6 T.C. 462 (1946)

Income is constructively received when it is credited to a taxpayer’s account, set
apart for them, or otherwise made available so they can draw upon it at any time,
even if they choose not to take possession of it; payments made partly for capital
assets and partly for services can be allocated for tax deductibility.

Summary

The Tax Court addressed whether royalties paid to a third party on behalf of the
petitioner constituted income to the petitioner and whether the petitioner was
entitled to offsetting deductions. The petitioner, Fouche, assigned his right to
receive royalties from a company to Hanskat as security for payments due under a
separate contract. The court held that the royalties were constructively received by
Fouche and were taxable income to him. However, it also found that a portion of the
payments made to Hanskat constituted payment for advisory services and was
deductible as a business or non-business expense, while the remaining portion was
for capital assets and was not deductible.

Facts

Fouche entered into agreements with Hanskat to purchase stock and rights in a
patent and trade name. Lacking funds, he executed a non-negotiable note. He later
agreed to pay Hanskat royalties in exchange for cancellation of the note, delivery of
the stock, a non-compete agreement, and advisory services. The company Fouche
controlled agreed to pay him royalties for using the patent. Fouche then assigned
these royalties to Hanskat as collateral security. In 1939, the company directly paid
royalties to Hanskat.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Fouche’s income
tax for 1939, asserting that the royalties paid to Hanskat were constructively
received by Fouche. Fouche contested this, arguing he neither actually nor
constructively received the income and, alternatively, claimed an offsetting
deduction.

Issue(s)

1. Whether royalties paid directly to a third party on behalf of the petitioner are
considered constructively received income to the petitioner?

2. Whether the petitioner is entitled to an offsetting deduction for the royalties paid
to the third party, considering that the payments covered both capital assets and
services rendered?

3. Whether the petitioner is entitled to a depreciation deduction for the exhaustion
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of a contract that generated the royalties?
Holding

1. Yes, because the company’s payments to Hanskat constituted royalties due to
Fouche for his rights to the patent and trade-mark.

2. Yes, in part, because one-third of the payments constituted payment for advisory
services rendered by Hanskat and are deductible as a business or non-business
expense; no, as to the remaining two-thirds, because they represent capital
expenditures and are not deductible.

3. No, because Fouche has not proven a cost basis for the contract that generated
the royalties.

Court’s Reasoning

The court reasoned that the royalties were constructively received by Fouche
because he had the right to receive them under the agreement with the company.
The fact that Fouche assigned the royalties to Hanskat as collateral did not change
their character as income to him. The court relied on the principle that income is
constructively received when it is available for the taxpayer’s use, regardless of
whether they actually possess it. Regarding the offsetting deduction, the court
distinguished between payments for capital assets (the stock and rights in the
patent) and payments for services (Hanskat’s advisory role). It allowed a deduction
for the portion attributable to services, aligning with the principle that payments for
services are generally deductible as business expenses. The court denied the
depreciation deduction because Fouche did not acquire a patent and failed to
establish a depreciable basis in the contract itself, stating “Clearly, the
consideration which petitioner paid the company for this valuable contract by
agreeing to serve as president of the company and agreeing that at all times he
would retain 51 percent of the stock of the company would not furnish any basis for
depreciation.”

Practical Implications

This case reinforces the concept of constructive receipt, reminding taxpayers that
they cannot avoid taxation by assigning income to others. It also provides guidance
on the deductibility of payments that cover both capital assets and services,
requiring an allocation of costs. Practitioners must carefully analyze contracts to
determine the true nature of payments to properly advise clients on their tax
obligations and potential deductions. This ruling highlights the importance of
substantiating the value of services rendered when claiming deductions. Later cases
may cite this ruling when determining whether payments are deductible as ordinary
and necessary business expenses or must be capitalized.

© 2025 SCOTUSreports.com. All rights reserved. | 2



