Arundell v. Commissioner, 11 T.C. 907 (1948)

A family partnership is valid for income tax purposes if each member either invests
capital originating with them, substantially contributes to the control and
management of the business, performs vital additional services, or does all of these
things.

Summary

Arundell sought to recognize a family partnership consisting of himself, his wife, and
his son for income tax purposes. The Tax Court held that the son was a valid partner
due to the substantial services he provided. However, the wife’s contribution of
capital alone was insufficient to establish her as a partner in a business where
personal services were the primary income driver. The court reallocated income,
attributing a salary to Arundell for his services and a share to the son for his, with
the remaining profits divided based on capital contributions.

Facts

Prior to 1942, Arundell operated a successful railway repair parts business for 25
years.

His son began working in the office at age 15. In 1939, at age 19, the son left college
to work full-time in the business, learning various aspects of the operation under his
father’s guidance.

A written partnership agreement was executed on January 1, 1942, transferring a
one-fourth interest to the son.

The partnership agreement allocated a 25% interest to Arundell’s wife, funded by
her separate capital contribution of $3,750.

Procedural History

The Commissioner of Internal Revenue challenged the validity of the family
partnership for income tax purposes, arguing that the income was primarily
attributable to Arundell’s personal services.

The Tax Court reviewed the Commissioner’s determination.

Issue(s)

Whether the petitioner’s son qualified as a bona fide partner in the family
partnership for income tax purposes, based on his services rendered to the business.
Whether the petitioner’s wife qualified as a bona fide partner based solely on her
capital contribution, given that the business was primarily service-oriented.

Holding

Yes, the son was a bona fide partner because he performed vital additional services
for the business in 1942 and 1943.
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No, the wife was not a bona fide partner because her contribution of capital alone
was insufficient in a business where personal services were the primary factor in
generating income.

Court’s Reasoning

The court relied on Commissioner v. Tower, 327 U.S. 280 (1946), stating that a
family partnership is recognized if each member invests capital, contributes to
management, performs vital services, or does all of these things.

The son’s substantial services, including handling office records, supervising
operations, signing checks, securing new accounts, and relieving the petitioner from
administrative tasks, warranted his recognition as a partner. The court noted the
son’s role was more than just a tax-saving plan.

Regarding the wife, the court distinguished her situation from the son’s, noting that
she did not participate in management or perform vital services. The court
analogized to Claire L. Canfield, 7 T.C. 944, where a wife’s capital contribution
alone was insufficient in a service-oriented business.

The court determined a reasonable compensation for the petitioner’s services
($15,000 annually), and considered the son’s income as compensation for his
services. The remaining profit was then divided between the petitioner and his wife
based on their relative capital contributions (2:1 ratio).

Practical Implications

This case clarifies the requirements for recognizing family partnerships for tax
purposes, emphasizing that mere capital contribution is insufficient when personal
services are the primary income driver. It reinforces the need for partners to
actively participate in the business through management or significant services.
When evaluating family partnerships, legal practitioners must carefully analyze the
nature of the business and the extent of each partner’s involvement.

Tax planners should advise clients that simply contributing capital is not enough;
genuine participation in the business is crucial for partnership recognition.

This case is frequently cited in cases involving family-owned businesses and the
validity of partnership structures for tax purposes. Later cases often distinguish
themselves based on the level of participation and services provided by each family
member. The IRS scrutinizes family partnerships, particularly where income shifting
appears to be the primary motivation, and this case provides a framework for
evaluating the legitimacy of such arrangements.
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