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MVEMORANDUM OPI NI ON

JACOBS, Judge: The parties submtted this case fully
stipul ated pursuant to Rule 122. Respondent determ ned a
deficiency in petitioners’ Federal incone tax of $33,414 and a
penal ty under section 6662(a) of $6,684 for 2005. The issues for
determ nation are: (1) The characterization (capital gain or

ordi nary inconme) of “Schedule C Benefits” totaling $80, 000 that
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Donald W Wallis (petitioner) received fromHolland & Kni ght,
LLP, a Florida |limted partnership engaged in the practice of |aw
(hereinafter referred to as Holland & Knight or the law firm, in
connection with his withdrawal as a partner; (2) the
characterization (capital gain or return of basis) of $32,721
that petitioner received fromHolland & Knight for his capital
account; and (3) whether petitioners are liable for the section
6662(a) accuracy-rel ated penalty.

Petitioners did not include in inconme, either as capital
gain or ordinary income, any of the approximtely $112, 721
petitioner received fromHolland & Knight in 2005 (the $80, 000 of
Schedul e C Benefits and the $32,721 for petitioner’s capital
account). Petitioners now agree that the $80, 000 petitioner
received from Hol |l and & Kni ght in 2005 designated as Schedule C
Benefits should have been included in incone. However, the
parties disagree as to the characterization of the Schedule C
Benefits. Petitioners contend the Schedule C Benefits were | ong-
termcapital gain inconme, whereas respondent contends these
anounts were ordinary incone.

The statutory notice of deficiency issued to petitioners on
February 19, 2008, did not include an adjustnent relating to the
$32, 721 petitioner received fromHolland & Knight in 2005 for his
capital account. As a result of information discovered during

the di scovery and stipul ati on processes, respondent filed an
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Amendnent to Answer requesting an increased deficiency on the
basis that all or nost of the $32,721 petitioner received from
Hol l and & Knight in 2005 for his capital account shoul d have been
reported as long-termcapital gain. Petitioners contend that al
of the $32,721 is a return of petitioner’s basis in Holland &

Kni ght and therefore is not taxable.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code (Code) in effect for 2005, all Rule
references are to the Tax Court Rules of Practice and Procedure,
and all dollar anpbunts are rounded to the nearest dollar.

Backgr ound

We adopt as findings of fact all statenments contained in the
stipulation of facts and supplenental stipulation of facts. The
stipulation of facts, supplenental stipulation of facts, and
exhibits attached thereto are incorporated herein by this
reference. Petitioners resided in Florida when they filed their
petition. Kathryn W Wallis is a party hereto as a consequence
of filing a joint return with Donald W Wallis.

Petitioner has been a practicing tax |awer for
approximately 35 years and is a nenber of the bar of this Court.
On August 1, 1989, petitioner joined Holland & Knight as a C ass
C partner in its Jacksonville, Florida, office. Upon joining the
law firm petitioner and Holland & Knight entered into a

Menor andum of Agreenment which governed their relationship.
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At all relevant tines, Holland & Knight had three cl asses of
partners.

(1) dass A (Cass Apartners are not expected to spend
full time in the practice of law and are not required to
contribute to the capital of the firm

(2) dass B Cass B partners are expected to spend ful
time in the practice of law and in the discharge of other
responsibilities on behalf of the firm They are the principal
partners in the firm There are two categories of Class B
partners; nanmely, Class B (Capital) partners and Class B
(noncapital) partners. Class B (Capital) partners are the equity
partners, whereas, Class B (noncapital) partners have no equity
or ownership interest in the law firm

(3) dass C Cass Cpartners are affiliated with the |aw
firmon a nonownership basis and are not required to contribute
to the firms capital. As a general rule, the professional
experience of a Class C partner exceeds that of an associ ate.
Class C partners may receive financial data generally avail able
to partners, sign checks, attend partnership neetings as
nonvoting participants, and represent to others that they are
partners.

In addition, the managing partner of the law firm can bestow

the honorary title “partner enmeritus” on certain forner
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partners of the law firm A partner eneritus has no rights or
obligations as a partner in the law firm

On January 1, 1991, petitioner becane a Class B (Capital)
partner. Petitioner and Holland & Knight did not enter into a
new bil ateral agreenent. |Instead, petitioner’s new partnership
status was governed by the Holland & Kni ght Partnership Agreenent
(hereinafter referred to as the Partnership Agreenent).

