Johnson v. Commissioner, 18 T.C. 510 (1952)

Income is not constructively received if there are substantial limitations or
restrictions on the taxpayer’s ability to access the funds, even if the funds are
credited to their account.

Summary

The case concerns the doctrine of constructive receipt and whether salary credited
to an employee’s account but not paid in the tax year was taxable income. The court
determined that the salary was not constructively received because there was an
oral agreement among the company’s officers that the salary checks would not be
cashed until the company president authorized it, due to the company’s financial
situation. The court focused on whether the taxpayer had unrestricted control over
the funds and found that the restriction constituted a substantial limitation, thus
preventing the application of the constructive receipt doctrine. The decision
emphasizes that the ability to access funds, rather than the mere availability, is key.

Facts

The taxpayer, Johnson, was an officer and shareholder of Dartmont Coal Company.
In 1949, Dartmont credited $2,951.10 to Johnson’s salary account but did not pay it
in cash that year. The company had insufficient cash to pay all salaries. The
company'’s president agreed with the other officers that the salary checks would not
be presented for payment until the president authorized it. The IRS argued that the
salary was constructively received by Johnson because the corporation had enough
assets to pay it.

Procedural History

The Commissioner of Internal Revenue determined that the credited salary was
constructively received income for the 1949 tax year. The taxpayer challenged this
determination in the Tax Court.

Issue(s)

1. Whether the credited salary of $2,951.10 was constructively received income in
1949, despite not being paid.

Holding

1. No, because there was a substantial limitation on the taxpayer’s ability to access
the funds.

Court’s Reasoning

The court applied the doctrine of constructive receipt, which holds that income is
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taxable when it is unconditionally subject to the taxpayer’s demand, even if not
actually received. The court cited Section 29.42-2 of Regulations 111, which states
that the income must be credited or set apart without substantial limitation or
restriction as to the time, manner of payment, or conditions upon which payment is
made. The court emphasized that the taxpayer must have the ability to draw the
money at any time and bring its receipt within their control and disposition.

The court found that there was a substantial limitation because of the agreement
among the officers that the checks would not be cashed until the president
authorized it. The court found that the amount was not unequivocally subject to his
demand and disposition. The court stated, “it is essential for us to determine
whether the amount credited to petitioner’s account was unequivocally made
subject to his demand and disposition without any substantial limitation thereon
during the taxable year.”

The court rejected the Commissioner’s argument that the corporation’s available
funds on certain days meant the salary was constructively received. The court
considered the corporation’s overall financial position, including its liabilities and
other outstanding obligations, concluding that the restriction on payment was valid.
The court considered the corporation’s cash on hand, and the fact that there was not
enough cash to pay the full amount of accrued salaries, as well as other outstanding
obligations. The court also considered the financial difficulties of Dartmont at the
time, as demonstrated by the fact that the salary checks were restricted and large
loans had to be taken out.

The court distinguished the case from situations where a corporation has the ability
to pay but chooses not to. In this case, the condition restricting payment was
mutually agreed upon by all the involved parties.

Practical Implications

This case provides clear guidance on the application of the constructive receipt
doctrine. It is crucial to assess whether there were substantial limitations on the
taxpayer’s access to the funds. Even if the funds are available in a technical sense,
restrictions based on financial needs or agreements among parties can prevent
constructive receipt. This case emphasizes the importance of understanding the
taxpayer’s control over the income. In situations involving closely held corporations,
it is crucial to document any limitations on the distribution of income. Tax
professionals need to examine the entire financial picture, including the company’s
cash flow and liabilities to determine if the taxpayer had the ability to draw upon the
credited funds. This case is frequently cited in constructive receipt cases.
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