Arnwine v. Commissioner, 76 T. C. 532 (1981)

A cash basis taxpayer can defer income recognition to the next tax year if a bona
fide deferred payment contract is executed and adhered to, even when an
intermediary is involved.

Summary

In Arnwine v. Commissioner, the U. S. Tax Court ruled on whether income from the
sale of cotton could be deferred to the following tax year under a deferred payment
contract. Billy Arnwine sold his cotton crop in 1973 but entered into an agreement
with Owens Independent Gin, Inc. , to receive payment in 1974. The court held that
because the deferred payment contract was bona fide and the gin acted as an agent
of the buyers, not the seller, Arnwine did not constructively receive the income in
1973. This case underscores the importance of a valid deferred payment contract in
income recognition for cash basis taxpayers and clarifies the agency roles in such
transactions.

Facts

In early 1973, Billy Arnwine, a cotton farmer, entered into forward contracts to sell
his yet-to-be-harvested cotton crop to Dan River Cotton Co. , Inc. and C. Itoh & Co.
(America), Inc. , facilitated by Owens Independent Gin, Inc. (the Gin). The Gin was
nominally the seller in these contracts but acted as an agent for the buyers. In
November 1973, Arnwine and the Gin executed a deferred payment contract
stipulating that payment for the cotton would not be made before January 1, 1974.
Arnwine delivered his cotton to the Gin in December 1973, and the Gin paid him in
January 1974 from funds received from the buyers.

Procedural History

The Commissioner of Internal Revenue determined that the proceeds from the
cotton sales should be included in Arnwine’s 1973 income. Arnwine petitioned the U.
S. Tax Court, which heard the case and issued its decision on April 2, 1981, ruling in
favor of Arnwine.

Issue(s)

1. Whether Arnwine constructively received the proceeds from the sale of his cotton
in 1973 under the deferred payment contract.

2. Whether the Gin was Arnwine’s agent for the receipt of payment, making the
proceeds taxable to him in 1973.

Holding

1. No, because the deferred payment contract was a bona fide, arm’s-length
agreement, and the parties abided by its terms, Arnwine did not constructively
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receive the proceeds in 1973.
2. No, because the Gin acted as an agent for the buyers, not Arnwine, in receiving
payment for the cotton, the proceeds were not taxable to Arnwine in 1973.

Court’s Reasoning

The court analyzed the validity of the deferred payment contract, finding it to be a
bona fide agreement as all parties adhered to its terms, and there was no evidence
of a sham transaction. The court relied on Schniers v. Commissioner, which
established that a cash basis taxpayer does not realize income from harvested crops
until actual or constructive receipt of the proceeds. The court distinguished Warren
v. United States due to different factual circumstances where the gin acted as the
seller’s agent. The court also applied Texas agency law, using the Restatement
(Second) of Agency, to conclude that the Gin was an agent of the buyers for the
critical aspect of payment. The court emphasized that the Gin’s role in invoicing and
handling payment transactions indicated its agency for the buyers.

Practical Implications

This decision allows cash basis taxpayers to defer income recognition to the
following tax year through a bona fide deferred payment contract, even when an
intermediary like a gin is involved. It clarifies that the agency role of the
intermediary is crucial in determining income recognition, emphasizing the need for
clear contractual terms designating the intermediary’s role. For legal practitioners,
this case underscores the importance of ensuring that deferred payment contracts
are enforceable and adhered to by all parties. Businesses, particularly in agriculture,
can use such contracts strategically to manage income across tax years. Subsequent
cases have followed Arnwine when similar factual scenarios arise, solidifying its
impact on tax planning and income recognition principles.
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