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T.C. Memo. 1951-30

A husband-wife partnership is valid for income tax purposes if there is a genuine
intent to conduct a business together, demonstrated by contributions of capital or
vital services, active participation in management, and shared responsibility, even if
formal partnership agreements are established later.

Summary

The Tax Court held that a valid partnership existed between Frederick and Edna
Depue for tax purposes, despite the absence of a formal agreement until 1944. The
court  emphasized  Edna’s  initial  capital  contribution,  vital  services  during  the
business’s  formative  years,  and  continued  participation  in  management.  These
factors demonstrated a genuine intent to operate as partners from the business’s
inception, making the income-splitting arrangement legitimate.

Facts

Frederick Depue initially worked for $23 per week. Edna Depue conceived the idea
of  starting  a  coal  business.  Edna  contributed  $1,100,  and  Frederick  borrowed
$1,400 to start the business. The $1,400 borrowed by Frederick was later repaid
from business income. Edna actively participated in the business’s management and
operations for the first ten years, assisting Frederick. A formal written partnership
agreement was created in 1944.

Procedural History

The Commissioner of Internal Revenue challenged the validity of the partnership
between  Frederick  and  Edna  Depue.  The  Commissioner  argued  that  Frederick
should  be  taxed  on  all  the  business  income.  The  Tax  Court  reviewed  the
Commissioner’s determination.

Issue(s)

Whether Frederick and Edna Depue genuinely intended to operate as a partnership
for income tax purposes before the formal written agreement was established in
1944.

Holding

Yes, because Edna Depue contributed initial capital, provided vital services during
the  business’s  formation,  and  actively  participated  in  the  management,
demonstrating a genuine intent to operate as partners with Frederick Depue from
the beginning.

Court’s Reasoning
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The  court  relied  on  precedent  from Commissioner  v.  Tower  and  Culbertson  v.
Commissioner,  emphasizing  the  importance  of  examining  all  facts  and
circumstances to determine the parties’ intent to form a genuine partnership. Key
factors included the origin of the partnership capital, contributions to control and
management, performance of vital services, and the presence of a business purpose.
The court found that Edna’s initial capital contribution of $1,100, her vital services
in  the  formative  years  of  the  business,  and  her  continued  active  participation
demonstrated a clear intent to operate as a partner. The court stated that “the
surrounding circumstances of  the conduct  of  Edna Depue and her  husband all
indicate that Edna and Frederick Depue considered themselves partners in this
business from the very beginning. They shared the responsibility, they shared the
work, and the income from the enterprise not needed for business expansion they
devoted to their common use.” The formal agreement in 1944 was seen as merely
formalizing an existing arrangement.

Practical Implications

This  case  provides  guidance  on  establishing  the  validity  of  husband-wife
partnerships for tax purposes. It clarifies that a formal written agreement is not
always necessary if other evidence demonstrates a genuine intent to operate as
partners.  The  ruling  emphasizes  the  importance  of  documenting  each  spouse’s
contributions of capital, services, and management expertise. It highlights that a
spouse’s  contributions,  even  if  not  monetary,  can  be  considered  a  tangible
contribution to the business. Later cases applying this ruling often focus on whether
there is  sufficient  evidence of  the spouse’s  active involvement and contribution
beyond merely being married to the business owner. This affects tax planning for
small  businesses  involving  spouses,  emphasizing  the  need  to  substantiate  each
spouse’s role.


