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21 T.C. 286 (1953)

A taxpayer cannot avoid the inclusion of their personal earnings in gross income by
assigning those earnings to a partnership in an anticipatory manner.

Summary

W.B. Mayes Jr.  (the petitioner)  and his father were partners.  They agreed that
Mayes  Jr.  would  contribute  his  personal  earnings  from outside  sources  to  the
partnership, and those earnings would be distributed as partnership income. The
IRS determined a deficiency in Mayes Jr.’s income tax, arguing that he was liable for
his personal earnings and his share of the partnership income. The Tax Court held
that Mayes Jr. was required to include his personal earnings in his gross income, as
well as any additional partnership income. The court reasoned that the agreement
was  an  anticipatory  assignment  of  income,  which  doesn’t  shield  income  from
taxation.  The  court  also  addressed  several  other  deductions  claimed  by  the
partnership, and imposed a negligence penalty.

Facts

W.B. Mayes Jr. and his father were partners in W.B. Mayes & Son. Mayes Jr. worked
as an airplane mechanic. During 1948, he received $2,701.40 in wages. According to
their partnership agreement, Mayes Jr. agreed to pool his personal earnings with
the partnership’s  income,  with  distributions  based on their  ownership  interests
(Mayes Jr. 40%, his father 60%). The partnership return included Mayes Jr.’s salary
as “Salary Income” and divided it between the partners per the agreement. The IRS
challenged this, asserting Mayes Jr. owed taxes on his personal income and on his
share of partnership income.

Procedural History

The Commissioner of Internal Revenue determined a tax deficiency for Mayes Jr. for
1948,  including  a  5%  penalty  for  negligence.  Mayes  Jr.  challenged  this
determination  in  the  United  States  Tax  Court.

Issue(s)

1. Whether a taxpayer can avoid including personal earnings in gross income by
assigning those earnings to a partnership.

2. Whether certain deductions claimed by the partnership were proper.

3. Whether a 5% penalty for negligence was properly assessed.

Holding

1. Yes, because the agreement constituted an anticipatory assignment of income,
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and Mayes Jr. was still liable for the taxes on the income.

2.  The  Tax  Court  made  rulings  on  the  deductions  for  bad  debts,  automobile
depreciation, office equipment depreciation, and real estate depreciation, partially
affirming the Commissioner’s adjustments.

3. Yes, because Mayes Jr. did not present any evidence contesting the negligence
penalty, and the court upheld the Commissioner’s assessment.

Court’s Reasoning

The court cited Lucas v. Earl, 281 U.S. 111 (1930), which established the principle
that income is taxed to the person who earns it. The court reasoned that Mayes Jr.’s
agreement to contribute his personal income to the partnership was an “anticipatory
assignment  of  income.”  The  income  was  still  earned  by  Mayes  Jr.,  and  the
assignment did not  change his  tax liability.  The court  held that  Mayes Jr.  was
accountable for his full earnings of $2,701.40, regardless of how the partnership
agreement  treated  them.  The  court  also  examined  the  partnership’s  claimed
deductions.  The  court  determined that  the  claimed deductions  for  depreciation
should  be  adjusted  based  on  the  evidence  provided.  The  court  found that  the
evidence supported an adjustment to the depreciation basis for the partnership’s
automobile  and  the  real  estate.  The  court  also  upheld  the  imposition  of  the
negligence penalty, as Mayes Jr. offered no evidence to refute it.

Practical Implications

This case reinforces the principle that individuals cannot avoid paying taxes on their
personal income by assigning it to another entity, such as a partnership. This case
serves as a reminder that the IRS will look beyond the form of a transaction to its
substance. Attorneys advising clients on partnership agreements and income tax
planning need to understand that personal earnings remain taxable to the earner,
even when contributed to a partnership. The decision also highlights the importance
of providing sufficient evidence to support deductions. This case is frequently cited
in  tax  law  cases  involving  assignments  of  income  and  partnership  taxation.  It
demonstrates  the  legal  principle  against  assigning  income  to  avoid  taxation,
influencing how similar arrangements are structured and viewed by tax authorities.


