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Kathman v. Commissioner, 50 T. C. 125 (1968)

Payments received for the release of a contractual right to future income are treated
as ordinary income, not capital  gains,  as they represent a substitute for future
commissions.

Summary

Roger Kathman, a distributor for Nutri-Bio Corp. , received $10,000 from each of
three salesmen to release them from their obligation to purchase products solely
from him, allowing them to become group coordinators.  Kathman argued these
payments should be treated as capital gains from the sale of a capital asset. The U.
S. Tax Court disagreed, holding that the payments were ordinary income because
they  were  merely  substitutes  for  the  future  commissions  Kathman would  have
earned. The court reasoned that the contractual right to earn commissions does not
constitute  a  capital  asset  under  IRC  section  1221,  emphasizing  the  narrow
construction of capital gains provisions.

Facts

Roger Kathman was a distributor for Nutri-Bio Corp. , selling food supplements. He
became a group coordinator in 1960, a role requiring him to purchase products
directly from the company and sell them at a discount to subordinate salesmen. In
1961, Kathman received $10,000 from each of three salesmen (Lee Dreyfoos, Frank
J.  Ulrich,  and Louis J.  Anon) to release them from their obligation to purchase
products from him, allowing them to become group coordinators. These payments
were sent to Nutri-Bio Corp. , which then forwarded them to Kathman, minus a
small amount owed by him to the company. Kathman reported these payments as
long-term capital gains on his 1961 tax return.

Procedural History

Kathman filed a petition in the U. S. Tax Court challenging the Commissioner’s
determination that the $30,000 received from the three salesmen should be treated
as ordinary income, not capital gains. The Tax Court issued its opinion on April 23,
1968, deciding in favor of the Commissioner.

Issue(s)

1. Whether the payments received by Kathman from the three salesmen for the
release of their obligation to purchase products from him constituted proceeds from
the sale or exchange of a capital asset under IRC section 1221.

Holding

1. No, because the payments were a substitute for the future commissions Kathman
would have earned, and thus they were ordinary income, not capital gains.
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Court’s Reasoning

The court  applied a  narrow construction of  the term ‘capital  asset’  under  IRC
section  1221,  following  Supreme  Court  precedents  that  require  a  strict
interpretation of capital gains provisions. It cited Commissioner v. Gillette Motor Co.
and other cases to support the view that not all property interests qualify as capital
assets. The court distinguished Kathman’s contractual right to commissions from
cases where an ‘estate’ or ‘encumbrance’ in property was transferred, emphasizing
that Kathman’s right was merely an opportunity to earn future income through
services provided under a contract. The court analogized Kathman’s situation to the
sale of mortgage-servicing contracts, where payments for future income are treated
as ordinary income. It concluded that the $10,000 payments were substitutes for
future commissions and thus should be taxed as ordinary income.

Practical Implications

This decision clarifies that payments received for the release of contractual rights to
future income streams are generally treated as ordinary income, not capital gains.
Legal practitioners should advise clients to report such income correctly to avoid
disputes  with  the  IRS.  Businesses  involved  in  multi-level  marketing  or  similar
distribution structures should structure agreements carefully to avoid unintended
tax consequences. This ruling has been cited in subsequent cases involving the tax
treatment  of  payments  for  contract  releases  or  cancellations,  reinforcing  the
principle that such payments are substitutes for future income.


