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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

CHI ECHI, Judge: Respondent determ ned a deficiency of
$44,375 in petitioners’ Federal incone tax for 1995.

The i ssues remaining for decision are:

(1) D d petitioner Janmes R Palnmer (M. Palnmer) construc-
tively receive during 1995 $95, 935 of conpensation that he did

not actually receive until after that year? W hold that he did.
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(2) Was the $5,100 that M. Pal ner received during 1995
Wi th respect to petitioners’ California house rental incone or
conpensation for that year? W hold that that ambunt was conpen-
sati on.

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

Petitioners resided in Redding, California, at the tine the
petition was fil ed.

M. Pal mer received a bachelor’s degree in chem cal engi-
neering in 1969, a master’s degree in finance in 1972, and a | aw
degree in 1990.

In 1974, M. Pal mer began working as a chem cal engi neer for
Aeroj et General Corporation (Aerojet), a U S. defense contractor.
M. Pal mer held a nunber of positions during the approxi mate 20-
year period of his enploynment with Aerojet. The |ast position
that he held while enpl oyed by Aerojet was vice president of
operations of the high-tech bullet plant in Downey, California
(Downey plant), that Aerojet’s ordnance division (Aerojet Od-
nance) oper ated.

In 1994, din Corporation (Ain), which was primarily a U. S
def ense contractor, acquired Aerojet Ordnance, including its
Downey plant, on behalf of din’s ordnance division (Ain Od-
nance), an ammunitions manufacturer. Because of M. Palner’s

experience with Aerojet Ordnance and, in particular, with the
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Downey plant, din Odnance wanted to retain M. Palnmer as a
consul tant.

On May 2, 1994, Ain on behalf of Ain Odnance! and M.

Pal mer entered into an agreement entitled “CLI N CONSULTI NG
AGREEMENT” (May 2, 1994 A in/Pal mer consulting agreenent).
Pursuant to that agreenent, Ain Ordnance retained M. Pal ner as
an i ndependent contractor to provide consulting services to it in
connection with, inter alia, the transition of Aerojet O dnance
that Ain Ordnance had acquired from Aerojet during that year.
The May 2, 1994 A in/Pal mer consulting agreenment was to remain in
effect until October 31, 1994, unless term nated sooner by nutual
agreenent of Adin Odnance and M. Palner, by the death of M.

Pal mer, or for other reasons set forth in that agreenent.
Pursuant to the May 2, 1994 A in/Pal mer consulting agreenent, the
termof that agreenent could have been extended only by the

mut ual agreenent of Ain Ordnance and M. Palner as set forth in
a witten docunent.

In July and August 1994, certain representatives of din
Ordnance approached M. Palnmer several tines in an effort to
persuade himto accept a consulting assignnment as an i ndependent
contractor at Ain Ordnance’s plant in Marion, Illinois (Mrion

plant). din Odnance wanted M. Palnmer to coordinate the

'For conveni ence, we shall hereinafter refer only to Qin
Ordnance, a division of Ain Corporation, and not to Ain Corpo-
ration.
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transition of certain business fromits Downey plant to its
Marion plant and to nonitor the other manufacturing and adm ni s-
trative functions at its Marion plant, which had been experienc-
ing certain operational difficulties. M. Palner was not inter-
ested in the overtures that din Ordnance made to himduring the
summer of 1994 because he wanted to start practicing lawin
Reddi ng, Californi a.

din Odnance ultimately succeeded in persuading M. Pal ner
to agree to act as a consultant at its Marion plant. On Septem
ber 12, 1994, M. Palnmer and Ain Ordnance entered into an
agreenent entitled “OLI N CONSULTI NG AGREEMENT” ( Sept enmber 12,
1994 A in/Pal mer consulting agreenent) which superseded as of
Septenber 12, 1994, the May 2, 1994 din/Pal ner consulting
agreenent. Pursuant to the Septenber 12, 1994 A i n/ Pal nmer
consulting agreenent, Ain Odnance retained M. Palnmer as an
i ndependent contractor to provide certain consulting services at
its Marion plant under the direction of RR Harris (M. Harris)
who was enployed by Qin Ordnance at that plant. That agreenent,
as executed on Septenber 12, 1994, provided that it was to
continue for a period of up to nine nonths after Septenber 12,
1994. On Septenber 15, 1994, the Septenber 12, 1994 A i n/ Pal ner
consul ting agreenent was nodified to provide that the term of
t hat agreenment was to continue until March 31, 1995, and thereaf-

ter on a nonth-to-nonth basis for a period of three nonths,
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unl ess term nated sooner by nutual agreenent of Ain O dnance and
M. Palnmer, by the death of M. Palner, or for other reasons set
forth in that agreenent. (W shall refer to the Septenber 12,
1994 A in/Pal mer consulting agreenent, as nodified on Septenber
15, 1994, as the Marion plant/Pal mer consulting agreenent).
Pursuant to the Marion plant/Pal mer consulting agreenent, the
termof that agreenent could have been extended only by nutual
agreenent of Ain Ordnance and M. Palner as set forth in a
witten docunent.

The Marion plant/Pal mer consulting agreenent provided in
pertinent part:

THI S AGREEMENT (“Agreenent”), made as of this 12th
day of Septenber, 1994, by and between Janes R Pal ner,
an individual, residing at 9039 Tudsbury Road, Loom s,
CA 95650 (“Consultant”), and Ain Corporation, O dnance
Di vision, 10101 9th Street North, St. Petersburg,
Florida 33716, (“din”).

* * * * * * *

5. CONSULTI NG FEES

Until March 31, 1995, din guarantees a pay-
ment of $3,000.00 per week, and, thereafter
on a nonth-to-nonth basis for a period of
three (3) nonths, with a maximumlimtation
of $117,000.00 as fees for rendering Ser-
vices. Ain will reinburse Consultant for

t he reasonabl e and necessary out - of - pocket
travel and |iving expenses which are actually
incurred in the performance of Services. In
addition, Ain agrees to reinburse additional
expenses as outlined in Exhibit D, which is
attached hereto. * * * The total fees, plus
necessary out-of - pocket expenses, are not to
exceed $164, 000. 00.
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6. PAYMENT OF CONSULTI NG FEES

Once a nonth, Consultant shall submt a de-
tailed invoice for fees and expenses for the
Services, along with the required din Od-
nance Consultant Tine Record(s). The date,
nunber of hours, days worked and a bri ef
description of tasks perforned nust be in-
cluded with each invoice. * * * Correct in-
voi ces submtted for paynent to M. R R
Harris for approval shall be paid within
thirty (30) cal endar days of the date of
receipt.

* * * * * * *

19. ENTI RE AGREEMENT
Except as herein expressly provided, this
Agreenent constitutes the entire understand-
ing between the parties with respect to the
subj ect matter hereof and shall supersede al
previ ous negoti ations, commtnents, and un-
der st andi ngs, except for any Non Discl osure
Agreenent relating to the matters herein
whi ch has or may be executed between the
parties.

Exhi bit D, which was incorporated as part of paragraph 5 of
the Marion plant/Pal mer consulting agreenent relating to “CON
SULTI NG FEES" to be paid to M. Palnmer, provided in pertinent
part: “1. Consultant will be reinbursed $1, 700/ nonth for
expenses on California hone.” The California home to which
Exhibit D referred was the residence of petitioners in Loom s,
California (Loom s residence), in which they lived before M.
Pal mer accepted the consulting position at the Mrion pl ant
pursuant to the Marion plant/Pal mer consulting agreenent and

which they rented to an unidentified person during the term of
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that agreenent. As a condition to his accepting that position,
M. Palnmer required, inter alia, that Ain Ordnance pay him
$1, 700 each nmonth during the termof that agreenent, which was
approxi mately equal to the difference between (1) the nonthly
rent that petitioners were to receive on their Loom s residence
t hroughout the period during which M. Pal mer was consulting at
the Marion plant and (2) the total amount of nonthly nortgage,
i nsurance, and mai nt enance expenses that they were to pay on that
resi dence throughout that period. (W shall refer to the addi-
tional $1,700 that M. Palner was to receive each nonth pursuant
to paragraph 5 and Exhibit D of the Marion plant/Pal mer consult-
i ng agreenent as the Loom s residence nonthly paynent.) At no
time did din Ordnance receive a | easehold or any other interest
in the Loom s residence in exchange for the Loom s residence
nmont hl'y paynents.

