Lewis v. Commissioner, 10 T.C. 551 (1948)

The existence of a partnership for federal tax purposes depends on the parties’
good-faith intent to conduct a business together, and factors like capital
contributions, control of income, and participation in business activities are
considered to determine this intent.

Summary

The case concerns the tax liability of A.B. Lewis and his wife, Mary, regarding the
income from A.B. Lewis Co. The IRS challenged the validity of the family
partnership, arguing that the minor children were not legitimate partners, thus the
entire income was taxable to the parents. The Tax Court held that the children were
not genuine partners, and the business operated as a sole proprietorship, thus the
income should be reported on a calendar-year basis. The court emphasized that the
determination of partnership status is based on the intent of the parties and their
actual conduct within the business, with factors such as the children’s lack of
participation, control over income, and knowledge of the partnership being crucial
to the decision.

Facts

A.B. and Mary Lewis filed separate tax returns, reporting community income. They
claimed a family partnership existed between them and their two minor children
(Gail and Joel Jack). The IRS contested the partnership, arguing the children weren’t
legitimate partners, thus the parents owed taxes on all the income. The business
was originally a sole proprietorship operated by A.B. Lewis. Later, the children were
purportedly made partners. The children, aged 12 and 9, did not participate in the
business management, had no control over income, and did not even know tax
returns were filed for them. The parents maintained no separate books. The books
were for the alleged partnership. Mary Lewis helped the business by selling real
estate and advertising and performed certain duties in the business before the
alleged partnership.

Procedural History

The IRS determined a tax deficiency. The taxpayers challenged this determination in
the Tax Court. The Tax Court agreed with the IRS that the minor children were not
bona fide partners. The taxpayers, by amended petition, claimed if the children were
not partners, no partnership existed and the business was operated as a sole
proprietorship.

Issue(s)

1. Whether the A.B. Lewis Co. was operated as a sole proprietorship or a
partnership composed of A.B., Mary, and the minor children for tax purposes.
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2. If the A.B. Lewis Co. was not a partnership and instead a sole proprietorship,
whether the income should be computed on a calendar year basis.

Holding

1. Yes, because the Tax Court found that the children were not legitimate partners,
and therefore the business operated as a sole proprietorship.

2. Yes, because under the circumstances, the income should be computed on a
calendar year basis.

Court’s Reasoning

The court relied on the principle established in Commissioner v. Culbertson, 337
U.S. 733, that the existence of a partnership for tax purposes hinges on the parties’
good-faith intent to join together in the present conduct of the enterprise,
considering all relevant facts. The court examined the agreement, the conduct of the
parties, their statements, the relationship between the parties, capital contributions,
actual control of income, and the purposes for which it was used. The court found
the children were passive participants. There was no formal partnership agreement.
They did not participate in management. They received no income. Their parents,
specifically A.B., controlled all aspects of the business. Mary’s role in the business
was merely a result of the community property laws of Texas and did not make her a
partner. The court stated, “the parties did not ‘in good faith and acting with a
business purpose’ intend that the business of A.B. Lewis Co. be conducted as a
partnership in which petitioners’ minor children were included as partners.”

The court noted that, “A. B., in addition, had complete control over the distribution
of profits.”

Practical Implications

This case emphasizes the importance of the intent of parties in determining the
existence of a family partnership. The Court’s focus on the children’s lack of active
participation, absence of capital contributions, and lack of control over income
serves as a guide for analyzing similar family partnership situations. Legal
practitioners must carefully examine the substance of the relationship, not just the
form, to determine if a valid partnership exists for tax purposes. The decision
reinforces the need for careful planning and documentation when forming family
partnerships. Later cases frequently cite Lewis v. Commissioner to analyze the bona
fides of family partnerships, especially those involving minors, to determine whether
income should be allocated as claimed. This case is a reminder that mere
assignment of income to family members, without genuine involvement in the
business, will not suffice to avoid tax liability.
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