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1 T.C. 24 (1942)

Proceeds from the settlement of a copyright infringement suit are not considered
“compensation for personal services rendered” under Section 107 of the Internal
Revenue Code, nor are they considered capital gains unless derived from a sale or
exchange of a capital asset.

Summary

Two brothers, Jack Rosenzweig and Henry Rose, disputed their income tax liabilities
following a settlement from a copyright infringement suit. Rose, the author, sued
Metro-Goldwyn-Mayer (MGM) for allegedly plagiarizing his play. Rosenzweig funded
the lawsuit, agreeing to split any proceeds with Rose. The court addressed whether
Rose could deduct the payment to Rosenzweig from his gross income, whether the
settlement proceeds qualified as “compensation for personal services” under Section
107 of the Internal Revenue Code, and whether the proceeds could be treated as
capital  gains.  The  Tax  Court  held  that  Rose  could  deduct  the  payment  to
Rosenzweig, but the settlement was not compensation for personal services nor a
capital gain.

Facts

Henry Rose wrote a play, “Burrow, Burrow,” which was copyrighted in 1934. After
failing to get it produced, Rose noticed similarities between his play and MGM’s
movie “Man of the People.” Rose, lacking funds, entered into an agreement with his
brother, Jack Rosenzweig, where Rosenzweig would fund a copyright infringement
lawsuit against MGM, and they would split any proceeds. Rosenzweig paid legal
expenses. The lawsuit was settled in 1939 for $80,000, with $58,500 remaining after
attorney fees. Rosenzweig received $25,000, and Rose received $33,500.

Procedural History

The Commissioner of  Internal  Revenue determined deficiencies in the brothers’
income tax for 1939. The Commissioner argued that Rose was liable for the entire
$58,500,  and both  were ineligible  for  the  tax  benefits  under  Section 107.  The
brothers  petitioned  the  Tax  Court  for  redetermination,  and  the  cases  were
consolidated.

Issue(s)

1. Whether Henry Rose is liable for income tax on the full $58,500 net proceeds
from  the  infringement  suit  or  only  on  the  $33,500  he  retained  after  paying
Rosenzweig.

2. Whether the amounts received by each brother constituted “compensation for
personal services rendered” under Section 107 of the Internal Revenue Code.
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3. Whether, if the amounts are not considered compensation for personal services,
they constitute capital gains under Section 117 of the Internal Revenue Code.

Holding

1. No, because the $25,000 paid to Rosenzweig was a deductible expense for the
production or collection of income.

2. No, because the settlement was for copyright infringement damages, not for
personal services rendered.

3. No, because the settlement did not involve a “sale or exchange” of a capital asset.

Court’s Reasoning

The court reasoned that Rose’s payment to Rosenzweig was a deductible expense
under Section 23(a)(1) of the Internal Revenue Code, as amended by Section 121 of
the Revenue Act of 1942, which allows deductions for expenses incurred in the
production  or  collection  of  income.  The  court  emphasized  that  the  agreement
between the brothers was a necessary expense for Rose to pursue the infringement
suit. Regarding Section 107, the court stated that the settlement proceeds were not
“compensation  for  personal  services  rendered”  because  the  payment  was  for
damages resulting from copyright infringement, not for services performed by the
brothers  for  MGM.  Quoting  the  Senate  Finance  Committee  report,  the  court
acknowledged that Section 107 was intended to relieve writers and inventors from
the hardship of having their income aggregated into a single year. However, the
court  found that  the  settlement  proceeds  did  not  fall  within  the  scope of  this
provision. Finally, the court rejected the argument that the proceeds constituted
capital gains under Section 117, stating that there was no “sale or exchange” of a
capital asset, a requirement for capital gain treatment. The court cited Sabatini v.
Commissioner and Irving Berlin to support the position that even if the sum had
been received as a license, it would not have been received as the result of a sale or
exchange.

Practical Implications

This  case  clarifies  the  tax  treatment  of  proceeds  from  copyright  infringement
settlements. It confirms that expenses incurred in pursuing such litigation can be
deductible. However, it also establishes that such proceeds are generally not eligible
for  the beneficial  tax treatment afforded to  compensation for  personal  services
under Section 107 or as capital gains under Section 117 unless a sale or exchange
occurred. Attorneys should advise clients that settlement proceeds will  likely be
taxed as ordinary income. This ruling emphasizes the importance of structuring
settlements to potentially qualify for more favorable tax treatment, where possible,
and carefully documenting expenses related to the litigation.


