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Kovin Trust v. Commissioner, 52 T. C. 287 (1969)

Payments for use of a trade secret are deductible as royalties if the agreement is
characterized as a license rather than a sale.

Summary

In  Kovin  Trust  v.  Commissioner,  the  Tax  Court  ruled  that  payments  made  by
Sherman Laboratories to Fuller Laboratories for the use of a secret formula for the
drug  Protamide  were  deductible  as  royalties.  The  court  determined  that  the
agreement between the parties was a license, not a sale, based on the language of
the contract, the parties’ intent, and their practical application of the agreement.
The decision hinged on whether the agreement transferred ownership or merely
granted usage rights,  with  the court  finding the latter  due to  the retention of
significant control and secrecy obligations by Fuller. This ruling established that for
tax purposes, the characterization of an agreement as a license or sale depends on
the intent of the parties and the rights retained by the licensor.

Facts

On April 18, 1949, Sherman Laboratories entered into an agreement with Fuller
Laboratories  to  manufacture  and  sell  the  drug  Protamide  using  Fuller’s  secret
formula. The agreement required Sherman to pay Fuller a percentage of net sales as
“license fees or royalties. ” Sherman deducted these payments as royalty expenses
on its tax returns. Fuller initially reported these payments as royalty income but
later  sought  to  treat  them  as  capital  gains  from  a  sale.  The  IRS  challenged
Sherman’s deductions, asserting that the payments were not deductible as royalties
if the agreement was considered a sale rather than a license.

Procedural History

The  IRS  issued  statutory  notices  of  deficiency  to  the  petitioners,  partners  in
Sherman Laboratories, for the taxable year 1960, disallowing the royalty deductions.
The petitioners appealed to the Tax Court, which held that the agreement between
Sherman and Fuller was a license, allowing the petitioners to deduct the payments
as royalties.

Issue(s)

1. Whether the payments made by Sherman Laboratories to Fuller Laboratories
during the year ending March 31, 1960, are deductible by petitioners as royalty
payments under section 162(a) of the Internal Revenue Code.

Holding

1. Yes, because the agreement between Sherman and Fuller is a license, not a sale,
allowing the petitioners to deduct the payments as royalties under section 162(a).
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Court’s Reasoning

The Tax Court applied the “intent rule” from Pickren v. United States, focusing on
the mutual intention of the parties. The court found that the agreement’s language,
which referred to payments as “license fees or  royalties,”  and the retention of
significant  control  by  Fuller  over  the  secret  formula,  indicated  a  licensing
arrangement. Fuller’s insistence on secrecy and the non-disclosure provisions in the
agreement further supported this characterization. The court also noted that the
parties’  practical  treatment  of  the  agreement  as  a  license,  including  their
correspondence and tax filings, reinforced this interpretation. The court rejected the
IRS’s argument that the agreement constituted a sale, citing the Waterman test,
which requires a transfer of exclusive rights to manufacture, use, and sell for an
agreement  to  be  considered  a  sale.  Since  Fuller  retained  certain  rights,  the
agreement did not meet this test.

Practical Implications

This decision clarifies that for tax purposes, the distinction between a license and a
sale depends on the rights retained by the licensor and the intent of the parties.
Practitioners  should  carefully  draft  agreements  to  reflect  the  intended  tax
treatment,  ensuring  that  language  and  retained  rights  align  with  the  desired
characterization. Businesses using trade secrets should consider the tax implications
of their licensing agreements, as deductions for royalties can significantly impact
their tax liability. Subsequent cases have applied this ruling to similar situations
involving trade secrets and intellectual property, emphasizing the importance of the
parties’ intent and the nature of the rights transferred.


