10T.C. 772 (1948)

For the purpose of income averaging under Section 107(a) of the Internal Revenue
Code, the period of service includes the time during which efforts to obtain
compensation were unsuccessful, provided those efforts were part of the continuous
endeavor that ultimately led to the compensation.

Summary

James Gordon received $37,500 in 1944 for brokerage services related to the sale of
stock. He argued this income should be taxed under Section 107(a) of the Internal
Revenue Code, which allows spreading income received in one year for services
rendered over 36 or more months. The Tax Court held that the period of service
included the time Gordon spent making unsuccessful efforts to find a buyer, as these
efforts were part of the continuous services that ultimately led to the commission.
Therefore, Gordon was entitled to the benefits of Section 107(a).

Facts

J.W. Place owned the United States Gauge Co. On December 15, 1939, Gordon and
Place discussed Gordon acting as a non-exclusive broker to sell Place’s stock in the
company, with a 5% commission upon successful sale at Place’s fixed price. From
December 1939 to July 1943, Gordon approached potential buyers, but all
negotiations failed due to the high price. On July 13, 1943, Gordon introduced Place
to Hornblower & Weeks, a brokerage firm. The firm found American Machine &
Metals, Inc., which agreed to buy the stock for $3,000,000 and pay a $75,000
commission, split equally between Gordon and Hornblower & Weeks. The sale
closed on March 20, 1944, and Gordon received $37,500.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Gordon’s 1944
income tax, arguing that the $37,500 was taxable as income in that year. Gordon
petitioned the Tax Court, arguing that he was entitled to report the income under
Section 107(a) because the services covered a period of 36 or more months. The Tax
Court ruled in favor of Gordon.

Issue(s)

Whether the period of personal services, for purposes of Section 107(a) of the
Internal Revenue Code, includes the time during which the taxpayer made
unsuccessful efforts to secure the compensation eventually received.

Holding

Yes, because the unsuccessful efforts were part of the continuous personal services
that ultimately led to the compensation.
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Court’s Reasoning

The Tax Court focused on whether the period of service should include the time
Gordon spent in unsuccessful attempts to sell the stock. The court noted that the
Commissioner conceded the payment was for personal services and was received in
one taxable year. The court reasoned that the commission was a selling commission
paid because Place had agreed to compensate those acting on his behalf. The
services were rendered to Place, as Gordon was finding a purchaser for Place’s
stock. Gordon spent over 36 months finding a purchaser. The court concluded, “The
facts bring this case within the words and the purpose of section 107 (a) of the
code.” The dissenting judge argued that only the period from July 13, 1943 (when
negotiations with American Machine & Metals began) to March 20, 1944 (when the
sale closed), should count because those were the services that led to the
commission.

Practical Implications

This case clarifies that when determining the period of service for income averaging
under Section 107(a) (and similar provisions in later tax codes), courts should
consider the entire duration of the taxpayer’s efforts, including unsuccessful ones,
as long as those efforts were part of a continuous endeavor that ultimately resulted
in the compensation. This benefits taxpayers who spend significant time laying the
groundwork for a later, successful transaction. It highlights the importance of
documenting all efforts related to earning income, even those that do not
immediately result in payment. The ruling emphasizes a practical approach, focusing
on the continuous nature of the service rather than rigidly separating successful and
unsuccessful phases. Later cases would likely distinguish this based on the
continuity of service and the direct relationship between early, unsuccessful efforts
and the ultimate compensation.
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