113 T.C. No. 15

UNI TED STATES TAX COURT

CROP ASSQCI ATES - 1986, W KEI TH OEHLSCHLAGER, A PARTNER
OTHER THAN THE TAX MATTERS PARTNER, Petitioner V.
COW SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 12532-90. Fil ed Septenber 14, 1999.

The tax matters partner, intervenor, has noved to
file amendnent to petition, which would add to the
petition the affirmative defense of equitable
recoupnent. R objects on various grounds. W agree
with R that equitable recoupnent is not a partnership
itemand that granting the notion would suprise and
substantially di sadvantage R The notion will be
deni ed.

Hel d: Equitable recoupnent is not a partnership
item held, further, R would be surprised and
substantially di sadvantaged were we to grant the
not i on.

Steven R. Mather, for intervenor.

WlliamH Quealy and Alice M Harbutte, for respondent.




OPI NI ON
HALPERN, Judge:

| nt r oducti on

This case involves a petition for the readjustnment of
certain partnership itens reported on the 1986 tax return of Crop
Associ ates-1986, a limted partnership with its principal place
of business in Coachella, California (the partnership). The
petition was filed by a partner other than the tax nmatters
partner. Frederick H Behrens is the tax matters partner, and,
on June 28, 1999, we allowed M. Behrens to intervene in the
case. On July 14, 1999, M. Behrens (intervenor) noved for |eave
to file amendnent to petition (the notion and the anmendnent,
respectively). The anmendnent would add to the petition the
affirmati ve defense of equitable recoupnment. |In support of that
def ense, the intervenor avers:

a. In 1986, the Partnership deducted a farm ng
expense [whi ch deduction respondent has disall owed].

b. In 1987, the Partnership reported as incone an
anount equal to the farm ng expense taken in 1986.

c. The [1986 farm ng expense] * * * and
of fsetting adjustnment for 1987 arise out of a single
transaction, i.e., a farm ng contract.

d. This single transaction is subject to two
t axes based on inconsistent |egal theories.

e. Respondent’s position is that taxes paid for
1987 are statutorily barred fromrefund.
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Rul e 41 addresses anended and suppl enental pleadings.?
Under the circunstances here existing, Rule 41(a) provides that a
party can amend his pleading only by (1) witten consent of the
adverse party or (2) leave of Court, and such | eave shall be
given freely when justice so requires. Respondent has not
consented to the amendnent and objects to the notion. Respondent
objects to the notion on the grounds that (1) the Court generally
| acks jurisdiction to consider the defense of equitable
recoupnent, (2) this is a partnership proceedi ng and, since
equi tabl e recoupnent is not a partnership item it is not an
appropriate itemfor the Court to consider, and (3) granting the
nmotion will cause a substantial disadvantage to respondent.

We assune, arguendo, that respondent's first objection |acks

merit. See Estate of Branson v. Conmm ssioner, 113 T.C.

(1999); Estate of Mueller v. Conm ssioner, 101 T.C 551 (1993),
affd. on other grounds 153 F.3d 302 (6th Cr. 1998). W agree,
however, with his last two objections. Qur reasons for agreeing
with his |ast two objections are as foll ows.

I1. Equi t abl e Recoupnent

To "recoup” is to get back the equival ent of something |ost.

The American Heritage Dictionary 1511 (3d ed. 1992). The

! Hereafter, unless otherw se indicated, all section
references are to the Internal Revenue Code in effect for the
year in issue, and all Rule references are to the Tax Court Rul es
of Practice and Procedure.
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doctrine of equitable recoupnent is a judicially created doctrine
t hat precludes the unjust enrichnent of a party to a |lawsuit and
avoids a wasteful multiplicity of litigation. See Estate of

Muel ler v. Conm ssioner, supra at 551-552. As applied for the

benefit of a taxpayer, the doctrine provides that, in sone cases,
a claimfor a refund of taxes barred by a statute of Iimtations
may, neverthel ess, be recouped against a tax claimof the

