Bessie Lasky, 22 T.C. 13 (1954)

Payments received for services rendered, even if those payments are derived from
the sale or licensing of intellectual property rights, are taxed as ordinary income,
not capital gains.

Summary

Bessie Lasky, a producer, received payments related to the motion picture rights for
“Watch on the Rhine.” The Tax Court addressed whether these payments constituted
capital gains or ordinary income. The court held that the payments were ordinary
income because they stemmed from Lasky’s services as a producer, not from the
sale of a capital asset. The court emphasized that the substance of the transaction
was compensation for services, regardless of the form the payments took or whether
they involved intellectual property rights.

Facts

Bessie Lasky was a producer who had a contract with the playwright of “Watch on
the Rhine,” entitling her to a share of the proceeds from any sale of motion picture
rights. The playwright initially contracted with Warner Bros., receiving cash
installments and a percentage of motion picture receipts. Later, Warner Bros. and
the playwright modified the agreement, substituting additional cash payments for
the percentage arrangement. Lasky agreed to this modification, ensuring her
company was paid its share first. Lasky received fixed cash payments under this
agreement, which prompted the tax dispute.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Lasky’s income
tax, arguing that the payments she received should be treated as ordinary income
rather than capital gains. Lasky petitioned the Tax Court for a redetermination of
the deficiency.

Issue(s)

1. Whether payments received by Lasky related to the motion picture rights for
“Watch on the Rhine” constitute capital gains or ordinary income.

2. Whether the petitioner actually expended the claimed amounts in furtherance
of her business as a producer.

Holding

1. No, because Lasky’s payments were compensation for services rendered as a
producer, not from the sale or exchange of a capital asset.

2. Yes, because the court found that the petitioner actually expended the claimed
amounts in furtherance of her business as a producer.
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Court’s Reasoning

The Tax Court reasoned that the payments Lasky received were fundamentally
compensation for her services as a producer. The court cited Irving Berlin, 42 B. T.
A. 668, emphasizing that the payments stemmed from Lasky’s contribution of
services. The court dismissed the argument that the payments were capital gains
from the sale or exchange of a capital asset, such as copyright interests. It stated,
“Petitioner’s power to share-in the proceeds of the successful production of ‘Watch
on the Rhine’ was due in the first instance to his contribution of services as its
producer.” The court also noted that even though the payments eventually took the
form of a lump sum, this did not change the underlying nature of the transaction as
compensation for services. Quoting Helvering v. Smith (CCA-2), 90 Fed. (2d) 590,
592, the court stated, “The ‘purchase’ of that future income did not turn it into
capital, any more than the discount of a note received in consideration of personal
services. The commuted payment merely replaced the future income with cash.”

Practical Implications

The Lasky case illustrates that the characterization of income depends on its source,
not merely its form. Even if payments are related to the exploitation of intellectual
property, they will be taxed as ordinary income if they are essentially compensation
for services. This has significant implications for producers, writers, and other
creative professionals who often receive payments tied to the success of their work.
This case emphasizes the importance of properly structuring agreements to ensure
that payments for services are clearly distinguished from payments for the sale of
capital assets, if capital gains treatment is desired. It also shows the difficulty of
converting what is essentially service income into capital gain via a lump sum
payment. Later cases have cited Lasky for the proposition that the origin of the
income, whether it is from services or from the sale of property, controls its tax
treatment.
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