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Sugarloaf Fund LLC v. Commissioner, 141 T. C. No. 4 (U. S. Tax Court 2013)

In  a  significant  ruling,  the U.  S.  Tax Court  clarified the scope of  who can be
considered  a  ‘partner’  in  Tax  Equity  and  Fiscal  Responsibility  Act  (TEFRA)
proceedings. Timothy J. Elmes, an investor in a trust that received assets from the
Sugarloaf Fund LLC, sought to participate in the partnership-level proceeding. The
Court held that Elmes was not a direct or indirect partner of Sugarloaf, emphasizing
that  a  trust  receiving assets  from a partnership  does  not  inherently  become a
partner  in  that  partnership.  This  decision  underscores  the  limitations  of
participation in TEFRA proceedings and the specific criteria for defining a ‘partner’
under the law.

Parties

Sugarloaf Fund LLC, with Jetstream Business Limited as the tax matters partner,
was the petitioner.  The Commissioner of  Internal  Revenue was the respondent.
Timothy J. Elmes, a beneficiary and grantor of a sub-trust, sought to intervene as a
party in the proceeding.

Facts

In 2005, Sugarloaf Fund LLC, a purported partnership, established Illinois common
law business trusts, including the Main Trust and Sub-Trust. Sugarloaf transferred
distressed Brazilian consumer receivables to the Main Trust, which then allocated
these receivables to the Sub-Trust. Timothy J. Elmes contributed cash to the Main
Trust in exchange for a beneficial interest in the Sub-Trust. Elmes claimed a bad
debt  deduction  on  his  individual  tax  return  based  on  the  receivables’  alleged
carryover  basis.  The  Commissioner  issued  a  notice  of  final  partnership
administrative  adjustment  (FPAA)  to  Sugarloaf,  adjusting  its  income  and
determining  that  the  receivables’  basis  was  zero,  which  consequently  affected
Elmes’  claimed  deduction.  Elmes  did  not  contest  his  individual  tax  deficiency
directly but sought to participate in the Sugarloaf TEFRA proceeding, asserting his
status as a partner through his trust interest.

Procedural History

The petition in this case was filed by Jetstream Business Limited, as tax matters
partner for Sugarloaf, on January 8, 2010. Timothy J. Elmes filed an election to
participate under section 6226(c) on July 12, 2012, and subsequently moved to stay
consolidation with related cases and to be recognized as a partner of Sugarloaf. The
Tax Court denied Elmes’ motions to stay and for a partner determination on April
17, 2013, without prejudice, and set a briefing schedule. On September 5, 2013, the
Tax Court issued its opinion, denying Elmes’ participation in the proceeding as he
was not recognized as a partner of Sugarloaf.

Issue(s)
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Whether Timothy J. Elmes, as the beneficiary and grantor of the Sub-Trust, is a
direct or indirect partner of Sugarloaf Fund LLC for the purposes of participating in
the TEFRA partnership-level proceeding under sections 6226(c) and 6231(a)(2)?

Rule(s) of Law

Section  6231(a)(2)  of  the  Internal  Revenue  Code  defines  a  partner  for  TEFRA
purposes as any person whose income tax liability is determined in whole or in part
by taking into account directly or indirectly partnership items of the partnership.
Section 6226(c) allows a partner to participate in a TEFRA proceeding if they were a
partner during the partnership taxable year at issue. The regulations under section
6231(a)(3) and section 301. 6231(a)(3)-1,  Proced. & Admin. Regs. ,  specify that
partnership  items  include  amounts  determinable  at  the  partnership  level  with
respect to partnership assets.

Holding

The Tax Court held that Timothy J. Elmes was not a direct or indirect partner of
Sugarloaf Fund LLC under section 6231(a)(2) and therefore could not participate in
the TEFRA proceeding. The Court determined that Elmes’ income tax liability was
not  directly  or  indirectly  determined by  partnership  items of  Sugarloaf,  as  his
interest in the Sub-Trust did not constitute a partnership interest in Sugarloaf.

Reasoning

The  Court  reasoned  that  for  Elmes  to  be  considered  a  partner  under  section
6231(a)(2)(B), his income tax liability must be determined by taking into account
partnership items of Sugarloaf. However, Elmes’ interest in the Sub-Trust, which
received  receivables  from  Sugarloaf,  did  not  confer  a  partnership  interest  in
Sugarloaf itself. The Court distinguished this case from situations where a taxpayer
holds an interest in a partnership through a pass-thru partner, as defined under
section 6231(a)(10),  and cited cases like Dionne v.  Commissioner and Superior
Trading,  LLC  v.  Commissioner  to  illustrate  the  legal  relationship  required  for
indirect  partnership status.  The Court  also referenced Cemco Investors,  LLC v.
United States to support its conclusion that the transfer of assets from a partnership
to  a  trust  does  not  make  the  trust  a  partner  of  the  partnership.  The  Court
emphasized that TEFRA provisions do not require consistent tax treatment between
a partnership and a non-partner entity that receives assets from the partnership.

Disposition

The  Tax  Court  denied  Timothy  J.  Elmes’  motions  to  participate  in  the  TEFRA
proceeding, affirming that he was not a partner of Sugarloaf Fund LLC.

Significance/Impact

This case significantly clarifies the definition of a ‘partner’ in the context of TEFRA
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proceedings, reinforcing that mere receipt of assets from a partnership does not
confer partnership status. The decision impacts how investors in trusts or similar
entities can engage in partnership-level proceedings, potentially limiting their ability
to  challenge  adjustments  made  at  the  partnership  level  indirectly.  The  ruling
underscores  the  importance  of  a  direct  or  indirect  legal  relationship  with  the
partnership  for  participation  in  TEFRA proceedings,  affecting  tax  planning and
litigation strategies involving complex trust and partnership structures.


