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T.C. Memo. 1949-30

A family member is a legitimate partner in a business for tax purposes only if they
genuinely  intend  to  join  together  in  the  present  conduct  of  the  enterprise,
considering all relevant facts such as their contributions, control, and conduct.

Summary

This case addresses whether a wife and son were legitimate partners in a family
business for income tax purposes. The Tax Court, applying the Supreme Court’s
guidance in *Commissioner v. Culbertson*, examined the intent of the parties. It
found  the  son  to  be  a  legitimate  partner  due  to  his  active  participation  and
contributions. However, the court determined the wife was not a partner because
her  involvement  was  minimal  and  lacked  genuine  intent  to  participate  in  the
business’s conduct. The ruling emphasizes the importance of examining all facts to
ascertain the true intent behind forming family partnerships, especially regarding
capital contributions and participation.

Facts

Petitioner, Harmon, formed a partnership with his wife, Gladys, and son, Jack, on
July 1,  1942.  Gladys and Jack received their  capital  contributions as gifts  from
Harmon on the same day they invested in the partnership.  Jack worked in the
family’s machine tool business, contributing labor and participating in bidding work
and partnership meetings.  Gladys made occasional  visits  to  the plant,  attended
partnership  meetings,  and  previously  typed  office  correspondence  in  the  early
1930s. The partnership agreement vested management and control in Harmon and
another partner, Kuhlmann, but designated Jack as Harmon’s successor.

Procedural History

The Commissioner of Internal Revenue challenged the legitimacy of Gladys and Jack
as partners, including their shares of the partnership income in Harmon’s gross
income for 1943 and 1944. Harmon contested this assessment before the Tax Court.

Issue(s)

1. Whether Gladys M. Harmon should be recognized as a partner for income tax
purposes in 1943 and 1944.
2.  Whether Jack D.  Harmon should be recognized as a partner for  income tax
purposes in 1943 and 1944.
3. Whether the petitioner is entitled to deduct a casualty loss due to storm damage
to his residence.

Holding

1. No, because Gladys M. Harmon did not demonstrate a genuine intent to join in
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the present conduct of the enterprise.
2.  Yes,  because  Jack  D.  Harmon  actively  participated  in  the  business  and
demonstrated a genuine intent to be a partner.
3. Yes, because the petitioner provided sufficient evidence of the storm damage and
the cost of repairs.

Court’s Reasoning

The court relied heavily on *Commissioner v. Culbertson*, which requires examining
all facts to determine whether parties genuinely intended to join together in the
present  conduct  of  the  enterprise.  Regarding  Gladys,  the  court  found  her
participation  minimal,  her  capital  contribution  a  “mere  camouflage,”  and  her
attendance at meetings insufficient to prove genuine intent. The court noted, “It is
quite clear that there was nothing in the conduct of Gladys M. Harmon after the
partnership agreement was signed which gave evidence of any intention on her part
to be a bona fide partner in the enterprise.” Regarding Jack, the court emphasized
his labor contributions, participation in bidding, and the partnership agreement’s
provision for him to assume managerial authority. Although his capital was also a
gift, his “substantial contribution to the control and management of the business”
demonstrated his intent to be a partner. As for the casualty loss, the court accepted
the petitioner’s testimony on the property’s value and the repair costs as evidence of
the loss, citing *Helvering v. Owens*.

Practical Implications

This case highlights the importance of demonstrating genuine intent and active
participation when forming family partnerships for tax purposes. A mere capital
contribution, especially if received as a gift, is insufficient. The ruling reinforces that
family members must actively contribute to the business’s operations, management,
or control to be recognized as legitimate partners. Subsequent cases cite *Harmon*
for its application of the *Culbertson* test in scrutinizing family partnerships. Tax
advisors should counsel clients to document the active involvement of all partners,
especially family members, to withstand scrutiny from the IRS. It shows the need for
clear records of contributions and active decision-making in business operations.


