Elliston v. Commissioner, 88 T. C. 1076 (1987)

A partner’s interest in a first-tier partnership is treated as a single activity under the
at-risk rules, even if the partnership only holds interests in other partnerships.

Summary

In Elliston v. Commissioner, the Tax Court held that a partner’s interest in a general
partnership (Dallas Associates) that solely invested in multiple limited partnerships
(second-tier partnerships) could be treated as a single activity under section 465 of
the Internal Revenue Code. The case revolved around the application of the at-risk
rules, which limit deductions to the amount a taxpayer has at risk in an activity. The
court rejected the Commissioner’s argument that the first-tier partnership must
actively conduct the at-risk activity to aggregate gains and losses from the second-
tier partnerships. This decision allows partners in similar tiered partnership
structures to net gains and losses from different underlying activities for tax
purposes.

Facts

Petitioner Daniel G. Elliston owned a 30. 69% interest in Dallas Associates, a general
partnership formed to hold interests in five limited partnerships engaged in
equipment leasing activities. Dallas Associates itself did not conduct any business
but served as a holding entity for the limited partnership interests. Each limited
partnership obtained nonrecourse financing for leasing activities, and Dallas
Associates held a 99% interest in each, except one where it held 59%. The IRS
disallowed loss deductions from Dallas Associates, arguing that each limited
partnership should be treated as a separate activity under the at-risk rules.

Procedural History

The IRS issued notices of deficiency for the years 1975-1978, disallowing loss
deductions claimed by Elliston based on his share of losses from Dallas Associates.
Elliston petitioned the Tax Court for a redetermination of the deficiencies. The Tax
Court reviewed the case and issued its decision in 1987.

Issue(s)

1. Whether section 465(c)(2) allows the gains and losses of second-tier partnerships
to be netted against each other in determining a partner’s net distributive gain or
loss from a first-tier partnership that holds interests in those second-tier
partnerships.

Holding

1. Yes, because section 465(c)(2) treats a partner’s interest in a partnership as a
single activity, regardless of whether the partnership actively conducts the at-risk
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activity or merely holds interests in other partnerships.
Court’s Reasoning

The court’s decision hinged on the interpretation of section 465(c)(2), which allows a
partner’s interest in a partnership to be treated as a single activity. The court found
no statutory or legislative support for the IRS’s position that the first-tier
partnership must actively conduct the at-risk activity to aggregate gains and losses.
The court cited the legislative history, which aimed to prevent tax shelter abuse but
did not distinguish between active and passive partnerships. The court also
referenced prior cases and IRS rulings recognizing the validity of tiered partnership
structures for tax purposes. The court emphasized that the plain language of the
statute and its purpose allowed Dallas Associates to net the gains and losses from
the limited partnerships in determining Elliston’s distributive share.

Practical Implications

This decision has significant implications for tax planning involving tiered
partnership structures. It allows partners in a first-tier partnership to aggregate
gains and losses from underlying partnerships, potentially offsetting losses against
gains to minimize taxable income. This ruling may encourage the use of holding
partnerships to manage investments in at-risk activities. However, it also
underscores the importance of proper structuring and documentation to ensure the
first-tier partnership is recognized for tax purposes. Subsequent cases have applied
this principle to various tiered partnership arrangements, while distinguishing
situations where the first-tier partnership actively participates in the underlying
activities.

© 2025 SCOTUSreports.com. All rights reserved. | 2



