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2 T.C. 810 (1943)

Royalties received by a corporation are taxable income, even if a portion of those
royalties is contractually obligated to be credited towards the purchase price of the
corporation’s stock by another company.

Summary

Wood Process Co. (Petitioner) granted a license to Nelio-Resin Corporation to use its
patents, receiving royalties in return. Petitioner then agreed to sell 30% of its stock
to Glidden Co., the parent of Nelio, with a provision that 30% of royalties received
would be credited against the stock purchase price. Glidden dissolved Nelio and
assumed the  royalty  obligations.  The Tax  Court  held  that  the  royalties  applied
toward the stock purchase were taxable income to the Petitioner because the royalty
income was earned by the petitioner and application to the stock purchase was a
separate transaction.

Facts

Petitioner held patents for treating oleo-resins.
August 3, 1932, Petitioner contracted with Glidden Co. to license its patents to
Nelio-Resin Corporation, a subsidiary of Glidden, in exchange for stock and
royalties.
February 20, 1934, Petitioner contracted with Glidden to sell 30% of its stock
for $30,000. The contract stipulated that 30% of any royalties received by
Petitioner from Nelio would be credited towards the $30,000 purchase price.
The agreement also provided that royalties received, except for specific uses
(redeeming stock, paying debt, or operating capital), should be distributed to
stockholders of record as of February 1, 1934.
Glidden dissolved Nelio in 1936 and assumed the royalty obligations directly.

Procedural History

The Commissioner of Internal Revenue determined that the full amount of royalties
paid to Petitioner, both by Nelio and later by Glidden, constituted taxable income.
The Petitioner contested this determination in the Tax Court, arguing that the 30%
of royalties credited to Glidden for the stock purchase should not be taxable income.

Issue(s)

Whether royalties received by the Petitioner are taxable income when a portion of
those royalties is contractually obligated to be credited towards the purchase price
of the Petitioner’s stock.

Holding

Yes,  because  the  royalties  were  earned  by  the  Petitioner,  and  the  contractual
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obligation to credit a portion of them towards the stock purchase price does not
change their character as taxable income.

Court’s Reasoning

The court stated, “There can be no doubt that as a general rule royalties
received in consideration of the grant of a license to operate under or use a
patent constitute taxable income.”
The Petitioner argued that the contract with Glidden altered the character of
the royalties. The Court disagreed, stating that the obligation to credit
royalties towards the stock purchase “does not even amount to an assignment
of income. Its only effect was to reduce the amount of money the petitioner
received in exchange for its stock, and to reduce Glidden’s cost
correspondingly.”
Even if the contract mandated distribution of royalties to stockholders, this
would only be an assignment of income, which does not prevent taxation to the
assignor. The court cited Lucas v. Earl, noting that the “fruit” must be taxed to
the tree that grew it.
The court rejected the argument that the payments were for patent
development, as the distributions were made to stockholders without regard to
patent development.
Regarding royalties paid after Glidden assumed Nelio’s obligations, the court
held that Glidden was obligated under two separate contracts: one to pay
royalties and one to purchase stock. The stock purchase contract did not
modify the royalty contract.

Practical Implications

This case illustrates that a taxpayer cannot avoid income tax liability by
contractually assigning a portion of their income to a third party, especially
when the income is derived from the taxpayer’s own property rights (in this
case, patents).
The decision reinforces the principle that income is taxed to the entity that
earns it, regardless of how the entity chooses to distribute or apply that
income.
Later cases have cited Wood Process to support the proposition that an
assignment of income does not shift the tax burden from the assignor to the
assignee.
It highlights the importance of considering the substance of a transaction over
its form. Even if a payment is indirectly linked to a capital transaction (like a
stock purchase), it can still be treated as ordinary income if it arises from the
use of the taxpayer’s assets.


