5T.C.1130 (1945)

The determination of whether a stock transfer constitutes a sale or an agency
agreement depends on the intent of the parties, as evidenced primarily by their
written agreements.

Summary

This case addresses whether certain transactions involving the reorganization of
Hemingray Glass Company and the subsequent distribution of Owens-Illinois stock
resulted in taxable income for McAbee and other shareholders. The court examined
the nature of the initial stock transfer to McAbee, determining it to be an agency
agreement rather than a sale. It further addressed the timing of the distribution of
the Owens stock and the tax implications of a payment received in connection with a
patent agreement. The court ultimately held that the distributions of stock were
taxable in the years they were beneficially received, and that the patent income was
ordinary income.

Facts

McAbee, as president of Hemingray, negotiated a merger with Owens-Illinois. He
acquired temporary legal title to Hemingray shares from other stockholders to
facilitate the merger. Stockholders were to receive 4 shares of Owens stock for each
Hemingray share. McAbee was to receive additional Owens stock as compensation.
In 1937, certain shareholders received additional Owens stock from an escrow
account. Zimmerman also received a payment from Owens related to a patented
process.

Procedural History

The Commissioner of Internal Revenue determined that McAbee and other
shareholders had taxable income from the receipt of Owens stock and Zimmerman
had ordinary income from a patent agreement payment. The taxpayers petitioned
the Tax Court for a redetermination, contesting the Commissioner’s assessment.

Issue(s)

1. Whether the transfer of Hemingray stock to McAbee constituted a sale, making
subsequent distributions capital gains, or an agency agreement, making
distributions ordinary income.

2. Whether the receipt of Owens stock in 1937 constituted a taxable event or a
distribution related to a prior reorganization.

3. Whether the payment received by Zimmerman related to the patented process
constituted ordinary income or capital gains.

Holding
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1. No, because the agreement between McAbee and the stockholders indicated
an agency relationship, not a sale.

2. No, because the shareholders acquired equitable title to the Owens stock in
1933 when it was placed in escrow for their benefit, making the 1937
distribution non-taxable.

3. Yes, because the payment was a commutation of the sale price of property
other than a capital asset.

Court’s Reasoning

The court determined that McAbee acted as an agent for the shareholders based on
the language of his letter to them, which stated the stock would be returned if the
deal failed. This indicated an agency relationship, not a sale. Regarding the Owens
stock distribution, the court found that the equitable title to the stock passed to the
shareholders in 1933 when it was placed in escrow, with the 1937 release merely a
formality. As to the patent payment, the court found that it was a lump-sum payment
that was effectively a commutation of the sale price of property that was not a
capital asset, and therefore constituted ordinary income. The court emphasized the
importance of examining the agreements and circumstances surrounding the
transactions to determine the true intent of the parties.

Practical Implications

This case highlights the importance of carefully documenting the intent of parties in
stock transfer agreements, as the form of the transaction will dictate the tax
consequences. It also reinforces that beneficial ownership, rather than formal
distribution, can determine when income is taxed. Finally, the case provides clarity
on the tax treatment of payments related to patents, distinguishing between sales
and licenses. Later cases have cited McAbee for its analysis of agency versus sale
and for its emphasis on the intent of the parties in determining the nature of a
transaction. Practitioners must ensure clear documentation to support the intended
tax treatment.
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