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Hitchcock v. Commissioner, 18 T.C. 227 (1952)

A family partnership will only be recognized for tax purposes if the family members
actually  contribute capital  or  services,  participate in management,  or otherwise
demonstrate the reality and good faith of the arrangement.

Summary

The  Tax  Court  addressed  whether  a  father’s  creation  of  a  family  partnership,
including his four minor children who contributed no capital or services, was a valid
arrangement for income tax purposes. The Commissioner argued the partnership
was a superficial attempt to allocate income within the family. The court held that
the children were not bona fide partners because they did not contribute capital,
participate in management, or render services, and the father retained substantial
control over their interests. The income was therefore taxable to the father.

Facts

E.C. Hitchcock, the petitioner, formed a limited partnership, E.C. Hitchcock & Sons,
including his six children. He conveyed a one-seventh interest in the business’s real
and personal  property  to  each of  his  four younger children (Claude,  Margaret,
Ralph, Jr.,  and Lucy), conditional on the business continuing and their interests
remaining part of the business. Partnership earnings were payable to these children
only as determined by the general  partners.  The four younger children did not
participate in the management or operation of the business. The two older sons,
Harold and Carleton, were general partners and active in the business.

Procedural History

The  Commissioner  of  Internal  Revenue  included  the  partnership  income
distributable to the four younger children in the petitioner’s taxable income. The
petitioner appealed to the Tax Court, arguing the children were bona fide partners.
A  Minnesota  state  court  previously  ruled  against  Hitchcock  on  a  similar  issue
regarding state income tax.

Issue(s)

Whether the four children of the petitioner were bona fide partners for income tax
purposes in the limited partnership, given that they contributed no capital, services,
or management expertise.

Holding

No, because the four children did not contribute capital, participate in management,
or render services to the partnership, and the father retained substantial control
over  their  interests.  The  partnership  arrangement  lacked  economic  substance
beyond tax avoidance.
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Court’s Reasoning

The court relied on the principle that family partnerships must be accompanied by
investment of capital, participation in management, rendition of services, or other
indicia demonstrating the actuality, reality, and bona fides of the arrangement. The
court found the so-called gifts of partnership interests were conditional and did not
absolutely and irrevocably divest the father of dominion and control. The court cited
Commissioner v. Tower, 327 U.S. 280,  emphasizing that transactions between a
father and his children should be subjected to special scrutiny. The court noted that
the father retained substantial control over the partnership through his role as a
general partner and the requirement of unanimous consent for any partner to assign
their interest.  Even though the two older sons contributed to the business,  the
younger children contributed nothing. The court found that the transfers to the
younger children were purposely made to retain substantial control and enjoy tax
advantages.

Practical Implications

This case reinforces the principle that family partnerships will be closely scrutinized
by the IRS and the courts. To be recognized for tax purposes, family members must
genuinely contribute to the partnership through capital, services, or management.
The donor must relinquish control over the gifted interest. This case highlights the
importance of documenting the economic substance of a family partnership beyond
mere  income  shifting.  Later  cases  citing  Hitchcock  often  involve  similar  fact
patterns of intrafamily transfers designed to reduce the overall  tax burden of a
family business. This case illustrates the continuing need for taxpayers to show that
purported partners genuinely contribute to the business and exercise control over
their interests.


