16 T.C. 376 (1951)

When a patent owner transfers their entire interest in a patent, the transaction
constitutes a sale, regardless of whether the instrument is termed a license
agreement or whether the consideration is termed a royalty, thus qualifying for
capital gains treatment.

Summary

Halsey W. Taylor, a patent holder, assigned his patents to his company. The IRS
determined that payments received were taxable as ordinary income (royalties), but
Taylor argued for long-term capital gain treatment. The Tax Court held that the
assignments constituted a sale of capital assets, and the payments, though termed
royalties, were installment payments of the purchase price, taxable as long-term
capital gains. The court also held that life insurance premiums paid as security for
alimony payments were not deductible.

Facts

Halsey W. Taylor owned numerous patents for drinking fountains and water cooling
apparatus. He was the president and major stockholder of The Halsey W. Taylor
Company. In 1926, Taylor and the company entered a non-exclusive license
agreement where the company paid royalties for using Taylor’s patents. In 1945,
Taylor assigned all his patents to the company. The agreement stipulated that the
royalty payments would continue for Taylor’s lifetime, ceasing upon his death.
Taylor reported the payments received in 1947 as a long-term capital gain, but the
IRS classified them as ordinary income (royalties).

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Taylor’s income
tax for 1947, asserting that the payments received were ordinary income. Taylor
petitioned the Tax Court, contesting this determination. The Tax Court reviewed the
agreements and assignments between Taylor and his company.

Issue(s)

1. Whether the payments received by Taylor from his company in 1947
constituted ordinary income from royalties or a long-term capital gain from the
sale of patents.

2. Whether the premiums paid on a life insurance policy, securing alimony
payments to Taylor’s divorced wife, were deductible under Section 23(u) of the
Internal Revenue Code.

Holding

1. Yes, the payments constituted a long-term capital gain because the
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assignments of the patents represented a sale of capital assets, and the
payments were installment payments of the purchase price.

2. No, the insurance premiums were not deductible because the insurance policy
served merely as security for alimony payments.

Court’s Reasoning

The Tax Court reasoned that the character of the income depends on the substance
of the transactions. While the 1945 agreement didn’t use the word “sale,” it
provided for the assignment of patents. The court emphasized the intent of the
parties: the company wanted ownership of the patents for business protection. The
court found that the continued payments, though called royalties, constituted the
real consideration for the assignments. Citing Edward C. Myers, 6 T.C. 258, the
court reiterated that a transfer of an entire interest in a patent constitutes a sale,
regardless of the terminology used for the instrument or the consideration. As to the
insurance premiums, the court relied on precedents such as Meyer Blumenthal, 13
T.C. 28, holding that premiums paid on policies serving as security for alimony are
not deductible.

Practical Implications

This case clarifies the importance of substance over form in determining whether
patent-related payments qualify as capital gains or ordinary income. The key factor
is whether the patent holder transferred their entire interest in the patent. Even if
payments are structured as royalties, they can be treated as capital gains if they
represent installment payments for the sale of the patent. This ruling allows patent
holders to structure transactions to take advantage of lower capital gains tax rates.
Later cases applying this ruling focus on whether the transferor retained any
significant rights in the patent. The case also reinforces that life insurance
premiums paid to secure alimony are generally not deductible.
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