14 T.C. 301 (1950)

When a retiring partner transfers their partnership interest but retains a beneficial
interest in a portion of the partnership income, that retained portion is taxable to
the retiring partner, not the remaining partners.

Summary

Ruth Collins acquired a partnership interest from her mother-in-law, Fanny Collins.
The agreement stipulated fixed cash payments and an annual sum equal to 5% of the
business profits to Fanny. The Tax Court addressed whether the 5% of partnership
income paid to Fanny was taxable to Ruth. The court held that because Fanny
retained a beneficial interest in that 5%, it was taxable to her, not to Ruth. The court
reasoned that the arrangement was akin to a trust, where Fanny retained a life
estate in a portion of the partnership income.

Facts

Leonard Collins and his mother, Fanny, operated Collins Department Store as
partners, with Leonard owning 75% and Fanny 25%. Due to disagreements, Leonard
and Fanny executed an agreement where Fanny transferred her interest to Leonard.
In return, Leonard agreed to pay Fanny fixed annual sums and 5% of the annual
business profits for her life. Fanny retained the right to be styled as a “nominal
partner.” Leonard later transferred his rights and obligations under this agreement
to his wife, Ruth, who became a partner in the business. The partnership agreement
stated a division of profits of 75% to Leonard and 25% to Ruth.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Ruth Collins’
income tax for 1944 and 1945, arguing that 25% of the partnership income was
taxable to her. Collins contested this, arguing only 20% was taxable to her as 5%
was income to Fanny. The Tax Court reviewed the Commissioner’s determination.

Issue(s)

Whether the 5% of the partnership income paid annually to Fanny Collins,
representing a percentage of profits from the Collins Department Store, is taxable to
Ruth Collins, who acquired Fanny’s partnership interest, or whether it is taxable to
Fanny as a retained beneficial interest.

Holding

No, the 5% of partnership income paid to Fanny is not taxable to Ruth Collins
because Fanny retained a beneficial interest in that portion of the income, making it
taxable to her.
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Court’s Reasoning

The Tax Court analogized the arrangement to a trust, citing Everett D. Graff, 40
B.T.A. 920, stating that Fanny, like the grantor of a trust, “failed to dispose of the
beneficial interest...which he possessed prior to the declaration of trust, ‘the
remainder being retained by the grantor.”” The court also cited Frank R. Malloy, 5
T.C. 1112, noting that a testator can bequeath less than their entire interest in a
business, effectively granting a life estate in a portion of the income. The court
emphasized that Fanny retained a right to the income stream. The court found the
fact that the 5% payments were contingent on profits supported the determination
that Fanny retained that beneficial interest. Payments to Fanny were secured by a
life insurance policy, further indicating the ongoing nature of her interest. Despite
Fanny’s attempt to characterize the payments differently for her own tax purposes,
the court focused on the substance of the agreement, finding it created a continuing
beneficial interest for Fanny.

Practical Implications

This case clarifies that the substance of a transaction, rather than its form, dictates
tax consequences when a partnership interest is transferred. Attorneys structuring
partnership buyouts should carefully consider whether the retiring partner retains
any ongoing beneficial interest in the partnership’s income stream. Even if a partner
formally transfers their entire interest, any retained rights to income may result in
that income being taxed to the transferor, not the remaining partners. The case
highlights the importance of clear contractual language that reflects the economic
reality of the agreement to avoid unintended tax consequences. It emphasizes that
attempts to re-characterize income streams for tax avoidance purposes are likely to
be scrutinized and potentially disregarded by the courts.
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