As a Class B (Capital) partner, petitioner received 50
“Schedul e C Units” each year.! Each Schedule C Unit had a stated
val ue of $300, so that the units yearly awarded to each Class B
(Capital) partner, including petitioner, had an aggregate val ue
of $15,000. The granting of Schedule C Units each year was a
benefit or entitlenent awarded to each Class B (Capital) partner
per capita. The amount and the award of the Schedule C Unit
benefits were determned without regard to the profits of the | aw
firm Further, the dollar value of Schedule C Units was not
reserved or otherw se set aside by the lawfirm |If a partner
voluntarily left the law firm he generally forfeited the val ue
of his Schedule C Units. The awarding of Schedule C Units was
di sconti nued in 2002.

Par agraph 27.01 of the Partnership Agreenent provided that

upon attaining age 68, a Class B (Capital) partner was entitled

The term “Schedule C Unit” has no nmeani ng or significance
outside the context of the Partnership Agreenent.
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to receive the value of his interest in the partnership,
consisting of the sumof (1) the anount of his capital account
(as disclosed in the firms books and records) as of the fiscal
year in which he reached age 68, and (2) the value of his
Schedule C Units. Paynment of this sumwas to begin 3 nonths
after the first day of the fiscal year following the partner’s
68t h birthday.

Wile a Class B (Capital) partner, petitioner made al
required contributions to the capital of Holland & Knight.?2
Petitioner’s capital obligation fluctuated as the anount of his
annual distributive share of the law firm s profits fluctuated.
The law firm prepared, and provided petitioner with, an annual
statenment reflecting the amount of his capital contribution
obligation. Petitioner also received quarterly statenents
reflecting deposits made to, withdrawal s made from i nterest
accrued on, and the current balance of, his capital account.

As of January 1, 2003, petitioner ceased to be a Cass B
(Capital) partner, and his status reverted to C ass C partner.
As part of that conversion, petitioner and Holl and & Kni ght
entered into a Cass C Partner Agreenent which nodified the

Partnership Agreement as it affected the rights and

2Pursuant to the Partnership Agreenent, Cass B (Capital)
partners were required to contribute capital to, and maintain a
capital account with, Holland & Knight in an anount determ ned by
its managi ng partner.
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responsibilities of petitioner vis-a-vis Holland & Kni ght.
Attached to the Cass C Partner Agreenent was a schedul e, dated
March 7, 2003, show ng petitioner’s capital account bal ance to be
$98, 162.

On March 19, 2003, petitioner withdrew as a C ass C partner,
and he ceased performng services for the lawfirm Upon his
wi t hdrawal petitioner received a docunent fromthe law firm
entitled “Wthdrawal Benefits Analysis” (the benefits due
schedul e) show ng the anobunts owed him by Holland & Kni ght and
t he dates paynents were to be nmade. The benefits due schedul e
reflected petitioner’s partnership interest to be $338, 162, of
whi ch $98, 162 was desi gnated as Schedul e B Regul ar Capital and
$240, 000 as Schedule C Wthdrawal Benefits.® The docunent
schedul ed the anmounts to be paid to petitioner into 12 paynents
of approximately $28, 180 each, of which approximately $8, 180 was
deened a distribution of capital and $20,000 as a Schedule C Unit
payment .

From 1991 until the date petitioner withdrew fromHoll and &
Kni ght, petitioner annually received fromthe law firma Schedul e
K-1 (Form 1065), Partner’'s Share of |ncone, Deductions, Credits,

etc., on which was reported petitioner’s capital contributions

3Sec. 6(a) of the Cass C Partner Agreenent defined the
val ue of petitioner’s capital account and Schedule C Units as the
anmount reflected on Schedule No. 1 to the C ass C Partner
Agr eenent .
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during the year, petitioner’s distributive share of the | aw
firms profits, petitioner’s share of the law firm s tax-exenpt
i ncone, and the anmount of petitioner’s w thdrawals and
di stributions. Copies of the Schedules K-1 were submtted by the
law firmto the Internal Revenue Service.

