15T.C. 195 (1950)

A cash-basis taxpayer recognizes income when they actually or constructively
receive property, and if stock is received as compensation for services but is initially
restricted, the income is recognized when the restriction lapses and the taxpayer
gains unfettered control.

Summary

Fred Hall, a cash-basis taxpayer, entered into an employment contract with Ohio
Aircraft Fixture Co. in 1942. As part of his compensation for services in 1943 and
1944, the company issued two stock certificates in his name, which he endorsed and
gave to the company treasurer. One certificate was to be delivered at the end of
each year upon satisfactory performance, as ordered by the board. The Tax Court
held that the fair market value of the 25 shares was includible in Hall’s income for
each year (1943 and 1944) when the shares were delivered to him without
restriction in exchange for performed services. The key was that Hall did not have
unfettered control of the stock until its delivery.

Facts

Hall was one of the organizers of Ohio Aircraft Fixture Co. in November 1942. He
signed a two-year employment contract, agreeing to work as Manager of the Service
Engineering Department. The contract stipulated a weekly salary plus a percentage
of profits, part of which could be paid in company stock. As part of the agreement,
the company issued two certificates in Hall’s name, each representing 25 shares of
no-par value stock. Hall endorsed the certificates in blank and deposited them with
the company treasurer. The certificates were to be delivered on December 1, 1943,
and December 1, 1944, respectively, contingent on the order of the board of
directors and Hall’s satisfactory performance.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Hall’s income and
victory tax liability for 1943 and income tax liability for 1944, arguing that the fair
market value of the stock should be included in Hall’s gross income for those years.
Hall challenged this assessment in the Tax Court.

Issue(s)

Whether the fair market value of 50 shares of stock issued in the petitioner’s name
in 1942 is includible in his gross income for that year, or whether the fair market
value of 25 shares is includible in his gross income for each of the years 1943 and
1944, in which they were delivered to him without restriction.

Holding
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No as to 1942; Yes as to 1943 and 1944, because Hall, a cash-basis taxpayer, did not
have unrestricted control over the stock until it was physically delivered to him in
those years after he had performed the agreed-upon services. Until delivery, the
stock was subject to a substantial restriction.

Court’s Reasoning

The court applied Section 42 of the Internal Revenue Code, which states that income
is included in gross income for the taxable year in which it is received. The court
emphasized that, as a cash-basis taxpayer, Hall recognizes income when he actually
or constructively receives it. Constructive receipt occurs when funds are
unqualifiedly made subject to the taxpayer’s demand. Conversely, if there’s a
restriction, income recognition is postponed until the restriction is removed. The
court found that Hall did not have dominion or control over the shares until delivery.
He could not vote or sell the shares, and the right to sell is an important attribute of
ownership. Referencing Ohio law, the court noted, “Shares shall be issued only for
money, or for other property...or for labor or services actually rendered to the
corporation.” Because the stock was consideration for services to be rendered, Hall
did not truly receive the income until those services were completed. The court
distinguished Schneider v. Duffy, noting that unlike that case, Hall had to perform
services to receive the stock.

Practical Implications

This case illustrates the importance of the “actual or constructive receipt” doctrine
for cash-basis taxpayers, particularly when dealing with stock options or other
deferred compensation arrangements. It clarifies that the mere issuance of stock is
not enough to trigger taxation if the recipient’s control is subject to substantial
restrictions, such as continued employment or performance requirements. Attorneys
must carefully analyze the terms of compensation agreements to determine when
the taxpayer gains unfettered control of the property. This ruling affects how stock-
based compensation is structured, emphasizing the need to align income recognition
with the removal of substantial restrictions to avoid unexpected tax liabilities. Later
cases have cited Hall to reinforce the principle that income recognition is deferred
until the taxpayer has unqualified control over the asset.
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