Stanley v. Commissioner, 15 T.C. 508 (1950)

A partner is taxable on their distributive share of partnership income, regardless of
whether the income is actually distributed to them during the taxable year.

Summary

The Tax Court addressed whether a partner, Stanley, was taxable on his distributive
share of partnership income for 1942-1944, despite a dispute with his partner,
Barber, over the precise amount. The court held that Stanley was indeed taxable on
his share, regardless of the ongoing dispute and lack of actual distribution. The
court reasoned that Section 182 of the Internal Revenue Code mandates partners
include their distributive share of partnership income, whether distributed or not.
The settlement agreement in 1944 did not change the character of the income but
merely resolved the dispute over its calculation.

Facts

Stanley and Barber entered a partnership agreement in 1938 to share profits
equally. Disputes arose concerning Barber’s management fees, capital contributions,
and expenses. In 1943, Stanley sued Barber, seeking an accounting, dissolution, and
his share of partnership profits for 1941 and 1942. A settlement agreement in April
1944 awarded Stanley cash and seven producing wells. Stanley only reported the
cash received under the settlement, arguing the well distribution was not a taxable
event until dissolution.

Procedural History

The Commissioner determined deficiencies in Stanley’s income tax for 1942, 1943,
and 1944, asserting he had not properly reported his distributive share of
partnership income. Stanley petitioned the Tax Court for a redetermination. The Tax
Court sustained the Commissioner’s determination.

Issue(s)

Whether a partner is taxable on their distributive share of partnership income when
the amount is in dispute and not actually distributed during the taxable year.

Holding

Yes, because Section 182 of the Internal Revenue Code requires partners to include
their distributive share of partnership income in their taxable income, irrespective of
whether the income is distributed to them.

Court’s Reasoning

The court relied on Section 182(c) of the Internal Revenue Code, which states that
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partners must include their distributive share of partnership income in their
individual income, “whether or not distribution is made to him.” The court found
that despite the ongoing dispute between Stanley and Barber, Stanley still had a
right to 50% of the partnership profits during 1942 and 1943, based on the original
partnership agreement. The court noted that the Commissioner did not attempt to
tax Stanley on more than Barber originally stated was Stanley’s share for 1942. The
court distinguished the cases cited by Stanley, stating, “The Crawford and Wilmot
decisions most assuredly do not suggest that partners may postpone the imposition
of tax on partnership profits by the simple expedient of distributing such profits in
the form of property other than cash.” The court emphasized that the settlement
agreement resolved the dispute over the amount of profits, but it did not change the
underlying character of the income as a distributive share of partnership profits.

Practical Implications

This case reinforces the principle that partners cannot avoid taxation on their share
of partnership profits merely by delaying or disputing the actual distribution of
those profits. Attorneys advising partnerships must emphasize the importance of
accurate income allocation and the tax consequences of both distributed and
undistributed profits. The case clarifies that settlements resolving disputes over
partnership income allocation are considered taxable events in the year the income
was earned, not when the settlement is reached. Furthermore, the case implies that
distributions of property (like the wells) are considered taxable income. This case
informs how similar cases should be analyzed by focusing on the partner’s right to a
share of the profits, regardless of any disputes.
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