Gover nnent . See Bull v. United States, 295 U. S. 247, 258-263

(1935). Equitable recoupnent is in the nature of a defense
arising out of sonme feature of the transaction upon which the
claimfor taxes is grounded. See id. at 262. The doctrine is
applied only where a single transaction constitutes the taxable
event cl ai ned upon and the one considered in recoupnent. See

Rot hensies v. Electric Storage Battery Co., 329 U S. 296, 299-300

(1946) .
Recently, we |isted the elenents necessary to sustain the
def ense of equitable recoupnent:

A cl aimof equitable recoupnent requires: (1) That
the refund or deficiency for which recoupnent is sought
by way of offset be barred by tine; (2) that the
time-barred of fset arise out of the sanme transaction,
item or taxable event as the overpaynent or deficiency
before the Court; (3) that the transaction, item or
t axabl e event have been inconsistently subjected to two
taxes; and (4) that if the subject transaction, item
or taxable event involves two or nore taxpayers, there
be sufficient identity of interest between the
t axpayers subject to the two taxes so that the
t axpayers should be treated as one.

*

* %

Estate of Branson v. Conm ssioner, supra at __ (slip op. at 15).

I11. Analysis
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A. Appropriateness to Partnership Proceedi ng

1. Pri nci pal Provisions of the Code

This case was commenced under the provisions of subchapter C
(sections 6221 through 6234), chapter 63, subtitle F of the
I nternal Revenue Code (subchapter C). Section 6221 provides:
“Except as otherwi se provided in this subchapter, the tax
treatment of any partnership itemshall be determ ned at the
partnership level.” The term“partnership itenf is defined in
section 6231(a)(3):

The term “partnership itenf neans, with respect to a

partnership, any itemrequired to be taken into account

for the partnership’s taxable year under any provision

of subtitle Ato the extent regul ati ons prescribed by

the Secretary provide that, for purposes of this

subtitle, such itemis nore appropriately determ ned at

the partnership level than at the partner |evel.

Section 6226(f) delineates our jurisdiction to determ ne
partnership itens:

A court with which a petition is filed in accordance

with this section shall have jurisdiction to determ ne

all partnership itens of the partnership for the

partnership taxable year to which the notice of fina

partnership adm nistrative adjustnent relates and the
proper allocation of such itens anong the partners.

A “conput ati onal adjustnment” (conmputational adjustnment) is
the change in the tax liability of a partner that properly
reflects the treatnent under subchapter C of a partnership item
Sec. 6231(a)(6). GCenerally, the deficiency procedures set forth
i n subchapter B, chapter 63, subtitle F of the Internal Revenue
Code (the deficiency procedures) do not apply to the assessnent

and col l ection of any conputational adjustnment. See sec.

6230(a) (1).
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The term “affected itenf means “any itemto the extent such
itemis affected by a partnership item” Sec. 6231(a)(5). If a
change in a partner’s tax liability with respect to an affected
itemrequires a partner-level determnation, then, to that extent
(and to that extent only), it is a conputational adjustnent
subject to the deficiency procedures. See sec. 6230(a)(2) (A (i);
sec. 301.6231(a)(6)-1T(a), Tenporary Proced. & Adm n. Regs.,
52 Fed. Reg. 6790-6791 (Mar. 5, 1987).

2. Partnership ltens

A partnership, as such, is not subject to the incone tax;
rat her, persons carrying on business as partners are |liable for
income tax in their separate or individual capacities. See sec.
701. Neverthel ess, subchapter C describes a set of procedures
whereby the tax treatnent of itens of partnership incone, |oss,
deductions, and credits are determned at the partnership | evel
in a unified proceeding rather than in separate proceedings with
the partners. Qur role in that unified proceeding is limted by
section 6226(f) to the determnation (and allocation) of
partnership itenms. W have no authority under section 6226(f) to
determ ne anything else, not any affected item and not the tax

l[iability of any partner.

