8T.C.945 (1947)

A partner cannot be arbitrarily allocated more than their distributive share under
the partnership agreement by the Commissioner of Internal Revenue; however, a
determination made upon an incorrect theory will not be disturbed if the petitioner
fails to prove the result reached was incorrect.

Summary

The Tax Court addressed deficiencies in the income taxes of Sol, Emanuel, and
Manfred Flock, partners in Flock Manufacturing Co. The Commissioner reallocated
the partnership’s ordinary income, assigning larger shares to some partners than
specified in their agreement. The court reversed the Commissioner’s reallocation
regarding Emanuel, finding it arbitrary. However, the court upheld the increased
allocation to Sol, due to his transfer of a partnership interest to his wife, Della, who
contributed no significant capital or services. The court also upheld the allocation
regarding Manfred, despite finding the Commissioner’s theory incorrect, because
Manfred failed to prove that the resulting tax assessment was incorrect.

Facts

Flock Manufacturing Co. was a yarn business founded by the father of Sol and
Emanuel Flock. Sol and Emanuel became partners in 1912 and 1917, respectively.
After their father’s death, they continued the business. Over time, Sol gave interests
in the partnership to other family members, including Manfred (his son) and Della
(his wife). Several partnership agreements were executed, altering the distribution
of profits. Della contributed minimal services, and Howard (another son) was a
college student with limited involvement.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the income taxes
of Sol, Emanuel, and Manfred Flock for the tax year 1941, reallocating the ordinary
income of Flock Manufacturing Co. among the partners. The Flocks petitioned the
Tax Court, contesting the Commissioner’s reallocation of income.

Issue(s)

1. Whether the Commissioner erred in allocating to Emanuel Flock a greater
share of partnership income than his distributive share under the partnership
agreement.

2. Whether the Commissioner erred in allocating to Sol Flock a greater share of
partnership income than his distributive share under the partnership
agreement, considering his transfer of a partnership interest to his wife.

3. Whether the Commissioner erred in the amount of partnership income
allocated to Manfred Flock considering the partnership agreements in place
during different parts of the year.
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Holding

1. Yes, because the Commissioner’s action was arbitrary and unjustified, as
Emanuel owned a one-third interest, never surrendered his capital account,
and his distributive share was known.

2. No, because Sol transferred a one-sixth interest to Della, who did not
contribute significant capital or services, justifying the Commissioner’s view of
the arrangement as a family income-splitting scheme.

3. No, because although the Commissioner reached this amount using an
incorrect theory, Manfred did not prove that the result was incorrect.

Court’s Reasoning

The court found the Commissioner’s reallocation regarding Emanuel arbitrary,
stating, “The action of the Commissioner in taxing him with a larger share...was
arbitrary and not justified by the facts or the law.” Regarding Sol, the court
emphasized Della’s lack of contribution to the business: “The record does not show
that she ever contributed any capital of her own to the business...[and her services]
certainly were not vital to the success of the business.” This allowed the court to
treat Sol’s transfer to Della as a mere “family arrangement to divide Sol’s earnings
two ways for tax purposes rather than an intention upon their part to carry on
business as partners.” Regarding Manfred, the court found that although the
Commissioner’s reasoning was incorrect, because Manfred did not show what the
correct amount should be, he could not prevail. The court stated, “Manfred must
suffer the consequences of a failure of proof in this connection.”

Practical Implications

Flock v. Commissioner clarifies the scrutiny applied to family partnerships,
particularly when one partner contributes little to no capital or vital services. It
underscores the importance of demonstrating genuine intent to operate as partners,
rather than merely using the partnership structure for income splitting. It also
establishes that if a petitioner alleges the Commissioner used an incorrect theory,
they must prove the correct tax amount, otherwise, the Commissioner’s
determination will stand. Later cases citing Flock often involve similar questions of
whether a partnership is bona fide or a sham transaction to avoid taxes. This case
highlights the need for careful documentation of capital contributions, services
rendered, and the overall business purpose of a partnership, especially when family
members are involved.
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