14 T.C. 453 (1950)

A limited partnership does not automatically resemble a corporation for tax
purposes and will be recognized as a partnership if the parties genuinely intend to
conduct business as such, considering factors like capital contributions, services
rendered, and control of income.

Summary

The Western Construction Co. was formed as a limited partnership in Washington
State by three brothers (general partners) and their adult children (limited
partners). The Commissioner argued it should be taxed as a corporation due to its
resemblance to one. Alternatively, the Commissioner argued that only the general
partners should be recognized for tax purposes. The Tax Court held that Western
Construction Co. was a bona fide partnership, including all limited partners, and
should be taxed accordingly, emphasizing the intent to form a real business
partnership.

Facts

Three brothers, J.A., George, and Albin Johnson, operated a construction business.
After experiencing financial difficulties, they briefly operated as a corporation before
dissolving it. Seeking to involve their children and improve financial backing for
bonding purposes, they formed a limited partnership with their adult children as
limited partners. The children contributed capital through promissory notes to their
fathers. The limited partnership was formally organized under Washington law. The
sons provided engineering skills that the fathers lacked. Profits were distributed
based on capital accounts, and limited partners had withdrawal rights.

Procedural History

The Commissioner determined deficiencies, arguing Western Construction Co.
should be taxed as a corporation. In the alternative, the Commissioner argued that
only the general partners should be recognized for tax purposes. The Tax Court
consolidated the cases and ruled that Western Construction Co. was a bona fide
partnership consisting of the general partners and the limited partners. The Tax
Court directed that decisions be entered under Rule 50, allowing for recomputation
of the deficiencies.

Issue(s)

1. Whether Western Construction Co. should be classified as an association taxable
as a corporation for federal income tax purposes.

2. If Western Construction Co. is not taxable as a corporation, whether the limited
partnership is a bona fide partnership consisting of the general and limited partners,
or only the general partners.
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Holding

1. No, because Western Construction Co. did not sufficiently resemble a corporation,
particularly when compared to the characteristics of a valid partnership.

2. Yes, because the parties intended to join together for the purpose of carrying on
the business as a partnership, demonstrating a bona fide intent.

Court’s Reasoning

The court distinguished the case from Morrissey v. Commissioner, which established
the criteria for taxing associations as corporations, noting that resemblance, not
identity, is the key. It relied on Glensder Textile Co., finding the limited partnership
did not possess enough corporate characteristics. The court emphasized the lack of
corporate formalities (officers, meetings, bylaws) and the company’s public
representation as a limited partnership.

Regarding the partnership’s validity, the court applied the Supreme Court’s
guidance from Commissioner v. Culbertson, focusing on whether the parties
genuinely intended to conduct the enterprise as a partnership. The court found that
the limited partners contributed capital (through notes), some rendered services,
and all had control over their share of the income. The court found the promissory
notes were bona fide obligations and were intended to increase the financial
strength of the partnership, and not merely a scheme to avoid taxes. The court
noted, “[T]he question is not whether the services or capital contributed by a
partner are of sufficient importance to meet some objective standard...but whether,
considering all the facts...the parties in good faith and acting with a business
purpose intended to join together in the present conduct of the enterprise.”

Practical Implications

This case provides guidance on classifying family-owned businesses for tax
purposes. It clarifies that simply being a limited partnership does not automatically
make an entity taxable as a corporation. Attorneys should analyze the intent of the
parties, the economic substance of capital contributions, the services rendered by
partners, and the control they exercise over income. Subsequent cases have cited
Western Construction Co. for its application of the Culbertson test in determining
the validity of partnerships. It underscores that the true intent to form a partnership
for business purposes, and not simply tax avoidance, is paramount.
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