Rooney v. Commissioner, 88 T. C. 523 (1987)

An objective measure of fair market value must be used to determine the value of
non-cash compensation received for services.

Summary

In Rooney v. Commissioner, the U. S. Tax Court held that partners in an accounting
firm could not subjectively discount the fair market value of goods and services
received from clients in lieu of cash payments for accounting services. The partners
had accepted goods and services from delinquent clients at retail prices but later
discounted these values based on their personal assessments. The court ruled that
under Section 61 of the Internal Revenue Code, the fair market value of such
compensation must be objectively measured, requiring the partners to report the full
retail price as income. This decision underscores the importance of using an
objective standard for valuing non-cash compensation in tax calculations.

Facts

David Rooney, Richard Plotkin, and Grafton Willey, partners in a certified public
accounting firm, typically extended trade credit to their clients. When four clients
became delinquent in 1981, the partnership accepted goods and services from these
clients at their retail prices in lieu of cash payments. The partners later decided that
these goods and services were overpriced or unsatisfactory and unilaterally
discounted their reported gross receipts by the amount they felt was appropriate.
The IRS challenged these discounts, asserting that the full retail price should be
included in the partnership’s income.

Procedural History

The Commissioner of Internal Revenue issued notices of deficiency to the partners,
determining additional taxable income based on the full retail prices of the goods
and services received. The partners petitioned the U. S. Tax Court for a
redetermination of these deficiencies. The Tax Court, after considering the
arguments and evidence, upheld the Commissioner’s position and ruled in favor of
the respondent.

Issue(s)

1. Whether an accounting partnership may discount the retail prices of goods and
services received in exchange for accounting services based on the partners’
subjective determination of value?

Holding

1. No, because under Section 61 of the Internal Revenue Code, an objective measure
of fair market value must be employed to measure compensation received in goods
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or services, requiring the partners to include the full retail price in their income.
Court’s Reasoning

The court’s decision was grounded in the principle that Section 61 of the Internal
Revenue Code requires an objective measure of fair market value for income
inclusion. The court cited Koons v. United States, emphasizing that subjective
valuation would make tax administration too whimsical and unmanageable. The
court rejected the partners’ argument that they were compelled to accept
overpriced goods and services, noting that they chose to accept non-cash
compensation and that the retail prices were accepted by other customers,
reflecting the market value. The court’s ruling was supported by reference to the
Estate Tax Regulations and other case law, reinforcing the necessity of an objective
standard for valuation.

Practical Implications

This decision has significant implications for how businesses and professionals
report non-cash compensation for tax purposes. It establishes that subjective
discounts cannot be applied to the fair market value of goods or services received as
payment, ensuring consistency and objectivity in tax reporting. Legal practitioners
and taxpayers must now be cautious in valuing non-cash compensation, adhering
strictly to objective market standards. This ruling affects how similar cases are
analyzed, potentially leading to increased scrutiny of reported values for non-cash
transactions. It also influences business practices, as companies may need to adjust
their accounting methods to comply with the objective valuation requirement.
Subsequent cases, such as Kaplan v. United States, have reinforced this principle,
further solidifying its impact on tax law and practice.
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