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79 T.C. 655 (1982)

Receipt of funds under a claim of right is taxable income in the year of receipt, even
if there is a contingent obligation to repay those funds in the future.

Summary

Paul Nordberg received $100,000 from Scarburgh Co. as a partial distribution on
subordinated notes he held. Nordberg argued this was not taxable income in 1978,
claiming it  was a loan due to a contingent repayment obligation outlined in an
agreement. The Tax Court disagreed, holding that the $100,000 constituted taxable
income under the claim of  right doctrine because Nordberg received the funds
without restriction and exercised complete control over them, despite the contingent
repayment clause. The court emphasized that a contingent obligation to repay does
not negate the income recognition in the year of receipt.

Facts

Scarburgh Co., involved in the salad oil scandal, had outstanding debts, including
subordinated notes. Paul Nordberg purchased $500,000 face value of these notes for
$10,000.  In  1978,  Scarburgh  distributed  $800,000  to  noteholders,  including
$100,000 to Nordberg. This distribution was made under an agreement stating that
noteholders  might  have  to  repay  the  funds  if  claims  were  asserted  against
Scarburgh. Nordberg received the $100,000 without restrictions and spent it on
personal expenses, including home improvements and debt repayment. He reported
a capital gain initially but later amended his return, claiming it was a loan and not
taxable income.

Procedural History

The Commissioner of Internal Revenue determined an income tax deficiency against
Paul and Debra Nordberg for 1978, asserting minimum tax on tax preference items
related to the capital gain. The Nordbergs disputed the deficiency and claimed an
overpayment. The Tax Court considered whether the $100,000 was taxable income.

Issue(s)

Whether the $100,000 received by Paul Nordberg from Scarburgh Co. in 19781.
constituted a loan, and therefore not taxable income, or
Whether the $100,000 was taxable income under the claim of right doctrine2.
despite a contingent obligation to repay.

Holding

No, the $100,000 was not a loan.1.
Yes, the $100,000 was taxable income in 1978 under the claim of right2.
doctrine.
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Court’s Reasoning

The Tax Court applied the claim of right doctrine established in North American Oil
Consolidated v. Burnet, stating, “If a taxpayer receives earnings under a claim of
right and without restriction as to its disposition, he has received income which he is
required to return, even though it may still be claimed that he is not entitled to
retain the money, and even though he may still be adjudged liable to restore its
equivalent.” The court found that Nordberg received the $100,000 under a claim of
right because:

Unrestricted Use: Nordberg had complete control over the funds and spent
them as he wished.
Contingent Obligation Insufficient: The obligation to repay was contingent,
not fixed, and did not prevent income recognition in the year of receipt. The
court noted Nordberg did not make specific provisions for repayment.
Not a Loan: The transaction lacked typical loan characteristics such as a fixed
maturity date and interest payments. The agreement itself described the
distribution as a “repayment of the principal amount” of the notes.

The  court  rejected  Nordberg’s  argument  that  the  distribution  was  a  loan,
emphasizing that the essence of the transaction was a distribution on the notes,
subject to a contingency that did not materialize in the year of receipt.

Practical Implications

Nordberg v.  Commissioner  reinforces the claim of  right  doctrine in  tax law.  It
clarifies that receiving funds with a mere contingent obligation to repay does not
prevent the recognition of taxable income in the year of receipt, especially when the
recipient exercises unrestricted control over the funds. For legal professionals and
taxpayers, this case highlights:

Income Recognition: Taxpayers must generally recognize income when they
receive funds under a claim of right, even if there’s a possibility of future
repayment.
Contingencies vs. Fixed Obligations: A contingent repayment obligation is
insufficient to avoid current income recognition. To avoid the claim of right
doctrine, there generally needs to be a fixed and recognized obligation to
repay, coupled with provisions for repayment in the year of receipt.
Year of Deduction: If repayment is required in a later year, a deduction may
be available in that later year. Section 1341 of the Internal Revenue Code may
provide further relief in certain circumstances.

This  case  is  frequently  cited  in  tax  disputes  involving  the  timing  of  income
recognition and the application of the claim of right doctrine, serving as a reminder
that control and unrestricted use of funds are key factors in determining taxability,
regardless of contingent future obligations.


