T.C. Memo. 1949-188

A partnership can exist for tax purposes even if one partner contributes all the
capital, provided the other partner contributes vital services and the profit-sharing
ratio fairly compensates for the capital contribution.

Summary

The petitioner, Grace, contested the Commissioner’s determination that a portion of
business income paid to his brother, L.J. Grace, should be taxed to him, arguing it
was either the brother’s distributive share of partnership income or reasonable
compensation. The Tax Court held that a valid partnership existed because L.].
Grace provided essential services to the business, justifying his share of the profits,
despite not contributing capital. Alternatively, the court found the payment to L.].
Grace was reasonable compensation for his services. The court also addressed the
issue of community property income, finding that income should be prorated until
the date of the divorce decree, not the date of the property settlement agreement.

Facts

» Grace operated a business, and in 1941, agreed to pay his brother, L.]. Grace,
10% of net profits as compensation.

e In 1942, this arrangement continued, formalized in a partnership agreement
where Grace received 90% of profits, and his brother 10%.

» L.J. Grace managed shop personnel (50-75 employees), purchased supplies,
worked long hours, and supervised multiple shifts.

» Grace and his wife signed a property settlement agreement on April 5, 1943,
and divorced on June 14, 1943.

Procedural History

The Commissioner determined a deficiency in Grace’s income tax. Grace petitioned
the Tax Court for a redetermination. The Tax Court reviewed the Commissioner’s
decision, addressing the partnership issue and the community property income
issue.

Issue(s)

1. Whether a valid partnership existed between Grace and his brother, L.]J. Grace,
for tax purposes in 1942.

2. Whether the income from the business should be prorated up to the date of the
property settlement agreement or the date of the divorce decree for
community property purposes.

Holding

1. Yes, because L.]J. Grace performed vital services, and the 10% profit share was
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reasonable compensation for those services, despite his lack of capital
contribution.

2. The income should be prorated up to the date of the divorce decree because
the property settlement agreement was executory and contingent upon the
granting of the divorce.

Court’s Reasoning

The court reasoned that a partnership existed because L.]. Grace provided vital
services, including hiring/firing personnel, supervising employees, and purchasing
supplies. The 10% profit share was considered fair compensation for these services,
adequately accounting for Grace’s contribution of capital. The court distinguished
this case from cases where the family member provided no real services or capital.

Regarding the community property income, the court emphasized that the property
settlement agreement was executory and contingent upon a divorce being granted.
The court cited Texas law, noting that a husband and wife cannot change the status
of future community property to separate property merely by agreement prior to the
divorce. Therefore, the community was not dissolved until the divorce decree on
June 14, 1943. The court stated, “Neither party thereto intended that it be executed
unless and until a divorce should be granted, and nothing was in fact done under the
contract until after the divorce was granted.”

Practical Implications

This case clarifies the requirements for establishing a partnership for tax purposes
when capital contributions are unequal. It demonstrates that significant services can
substitute for capital in determining partnership status. The decision underscores
the importance of analyzing the specific roles and responsibilities of each partner. It
also illustrates that executory property settlement agreements, contingent upon
divorce, do not immediately dissolve community property status in Texas. The
income should be prorated until the actual date of the divorce. Legal practitioners
must carefully consider the nature of property settlement agreements and
applicable state law when determining the dissolution date of community property
for tax purposes. Future cases would analyze whether the services provided are
truly vital to the business’s operations and whether the compensation is
commensurate with those services.
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