Hayden v. Commissioner, 112 T. C. 115 (1999)

The U. S. Tax Court upheld the validity of Treasury Regulation 1. 179-2(c)(2), which
limits the amount of Section 179 expense deduction a partnership can allocate to its
partners.

Summary

In Hayden v. Commissioner, the U. S. Tax Court addressed the validity of a Treasury
regulation limiting Section 179 deductions for partnerships. Dennis and Sharon
Hayden, sole partners of a frozen yogurt business, claimed a $17,500 deduction
under Section 179, which the IRS disallowed due to the partnership’s lack of taxable
income. The court upheld the regulation, ruling that it reasonably implemented the
statutory limitations on partnership deductions. Additionally, the court found the
Haydens negligent for claiming a disallowed deduction for personal income taxes on
their business return.

Facts

Dennis and Sharon Hayden were the sole partners of Leddos Frozen Yogurt, LLC,
which began operations in September 1994. That year, the partnership purchased
equipment for $26,650 and elected to expense $17,500 under Section 179. The
partnership reported a loss without considering the Section 179 deduction. The
deduction was passed through to the Haydens’ individual tax return. The IRS
disallowed the deduction, citing a regulation that limits Section 179 deductions to
the partnership’s taxable income. Additionally, Dennis Hayden, a certified public
accountant, deducted his personal 1993 federal income tax payment as a business
expense on his 1994 Schedule C, which was also disallowed by the IRS.

Procedural History

The Haydens filed a petition with the U. S. Tax Court challenging the IRS’s
disallowance of their Section 179 deduction and the imposition of an accuracy-
related penalty. The case was assigned to a Special Trial Judge, whose opinion was
adopted by the court. The court upheld the validity of the regulation and sustained
the IRS’s disallowance of the deductions and the penalty.

Issue(s)

1. Whether Treasury Regulation 1. 179-2(c)(2), which limits the amount of Section
179 expense deduction a partnership can allocate to its partners, is valid.

2. Whether the Haydens are liable for an accuracy-related penalty under Section
6662(a) for their disallowed deduction of personal income taxes as business
expenses.

Holding
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1. Yes, because the regulation reasonably implements the statutory limitations set
forth in Section 179(b)(3)(A) and (d)(8), which apply both to the partnership and its
partners.

2. Yes, because the Haydens’ deduction of personal income taxes as business
expenses constituted negligence or disregard of rules or regulations under Section
6662(b)(1).

Court’s Reasoning

The court found that Treasury Regulation 1. 179-2(c)(2) was a valid implementation
of the statutory limitations in Section 179. The court reasoned that the regulation
was consistent with the statute’s requirement that both the partnership and its
partners be subject to the taxable income limitation. The court rejected the
Haydens’ argument that the taxable income limitation should not apply to
partnerships, noting that partnerships are considered taxpayers for various
purposes under the tax code. The court also upheld the accuracy-related penalty,
finding that Dennis Hayden, as an experienced accountant, should have known that
personal income taxes are not deductible as business expenses. The court concluded
that the Haydens were negligent in claiming the deduction, as it was a significant
amount that should have been noticed during the preparation or review of their tax
return.

Practical Implications

This decision clarifies that partnerships must adhere to the same Section 179
limitations as individuals, which may affect how partnerships plan their asset
purchases and deductions. Tax practitioners advising partnerships should ensure
that any Section 179 elections do not exceed the partnership’s taxable income. The
case also serves as a reminder that personal income tax payments are not deductible
business expenses, and professionals should be diligent in reviewing returns for
such errors. This ruling has been followed in subsequent cases involving the validity
of Treasury regulations and the application of accuracy-related penalties.
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