Petitioner’s Schedules K-1 reported the foll ow ng
i nformati on:

(1) petitioner’s contributions to Holland & Knight from 1991
t hrough 2003 total ed $111, 756;

(2) petitioner’s share of the taxable income of Holland &
Kni ght from 1991 to 2003 total ed $2, 780, 394; *

(3) petitioner’s share of the tax-exenpt inconme of Holland &
Kni ght from 1991 to 2003 total ed $422;

(4) distributions petitioner received from Holland & Kni ght
from 1991 to 2003 total ed $2, 892, 173.
On the basis of these Schedul es K-1, respondent determ ned that
(1) petitioner received $111, 357 of distributions in excess of
t he anobunt of his share of Holland & Knight’s taxable and tax-

exenpt incone, and (2) petitioner’s basis in Holland & Knight as

“Qur review of petitioner’s Schedul es K-1 indicates that
petitioner’s share of the taxable incone of Holland & Knight from
1991 to 2003 totaled $2,779, 764. Nonet hel ess, we use the
$2, 780, 394 anount (as determ ned by respondent) because the use
of that anmount is nore beneficial to petitioner since it provides
himwith additional basis to offset the paynents received in
respect of his capital account.
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of March 19, 2003 (the date he withdrew fromthe law firm, was
$399.

The Schedule K-1 for 2002 reports petitioner’s capital
account at the end of that year to be $10, 758, which is the sane
anount as reported on the Schedule K-1 for 2003 as petitioner’s
capi tal account for the beginning of that year.

After his withdrawal from Holland & Kni ght, petitioner’s
financial relationship with the |aw firmwas governed by the | aw
firms Partnership Agreenent and C ass C Partner Agreenent.

Section 6 of the Class C Partner Agreenent governed the
paynments to be nmade to petitioner with respect to his capital
account and his Schedule C Benefits. Section 6(b) of the
Part nershi p Agreement provided that with respect to the paynent
of petitioner’s capital account:

Until the first paynment of the Capital Anpbunt has been
made, WALLIS shall earn, and Holland & Kni ght shall pay,
interest on the Capital Anpbunt (to the sanme extent payable
to Class B (Capital) partners) in accordance with the
policy established by the Managi ng Partner pursuant to the
Partnershi p Agreement. Except in the event of his earlier
death, disability, expulsion or withdrawal fromthe firm
in which event paynent of his Capital Account will be made
in accordance with procedures identical to those applicable
to Class B (Capital) partners pursuant to paragraph 27.05
of the Partnership Agreenent, WALLIS hereby wai ves any
right to receive paynent of his Capital Account until after
Decenber 31, 2003. After Decenber 31, 2003, WALLIS shal

be entitled to withdraw the Capital Amount at any tinme on
at least thirty (30) [sic] advance witten notice to
Hol l and & Knight. The Capital Anmount shall be paid in

twel ve equal quarterly installnments, with the first

i nstal |l ment being payable on the first day of the cal endar
gquarter imediately follow ng the date of the notice
provided in the precedi ng sentence.
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Section 6(c) of the Partnership Agreenent provided that
with respect to the paynent of the value of petitioner’s
Schedul e C Units:

Payment of the Schedul e C amount shall be nade by Holl and &

Kni ght to WALLIS, or to his estate, on his death, his

disability, or his expulsion or withdrawal from Holland &

Kni ght and otherw se in accordance with the procedures

identical to those applicable to Class B (Capital) partners

pursuant to paragraph 27.05 of the Partnership Agreenent.

Par agraph 27.05 of the Partnership Agreenent provided for
the foll ow ng paynents to be nmade to a partner who w thdrew from
the partnership: Subject to certain limtations, one-twelfth of
the total due the retiring partner was to be nmade within 3
nmonths after the partner’s w thdrawal and one-twelfth every 3
mont hs thereafter until the full sumis paid. Paragraph 27.04
of the Partnership Agreenent stated that “Paynment will not
additionally be nade for goodwi ||, trade or firm name, contract
and retainer value, work in progress, accounts receivabl e,
accrual s, or other tangible or intangible assets of the firm?”
Par agraph 27.03 of the Partnership Agreenent stated that *For
t he purposes of the foregoing conputation [the paynent of a
W thdrawi ng partner’s interest], the books of the firmwll be
accepted as correct. The Managing Partner shall certify the

conputation, and the certified conputation is binding and

concl usi ve.”



