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Estate of Timothy F. Carberry, Deceased, Manufacturer’s Hanover Trust Co. ,
and Ella J. Brady, f. k. a. Ella J. Carberry, Executors, and Ella J. Brady, f. k. a.
Ella  J.  Carberry,  Petitioners  v.  Commissioner  of  Internal  Revenue,
Respondent,  95  T.  C.  65  (1990)

The validity of a Form 872-A and the requirement of substantial economic effect for
special allocations in partnerships are key to determining tax liabilities.

Summary

In Estate of Carberry v. Commissioner, the Tax Court addressed the validity of a
Form 872-A used to extend the statute of limitations and the validity of a special
allocation of partnership intangible drilling costs (IDC). The court held that the
Form 872-A was properly executed and binding, rejected the estoppel claim against
the Commissioner for delay, and ruled that the special allocation lacked substantial
economic effect under section 704(b), thus disallowing it. Additionally, the court
upheld the imposition of increased interest rates under section 6621(c) due to the
transaction’s lack of economic substance.

Facts

Timothy  F.  Carberry  and his  wife,  Ella  J.  Brady,  claimed a  net  operating  loss
carryback from 1970 to 1967. Carberry was a limited partner in Indonesian Marine
Resources (Indomar), which invested in Southeast Exploration (Souex). The Souex
partnership agreement allocated IDC to Indomar, which were then passed through
to Carberry. After Carberry’s death, Manufacturers Hanover Trust Co. and Ella J.
Brady were appointed as co-executors. A series of Forms 872 were executed to
extend  the  statute  of  limitations,  culminating  in  a  Form  872-A  signed  by
Manufacturers  on  behalf  of  the  estate.  The  IRS  later  disallowed  the  special
allocation of IDC and asserted a deficiency, leading to the litigation.

Procedural History

The  IRS  issued  a  notice  of  deficiency  in  1988,  which  led  to  the  petitioners
challenging the deficiency in the U. S. Tax Court. The court addressed the validity of
the Form 872-A, the estoppel claim, the validity of the special  allocation under
section 704(b), and the applicability of increased interest under section 6621(c).

Issue(s)

1. Whether the Form 872-A was properly executed and binding on the petitioners.
2. Whether the Commissioner is estopped from asserting a deficiency due to a delay
in issuing the notice of deficiency.
3. Whether the special allocation of partnership IDC has substantial economic effect
under section 704(b).
4.  Whether  the  increased  interest  rate  under  section  6621(c)  applies  to  the
deficiency.
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Holding

1. Yes, because the Form 872-A was properly executed by Manufacturers Hanover
Trust Co. and Ella J. Brady, and the IRS was not notified of the termination of their
authority.
2. No, because the petitioners failed to establish the elements necessary for estoppel
and did not seek to terminate the Form 872-A to accelerate the deficiency notice.
3. No, because the special allocation did not have substantial economic effect as
required by section 704(b), as it did not alter the partners’ economic positions upon
liquidation.
4. Yes, because a transaction without substantial economic effect is considered a
sham under section 6621(c)(3)(A)(v), justifying the increased interest rate.

Court’s Reasoning

The court reasoned that the Form 872-A was valid under section 6903 because
Manufacturers and Ella J. Brady had the authority to act on behalf of the estate, and
the IRS was not notified of any termination of this authority. The court rejected the
estoppel claim, citing the lack of diligence on the part of the petitioners and the
absence of any action to terminate the Form 872-A. Regarding the special allocation,
the court followed the precedent set in Allison v. United States, holding that the
allocation lacked substantial economic effect because it did not affect the partners’
shares upon liquidation. The court also found that the allocation’s lack of economic
effect equated to a lack of economic substance, justifying the imposition of increased
interest under section 6621(c).

Practical Implications

This decision emphasizes the importance of  properly executing and maintaining
Forms  872-A,  as  well  as  the  critical  role  of  substantial  economic  effect  in
partnership allocations. Taxpayers must ensure that special allocations are reflected
in capital accounts and affect liquidation distributions to be valid. The ruling also
highlights the potential for increased interest rates on deficiencies resulting from
transactions deemed to lack economic substance. Practitioners should be cautious
when structuring partnership agreements to avoid allocations that are primarily for
tax avoidance, as these could be disallowed and result in penalties.


