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Meldrum & Fewsmith, Inc., Petitioner, v. Commissioner of Internal Revenue,
Respondent, 20 T.C. 790 (1953)

A corporation’s decision to form a partnership to address credit issues and continue
its advertising agency business was deemed a valid business choice, and the profits
of the partnership were not attributed to the corporation for tax purposes.

Summary

Meldrum & Fewsmith, Inc. (the corporation) faced credit limitations that threatened
its  advertising  agency  business.  To  address  this,  the  shareholders  formed  a
partnership to operate the business, leasing assets from the corporation. The IRS
sought to attribute the partnership’s profits to the corporation for tax purposes,
arguing  the  partnership  lacked  economic  substance.  The  Tax  Court  disagreed,
holding that the partnership was formed for a valid business purpose—to secure
credit—and was a separate entity. Therefore, the partnership’s income could not be
attributed to the corporation.  The court  also addressed the deductibility  of  the
corporation’s contributions to an employee pension plan, finding the plan qualified
under relevant tax code sections and that the deductions should be allowed.

Facts

Meldrum & Fewsmith, Inc., an Ohio corporation, operated an advertising agency.
The corporation’s working capital was insufficient, and the Periodical Publishers
Association  expressed  concerns.  To  address  this,  the  shareholders  formed  a
partnership,  leasing  the  corporate  assets.  The  corporation  also  loaned  the
partnership  cash.  The  IRS sought  to  attribute  the  partnership’s  income to  the
corporation  and  challenged  the  deductibility  of  contributions  to  an  employee
pension plan. The partnership agreement designated Barclay Meldrum and Joseph
Fewsmith as the executive members. The stockholders of the petitioner became
partners with an interest in proportion to the number of shares they owned in the
petitioner.

Procedural History

The IRS determined deficiencies in the corporation’s income, declared value excess-
profits, and excess profits taxes for several fiscal years. The corporation filed a
petition with the U.S. Tax Court, contesting the IRS’s determinations. The Tax Court
addressed  the  primary  issue  of  whether  the  partnership’s  income  should  be
attributed  to  the  corporation,  as  well  as  the  deductibility  of  pension  plan
contributions and attorney/accountant fees.

Issue(s)

1. Whether the profits of the partnership should be attributed to the petitioner
corporation as its income.
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2. Whether the petitioner corporation is entitled to deductions for contributions
made to an employee pension plan during the fiscal years ending March 31, 1943,
and March 31, 1944.

3. Whether the petitioner is entitled to deductions for amounts paid to attorneys and
accountants.

Holding

1. No, because the partnership was a separate business entity organized for a valid
reason.

2. Yes, because the pension plan met the requirements of the tax code, and the
corporation was entitled to the deductions.

3. Yes, the petitioner was entitled to deduct the accountant’s fees and a portion of
the attorney’s fees.

Court’s Reasoning

The court relied on the principle that a taxpayer has the right to choose the form of
business organization and is not obligated to choose the form that maximizes tax
liability. The court found the partnership was formed for a valid business purpose: to
address  the  corporation’s  credit  issues  and to  satisfy  the  Periodical  Publishers
Association. Because the partnership was a separate entity, its profits were not
attributable to the corporation. Regarding the pension plan, the court found no basis
for the IRS’s claim that the plan was not qualified under the relevant sections of the
tax code, noting that the plan met the requirements for a qualified pension plan. The
court also determined that the legal and accounting fees were deductible business
expenses to varying degrees.

Practical Implications

This case highlights the importance of business structure and planning to avoid
unwanted  tax  consequences.  It  establishes  that  the  IRS  may  not  disregard  a
business entity as a sham if it was formed for a legitimate business purpose, even if
it results in a tax advantage. Attorneys should advise their clients to document the
rationale for choosing a particular business structure carefully, including the credit
and other business objectives. This case clarifies that the Tax Court will respect the
separation  of  business  entities  if  the  economic  substance  of  the  separation  is
apparent. The case also serves as a guide for tax planning regarding employee
pension plans and the deductibility of expenses like legal and accounting fees.


