Jacksonville Paper Co. v. Commissioner, 13 T.C. 876 (1949)

A family partnership will not be recognized for tax purposes if the family members
do not contribute capital originating with them or perform vital services to the
business, and the partnership is merely a scheme to divide income.

Summary

Jacksonville Paper Co. (petitioner) sought to recognize a partnership with his wife,
acting as trustee for their daughters, to reduce his tax burden. The Tax Court held
that the partnership was not valid for tax purposes because neither the wife nor the
daughters contributed capital originating with them, nor did they provide vital
services to the business. The court emphasized that the business was entirely
managed and controlled by the petitioner, and the trust conveyances and
partnership agreement were a scheme to divide income within the family. Therefore,
the court upheld the Commissioner’s determination that all profits were taxable to
the petitioner.

Facts

The petitioner operated a business under the name “N. A. P. A. Jacksonville
Warehouse.” The petitioner executed trust deeds to his wife, as trustee, for the
benefit of their two daughters, assigning each daughter a 24% capital interest in the
business. Simultaneously, a partnership agreement was executed, purportedly
creating a partnership between the petitioner, his wife as trustee, and the
daughters. The capital interests assigned to the daughters originated entirely from
the petitioner, and neither the wife nor the daughters contributed any services to
the business. The petitioner retained exclusive management and control of the
business.

Procedural History

The Commissioner of Internal Revenue determined that all the profits from the
warehouse business were taxable to the petitioner individually. The petitioner
challenged this determination in the Tax Court. The Tax Court upheld the
Commissioner’s decision, finding that the purported partnership was not valid for
tax purposes.

Issue(s)

Whether a business partnership between the petitioner and his wife, acting as
trustee for their two daughters, should be recognized for tax purposes when the
daughters’ capital interests originated entirely from the petitioner, and neither the
wife nor the daughters contributed any services to the business.

Holding
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No, because the wife and daughters did not contribute capital originating with them
or perform vital additional services, and the arrangement was a scheme to divide the
petitioner’s income.

Court’s Reasoning

The court relied on Commissioner v. Tower, 327 U.S. 280 (1946), and Lusthaus v.
Commissioner, 327 U.S. 293 (1946), stating that the claim for recognition of the
partnership rested entirely on the alleged ownership of capital interests by the
daughters. The court emphasized that the issue is “who earned the income and that
issue depends on whether this husband and wife really intended to carry on business
as a partnership.” Here, the capital all originated with the petitioner. The court
noted that while a husband and wife can be partners for tax purposes if the wife
“invests capital originating with her or substantially contributes to the control and
management of the business, or otherwise performs vital additional services,” that
was not the case here. The court concluded that the trust conveyances and
partnership agreement were related steps in a plan to divide income to reduce
taxes. The court stated that a trustee’s participation in a partnership stands on the
same footing as an individual’s.

Practical Implications

This case reinforces the principle that family partnerships must be economically
substantive to be recognized for tax purposes. It clarifies that simply transferring
capital interests to family members without a corresponding contribution of capital
or services will not shift the tax burden. This decision informs how tax advisors
structure family-owned businesses, emphasizing the importance of documenting
genuine contributions by each partner. Later cases have applied this ruling to
scrutinize the validity of family partnerships, particularly where significant income-
producing activity is attributable to one family member. This case underscores the
importance of demonstrating legitimate business purposes and economic substance
beyond mere tax avoidance when forming family partnerships.
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