28 T.C. 48 (1957)

Payments received under a claim of right, without restriction as to use or
disposition, are taxable as income in the year received, even if there is a potential
future obligation related to the payment.

Summary

The Tax Court addressed whether a $25,000 payment received by the decedent
under a lease agreement with an option to purchase was taxable as income in the
year received. The Commissioner argued for taxation as a capital gain from a sale,
or alternatively, as ordinary income. The estate argued it was an option payment,
taxable only upon exercise of the option. The court found no sale occurred but held
the payment was taxable as income in the year received because the decedent had
unfettered control over the funds under a claim of right, regardless of whether the
option was ultimately exercised.

Facts

Mabel G. Lennen (decedent) entered into a contract with William S. Bein involving
real property. The contract was structured as a lease with an option to purchase.
Bein paid Lennen $25,000 in 1946. No deed was executed, and no mortgage or note
was given. Bein was not obligated to complete the purchase beyond the initial
$25,000 unless he exercised the option. The option was never exercised.

Procedural History

The Commissioner initially determined a deficiency, including the $25,000 as
taxable income. The Commissioner later amended the pleadings to argue the
transaction was a sale, taxable as a capital gain. The Tax Court considered both
arguments.

Issue(s)

Whether the $25,000 received by the decedent in 1946 under a lease agreement
with an option to purchase should be: (1) treated as proceeds from a sale taxable as
a capital gain; or, alternatively, (2) treated as an option payment not taxable until
the option is exercised; or (3) treated as taxable income in the year received because
it was received under a claim of right?

Holding

1. No, because no sale was actually consummated as no deed passed, no mortgage
or note was given, and Bein was not obligated to complete the purchase.

2. No, because the precedent cited by the petitioner is factually distinguishable and
inapplicable.

3. Yes, because the money was received under a claim of right, the decedent was
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under no obligation to return it, and could dispose of it as she saw fit.
Court’s Reasoning

The court rejected the argument that a sale occurred because there was no transfer
of title or obligation to purchase beyond the initial payment. The court distinguished
cases cited by the petitioner, finding them inapplicable to the facts. The court
focused on the fact that the decedent received the $25,000 with no restrictions on
its use. Referencing North American Oil Consolidated v. Burnet, 286 U. S. 417, and
United States v. Lewis, 340 U. S. 590, the court reasoned that when a taxpayer
receives earnings under a claim of right and without restriction as to its disposition,
it constitutes taxable income, even if the taxpayer may later be required to return
those funds. The critical factor was the unrestricted control and disposition of the
funds at the time of receipt. The court stated: “Whatever name or technical
designation may be given to the $25,000 payment, the fact remains that it was
received under a claim of right, that decedent was under no obligation to return it
and could dispose of it as she saw fit.”

Practical Implications

This case illustrates the “claim of right” doctrine in tax law. It dictates that income
is taxed when received if the recipient has unfettered control over it, regardless of
potential future obligations. This principle is crucial in determining the timing of
income recognition. Tax advisors must counsel clients that upfront payments, even
those potentially tied to future events like option exercises, are likely taxable when
received if there are no substantial restrictions on their use. Subsequent cases have
consistently applied the claim of right doctrine, reinforcing its importance in income
tax law. Understanding this doctrine is crucial for accurate tax planning and
compliance.
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