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17 T.C. 1178 (1952)

The cost basis of patents acquired in a non-taxable exchange is the same as it would
be in the hands of  the transferor,  and capital  expenditures related to securing
royalty-producing licenses are amortizable over the life of the licenses.

Summary

Lanova  Corporation  sought  to  determine  the  cost  basis  of  certain  patents  and
inventions for computing equity invested capital and depreciation deductions. The
Tax Court held that the basis was the same as in the hands of the transferor, Vaduz,
adjusted for certain capital expenditures. Expenditures related to procuring royalty-
producing  licenses  were  deemed  capital  expenditures  recoverable  through
amortization. Legal fees paid with the petitioner’s stock were deductible as ordinary
and  necessary  business  expenses.  The  court  determined  the  cost  basis  of  the
patents,  addressed  the  treatment  of  expenditures  related  to  the  patents  and
licenses, and addressed the deductibility of legal fees paid with stock.

Facts

Lanova Corp. was formed to exploit inventions and patents related to Diesel engines,
primarily  those  of  Franz  Lang.  Lang  had  transferred  his  patents  to  Vaduz,  a
Liechtenstein corporation, in exchange for stock. Vaduz then granted Lanova Corp.
exclusive rights to the patents in the Americas for $4,000,000, payable in stock.
Lanova issued stock to Vaduz, and later acquired full ownership of the patents.
Lanova’s  income  came  from  licensing  engine  manufacturers  to  use  the  Lang
inventions.  The company incurred expenses  in  developing these  inventions  and
securing license agreements.  The IRS challenged Lanova’s claimed basis in the
patents and its treatment of related expenses.

Procedural History

Lanova  Corp.  petitioned  the  Tax  Court,  contesting  deficiencies  in  income  tax,
declared  value  excess-profits  tax,  and  excess  profits  tax  determined  by  the
Commissioner  of  Internal  Revenue  for  the  years  1939-1942.  The  core  dispute
centered around the proper basis for depreciation and invested capital concerning
certain patent rights and inventions acquired by the petitioner.

Issue(s)

Whether the cost basis of the Lang patent rights and inventions should be1.
determined for purposes of calculating equity invested capital and
depreciation.
Whether certain capital expenditures related to the development and2.
procurement of patents can be added to the cost basis.
Whether the costs of acquiring license agreements for the use of patents are3.
capital expenditures subject to amortization or ordinary business expenses.
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Whether legal fees paid with the petitioner’s capital stock are deductible as4.
ordinary and necessary business expenses.

Holding

The cost basis of the Lang patent rights and inventions must be determined,1.
and is equal to the cost basis in the hands of the transferor.
Yes, capital expenditures relating to the development and procurement of2.
patents are proper additions to the cost basis.
The costs of acquiring royalty producing licenses are capital expenditures3.
recoverable through amortization.
Yes, legal fees paid with the petitioner’s capital stock are deductible as4.
ordinary and necessary business expenses because the shares were accepted
at an agreed upon value and reported as income by the recipient.

Court’s Reasoning

The court reasoned that Lanova’s basis in the patents was the same as Vaduz’s
because Lanova acquired the patents in a non-taxable exchange. Vaduz’s basis was
determined to be $31,333.33, based on the value of the stock issued to Lang plus
cash reimbursement. The court stated, “Petitioner’s acquisition of the rights in the
inventions from Vaduz being a nontaxable exchange under section 112 (b) (5) its
basis is the basis in the hands of its transferor, Vaduz.” The court allowed the
inclusion  of  additional  capital  expenditures  in  the  cost  basis  for  computing
exhaustion deductions. Expenditures for license agreements were deemed capital
expenditures amortizable over the life of the patents. Legal fees paid with stock
were  deductible  because  the  stock’s  value  was  agreed  upon and  the  recipient
reported it as income. The court considered evidence of increasing interest in Diesel
engine development at the time of Lanova’s organization in valuing the patents. It
rejected Lanova’s high valuation of $500,000, finding it unsupported by the record,
but also rejected the IRS’s complete disallowance of any basis.

Practical Implications

This case clarifies the determination of the cost basis of patents acquired in non-
taxable exchanges, emphasizing the importance of tracing the basis back to the
original  transferor.  It  establishes  that  expenses  incurred  to  obtain  licenses  for
patents are capital expenditures that must be amortized over the life of the license
agreements, aligning with the principle that such expenditures create long-term
assets. Further, the case supports the deductibility of business expenses paid with
stock, provided the stock’s valuation is established and the recipient recognizes the
value  as  income.  The  ruling  impacts  how  businesses  account  for  intellectual
property and related expenses,  particularly in industries relying on patents and
licensing agreements, and how they structure payments for services using company
stock.  This  case  also  provides  insight  into  how courts  determine  the  value  of
intangible assets, especially in situations where market prices may not be readily
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available.


