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12 T.C. 5 (1949)

A family business can be recognized as a partnership for tax purposes if there is a
genuine  intent  to  conduct  business  as  partners,  contributing  capital  and  vital
services, and compensation paid to family members must be reasonable for services
rendered to be deductible as business expenses.

Summary

N.B. Drew petitioned the Tax Court challenging deficiencies in his income taxes for
1944 and 1945, arguing that his wife was a valid partner in his clothing business
and that amounts paid to his sons were deductible as reasonable compensation. The
court  recognized  the  partnership  between  Drew  and  his  wife  based  on  her
contributions and intent.  However,  the court  disallowed a portion of  the salary
deductions claimed for his sons,  particularly the bonus payments made to sons
serving in the military, as not representing reasonable compensation for services
rendered.

Facts

N.B. Drew and his wife started a dry cleaning business in 1918, followed by a
clothing business in 1919, Drew’s Manstore. His wife actively participated in both
businesses, contributing capital and services. In 1943, Drew formally conveyed a
one-half interest in the clothing business to his wife. Their four sons also worked in
the business; during 1944 and 1945, some were in military service. Drew paid his
sons a salary plus a bonus representing a percentage of the profits.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Drew’s income
taxes for 1944 and 1945, arguing that Drew’s wife was not a legitimate partner and
that salary deductions for his sons were excessive. Drew petitioned the Tax Court
for review. The Commissioner amended his answer, seeking increased deficiencies
by  further  disallowing  the  sons’  salaries.  The  Tax  Court  reviewed the  case  to
determine the validity of the partnership and the deductibility of the sons’ salaries.

Issue(s)

1. Whether a valid partnership existed between N.B. Drew and his wife for tax
purposes, such that the business profits could be split between them.

2. Whether the amounts paid to Drew’s sons, particularly the bonus payments made
to sons in military service, were deductible as reasonable compensation for services
rendered or as an inducement for their return to the business.

Holding



© 2025 SCOTUSreports.com. All rights reserved. | 2

1. Yes, a valid partnership existed because Drew’s wife contributed capital and vital
services, and they intended to operate the business as partners.

2. No, the bonus payments made to the sons in military service were not deductible
because they did not represent reasonable compensation for services rendered, nor
were they primarily an inducement for the sons’ return to Drew’s employ. However,
the  court  found some portion  of  the  total  payments  were  deductible  based on
services actually rendered.

Court’s Reasoning

The Tax Court recognized the partnership between Drew and his wife based on
evidence of her initial capital contribution, her continuous and vital services to the
business, and the formal instrument conveying a one-half interest to her, indicating
an intent to operate as partners. The court cited Commissioner v. Tower, 327 U.S.
280,  defining a partnership as when “persons join together their money, goods,
labor, or skill for the purpose of carrying on a trade, profession or business and
when there is community of interest in the profits and losses.” Regarding the sons’
salaries, the court applied Section 23(a)(1)(A) of the Internal Revenue Code, which
allows for the deduction of “ordinary and necessary” business expenses, including
reasonable compensation. The court found that the bonus payments to the sons in
military  service were not  primarily  compensatory,  but  rather  familial  gifts,  and
therefore  not  fully  deductible.  The  court  allowed  deductions  for  amounts  that
reflected the fair value of services actually performed, stating: “total payments to
each  are  to  be  deemed  deductible  salary  to  the  extent  that  they  represent
reasonable compensation for services rendered and are nondeductible to the extent
that they exceed it.” The court distinguished Culbertson v. Commissioner, 168 F.2d
979, noting the sons were not partners.

Practical Implications

This case provides guidance on establishing the validity of family partnerships for
tax  purposes,  emphasizing  the  importance  of  demonstrating  intent,  capital
contribution, and active participation. It clarifies that compensation paid to family
members must be reasonable for the services they provide to be deductible as
business  expenses.  Drew  illustrates  the  scrutiny  given  to  compensation
arrangements  within  family-owned  businesses,  especially  when  some  family
members are not actively involved. This case influences how tax advisors counsel
family businesses on structuring partnerships and compensation to withstand IRS
scrutiny.