- 11 -
Pursuant to the aforenentioned provisions, Holland & Kni ght
made paynents to petitioner and recorded themin a second

w t hdrawal benefits analysis (the benefits paid schedule), as

foll ows:

Less Pay to
Paynent Dat e Capi t al Sch. C Recei vable Donald Wallis
June 19, 2003 $8, 180 $20, 000 (%8, 180) $20, 000
Sept. 19, 2003 8, 180 20, 000 (8,180) 20, 000
Dec. 19, 2003 8, 180 20, 000 (1, 044) 27,136
Mar. 19, 2004 8, 180 20, 000 -0- 28, 180
June 19, 2004 8, 180 20, 000 -0- 28, 180
Sept. 19, 2004 8, 180 20, 000 -0- 28, 180
Dec. 19, 2004 8, 180 20, 000 -0- 28, 180
Mar. 19, 2005 8, 180 20, 000 -0- 28, 180
June 19, 2005 8, 180 20, 000 -0- 28, 180
Sept. 19, 2005 8, 180 20, 000 -0- 28, 180
Dec. 19, 2005 8, 180 20, 000 -0- 28, 180
Mar. 19, 2006 8, 180 20, 000 -0- 28, 180

Petitioner received the paynents set forth in the colum
“Pay to Donald Wallis” on or about the date stated in the col um
| abel ed “Paynent Date”. After March 19, 2003, petitioner
performed no services for the law firm and received only those
paynents described in the benefits paid schedul e.

In 2005 petitioner received paynent for his Schedule C
Units totaling $80,000. Because the Schedule C Units were
forfeitable, Holland and Knight did not treat the award of the
Schedule C Units as incone in the year they were awarded.
| nstead, Holland & Kni ght considered the Schedul e C anpbunts as
addi ti onal conpensation to the recipient partner in the year the

anount was pai d.
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In 2005 Holl and & Knight issued to petitioner, and filed
wi th respondent, a Form 1099-M SC, M scel | aneous | ncone,
reporting $80, 000 as nonenpl oyee conpensation, the amount it
consi dered as paynent for petitioner’s Schedule C Units.
Hol | and & Kni ght deducted this anmount as nonenpl oyee
conpensation in 2005.°

Hol | and & Kni ght paid petitioner $32,721 with respect to
his capital account in 2005. Holland & Knight did not deduct
t hi s anmbunt as nonenpl oyee conpensation in 2005.

Petitioners did not include in inconme any of the paynents
described in the benefits due schedule or the benefits paid
schedule. On Septenber 10, 2007, respondent sent petitioners a
CP 2000 notice stating that petitioners’ Form 1040, U.S.
| ndi vi dual | ncone Tax Return, for year 2005 did not match the
i ncome and paynent information that respondent had on file and
proposi ng several changes to petitioners’ taxes. Petitioner
replied that he disagreed with respondent’s proposed changes,
stating:

| did, indeed, receive during the tax year in question
paynments totaling the anmount reported to the IRS by Holl and

°I'n 2003 Hol l and & Kni ght issued and filed a Form 1099-M SC
reporting $60, 0000 of nonenpl oyee conpensation, the anount Hol |l and
& Kni ght considered to be paynents during 2003 for petitioner’s
Schedule C Units. Holland & Knight issued a Form 1099-M SC in
2004 reporting $80, 000 of nonenpl oyee conpensation and a Form
1099-M SC in 2006 reporting $20, 000 of nonenpl oyee conpensation
representing paynents for petitioner’s Schedule C Units for those
years.
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& Knight, LLP. However, the reporting of these paynents by

Hol | and & Kni ght, LLP on Form 1099-M SC and t he

characterization of these paynents as “non-enpl oyee

conpensation” were inaccurate. |Instead, these paynents are
accurately characterized as, and should have been reported
as, cash distributions by a partnership to a w thdraw ng
partner in conplete |iquidation of his partnership
interest. Under the circunstances, none of these paynents
constituted i ncone, and none of these paynents is required
to be included in income on ny tax return for the tax year

i n question.

As stated supra p. 2, petitioners now concede that they
shoul d have reported on their tax return for 2005 the $80, 000
petitioner received for his Schedule C Units and the $32, 721
petitioner received with respect to his capital account.

However, as stated supra p. 2, petitioners contend the $80, 000
shoul d be characterized and taxed as |ong-term capital gain,
wher eas respondent contends the $80, 000 should be characterized
and taxed as ordinary incone.

Additionally, petitioners and respondent disagree as to the
anount of petitioner’s basis in Holland & Knight. Petitioners
contend that petitioner’s basis in Holland & Knight as of March
19, 2003, was $98,162, which is the sane anpunt stated as the
anount of petitioner’s partnership capital account in both the
schedul e attached to the Cass C Partner Agreenent, see supra p.
7, and the benefits due schedule, see supra p. 7. |In contrast,

respondent maintains that petitioner’s capital account bal ance

inthe law firmwas $10, 758 as of January 1, 2003, and that
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petitioner’s basis in Holland & Knight as of March 19, 2003, was
approxi mately $399. See supra pp. 8-9.

