29 T.C. 506 (1957)

The characterization of a patent transfer as a sale or license for tax purposes hinges
on the legal effect of the agreement’s provisions, not merely its terminology; a
transfer granting exclusive rights to make, use, and sell the patented invention can
constitute a sale, even if the agreement uses licensing language.

Summary

The Golconda Corporation sought a determination from the U.S. Tax Court
regarding the tax treatment of a payment received from a Canadian company under
an agreement concerning a Canadian patent. The IRS classified the payment as
ordinary income, but Golconda argued it should be treated as a long-term capital
gain, the result of a patent sale. The court examined the agreement between
Golconda’s parent company (Super-Cut) and the Canadian company (Anderson),
focusing on whether the agreement represented a license or an assignment of the
patent rights. Despite the agreement’s use of “exclusive license,” the court held that
the transfer of exclusive rights to make, use, and sell the invention in Canada,
coupled with other factors, constituted a sale, entitling Golconda to capital gains
treatment.

Facts

Golconda Corporation, a manufacturer of diamond tools, received $7,857.46 from
George Anderson & Co. of Canada, Ltd. (Anderson) in the taxable year ended
January 31, 1952. This payment was made under an agreement between Super-Cut,
Golconda’s parent company, and Anderson. The agreement granted Anderson the
exclusive right to manufacture, use, and sell a diamond-type saw tooth covered by
Canadian Letters Patent. The agreement used the term “exclusive license” and
provided for payments based on sales, with a minimum annual payment. Super-Cut
assigned its interest in the agreement to Golconda. The Commissioner of Internal
Revenue determined the payment was ordinary income.

Procedural History

The Commissioner of Internal Revenue determined a tax deficiency, classifying the
income as ordinary income. Golconda Corporation petitioned the U.S. Tax Court,
contesting this classification and arguing for long-term capital gains treatment. The
case was submitted to the court on stipulated facts.

Issue(s)

Whether the agreement between Super-Cut and Anderson constituted a license or
an assignment (sale) of the patent rights.

Holding
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Yes, because the agreement granted Anderson the exclusive right to make, use, and
sell the patented invention within a defined territory, effectively transferring
ownership, despite the presence of conditions and terminology that suggested a
license.

Court’s Reasoning

The court based its decision on the principle that the substance of a patent transfer
determines its tax treatment, rather than the form. The court relied heavily on the
Supreme Court’s decision in Waterman v. Mackenzie, which established that an
“exclusive right to make, use and vend” a patented item within a defined territory
constitutes an assignment, even if the agreement is labeled a license. The court
found that Super-Cut granted Anderson the exclusive right to make, use, and sell the
diamond-type tooth in Canada, and Super-Cut was prohibited from doing so in that
territory. The Court found that provisions such as the agreement’s termination
clauses, the payment structure, and the requirement for Super-Cut to initiate
infringement suits did not negate the fact that Anderson possessed the rights of a
patent owner in the relevant territory. The court determined that the payment
received should be taxed as a long-term capital gain.

Practical Implications

This case is critical for understanding how to structure patent transfer agreements
to achieve desired tax outcomes. The court emphasizes that the economic reality of
the transfer, and the rights conveyed, should be considered more than the label. To
achieve sale treatment, a patent owner should convey all substantial rights to the
patent within a defined geographical area. The transfer should grant the right to
make, use, and sell the patented invention within that territory. The decision
underscores the importance of carefully drafting patent transfer agreements to
clearly define the rights conveyed and the economic substance of the transaction.
This case informs how courts analyze patent transfer agreements, ensuring that
businesses and individuals can structure these transactions to be treated as sales for
capital gains treatment purposes. Several later cases have cited this case in
examining patent transactions to distinguish between licenses and sales for tax
purposes.
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