Pursuant to paragraph 6 of the Marion plant/Pal mer consult-
ing agreenent, M. Palnmer was required to submt on a nonthly
basis to M. Harris at the Marion plant a detailed invoice
(monthly invoice) for M. Palner’s fees and expenses with respect
to the services that he perforned under that agreenent for the
mont hly period covered by the invoice. Pursuant to paragraph 6
of the Marion plant/Pal ner consulting agreenent and the policy of
Adin Odnance (conpany policy), pronptly upon receipt of each of

M. Palnmer’s nonthly invoices, M. Harris was required to review
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it and determ ne whether to approve the aggregate anmount of fees
and expenses clained in each such invoice or sone other anount.
(We shall refer to M. Harris’ review of each of M. Palner’s
mont hly invoices as din Ordnance’s invoi ce revi ew process.)
Promptly after M. Harris conpleted din Ordnance’s invoice
revi ew process, he was to return each of M. Palnmer’s nonthly
i nvoi ces as approved by himto M. Pal ner.

Pursuant to conpany policy, after M. Palner received from
M. Harris each of his nonthly invoices as approved by M.
Harris, M. Palnmer was required to forward each such invoice
pronptly to Rita Svarzkopf (M. Svarzkopf). Throughout the
period during which M. Pal nmer provided consulting services to
din Odnance at its Marion plant, M. Svarzkopf was the procure-
ment coordinator at Ain Ordnance’s office in St. Petersburg,
Florida (Ain Odnance’s Florida office). As procurenent coordi-
nator, Ms. Svarzkopf was responsible for determ ning pronptly
upon recei pt of each of M. Palner’s nonthly invoices as approved
by M. Harris whether the charges refl ected on each such invoice
conplied with the terns of the Marion plant/Pal mer consulting
agreenent. Pursuant to conpany policy, if M. Svarzkopf deter-
m ned that each of M. Palnmer’s nonthly invoices as approved by
M. Harris did so conply, she was required to forward each such
invoice pronptly to Ain Odnance’s accounts payabl e depart nent

for paynment within 30 days after M. Harris, on behalf of Ain
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Ordnance, first received it, as required by paragraph 6 of the
Marion plant/Pal mer consulting agreenent. (W shall refer to the
revi ew and paynent authorization process relating to each of M.
Pal ner’ s approved nonthly invoices for which Ms. Svarzkopf was
responsi ble as Ain Ordnance’s invoice paynent authorization
process.)
Sonetinme prior to March 22, 1995, Ain Ordnance asked M.
Pal mer to extend the termof the Marion plant/Pal mer consulting
agreenent which was to expire on June 30, 1995, and to specify
the conditions under which he was willing to agree to such an
extension. As part of his continuing discussions with AQin
Ordnance about, and in response to, that request, M. Pal ner sent
a nmenorandum dated March 22, 1995 (March 22, 1995 nenorandum to
M. Harris and to Jack Picker (M. Picker), who at that tinme was
vi ce president of human resources of Ain Ordnance. The Mrch
22, 1995 menorandum stated in pertinent part:
This meno responds to your request that | identify the
conditions under which I would agree to an extension of
my present consulting contract thru January 1996. |
appreci ate the vote of confidence. | offer the follow
i ng thoughts:
1. Al ternms of the existing contract continue as is
except that the expiration date be extended to
January 31, 1996.
2. In addition, I would have the right to postpone
recei pt by me of paynent for any nonthly invoice
to a future date of ny choosing, but in any case
not later than January 31, 1997. In such a case,

| would present ny invoice and backup nateri al
monthly as incurred (as is done now) so that Ain
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could performthe necessary audits upon submttal.
Ain wuld then hold the paynment until called for
by ne.

3. In addition, Ain would pay ne the equival ent of

5% annual sinple interest on the deferred paynents
of item 2 above.

As required by paragraph 6 of the Marion pl ant/ Pal nmer
consulting agreenent, for each nonth fromthe inception of the
Marion pl ant/ Pal ner consul ting agreenent through June 1995,2 M.
Pal mer submtted to M. Harris at the Marion plant a nonthly
invoice for his fees and expenses with respect to the services
that he performed under that agreenent for the nonthly period

covered by the invoice, including the $1,700 Loom s residence

mont hly paynent, as foll ows:

2Al t hough, as di scussed below, the invoice submtted by M.
Pal mer to din Ordnance for June 1995 covered the period June 5
through July 2, 1995, that invoice did not reflect any fees or
expenses incurred after June 30, 1995, the date on which the
Marion plant/Pal mer consulting agreenment was to term nate.
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Peri od Covered by Dat e of Subm ssi on

M. Palnmer’s Monthly M. Palnmer’s of M. Palner’s
| nvoi ce Nunber? Mont hly I nvoi ce Mont hly I nvoi ce
0006 09/ 01/ 94- 10/ 09/ 944 10/ 09/ 94
0007 10/ 10/ 94- 11/ 06/ 94 11/ 07/ 94
0008 11/ 07/ 94- 12/ 04/ 94 12/ 22/ 94
0009 12/ 05/ 94- 12/ 31/ 94 12/ 29/ 94
0010 01/ 02/ 95- 02/ 05/ 95 02/ 05/ 95
0011 02/ 06/ 95- 03/ 05/ 95 03/ 05/ 95
0012 03/ 06/ 95- 04/ 02/ 95 04/ 15/ 95
0013 04/ 03/ 95- 04/ 30/ 95 05/ 07/ 95
0014 05/ 01/ 95- 06/ 04/ 95 06/ 06/ 95
0015 06/ 05/ 95- 07/ 02/ 95° 07/ 09/ 95

As required by paragraph 6 of the Marion pl ant/ Pal nmer
consul ting agreenent and conpany policy, M. Harris pronptly
reviewed for accuracy each of M. Palnmer’s nonthly invoices 0006
t hrough 0015. Wth one exception, M. Harris conpleted Ain
Ordnance’ s i nvoice review process of each of M. Palner’s nonthly

i nvoi ces 0006 through 0015 in less than a week, generally in a

The nunber shown for each of M. Palner’s nonthly invoices
is the invoice nunber that was |isted on each of those invoices.
(Hereinafter, we shall refer to each of M. Palner’s nonthly
i nvoi ces by reference to the invoice nunber that was |isted on
each such invoice.)

“Al t hough M. Palmer’s nonthly invoice 0006 covered the
period Sept. 1 through Cct. 9, 1994, none of the fees and none of
t he expenses (except for $322.03 of expenses nost of which were
incurred by M. Palnmer in noving fromCalifornia to Marion, I11.)
claimed in that invoice was incurred prior to Sept. 12, 1994, the
date on which the Septenber 12, 1994 din/Pal mer consulting
agreenent becane effective.

°See supra note 2.
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day or two.® M. Harris approved, with very m nor changes in
several instances, the aggregate anount of fees and expenses
clainmed in each of those nonthly invoices.’

After M. Harris conpleted Ain Odnance’ s invoice review
process with respect to each of M. Palner’s nonthly invoices
0006 through 0010, M. Harris pronptly returned each such ap-
proved invoice to M. Palner, and M. Palner pronptly forwarded
each such invoice to Ms. Svarzkopf at Ain Ordnance’ s Florida
office. Ms. Svarzkopf conpleted Ain Odnance’ s invoice paynent
aut hori zation process of each of M. Palnmer’s approved nonthly
i nvoi ces 0006 through 0010 within a few days after having re-
cei ved each such invoice. She thereafter pronptly forwarded each
such invoice to Ain Ordnance’ s accounts payabl e departnent for
payment .

