33 T.C.110 (1959)

To qualify for capital gains treatment, a patent holder must transfer all substantial
rights to the patent; the granting of non-exclusive licenses or the retention of control
over subsequent licensing negates such a transfer.

Summary

In this U.S. Tax Court case, the issue was whether royalties received by the patent
holder, Wing, were taxable as ordinary income or capital gains. Wing had granted an
“exclusive license” to Parker, but later entered into non-exclusive licensing
agreements with Sheaffer and Waterman. The court held that Wing’s royalty income
was taxable as ordinary income because he had not transferred “all substantial
rights” to the patents. The court found that by retaining the ability to license others,
even though the subsequent licenses were in Parker’s name, Wing maintained
control inconsistent with a complete transfer of ownership necessary for capital
gains treatment.

Facts

Russell T. Wing invented a fountain pen feed and obtained a patent. In 1938, Wing
granted Parker Pen Company (“Parker”) an option for an “exclusive license” to
manufacture, use, and sell fountain pens embodying his inventions. Parker exercised
this option. Subsequently, in 1943, Wing, Parker, and W.A. Sheaffer Pen Company
(“Sheaffer”) entered into an agreement where Parker granted Sheaffer a non-
exclusive license under Wing’s patents, with Wing receiving royalties directly from
Sheaffer. In 1947, Wing, Parker, and L.E. Waterman Company (“Waterman”)
entered into a similar agreement for a non-exclusive license to manufacture the
“Taperite” pen. Under both the Sheaffer and Waterman agreements, Wing received
royalties. The Commissioner determined that these royalties constituted ordinary
income, not capital gains, and assessed deficiencies in Wing’s taxes. Wing
challenged the Commissioner’s decision.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Wing’s income tax
for the calendar years 1951, 1952, and 1953, and an addition to tax for 1951. Wing
filed a petition with the U.S. Tax Court challenging the Commissioner’s
determination, arguing that the royalties received were taxable as capital gains, and
that the Commissioner’s assessment was incorrect. The Tax Court heard the case
and issued its ruling.

Issue(s)

1. Whether the amounts received by Wing from Parker, Sheaffer, and Waterman
constituted amounts received in the sale or exchange of patent rights, qualifying for
capital gains treatment under Section 117(q) of the 1939 Internal Revenue Code.
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Holding

1. No, because Wing did not transfer all substantial rights to his patents through the
licensing agreements, the royalties were not taxable as capital gains.

Court’s Reasoning

The court’s reasoning centered on whether Wing transferred “all substantial rights”
to his patents, as required under Section 117(q) of the Internal Revenue Code of
1939 for capital gains treatment. The court acknowledged that an exclusive license
to manufacture, use, and sell articles covered by a patent, in exchange for royalties,
generally constitutes a transfer of all substantial rights and qualifies for capital
gains treatment. However, the court emphasized that the subsequent licensing of
Sheaffer and Waterman, even if technically done through Parker, demonstrated
Wing’s retention of the right to license others. The court pointed out that Wing
received substantial additional consideration (royalties) directly from Sheaffer and
Waterman, and that these subsequent licenses were non-exclusive. This
demonstrated that Wing maintained significant control over his patents and had not
made a complete transfer of all substantial rights. The court stated, “[T]he grants to
Sheaffer and Waterman, whereunder and whereby substantial new and added
consideration passed directly to petitioner, are wholly inconsistent with the concept
of a prior disposition by him and the acquisition by Parker of all his substantial
rights under and to his patents.” The court found the case analogous to Leubsdorf v.
United States, where the original patent holder’s actions after an initial agreement
indicated they had not transferred all substantial rights.

Practical Implications

This case underscores the importance of carefully structuring patent licensing
agreements to achieve desired tax treatment. Attorneys advising patent holders
must consider:

« If capital gains treatment is desired, the patent holder must relinquish all
rights to the patent, including the right to license others.

» Non-exclusive licensing arrangements, or the retention of the right to grant
additional licenses, will likely disqualify royalty income from capital gains
treatment, as the patent holder has not transferred all substantial rights.

e Agreements must be clear about the extent of rights transferred.

» The court will look at the substance of the transaction, not just the form; even
if a party other than the patent holder grants subsequent licenses, the court
may still attribute those licenses to the patent holder if the patent holder
receives direct consideration.

This case remains relevant in the context of patent law and taxation, and is often
cited in cases concerning the assignment or licensing of patents. It provides
guidance on how the structure of a licensing agreement impacts the tax treatment of
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royalty income.
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