14 T.C. 332 (1950)

A corporation can deduct reasonable royalty payments made to controlling
stockholders for the use of their invention, even if they initially granted a royalty-
free license, provided both parties intended to agree on compensation after a trial
period.

Summary

Heatbath Corporation sought to deduct compensation paid to officers and royalty
payments made to its controlling stockholders for the use of a patented process. The
Tax Court addressed whether the compensation was reasonable, whether the royalty
payments were deductible despite a prior royalty-free license, and whether failure to
file an excess profits tax return warranted a penalty. The court held that the officer
compensation was reasonable as determined by the Commissioner. However, the
court found that the royalty payments were deductible up to a certain amount, and
the penalty for failure to file the excess profits tax return was upheld due to a lack of
reasonable cause.

Facts

Ernest Walen and Fowler Wilbur, controlling stockholders of Heatbath Corporation,
developed a patented metal finishing process. They initially granted the corporation
a royalty-free license to use the process. Later, they requested the corporation to
pay royalties for its use, which the corporation agreed to. The corporation
subsequently deducted these royalty payments and officer compensation. The
Commissioner disallowed portions of these deductions and imposed a penalty for
failure to file an excess profits tax return.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Heatbath
Corporation’s tax and imposed a 25% addition to its excess profits tax. Heatbath
Corporation petitioned the Tax Court, contesting the disallowance of deductions for
officer compensation and royalty payments, as well as the penalty for failing to file
an excess profits tax return. The Tax Court upheld the Commissioner’s
determination on officer compensation and the failure to file, but partially allowed
the royalty deduction.

Issue(s)

1. Whether the Commissioner erred in disallowing portions of the deductions
claimed by the petitioner as compensation for services rendered by its officers.

2. Whether amounts paid or incurred by the petitioner as royalties are deductible as
ordinary and necessary expenses.
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3. Whether, portions of the deductions claimed by the petitioner for compensation
and royalties are nondeductible under Section 24(c), relating to items not
deductible.

4. Whether the Commissioner erred in imposing a 25 percent addition to the excess
profits tax of the petitioner for 1941 for its failure to file a return for that year.

Holding

1. No, because the petitioner failed to show that the compensation paid to the
officers was reasonable in excess of what the commissioner allowed.

2. Yes, in part, because the parties always intended to establish royalties once the
process’s value was proven, but the amount must be reasonable and not disguised
dividends.

3. No, because the royalty payments were considered paid within the meaning of
Section 24(c)(1) because the corporation issued interest-bearing negotiable demand
notes to its stockholder in payment of the expenses.

4. Yes, because the taxpayer failed to demonstrate reasonable cause for failing to
file an excess profits tax return.

Court’s Reasoning

The court reasoned that while the initial royalty-free license existed, the parties
intended to establish royalties once the process’s value was proven. The court
emphasized the understanding between Walen and Wilbur and scrutinized the
agreement to ensure it wasn’t a sham or disguised dividend. The court determined a
reasonable royalty rate based on sales data and industry standards, disallowing the
excess. Regarding the failure to file the excess profits tax return, the court found no
reasonable cause, as the taxpayer relied on an unqualified advisor and didn’t fully
consider the deductibility of certain expenses.

Regarding the notes, the court cited a number of other cases and found that the
issuance of demand and time notes constituted payment within the meaning of
Section 24(c)(1).

Practical Implications

This case clarifies the circumstances under which royalty payments to controlling
stockholders can be deductible, even if a royalty-free license was initially granted. It
highlights the importance of demonstrating a clear intent to establish royalties later
and ensuring that the royalty rate is reasonable and not a disguised dividend.
Furthermore, it underscores the need for taxpayers to exercise due diligence in
filing tax returns and seeking qualified advice, especially when determining the
necessity of filing complex returns like the excess profits tax return. The ruling
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confirms that issuing promissory notes can constitute payment for tax purposes,
provided certain conditions are met, offering businesses flexibility in managing their
deductible expenses.
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