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3 T.C. 730 (1944)

Income  is  taxed  to  the  individual  who  earns  it  or  controls  the  property  that
generates it, even if formal arrangements, such as family partnerships, attempt to
shift the tax burden without a genuine transfer of economic control.

Summary

O. William Lowry and Charles R. Sligh, Jr., sought to reduce their tax burden by
dissolving  their  corporation  and  forming  a  partnership  with  their  wives,  who
contributed no services to the business. The Tax Court held that the partnership
income was still taxable to Lowry and Sligh because they retained dominion and
control over the business assets and the wives made no real contribution. This case
illustrates the principle that tax avoidance schemes lacking economic substance will
be disregarded.

Facts

Lowry and Sligh operated a furniture manufacturing business as a corporation. To
reduce taxes, they dissolved the corporation and formed a partnership with their
wives. Prior to the dissolution, Lowry and Sligh made gifts of stock to their wives.
The wives did not actively participate in the business, and Lowry and Sligh retained
complete control over the business operations, assets, and income distributions. The
partnership agreement included provisions that allowed the general partners (Lowry
and Sligh) to make business decisions without the limited partners’ (their wives’)
consent. The wives’ capital contributions were subject to valuation by the general
partners, and their ability to receive property other than cash upon dissolution was
restricted.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Lowry and Sligh’s
income tax, arguing that the partnership income reported by their wives should be
taxed to them. Lowry and Sligh petitioned the Tax Court for a redetermination,
challenging the Commissioner’s assessment.

Issue(s)

Whether the income from a family partnership should be taxed to the husbands
(Lowry and Sligh) where they retained control over the business, and the wives
contributed no services  and minimal  capital  that  was  subject  to  the  husbands’
control.

Holding

No, because Lowry and Sligh retained dominion and control  over  the business
assets,  and the wives did not make a genuine contribution to the partnership’s
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capital. The formal partnership structure was disregarded for tax purposes.

Court’s Reasoning

The court reasoned that a valid partnership for tax purposes requires each member
to contribute either property or services. The wives contributed no services. While
Lowry and Sligh made gifts of stock to their wives before forming the partnership,
the court found that the wives never truly obtained dominion and control over the
transferred assets. The partnership agreement allowed Lowry and Sligh to retain
significant control over business decisions, asset valuation, and income distribution.
The court noted that “[t]he limited partners, the wives, have no right to receive any
property upon dissolution of the partnership, which is to exist for five years only,
other than cash, and they have no right to withdraw their ‘contributions to the firm
capital.'”  The  court  concluded  that  the  entire  arrangement  lacked  economic
substance and was primarily a tax avoidance device. The court relied on precedent
such as Helvering v. Clifford, stating that the arrangements effected no substantial
change in the economic status of the petitioners under the revenue laws.

Practical Implications

This case highlights the importance of economic substance over form in tax law. It
serves as a warning against artificial arrangements designed solely to reduce taxes,
particularly  family  partnerships  where  control  and  economic  benefits  are  not
genuinely transferred. Attorneys advising clients on partnership structures must
ensure that all partners contribute either capital or services and have a meaningful
degree of control over the business. The Lowry case is frequently cited in cases
involving family-owned businesses and continues to inform the IRS’s scrutiny of such
arrangements to prevent income shifting without a real transfer of economic benefit
or control. Later cases distinguish Lowry by emphasizing the actual contributions
and participation of all partners. It emphasizes the enduring principle that income is
taxed to the one who controls it, not merely to the one who nominally receives it.


