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Van Der Woude v. Commissioner, 21 T.C. 414 (1953)

The sale of an exclusive agency contract constitutes the sale of a capital asset, and
the income realized from such a sale is treated as capital gain, provided the contract
does not primarily require the rendition of personal services.

Summary

Van Der Woude sold its exclusive agency contract with United Drug Company in
1943 and reported the proceeds as capital gains. The Commissioner argued it was
ordinary income. The Tax Court  held that  the exclusive agency contract  was a
capital  asset  and its  sale resulted in capital  gain.  The court  reasoned that  the
contract constituted property in the petitioner’s hands, and its sale was not merely
an extinguishment but a transfer of a valuable right, distinguishing it from cases
involving personal services or the cancellation of leases.

Facts

In 1903, Van Der Woude entered into an agreement with United Drug Company,
granting Van Der Woude the exclusive right  to  act  as  United Drug Company’s
special  selling agent in  New London,  Connecticut.  The agreement had no time
limitation, provided Van Der Woude upheld United Drug Company’s retail prices. In
1943,  United  Drug  Company  paid  Van  Der  Woude  $6,394.57  to  terminate  the
exclusive agency agreement.

Procedural History

The Commissioner determined that the $6,394.57 received by Van Der Woude in
1943 was ordinary income, not capital gain. Van Der Woude petitioned the Tax
Court for a redetermination. The Tax Court ruled in favor of Van Der Woude, holding
that the income was capital gain.

Issue(s)

Whether the amount received by the petitioner from United Drug Company in 1943
for  the termination of  an exclusive  agency contract  constituted capital  gain  or
ordinary income.

Holding

Yes, because the exclusive agency contract constituted a capital asset in the hands
of  the  petitioner,  and the  transaction  was  a  sale  of  that  asset,  not  merely  an
extinguishment of rights.

Court’s Reasoning

The court determined that the key issues were whether the 1903 agreement was
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property and whether there was a sale of that property. The court relied on Jones v.
Corbyn, 186 F. 2d 450, and Elliott B. Smoak, 43 B. T. A. 907, which held that agency
contracts  are  capital  assets.  The  court  distinguished  the  case  from  situations
involving personal services (Thurlow E. McFall, 34 B. T. A. 108), rentals (Hort v.
Commissioner,  313  U.  S.  28),  or  insurance  commissions  (Estate  of  Thomas  F.
Remington, 9 T.  C. 99).  The court stated: “The exclusive agency owned by the
petitioner constituted property in its hands, and it sold that property in the taxable
year. The agency contract did not require it to render personal services…” The court
further reasoned, “Broadly speaking, a sale is a transfer of property for a valuable
consideration.” Relying on Isadore Golonsky, 16 T. C. 1450, the court held that the
termination  of  the  agreement  was  effectively  a  sale  of  the  exclusive  rights,
regardless of the terminology used.

Practical Implications

This case clarifies that exclusive agency contracts can be treated as capital assets
for tax purposes. It highlights the importance of analyzing the nature of the contract
to determine if it primarily involves personal services. If the contract is primarily for
the sale  of  goods or  services,  and not  the personal  services  of  the agent,  the
proceeds from its sale are more likely to be treated as capital gains. This ruling
provides  a  framework  for  analyzing  similar  cases  where  contractual  rights  are
transferred for consideration. Subsequent cases would need to examine the specific
terms of the agreement to determine if it qualifies as a capital asset under this
precedent.  This  case  remains  relevant  for  structuring  business  transactions
involving  the  transfer  of  exclusive  rights  and  for  tax  planning  purposes.