Di scussi on

Characterization of the Amount Paid for the Schedule C
Uni t s©

Paynents nade by a partnership in liquidation of the
interest of a retired partner are governed by section 736,7
whi ch di vides such paynments into three categories; nanely: (1)
Those representing the recipient’s distributive share of
partnership incone, sec. 736(a)(1); (2) those deened to be
guar ant eed paynents, sec. 736(a)(2); and (3) those in exchange
for the partner’s interest in partnership property, sec.
736(b).8 If the paynents are considered to represent a
di stributive share of partnership incone or deened to be
guar ant eed paynents, then the anount of the paynents received is

taxed to the recipient as ordinary incone. On the other hand,

SPetitioners assert respondent bears the burden of proof
with respect to this issue. W need not, and do not, address
petitioners’ assertion because our conclusion with respect to
this issue does not turn on who bears the burden of proof.

'Nei ther party asserts that the transaction giving rise to
the paynent to petitioner constituted a sale or exchange of an
interest in a partnership wwthin the purview of sec. 741.

8For purposes of sec. 736(b), if capital is not a materi al
i ncome- producing factor for the partnership and the retiring
partner was a general partner, paynents in exchange for an
interest in partnership property do not include (A) unrealized
recei vables or (B) goodwi|ll, except to the extent that the
partnership agreenent provides for a paynent with respect to
goodwi I I . Sec. 736(b)(2).
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if the paynents are considered to be in exchange for partnership
property, then the anount received in excess of the adjusted
basis of the withdrawing partner’s partnership interest is taxed
as capital gain. W find and hold that the paynents for
petitioner’s Schedule C Units are guaranteed paynents.

The record reveals that each partner received the sane
nunber (50) of Schedule C Units each year for services rendered
to the law firmregardl ess of the size of the partner’s
partnership interest in Holland & Knight and wi thout regard to
the incone of the law firm The Schedule C Units were not
treated as part of the partners’ respective shares of
partnership incone or partnership property and were not
reflected in the partners’ respective capital accounts.

Further, the law firmdid not establish a reserve or any other
account to reflect the value of the Schedule C Units. Finally,
the Partnership Agreenent states that a partner would receive
the value of his Schedule C Units within 3 nonths after the
first day of the fiscal year followng the partner’s 68th

bi rt hday.

It appears to us that Holland & Knight's creation of the
Schedule C Units programwas a neans by which the law firm

provided retirenment benefits to its equity partners, since after
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Decenber 31, 1991, the law firmhad no retirenent plan as such.?®
The value of the Schedule C Units provided the neasurenent for
the retirenment anmounts to be paid to each of the law firms
equity partners, and the source of paynent of those anobunts was
the future revenues of the law firm

We have previously held that retirenment paynents paid to a
w t hdrawi ng partner as part of the liquidation of his
partnership interest under section 736 are guaranteed paynents.

Sl oan v. Conmi ssioner, T.C. Menp. 1981-641. In Sloan, we had to

determ ne the proper characterization of paynents to a retiring
doctor/partner after the nedical partnership dissol ved.

The partnership agreenent that governed the three partners
provided that if one of the partners retired, he would be paid
(1) the equity in his capital account, and (2) a sum (the
addi ti onal anount) equal to one-twelfth of the gross annual

i nconme during the 12 nonths next preceding the date of his

wi thdrawal . The retiring partner had the option to elect to
receive the additional amount either in a lunp sumor over a
period of 12 nmonths or less. The partnership agreenent further
provi ded that the partner had to conpletely retire fromthe

practice of nmedicine to be eligible for the additional anount.

°The historical note to para. 32 of the Partnership
Agreenent states that the law firmdi scontinued its retirenent
pl an as of Jan. 1, 1992.
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Because of di sagreenents between the partners, the
partnership ultimtely dissolved, with one partner opting to
retire and the two other partners opting to establish a new
partnership. The three forner partners entered into a
partnership term nation agreenent, which provided that in
addition to dividing the partnership assets the retiring partner
woul d receive $2,000 a nonth as retirenent pay over a period of
18 nmonths. W determned that (1) a liquidation of the retiring
partner’s interest had occurred, and (2) the $2,000-a-nonth
paynments were guaranteed paynents pursuant to section 736(a)(2).

