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Champayne v. Commissioner, 27 T.C. 650 (1957)

Payments  received  by  a  patent  holder  under  exclusive  license  agreements  to
manufacture, use, and sell a patented article can qualify as long-term capital gains,
even if the patent holder controls the licensee, if the agreements are bona fide and
convey all substantial rights.

Summary

The case  involves  the  tax  treatment  of  payments  received by  a  patent  holder,
Champayne,  from  a  corporation,  National,  which  he  largely  controlled,  under
exclusive license agreements. The Commissioner of Internal Revenue argued the
payments  were not  capital  gains,  but  ordinary income (dividends),  because the
agreements were shams or the royalty rates excessive. The Tax Court determined
that the agreements were bona fide sales of the patents, thus the payments were
capital  gains,  but  that  a  portion  of  the  royalty  under  one  agreement  was  an
excessive distribution of earnings. The Court focused on whether the agreements
transferred all substantial rights, whether they were arm’s-length transactions, and
the reasonableness of royalty rates.

Facts

Champayne  owned patents  for  certain  tools  and  entered  into  exclusive  license
agreements  with  National,  a  corporation  where  Champayne  and  his  wife  held
controlling shares. Under these agreements, National was granted the exclusive
right to manufacture, use, and sell the patented tools. Champayne received royalties
based on a percentage of net sales. The Commissioner contended these payments
should be taxed as ordinary income, not capital gains. The royalty rate under one
agreement was 20%. The Commissioner argued this rate was excessive.

Procedural History

The case was heard in the United States Tax Court. The Commissioner determined
tax deficiencies based on treating the royalty payments as ordinary income. The Tax
Court reviewed the case to determine whether the payments qualified for capital
gains treatment.

Issue(s)

Whether the exclusive license agreements were bona fide and arm’s-length1.
transactions, or shams designed to distribute earnings of National.
Whether the payments received by Champayne under these agreements were2.
payments for the patents and taxable as long-term capital gains.
If the agreements were valid, whether the royalty rate under the Two Pad3.
sander agreement was excessive.

Holding
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Yes, because the agreements had a business purpose and transferred all1.
substantial rights.
Yes, because the agreements transferred the exclusive rights to make, use, and2.
sell the patented tools, constituting a sale of the patents.
Yes, the court found that while the agreements were valid, 15% of the 20%3.
royalty rate under the Two Pad sander agreement was excessive and
constituted a dividend payment.

Court’s Reasoning

The Court examined the substance of the agreements, not just their form. The court
held that the agreements were bona fide, despite Champayne’s controlling interest
in National. The court emphasized the importance of a business purpose and the
transfer of all significant rights associated with the patents. The court relied on
prior  cases  that  established  the  principle  that  granting  the  exclusive  right  to
manufacture, use, and sell a patented article constitutes a sale of the patent rights.
The court also considered whether the rate was excessive. The court accepted 5% as
a reasonable rate, but determined that the 20% rate was excessive by 15% which
represented a distribution of earnings.

The Court cited "An agreement between a corporation and its sole stockholders is
valid and enforceable, if  the arrangement is fair and reasonable, judged by the
standards of a transaction entered into by parties dealing at arm’s length."

Practical Implications

This case provides guidance on how to structure patent licensing agreements to
achieve capital gains treatment for the licensor. The case emphasizes the following
considerations:

Substantial Rights: The licensor must transfer all substantial rights in the
patent, including the rights to make, use, and sell the invention.
Bona Fides: The agreement must have a legitimate business purpose, even if
between related parties.
Reasonable Royalty Rates: The royalty rate should be commercially
reasonable to avoid recharacterization of payments as disguised dividends.
Arm’s-Length Transactions: If a patent holder is also a controlling
shareholder in the licensee, care must be taken to ensure that the agreement
is fair and reasonable, as if negotiated at arm’s length.
Control of the Patent: The right to make, use, and sell the patented tool must
be exclusively transferred.

This case is frequently cited for its application of the ‘all substantial rights’ test and
its  analysis  of  the  implications  of  related-party  transactions  in  the  context  of
intellectual  property  licensing.  Attorneys  should  be  mindful  of  this  case  when
advising clients on the tax implications of patent licensing, especially when the
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licensor and licensee are related entities.


