Maxwell v. Commissioner, 87 T. C. 783 (1986)

Partnership items must be separated from non-partnership items in deficiency
proceedings.

Summary

In Maxwell v. Commissioner, the court addressed whether the IRS could include
adjustments to partnership items when computing a deficiency based on non-
partnership items. The petitioners reported significant partnership losses on their
1983 tax return, which the IRS prospectively disallowed without issuing a Final
Partnership Administrative Adjustment (FPAA). The court held that only non-
partnership items could be considered in deficiency proceedings, affirming that
partnership items must be resolved in separate partnership-level proceedings. This
ruling clarified the jurisdictional boundaries between partnership and non-
partnership disputes, impacting how tax deficiencies are calculated and contested.

Facts

The petitioners reported substantial losses from various partnerships on their 1983
Federal income tax return, totaling $891,322. The IRS examined the return and
made adjustments to non-partnership items, amounting to $259,500. Additionally,
the IRS prospectively disallowed the partnership losses, resulting in a determined
deficiency of $313,812. No Final Partnership Administrative Adjustment (FPAA) had
been issued for any of the partnerships except Jasmine Associates, Ltd. The
petitioners challenged the deficiency notice, arguing that the IRS improperly
considered partnership items in the deficiency calculation.

Procedural History

The petitioners filed a motion to dismiss for lack of jurisdiction following the IRS’s
issuance of a statutory notice of deficiency for the 1983 tax year. The Tax Court
considered the motion, focusing on whether the IRS had properly determined a
deficiency in relation to non-partnership items and whether partnership items were
appropriately excluded from the deficiency proceedings.

Issue(s)

1. Whether the IRS can include adjustments to partnership items in computing a
deficiency attributable to non-partnership items.

2. Whether the Tax Court has jurisdiction over the deficiency proceedings when
partnership items are involved.

Holding

1. No, because partnership items must be resolved in separate partnership-level
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proceedings under section 6221 et seq. , and cannot be considered in deficiency
proceedings related to non-partnership items.

2. Yes, because the IRS determined a deficiency based on non-partnership items,
giving the Tax Court jurisdiction over those aspects of the case.

Court’s Reasoning

The court emphasized the separation of partnership and non-partnership items as
mandated by the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA). It cited
Maxwell v. Commissioner and N. C. F. Energy Partners v. Commissioner to support
the principle that partnership items must be resolved in partnership proceedings.
The court rejected the IRS’s argument that it could prospectively disallow
partnership items for computational purposes in a deficiency proceeding, stating, “It
is evident both from the statutory pattern and from the Conference report that
Congress intended administrative and judicial resolution of disputes involving
partnership items to be separate from and independent of disputes involving
nonpartnership items. ” The court clarified that while the IRS had determined a
deficiency based on non-partnership items, any deficiency related to partnership
items must await the outcome of partnership proceedings.

Practical Implications

This decision reinforces the procedural separation between partnership and non-
partnership items in tax disputes, requiring tax practitioners to carefully distinguish
between the two types of items in deficiency proceedings. It affects how tax
deficiencies are calculated and contested, ensuring that partnership items are
resolved at the partnership level, not in individual taxpayer deficiency proceedings.
This ruling has implications for tax planning involving partnerships, as it
underscores the importance of timely FPAA issuance for partnership adjustments.
Subsequent cases, such as Scar v. Commissioner, have further clarified the
jurisdictional boundaries set by Maxwell, impacting IRS practices and taxpayer
strategies in similar disputes.
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