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Peters v. Commissioner, 77 T. C. 1158 (1981)

Funds borrowed from a related party do not  count as amounts at  risk for  the
purpose of deducting losses from certain activities, including farming.

Summary

In Peters v. Commissioner, the Tax Court addressed whether funds borrowed by a
partnership from a related corporation could be considered at risk for the purpose of
deducting  losses.  The  petitioners,  who  were  partners  in  a  livestock  farming
operation,  borrowed  funds  from  a  corporation  they  partly  owned  to  cover
operational  losses.  The court  held  that  under  Section 465(b)(3)  of  the Internal
Revenue  Code,  such  borrowed  amounts  from related  parties  did  not  count  as
amounts  at  risk,  thus limiting the deductibility  of  the partnership’s  losses.  The
decision underscored the strict application of the at-risk rules to prevent the use of
related party loans to generate tax deductions.

Facts

The petitioners were partners in Ordway Livestock Partnership, which was engaged
in farming as  defined by the Internal  Revenue Code.  In  1976,  the partnership
borrowed $144,674.  85 from Ordway Feed,  Inc.  ,  a  corporation in  which each
partner owned one-third of the stock. This loan was used to pay for cattle feed
previously purchased on credit from Ordway Feed. In 1977, an additional loan of
$138,665. 63 was obtained from Ordway Feed. The petitioners sought to deduct
losses  from  the  partnership’s  farming  activities  but  were  challenged  by  the
Commissioner on the basis that the borrowed funds were not at risk under Section
465 of the Internal Revenue Code.

Procedural History

The  petitioners  filed  for  a  redetermination  of  tax  deficiencies  assessed  by  the
Commissioner of  Internal  Revenue for the years 1976 and 1977.  The case was
consolidated with related petitions and heard by the United States Tax Court, which
issued its opinion on November 30, 1981.

Issue(s)

1. Whether, under Section 465, the borrowing of funds from a related “person”
within  the  meaning  of  Section  267(b)  limits  petitioners’  otherwise  deductible
partnership losses.

Holding

1. No, because under Section 465(b)(3), amounts borrowed from a related party are
not considered at risk, thus limiting the deductibility of losses from the farming
activity.
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Court’s Reasoning

The court applied Section 465, which limits loss deductions to the amount at risk in
certain activities, including farming. It determined that the borrowed amounts from
Ordway Feed, a related party under Section 267(b), did not qualify as amounts at
risk under Section 465(b)(3). The court rejected the petitioners’ arguments that
their farming operation was not a tax shelter and that the funds were merely a
conduit from the bank to the partnership. It emphasized the clear statutory language
that loans from related parties do not create an at-risk situation, regardless of the
actual economic loss or the method of accounting used by the taxpayer. The court
noted that  the legislative  history  of  Section 465 indicated Congress’s  intent  to
combat abusive tax shelters, but this intent did not exempt legitimate businesses
from the at-risk rules. The court’s decision was grounded in the strict application of
the statute, highlighting that the timing of the liquidation of debts post-year-end did
not affect the at-risk status at the close of the taxable years in question.

Practical Implications

This decision clarifies that for tax purposes, funds borrowed from related parties are
not considered at risk under Section 465, impacting how losses from activities like
farming can be deducted. Legal practitioners must advise clients that structuring
loans from related entities will not allow them to deduct losses beyond their actual
investment.  The ruling has implications for  business  structuring,  particularly  in
industries prone to cyclical losses, as it may influence how companies finance their
operations to maximize tax benefits. Subsequent cases have continued to apply this
principle, reinforcing the importance of considering the source of borrowed funds in
tax planning. The decision also underscores the need for careful analysis of the
relationships  between  parties  involved  in  financing  and  the  potential  tax
consequences  of  such  arrangements.


