16 T.C. 1435 (1951)

When income is primarily derived from capital assets rather than labor or services,
the tax liability for that income follows ownership of the assets.

Summary

J.N. and Wilma Wheelock conveyed half of their one-eighth interest in oil and gas
leases to their son. The Commissioner of Internal Revenue argued that the
Wheelocks were still taxable on the income from the transferred interest. The Tax
Court held that because the income was primarily derived from the oil and gas
leases (a capital asset) and not from the personal services of the owners (other than
Harrell), the income was taxable to the son, who was the valid owner of that portion
of the leases. The court also found that the Commissioner lacked privity to challenge
the transfer based on the statute of frauds, as the relevant parties recognized the
son’s ownership.

Facts

Prior to 1937, J.N. Wheelock (petitioner), his brother R.L. Wheelock, J.L. Collins, and
E.L. Smith orally agreed with H.M. Harrell that Harrell would acquire and develop
oil and gas leases, with ownership divided as follows: one-half to Harrell, and one-
eighth each to the Wheelocks, Collins, and Smith. Harrell acquired leases on 4,000
acres in the Bammel oil and gas field. On December 5, 1942, the Wheelocks
executed a warranty deed conveying one-half of their one-eighth interest to their
son, J.N. Wheelock, Jr., as a gift. The deed detailed the oil, gas, and mineral leases,
producing wells, and related equipment. After the conveyance, the Wheelocks split
the income from the Bammel properties equally with their son. The other owners,
except Harrell, recognized the son’s ownership.

Procedural History

The Commissioner determined deficiencies in the Wheelocks’ income tax, arguing
they were taxable on the full one-eighth share of income from the oil and gas leases.
The Wheelocks petitioned the Tax Court, arguing the gift to their son transferred the
tax liability for half of their share. The Tax Court ruled in favor of the Wheelocks,
finding the income attributable to the gifted portion taxable to the son.

Issue(s)

Whether the Wheelocks made a valid and completed gift to their son of one-half of
their one-eighth interest in certain oil and gas leases, so that subsequent income
from that share was taxable to the son rather than to the Wheelocks.

Holding

Yes, because the income was primarily derived from capital assets (the oil and gas
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leases) rather than the personal services of the owners, and the Wheelocks
effectively transferred ownership of a portion of those assets to their son.

Court’s Reasoning

The court distinguished this case from Burnet v. Leininger and United States v.
Atkins, where taxpayers assigned interests in general partnerships without
transferring actual ownership to the assignees. In those cases, the assignees did not
become partners, and the income remained taxable to the original partners. Here,
the Wheelocks conveyed a specific property interest via warranty deed, transferring
title to a portion of the oil and gas leases. The court emphasized that the income was
primarily generated by the capital asset (the oil and gas reserves) rather than by the
labor or skill of the owners. Quoting Chief Justice Hughes from Blair v.
Commissioner, 300 U.S. 5, the court noted that in cases where income is derived
from capital, “the tax liability for such income follows ownership.” The court also
found that the Commissioner, lacking privity, could not challenge the transfer based
on the statute of frauds, as the relevant parties had recognized the son’s ownership
of the interest.

Practical Implications

This case clarifies that the taxability of income from property interests depends on
the source of the income (capital versus services) and the validity of the transfer of
ownership. It stands for the proposition that a valid transfer of a capital asset will
shift the tax burden to the new owner, even if the asset is managed within a
partnership or trust structure. This case influences how oil and gas interests are
gifted or assigned, particularly within families. It also highlights the importance of
clear documentation (warranty deeds) and recognition of ownership by relevant
parties to ensure the validity of such transfers for tax purposes. Later cases cite this
ruling regarding the importance of transfer of corpus rather than simply an
equitable assignment of profits.
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