27 T.C. 445 (1956)

In computing the percentage of gross income for the purpose of the possessions
income exclusion under Section 251 of the Internal Revenue Code of 1939, a
partner’s gross income includes their distributive share of the gross income of the
partnership, not just their share of the net income.

Summary

The case involved three partners in a construction company, Okes Construction
Company (Company), seeking to exclude income from the Panama Canal Zone under
Section 251 of the Internal Revenue Code. The petitioners engaged in construction
projects in both the United States and the Canal Zone, and the critical question was
whether the partners could use their share of the partnership’s net income, rather
than the gross income, to meet the 80% gross income requirement for the exclusion.
The Tax Court held that the petitioners’ gross income, for the purpose of the 80%
test, included their proportionate share of the partnership’s gross income, not its net
income. Because the partners’ gross income from U.S. sources was high, the Court
found they did not satisfy the 80% test and, therefore, could not exclude the income.

Facts

The petitioners, citizens of the United States, were partners in Okes Construction
Company (the Company), engaged in the construction business. The Company was
part of a joint venture that contracted with the United States to perform
construction work in the Panama Canal Zone. The joint venture also performed
construction work in the United States. The joint venture maintained its books and
filed its partnership information returns using the percentage of completion-accrual
method. The petitioners sought to exclude their income from the Canal Zone,
arguing it qualified as income from a U.S. possession. Their income from the joint
venture in the Canal Zone represented a significant portion of their total income.
The Commissioner of Internal Revenue determined deficiencies, arguing that the
petitioners did not meet the requirements of Section 251 to exclude the income,
specifically the 80% gross income test. The partners argued that for the 80% test,
their share of the net income, not gross income, should be used.

Procedural History

The Commissioner of Internal Revenue determined income tax deficiencies against
the petitioners for the years 1941 and 1943. The petitioners challenged the
deficiencies in the United States Tax Court. The Tax Court consolidated the cases.
The central issue was whether petitioners met the requirements to exclude income
derived from a U.S. possession under Section 251 of the Internal Revenue Code of
1939. The Tax Court ruled in favor of the Commissioner.

Issue(s)
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1. Whether, for the purpose of determining if petitioners meet the 80% gross
income requirement under Section 251 of the Internal Revenue Code of 1939,
the term “gross income” refers to the partner’s distributive share of the
partnership’s gross income or net income.

Holding

1. No, because a partner’s “gross income,” as used in Section 251, means the
distributive share of the partnership’s gross income, not the net income.

Court’s Reasoning

The Tax Court focused on interpreting the meaning of “gross income” as used in
Section 251 of the Internal Revenue Code of 1939. The court determined that the
plain meaning of the term “gross income” should be applied unless Congress
intended otherwise. The court noted that a partnership is not a taxable entity, but
rather a conduit through which income flows to partners. The court cited numerous
cases that support the principle that, for tax purposes, a partner’s share of
partnership income or losses is treated as the partner’s own. Applying this principle,
the court held that the partner’s share of partnership gross income is included in
their gross income. Further, the court noted that the 80% requirement was intended
to apply to those whose business was primarily outside the United States. The court
stated that calculating gross income was a more reliable test than net income to
determine if a business qualified. The court found no evidence Congress intended
“gross income” to have a different meaning for partners in Section 251 than in other
parts of the Code. Therefore, the court held that petitioners had to include their
share of the partnership’s gross income, rather than its net income, to determine
whether they met the 80% test. Because the petitioners’ gross income from the U.S.
construction projects was significant, they failed to meet the 80% test and could not
exclude their income from the Canal Zone.

Practical Implications

This case underscores the importance of understanding the specific definitions and
requirements of tax laws, particularly when dealing with partnerships. The court’s
decision demonstrates that the form of business organization can significantly
impact tax consequences. The court recognized that income from the U.S.
possession needed to be a significant portion of the total gross income to qualify for
the exclusion. The ruling also highlights the importance of calculating income
correctly. This case clarifies that the gross income, not the net, is the metric for
applying the 80% rule. Tax professionals must advise clients, especially those with
international operations, on how to structure their businesses and calculate income
in a way that maximizes their potential to take advantage of tax benefits. The case
shows the strict interpretation of the tax code will be followed. This case continues
to have implications for businesses operating in U.S. possessions. Later courts and
tax professionals should consider whether the partners derived at least 80% of their
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gross income from sources within a possession of the United States.
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