Qur conclusion in Sloan is consistent with the
Comm ssioner’s treatnent of simlar paynents. In Rev. Rul. 75-
154, 175-1 C. B. 186, the Conm ssioner determ ned that periodic
paynments made in satisfaction of a partnership liability to a
previously retired partner, in addition to anmounts previously
paid to the retired partner for his interest in partnership
property, were guaranteed paynents because they were determ ned
w thout regard to the incone of the partnership.

We are also mndful that section 1.707-1(c), Inconme Tax
Regs., provides:

Paynents nade by a partnership to a partner for services or

for the use of capital are considered as nade to a person

who is not a partner, to the extent such paynents are
determ ned wthout regard to the inconme of the partnership.

However, a partner mnust include such paynents as ordinary

income for his taxable year wwthin or with which ends the
partnership taxable year in which the partnership deducted
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such paynents as paid or accrued under its nethod of
accounting. * * *

Petitioners contend that the paynments for petitioner’s
Schedule C Units were nmade in exchange for his interest in
Hol | and & Kni ght and therefore the paynents shoul d be consi dered
as a distribution as that termis used in section 736(b)(1).
Petitioners base their position on paragraph 27.01 of the
Partnershi p Agreenent, which states that with respect to a
wi thdrawn Class B (Capital) partner the value of the partner’s
interest inthe firmis the sumof his capital account and his
Schedul e C anpbunt. Continuing, petitioners nmaintain that section
1.736-1(b) (1), Income Tax Regs., provides that “Generally, the
val uation placed by the partners upon a partner’s interest in
partnership property in an armis length agreenent wll be
regarded as correct.” Finally, petitioners posit that since the
val uation set forth in the Partnership Agreenent reflects the
“val uation placed by the partners” in Holland & Knight, the
val uation of petitioner’s partnership interest nust be regarded
as correct and therefore the paynents are for partnership
property. W do not subscribe to petitioners’ contention.

Par agraph 27.01 of the Partnership Agreenent does not define
petitioner’s Schedule C Units as partnership property. Moreover,
section 736 nmakes clear that paynents for a partner’s interest in
a partnership may be made up of distributions for partnership

property as well as guaranteed paynents. In this regard, section
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1.736-1(a)(2), Income Tax Regs., provides, in part, that the
anounts paid to a wthdrawi ng partner may represent several itens
and the paynents nust be all ocated between paynents for the val ue
of the wwthdrawing partner’s interest in assets, except
unrealized receivabl es and, generally, goodw I, sec. 736(b), and
ot her paynents, sec. 736(a). As provided in the Partnership
Agreenent, Holland & Knight allocated the paynents to petitioner
bet ween petitioner’s capital account and the value of his
Schedule C Units.

1. Characterization of Petitioner’'s 2005 Capital Account
Di stribution

Respondent i ncluded an adjustnent to petitioner’s 2005
i nconme for the $32,721 capital account distribution for the first
time in his Arended Answer. Consequently, respondent concedes
t hat he bears the burden of proof with respect to this

adjustnent. See Rule 142(a)(1); Achiro v. Conmm ssioner, 77 T.C

881, 889 (1981); Beck Chem Equip. Corp. v. Conm ssioner, 27 T.C

840, 856 (1957). That the parties submtted this case fully
stipul ated under Rule 122 does not affect which party has the
burden of proof or the effect of a failure of proof. See Rule

122(b); Borchers v. Comm ssioner, 95 T.C. 82, 91 (1990), affd.

943 F.2d 22 (8th GCr. 1991).
Both parties agree that petitioner’s capital account
paynments are distributions of partnership property to a

wi t hdrawi ng partner and are governed by the provisions of section
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736(b). Section 731(a)(1l), governing the recognition of gain or
| oss on partnership distributions, provides, in part, that gain
i's not recognized to the recipient partner except to the extent
of any noney distributed in excess of the adjusted basis of the
partner’s interest in the partnership i medi ately before the
distribution. 1In this regard, a liquidating partner generally
does not recognize gain on |iquidating paynments paid over a
period of tinme until the aggregate anount of the paynents exceeds
the partner’s basis in the partnership interest.?

Section 705(a) provides, in part, that a partner’s adjusted
basis in a partnership is the basis of the interest determ ned
under section 722 (relating to contributions to a partnership) or
section 742 (relating to transfers of partnership interests)

i ncreased by the sumof the partner’s distributive share of

i ncone (taxable and tax exenpt) of the partnership for the

t axabl e year and prior taxable years (as determ ned pursuant to
section 703(a)) and decreased by distributions by the partnership
as provided in section 733.