As required by paragraph 6 of the Marion pl ant/ Pal mer
consulting agreenent, Ain Ordnance paid M. Pal nmer the anount
that it owed to himw th respect to each of his approved nonthly

i nvoi ces 0006 through 0010 within 30 days after M. Harris, on

5The one exception relates to M. Palner’s nonthly invoice
0008. M. Palner submtted that nonthly invoice on Dec. 22,
1994, and M. Harris conpleted Ain Ordnance’s invoice review
process and approved it on Jan. 4, 1995.

'For conveni ence, we shall refer to M. Palnmer’s nonthly
i nvoi ces as approved by M. Harris (and, as discussed bel ow, by
D.E. Findley) on behalf of din Ordnance as approved nonthly
i nvoi ces, even though in several instances there were very m nor
changes to sone of the anmounts of fees and/or expenses clainmed in
certain of those invoices.
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behalf of Ain Odnance, first received each such invoice from
M. Palnmer by issuing a check to M. Palner in the follow ng
anount on the date indicated:

M. Palnmer’s Monthly Anmount of Check |Issued Date of Check Issued

| nvoi ce Nunber by din Odnance by din Ordnance
0006 $16, 118. 84 10/ 20/ 94
0007 16, 417. 84 11/ 17/ 94
0008 15, 497. 00 01/ 12/ 95
0009 17, 431. 52 01/ 12/ 95
0010 19, 965. 00 02/ 16/ 95

Each of the paynents that M. Pal ner received in January and
February 1995 from din O dnance under the Marion plant/Pal mer
consul ting agreenent for his respective approved nonthly invoices
0008, 0009, and 0010 included the $1, 700 Loonis residence nonthly
paynment required by paragraph 5 of that agreenent relating to
“CONSULTI NG FEES” and Exhibit D of that agreenent.

After M. Harris conpleted Ain Ordnance’ s invoice review
process with respect to each of M. Palnmer’s nonthly invoices
0011, 0012, and 0013 relating to the nonthly periods February 6
t hrough March 5, 1995, March 6 through April 2, 1995, and April 3
t hrough April 30, 1995, respectively, M. Harris pronptly re-
turned each such approved invoice to M. Palner. However, M.

Pal mer did not pronptly forward any of his approved nonthly

i nvoi ces 0011, 0012, and 0013 to Ms. Svarzkopf at din Ordnance’s
Florida office. Instead, he retained those invoices until My
22, 1995, when he sent themto Ms. Svarzkopf with a transmttal

menor andum (May 22, 1995 nenorandun). The May 22, 1995 nenor an-



dum stated in pertinent part:

| amenclosing the three invoices for Feb., Mar., and

April for your review and approval. However, PLEASE DO

NOT | SSUE PAYMENTS. Pl ease phone nme and we can di scuss

t he agreenent that I amworking on with Cutler and

Pi cker.

On June 1, 1995, Ms. Svarzkopf subjected M. Palner’s
approved nonthly invoices 0011, 0012, and 0013 that M. Pal ner
had sent to her on May 22, 1995, to Ain Ordnance’s invoice
paynment aut horization process, which took no nore than a day.
Ms. Svarzkopf found each of those nonthly invoices to be in
conpliance wth the Marion plant/Pal mer consul ting agreenent.
Because of M. Palner’s request in his May 22, 1995 menorandum
that Ain Ordnance not pay any of those invoices, M. Svarzkopf
did not imediately forward those invoices to Ain Ordnance’s
accounts payabl e departnent for paynent. Instead, M. Svarzkopf
sought guidance fromden Cutler (M. Cutler), an enpl oyee of
Ain Odnance. On June 2, 1995, M. Cutler advised Ms. Svarzkopf
to honor M. Palner’s request that Ain Ordnance not pay any of
hi s approved nonthly invoices 0011, 0012, and 0013 until M.

Pal ner directed din Ordnance to pay each such invoice. Conse-
quently, M. Svarzkopf did not forward M. Pal nmer’s approved

mont hly invoices 0011, 0012, and 0013 to din Ordnance’ s accounts
payabl e departnment for paynment but retained those invoices until

M. Palmer directed Ain Ordnance to pay them At M. Palner’s

direction, Ain Odnance paid each of his approved nonthly
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i nvoi ces 0011, 0012, and 0013 on January 11, 1996, when it issued
three checks to himin the amounts of $15,247.46, $17,678.53, and
$17,273.83, respectively. The only reasons Ain Odnance did not
pay M. Palnmer the anount that it owed to himwth respect to
each of his approved nonthly invoices 0011 through 0013 within 30
days after M. Harris first received each such invoice during
1995 were that M. Palnmer did not pronptly forward each of those
invoices to Ms. Svarzkopf after M. Harris returned each such
invoice to himand that M. Palnmer did not want Ain Ordnance to
make any such paynent to himduring 1995.

After M. Harris conpleted Ain Ordnance’s invoice review
process with respect to M. Palner’s nonthly invoices 0014 and
0015 relating to the nonthly periods May 1 through June 4, 1995,
and June 5 through July 2, 1995,8 respectively, M. Harris
pronptly returned each such approved invoice to M. Palnmer. M.
Pal mer pronptly forwarded each of his approved nonthly invoices
0014 and 0015 to Ms. Svarzkopf at Ain Ordnance’s Florida office.
Ms. Svarzkopf pronptly conpleted Ain Ordnance’ s invoice paynent
aut hori zation review process wth respect to each such invoice.
However, at the request of M. Palnmer that din Ordnance not pay
hi m during 1995 the anmount that it owed to himw th respect to
each of his approved nonthly invoices 0014 and 0015, Ms.

Svar zkopf did not send either of those invoices to Ain Od-

8See supra note 2.
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nance’ s accounts payabl e departnent for paynent. |Instead, she
retai ned each of those invoices until M. Palnmer directed Ain
Ordnance to pay each of them At the direction of M. Pal ner,
din Ordnance paid each of his approved nonthly invoices 0014 and
0015 on April 3, 1996, and January 9, 1997, respectively, when it
i ssued checks to himin the respective anounts of $19,427.00 and
$17,961.82. The only reason Ain Odnance did not pay M. Pal ner
the amount that it owed to himw th respect to each of his
approved nonthly invoices 0014 and 0015 within 30 days after M.
Harris first received each such invoice during 1995 was that M.
Pal mer did not want Ain Ordnance to nake any such paynent to him
during that year.

By its terns, the Marion plant/Pal mer consulting agreenent
termnated as of June 30, 1995. However, M. Palnmer continued to
provi de consulting services to Ain Odnance after June 30, 1995.
On July 17, 1995, and July 20, 1995, din Ordnance and M.

Pal ner, respectively, executed a docunent entitled “AMENDVENT 17
that nodified the terns of the Marion plant/Pal mer consulting
agreenent. (We shall refer to AMENDMENT 1 as the July 1995
anendnent and to the Marion plant/Pal mer consulting agreenent as
nodi fi ed by that anendnent as the amended Marion plant/ Pal ner
consulting agreenent.) The July 1995 anendnent provi ded:

This is AVENDMENT 1 to the Consul ti ng Agreenent between

James R Palnmer and Adin Corporation, Odnance D vi-
sion, dated Septenber 12, 1994.
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1. TERM Delete the first sentence of this paragraph
inits entirety and insert the following in its place:

This Agreenent will becone effective as of the day
set forth above and will continue until Decenber
31, 1995, unless term nated sooner by nutual
agreenent of the parties, or by the death of Con-
sultant, or by the manner hereinafter set out.

