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91 T.C. 793 (1988)

A transfer  of  a  partnership interest,  even if  structured as  an amendment  to  a
partnership agreement admitting new partners, may be treated as a taxable sale of a
partnership interest under Section 741 if the substance of the transaction indicates
a sale between an existing partner and new partners rather than a contribution to
the partnership itself.

Summary

Colonnade Condominium, Inc. (Colonnade), a corporation, held a majority general
partnership  interest  in  Georgia  King  Associates  (GK).  Colonnade  transferred  a
portion of its interest to its shareholders, Bernstein, Feldman, and Mason, who were
admitted as additional general partners. In exchange, they assumed Colonnade’s
capital contribution obligations and a share of GK’s liabilities. The Tax Court held
that this transfer constituted a taxable sale of a partnership interest under Sections
741 and 1001, not a nontaxable admission of new partners, because the substance of
the transaction was a transfer between Colonnade and its shareholders, with no new
capital infused into the partnership and no changes to other partners’ interests.

Facts

Colonnade held a 50.98% majority general partnership interest in GK. To admit its
shareholders,  Bernstein,  Feldman,  and  Mason,  as  general  partners,  Colonnade
amended the partnership agreement and transferred a 40.98% portion of its interest
to  them.  Each  shareholder  received  a  13.66%  interest  in  GK.  In  return,  the
shareholders collectively assumed Colonnade’s obligation to make annual capital
contributions and acquired 40.98% of GK’s nonrecourse obligations. No new capital
was contributed to the partnership, and the interests of other partners remained
unchanged.

Procedural History

The Commissioner of Internal Revenue initially determined deficiencies based on the
theory  that  Colonnade  distributed  a  partnership  interest  to  its  shareholders,
resulting in taxable gain under Section 311(c). The Commissioner later amended the
answer to assert that the transaction was primarily a sale of a partnership interest
taxable under Sections 741 and 1001. The Tax Court granted the Commissioner’s
motion to amend the answer and placed the burden of proof on the Commissioner
regarding the new matter.

Issue(s)

Whether Colonnade’s transfer of a portion of its general partnership interest to1.
its shareholders, structured as an admission of new partners, constitutes a
taxable sale or exchange of a partnership interest under Sections 741 and
1001.
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Holding

Yes, because the substance of the transaction was a sale of a partnership1.
interest from Colonnade to its shareholders, evidenced by the transfer of
liabilities and lack of change in the partnership’s overall capital or operations
beyond the change in partners.

Court’s Reasoning

The court reasoned that while partners have flexibility in structuring partnership
transactions, the substance of the transaction, not merely its form, controls for tax
purposes.  Referencing  Richardson  v.  Commissioner,  the  court  distinguished
between an admission of new partners (transaction between new partners and the
partnership) and a sale of a partnership interest (transaction between new and
existing  partners).  The  court  found  that  in  this  case,  the  transaction  was
substantively a sale because it occurred between Colonnade and its shareholders,
with no new capital infused into GK and no changes to other partners’ interests. The
court  emphasized  that  the  shareholders  assumed  Colonnade’s  liabilities  as
consideration for the partnership interest, which is a hallmark of a sale or exchange.
The  court  stated,  “In  determining  whether  an  actual  or  constructive  sale  or
exchange took place, we note that the touchstone for sale or exchange treatment is
consideration.” The court dismissed Colonnade’s reliance on cases like Jupiter Corp.
v. United States and Communications Satellite Corp. v. United States, finding them
factually distinguishable as those cases involved true admissions of partners with
different factual contexts and intents.

Practical Implications

This case clarifies the distinction between the admission of new partners and the
sale of a partnership interest for tax purposes. It emphasizes that the IRS and courts
will look beyond the formal structure of a partnership transaction to its economic
substance. Attorneys and tax advisors must carefully analyze partnership interest
transfers,  especially  when  structured  as  admissions,  to  ensure  they  accurately
reflect  the underlying economic reality.  If  a  transfer  resembles a sale  between
partners, particularly when liabilities are shifted without new capital contributions
or changes to the overall partnership structure, it is likely to be treated as a taxable
sale under Section 741, regardless of its formal designation as an admission of
partners. This case highlights the importance of documenting the true intent and
substance of partnership transactions to align with the desired tax treatment.


