Estate of William F. Stahl, Deceased, Marion B. Stahl, Executrix, and Marion
B. Stahl, Individually, Petitioners v. Commissioner of Internal Revenue,
Respondent, 52 T. C. 591 (1969)

The sale of patents and patent applications to a controlled corporation results in
ordinary income for the portion attributable to patents and long-term capital gain
for the portion attributable to patent applications.

Summary

In Estate of Stahl v. Comm’r, William F. Stahl sold eight patents and five patent
applications to his controlled corporation, Precision, for $300,000, payable in
installments. The court ruled that the proceeds from the sale should be split: 46
2/3% as ordinary income for the patents (depreciable property under IRC § 1239)
and 53 1/3% as long-term capital gain for the patent applications (non-depreciable
property under IRC §§ 1221 and 1222(3)). This case establishes the tax treatment of
such sales, emphasizing the distinction between depreciable and non-depreciable
assets in transactions with controlled entities.

Facts

William F. Stahl sold eight patents and five patent applications to Precision Paper
Tube Co. , a corporation he controlled, for $300,000 on January 3, 1956. The
purchase price was allocated as $140,000 for the patents and $160,000 for the
patent applications. The payment was structured through 15 promissory notes of
$20,000 each, due annually starting January 3, 1957. Stahl did not report this sale
on his 1956 tax return but reported the payments received from 1959 to 1963 as
long-term capital gains. The IRS reclassified these payments as ordinary income for
the years 1961-1963.

Procedural History

The IRS determined deficiencies in Stahl’s income tax for 1961-1963, treating the
payments as ordinary income. Stahl’s estate contested this, leading to the case
being heard by the United States Tax Court. The court’s decision was to partially
uphold the IRS’s determination, resulting in a split treatment of the income.

Issue(s)

1. Whether the payments received by Stahl from the sale of patents and patent
applications to Precision should be treated as long-term capital gains or ordinary
income under IRC § 1239 for the years 1961-1963.

2. Whether the notes received by Stahl in 1956 constituted capital assets eligible for
capital gains treatment under IRC § 1232.

Holding
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1. No, because the payments were split based on the nature of the assets sold. The
portion attributable to the patents was treated as ordinary income under IRC § 1239,
as they were depreciable property. The portion attributable to the patent
applications was treated as long-term capital gain under IRC §§ 1221 and 1222(3),
as they were non-depreciable property.

2. No, because IRC § 1232 does not apply to notes received as evidence of a
purchase price for property sold, and thus, the notes did not qualify as capital
assets.

Court’s Reasoning

The court analyzed the transaction as a sale of patents and patent applications for
$300,000, payable in installments. It determined that the notes issued were
evidence of the purchase price rather than capital assets. The court held that IRC §
1239 applied to the sale of patents because they were depreciable in the hands of
Precision, requiring the income from their sale to be treated as ordinary income.
Conversely, patent applications were held to be non-depreciable and thus eligible for
long-term capital gains treatment under IRC §§ 1221 and 1222(3). The court’s
decision was influenced by the legislative intent behind IRC § 1239, which aims to
prevent tax avoidance through transactions with controlled corporations, and the
distinct treatment of depreciable versus non-depreciable assets. The court rejected
the application of IRC § 1232, noting that it was intended for bonds and other
securities, not notes representing purchase prices. The court also noted that no
income was reportable in 1956 due to the contingent nature of the payments.

Practical Implications

This decision clarifies the tax treatment of sales of intellectual property to controlled
corporations, requiring practitioners to distinguish between depreciable and non-
depreciable assets. It impacts how similar transactions are analyzed for tax
purposes, ensuring that sales of patents to controlled entities result in ordinary
income, while sales of patent applications can yield long-term capital gains. This
ruling may affect business planning, especially for inventors and corporations, by
influencing how intellectual property transactions are structured to optimize tax
outcomes. Subsequent cases have followed this ruling, reinforcing the need for
careful allocation and documentation in such sales. This case also underscores the
importance of understanding the tax implications of different types of assets in
controlled transactions, affecting legal and tax advice given in this area.
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