5. CONSULTI NG FEES: Delete this paragraph in its
entirely and replace with the foll ow ng:

During the termof this Agreenent, Ain agrees to
pay to Consultant the sum of $3,000.00 per week,
with a maximumlimtation of $201, 000. 00 as fees
for rendering Services. din will reinburse Con-
sultant for the reasonabl e and necessary out - of -
pocket travel and |living expenses which are actu-
ally incurred in the performance of Services. 1In
addition, Ain agrees to reinburse additional
expenses as outlined in Exhibit D, Revision 1
dated 071195, which is attached hereto. * * * The
total fees, plus necessary out-of-pocket expenses,
are not to exceed $315, 000. 00.

6. PAYMENT OF CONSULTI NG FEES: Delete the |ast sen-
tence of this paragraph in its entirety, and insert the
following in its place:

Correct invoices submtted for paynent to M.
R R Harris for approval shall be paid within
thirty (30) cal endar days of the date of
receipt, or deferred to a nutual ly agreed
upon future date, but not later than January
31, 1997. In addition, din agrees to pay
Consul tant the equival ent of 5% annual sinple
interest on any deferred paynents.

Exhibit D, Revision 1, dated July 11, 1995, which was
i ncorporated as part of paragraph 5 of the July 1995 anmendnent
relating to “CONSULTI NG FEES" to be paid to M. Pal nmer, provided
in pertinent part: “1. Consultant will be reinbursed $1, 700. 00

per nmonth for expenses on California home [Loom s residence].”
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As quot ed above, paragraph 6 of the July 1995 anmendnent
provided, inter alia, that correct invoices submtted to M.
Harris “shall be paid within thirty (30) cal endar days of the
date of receipt, or deferred to a nutually agreed upon future
date, but not l|ater than January 31, 1997". Both M. Pal ner and
Ain Odnance interpreted, understood, and applied that provision
as requiring din Odnance to pay the amount that it owed to M.
Pal mer with respect to each of his approved nonthly invoices
within 30 days after it first received each such invoice or, at
the direction of M. Palner, thereafter on a date that M. Pal ner
sel ected which was not |ater than January 31, 1997.

Pursuant to paragraph 6 of the amended Marion plant/ Pal mer
consulting agreenent, on the dates indicated M. Pal ner first
submtted to Ain Odnance at its Marion plant the foll ow ng
nmont hly i nvoices covering the foll ow ng peri ods:

Peri od Covered by Dat e of Subm ssi on

M. Palnmer’s Monthly M. Palner’s of M. Palner’s
| nvoi ce Nunber Mont hly | nvoice Mont hly | nvoi ce
0016 07/ 03/ 95-07/ 30/ 95 07/ 31/ 95
0017 07/ 31/ 95-09/ 03/ 95 09/ 01/ 95
0018 09/ 04/ 95-10/ 01/ 95 10/ 03/ 95
0019 10/ 02/ 95- 10/ 29/ 95 11/ 20/ 95
0020 10/ 30/ 95-12/ 03/ 95 12/ 15/ 95

Each of M. Palnmer’s nonthly invoices 0016 through 0020 was

pronmptly reviewed and approved, with very mnor changes in
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several instances, by D.E. Findley (M. Findley)® on behal f of
din Odnance and pronptly returned to M. Palnmer. M. Pal ner
pronptly forwarded each of his approved nonthly invoices 0016
t hrough 0020 to Ms. Svarzkopf at din Ordnance’s Florida office.
Ms. Svarzkopf pronmptly conpleted Ain Ordnance’s invoi ce paynent
aut hori zation process wth respect to each such invoice. How
ever, pursuant to paragraph 6 of the anended Marion pl ant/ Pal nmer
consulting agreenent, M. Palmer directed Ain Ordnance not to
pay himthe anount that it owed to himw th respect to each of
hi s approved nonthly invoices 0016 through 0020 within 30 days
after Ain Odnance first received each such invoice. At M.
Pal mer’s direction, Ain Ordnance paid M. Pal nmer the anount that
it owed to himwith respect to each of his approved nonthly
i nvoi ces 0016 through 0020 by issuing a check to himin the

foll owi ng anount on the follow ng date selected by M. Pal ner:

M. Palnmer’s Monthly Anmount of Check |ssued Date of Check Issued

| nvoi ce Nunber by din Ordnance by din Odnance
0016 $15,173. 00 01/ 09/ 97
0017 18, 243. 36 01/ 09/ 97
0018 15, 824. 16 01/ 09/ 97
0019 15, 239. 46 01/ 09/ 97
0020 404. 89 01/ 09/ 97

The only reason Ain Ordnance did not pay M. Pal ner the anount

that it owed to himw th respect to each of his approved nonthly

The record does not disclose why M. Findley, instead of
M. Harris, reviewed and approved, on behalf of Ain O dnance,
M. Palnmer’s nonthly invoices 0016 through 0020.



- 20 -

i nvoi ces 0016 through 0019 within 30 days after Ain O dnance
first received each such invoice during 1995 was that M. Pal ner
did not want din Ordnance to make any such paynent to hi m during
t hat year.

At all tinmes during the performance of the Marion plant/
Pal ner consul ti ng agreenent, both before and after the execution
of the July 1995 amendnent, din O dnance was ready, wlling, and
able to pay M. Pal ner the anobunt that it owed to himw th respect
to each of his approved nonthly invoices within 30 days after it
first received each such invoice.

din Odnance issued Form 1099-M SC (Form 1099), M scell a-
neous | nconme, to M. Palner, which showed that M. Pal mer received
$52, 894. 31 of nonenpl oyee conpensation fromdin O dnance during
1995. The $52,894. 31 anount reported by Ain Ordnance in Form
1099 equal s the total amount of the paynents that Ain O dnance
made to M. Palnmer during 1995 with respect to his approved
nont hly invoi ces 0008 through 0010, which included $5, 100 of
Loom s residence nonthly paynments. 1°

Petitioners, cash basis taxpayers, filed a joint Form 1040,
U.S. Individual Income Tax Return (joint return), for the year at

issue. In Schedule E, Supplenental |Incone and Loss, of the joint

¥There is one cent difference between the anobunt of
nonenpl oyee conpensation reported by Ain Ordnance in Form 1099
and the total anmount that it paid to M. Palmer with respect to
hi s approved nonthly invoi ces 0008 through 0010. For conveni ence,
we shall ignore that difference.
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return (Schedule E), petitioners reported, inter alia, “Rents
recei ved” of $23,013 with respect to the Loom s residence. The
$23,013 that petitioners reported in Schedule E as rent with
respect to the Loom s residence included the $5,100 of Loom s

resi dence nonthly paynents that Adin Ordnance reported in Form
1099 as part of the $52,894. 31 of nonenpl oyee conpensation that it
paid to M. Palnmer during 1995 pursuant to paragraph 5 and Exhi bit
D of the Marion plant/Pal mer consulting agreenent.

In Schedule C, Profit or Loss From Busi ness, of the joint
return (Schedule C), petitioners reported in Part |, Income, gross
recei pts of $47,794, which was the anount ($52,894.31) of
nonenpl oyee conpensation that Ain Ordnance paid to M. Pal ner
during 1995 and reported in Form 1099 reduced by the anount
($5, 100) of Loomi s residence nonthly paynents that petitioners
claimed in Schedule E as rent with respect to the Loom s resi-
dence.

In the notice of deficiency (notice) issued to petitioners
for the year at issue, respondent, inter alia, increased petition-
ers’ Schedule C reported gross receipts by $95, 935 because respon-
dent determ ned that during 1995 M. Pal mer had constructively
recei ved that amount of nonenpl oyee conpensation fromdin O d-

nance. ! Respondent al so determined that the $5,100 of Loom s

1The $95, 935 by which respondent increased petitioners’
Schedul e C gross receipts for the year at issue because respon-
(continued. . .)
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resi dence nonthly paynents that petitioners clainmed in Schedule E
as rent with respect to the Loom s residence constitutes self-
enpl oynment earnings and not rental incone. Consequently, respon-
dent increased petitioners’ Schedule C gross receipts by an
addi ti onal $5, 100.

