Sager Glove Corp. v. Commissioner, 36 T. C. 1173 (1961)

Proceeds from a settlement of an antitrust lawsuit are taxable as ordinary income
unless the taxpayer can prove the amount represents a nontaxable return of capital.

Summary

Sager Glove Corporation received $478,142 in settlement of an antitrust suit against
optical companies. The IRS treated the full amount as ordinary income, while Sager
argued it was a nontaxable return of capital due to the destruction of its goggles
business. The Tax Court held that Sager failed to prove that any portion of the
settlement compensated for loss of capital rather than lost profits, thus upholding
the IRS’s determination that the entire amount was taxable as ordinary income
under Section 22(a) of the Internal Revenue Code of 1939.

Facts

Sager Glove Corporation sued Bausch & Lomb and American Optical Company for
antitrust violations, alleging they destroyed its goggles business. After a jury
awarded damages, a new trial was ordered, but the case settled out of court for
$478,142, with $132,000 designated for attorneys’ fees. Sager reported one-third of
the settlement as ordinary income and the remainder as nontaxable punitive
damages. The IRS determined the entire settlement was taxable as ordinary income.

Procedural History

Sager filed its 1951 tax return reporting part of the settlement as ordinary income
and part as nontaxable. The IRS issued a deficiency notice treating the full amount
as taxable. Sager petitioned the Tax Court, which upheld the IRS’s determination
that the entire settlement was ordinary income under Section 22(a) of the 1939
Code.

Issue(s)

1. Whether the full amount of $478,142 received by Sager in settlement of an
antitrust suit constitutes ordinary income under Section 22(a) of the Internal
Revenue Code of 1939.

Holding

1. Yes, because Sager failed to meet its burden of proving that any portion of the
settlement represented a nontaxable return of capital rather than compensation for
lost profits.

Court’s Reasoning

The Tax Court applied the principle that the taxability of settlement proceeds
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depends on the nature of the claim and basis of recovery. The court noted that
Sager’s complaint and evidence at trial focused on lost profits from the goggles
business, which the settlement amount closely matched. The release did not allocate
any portion to capital recovery, and Sager’s president did not participate in
settlement negotiations. The court distinguished cases where recovery was for
tortious injury to goodwill, as Sager’s claim was primarily for lost profits. The court
emphasized that Sager bore the burden of proving what portion, if any, of the
settlement was for capital recovery, which it failed to do.

Practical Implications

This decision underscores the importance of clearly documenting the basis for
settlement amounts in litigation, particularly in antitrust cases where damages may
include both lost profits and capital injury. Taxpayers must provide clear evidence to
support claims that settlement proceeds represent a nontaxable return of capital.
Practitioners should advise clients to allocate settlement amounts explicitly in
settlement agreements and to maintain detailed records of business investments and
losses. The ruling also highlights the broad scope of Section 22(a) in taxing
settlement proceeds as ordinary income unless the taxpayer can overcome the
presumption of taxability.
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