Granberg Equipment, Inc. v. Commissioner, 11 T.C. 704 (1948)

Payments labeled as royalties made retroactively to a corporation’s stockholders in
proportion to their stockholdings, without arm’s length negotiation or business
justification, may be recharacterized as disguised dividends and are therefore not
deductible as ordinary and necessary business expenses.

Summary

Granberg Equipment, Inc. sought to deduct royalty payments made to its
stockholders, including Granberg, for the use of certain inventions. The Tax Court
disallowed the deduction, finding that the payments were not bona fide royalties but
disguised dividends intended to reduce the company’s tax liability. The court also
held that a bonus payable to Granberg, though credited to his account, was not
constructively paid within the meaning of Section 24(c) of the Internal Revenue
Code and thus was also not deductible. The court emphasized the lack of arm’s
length dealings and the absence of business justification for the royalty agreement.

Facts

Granberg and others transferred certain inventions to Granberg Equipment, Inc.
(petitioner), a corporation they controlled. The petitioner retroactively agreed to pay
royalties to Granberg and other stockholders for the use of these inventions. The
royalty payments were made in proportion to the stockholders’ stockholdings. The
agreement was executed despite limited sales and uncertainty about the
marketability of the inventions. A bonus to Granberg was approved and credited to
his account on the company’s books.

Procedural History

The Commissioner of Internal Revenue disallowed the petitioner’s deductions for
royalty payments and the bonus payment. The Tax Court reviewed the
Commissioner’s determination.

Issue(s)

1. Whether the retroactive royalty payments made by the petitioner to its
stockholders were ordinary and necessary business expenses, or disguised
dividends, and therefore not deductible.

2. Whether the bonus payable to Granberg was constructively paid within two and
one-half months after the close of the taxable year, making it deductible under
Section 24(c) of the Internal Revenue Code.

Holding

1. No, because the payments lacked arm’s length negotiation, business justification,
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and resembled dividend distributions based on stock ownership.

2. No, because the crediting of the bonus to Granberg’s account did not constitute
constructive payment within the meaning of Section 24(c)(1) of the Internal Revenue
Code.

Court’s Reasoning

The court reasoned that the substance of the transaction should control over its
form. It found a lack of arm’s length dealing between Granberg and the petitioner,
evidenced by the timing of the royalty agreement, the high minimum royalty, and
the distribution of payments proportional to stock ownership. The court noted that
the agreement lacked provisions protecting the petitioner’s interests. Quoting
Eskimo Pie Corporation, the court stated, “Surely, [the royalty] is not an ordinary
and necessary business expense of carrying on petitioner’s trade or business. Except
for the close relationship of the parties, it seems hardly conceivable that such an
agreement would ever have been entered into.”

Regarding the bonus, the court found insufficient evidence that Granberg
constructively received the bonus in February 1943. Furthermore, the court held
that even if there was constructive receipt, “constructive payment” is not a payment
within the meaning of Section 24(c)(1) of the Code, citing P.G. Lake, Inc.

Practical Implications

This case highlights the importance of arm’s length transactions, especially between
closely held corporations and their stockholders. Payments characterized as
business expenses, such as royalties or bonuses, will be scrutinized to determine
their true nature. To deduct such payments, a company must demonstrate a
legitimate business purpose, fair negotiation, and reasonableness. The case
reinforces the principle that the IRS can recharacterize transactions to reflect their
economic substance, preventing taxpayers from using artificial arrangements to
avoid taxes. It also clarifies that simply crediting an amount to a related party’s
account does not necessarily constitute payment for tax deduction purposes,
particularly under Section 24(c) (now Section 267) of the Internal Revenue Code.
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