Colonnade Condominium, Inc. v. Commissioner, 91 T. C. 793 (1988)

Transfer of a partnership interest that results in the discharge of liabilities is a
taxable event under sections 741 and 1001, not a nontaxable admission of new
partners under section 721.

Summary

Colonnade Condominium, Inc. transferred a 40. 98% interest in the Georgia King
Associates partnership to its shareholders, who assumed the associated liabilities.
The IRS treated this as a taxable sale under sections 741 and 1001, while Colonnade
argued it was a nontaxable admission of new partners under section 721. The Tax
Court ruled that the transfer was a sale, focusing on the economic substance over
the form of the transaction, as the shareholders assumed liabilities in exchange for
the partnership interest. This decision clarified that when a transfer of partnership
interest results in the discharge of liabilities, it should be treated as a sale for tax
purposes, impacting how similar transactions are analyzed and reported.

Facts

Colonnade Condominium, Inc. , a corporation, held a 50. 98% general partnership
interest in Georgia King Associates, a limited partnership involved in developing a
low-income housing project in Newark, New Jersey. In 1978, Colonnade transferred
a 40. 98% interest to its shareholders, Bernstein, Feldman, and Mason, who each
received a 13. 66% interest. This transfer was part of an amendment to the
partnership agreement, and the shareholders assumed Colonnade’s obligation to
contribute capital and its share of the partnership’s nonrecourse and recourse
liabilities. Colonnade did not treat this transfer as a taxable event, but the IRS
issued a notice of deficiency, asserting that the transfer was a taxable sale resulting
in a long-term capital gain of $1,454,874.

Procedural History

The IRS issued a notice of deficiency on October 8, 1982, for the tax years 1978,
1979, and 1980, asserting a long-term capital gain from the transfer of the
partnership interest. Colonnade challenged this in the U. S. Tax Court. The IRS
amended its answer to argue that the transaction was a sale under sections 741 and
1001, and the Tax Court granted the IRS’s motion to amend and placed the burden
of proof on the IRS. After a hearing and further proceedings, the Tax Court ruled on
the merits of the case in 1988.

Issue(s)

1. Whether the transfer of a 40. 98% general partnership interest by Colonnade
Condominium, Inc. to its shareholders, who assumed the associated liabilities, was a
taxable sale under sections 741 and 1001, or a nontaxable admission of new
partners under section 721.

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



Holding

1. Yes, because the transfer was in substance a sale where the shareholders
assumed Colonnade’s liabilities in exchange for the partnership interest, warranting
tax treatment as a sale under sections 741 and 1001.

Court’s Reasoning

The Tax Court focused on the economic substance of the transaction, emphasizing
that the shareholders assumed Colonnade’s liabilities in exchange for the
partnership interest. The court noted that the transaction was structured to avoid
tax consequences but concluded that the substance over form doctrine applied, as
the transfer was between an existing partner (Colonnade) and new partners
(shareholders), not between the partnership and new partners. The court cited
Commissioner v. Court Holding Co. and Gregory v. Helvering to support the
principle that substance governs over form in tax law. The court distinguished this
case from others like Jupiter Corp. v. United States, where the transaction involved
new capital and affected the partnership’s overall structure, and Communications
Satellite Corp. v. United States, where the transaction served a broader objective
unrelated to tax benefits. The court also referenced the legislative history and the
addition of section 707(a)(2)(B) to the Code, which aimed to treat transactions
consistent with their economic substance. The court concluded that the transfer was
a sale, and the amount of gain was calculated based on the liabilities discharged.

Practical Implications

This decision has significant implications for how transfers of partnership interests
are analyzed for tax purposes. It establishes that when a partner transfers an
interest and is discharged from liabilities, the transaction should be treated as a
taxable sale, not a nontaxable admission of new partners. Legal practitioners must
consider the economic substance of such transactions and ensure they are reported
correctly. This ruling may influence how businesses structure partnership
agreements and transfers to minimize tax liabilities while adhering to the law. Later
cases, such as those involving section 707(a)(2)(B), have further clarified the
treatment of transactions that economically resemble sales, reinforcing the
principles established in Colonnade. This case underscores the importance of
aligning the form of a transaction with its economic reality to avoid unintended tax
consequences.
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