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5 T.C. 752 (1945)

A cash-basis taxpayer who donates rights to income that has already been earned
but  not  yet  received  remains  liable  for  income tax  on  that  income when it  is
eventually paid to the donee.

Summary

The Estate of S.W. Anthony challenged the Commissioner’s determination that the
decedent was taxable on impounded oil income released in 1940. The decedent had
assigned his interest in an oil lease and the impounded income to his brother in
1937.  The  Tax  Court  held  that  because  the  income  was  earned  before  the
assignment, the decedent, who used a cash method of accounting, was liable for
income tax on the released funds in 1940, when the funds were released from
impoundment  and  paid  to  the  brother.  The  court  distinguished  this  case  from
situations where the underlying asset itself was donated before income was realized.

Facts

S.W. Anthony (the decedent) owned a one-half interest in an oil  and gas lease.
Klingensmith Oil Co. owned the other half. Klingensmith drilled wells without an
agreement with Anthony regarding development and operating costs.  A dispute
arose,  and Klingensmith  placed a  lien  on Anthony’s  share  of  the  oil  proceeds,
causing the Texas Co. (the purchaser of the oil) to impound Anthony’s share of the
proceeds.  Prior to receiving any of  the impounded funds,  Anthony assigned his
interest in the lease and the impounded income to his brother, Frank A. Anthony, as
a gift. Litigation ensued between Klingensmith and Frank Anthony regarding the
development and operating costs. In 1940, the impounded funds, less costs, were
paid to Frank A. Anthony and his assignees.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in S.W. Anthony’s
income tax for 1940, asserting that the decedent was taxable on the impounded oil
income  released  that  year.  The  Tax  Court  reviewed  the  Commissioner’s
determination.

Issue(s)

Whether a cash-basis taxpayer who makes a gift of rights to income that has been
earned, but not yet received, before the gift, is liable for income tax on that income
when it is eventually paid to the donee.

Holding

Yes, because the income was earned by the decedent before the assignment, and the
assignment of income rights does not shift the tax liability from the assignor.
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Court’s Reasoning

The court distinguished this situation from cases where a gift of property is made
before any income is earned from that property. Here, the income (oil royalties) had
already been produced and was being held by the Texas Company due to the lien.
The court stated that the assignment of the lease itself would not have transferred
the rights to the already-produced oil. The court emphasized that the decedent had
to specifically assign his rights to the impounded income in addition to the lease.
The  court  cited  2  Mertens,  Law of  Federal  Income Taxation,  emphasizing  the
distinction between income subsequently earned on property previously acquired by
the assignee versus the transfer of rights to interest or wages previously accrued or
earned. The court reasoned that taxing income to those who earned the right to
receive it is a primary purpose of revenue law.

Practical Implications

This case reinforces the principle that one cannot avoid income tax liability by
assigning  income  rights  after  the  income  has  been  earned.  It  highlights  the
importance of determining when income is considered “earned” for tax purposes,
particularly  for  taxpayers  using  the  cash  method  of  accounting.  This  decision
informs how similar cases should be analyzed, emphasizing the difference between
assigning income-producing property before income is generated and assigning the
right  to  receive  income  already  earned.  This  impacts  estate  planning  and  tax
strategies,  emphasizing that assigning rights to already-earned income does not
shift the tax burden. Later cases have applied this ruling to prevent taxpayers from
avoiding tax liability by assigning rights to payments that are substantially certain to
be received.


