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T.C. Memo. 1948-248

Income is generally taxed to the person who earns it; attempts to assign income
from personal services or unique business relationships to another entity, such as a
trust,  without  transferring  control  of  the  underlying  asset  or  business,  are
ineffective for tax purposes.

Summary

W.H. Easley attempted to assign portions of his Seven-Up bottling business income
to trusts for his children. The Tax Court held that the income was still taxable to
Easley because he retained control over the business, and the essential asset, the
franchise agreement, was not effectively transferred. The court reasoned that the
income was primarily due to Easley’s personal efforts and the business’s goodwill,
not  merely  the  physical  assets  transferred  to  the  trusts,  thus  triggering  the
assignment of income doctrine.

Facts

Easley operated the Seven-Up Bottling Co. of San Francisco as a sole proprietorship.
The core of the business was an exclusive sales territory granted by the Seven-Up
St. Louis company via a written contract with Easley. Easley then created trusts for
his two minor sons, purportedly transferring one-fourth interests in the business to
each trust. The assets listed in the trust agreements included real estate, plant,
bottling equipment, and some accounts receivable. The trust agreements did not
mention the territory contract, and Easley retained full control over the business
operations and income.

Procedural History

The Commissioner of Internal Revenue determined that the income from the Seven-
Up bottling business was taxable to Easley, not to the trusts. Easley petitioned the
Tax Court  for  a  redetermination,  arguing that  the  trusts  were valid  owners  of
portions of the business and therefore taxable on their share of the income.

Issue(s)

Whether  Easley  effectively  transferred  ownership  of  portions  of  the  Seven-Up
bottling business to the trusts, such that the income attributable to those portions
should be taxed to the trusts rather than to Easley.

Holding

No, because Easley retained control over the business and the essential asset (the
franchise agreement) was not transferred, the income is taxable to Easley, not the
trusts.
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Court’s Reasoning

The court applied the principle that income is taxable to the person who earns it,
citing  Lucas  v.  Earl,  281  U.S.  111,  and Burnet  v.  Leininger,  285  U.S.  136.  It
emphasized that the most valuable asset of the business was the exclusive territory
contract granted to Easley personally. The court noted that Easley did not assign
any interest in the territory contract to the trusts. The court reasoned that the
income  of  the  business  was  attributable  to  Easley’s  personal  efforts  and  the
franchise agreement, not merely the physical assets listed in the trust agreements.
The court stated, “Taking into consideration the nature of the business involved, the
relation of the territory contract to the business, and the relation of Easley to the
business,  it  is  concluded  that  petitioners  did  not  make  bona  fide  transfers  of
undivided interests in the business, an established and going concern, to the trusts.”

Practical Implications

This  case  reinforces  the  assignment  of  income  doctrine  and  highlights  the
importance  of  substance  over  form  in  tax  law.  It  demonstrates  that  merely
transferring some assets of a business to a trust is not sufficient to shift the tax
burden if the transferor retains control over the business and the essential income-
producing  assets.  It  clarifies  that  where  personal  services  or  unique  business
relationships are the primary drivers of income, attempts to divert that income to
other entities will  likely be disregarded for tax purposes. This case serves as a
warning to taxpayers attempting to use trusts or other entities to avoid taxes on
income generated by their personal efforts or business relationships. Later cases
have cited Easley when disallowing similar attempts to shift income within a family
or related group.


