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Estate of H.H. Timken, Jr. v. Commissioner, 18 T.C. 465 (1952)

For a cash basis taxpayer, income is not recognized until cash or its equivalent is
actually or constructively received; a mere promise to pay, even if evidenced by an
open account, is not considered income until the taxpayer has control and command
over the funds.

Summary

The Tax Court addressed whether a cash basis taxpayer constructively received
income from a stock sale where the proceeds were contractually obligated to be
reinvested in the company. H.H. Timken Jr. sold stock in New Sutherland Divide
Mining Company but, as a condition of the sale, agreed that the proceeds would be
directly  transmitted  to  New Sutherland  as  an  investment.  The  court  held  that
Timken, a cash basis taxpayer, did not constructively receive income in the year of
the sale because he never had unfettered control over the funds. The court also
determined that a subsequent loss related to the investment was a capital loss, not
an ordinary business loss.

Facts

Decedent H.H. Timken Jr.  was a lawyer who received stock in New Sutherland
Divide Mining Company as a legal fee.

Timken and other shareholders agreed to sell a portion of their stock.

As a condition of the sale, Timken and the other vendors were required to agree that
the sale proceeds would be transmitted directly to New Sutherland and treated as a
further investment in the company.

Timken reported his taxes on a cash basis.

In 1948, $1,000 was credited to Timken’s capital account at his law firm but not
reported as income.

Timken later experienced a loss related to his investment in New Sutherland.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Timken’s income
tax for 1948, arguing that the $1,000 and the stock sale proceeds were taxable
income and that the loss was not fully deductible.

The Tax Court reviewed the Commissioner’s determination.

Issue(s)

1.  Whether  the  $1,000  credited  to  decedent’s  capital  account  in  his  law  firm
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constituted taxable income in 1948.

2. Whether the proceeds from the sale of stock in New Sutherland Divide Mining
Company  were  constructively  received  by  the  decedent  in  1948,  despite  being
contractually obligated to be reinvested in the company.

3. Whether the loss incurred by the decedent in New Sutherland was an ordinary
loss deductible in full, or a capital loss subject to limitations.

Holding

1.  Yes.  The deficiency related to  the $1,000 credit  to  the  capital  account  was
sustained because there was no evidence presented to support the claim that it was
a trust fund and not income.

2. No. The proceeds from the stock sale were not constructively received in 1948
because the decedent did not have unfettered control over the funds; they were
contractually obligated to be reinvested.

3. The loss was a capital loss because it was not incurred in the decedent’s trade or
business as a promoter or in a joint venture, but rather as an investment related to
stock initially received as a legal fee.

Court’s Reasoning

Regarding  the  stock  sale  proceeds,  the  court  reasoned  that  for  a  cash  basis
taxpayer,  income  is  recognized  when  actually  or  constructively  received.
Constructive  receipt  occurs  when  income  is  available  to  the  taxpayer  without
substantial  limitation  or  restriction.  The  court  emphasized  that  Timken  was
contractually bound to have the proceeds reinvested; he never had the option to
receive cash personally. The court stated, “To a cash basis taxpayer, that is not
income until the debt is collected… And once the contract was made, decedent was
effectively disabled from receiving,  for  the stock,  cash or its  equivalent  or any
consideration other than an account receivable. He was never a free agent as to
collecting the proceeds.” The court distinguished constructive receipt from a mere
promise to pay, noting that an open account receivable is not the equivalent of cash
for a cash basis taxpayer. Citing John B. Atkins et al., 9 B. T. A. 140, 149, the court
highlighted, “So far as we have been able to ascertain, a promise to pay evidenced
solely by an open account has never been regarded as income to one reporting on a
cash basis by the Bureau of Internal Revenue. Certainly this is true in the absence of
any showing that the amount was immediately available to the taxpayer.”

Regarding the loss, the court rejected the petitioner’s arguments that it was an
ordinary loss because Timken was a professional promoter or engaged in a joint
venture. The court found no evidence that Timken was in the business of corporate
financing  or  promotion.  His  involvement  with  New Sutherland  originated  from
receiving stock as a legal fee, and his subsequent actions were aimed at maximizing
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the value of that fee, not in the course of a promotion business. The court concluded
the loss was a capital loss related to an investment, not a business debt or loss.

Practical Implications

This  case  reinforces  the  fundamental  principles  of  cash  basis  accounting,
particularly the doctrine of constructive receipt. It clarifies that for income to be
constructively received, the taxpayer must have an unqualified right to demand and
receive it. Contractual restrictions that prevent a taxpayer from accessing funds in
the year of  a  transaction preclude constructive receipt,  even if  the taxpayer is
entitled to receive something of value (like an account receivable).  This case is
frequently  cited in  tax  law for  its  clear  articulation of  the constructive receipt
doctrine as it  applies to cash basis  taxpayers and highlights the importance of
control  and access to funds in determining when income is  recognized.  It  also
illustrates the distinction between capital losses and ordinary business losses in the
context of investment activities versus business operations.


