Richardson v. Commissioner, 76 T. C. 512 (1981)

Upon admission of new partners, existing partners’ distributive shares of
partnership losses must be allocated according to their varying interests during the
year, prohibiting retroactive allocation to new partners.

Summary

In Richardson v. Commissioner, the Tax Court addressed the allocation of
partnership losses when new partners were admitted near the end of the tax year.
The original partners in three apartment project partnerships faced financial
difficulties and admitted new partners on December 31, 1974, allocating 99% of the
year’s losses to the new partners. The court held that under Section 706(c)(2)(B) of
the Internal Revenue Code, such retroactive allocation was impermissible. Instead,
the court allowed the use of the interim closing of the books method to allocate
losses based on the partners’ varying interests throughout the year. This decision
clarified the timing and method of loss allocation in partnerships upon the entry of
new partners, impacting how partnerships and their legal advisors handle similar
situations.

Facts

Richardson and other original partners owned and operated three apartment project
partnerships in Baton Rouge, Louisiana, catering to LSU students. Facing severe
financial difficulties, they admitted new partners on December 31, 1974, who
contributed capital in exchange for a 75% capital interest and 99% of the
partnerships’ profits and losses for 1974. The new partners’ contributions were used
to pay outstanding bills and bring mortgage payments current. The partnership
agreements allocated 99% of the 1974 losses to the new partners, a move
challenged by the Commissioner of Internal Revenue.

Procedural History

The Commissioner issued notices of deficiency to the original partners for the tax
years 1974 and 1976, leading to the consolidation of cases in the U. S. Tax Court.
The Commissioner argued against the retroactive allocation of losses to the new
partners, asserting that it violated Section 706(c)(2)(B). The Tax Court granted the
Commissioner’s motion to amend the answer to include additional deficiencies based
on unreported income from management and noncompetition fees.

Issue(s)

1. Whether the allocation of 99% of 1974 partnership losses to new partners
admitted on December 31, 1974, contravened Section 706(c)(2)(B) of the Internal
Revenue Code.

2. If Section 706(c)(2)(B) applies, whether the Commissioner’s allocation of 1/365 of
the total losses to the new partners was proper.
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3. Whether the original partners’ bases in the partnerships should be determined on
the last day of the partnerships’ taxable year for purposes of Section 704(d).

4. Whether Richardson could increase his basis by his share of partnership liabilities
not assumed by new partners, thereby reducing his gain under Section 731.

5. Whether Richardson received and failed to report various management and
noncompetition fees in 1974.

6. Whether Richardson was entitled to an award of attorney’s fees.

Holding

1. No, because the admission of new partners resulted in a reduction of the original
partners’ interests, triggering Section 706(c)(2)(B), which prohibits retroactive
allocation of losses to the new partners.

2. No, because the court allowed the use of any reasonable method of allocation,
including the interim closing of the books method, which was deemed reasonable
given the partnerships’ financial situation and cash method of accounting.

3. Yes, because Section 706(c)(2)(B) specifies that the partnership year does not
close upon the admission of new partners, and thus, the partners’ bases must be
determined at the end of the year.

4. Yes, because Richardson could reduce his Section 752(b) deemed distribution,
and thus his Section 731 gain, by his proportionate share of partnership liabilities
not assumed by the new partners.

5. Yes, because Richardson received management and noncompetition fees in the
form of checks, which were includable in income for 1974, but not the promissory
notes, which were not freely negotiable.

6. No, because the Commissioner’s actions were not unreasonable, harassing, or
frivolous, and thus, Richardson was not entitled to attorney’s fees.

Court’s Reasoning

The court applied Section 706(c)(2)(B) to prohibit the retroactive allocation of losses
to new partners admitted during the tax year, emphasizing the need to account for
the partners’ varying interests throughout the year. The court clarified that the
section applied not only to sales or exchanges but also to any reduction in a
partner’s interest due to the admission of new partners. The court rejected the
Commissioner’s allocation method of 1/365 of the losses, finding the interim closing
of the books method reasonable given the partnerships’ cash method of accounting
and financial situation. For Section 704(d) purposes, the court held that the
partners’ bases must be determined at the end of the partnership year, not at the
time of the new partners’ admission. Richardson was allowed to reduce his gain by
his share of partnership liabilities not assumed by the new partners, based on
credible testimony. The court also found that management and noncompetition fees
received in cash were taxable income in 1974, but not those received as promissory
notes. Finally, the court denied Richardson’s request for attorney’s fees, finding the
Commissioner’s actions reasonable.
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Practical Implications

This decision has significant implications for how partnerships and their legal
advisors handle the admission of new partners and the allocation of partnership
losses. It establishes that partnerships cannot retroactively allocate losses to new
partners, requiring a method that accounts for the partners’ varying interests during
the year. The acceptance of the interim closing of the books method provides a
practical approach for partnerships using the cash method of accounting. The ruling
also clarifies the timing for determining partners’ bases for loss limitation purposes,
which is crucial for tax planning and compliance. Additionally, it underscores the
importance of accurately reporting income from partnership transactions, such as
management and noncompetition fees. This case has influenced subsequent
decisions and remains relevant for partnerships facing similar restructuring
scenarios.
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