Procedural History

The Tax Court was tasked with determining whether the loan and broker fees
incurred by the partnerships were deductible under section 162(a). The court heard
arguments from both the petitioners and the respondent and reviewed prior case
law on the issue of what constitutes a trade or business for tax purposes.

Issue(s)

1. Whether the loan and broker fees paid by the partnerships were incurred in the
course of a trade or business under section 162(a).

2. Whether the loan fees paid to banks by the partnerships constituted deductible
interest under section 163(a) rather than capital expenditures.

Holding

1. No, because the partnerships were not engaged in a trade or business during
1972, as the housing projects were still under construction and not yet operational.
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2. No, because the loan fees were charges for services rendered by the banks and
did not constitute interest for tax purposes.

Court’s Reasoning

The court reasoned that the trade or business test must be applied at the
partnership level, following its prior decision in Madison Gas & Electric Co. v.
Commissioner. It rejected the argument that the partners’ individual business
activities should be considered in determining whether partnership expenses were
incurred in the course of a trade or business. The court cited Richmond Television
Corp. v. United States and other cases to support its view that pre-operational
expenses are not deductible under section 162(a). Furthermore, the court held that
the loan fees were not interest but rather charges for services, citing Wilkerson v.
Commissioner and other cases to support this distinction. The court emphasized that
the character of partnership deductions must be determined at the partnership
level, as per section 702(b) and related regulations.

Practical Implications

This decision has significant implications for how partnership expenses are treated
for tax purposes. It clarifies that pre-operational expenses incurred by a partnership
cannot be deducted as ordinary and necessary business expenses under section
162(a) until the partnership is actually engaged in a trade or business. This ruling
may affect how partnerships structure their financing and plan their tax strategies,
particularly in the real estate development sector. It also reinforces the importance
of distinguishing between interest and charges for services in the context of loan
fees, which can impact how such fees are amortized over the life of a loan. Later
cases, such as those involving the Miscellaneous Revenue Act of 1980, have
provided some relief by allowing the amortization of certain startup expenditures
over a 60-month period, but the principles established in Goodwin remain relevant
for understanding the deductibility of partnership expenses.
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