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3 T.C. 894 (1944)

A husband can make a bona fide gift of a business interest to his wife, establishing a
valid partnership for tax purposes, provided the wife genuinely owns and controls
her share of the business.

Summary

M.W. Smith, Jr. transferred a one-half interest in his lumber business to his wife,
Sybil,  forming a partnership. The Commissioner of Internal Revenue argued the
income should be taxed solely to Mr. Smith. The Tax Court held that Mr. Smith
made a complete, irrevocable gift to his wife, establishing a valid partnership. The
court emphasized the written gift instrument, the wife’s capital account, her check-
writing authority, and the absence of any secret agreement undermining the gift’s
authenticity. The wife’s share of the profits was therefore taxable to her, not her
husband.

Facts

M.W. Smith, Jr. solely owned a lumber business. In March 1937, he executed a
written  instrument  gifting  his  wife,  Sybil,  a  one-half  interest  in  the  business,
excluding property in Wilcox County. As consideration, Sybil assumed joint liability
for  the  business’s  debts.  Immediately  after  the  gift,  the  Smiths  executed  a
partnership  agreement  where  each  contributed  their  respective  shares  of  the
business, agreeing to share profits and losses equally. Mrs. Smith was given the
authority to write checks from the business account.

Procedural History

The Commissioner determined deficiencies in Mr. Smith’s income tax, asserting he
was taxable on the entire net income of the business. Mr. Smith contested this,
claiming the business was a valid partnership with his wife. The Tax Court ruled in
favor of Mr. Smith, recognizing the partnership.

Issue(s)

Whether Mr. Smith made a bona fide gift of a one-half interest in his lumber1.
business to his wife.
Whether the lumber business operated as a bona fide partnership between Mr.2.
Smith and his wife, allowing for the division of income for tax purposes.

Holding

Yes, because Mr. Smith executed a written instrument of gift, duly1.
acknowledged and delivered to his wife, with no evidence of a secret
agreement undermining its validity.
Yes, because the business operated under a partnership agreement, with2.
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capital accounts for both Mr. and Mrs. Smith, and profits and losses were
allocated accordingly.

Court’s Reasoning

The court relied on precedent establishing that a husband can make his wife a
partner by gifting her an interest in his business, provided the gift is bona fide and
the wife has ownership and control. The court distinguished this case from those
involving personal service businesses where income is primarily derived from the
husband’s efforts. Here, the business required substantial capital investment (land,
timber, equipment),  and Mrs. Smith had check-writing authority and a separate
drawing account, indicating genuine ownership. The court stated, “Manifestly, the
income of petitioner’s wife was an attribute of and flowed from her capital interest
in the business rather than from the efforts and energy expended by petitioner in
the taxable years.” The court also noted that the gift was evidenced by a written
instrument, stronger evidence than the oral gifts in many similar cases. The court
found no evidence of a secret agreement suggesting the gift wasn’t bona fide, even
though Mr. Smith expected his wife to reinvest the gift into the company.

Practical Implications

This  case  provides  guidance  on  establishing  a  valid  family  partnership  for  tax
purposes.  Key  factors  include:  a  written  gift  instrument,  proper  accounting
reflecting the partnership, the donee’s control over their share of the business (e.g.,
check-writing authority), and evidence the income derives from capital, not solely
the  donor’s  services.  The  case  shows  that  the  absence  of  a  formal  business
education  for  the  donee  (wife)  doesn’t  necessarily  invalidate  the  partnership.
Subsequent cases have cited Smith v. Commissioner to support the validity of family
partnerships  where  there  is  clear  evidence  of  a  bona  fide  gift  and  genuine
participation by the donee. It also underscores the importance of documenting the
transfer and operating the business in a manner consistent with a true partnership.
Taxpayers need to be able to demonstrate the economic reality of the partnership,
not just its form.


