Goldfine v. Commissioner, 80 T. C. 843 (1983)

Special allocations in partnerships must have substantial economic effect to be valid
for tax purposes and not be principally for tax avoidance.

Summary

Morton S. Goldfine and Blackard Construction Co. formed a joint venture to
complete and operate an apartment complex. Under their agreement, Goldfine was
allocated all depreciation deductions while Blackard received all operating cash flow
and net income without depreciation. The IRS challenged these allocations, claiming
they were primarily for tax avoidance. The Tax Court agreed, invalidating the
allocations due to their lack of substantial economic effect. The court held that the
principal purpose of the allocations was tax avoidance, thus requiring a reallocation
of partnership items based on the partners’ actual economic interests.

Facts

Goldfine and Blackard formed a joint venture, Black-Gold Co. , to complete and
operate the Yorkshire Apartments in Decatur, Illinois. Goldfine contributed $100,000
in cash, while Blackard contributed its $100,000 equity in the partially completed
complex. The joint venture agreement allocated all depreciation deductions to
Goldfine and all net income computed without depreciation to Blackard. They shared
equally in losses without depreciation, proceeds from refinanced loans, and net
proceeds from asset sales or liquidation. Goldfine was aware of and relied on the tax
benefits of the depreciation allocation when entering the agreement.

Procedural History

The IRS issued a notice of deficiency to Goldfine for the tax years 1972 and 1973,
disallowing the special allocations and reallocating partnership items equally
between Goldfine and Blackard. Goldfine petitioned the U. S. Tax Court, which
upheld the IRS’s determination that the allocations lacked substantial economic
effect and were made principally for tax avoidance.

Issue(s)

1. Whether the special allocation of depreciation deductions to Goldfine was made
principally for the purpose of tax avoidance under Section 704(b) of the Internal
Revenue Code.

2. Whether the allocation of net income without depreciation to Blackard was a valid
bottom line allocation or a special allocation subject to Section 704(b).

3. Whether the allocation of net income without depreciation to Blackard was made
principally for the purpose of tax avoidance under Section 704(b).

Holding
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1. Yes, because the allocation lacked substantial economic effect as Goldfine did not
bear the economic burden of the depreciation deductions and the allocation was
motivated primarily by tax considerations.

2. No, because the allocation to Blackard was not a bottom line allocation but a
special allocation, as it did not include the depreciation deductions improperly
allocated to Goldfine.

3. Yes, because the allocation lacked substantial economic effect and did not reflect
the actual division of economic profits and losses between the partners.

Court’s Reasoning

The court applied the tax-avoidance test under Section 704(b) as it existed before
the 1976 amendments, focusing on whether the allocations had substantial
economic effect. The court found that the allocation of depreciation to Goldfine
lacked substantial economic effect because the partnership agreement did not
require partners to restore deficits in their capital accounts upon liquidation, and
the liquidation proceeds were to be distributed equally regardless of capital account
balances. The court also noted that Goldfine’s knowledge of the tax benefits and his
reliance on them to enter the agreement indicated a tax-avoidance motive. Similarly,
the allocation of net income to Blackard lacked substantial economic effect because
the cash flow distributed to Blackard did not match the income charged to its capital
account, and equal liquidation proceeds would not align with these allocations. The
court concluded that both allocations were primarily for tax avoidance, as they
minimized the partners’ overall tax burdens without reflecting their actual economic
interests.

Practical Implications

This decision emphasizes the importance of ensuring that partnership allocations
have substantial economic effect to be valid for tax purposes. Practitioners should
structure partnership agreements to align allocations with the partners’ actual
economic interests, as evidenced by capital account balances and liquidation rights.
The ruling clarifies that special allocations must be supported by non-tax business
purposes and that partners cannot rely solely on tax benefits to justify such
allocations. This case has influenced subsequent regulations and case law,
reinforcing the requirement for economic substance in partnership allocations. It
serves as a reminder to taxpayers and practitioners to carefully consider the tax and
economic implications of partnership agreements to avoid challenges from the IRS.
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