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3 T.C. 776 (1944)

A valid family partnership can be formed for tax purposes when a parent makes a
bona fide gift of capital to a family member, and that capital is then contributed to
the partnership, even if the parent retains significant management control.

Summary

Robert Scherer transferred portions of his business, Gelatin Products Company, to
his wife and children, then formed a partnership with them. The Commissioner
argued that the entire partnership income should be taxed to Scherer due to his
control over the business. The Tax Court held that valid gifts had been made, a
legitimate partnership was formed, and the income should be taxed to the partners
according  to  their  respective  interests,  distinguishing  the  case  from situations
involving personal  service  income or  sham transactions.  This  case  clarifies  the
circumstances under which family partnerships are recognized for tax purposes
after bona fide gifts of capital.

Facts

Robert Scherer owned and operated the Gelatin Products Company. On June 30,
1937, he transferred a one-sixth interest in the business to his wife and one-sixth
interests to trusts for each of his three minor children. He then entered into a
partnership agreement with his wife, individually and as trustee for the children.
Scherer  retained  “exclusive  management”  of  the  business,  including  financial
control and the discretion to distribute or retain profits. In 1939, he made a similar
gift in trust for a newly born child. The Commissioner challenged the validity of the
partnership for income tax purposes, asserting that all income should be taxed to
Scherer.

Procedural History

The  Commissioner  determined  deficiencies  in  Scherer’s  gift  and  income taxes.
Scherer  challenged  these  determinations  in  the  Tax  Court.  The  Tax  Court
consolidated the cases related to the 1937 and 1939 tax years.

Issue(s)

1. What was the fair market value of the gifts made in 1937 and 1939?
2. Were the 1937 gifts in trust for the children gifts of future interests, precluding
the $5,000 statutory exclusions?
3. Whether the entire income from the Gelatin Products Co. for the fiscal years
ended June 30, 1938, and June 30, 1939, is taxable to petitioner.

Holding

1.  The  fair  market  value  of  the  four-sixths  interest  transferred  in  1937  was
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$275,000, and the one-sixth interest transferred in 1939 was $254,191.
2.  Yes,  because  the  beneficiaries’  enjoyment  of  the  principal  and  income  was
delayed until they reached a specified age, the gifts were of future interests.
3. No, because a valid partnership was created following bona fide gifts of capital,
and  therefore  the  income  should  be  taxed  to  the  partners  according  to  their
respective interests.

Court’s Reasoning

The  Court  determined  the  value  of  the  gifts  based  on  the  company’s  past
performance, prospects, and expert testimony. The gifts in trust were deemed future
interests because the children’s access to the funds was restricted. Regarding the
income tax issue, the court acknowledged the Commissioner’s argument under the
doctrine of Helvering v. Clifford, that Scherer’s control over the business warranted
taxing  all  income  to  him.  However,  the  court  distinguished  this  case  because
Scherer had made completed gifts of capital to his wife and children. These gifts
served as their capital contributions to the partnership. The Court emphasized that
the partnership was valid and legal, stating that, “tax liability on income attaches to
ownership of the property producing the income.” The court distinguished the case
from those involving personal service income or situations where the gifts were not
bona fide, and held that the income should be taxed according to the partners’
respective interests. The court also rejected the Commissioner’s attempt to apply
Helvering v. Stuart because the trust instrument only allowed for the trustee to use
trust income for the children’s support if Scherer was unable to provide, which was
not the case here. Sternhagen, J.,  dissented, arguing that the arrangement was
merely a redistribution of income within the family, with Scherer retaining control.

Practical Implications

Scherer clarifies the requirements for establishing a valid family partnership for tax
purposes. It emphasizes the importance of a bona fide gift of capital. The donor must
relinquish control over the gifted property, and the capital must be contributed to
the partnership. The case indicates that substantial management control retained by
the donor does not automatically invalidate the partnership, distinguishing it from
situations where the income is primarily derived from personal services. Later cases
distinguish Scherer  when there’s a lack of economic reality or when the donor
retains too much control over the gifted assets, effectively negating the gift for tax
purposes. This case provides guidance for structuring family business arrangements
to achieve legitimate tax benefits while complying with legal requirements.