OPI NI ON

Petitioners bear the burden of proving that the determ na-

tions in the notice are erroneous. See Rule 142(a);'? Welch v.
Hel vering, 290 U.S. 111, 115 (1933).

Constructive Receipt |ssue

Respondent determned in the notice that M. Pal mer construc-
tively received during 1995 $95, 935 of nonenpl oyee conpensati on
fromAin Ordnance with respect to his approved nonthly invoices

0011 t hrough 0016 covering the period from February 6, 1995, to

(... continued)
dent determ ned that M. Palmer had constructively received that
anmount during 1995 equals the total of (1) the aggregate anount
of nonenpl oyee conpensation that din Ordnance owed to M. Pal ner
during 1995 with respect to his approved nonthly invoices 0011
0012, 0013, 0014, 0015 and (2) the approximate portion of the
anount of nonenpl oyee conpensation that Ain Ordnance owed to him
during that year with respect to his approved nonthly invoice
0016 covering the period fromJuly 3, 1995, to the execution of
the July 1995 anendnent. For convenience, we shall ignore the
fact that respondent approxi mated the portion of the anmount of
nonenpl oyee conpensation that Ain Ordnance owed to M. Pal ner
during 1995 with respect to his approved nonthly invoice 0016
covering the period fromJuly 3, 1995, to the execution of the
July 1995 anendnent.

Al Rule references are to the Tax Court Rules of Practice
and Procedure. All section references are to the |Internal
Revenue Code in effect for the year at issue.
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the execution of the July 1995 anendnment. At trial and on brief,
it is respondent’s position that M. Pal ner al so constructively
recei ved during 1995 the anount of nonenpl oyee conpensati on t hat
Ain Odnance owed to himw th respect to his approved nonthly
i nvoi ces 0016 through 0020 covering the period fromthe execution
of the July 1995 anmendnent to the end of 1995. However, respon-
dent does not seek an increased deficiency for 1995 with respect
to that contention. Petitioners counter that M. Palnmer did not
constructively receive during 1995 any anount of nonenpl oyee
conpensation fromdin O dnance.

Before turning to the constructive receipt issue before us,
we shall summarize the principles of the doctrine of constructive
recei pt. Section 1.451-2, Inconme Tax Regs., entitled “Construc-
tive receipts of incone”, provides in pertinent part:

(a) General rule. Incone although not actually reduced

to a taxpayer’s possession is constructively received by

himin the taxable year during which it is credited to

his account, set apart for him or otherw se nade avail -

able so that he may draw upon it at any time, or so that

he coul d have drawn upon it during the taxable year if

notice of intention to w thdraw had been given. How

ever, incone is not constructively received if the

t axpayer’s control of its receipt is subject to substan-

tial limtations or restrictions. * * *

The constructive-recei pt doctrine requires a taxpayer who is

on the cash nethod of accounting to recognize i ncome when the

t axpayer has an unqualified, vested right to receive immediate
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paynent of incone.'® See Ross v. Conm ssioner, 169 F.2d 483, 490

(1st Cir. 1948), revg. and remandi ng on another issue a Menorandum

Opinion of this Court; Martin v. Conm ssioner, 96 T.C 814, 823

(1991); Anmend v. Comm ssioner, 13 T.C 178, 185 (1949). Under

that doctrine, a taxpayer may not deliberately turn his back on

i nconme ot herwi se available. See Martin v. Commi Ssioner, supra at

823: Younq Door Co., E. Div. v. Commi ssioner, 40 T.C. 890, 894

(1963); Basila v. Conm ssioner, 36 T.C. 111, 116 (1961). In order

to trigger application of the constructive-receipt doctrine, there
general ly nust be an anpunt that is due and ow ng which the

obligor is ready, wlling, and able to pay. See Childs v. Conm s-

sioner, 103 T.C. 634, 654 (1994), affd. w thout published opinion
89 F.3d 856 (11th Gr. 1996). |If a taxpayer has an absol ute and
uncondi tional right to receive incone in the year earned, the
constructive-recei pt doctrine requires the taxpayer to report such

income for that year. See Childs v. Conm ssioner, supra at 655;

Basila v. Commi ssioner, supra at 115.

| f a taxpayer has entered into a binding contract or agree-
ment to defer incone before it is due, the taxpayer is not re-
quired to report such inconme until it is actually received. See

Cates v. Conmm ssioner, 18 T.C. 570 (1952), affd. 207 F.2d 711 (7th

Cr. 1953). Simlarly, if the inconme under such a contract or

BHereinafter, our discussionis limted to taxpayers, like
petitioners, who are on the cash nethod of accounting and who
therefore are subject to the constructive-recei pt doctrine.
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agreenent is not yet due, a taxpayer nay elect to defer that
income further by entering into a supersedi ng binding contract or

agreenent. See Veit v. Commissioner, 8 T.C. 809 (1947); Kinbell

v. Comm ssioner, 41 B.T.A 940 (1940).

In Aiver v. United States, 193 F. Supp. 930, 933 (E. D. Ark.

1961), the U S. District Court summarized the foregoing principles
of the constructive-receipt doctrine as foll ows:

Where inconme, although not actually received, is unqual -
ifiedly and without substantial limtation available to
the taxpayer in a given year, and his failure actually
to receive it is due to nothing other than his own
volition, then such incone is considered as having been
constructively received during that year, and it nust be
so reported and the tax paid thereon. * * * But, if
during the tax year in question the taxpayer has no
right to receive inconme, or if his right to receive it
is subject to substantial qualifications or restric-
tions, then he will not be deened to have received such
i ncome constructively during that year. * * *

Wien the itemof income in question consists of the
proceeds of a sale by the taxpayer of nerchandi se or
ot her property * * * and where the sale is conpleted in
a given year and the taxpayer at the tinme acquires an
uncondi tioned vested right to receive the proceeds of
the sale, and the buyer is ready, wlling, and able to
make paynment, the taxpayer cannot avoid treating the
proceeds as incone for that year by voluntarily declin-
ing to accept paynent during that year, or by requesting
the purchaser not to pay himuntil a |later year, or even
by voluntarily putting hinself under sone |egal disabil-
ity or restriction wth respect to paynent. In such
ci rcunstances, he will be deenmed in constructive receipt
of the incone notwi thstanding his refusal to accept
paynment or his self-inposed restraints on paynent. * * *

On the other hand, it nust be recognized that a
t axpayer has a perfect legal right to stipulate that he
is not to be paid until sonme subsequent year, or that
the paynents are to be spread out over a nunber of
years. Wiere such a stipulation is entered into between
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buyer and seller prior to the tinme when the seller has
acqui red an absol ute and unconditional right to receive
paynment, and where the stipulation amounts to a binding
contract between the parties so that the buyer has a

l egal right to refuse paynent except in accordance with
the terns of the agreenent, then the doctrine of con-
structive recei pt does not apply, and the taxpayer is
not required to report the incone until the same actu-
ally is received by him * * * [CGtations omtted.]

We shall now address the constructive receipt issue presented
in this case. 1In doing so, we bear in mnd that the determ nation
of whether a taxpayer has constructively received incone is

essentially a question of fact. See Martin v. Conm Ssioner, supra

at 822.

In support of their position, petitioners first contend that
M. Palnmer and Ain Odnance orally nodified the Marion plant/
Pal ner consul ti ng agreenent as of Septenber 12, 1994, the effec-
tive date of that agreenment, before M. Palner had a right to
recei ve any nonenpl oyee conpensation under that agreenment with
respect to, inter alia, the period from February 6, 1995, to the
execution of the July 1995 anmendnent. According to petitioners,
the terns of that alleged oral nodification are essentially the
sane as the ternms of the July 1995 anendnent, including the
del etion of the |ast sentence of paragraph 6 of the Mrion plant/
Pal ner consulting agreenent entitled “PAYMENT OF CONSULTI NG FEES’
and the insertion inits place of the follow ng sentences:

Correct invoices submtted for paynent to M. RR

Harris for approval shall be paid wwthin thirty (30)

cal endar days of the date of receipt, or deferred to a
mutual |y agreed upon future date, but not later than
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January 31, 1997. In addition, Ain agrees to pay

Consul tant the equival ent of 5% annual sinple interest

on any deferred paynents.

