Allen v. Commissioner, 6 T.C. 331 (1946)

Income is taxable to the individual who earns it through their skill and effort, even if
the income is nominally assigned to another party.

Summary

Allen contested the Commissioner’s determination that the net income from the
Arcade Theatre in 1941 was taxable to him, arguing his wife operated the business.
The Tax Court held that the income was taxable to Allen because he provided the
personal skill and attention necessary for the business’s operation. Even though
Allen’s wife nominally managed the business, Allen’s expertise in film booking and
theatre management was the primary driver of the theatre’s profitability. The court
emphasized that income from businesses dependent on personal skill is taxable to
the person providing those skills.

Facts

Allen had operated the Arcade Theatre since 1930, developing expertise in film
contracting, booking, and showing. In 1936, Royal Oppenheim formed a corporation
for the theatre’s operation, but Allen continued to handle all business contracts.
Allen claimed his wife, Margaret, ran the theatre from 1937 until 1940, when she
became ill, and then managed it through Sylvia Manderbach in 1941. Allen asserted
he only booked films in 1941, for which he received $500. The Arcade Theatre’s
earnings were used for the support of Allen’s wife and child, the purchase of the
family residence, and the operation of the family home.

Procedural History

The Commissioner determined the net income from the Arcade Theatre in 1941 was
$9,166.06 and included this sum in Allen’s income under Section 22(a) of the
Internal Revenue Code. Allen petitioned the Tax Court, contesting this
determination. The Tax Court ruled in favor of the Commissioner, sustaining the
determination that Allen was taxable on the income from the Arcade Theatre.

Issue(s)

Whether the net income derived from the operation of the Arcade Theatre in 1941 is
taxable to Allen, considering his claim that his wife operated the business during
that year.

Holding

No, because the income was derived from a business that depended on Allen’s
personal skill and attention, making him the earner of the income under Section
22(a) of the Internal Revenue Code.
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Court’s Reasoning

The court relied on the principle that income is taxable to the person who earns it
(Lucas v. Earl, 281 U.S. 111) and the one who enjoys the economic benefit of that
income (Helvering v. Horst, 311 U.S. 112). The Arcade Theatre’s income depended
on Allen’s personal skill and attention in contracting for and booking films. The
court found that Allen’s wife did not possess the necessary knowledge or skills to
operate the business effectively. Even though she helped with minor tasks, these
were insufficient to establish her as the true earner of the income. The court cited
Commissioner v. Tower, 327 U.S. 280, emphasizing that factors such as investment
of capital, substantial contribution to management, and performance of vital
services are key in determining whether a wife is engaged in a business. The court
found these factors lacking in Allen’s wife’s involvement. The court stated,
“Petitioner could not ‘give’ the business in question, which he had established, to his
wife any more than he could endow her with his skill or attribute his activities to
her.”

Practical Implications

Allen v. Commissioner reinforces the principle that income is taxed to the individual
who earns it through their skills and efforts, regardless of nominal assignments or
family arrangements. It serves as a reminder that the IRS will look beyond formal
documents to determine the true earner of income. This case highlights that
personal service businesses require careful consideration when income is
distributed among family members. Legal professionals should advise clients that
merely shifting income on paper does not relieve them of tax liability if they are the
primary contributors to the business’s success. Later cases cite this decision to
emphasize that income from personal services is taxable to the one who performs
those services, preventing taxpayers from avoiding taxes through artificial
arrangements.
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