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8 T.C. 1038 (1947)

The gift tax does not apply to transfers of property that are part of a bona fide,
arm’s-length transaction in the ordinary course of business, even if the consideration
is less than the fair market value of the property transferred.

Summary

Anderson  v.  Commissioner  addresses  whether  sales  of  stock  by  controlling
shareholders to key employees constituted taxable gifts. The Tax Court held that
such sales, made pursuant to a profit-sharing plan and designed to incentivize and
retain essential management, were bona fide business transactions and therefore
exempt from gift tax, even if the stock’s value exceeded the consideration paid. The
court  emphasized  that  the  absence  of  donative  intent  and  the  presence  of  a
legitimate business purpose are critical factors in determining whether a transaction
falls within the ordinary course of business.

Facts

Anderson and Clayton (A&C)  controlled  a  cotton merchandising business.  They
formed a corporation and sold some of their common stock to six key employees
actively involved in the business. These sales were part of a long-standing profit-
sharing  plan,  where  stock  ownership  was  tied  to  active  participation  and
responsibility within the company. The sales were conducted at arm’s length, based
on a formula in the shareholder agreement. The Commissioner argued that the stock
was sold for less than its fair market value, thus constituting a gift for the difference.

Procedural History

The  Commissioner  of  Internal  Revenue  assessed  gift  tax  deficiencies  against
Anderson and Clayton. The taxpayers petitioned the Tax Court for a redetermination
of the deficiencies. The Tax Court reviewed the case de novo.

Issue(s)

Whether the sales of stock by Anderson and Clayton to their employees, at a price
allegedly below fair market value, constituted taxable gifts under Section 503 of the
Revenue Act of 1932.

Holding

No, because the sales of stock were bona fide, arm’s-length transactions made in the
ordinary course of business and were not motivated by donative intent.

Court’s Reasoning

The court  emphasized that  Treasury Regulations  exclude from gift  tax  “a  sale,
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exchange, or other transfer of property made in the ordinary course of business (a
transaction which is bona fide, at arm’s length, and free from any donative intent).”
While the Supreme Court in Commissioner v. Wemyss eliminated the subjective test
of donative intent for determining whether a gift has been made, the Tax Court
clarified that Wemyss did not eliminate the “ordinary course of business” exception.
The court found that the stock sales were motivated by legitimate business reasons,
including  incentivizing  management,  retaining  key  employees,  and  aligning
ownership with responsibility. The court noted that profit sharing was common in
the cotton merchandising business. Quoting the Treasury Regulations, the court
focused on the transaction being “bona fide, at arm’s length, and free from any
donative  intent.”  The  court  reasoned  that  “[b]ad  bargains,  sales  for  less  than
market… are made every day in the business world, for one reason or another; but
no one would think for a moment that any gift is involved.” The court distinguished
the case from marital or family arrangements, stating that the gift tax law was not
intended to “hamper or strait-jacket the ordinary conduct of business.”

Practical Implications

This case provides a key exception to the gift  tax rules,  clarifying that  not  all
transfers for less than fair market value are taxable gifts. It establishes that bona
fide business transactions, even those involving related parties, are exempt from gift
tax if they are conducted at arm’s length and serve a legitimate business purpose.
The case is important for businesses structuring compensation plans or ownership
transfers, providing that such transactions are not subject to gift tax if properly
structured. Later cases have relied on this decision to support the proposition that
transactions lacking donative intent and serving a legitimate business purpose are
outside the scope of the gift tax, even if the consideration exchanged is not equal in
value.  Attorneys  should  carefully  document  the  business  purpose,  arm’s  length
nature, and lack of donative intent when structuring similar transactions.


