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A gift conditioned on the formation of a partnership that is illegal under state law
fails for tax purposes, and the income is taxable to the donor.

Summary

Ellery gifted a one-half interest in his slot machine business to his wife, intending to
form a partnership. The Tax Court addressed whether the entire income should be
taxed to Ellery or if a valid partnership existed. The court held that because the
partnership’s purpose (operating an illegal gambling business) was illegal under
Ohio law, the gift, which was conditional on forming a valid partnership, failed.
Therefore,  the  entire  income  was  taxable  to  Ellery.  The  court  also  addressed
deductions for business expenses, salary, and a loan.

Facts

Ellery operated a slot machine business in Ohio.
He gifted a one-half interest in the business to his wife.
The gift was made solely to enable them to form a partnership.
The stated reasons for forming the partnership were to improve employee
discipline and give Mrs. Ellery more authority.
The gift and partnership agreement were executed simultaneously.
Operating a slot machine business was illegal under Ohio law.

Procedural History

The Commissioner of Internal Revenue assessed deficiencies against Ellery, arguing
that the entire income from the slot machine business was taxable to him. Ellery
petitioned the Tax Court for a redetermination. The Tax Court ruled in favor of the
Commissioner, holding that the gift to Mrs. Ellery failed, and the partnership was
not valid for tax purposes.

Issue(s)

Whether the gift of a one-half interest in Ellery’s business to his wife was valid1.
for tax purposes, allowing recognition of a partnership.
Whether Ellery was entitled to deduct $500 as an ordinary and necessary2.
business expense for a contribution to an Eagles convention.
Whether Ellery was entitled to a bad debt deduction for a $50 loan.3.
Whether the deductions for salary paid to Mrs. Ellery were reasonable.4.

Holding

No, because the gift was conditional on forming a partnership, and that1.
partnership was illegal under Ohio law, thus the gift failed.
No, because there was no evidence in the record showing the expenditure or2.
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how it increased Ellery’s business.
Yes, because the loan became worthless when the debtor died leaving no3.
estate.
No, because the amounts deducted exceeded what was reasonable4.
compensation for Mrs. Ellery’s services.

Court’s Reasoning

The court reasoned that the gift to Mrs. Ellery was conditioned on the formation of a
valid  partnership.  Because  Ohio  law  prohibits  partnerships  formed  for  illegal
purposes, and Ellery’s slot machine business was illegal, the condition failed, and
the gift never truly transferred ownership. The court cited Grossman v. Greenstein,
stating,  “A  donor  may  limit  a  gift  to  a  particular  purpose,  and  render  it  so
conditioned and dependent upon an expected state of facts that, failing that state of
facts, the gift should fail with it.” The court distinguished this case from situations
where a valid partnership exists and later becomes problematic due to illegality or
incompetence of a partner. The court found no evidence to support the deduction for
the  Eagles  convention  banquet,  stating  that  there  was  no  showing  how  such
expenditures, if made, would have increased the petitioner’s business. The court
allowed the bad debt deduction based on the debtor’s death and lack of an estate.
Finally,  the  court  determined  that  the  salary  deductions  for  Mrs.  Ellery  were
unreasonable beyond a certain amount.

Practical Implications

This case illustrates that courts will scrutinize the validity of gifts and partnerships
for  tax  purposes,  especially  when  the  underlying  business  is  illegal.  Attorneys
advising clients on business structuring must consider state law restrictions on
partnerships and the potential tax consequences of arrangements that are invalid
under state law. The case also serves as a reminder that taxpayers must provide
sufficient  evidence  to  support  claimed  deductions.  This  case  highlights  the
importance of  ensuring that  a partnership agreement is  legally  sound and that
business  operations  comply  with  all  applicable  laws  to  avoid  adverse  tax
consequences. While the court suggests that illegal partnerships might sometimes
be recognized for tax purposes, it is a risky proposition.


