Titus v. Commissioner, 22 T.C. 11 (1954)

A trust can be a valid member of a partnership for federal income tax purposes, even
if not explicitly recognized under state law, provided the trust contributes capital or
services and there is a real intent to carry on business as partners.

Summary

The petitioner, Titus, formed a limited partnership after liquidating his corporation,
with trusts for his children as limited partners. The Commissioner argued the trusts
were not valid partners and attributed their income to Titus. The Tax Court held that
the gifts of stock to the trusts were valid and that the trusts were valid partners,
emphasizing that capital was a material income-producing factor, the trusts
contributed capital, and there was a genuine intent to form a partnership. The court
rejected the argument that trusts could never be partners for tax purposes.

Facts

Clark Linen Co. was liquidated, and its business was continued as a partnership.
Prior to liquidation, Titus created trusts for his children and gifted them shares of
Clark Linen Co. stock. After liquidation, the business operated as a limited
partnership under Illinois law, with Titus as a general partner and the trusts, along
with other former stockholders, as limited partners. The trusts contributed capital to
the partnership, and the partnership agreement allocated income based on capital
contributions after salaries were paid to partners rendering services.

Procedural History

The Commissioner determined deficiencies in Titus’s income tax, arguing that the
liquidating distributions on the gifted shares were taxable to Titus and that the
income allocated to the trusts under the partnership agreement should also be taxed
to Titus. Titus petitioned the Tax Court for review of the Commissioner’s
determination.

Issue(s)

1. Whether the petitioner made valid gifts of stock to the trusts before the
liquidation of the corporation, such that he should not be taxed on the liquidating
distributions.

2. Whether the trusts should be recognized as valid partners in the partnership for
federal income tax purposes, or whether the income distributed to them should be
taxed to the petitioner.

Holding

1. Yes, because the petitioner completed the gifts of stock to the trusts before the
liquidation, relinquishing control except in his fiduciary capacity as trustee.
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2. Yes, because capital was a material income-producing factor, the trusts
contributed capital, a substantial economic change occurred giving the beneficiaries
indirect interests, and there was a real intent to carry on the business as partners;
therefore, the Commissioner’s reallocation of income to the petitioner was not
justified.

Court’s Reasoning

Regarding the gifts of stock, the court found that Titus completed the gifts before
liquidation, and his subsequent involvement was solely in his fiduciary role as
trustee. The court distinguished this case from *Howard Cook*, 5 T.C. 908, where no
actual transfer of shares occurred.

Regarding the partnership, the court emphasized the importance of capital in the
business and the fact that the trusts contributed significant capital. The court
acknowledged that Titus retained control but noted this was consistent with the
structure of a limited partnership. The court disagreed with *Hanson v.
Birmingham*, 92 F. Supp. 33, which held that a trust cannot be a valid partner for
federal income tax purposes. The court reasoned that Section 3797(a)(2) of the
[.R.C. defines partnership broadly, including “a syndicate, group, pool, joint venture,
or other unincorporated organization,” and that this definition should be applied
even if state law does not recognize trusts as partners. The court cited numerous
cases where trusts were recognized as partners, noting, “A trust’s distributive share
of the net income of a partnership would have to be included in its gross income in
many cases, if for no other reason than that there would be no one else to which the
income could be lawfully taxed.”

Practical Implications

This case provides support for the validity of family partnerships where trusts are
partners, especially when capital is a material income-producing factor and the
trusts contribute capital. It clarifies that the definition of a partnership for federal
income tax purposes is broader than the common-law definition and can include
arrangements not explicitly recognized under state law. Attorneys advising clients
on forming family partnerships with trusts should ensure that the trusts contribute
capital or services, that the partnership is structured as a valid business
arrangement, and that the distributive shares of income are reasonable in relation to
the contributions of each partner. Later cases applying *Titus* have focused on
whether the trusts genuinely participate in the partnership and contribute either
capital or services, distinguishing situations where the trusts are merely used to
shift income without any real economic substance.
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