As di scussed supra in section Il, equitable recoupnent is in
the nature of a defense to a claimfor paynent. |If, follow ng

this proceedi ng, respondent does make a claimfor paynent, it
will be fromthe partners of the partnership (the partners),

foll ow ng an assessnent of a tax liability resulting froma
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conput ational adjustnent. See sec. 301.6231(a)(6)-1T, Tenporary
Proced. & Adm n. Regs. (discussing conputational adjustnents,

i ncl udi ng when the deficiency procedures apply), 52 Fed. Reg.
6790-6791 (Mar. 5, 1987). Section 301.6231(a)(3)-1, Proced. &
Adm n. Regs., inplenments section 6231(a)(3) by providing a |ist
of partnership itens. Equitable recoupnent is not anong the
itens on that list, and, therefore, it is not a partnership item
For a defense of equitable recoupnent to succeed, however, the
partners will have to establish certain partnership itenms. Each
partner will also have to prove that he or she has nade a tine-
barred overpaynent of tax, and that is not a partnership item
See sec. 301.6231(a)(3)-1, Proced. & Adm n. Regs.
Notwi t hstanding our limted jurisdiction under section 6226(f),
we may consider affirmative defenses in connection with the

determ nation of partnership itens. See Rule 39; Colunbia Bldg.

Ltd. v. Conm ssioner, 98 T.C. 607, 611 (1992) (considering

affirmati ve defense of statute of limtations in a section 6226
partnership case on the sane basis as in a deficiency case);

Anmesbury Apartnents, Ltd. v Conm ssioner, 95 T.C 227, 241 (1990)

(considering affirmati ve defense of statute of limtations in
section 6226 partnership case). Nevertheless, since certain
partner-level determ nations are necessary elenents to the

def ense of equitable recoupnent, consideration of that defense in
this proceeding seens inconsistent with our limted jurisdiction
under section 6226(f). In light of respondent’s position,

di scussed in the next section of this report, that equitable
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recoupnent is an affected item we need not further discuss that
poi nt ..

3. The Partners’ Renedies

| nt ervenor argues that, unless we conclude that equitable
recoupnent is a partnership item the partners will be barred
from def endi ng agai nst any conputational adjustnment on account of
subsections (a)(1) and (c)(1) and (4) of section 6230, which,
according to intervenor, (1) render the deficiency procedures
i nappl i cable to conputational adjustnents except in the case of a
deficiency attributable to affected itens requiring partner-I|evel
determ nations and (2) restrict refund suits to clains arising
out of erroneous conputations and the |ike.

I n respondent’ s nmenorandum in support of his objection to
the notion, respondent states: “The defense of equitable
recoupnent is an affected itemrequiring determ nations at the
i ndi vidual partner level.” Wth respect to the facts of this
case, respondent states in his objection:

Any defense of equitable recoupnent requires an
inquiry at the individual partner |level to determ ne

whet her there is a deficiency in inconme tax with

respect to an individual partners [sic] that would

result (by nmeans of conputational adjustnent) fromthe

Court’s determ nation at the partnership |evel the

[sic] for the year at issue and if so, whether there is

any anount to be recouped in a subsequent year.

In Powell v. Commissioner, T.C. Menp. 1997-560, the

t axpayers petitioned the Court in response to the Conm ssioner’s
notices determning deficiencies attributable to certain affected
itens (the affected itenms were additions to tax). Previously,

t he Conm ssioner had nade conputational adjustnents, which had
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given rise to deficiencies in tax (and additional interest under
section 6621(c)) that had been assessed agai nst the taxpayers.
In addition to assigning error to the Conm ssioner’s
determ nation of the affected itens, the taxpayers assigned error
to the Comm ssioner’s prior assessnents and to the deficiencies
that gave rise to those assessnents. Anong other errors assigned
by the taxpayers was the Conm ssioner’s failure to allow
equi tabl e recoupnent in determ ning the deficiencies previously
assessed. The Comm ssioner noved to dismss with respect to the
claimfor equitable recoupnent on the ground that we | acked
jurisdiction to redeterm ne the taxpayers’ tax for the years in
issue “to the extent that the anounts assessed * * * are
attributable to the proper reporting of partnership itenms.” As
the Court noted, the taxpayers had conceded: “we do not have
jurisdiction over the conputational assessnents in this
proceedi ng”. W concluded: “Accordingly, the doctrine of
equi t abl e recoupnent does not apply.”

