Ewing v. Commissioner, 5 T.C. 622 (1945)

A partnership for income tax purposes requires a genuine intent to form a
partnership, with shared control, capital contribution, and active participation by all
partners.

Summary

The Tax Court addressed whether Fred W. Ewing and his wife operated a bona fide
partnership in 1940 concerning a road building and construction equipment
business. The Commissioner argued that no valid partnership existed and that all
income should be taxed to Fred individually. The court agreed with the
Commissioner, finding that Fred’s wife did not actively participate in the business,
lacked relevant business knowledge, and her contributions were more akin to loans.
The court also disallowed a capital loss deduction claimed on stock, finding it had
become worthless prior to the tax year in question.

Facts

Fred W. Ewing started a road building equipment business in 1932 and managed it
directly. His wife occasionally answered phones, helped with bookkeeping, and
accompanied him on equipment scouting trips. She also purportedly advised him on
significant financial decisions. The wife had provided $3,000 initially to Fred as a
loan to a subcontractor, who defaulted, leaving Fred with equipment as collateral,
effectively starting his business. Later, she paid insurance premiums for Fred, which
were not repaid. Fred claimed he gave his wife a 50% partnership interest in
exchange for these loans, though the business’s value far exceeded these amounts at
the time of the alleged partnership formation.

Procedural History

The Commissioner determined that no bona fide partnership existed and assessed a
deficiency against Fred W. Ewing for the entire income of the business. Ewing
petitioned the Tax Court for a redetermination of the deficiency. Regarding the
capital loss deduction, the parties agreed it would be decided based on evidence in a
related case, Baldwin Brothers Co., Docket No. 4404.

Issue(s)

1. Whether Fred W. Ewing and his wife operated a bona fide partnership in 1940 for
income tax purposes, concerning the road building and construction equipment
business.

2. Whether the petitioner is entitled to a long-term capital loss deduction for the
worthlessness of stock in the Clifton Building Co. in 1940.

Holding
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1. No, because Fred’s wife did not genuinely participate in the business’s
management, control, or possess relevant business expertise; her contributions were
more akin to personal loans.

2. No, because the stock became worthless prior to 1940, the year for which the
deduction was claimed.

Court’s Reasoning

The court reasoned that Fred managed and controlled the business from its
inception, provided all necessary knowledge and skills, and was solely responsible
for its earnings. The court emphasized the wife’s lack of business knowledge or
active participation, viewing her contributions as loans rather than capital
investments demonstrating a genuine partnership intent. The court cited Burnet v.
Leininger, emphasizing that a husband and wife agreement does not automatically
constitute a partnership for tax purposes. Regarding the capital loss, the court relied
on findings from the Baldwin Brothers Co. case, which concluded that the Clifton
Building Co. stock was worthless before 1940. The court stated, “We found on the
evidence adduced in that case that the stock of the Clifton Building Co. became
worthless long prior to 1940 and that no loss deduction for its taxable year ended
February 28, 1941, vas allowable to the Baldwin Brothers Co. as owner of the
stock.”

Practical Implications

This case highlights the importance of demonstrating genuine intent and active
participation in a business for a partnership to be recognized for tax purposes. It
clarifies that merely providing capital or occasional advice is insufficient to establish
a bona fide partnership. Legal practitioners should advise clients seeking
partnership status to ensure all partners actively participate in management,
contribute capital, and share in profits and losses. Later cases have used Ewing to
emphasize the need for objective evidence demonstrating a partnership beyond
spousal relationships. It serves as a reminder to scrutinize the economic realities of
family business arrangements to prevent tax avoidance.
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