
© 2025 SCOTUSreports.com. All rights reserved. | 1

Hagaman v. Commissioner, 10 TCM 535 (1951)

Payments  received  by  a  retiring  partner  for  his  share  of  uncollected  accounts
receivable and unbilled work represent ordinary income, not capital gains, when the
partner is essentially being paid for past services.

Summary

The case concerns the tax treatment of a payment received by a partner upon his
retirement from a partnership. The court determined that the payment, representing
the  partner’s  interest  in  uncollected  accounts  receivable  and  unbilled  work,
constituted ordinary income rather than capital gain. The court reasoned that the
payment was essentially for the partner’s share of the partnership’s earnings, and
did not reflect the sale of a capital asset. This decision underscores the importance
of distinguishing between payments for a partner’s interest in partnership assets
and payments representing a share of the firm’s income earned through services.

Facts

The petitioner was a partner in a firm. Upon his retirement, he received a lump-sum
payment. The partnership agreement provided that he would receive his cash capital
and profits. A document specified the lump-sum payment was made for the retiring
partner’s  interest  in  the  cash  capital  account,  profits,  uncollected  accounts
receivable,  and  unbilled  work  of  the  partnership.  The  uncollected  accounts
receivable represented ordinary income flowing from personal services rendered by
the partnership. The retiring partner received a separate amount that represented
cash  withdrawals  in  excess  of  his  cash  capital  balance.  The  Commissioner
determined the amounts were taxable as ordinary income.

Procedural History

The  case  proceeded  before  the  Tax  Court.  The  court  reviewed  the  facts  and
documents of the transaction. The Tax Court ruled in favor of the Commissioner,
holding that the payments to the retiring partner were ordinary income. The Tax
Court based its decision on the nature of the payments, which it determined were
for  the  petitioner’s  share  of  the  firm’s  earnings.  The  petitioner  contested  the
decision, leading to this opinion.

Issue(s)

1. Whether the lump-sum payment received by the retiring partner was for the sale
of his partnership interest, thus qualifying as a capital gain?

2. Whether the payment constituted ordinary income, representing the partner’s
share of the partnership’s earnings?

Holding
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1. No, because the payment was primarily for the retiring partner’s share of the
firm’s earnings, not a sale of the capital asset of his partnership interest.

2.  Yes,  because  the  payment  represented  ordinary  income,  attributable  to  the
retiring partner’s share of uncollected accounts receivable and unbilled work.

Court’s Reasoning

The court’s decision hinged on the nature of the payment received by the retiring
partner. The court examined the agreement and the documents that established the
details  of  the  payment.  The  court  relied  on  the  principle  that  payments  for  a
partner’s interest in partnership assets may be treated as capital gains. However,
payments for a partner’s share of uncollected accounts receivable and unbilled work
represent a share of the firm’s income, which is taxed as ordinary income. The court
cited Helvering v. Smith, which involved a lump-sum payment to a retiring partner.
Judge Learned Hand had said: “The transaction was not a sale because be got
nothing  which  was  not  his,  and  gave  up  nothing  which  was.  Except  for  the
‘purchase’ and release, all his collections would have been income; the remaining
partners would merely have turned over to him his existing interest in earnings
already made.” The court distinguished the facts from situations where a true sale of
a partnership interest occurred. The court noted that there was no evidence of
goodwill being purchased.

Practical Implications

This case is critical for tax planning involving partnership dissolutions and partner
retirements. It clarifies that the characterization of payments to a retiring partner
depends on the nature of those payments. Payments representing a share of the
partnership’s earnings, such as uncollected accounts receivable and unbilled work,
will likely be treated as ordinary income. This has a significant impact on the tax
liability of the retiring partner, as capital gains are often taxed at a lower rate than
ordinary  income.  Attorneys  advising  partners  on  retirement  agreements  must
carefully  structure  the  terms  of  the  payments  to  reflect  the  substance  of  the
transaction, and avoid language that inaccurately describes a sale of a partnership
interest when the substance of the payment is to pay for a share of earnings. This
case  also  reinforces  the  importance  of  detailed  documentation  to  support  the
characterization  of  the  payments.  The  case  also  reinforces  the  importance  of
detailed  documentation  to  support  the  characterization  of  the  payments,
highlighting the need to clearly define what the payment is for in the agreement.