Section 722 provides that the basis of an interest in a
partnership acquired by a contribution of property, including

noney, to the partnership shall be the anobunt of any noney and

PHowever, if the paynents are fixed in anmobunt the partner
may elect to prorate his adjusted basis anong the paynents and
recogni ze gain or |l oss on receipt of each paynent. See sec.
1.736-1(b)(6), Incone Tax Regs.
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the adjusted basis of other property to the contributing partner
at the time of contribution, increased by the anount of any gain
recogni zed under section 721(b) to the contributing partner at
the tinme of contribution.

Bot h respondent and petitioners rely on their respective
cal cul ations of petitioner’s capital account in Holland & Knight
in determning petitioner’s basis in the law firm But the
parties differ as to the anount of petitioner’s capital
account. ! W nust resolve this dispute using only the facts
that were stipul at ed.

Respondent contends that the $32,721 capital account paynent
to petitioner should have been reported as | ong-term capital
gain.'?2 To support his contention, respondent introduced
petitioner’s Schedules K-1 for years 1991 through 2003. Relying
on the capital account information provided in ItemJ on the
Schedul es K-1 reported by Holland & Kni ght, respondent cal cul ated
that petitioner made a total capital contribution of $111,756 to
the law firm that his distributive share of Holland & Knight’s
i ncome from 1991- 2003 aggregated $2, 780, 394, that his share of

Hol | and & Kni ght’ s tax-exenpt inconme was approxi mately $422, and

“As a partner in a service partnership, the anmount of
petitioner’s capital account and the anount of petitioner’s basis
in Holland & Knight in general should be the sane.

2Under respondent’s position, petitioner would have
exhausted his $399 basis in his capital account in 2003.
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that he received distributions totaling $2,892,173 from 1991
t hrough 2003. Thus, respondent concluded that petitioner’s
capital account when he left Holland & Knight in 2003 was $399.

In contrast, petitioner maintains that his basis in Holland
& Kni ght on January 1, 2005, was in excess of the $32,721 he
received. To support their position, petitioners rely on several
schedul es created by Holland & Knight in the regular course of
its business. The first schedule, attached to the Cass C
Part ner Agreenent, shows the value of petitioner’s capital
account to be $98, 162 on the date petitioner ceased to be a C ass
B (Capital) partner and becane a Class C nonequity partner. 1In
addition, the benefits due schedul e, discussed supra p. 7, showed
that petitioner’s capital account on March 19, 2003, the date of
petitioner’s withdrawal fromthe law firm was $98, 162. Further,
the benefits paid schedul e, discussed supra p. 11, showed that
petitioner’s capital account was $98, 162 before the distributions
began and that as of March 19, 2005 (the date of the first
distribution in 2005), petitioner’s capital account was
approxi mat el y $40, 900.

We are therefore confronted by two sets of capital account
cal cul ations both created by Holland & Knight in the regular
course of its business. On the one hand, the Schedul es K-1
relied upon by respondent were reported by the law firmto

respondent in conpliance with the tax reporting requirenments of
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section 6031. On the other hand, the schedules relied upon by
petitioner were created by Holland & Knight to track petitioner’s
capital account and, ultimately, to determne the law firms
paynments to petitioner in liquidation of his interest in the
partnership. Holland & Knight had an interest in accurately
cal cul ating the amunts that were entered on both the Schedul es
K-1 (to conply with the reporting requirements of the Code) and
t he schedul es provided to petitioner (to ensure that petitioner
was given the proper anount for his interest in the partnership).

Respondent has the burden of proof with respect to
establishing (1) petitioner’s basis in his partnership property,
and (2) the paynents in liquidation of his capital account
exceeded that basis. Petitioner established a reasonabl e basis
for us to determ ne that his 2005 capital account paynents did
not exceed his basis in his partnership property. Respondent did
not address petitioner’s evidence on brief and has not given us
any reason to believe his calculation is nore reliable than that
of petitioner. Consequently, on the basis of the record before
us, we conclude that there was no preponderance of evidence to
support respondent’s position and that respondent failed to carry
hi s burden of establishing that the paynents in Iiquidation of
petitioner’s partnership property exceeded his basis. Hence, we

find in favor of petitioner with respect to this issue.
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[11. Section 6662(a) Accuracy-Related Penalty

Section 6662(a) inposes a 20-percent penalty on the portion
of an underpaynent of tax attributable to, inter alia, a
substantial understatenment of incone tax, as provided in section
6662(b)(2), or negligence or disregard of rules or regul ations,
as provided in section 6662(b)(1). An understatenent is equal to
the excess of the anmount of tax required to be shown in the tax
return over the anmount of tax shown in the return. Sec.
6662(d)(2)(A). The understatenent for an individual is
substantial if it exceeds the greater of 10 percent of the tax
required to be shown or $5,000. Sec. 6662(d)(1)(A). Negligence
is the lack of due care or failure to do what a reasonabl e and
ordinarily prudent person would do under the circunstances. Jean

Baptiste v. Comm ssioner, T.C. Mnp. 1999-96.

