28 T.C. 1000 (1957)

A promissory note received as evidence of a debt, especially when it has no readily
ascertainable market value, is not the equivalent of cash and does not constitute
taxable income in the year of receipt for a taxpayer using the cash method of
accounting.

Summary

The case involves a taxpayer, Williams, who performed services and received an
unsecured, non-interest-bearing promissory note as payment. The note was not
immediately payable and the maker had no funds at the time of issuance. Williams
attempted to sell the note but was unsuccessful. The Tax Court held that the note
did not represent taxable income in the year it was received because it was not the
equivalent of cash, given the maker’s lack of funds and the taxpayer’s inability to
sell it. The Court determined that the note was not received as payment and had no
fair market value at the time of receipt.

Facts

Jay A. Williams, a cash-basis taxpayer, provided timber-locating services for a client.
On May 5, 1951, Williams received an unsecured, non-interest-bearing promissory
note for $7,166.60, payable 240 days later, from his client, J.M. Housley, as evidence
of the debt owed for the services rendered. At the time, Housley had no funds and
the note’s payment depended on Housley selling timber. Williams attempted to sell
the note to banks and finance companies approximately 10-15 times without
success. Williams did not report the note as income in 1951; he reported the income
in 1954 when he received partial payment on the note.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Williams’ 1951
income tax, claiming the note represented income in that year. Williams contested
this, arguing the note wasn’t payment, but merely evidence of debt, and had no fair
market value. The case proceeded to the United States Tax Court, where the court
sided with Williams.

Issue(s)

1. Whether the promissory note received by Williams on May 5, 1951, was received
in payment of the outstanding debt and therefore constituted income taxable to
Williams in 1951.

2. If the note was received in payment, whether it had an ascertainable fair market

value during 1951 such that it was the equivalent of cash, making it taxable in the
year of receipt.
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Holding

1. No, because the Court found that the note was not received in payment, but as
evidence of debt.

2. No, because even if received as payment, the note had no ascertainable fair
market value in 1951.

Court’s Reasoning

The Tax Court focused on whether the promissory note was equivalent to cash. The
court acknowledged that promissory notes received as payment for services are
income to the extent of their fair market value. However, the court emphasized that
the note was not intended as payment; it was an evidence of indebtedness,
supporting the taxpayer’s testimony on this point. Even if the note had been
considered payment, the court stated that the note had no fair market value. The
maker lacked funds, the note was not secured, bore no interest, and the taxpayer
was unable to sell it despite numerous attempts. The court cited prior case law
supporting the principle that a mere change in the form of indebtedness doesn’t
automatically trigger the realization of income. In essence, the Court relied on both
the lack of intent for the note to be payment, and also the lack of a fair market value.

Practical Implications

This case is important for businesses and individuals receiving promissory notes for
services rendered or goods sold. It reinforces that: (1) The intent of the parties is
important - if a note is not intended as payment, the receipt does not constitute
income. (2) The fair market value of the note is key. If the maker has limited assets,
the note is unsecured and unmarketable, its receipt may not trigger immediate tax
consequences for a cash-basis taxpayer. (3) Courts will assess the note’s
marketability by considering factors such as the maker’s financial status, the
presence of collateral, and the taxpayer’s ability to sell it. Later courts have cited
this case when determining if a note has an ascertainable market value. The case
highlights the importance of substantiating the value of the note at the time of
receipt to determine the correct time to report income.
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