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8 T.C. 359 (1947)

Payments made by a state to the dependent of a civil service employee in military
service,  pursuant  to  a  state  law,  are  taxable  as  income  to  the  employee,  not
excludable as a gift, if the payments are tied to the employee’s right to resume
employment.

Summary

Charles  Rieben,  a  Pennsylvania  state  employee,  challenged  the  Commissioner’s
determination that payments made to his wife by the Commonwealth while he was
serving in the Navy were taxable income to him. These payments were made under a
state law providing for salary payments to dependents of state employees in military
service. Rieben argued the payments were a nontaxable gift. The Tax Court held
that  the  payments  were  taxable  income  because  they  were  tied  to  Rieben’s
employment and his right to resume his position after military service, and thus
constituted compensation, not a gift. The court emphasized that federal tax law, not
state law characterizations, governs the determination of what constitutes taxable
income.

Facts

Rieben was employed by the Commonwealth of  Pennsylvania as an accountant.
When he was called to active duty with the U.S. Navy in 1941, he complied with the
Pennsylvania Act of June 7, 1917, which allowed him to retain his position and direct
one-half  of his salary (up to $2,000 annually) to be paid to his wife during his
military service. Rieben filed a sworn statement indicating his intent to resume his
duties after his service and authorized payments to his wife. In 1941, $1,399.17 was
paid to his wife under this arrangement.

Procedural History

Rieben did not include the payments to his wife as income on his 1941 tax return,
but his wife initially reported and paid taxes on the amount. She later received a
refund after filing a claim. The Commissioner of Internal Revenue determined a
deficiency,  adding the payments to  Rieben’s  income.  Rieben petitioned the Tax
Court, arguing the payments were a nontaxable gift.

Issue(s)

Whether payments made by the Commonwealth of Pennsylvania to the wife of a
state employee serving in the military, pursuant to a state law, constitute a taxable
income to the employee or a nontaxable gift.

Holding

No, because the payments were related to Rieben’s employment and contingent
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upon  his  intention  to  return  to  that  employment;  therefore,  they  constitute
compensation, not a gift.

Court’s Reasoning

The court reasoned that the payments were not a gift because they were directly
tied to Rieben’s employment and his stated intention to resume his duties after
military  service.  The  court  emphasized  that  the  determination  of  whether  the
payments were a gift or compensation is a matter of federal tax law, not state law. It
cited Lyeth v. Hoey, 305 U.S. 188 (1938), noting that federal tax statutes must have
uniform application and are not determined by local characterization. The court
distinguished the case from situations involving gratuitous payments, emphasizing
that the Pennsylvania statute required Rieben to commit to returning to his job as a
condition of his wife receiving the payments. The court also cited Lucas v. Earl, 281
U.S.  111  (1930),  stating  that  the  power  to  dispose  of  income is  equivalent  to
ownership and taxable as such. The court noted that the legislative intent behind the
Pennsylvania  statute  was  to  ensure  better  public  service  and  loyalty,  further
indicating that the payments were a form of compensation for services.

Practical Implications

This case clarifies that payments to dependents of employees can be considered
taxable income to the employee if the payments are connected to the employment
relationship and the employee’s right to future employment. The key takeaway is
that the substance of the arrangement, rather than the label applied by state law or
the parties involved, determines the tax treatment. Attorneys should advise clients
that  payments  contingent  upon  future  services  or  a  continued  employment
relationship are likely to be treated as compensation, even if paid to a third party.
This  case  also  emphasizes  the  principle  that  federal  tax  law  governs  the
determination of taxable income, irrespective of state law characterizations. It also
serves as a reminder that employee elections to have income directed to another
party does not relieve the employee of the tax burden.