On the record before us, we find that petitioners have failed
to establish that M. Palmer and Ain Odnance orally nodified the
Marion plant/Pal mer consulting agreenent as of Septenber 12, 1994,
by agreeing to terns essentially the sanme as those appearing in
the July 1995 anendnent. |In fact, the record, including M.

Pal ner’s own testinony, his March 22, 1995 nenorandumto M.
Harris and M. Picker, and his May 22, 1995 nenorandumto Ms.
Svar zkopf, establishes that M. Palnmer and Ain Ordnance did not
agree to such an oral nodification as of Septenber 12, 1994.

M. Palnmer testified that he was having “continui ng di scus-
sions” in March 1995 with M. Picker and M. Harris about an
agreenent to defer incone. M. Palnmer’s testinony shows that
there was no nodification, oral or witten, of the Marion
pl ant/ Pal mer consulting agreenent in effect in March 1995, |et
al one on Septenber 12, 1994.

Mor eover, petitioners’ March 22, 1995 nenorandumto M.
Harris and M. Picker stated in pertinent part:

This nmeno responds to your request that | identify the

conditions under which | would agree to an extension of

my present consulting contract thru January 1996. * * *
| offer the follow ng thoughts:

* * * * * * *

2. In addition, I would have the right to postpone
recei pt by me of paynent for any nonthly invoice to
a future date of ny choosing, but in any case not
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| ater than January 31, 1997. |In such a case, |
woul d present ny invoice and backup material nonth-
Iy as incurred (as is done now so that din could
performthe necessary audits upon submttal. din
woul d then hold the paynent until called for by ne.
[ Enphasi s added. ]

The | anguage that M. Palnmer used in his March 22, 1995 nmenorandum
is consistent with an offer by himto enter into an agreement with
Ain Odnance under which he would agree to continued consulting
work on certain terns and is inconsistent with petitioners’
contention that when M. Palnmer wote his March 22, 1995 nenor an-
dumthere was in effect a binding oral nodification of the Mrion
pl ant/ Pal mer consul ti ng agreenent.

M. Palnmer’s May 22, 1995 nenorandumto Ms. Svarzkopf al so
supports our finding that petitioners have failed to establish
that M. Palnmer and Ain Odnance orally nodified the Marion
pl ant/ Pal mer consul ti ng agreenent as of Septenber 12, 1994, and
belies petitioners’ contention to the contrary. In the May 22,
1995 nmenorandum M. Pal ner requested that Adin Ordnance not issue
paynments for his approved invoices 0011, 0012, and 0013 covering
the period from February 6 through April 30, 1995. |In nmaking that
request, M. Palner stated in his May 22, 1995 nenorandum
“Pl ease phone ne and we can discuss the agreenent that | am
working on with Cutler and Picker.” (Enphasis added.) The
foregoi ng | anguage shows that no nodification, oral or witten, of
the Marion plant/Pal mer consulting agreenent was in effect at the

time M. Palnmer sent his May 22, 1995 menorandumto Ms. Svarzkopf
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and that Ms. Svarzkopf was unaware of any oral nodification by M.
Pal mer and A in Ordnance of paragraph 6 of the Marion plant/Pal ner
consul ting agreenent regarding the paynent of consulting fees to
M. Palnmer. That is why on June 2, 1995, after she conpleted Ain
Ordnance’ s i nvoi ce paynent authorization process with respect to
M. Palnmer’s approved nonthly invoices 0011, 0012, and 0013
covering the period fromFebruary 6 through April 30, 1995, she
sought guidance fromM. Cutler. M. Cutler advised M. Svarzkopf
to honor M. Palner’s request that Ain Ordnance not pay any of
those invoices until M. Palnmer directed Ain Ordnance to pay each
such invoice. |If, as petitioners contend, there had been an oral
nodi fication of the Marion plant/Pal mer consulting agreenent in
effect on June 2, 1995, we believe that any such nodification
woul d have been communi cated to Ms. Svarzkopf and that there would
have been no need for M. Svarzkopf to seek guidance from M.
Cutler.

Based on our exam nation of the entire record before us, we
find that petitioners have failed to show that an oral nodifica-
tion of the | ast sentence of paragraph 6 of the Mrion plant/

Pal ner consulting agreenent was in effect on June 2, 1995, after
Ms. Svarzkopf conpleted Ain Ordnance’s invoice paynent authoriza-
tion process with respect to M. Palnmer’s approved nonthly in-

voi ces 0011, 0012, and 0013 and approved those invoi ces and before

she asked M. Cutler for guidance, so as to permt M. Palner to
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defer receipt of the nonenpl oyee conpensation that Ain O dnance
owed to himwi th respect to each of those invoices.

On the present record, we further find that when M. Cutler
advi sed Ms. Svarzkopf on June 2, 1995, to honor M. Palner’s
request that Adin Ordnance not pay any of his approved nonthly
i nvoi ces 0011, 0012, and 0013 until M. Palnmer directed Ain
Ordnance to pay each such invoice, there was an oral nodification
(June 2, 1995 oral nodification) by M. Palner and Ain O dnance
of the |ast sentence of paragraph 6 of the Marion plant/Pal ner
consulting agreenent entitled “PAYMENT OF CONSULTI NG FEES’ to read
as foll ows:

Correct invoices submtted for paynent to M. RR

Harris for approval shall be paid wwthin thirty (30)

cal endar days of the date of receipt or, at the direc-

tion of Consultant [M. Palner], thereafter on a date

sel ected by Consul tant.

We also find on the record before us that, as of the tinme the
June 2, 1995 oral nodification was made, M. Pal mer had an abso-
| ute and unconditional right to receive the amount of nonenpl oyee
conpensation that Ain Ordnance owed to himw th respect to each
of his approved nonthly invoices 0011 and 0012. That is because,

as of that tinme, 30 days had expired fromthe respective dates

(March 5, 1995, and April 15, 1995) on which Ain Ordnance first

YW further find on the instant record that petitioners
have failed to establish that there was in effect on June 2,
1995, an oral nodification of any other terns of the Marion
pl ant/ Pal mer consul ti ng agreenent such as those appearing in the
July 1995 anendnent.
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recei ved those invoices, and both M. Harris and Ms. Svarzkopf had
approved them® W further find on the record in this case that
the June 2, 1995 oral nodification was not nade before the anount
that Ain Ordnance owed to M. Palnmer with respect to each of his
approved nonthly invoices 0011 and 0012 was due.

On the instant record, we also find that, as of the time the
June 2, 1995 oral nodification was nmade, M. Palner did not have
an absolute and unconditional right to receive the anount that
Ain Odnance owed to himw th respect to his approved nonthly
i nvoi ce 0013 covering the period fromApril 3 through April 30,
1995. That is because, as of that tinme, 30 days had not expired
fromthe date (May 7, 1995) on which Ain Ordnance first received
that invoice. W further find on the present record that the June
2, 1995 oral nodification was nade before the anmount that din
Ordnance owed to M. Palnmer with respect to his approved nonthly
i nvoi ce 0013 was due. We thus nust address whether the June 2,
1995 oral nodification precludes application of the constructive-
recei pt doctrine with respect to the anmount of nonenpl oyee conpen-
sation that din Ordnance owed to M. Palnmer with respect to his
approved nonthly invoice 0013. W nust address the sanme question
with respect to the amount of nonenpl oyee conpensation that Ain

Ordnance owed to M. Palnmer with respect to each of his approved

There was a mnor change made to M. Palner’s nonthly
i nvoi ce 0012.
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nont hly invoices 0014 and 0015 covering the period from May 1
through July 2, 1995.' That is because M. Palnmer did not submt
t hose invoices to M. Harris until after the June 2, 1995 oral
nmodi fication was made, and A in Ordnance’s invoice review process
and i nvoi ce paynent authorization process had not been conpl eted
with respect to those invoices as of the time of that nodifica-
tion. On the present record, we find that the June 2, 1995 oral
nodi fication was nmade before the amount that O in Ordnance owed to
M. Palmer with respect to each of his approved nonthly invoices
0014 and 0015 was due.