Section 7491(c) provides that the Conm ssioner has the
burden of production with respect to penalties and nust cone
forward with sufficient evidence indicating it is appropriate to

i npose penalties. Higbee v. Conm ssioner, 116 T.C 438, 446

(2001). Once the Comm ssioner has nmet his burden of production,

t he burden of proof remains on the taxpayer, including the burden
of proving that the penalties are inappropriate because of
reasonabl e cause or substantial authority. 1d. at 446-447. Wth

respect to the paynents for petitioner’s Schedule C Units,
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respondent’ s burden of production is nmet by petitioners’
concession that they failed to report these paynents.

Section 6662(a) penalties are inapplicable to the extent the
t axpayer had reasonabl e cause and acted in good faith. Sec.
6664(c)(1). “CGrcunstances that may indi cate reasonabl e cause
and good faith include an honest m sunderstanding of fact or |aw
that is reasonable in light of all of the facts and
ci rcunst ances, including the experience, knowl edge, and education
of the taxpayer.” Sec. 1.6664-4(b)(1), Income Tax Regs.
Cenerally, the nost inportant factor is the extent of the
t axpayer’s efforts to assess the proper tax liability. [d. An
honest m sunderstanding of fact or law that is reasonable in the
light of the taxpayer’s experience, know edge, and educati on may

i ndi cat e reasonabl e cause and good faith. Halby v. Conm ssioner,

T.C. Meno. 2009-204; Reny v. Comm ssioner, T.C. Meno. 1997-72.

Respondent determ ned that petitioners are liable for a
section 6662(a) accuracy-related penalty for 2005 with respect to
their failure to report the anmounts received for petitioner’s
Schedule C Units and capital account. Petitioners assert that
their failure to report the $80,000 of paynents for petitioner’s
Schedule C Units in 2005 was reasonabl e because Hol | and & Kni ght
incorrectly reported these paynents as nonenpl oyee conpensati on
on Form 1099-M SC i nstead of reporting it as a distribution on

Schedul e K-1. Petitioners naintain that it was reasonabl e for
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themto not report the $80,000 on their 2005 Federal incone tax
return since they “could not possibly report the receipt of the
paynments both correctly and also in a manner that was consi stent
with the reporting” by Holland & Knight. W find this argunent
unper suasi ve.

Prelimnarily, we note petitioners’ argunent is circular.
In any event, the Code provides a nmechani sm whereby a partner may
report an itemof income inconsistently with the manner in which
the partnership reports the itemon its own return, so |long as
the partner provides a statenent reporting that inconsistent
treatnent to the Secretary. See sec. 6222(b)(1)(B); sec.
301.6222(b)-1(a), Proced. & Admin. Regs.!'®* The Schedule K-1
instructions require the partner to file Form 8082, Notice of
| nconsi stent Treatnent or Adm nistrative Adjustnent Request
(AAR), in order to notify the Comm ssioner of the inconsistent
treatnent. A partner is subject to the section 6662(a) accuracy-
related penalty if he fails to conply with this requirenment. See

sec. 6222(d); Blonien v. Conm ssioner, 118 T.C 541, 550 n.5

(2002). Petitioner, as a tax attorney of |ong standing, should
be famliar with this nechanism To sinply not report the incone
i's not reasonabl e and does not show good faith. W therefore

find the section 6662(a) accuracy related penalty is applicable

3petitioners do not argue they received information from
Hol | and & Kni ght inconsistent wwth the partnership return.
Therefore sec. 6222(b)(2) does not apply.
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with respect to petitioner’s failure to report the $80, 000 of
paynments for petitioners’ Schedule C Units.

Wth respect to petitioner’s capital account paynents,
respondent did not establish that a deficiency exists. Hence,
the section 6662(a) penalty is not applicable with respect to
t hose paynents.

To reflect the foregoing,

Deci sion will be entered

for respondent in the amounts

set forth in the notice of

defi ci ency.




