7 T.C. 519 (1946)

Payments made by a partnership to a deceased partner’s estate, representing a
share of past earnings, are treated as the acquisition of a receivable, requiring the
partnership to account for income as fees are collected in the future, rather than as
a current deduction.

Summary

The Wilkins case addresses the tax implications of payments made by a law
partnership to the estate of a deceased partner. The partnership agreement
stipulated that the estate would receive a payment based on the deceased partner’s
share of profits from the two years preceding death. The Tax Court ruled that these
payments were not a distributive share of partnership income to the estate, nor
were they fully deductible by the surviving partners in the year paid. Instead, the
court characterized the payment as the acquisition of a receivable, requiring the
partnership to recognize income as the fees related to the deceased partner’s past
services were collected.

Facts

Raymond S. Wilkins was a partner in a law firm. The partnership agreement stated
that upon a partner’s death, the estate would receive a payment equivalent to a
percentage of the net profits distributed during the two years prior to death. Partner
Francis V. Barstow died in 1941, and the firm paid his estate $10,587.46 according
to the agreement. The firm’s income was primarily from personal services, with
minimal capital assets and no valuation for goodwill. The partners understood that
upon death or retirement, a partner or their estate was only entitled to their share of
earned but uncollected fees. The IRS treated the payment to Barstow’s estate as a
purchase of his interest, increasing Wilkins’ taxable income.

Procedural History

The Commissioner of Internal Revenue assessed a deficiency against Raymond S.
Wilkins, arguing that his share of partnership income should be increased due to
payments made to the deceased partner’s estate. Wilkins challenged this assessment
in the Tax Court.

Issue(s)

Whether payments made by a partnership to the estate of a deceased partner,
calculated based on past profits, constitute a deductible expense for the surviving
partners or a capital expenditure representing the acquisition of the right to future
income.

Holding
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No, because the payments represent the acquisition of the right to collect future
fees in which the deceased partner had an interest, akin to purchasing a receivable.
The surviving partners can only recognize income to the extent the collected fees
exceed the portion of the payment allocated to those fees.

Court’s Reasoning

The Tax Court distinguished this case from W. Frank Carter, where payments to a
deceased partner’s estate were deemed a purchase of the deceased’s interest in the
firm. Here, the court found the payments were essentially for the right to collect
future fees related to the deceased partner’s past services. The court emphasized
that the partnership agreement did not intend for the estate to become a partner in
the continuing firm, nor did it grant the estate a distributive share of partnership
income. The court reasoned that allowing a full deduction in the year of payment
would distort the partnership’s income if the fees were not collected within that
year. The court stated, “In substance, under the partnership agreement and by
virtue of the payment made, the surviving partners acquired from the decedent or
his estate the right to collect in future years when due, and keep as their own, fees
in which the decedent had an interest. For practical purposes it was equivalent to
the acquisition of a receivable for a cash consideration.”

Practical Implications

The Wilkins decision provides guidance on the tax treatment of payments to
deceased partners’ estates, especially in service-based businesses like law firms. It
clarifies that such payments are not automatically deductible. Instead, they are
treated as capital outlays for acquiring the right to future income. This means
partnerships must carefully track the collection of fees related to the deceased
partner’s past work and recognize income only to the extent those collections
exceed the allocated cost of acquiring that right. Later cases and IRS guidance have
built upon this principle, emphasizing the need for a clear connection between the
payments and the acquisition of a specific income stream. This ruling impacts how
partnerships structure their agreements and account for payments to retiring or
deceased partners to optimize tax outcomes.
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