In support of their position that the oral nodification of
the Marion plant/Pal ner consulting agreenent, which they contend
was effective as of Septenber 12, 1994, and which we have found
was effective as of June 2, 1995, precludes application of the
constructive-recei pt doctrine, petitioners rely on Martin v.

Comm ssioner, 96 T.C. 814 (1991), Robinson v. Conm ssioner, 44

T.C. 20 (1965), Cates v. Conm ssioner, 18 T.C 570 (1952), affd.

207 F.2d 711 (7th Gr. 1953), Veit v. Conm ssioner, 8 T.C 809

(1947), and Kinbell v. Comm ssioner, 41 B.T. A 940 (1940). W

find all of those cases to be distinguishable fromthe instant

case and petitioners’ reliance on themto be msplaced. |In each

18See our discussion below with respect to M. Palner’s
approved nmonthly invoice 0016 covering the period fromJuly 3
t hrough July 30, 1995.

7"See supra note 2.
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of the above-cited cases, there was a binding contract or agree-
ment, or a superseding binding contract or agreenent, to defer
i ncone before it was due.

Wth respect to each of M. Palner’s approved nonthly in-
voi ces 0011 and 0012, we have found that the June 2, 1995 oral
nodi ficati on was not nmade before the anmount of nonenpl oyee conpen-
sation reflected in each such invoice that Ain Ordnance owed to
hi m was due.

Wth respect to M. Palner’s approved nonthly invoices 0013
t hrough 0015, we have found that, as of the tinme the June 2, 1995
oral nodification was made, M. Palner did not have an absol ute
and unconditional right to receive the anount of nonenpl oyee
conpensation reflected in each such invoice that Ain O dnance
owed to him However, the cases on which petitioners rely are
nonet hel ess di stingui shable fromthe instant case wth respect to
those invoices. This Court and its predecessor, the Board of Tax
Appeal s, held that the binding contracts or agreenents involved in
the cases relied upon by petitioners were effective to preclude
application of the constructive-receipt doctrine. |In contrast, on
the instant record, we find that the June 2, 1995 oral nodifica-
tion does not preclude application of the constructive-receipt
doctrine to the aggregate anount of nonenpl oyee conpensati on that
din Ordnance owed to M. Palner with respect to his approved

mont hly invoi ces 0013 t hrough 0015. That is because we find on
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that record that the June 2, 1995 oral nodification did not inpose
a substantial limtation or restriction on M. Palnmer’s control of
the recei pt of the anmount of nonenpl oyee conpensation that Ain
Ordnance owed to himw th respect to each of those invoices. At
all times under the Marion plant/Pal mer consulting agreenent as
nodi fied by the June 2, 1995 oral nodification, Ain Odnance was
ready, willing, and able to pay M. Palnmer the anmount that it owed
to himw th respect to each of his approved nonthly invoices 0013,
0014, and 0015 within 30 days after din Ordnance first received
each such invoice.'® Pursuant to the June 2, 1995 oral nodifica-
tion, it was totally within M. Palnmer’s control whether Ain
Ordnance paid each such anount to M. Palnmer within 30 days after
Ain Odnance first received each such invoice or deferred its
paynment to himof each such anmount until a date after that 30-day
period. If M. Palnmer wanted Ain Ordnance to defer such paynent
of the anmpbunt that Ain Ordnance owed to himw th respect to each
of his approved nonthly invoices 0013, 0014, and 0015, all he had
to do under the June 2, 1995 oral nodification was to direct din
Ordnance not to pay each such anmobunt within 30 days after Ain

Ordnance first received each such invoice. M. Palnmer did just

At all times prior to the time the June 2, 1995 oral
nodi fication of the Marion plant/Pal mer consulting agreenment was
made, Adin Ordnance was ready, wlling, and able to pay M.
Pal ner the anount that it owed to himw th respect to his ap-
proved nonthly invoices 0006 through 0012 within 30 days after
Ain Odnance first received each such invoice.
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that, and consequently Ain Odnance did not pay himthe anount
that it owed to himw th respect to each such invoice until a date
sel ected by M. Pal ner.

Based on our exam nation of the entire record in this case,
we find that petitioners have failed to establish that the June 2,
1995 oral nodification of the Marion plant/Pal mer consulting
agreenent precludes application of the constructive-receipt
doctrine to the anmounts of nonenpl oyee conpensation that Ain
Ordnance owed to M. Palnmer with respect to his approved nonthly
i nvoi ces 0011 t hrough 0015.

In further support of their position that M. Palnmer did not
constructively receive during 1995 any anount of nonenpl oyee
conpensation fromdin Ordnance, petitioners rely on paragraph 6
of the July 1995 anmendnent to the Marion plant/Pal mer consulting
agreenent. Paragraph 6 of that anmendnent deleted the | ast sen-
tence of paragraph 6 of the Mrion plant/Pal mer consulting agree-
ment and inserted the follow ng sentences in its place:

Correct invoices submtted for paynent to M. RR

Harris for approval shall be paid wwthin thirty (30)

cal endar days of the date of receipt, or deferred to a

mutual |y agreed upon future date, but not later than

January 31, 1997. In addition, Ain agrees to pay

Consul tant the equival ent of 5% annual sinple interest

on any deferred paynents.

Petitioners maintain (1) that the July 1995 anendnent was effec-

tive as of Septenber 12, 1994, prior to the respective dates on

whi ch the amount of nonenpl oyee conpensation reflected in peti-
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tioners’ approved nonthly invoices 0011 through 0016 covering the
period from February 6, 1995, to the execution of the July 1995
amendnent was due to M. Palner, and (2) that paragraph 6 of the
July 1995 anendnment precludes application of the constructive-
recei pt doctrine to each such anount.

In support of their position regarding the July 1995 anend-
ment, petitioners also rely on the sane cases di scussed above on
which they rely to support their argunent regarding the all eged
oral nodification of the Marion plant/Pal mer consulting agreenent.
We find all of those cases to be distinguishable fromthe instant
case and petitioners’ reliance on themto be m splaced. As
di scussed above, in the cases on which petitioners rely, there was
a binding contract or agreenent, or a superseding binding contract
or agreenent, to defer incone before it was due. In contrast, in
the instant case, we find on the record before us that the July
1995 amendnent was not effective retroactively to Septenber 12,
1994. We further find on that record that paragraph 6 of the July
1995 amendnent permtting M. Palner to defer the anount of
nonenpl oyee conpensation that Ain Ordnance owed to himwas not
effective before the amount of such conpensation was due with
respect to his approved nonthly invoices 0011 through 0015.

Wth respect to M. Palnmer’s approved nonthly invoice 0016
covering the period fromJuly 3 through July 30, 1995, we find on

the record presented that the July 1995 anendnent applied to that
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invoice. In making this finding, we rely heavily on the provision
in the Marion plant/Pal mer consulting agreenent that the term of
t hat agreenent, which ended on June 30, 1995, could have been
extended only by nutual agreenent of AQin Ordnance and M. Pal ner
as set forth in a witten document. W find that a witten
docunent, here the July 1995 anendnent, was necessary in order to
extend the Marion plant/Pal mer consulting agreenent beyond June
30, 1995. We further find that the July 1995 anendnent was
effective before the anount of nonenpl oyee conpensation refl ected
in M. Palnmer’s approved nonthly invoice 0016 was due. That is
because, as of July 1, 1995, 30 days had not expired fromthe date
(July 31, 1995) on which Ain Odnance first received that in-
voice, and Ain Ordnance had not conpleted its invoice review
process, and its invoice paynent authorization process with
respect to that invoice.

