6 T.C. 1093 (1946)

A family partnership will be recognized for tax purposes only if each partner
contributes capital or performs vital services; mere contributions of purported gifted
capital without control or vital services are insufficient.

Summary

Lawton v. Commissioner addresses the validity of a family partnership for tax
purposes following the dissolution of a corporation. The Tax Court examined
whether goodwill should be considered in the corporate liquidation, the validity of
stock gifts to family members, and the legitimacy of the subsequent partnership. The
court held that no goodwill existed, the stock gifts were not bona fide, and while a
partnership did exist with the taxpayer’s sons and another individual due to their
substantial contributions, the taxpayer’s wife and daughters were not valid partners
because they contributed neither capital nor vital services.

Facts

Howard B. Lawton operated a tool manufacturing business as a corporation, Star
Cutter Co. Over time, Lawton transferred shares of the company to his wife, two
sons, two daughters, and an employee, William Blakley. Subsequently, the
corporation was dissolved, and a partnership was formed, with all family members
and Blakley as partners. The stated reason for the change was to reduce the overall
family tax burden. The wife and daughters performed primarily clerical or minor
roles, while the sons and Blakley held significant operational positions. The IRS
challenged the validity of the gifts of stock and the legitimacy of the partnership for
tax purposes.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against Howard B.
Lawton and other family members, arguing that the entire income of the business
was taxable to Lawton. Lawton and the other petitioners appealed to the United
States Tax Court, contesting the Commissioner’s determinations regarding goodwill,
the validity of stock gifts, and the existence of a valid partnership.

Issue(s)

1. Whether the liquidation of Star Cutter Co. resulted in taxable income from the
distribution of goodwill to its stockholders.

2. Whether the gain from the distribution of assets was entirely taxable to Howard
B. Lawton.

3. Whether a valid partnership existed after the corporate dissolution, and if so, who
were the valid partners for tax purposes?

Holding
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1. No, because the success of the business depended almost entirely on the ability
and personal qualifications of key individuals, not on goodwill.

2. Yes, in part, because Lawton did not make bona fide gifts of stock to his wife and
daughters, but did relinquish control of shares owned by Blakley.

3. Yes, in part, because a valid partnership existed with Lawton, his two adult sons,
and William Blakley, due to their capital contributions (in Blakley’s case) and
substantial services, but not with Lawton’s wife and daughters, who contributed
neither capital nor vital services.

Court’s Reasoning

The court reasoned that goodwill did not exist because the company’s success was
primarily attributable to the skill and expertise of Howard Lawton, his sons, and
William Blakley. The court stated, “Ability, skill, experience, acquaintanceship or
other personal characteristics or qualifications do not constitute good-will as an item
of property.”

Regarding the gifts, the court found that Howard Lawton did not effectively
relinquish control over the shares purportedly gifted to his wife and daughters. The
court emphasized, “Here the evidence fails to show that the petitioner parted with
the complete dominion and control of the subject matter of the gifts. Lacking such
evidence, we must sustain the respondent.” Because the gifts were not bona fide,
the income attributable to those shares was taxable to Howard Lawton.

As for the partnership, the court applied the principles established in Commissioner
v. Tower, stating that a wife can be a partner if she “invests capital originating with
her or substantially contributes to the control and management of the business, or
otherwise performs vital additional services.” The court found that Lawton’s sons
and Blakley provided vital services, thus justifying their recognition as partners,
while Lawton’s wife and daughters did not.

Practical Implications

Lawton v. Commissioner clarifies the requirements for recognizing family
partnerships for tax purposes. It underscores that merely transferring ownership on
paper is insufficient; each partner must contribute either capital or vital services to
the business. This case is a warning against structuring partnerships primarily for
tax avoidance without genuine economic substance. Later cases applying Lawton
emphasize the importance of documenting each partner’s contributions, duties, and
responsibilities to demonstrate the legitimacy of the partnership. This case serves as
precedent for disallowing tax benefits stemming from partnerships where some
partners are passive recipients of income without active involvement or capital at
risk.
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