Hannaman v. Commissioner, 11 T.C. 53 (1948)

For a partnership to be recognized for federal tax purposes, the parties must have a
good faith intent, acting with a business purpose, to presently conduct the
enterprise together, with each party’s contributions of service or capital being
valuable to the partnership.

Summary

The Tax Court determined that a partnership was valid for tax purposes, despite the
inclusion of wives of the original partners. The original partners needed credit and
bonding for a construction project. To secure these, the bonding company required
indemnification, leading to the inclusion of the wives’ assets. The court found that
the wives’ inclusion served a genuine business purpose, as it was necessary to
obtain the required bonds and working capital, indicating a true intent to form a
partnership, not merely a tax avoidance scheme.

Facts

Edward Viesko and George Hannaman, in a construction business, won a contract
(Project Oregon 35023) but needed credit for bonds and working capital. They
couldn’t secure credit until Marie Viesko contacted the Fred Vieskos, who helped
secure a $100,000 credit line from the Cranes, with the Fred Vieskos and Cranes
receiving $20,000 each for the credit extension. The bonding company required an
indemnity agreement from the Cranes. J.W. Crane demanded that all property of
Edward and Marie Viesko, Fred and Alta Viesko, and George and Harriett
Hannaman be subject to partnership losses before recourse against Crane’s assets.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against the estate of
George Hannaman, arguing that income credited to Harriett Hannaman from two
partnerships (Project Oregon 35023 and a successor partnership) should be
attributed to George Hannaman. The Tax Court reviewed the Commissioner’s
determination.

Issue(s)

1. Whether the Project Oregon 35023 partnership was a bona fide partnership for
federal tax purposes, such that income credited to Harriett Hannaman was properly
attributed to her and not to George Hannaman.

2. Whether Harriett Hannaman was a bona fide partner in the new Viesko &
Hannaman partnership formed on January 2, 1943, such that profits credited to her
by that partnership were taxable to her and not to George Hannaman.

Holding
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1. Yes, because the inclusion of the wives was essential to securing the necessary
bonding and credit for the project, demonstrating a genuine business purpose and
intent to form a partnership.

2. Yes, because her contribution from the prior partnership constituted a substantial
contribution of capital, and the new agreement reflected a continued intent to
operate as partners.

Court’s Reasoning

The court emphasized that the core question is whether the parties, acting in good
faith with a business purpose, intended to join together in the present conduct of the
enterprise. The court found that the inclusion of the wives was driven by the
bonding company’s requirement for an indemnity agreement, and J.W. Crane’s
insistence that the wives’ assets be liable for partnership losses. This constituted a
real and urgent business purpose, without which the partnership couldn’t obtain the
necessary bonds and working capital. The court noted that it was not until this
demand was met that the partnership was able to move forward. The court cited O.
H. Delchamps, 13 T. C. 281, emphasizing that securing substantial loans can be a
valid purpose for forming a partnership, even if other means could have been
employed. As the court stated, “The purpose in forming the partnership was the
reasonable and necessary one of securing substantial loans from the banks in order
to make the current financial position of the business more secure and to protect the
credit standing of the business.”

Practical Implications

This case underscores the importance of demonstrating a genuine business purpose
and intent when forming a partnership, especially when family members are
involved. It clarifies that the inclusion of partners solely to minimize tax liability is
not permissible; however, if the inclusion serves a legitimate business need, such as
securing credit or bonding, the partnership may be recognized for tax purposes. It
emphasizes that the Tax Court will consider the totality of the circumstances to
determine the parties’ true intent and whether the partnership served a valid
business purpose, not just potential tax benefits. Later cases have cited this decision
when analyzing family partnerships, often focusing on whether each partner
contributed capital or services and shared in the partnership’s risks and rewards.
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