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17 T.C. 427 (1951)

Money received under a claim of right, without restriction as to its disposition and
without an obligation to repay,  is  taxable as income in the year it  is  received,
regardless of potential future obligations.

Summary

Mary G.  Gordon (Decedent)  received $25,000 from William Bein pursuant  to  a
“Contract to Lease With Privilege of Purchase” for real property. The Tax Court
addressed whether this sum constituted proceeds from a sale (taxable as capital
gains), an advance payment for an option (taxable upon exercise of the option), or
taxable income in the year received. The court held that the transaction was a lease
with an option to purchase, not a sale, and that the $25,000 was taxable income to
the Decedent in the year it was received because she had a claim of right to the
funds, with no obligation to repay them and no restrictions on their use.

Facts

Decedent owned real property, the Gordon Theater property, inherited from her
husband. In 1946, she negotiated with William Bein regarding his acquisition of the
property.  They  considered  an  outright  sale,  a  lease  with  remodeling  by  the
Decedent,  and a  lease  with  an  option  to  purchase.  The Decedent’s  accountant
advised against an outright sale due to adverse capital gains tax implications. On
July 5, 1946, Decedent and Bein executed a “Contract to Lease With Privilege of
Purchase.”  Bein  paid  $25,000  to  Decedent  per  the  contract.  A  subsequent
“Indenture of Lease” was executed as of November 7, 1946.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in the Decedent’s
income tax for 1946. The Decedent’s estate (Petitioner) argued that the $25,000 was
erroneously reported as income. The Commissioner amended his answer, asserting
that the transaction was a sale and the Decedent was liable for capital gains tax. The
Tax  Court  considered  both  arguments.  The  Tax  Court  ruled  against  the
Commissioner’s amended argument, finding the transaction to be a lease with an
option to purchase, and upheld the original deficiency determination, concluding
that the $25,000 was taxable income in the year received.

Issue(s)

1. Whether the transaction between the Decedent and Bein constituted a sale of the
Gordon Theater property for tax purposes.

2. If the transaction was not a sale, whether the $25,000 received by the Decedent
from Bein was taxable income in the year received.
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Holding

1. No, because no deed was executed, no mortgage or note was given, and Bein was
not obligated to complete the purchase.

2. Yes, because the Decedent received the money under a claim of right, without any
obligation to repay it or restrictions on its disposition.

Court’s Reasoning

The court determined that the transaction was not a sale, emphasizing the absence
of a deed, mortgage, or note. Bein was not bound to complete the purchase unless
he exercised the option. The court distinguished Robert A. Taft, 27 B. T. A. 808,
cited by the Commissioner, finding that the facts in that case were more indicative
of a sale. Regarding the $25,000, the court applied the “claim of right” doctrine. 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.” The court
cited North American Oil Consolidated v. Burnet, 286 U.S. 417, and United States v.
Lewis, 340 U.S. 590, in support of this doctrine. The court rejected the Petitioner’s
argument that the $25,000 was an advance payment for the option, taxable only
upon exercise, distinguishing cases cited by the Petitioner as factually dissimilar.

Practical Implications

This case illustrates the application of the claim of right doctrine in tax law. It
reinforces that funds received without restrictions on use or obligations to repay are
generally taxable as income in the year received, regardless of potential  future
obligations or the ultimate characterization of the transaction. This ruling impacts
how similar transactions (leases with purchase options) are structured and analyzed
for tax purposes. Legal practitioners must advise clients to recognize income in the
year of  receipt  when the claim of  right  doctrine applies.  It  also highlights  the
importance of clearly defining the terms of agreements and the nature of payments
to manage tax consequences effectively. Subsequent cases have applied the claim of
right doctrine consistently, emphasizing the importance of control and dominion
over the funds in determining taxability.