In this proceedi ng under section 6226, it is not appropriate
for us to determ ne whet her the defense of equitable recoupnent
is an affected itemrequiring partner-|level determ nations. W
can consider whether in fact the defense of equitable recoupnent
is an affected itemrequiring partner-|level determnations if and
when a conputational adjustnent is nmade, a notice of deficiency
is issued, and a proper petitionis filed. Cf. Carnel v.

Conmm ssioner, 98 T.C. 265 (1992).




4. Concl usion

Since the anendnent would add to the petition the defense of
equi tabl e recoupnent, which is not appropriate to this
proceeding, that is a sufficient ground on which to deny the
not i on.

B. Substantial D sadvantage

1. | nt roducti on

Al t hough respondent’s second objection describes a
sufficient ground to deny the notion, we proceed to consider
respondent’s third objection, since it provides an i ndependent
and equal |y persuasive reason to deny the notion.

Respondent argues that, even if equitable recoupnent is a
partnership itemor is otherw se appropriate for consideration in
this proceeding, the notion should be denied because of the
subst anti al di sadvantage that respondent woul d be put under on
account of the amendnment. Respondent points out that the
petition was filed over 9 years ago and the case is schedul ed for
trial at a special session of the Court to comence on Cctober 4,
1999. The notion was made on July 14, 1999. Respondent cl ai ns:
“The facts surrounding the itens on this return wll be
difficult, at best, to determne. As aresult of the tax matters
partner’s long delay in waiting to raise the issue, respondent is
unduly prejudiced.” Intervenor responds that there is no

prejudi ce to respondent “because all of the relevant facts
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pertaining to the partnership item determ nati ons have been known
to respondent for many years.”

2. The Requirenents of Justice

We nust freely give |l eave to anend a pl eadi ng when justice
so requires. See Rule 41(a). Justice does not require |eave to
anend a pl eadi ng, however, when giving such |leave will surprise
and substantially di sadvantage an adverse party. See, e.g.,

Estate of Horvath v. Conm ssioner, 59 T.C 551, 555 (1973).

3. Di scussi on

I ntervenor has failed to persuade us that justice requires
us to grant himleave to nake the anmendnent. W have set forth
supra in section Il the elenments necessary to sustain the defense
of equitable recoupnent. Those elenents involve facts well
beyond those raised by petitioner’s assignnents of error in the
petition. They involve facts concerning other years of the
partnership and itens that are not partnership itens. For
i nstance, nothing in the petition would alert respondent that
paynments of tax by the partners for their 1987 tax year m ght be
pl aced in issue. Many of the facts necessary to rebut the
amendnent were established well over 10 years ago, and, even if
respondent was once in possession of evidence of those facts,
intervenor has failed to show us that such evidence is readily
avai l abl e to respondent today. WMreover, by the date respondent
had obeyed our order to respond to the notion (August 4, 1999),

the period for discovery had alnost run. See Rule 70(a)(2)



- 12 -
(di scovery, including the filing of notions to conpel discovery,
shal |l be conpleted 45 days prior to trial). W have already
denied intervenor’s notion for a continuance.

4. Concl usion

Si nce respondent woul d be surprised and substantially
di sadvantaged were we to grant the notion, that is sufficient
reason for us not to do so.

| V. Concl usi on

Intervenor’s notion for leave to file anendnent to petition

shal |l be deni ed.

An appropriate order will be

i ssued.



