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On March 29, 2012, a Virginia Circuit Court concluded that the related-party addback 

exception requiring licensors to derive at least one-third of their gross revenues from 

the licensing of intangible property to unrelated members does not mandate that the 

royalty income be derived directly from unrelated members. The fact that the 

licensor received the revenue from a related-party conduit does not disqualify the 

licensor from the exception. (Wendy's Int'l, Inc. v. Virginia Dep't of Taxation, Case 

No. CL09-3757 (Cir. Ct. of the City of Richmond)). 

Facts 
Wendy's indirectly owned a related disregarded entity, Oldemark, which owned 

Wendy's trademarks and tradenames (collectively, "intangible property").  Oldemark 

licensed the intangible property to Wendy's for a royalty equal to 3% of the gross 

sales of Wendy's restaurants. Oldemark also conveyed to Wendy's the right to sub-

license the intangible property.  Wendy's sub-licensed the intangible property to 

related and unrelated restaurants at a royalty of 4% of the restaurants' gross sales.  

For use of the intangible property, unrelated third parties paid a royalty to Wendy's, 

which in-turn paid a royalty to Oldemark. 

For purposes of its 2004 to 2007 Virginia Corporation Income Tax, Wendy's added 

back all of the 3% royalty expense that it paid to Oldemark.  In October 2007, 

Wendy's filed with the Virginia Department of Taxation ("DOT") a claim requesting a 

refund of such royalty expenses asserting that it qualified for one of Virginia's 
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addback exceptions.  The DOT rejected the refund claim and Wendy's appealed the 

determination to the Circuit Court. 

Applicable law 
Va. Code § 58.1-402.B.8.a requires an addition to taxable income equal to: 

The amount of any intangible expenses and costs directly or indirectly 

paid, accrued, or incurred to, or in connection directly or indirectly with one 

or more direct or indirect transactions with one or more related members to 

the extent such expenses and costs were deductible or deducted in computing 

federal taxable income for Virginia purposes. (emphasis added) 

Among the several allowable exceptions, Va. Code § 58.1-402.B.8.a.(2) provides that 

the addition is not required when: 

The related member derives at least one-third of its gross revenues from the 

licensing of intangible property to parties who are not related members, and 

the transaction giving rise to the expenses and costs between the corporation 

and the related member was made at rates and terms comparable to the rates 

and terms of agreements that the related member has entered into with 

parties who are not related members for the licensing of intangible property. 

. . . (emphasis added) 

Does the exception require a direct license to 
unrelated parties? 
At issue was the treatment of the royalty revenue received from unrelated parties.  

Such revenue is paid first to Wendy's per the sub-license, and then paid by Wendy's 

to Oldemark.  Wendy's argued that the plain language of the statute contemplates 

that the exception is satisfied by Oldemark's receipt of indirect unrelated third-party 

revenue.  Conversely, the DOT asserted that the exception requires a related member 

to directly license intangible property to a non related member.  Therefore, 

Oldemark's royalties did not qualify for the exception because it did not receive any 

royalties directly from unrelated parties.    

Court finds no ambiguity in the statute -  
"Deriving" income means receipt from both direct 
and indirect sources 
The court rejected the DOT’s argument, focusing on the statutory requirement that 

Oldemark "derive" one-third of its gross revenue from unrelated parties, and finding 

that the common meaning of "derives" encompasses royalties both directly and 

indirectly received.   As a result, no direct connection between Oldemark and the 

unrelated parties was required for Wendy's to qualify for the addback exception.  The 

court held that Wendy's satisfied Virginia's addback exception because Oldemark 

acquired at least one-third of its gross revenue from unrelated franchises, even 

though such royalties were received through a conduit (Wendy's). 
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PwC Observes 
According to Tim Winks, PwC Managing Director in McLean, Virginia, “the addback 

exception, or 'safe harbor' at issue in Wendy’s was incorporated into Virginia’s 2004 

addback statute at the request of a trade organization representing franchisors.”   Mr. 

Winks adds that “although intended to benefit franchisors, the safe harbor should 

apply to any business that derives more than one-third of its licensing revenue from 

unrelated third parties, whether received directly or indirectly.”  It is unknown at this 

time whether the DOT will appeal the Circuit Court decision.  
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