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Western Construction Co. v. Commissioner, 14 T.C. 453 (1950)

Whether  a  business  entity  is  taxed as  a  corporation or  a  partnership,  and the
composition of  that  partnership for  tax purposes,  depends on the intent  of  the
parties to conduct a bona fide business together and share in profits and losses, as
evidenced by the partnership agreement, their conduct, and contributions.

Summary

Western Construction Co. was formed as a limited partnership under Washington
state law. The Commissioner argued it should be taxed as a corporation due to its
resemblance to  corporate form or,  alternatively,  that  only  the general  partners
should  be  recognized  for  tax  purposes.  The  Tax  Court  held  that  Western
Construction Co. was a valid partnership, including the limited partners, based on
the parties’ intent to conduct a bona fide business. The court considered factors
such as the addition of capital through limited partners’ notes, the skills the limited
partners contributed, and the distribution of profits.

Facts

The Johnson brothers, facing difficulty securing larger government contracts due to
inadequate  financial  backing,  formed  Western  Construction  Co.  as  a  limited
partnership. To increase their financial strength, they brought in their children as
limited partners. The children contributed personal notes to their fathers, adding
$60,000 to  the  general  partners’  assets.  These notes  were listed with  bonding
companies. Profits were distributed as in a normal partnership, and limited partners
had the right to withdraw their shares, although most didn’t withdraw much.

Procedural History

The  Commissioner  determined  deficiencies  against  Western  Construction  Co.,
arguing it should be taxed as a corporation. Alternatively, the Commissioner argued
that  only  the general  partners should be recognized.  Western Construction Co.
petitioned the Tax Court, contesting the Commissioner’s determination.

Issue(s)

Whether Western Construction Co. should be taxed as an association taxable1.
as a corporation.
If Western Construction Co. is a partnership, whether the partnership consists2.
solely of the general partners or includes the limited partners.

Holding

No, because Western Construction Co. more closely resembled a partnership1.
than a corporation based on the rights and duties of the partners.
Yes, because the parties intended to create a valid business partnership,2.
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including the limited partners.

Court’s Reasoning

The court relied on Glensder Textile Co., 46 B.T.A. 176, which held that a limited
partnership did not resemble a corporation. The court examined the rights and
duties of the partners under Washington state law and the partnership agreement.
The court emphasized that the designation as a partnership is not conclusive for tax
purposes. For the second issue, the court applied the principles from Commissioner
v. Culbertson, 337 U.S. 733, focusing on whether the parties, in good faith and with
a  business  purpose,  intended  to  join  together  in  the  present  conduct  of  the
enterprise. The court found the addition of capital through the children’s notes and
the children’s engineering skills indicated a bona fide intent to form a partnership.
The  court  distinguished  the  case  from  situations  where  there  was  merely  a
reallocation of income within a family.

Practical Implications

This  case  clarifies  the  factors  considered  when  determining  whether  a  limited
partnership should be recognized as such for tax purposes, especially within family-
owned businesses. It emphasizes that the intent to conduct a bona fide business and
the  actual  contributions  of  partners  (capital,  skills,  etc.)  are  crucial.  Legal
practitioners should advise clients forming limited partnerships to document the
business purpose, contributions of all partners, and the distribution of profits to
support the partnership’s validity for tax purposes. Later cases have cited Western
Construction Co.  when analyzing the legitimacy of partnerships involving family
members  and  the  presence  of  a  valid  business  purpose.  This  case  helps  legal
professionals understand the scrutiny partnerships face when tax benefits are a
significant consideration.


