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11 T.C. 505 (1948)

A corporation qualifies as a personal service corporation under Section 725 of the
Internal  Revenue Code if  its  income is  primarily  attributed to  the  activities  of
shareholders actively engaged in its affairs, who own at least 70% of the stock, and
if capital is not a material income-producing factor.

Summary

Trout-Ware, Inc., a portrait photography business, sought exemption from excess
profits  tax as a personal  service corporation under Section 725 of  the Internal
Revenue Code. The Commissioner of Internal Revenue denied this status, arguing
that  the  income  wasn’t  primarily  attributable  to  the  activities  of  its  majority
shareholder, Alice Trout. The Tax Court, however, ruled in favor of Trout-Ware,
finding that Alice Trout’s skill in retouching and correcting proofs, coupled with her
supervision and customer interaction, were the primary drivers of the company’s
income and that capital was not a material income-producing factor.

Facts

Trout-Ware, Inc. was a portrait photography corporation. Alice Trout owned 45 of
the 61 outstanding shares of stock. Alice actively managed the business, training
employees, correcting negatives and proofs, and handling customer relations. While
the company employed photographers and other skilled workers,  Alice’s  unique
retouching  and  correcting  skills  were  considered  crucial  to  the  quality  of  the
portraits, attracting customers. Ware, the other original founder, was not actively
involved in the business during the tax years in question, due to military service.

Procedural History

The Commissioner  of  Internal  Revenue determined deficiencies  in  Trout-Ware’s
excess profits tax for 1943 and 1944, disallowing its classification as a personal
service corporation. Trout-Ware, Inc. petitioned the Tax Court for a redetermination
of the deficiencies.

Issue(s)

Whether Trout-Ware, Inc. qualifies as a personal service corporation under Section
725(a) of the Internal Revenue Code, specifically whether its income is primarily
attributable to the activities of its shareholder, Alice Trout, and whether capital is a
material income-producing factor.

Holding

Yes,  because  the  court  found  that  the  income  of  Trout-Ware  was  primarily
attributable to the activities of Alice Trout, the majority shareholder, and capital was
not  a  material  income-producing  factor.  Therefore,  Trout-Ware  qualified  as  a
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personal service corporation under Section 725(a) of the Internal Revenue Code.

Court’s Reasoning

The court applied Section 725(a) of the Internal Revenue Code, which defines a
personal  service  corporation as  one whose income is  primarily  ascribed to  the
activities of shareholders who are actively engaged in the business, own at least
70% of the stock, and in which capital is not a material income-producing factor. The
court emphasized Alice Trout’s unique skills in retouching negatives and correcting
proofs, her training and supervision of other employees, and her direct interaction
with customers. The court stated that Alice “controlled the quality of each portrait
by her skillful work in retouching negatives and correcting proofs.” While other
employees contributed to the process, Alice’s work was deemed the most important
single  step in  giving the  portraits  quality  and distinction.  The court  found the
Commissioner’s  evidence  insufficient  to  overcome  the  petitioner’s  prima  facie
showing. A dissenting opinion argued that the majority’s finding was not justified,
referencing  Treasury  Regulations  which  state  that  if  employees  other  than
shareholders contribute substantially to the services rendered, the corporation is
not a personal service corporation unless the value and compensation are attributed
primarily to the experience or skill  of  the shareholders,  evidenced in a definite
manner.

Practical Implications

This case clarifies the requirements for a corporation to be classified as a personal
service corporation for tax purposes. It emphasizes the importance of demonstrating
that the income is primarily attributable to the unique skills and active involvement
of the shareholders, not just general management or ownership. It highlights the
need for careful documentation and evidence to support such a claim, particularly
when other employees also contribute significantly to the services rendered. Later
cases would cite this to understand whether a corporation qualifies for certain tax
treatments based on the personal services of the majority shareholder.


