Champayne v. Commissioner, 26 T.C. 634 (1956)

An exclusive license agreement granting the right to make, use, and sell a patented
invention can be treated as a sale of the patent rights, resulting in capital gains
treatment for payments received, provided the transfer encompasses the patentee’s
entire interest.

Summary

The case concerned whether payments received by a patent holder, Champayne,
under exclusive license agreements with a corporation he controlled, National, were
taxable as ordinary income or as long-term capital gains. The court determined that
the agreements constituted sales of the patent rights because they conveyed the
exclusive rights to make, use, and sell the patented inventions. Payments received
under these agreements were therefore treated as long-term capital gains. However,
the court also determined that the portion of the royalty payment that exceeded a
reasonable rate for the patent rights represented a distribution of earnings, taxable
as dividends.

Facts

Champayne owned patents for a “Mity Midget” and a “Two Pad” sander and entered
into exclusive license agreements with National, a corporation where Champayne
and his wife held controlling stock interests. The agreements granted National the
exclusive right to manufacture, use, and sell the patented inventions. Champayne
received royalties based on a percentage of National’s net sales. The Commissioner
of Internal Revenue argued that the license agreements were either shams or that
the payments were not for the sale of patent rights and should be taxed as ordinary
income. Further, the Commissioner contended that the royalty rate under the Two
Pad sander agreement was excessive, representing a dividend distribution.

Procedural History

The Commissioner determined tax deficiencies, disallowing the long-term capital
gains treatment reported by Champayne on payments received under the license
agreements. Champayne petitioned the Tax Court to challenge the Commissioner’s
determination.

Issue(s)

1. Whether the exclusive license agreements were bona fide and arm’s-length
transactions, or merely shams to disguise dividend distributions.

2. Whether the payments received under the agreements were payments for the
patents, qualifying as long-term capital gains.

3. Whether the royalty rate under the Two Pad sander agreement was excessive,
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representing a dividend distribution.
Holding

1. Yes, the agreements were bona fide and arm’s-length transactions because
National was a separate entity from Champayne, and the agreements had a
legitimate business purpose.

2. Yes, the payments under the agreements were for the sale of patent rights,
qualifying for long-term capital gains treatment because Champayne transferred his
entire right in each patent to National.

3. Yes, the 15% of National’s payments under the Two Pad sander agreement
represented distribution of earnings of National which are taxable to Champayne as
dividends.

Court’s Reasoning

The court examined the substance of the agreements and found they were not
shams. The court found that Champayne’s ownership of the patents, coupled with
his stock ownership in National, warranted close scrutiny of the agreements.
However, the court recognized National as a separate legal entity capable of
entering into valid contracts with its controlling shareholder. The court noted that
the agreements were a common business practice and served legitimate business
purposes. The court also found the royalty rates under the Mity Midget agreement
normal and reasonable. The court applied the principle that the grant of the
exclusive right to make, use, and sell a patented article constitutes a sale of the
patent rights, entitling the proceeds to long-term capital gains treatment if the
patent is a capital asset and held for the required period. The court cited Waterman
v. Mackenzie, 138 U.S. 252 (1891) and Vincent A. Marco, 25 T.C. 544 to support this
principle. The court decided that a portion of the royalty under the Two Pad sander
agreement represented a dividend distribution.

Practical Implications

This case is crucial for understanding how to structure agreements concerning
intellectual property to achieve favorable tax treatment. It reinforces the importance
of ensuring that license agreements are exclusive, transferring the patentee’s entire
interest in the patent. It indicates that a closely-held corporation can enter into
agreements with its controlling shareholder as long as those agreements are bona
fide and at arm’s length. The case clarifies the distinction between a mere license
and a sale of patent rights for tax purposes, influencing how royalties are taxed. It
also highlights the potential for recharacterization where royalty rates are
excessive.
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