Al t hough we have found that the July 1995 anmendnent applied
to M. Palner’s approved nonthly invoice 0016 before the anmount of
nonenpl oyee conpensation reflected therein was due, the cases on
whi ch petitioners rely do not require us to conclude that the
constructive-recei pt doctrine is inapplicable to the anount of
such nonenpl oyee conpensation. NMbreover, assum ng arguendo that
we had found that the July 1995 anendnent was effective retroac-
tively to Septenber 12, 1994, and applied not only to M. Palner’s

approved nmonthly invoice 0016 but also to his approved nonthly
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i nvoi ces 0011 through 0015, those cases do not require us to
conclude that the constructive-receipt doctrine is inapplicable to
t he amount of nonenpl oyee conpensation reflected in each of those
i nvoi ces 0011 through 0015. W reach these concl usi ons because
the July 1995 anendnent is distinguishable fromthe binding
contracts or agreenents involved in the cases on which petitioners
rely. Unlike those binding contracts or agreenments, we find on
the record before us that paragraph 6 of the July 1995 anendnent,
li ke the June 2, 1995 oral nodification of paragraph 6 of the
Marion plant/Pal mer consulting agreenent, did not inpose a sub-
stantial limtation or restriction on M. Palnmer’s control of the
recei pt of the anount of nonenpl oyee conpensation that Ain
Ordnance owed to himw th respect to each of his approved nonthly
i nvoi ces 0011 through 0016. Regardless of when the July 1995
anendnent was effective, pursuant to paragraph 6 of that anend-
ment, Ain Ordnance was ready, willing, and able to pay M. Pal ner
the anount that it owed to himw th respect to each of his ap-
proved nonthly invoices which was subject to the Marion plant/
Pal ner consul ting agreenent as nodified by that amendnent within
30 days after Ain Ordnance first received each such invoice.
Pursuant to the July 1995 anendnent, it was totally within M.
Pal ner’s control whether din Ordnance paid each such anmount to
M. Palnmer within 30 days after the date on which Ain O dnance

first received each such invoice or deferred its paynent to hi m of
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each such anmount until a date after that 30-day period which was
not later than January 31, 1997. |If M. Palnmer wanted Ain
Ordnance to defer such paynent of the anmount that Ain O dnance
owed to himwith respect to each of his approved nonthly invoices
that was subject to the July 1995 anendnent, all he had to do
under that amendnent was to direct din Ordnance not to pay each
such anmount within 30 days after din Ordnance first received each
such invoice. M. Palner did just that, and consequently Ain
Ordnance did not pay himthe anmount that it owed to himwth
respect to each such invoice until a date selected by M. Pal ner
whi ch was not later than January 31, 1997.

Based on our exam nation of the entire record in this case,
we find that petitioners have failed to show that the July 1995
anendnent precludes application of the constructive-receipt
doctrine to the respective amounts of nonenpl oyee conpensati on
reflected in M. Palnmer’s approved nonthly invoices 0011 through
0016 covering the period from February 6, 1995, to the execution
of that amendnent. We further find on that record that M. Pal ner
constructively received during 1995 such anounts of conpensation.?®
Consequently, we sustain respondent’s determ nation in the notice

to increase petitioners’ Schedule C gross receipts for 1995 by

W have considered all of the contentions and argunents of
petitioners that are not discussed herein, and we find themto be
W thout merit and/or irrelevant.



$95, 935. X

Looni s Residence Monthly Paynent | ssue

Each of the two nonthly paynents that M. Palnmer received in
January 1995 and the one nonthly paynent that he received in
February 1995 fromdin Ordnance with respect to his respective
approved nonthly invoices 0008, 0009, and 0010 included the $1, 700
Loom s residence nonthly payment. Petitioners reported in Sched-
ule E as rent with respect to the Loom s residence the total of
t hose three Loom s residence nonthly paynents ($5,100).2%' Respon-
dent determined in the notice that the $5,100 of Loom s residence
nmont hly paynments that petitioners clained in Schedule E as rent
W th respect to the Loom s residence constitutes self-enploynent

earnings and not rental inconme and therefore increased petition-

205j nce respondent does not seek an increased deficiency for
1995 attributable to the respective anounts that Ain O dnance
owed to M. Palnmer with respect to his approved nonthly invoices
0016 through 0020 covering the period fromthe execution of the
July 1995 anmendnent until the end of 1995, we need not address
whet her M. Pal ner constructively received during 1995 the
aggregat e anount of such conpensation. Suffice it to say that
our views with respect to the inefficacy of the July 1995 anend-
ment to preclude application of the constructive-receipt doctrine
to the respective anmounts of nonenpl oyee conpensation that Ain
Ordnance owed to M. Palnmer with respect to his approved nonthly
i nvoi ces 0011 through 0016 covering the period from Feb. 6, 1995,
to the execution of the July 1995 anendnment apply wth equal
force to the respective amobunts of nonenpl oyee conpensati on that
adin Ordnance owed to M. Palner with respect to those subsequent
i nvoi ces.

2lAin Odnance reported, inter alia, in Form 1099 the
$5, 100 of Loonis residence nonthly paynents as nonenpl oyee
conpensation that it paid to M. Palnmer during 1995.



- 41 -
ers’ Schedul e C gross receipts for 1995 by an additional $5, 100.
Petitioners dispute that determ nation

In support of their joint return position with respect to the
$5, 100 of Loom s residence nonthly paynments, petitioners contend,
inter alia: “As the funds fromdin were conditional on the
rental of Petitioners’ hone and the anmount of those funds were
[sic] determ ned by the anmobunt of rent the tenant paid, the funds
shoul d be characterized as rental incone.”

On the record before us, we reject petitioners’ contention.
The fact that the Loom s residence nonthly paynent was agreed to
in the Marion plant/Pal mer consulting agreenent because petition-
ers were renting their Loom s residence while M. Pal ner was
consulting at the Marion plant does not require us to accept
petitioners’ contention that the Loom s residence nonthly paynents
in question constitute rent. Nor does the fact that the anount of
the Loom s residence nonthly paynent was determ ned as the approx-
imate difference between (1) the nonthly rent that petitioners
were to receive on their Loom s residence throughout the period
during which M. Palner was consulting at the Marion plant and
(2) the total amount of nonthly nortgage, insurance, and nainte-
nance expenses that they were to pay on that residence throughout
that period require us to accept that contention.

In order to resolve the question presented with respect to

t he $5, 100 of Loom s residence nonthly paynments in question, we



- 42 -

must determ ne the nature of those paynents. The record discl oses
that M. Palnmer required Ain Ordnance to pay himthe Loom s
resi dence nonthly paynent as a condition to his accepting a
consulting position at its Marion plant. The record al so estab-
lishes that at no tine did Ain Ordnance receive a | easehold or
any other interest in the Loom s residence in exchange for the
Loom s residence nonthly paynents. Finally, the Mrion

pl ant/ Pal mer consulting agreenment, as well as the July 1995
amendnent to that agreenent, included the requirenment that Ain
Ordnance pay M. Palnmer the Loom s residence nonthly paynent in
paragraph 5 entitled “CONSULTI NG FEES’.

Based on our exam nation of the entire record in this case,
we find that the $5,100 of Loom s residence nonthly paynents that
M. Pal nmer received during 1995 fromdin Ordnance constitutes
nonenpl oyee conpensation to M. Palner for that year.?? Conse-
guently, we sustain respondent’s determ nation to increase peti-
tioners’ Schedule C gross receipts for 1995 by an additi onal
$5, 100.

To reflect the foregoing and the concessions of petitioners,

Decision will be entered for

r espondent .

22\\¢ have considered all of the contentions and argunents of
petitioners that are not discussed herein, and we find themto be
w thout nerit.



