Estate of Thomas v. Commissioner, 84 T. C. 420 (1985)

Partnership syndication costs are not amortizable but must be capitalized and
recovered only upon liquidation of the partnership.

Summary

The case involved a limited partnership formed to lease computer equipment, with
the IRS challenging the partnership’s ownership of the equipment and its right to
amortize syndication costs. The Tax Court upheld the partnership’s ownership,
finding it bore the benefits and burdens of ownership, aligning with the economic
substance doctrine from Frank Lyon Co. v. United States. However, the court ruled
against the partnership on the amortization of syndication fees, following
established precedent that such costs must be capitalized and not amortized over
the partnership’s life, impacting how partnerships treat these expenses.

Facts

E. F. Hutton formed a limited partnership, 1975 Equipment Investors, to acquire and
lease IBM System 370 computers. The partnership raised $1. 2 million by selling 40
limited partnership units. It used these funds and borrowed $8. 1 million to
purchase the equipment, which was leased to financially sound corporations. The
partnership paid $102,000 to E. F. Hutton as an equity placement fee and attempted
to amortize this over the partnership’s 9-year life. The IRS challenged the
partnership’s ownership of the equipment and the amortization of the syndication
costs.

Procedural History

The case was submitted to the Tax Court fully stipulated under Rule 122. The IRS
determined deficiencies in the partners’ federal income tax for the years 1976-1979.
The Tax Court upheld the partnership’s ownership of the equipment but ruled
against the amortization of the syndication costs, deciding that these costs must be
capitalized and recovered upon liquidation of the partnership.

Issue(s)

1. Whether the Partnership was the owner of the leased computer equipment for
federal income tax purposes?

2. Whether the amounts paid by the Partnership to E. F. Hutton as an equity
placement fee could be amortized over the life of the Partnership?

Holding

1. Yes, because the Partnership retained legal title and bore the risks and benefits of
ownership, including the potential for profit from residual value.
2. No, because syndication costs are non-amortizable capital expenditures that must

© 2025 SCOTUSreports.com. All rights reserved. | 1



be recovered upon liquidation of the Partnership.
Court’s Reasoning

The court found the Partnership was the true owner of the equipment based on the
economic substance doctrine articulated in Frank Lyon Co. v. United States. It
retained legal title and the right to residual value, which could result in profit or
loss, and the leases were structured as genuine leases with economic substance. The
court rejected the IRS’s arguments that the transaction lacked substance or was
merely a tax avoidance scheme, emphasizing the Partnership’s reasonable
expectation of profit. On the issue of syndication costs, the court followed precedent
that such costs must be capitalized and not amortized, as they are akin to stock
issuance costs in corporations, reducing the capital received rather than being
recoverable from operating earnings.

Practical Implications

This decision clarifies that partnerships cannot amortize syndication costs over their
operational life, requiring these costs to be capitalized and only recoverable upon
liquidation. This affects how partnerships structure their financial planning and tax
strategies. The ruling reaffirms the importance of the economic substance doctrine
in lease transactions, guiding practitioners in structuring transactions to ensure
they are recognized as genuine for tax purposes. Subsequent cases have cited this
decision in discussions on partnership taxation and the treatment of syndication
costs, reinforcing its impact on legal practice in this area.
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