14 T.C. 90 (1950)

A partner can allocate income received from a partnership over the entire period the
partnership rendered services, even if some services occurred before the partner
joined the firm, as long as the partner is entitled to share in the compensation.

Summary

The Tax Court addressed whether a partner could allocate partnership income
received as compensation for services rendered over more than 36 months, even if
part of the service period predated the partner’s admission to the firm. The court
held that the partner could allocate the income over the entire service period. This
decision hinged on the interpretation of Section 107(a) of the Internal Revenue
Code, which allows income allocation for services rendered over a substantial
period. The court emphasized that the focus is on who reports the income, not who
rendered the services.

Facts

Elder W. Marshall, an attorney, joined the law firm of Reed, Smith, Shaw & McClay
on January 17, 1938, and became a partner on January 1, 1941. In 1942, 1943, and
1945, the firm received fees for legal services rendered over periods exceeding 36
months, some of which predated Marshall’s partnership. Marshall, as a partner,
received a share of these fees. He reported his income and computed his tax as if
the payments were received ratably over the entire service period.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Marshall’s income
tax for 1943 and 1945, arguing that the entire amount was taxable as ordinary
income in the year received, except for 1945, where the Commissioner allowed
allocation only from the date Marshall became a partner. Marshall petitioned the
Tax Court for relief.

Issue(s)

Whether a partner can apply Section 107 of the Internal Revenue Code to allocate
income for personal services rendered by the partnership over the entire period of
rendition, even if the partner was not a member for the entire period.

Holding

Yes, because the 1942 amendment to Section 107 shifted the focus from the person
rendering the services to the person reporting the income. Therefore, a partner is
entitled to allocate income received from the partnership over the entire service
period, even if some services were rendered before they became a partner.
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Court’s Reasoning

The court reasoned that the 1942 amendment to Section 107 of the Internal
Revenue Code changed the emphasis from the individual rendering the services to
the individual reporting the income. The court cited the legislative history, noting
that it is not necessary for the individual including the compensation to be the
person who rendered the services. The court emphasized that the partnership
permitted Marshall to share in the compensation for services rendered partly before
his association with them. The court stated, “The will of Congress has been plainly
expressed in language that does not permit or require a strained or unnatural
interpretation. The words of the statute may not be extended or distorted beyond
their plain, popular meaning.” The court also rejected the Commissioner’s argument
that allowing allocation in this situation would lead to absurd and unreasonable
consequences, stating that such eventualities would be addressed if and when they
arise. Judge Hill dissented, arguing that the addition of a new partner creates a new
partnership, and therefore, Marshall should only be able to allocate income based on
services rendered after he became a partner.

Practical Implications

This case clarifies that the ability to allocate income under Section 107 depends on
the recipient’s status in the year of receipt, not their status during the service period
or who performed the services. It impacts how law firms and other partnerships
structure their agreements when admitting new partners, particularly when those
partners will share in fees for services rendered over extended periods. It reinforces
that tax laws should be interpreted based on the plain language of the statute unless
such an interpretation leads to absurd results. Later cases have cited Marshall to
support the principle that the focus of Section 107 is on the recipient of the income,
not the performer of the services.
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