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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

FOLEY, Judge: By Notice of Final Partnership Adm nistrative
Adj ust nent ( FPAA) dated August 8, 1994, respondent determ ned
that the purchase and sale of partnership interests between
partners Robert MM chael (petitioner), Hudson Fow er, and
Raynond Smith were effective on June 30, 1990, rather than on

January 13, 1989, and the correct distributive shares of
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partnership incone, |oss, deductions, and credits were determ ned
based on their ownership percentages in accordance with section
706.* After concessions, the sole issue for decision is whether
petitioner was divested of his ownership interest in Life Care
Communities of Anerica, Ltd., on January 12, 1989, or June 30,
1990.

FI NDI NGS OF FACT

In October 1981, petitioner, Hudson D. Fower, Jr. (Fow er),
and Raynond N. Smth (Smth) forned FMS Properties, Inc., a
Florida corporation (FMS), which developed a |ife care retirenent
center (retirenent center). FMS becane the sole general partner
of FMS Properties, Ltd., a limted partnership (partnership),
formed in Decenber 1981. In January 1982, the partnership’s nane
was changed from FMS Properties, Ltd. to Life Care Communities of
Anerica, Ltd. Oher entities created by petitioner, Smth, and
Fow er, included Bentley Village, Inc., a Florida not-for-profit
corporation (Bentley Village), and Life Care Comrunities
Managenent Corporation, a Florida business corporation
(managenent conpany). In the aggregate, FMS, the partnership,
Bentley Village and the nmanagenent conpany, directly and

indirectly, owned and operated the retirenment center. Bentley

1 Unless otherwi se indicated, all section references are to
the Internal Revenue Code in effect during the years in issue,
and all Rule references are to the Tax Court Rul es of Practice
and Procedure.
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Village ran the daily operations and the managenment conpany
provi ded sal es and managenent services. Petitioner was nmanagi ng
partner of the partnership, president of FMS, vice president of
t he managenent conpany, and president of Bentley Village.

In July 1985, Smith and Fow er used their conbined voting
power to renove petitioner fromhis managerial positions and
exclude himfromall further business activities. In addition,
Smth and Fow er transferred the contracts held by the nanagenent
conpany to Constellation Services, Inc., an entity controlled by
Smith and Fowler. In response, in 1987, petitioner filed a
| awsuit, against Smith and Fow er alleging civil theft,
conversi on of assets, and enbezzl enent.

The lawsuit settled pursuant to an agreenent, dated January
12, 1989 (1989 agreenent). As part of the 1989 agreenent,
petitioner received $200,000. During settlenent negotiations,
the parties agreed that petitioner would either sell his interest
to Smth and Fow er or purchase Smth and Fower’s interests. To
effect the change in ownership of the partnership and the other
entities, the 1989 agreenent provided the follow ng options: (1)
Petitioner had until Septenber 30, 1989, to purchase Smth and
Fower’s interests for $8 million (i.e., $4 mllion each); (2)
Smth and Fow er could, prior to Septenber 30, 1989, term nate
petitioner’s option by purchasing petitioner’s interest for $4

mllion; or (3) if petitioner did not exercise his option to
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purchase Smith and Fower’s interests prior to Septenber 30,
1989, Smth and Fowl er woul d be obligated to purchase
petitioner’s interest for $2,370,000. By letter dated Novenber
16, 1989, Smth and Fowl er informed petitioner that they would
purchase his interest pursuant to the 1989 agreenent. No
provision in the 1989 agreenent, however, precluded petitioner
after January 12, 1989, fromparticipating in the affairs of the
part nershi p.

On June 30, 1990, petitioner, Smth, and Fow er executed a
purchase agreenment (1990 agreenent) providing for the transfer of
petitioner's interest to Smth and Fow er for $2,570,000. The
1990 agreenent recharacterized the $200, 000 paid pursuant to the
1989 agreenent as part of the purchase price. The parties
executed a $2 nmillion pronmissory note with the bal ance of the
purchase price (i.e., approximtely $370,000) to be paid at
cl osi ng.

In 1990, petitioner sought a distribution to cover his 1989
tax liabilities relating to his distributive share of partnership
incone. Prior to 1989, the only distributions made to
petitioner, Smth, and Fow er were to assist themin paying their
tax obligations resulting fromtheir distributive shares of
partnership incone. |In 1989 and 1990, however, the partnership
used nost of its inconme to nake paynents relating to its receipt

of a $20 mllion | oan and made no di stri butions.
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On April 18, 1990, petitioner was released fromliability
relating to the loan. On October 11, 1990, Smth and Fow er
filed with the Florida Departnment of State a Certificate of
Amendnent To Limted Partnership renoving petitioner as general
and limted partner.

