3 T.C. 540 (1944)

A partnership between a husband and wife will not be recognized for federal income
tax purposes if the primary motive is tax avoidance and the wife does not contribute
capital or services independently.

Summary

A.L. Lusthaus sought to reduce his income tax burden by creating a partnership with
his wife. He gifted her funds to “purchase” a share in his furniture business, which
she then used to pay him for her interest, primarily with promissory notes. The Tax
Court held that this arrangement was a sham, designed to avoid taxes, and that all
profits from the business were taxable to the husband. The wife’s contribution was
negligible, and the business operations remained unchanged.

Facts

A.L. Lusthaus operated a retail furniture business as a sole proprietorship. Seeking
to mitigate high income taxes, he devised a plan with his accountant and attorney to
make his wife an equal partner. Lusthaus gifted his wife $50,000, which she
immediately returned to him as partial payment for a one-half interest in the
business. She also gave him promissory notes for the remaining $55,000. Post-
agreement, the business operations remained largely unchanged, with Lusthaus
managing the business and his wife offering only occasional assistance, similar to
her role before the purported partnership.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Lusthaus’s
income tax for 1940, based on the inclusion of all business profits in his gross
income. Lusthaus challenged this determination in the Tax Court.

Issue(s)

Whether a valid partnership existed between A.L. Lusthaus and his wife for federal
income tax purposes, where the wife’s capital contribution was derived almost
entirely from a gift from her husband and her services were minimal.

Holding

No, because the arrangement lacked economic substance and was primarily
motivated by tax avoidance. The wife did not independently contribute capital or
services to the business.

Court’s Reasoning

The Tax Court determined that the partnership was a superficial arrangement
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lacking genuine economic substance. The court emphasized that the wife’s
contribution was not independent, as the funds originated from a gift from her
husband, and she provided no significant services beyond what she had previously
offered. The court noted that the formalities of the partnership agreement did not
alter the petitioner’s economic interest in the business. The court stated that “the
wife acquired no separate interest of her own by turning back to petitioner the $
50,000 which he had given her conditionally and for that specific purpose.” Citing
similar cases, the court concluded that the arrangement was merely an attempt to
shift income tax liability to another, without a real transfer of economic control or
risk.

Practical Implications

Lusthaus established a precedent for scrutinizing husband-wife partnerships for tax
avoidance motives. It highlights that merely executing formal partnership
agreements is insufficient to shift income tax liability. Courts will look to the
substance of the arrangement, focusing on whether each partner independently
contributes capital or services and shares in the risks and control of the business.
This case informs the analysis of family-owned businesses and partnerships,
emphasizing the need for genuine economic activity and independent contributions
from all partners. Later cases have distinguished Lusthaus by demonstrating
substantial contributions of capital and services by the spouse, thereby validating
the partnership for tax purposes.
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