
© 2025 SCOTUSreports.com. All rights reserved. | 1

12 T.C. 355 (1949)

A husband and wife can form a valid partnership recognizable for tax purposes if
they, in good faith and with a business purpose, intend to join together in the
present conduct of the enterprise; however, employer contributions to an employee
trust are not deductible if the trust allows for the diversion of funds to purposes
other than the exclusive benefit of the employees.

Summary

The Tax Court addressed two issues: whether a valid family partnership existed
between a husband and wife for tax purposes regarding the Southern Fireproofing
Company, and whether the company could deduct payments made to its employee
bonus and profit-sharing plan. The court held that a valid partnership did exist,
reversing the Commissioner on that point. However, it upheld the Commissioner’s
disallowance of deductions for payments to the employee plan, finding that the plan
did not meet the requirements for deductibility under the Internal Revenue Code
because  the  trust  instrument  allowed  for  funds  to  be  diverted  away  from the
exclusive benefit of the employees.

Facts

Petitioner, Estate of Pullen, contested the Commissioner’s determination regarding
tax deficiencies. Pullen and his wife allegedly had an oral agreement to share profits
equally from the Southern Fireproofing Company since its inception in 1926. In
1929, a written instrument was executed, corroborating the agreement. In 1941, the
company initiated a bonus and profit-sharing plan for certain employees, and the
company deducted payments made to the plan in 1942 and 1943. The Commissioner
disallowed these deductions.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against the Estate of
Pullen.  The  Estate  petitioned  the  Tax  Court  for  a  redetermination  of  these
deficiencies. The Tax Court reviewed the evidence and applicable law to determine
the validity of the family partnership and the deductibility of the employee plan
contributions.

Issue(s)

1. Whether the petitioner and his wife were partners in the Southern Fireproofing
Company during the taxable years 1942 and 1943, such that the partnership would
be recognized for tax purposes.

2.  Whether  the  company’s  payments  to  its  bonus  and  profit-sharing  plan  for
employees were deductible under Section 23(p)(1)(A) or (D) of the Internal Revenue
Code for the taxable years 1942 and 1943.
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Holding

1. Yes, because considering all the facts and circumstances, the parties intended in
good faith and with a business purpose to join together in the present conduct of the
enterprise.

2. No, because the trust instrument allowed for the possibility that the corpus or
income of  the trust  could be diverted to purposes other than for the exclusive
benefit  of  the  employees,  and  the  employees’  beneficial  interests  were  not
nonforfeitable at the time the contributions were made.

Court’s Reasoning

Regarding the partnership issue, the court relied on Commissioner v. Culbertson,
337 U.S.  733,  stating that  the  test  for  a  valid  family  partnership  is  “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.” The
court  found the  testimony of  Pullen  and his  wife  credible  regarding their  oral
agreement and viewed the 1929 written agreement as corroborative of their intent.
The court determined that the partnership was formed in 1926, before tax benefits
were  a  dominating  motive,  and  that  the  actions  of  the  parties  supported  the
existence of a partnership.

Regarding the employee plan deductions, the court focused on whether the plan met
the requirements of Section 165(a) of the Internal Revenue Code, which requires
that the trust instrument makes it impossible for any part of the corpus or income of
the trust to be diverted to purposes other than for the exclusive benefit of the
employees. The court found that the Advisory Board’s broad powers to control the
disposition of trust assets, direct changes in beneficiaries, and terminate the trust
allowed for  such diversion.  The court  highlighted the lack of  specific  eligibility
standards and the reservation of the right to alter the trust agreement as further
evidence of the plan’s failure to meet the requirements. The court also determined
that  the  employees’  rights  were  not  nonforfeitable  under  Section  23(p)(1)(D)
because the Advisory Board had discretion to dispose of the assets in any manner,
creating a contingency that could cause employees to lose their rights.

Practical Implications

This case clarifies the requirements for establishing a valid family partnership for
tax purposes, emphasizing the importance of demonstrating a genuine intent to
conduct a business enterprise together. It also highlights the strict standards that
must be met for employer contributions to employee benefit plans to be deductible.
Specifically,  employers must ensure that trust instruments do not allow for the
diversion of funds away from the exclusive benefit of employees and that employees’
rights to those funds are nonforfeitable. Later cases applying this ruling would likely
focus on the specific language of trust documents to determine whether they meet
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these requirements, examining the degree of control retained by the employer and
the extent to which employees’ rights are protected from contingencies. This case is
a  reminder  that  ambiguous  or  overly  broad  language  in  trust  documents  can
jeopardize the deductibility of employer contributions.