The partnership issued petitioner Schedules K-1 (Form 1065,
Partner’s Share of Inconme, Credits, Deductions, Etc.), which
reflected petitioner's distributive share of partnership itens,
relating to 1989 and 1990. Petitioner, however, excluded such
itens after January 12, 1989, from his Federal incone tax returns
for those years. On June 27, 1994, respondent sent an FPAA,
relating to 1989 and 1990, to Smth as tax matters partner of the
partnership. Smth did not file a petition for readjustnent of
partnership itens pursuant to section 6226(a). On August 8,

1994, respondent sent an FPAA, relating to 1989 and 1990, to
petitioner, which determ ned that petitioner transferred
ownership in the partnership on June 30, 1990, rather than
January 12, 1989, and that he was, therefore, a partner whose
distributive share included partnership incone accrued through
June 30, 1990.

Respondent al so determ ned that petitioner was liable for
the incone tax accrued through June 30, 1990, on his pro rata
share of FM5 and the nmanagenent conpany’s incone. Follow ng

respondent’ s determ nation, petitioner paid the inconme taxes
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relating to FM5 and t he managenent conpany and filed a refund
suit in the United States District Court for the Mddle District
of Florida. On June 10, 1998, the District Court entered a

j udgnent agai nst petitioner and determ ned that petitioner
transferred his shares in FMS and the nmanagenent conpany to Smith
and Fow er on June 30, 1990. On Novenber 16, 1999, the Court of
Appeals for the Eleventh Grcuit affirmed the District Court’s

j udgnent .

At the tinme the petition was filed, the partnership
mai ntai ned its principal place of business in Naples, Florida.

OPI NI ON

Petitioner contends that on January 12, 1989, the 1989
agreenent divested himof his partnership interest.? Respondent
contends that petitioner was not divested of his interest until
June 30, 1990, the date of the purchase agreenment. W agree with
respondent.

In 1986, Smth and Fowl er voted to renove petitioner from
hi s managenent position. |In 1987, petitioner filed a |lawsuit for
damages and ultinmately reached a settlenment with Smth and
Fow er. The 1989 agreenent provided a nunber of options to

effect the change in ownership of the partnership. Petitioner’s

2 Sec. 7491 is inapplicable because the exam nation of
petitioner's returns began before the statute's effective date.
Thus, petitioner bears the burden of proof on all questions of
fact. Rule 142(a); Monahan v. Conm ssioner, 109 T.C. 235, 236
(1997).
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interest was not transferred on January 12, 1989. |In fact, on
that date the parties had not yet decided which option would be
exercised. There is insufficient evidence to alter our
construction of the unanbi guous terns of the agreenent.

In the alternative, petitioner contends that he did not
receive any distributions after January 12, 1989, and, therefore,
any allocation to himof partnership inconme accrued after that
date | acks substantial economc effect. W disagree.

The substantial econom c effect requirenent involves a two-
part analysis: the allocation nust be found to have econom c
effect, and such econom c effect nust be substantial. Sec.
1.704-1(b)(2)(i), Income Tax Regs. In order for an allocation to
have econom c effect, it nust be consistent with the underlying
econom ¢ arrangenent of the partners. Sec. 1.704-1(b)(2)(ii)(a),
| ncone Tax Regs. Although the partnership did not nmake any
actual distributions to petitioner, Smth, or Fower in 1989 and
1990, its income was used to make paynents relating to the $20
mllion loan. Pursuant to section 752(b), the partnership is
deened to have made distributions to all partners liable for such
| oan. Sec. 752(b); sec. 1.702-1(a), Inconme Tax Regs.; United

States v. Basye, 410 U. S. 441, 453 (1973). 1In 1989, all of the

partners were liable for the | oan, and petitioner was |iable for
the loan until at least April of 1990. Thus, in 1989 and 1990

petitioner received an econom c benefit consistent with the
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under | yi ng econom c arrangenent of the partners. Sec. 1.704-
1(b)(5), Exanple (4)(ii), Inconme Tax Regs. Petitioner failed to
address whether or not the economc effect of the allocation was
substantial. Consequently, we conclude that petitioner has
failed to establish that the econom c effect of the allocation
was not substantial. Accordingly, we sustain respondent’s
determ nation

Contenti ons we have not addressed are irrelevant, noot, or

meritl ess.

Deci sion will be entered

under Rul e 155.




