Black v. Commissioner, 35 T.C. 90 (1960)

When a partnership sells its assets to a corporation owned by the partners, the
transaction’s tax implications hinge on whether the sale encompasses the business’s
goodwill, affecting how the proceeds are classified (capital gain vs. dividend).

Summary

The case of Black v. Commissioner involves a husband and wife, who were partners
and sole shareholders of a purchasing corporation, selling partnership assets to
their corporation. The IRS contended that a portion of the sale proceeds was a
dividend, whereas the taxpayers claimed it was capital gains from the sale of a
business, including goodwill. The Tax Court sided with the taxpayers, holding that
the sale involved the partnership’s goodwill, thereby classifying the proceeds as
capital gains. The court emphasized the importance of determining whether the
partnership had excess earning power, which would indicate the existence of
goodwill and thus affect the tax treatment of the sale.

Facts

The petitioners, a husband and wife, were partners in a business. They were also the
sole shareholders of a corporation, Sterling. The partnership sold its assets to
Sterling. The IRS claimed that part of the money received was a dividend to the
partners. The petitioners contended that the sale was of the business, including
goodwill, and the money was a capital gain. The parties stipulated that the profit
realized by each from the sale was $39,030.43. The corporation paid $90,610.35 for
the assets, including machinery with an appraised value of $29,331.50. The
difference between the sale price and the value of the machinery was attributed to
goodwill.

Procedural History

The case originated in the U.S. Tax Court. The Commissioner of Internal Revenue
determined a tax deficiency, recharacterizing part of the sale proceeds as dividends.
The taxpayers contested this determination. The Tax Court sided with the taxpayers,
leading to the present decision.

Issue(s)

1. Whether the sale of partnership assets to a corporation owned by the partners
included goodwill, affecting the tax treatment of the proceeds.

Holding

1. Yes, because the court found that the partnership had goodwill that was sold as
part of the transaction, therefore, the money the taxpayers received should be
treated as capital gains and not dividends.
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Court’s Reasoning

The Tax Court focused on whether the sale of the partnership assets included
goodwill. The court emphasized that “good will may be defined by the following
formula: Good will equals a-b, where ‘a’ is capitalized earning power and ‘b’ is the
value of assets used in the business.” The court noted that goodwill is an intangible
asset representing the excess earning power of a business. The court considered
that the petitioners sold more than just machinery and a going business. The court
found that the earning power of the partnership exceeded the value of the tangible
assets. The court also cited that “Sterling paid petitioners $90,610.35 for the
partnership assets, including good will, and it is stipulated that the value of the
machinery was $29,331.50.” The Court determined the sale proceeds represented
capital gains, not dividends. The court determined that the petitioners correctly
reported the transaction.

Practical Implications

The case underscores the importance of accurately characterizing the assets sold in
transactions between partnerships and related corporations to ensure proper tax
treatment. This involves a thorough valuation of all assets, including goodwill, and a
detailed analysis of the earning power of the business. Lawyers advising clients in
similar situations must carefully document the intent of the parties and the
components of the sale to support the chosen tax treatment. If goodwill is present, it
should be valued appropriately to justify the classification of proceeds as capital
gains. It is also important to consider whether the purchase price of the business is
fair and reasonable. Otherwise, the IRS may recharacterize the transaction.
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