7 T.C. 837 (1946)

A transfer of partnership interests within a family can constitute a taxable gift if the
assigned share of partnership earnings exceeds the value of the new partners’
services and originates from an asset of the business, such as goodwill, rather than
the remaining partners’ services.

Summary

William H. Gross transferred interests in his successful skin ointment business,
Belmont Laboratories Company, to his daughter and son-in-law as part of a
partnership agreement. The Commissioner of Internal Revenue assessed a gift tax
deficiency, arguing the transfer was a gift. The Tax Court agreed, holding that the
transfer constituted a taxable gift because the daughter and son-in-law’s share of
partnership earnings significantly exceeded the value of their services, deriving
primarily from the business’s pre-existing goodwill rather than their contributions.
The court abated the penalty for late filing, as Gross relied on advice from legal
counsel.

Facts

Prior to 1926, William H. Gross developed a formula for skin ointment called
“Mazon” and marketed it successfully. On December 31, 1941, Belmont
Laboratories, Inc., which marketed “Mazon,” was liquidated, and its assets were
distributed to Gross (80%) and his wife, Annie (20%). On January 1, 1942, Gross, his
wife, daughter (B. Madalin Eckert), and son-in-law (Walter L. Eckert, Jr.) formed a
partnership. Gross and his wife contributed the assets of the former corporation.
The partnership agreement allocated profits: Gross (60%), his wife (20%), and each
of the Eckerts (10%). The Eckerts’ share of profits substantially exceeded their prior
salaries and apparent contribution to the business, which primarily relied on the
established “Mazon” brand. Gross was the general manager; his wife, his assistant;
his daughter managed records; and his son-in-law, a physician, was the medical
director.

Procedural History

The Commissioner determined a gift tax deficiency against Gross for the 1942 tax
year, arguing the transfer of partnership interests to his daughter and son-in-law
constituted a taxable gift. Gross petitioned the Tax Court for a redetermination of
the deficiency. The Tax Court upheld the Commissioner’s assessment, finding a
taxable gift occurred, but abated the penalty for delinquent filing.

Issue(s)

Whether the transfer of partnership interests from William H. Gross to his daughter
and son-in-law, as part of a family partnership agreement, constituted a taxable gift
under Section 1002 of the Internal Revenue Code.
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Holding

Yes, because the share of partnership earnings assigned to the daughter and son-in-
law greatly exceeded the value of their services and originated from the established
goodwill of the business, thereby constituting a transfer without full and adequate
consideration.

Court’s Reasoning

The Tax Court reasoned that while family partnerships are permissible for income
tax purposes if partners contribute vital services or capital, a gift tax can apply if
partnership interests are transferred without adequate consideration. The court
emphasized that the Eckerts’ increased earnings were disproportionate to their
services and stemmed from the pre-existing goodwill of the “Mazon” product, an
asset largely attributable to Gross’s prior efforts. The court rejected Gross’s
argument that he retained all capital, noting the “Mazon” trade name and formula
remained with the business even upon his withdrawal. The court also cited the close
family relationship, supporting inferences of donative intent and lack of adequate
consideration. Quoting from the opinion, “[T]he crucial asset of the business here
was the trade name, good will, and formula of ‘Mazon’ soap...That, from the capital
standpoint, was what created the earnings.” Because the increased compensation to
the Eckerts greatly exceeded the value of their services, the Court found a taxable
gift had occurred.

Practical Implications

This case clarifies that intrafamily transfers of business interests are subject to gift
tax scrutiny, even if structured as part of a legitimate partnership for income tax
purposes. It serves as a warning that simply structuring a transfer as a partnership
interest does not automatically avoid gift tax consequences. Attorneys should advise
clients to carefully document the fair market value of all contributions and services
provided by each partner, especially in family-owned businesses. Subsequent cases
and IRS guidance have continued to emphasize the importance of arm’s length
transactions and adequate consideration in intrafamily business arrangements to
avoid unintended gift tax liabilities. In similar cases, tax advisors should consider
the source of the income stream: if it comes primarily from existing goodwill
attributable to the donor, a gift is more likely to be found.
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