MacDonald v. Commissioner, 55 T. C. 840 (1971)

A transfer of all remaining rights in a patent qualifies for capital gains treatment if it
meets the provisions of section 1221 or 1231 of the Internal Revenue Code.

Summary

The MacDonald case addressed whether the transfer of all remaining rights in
certain patents qualified for capital gains treatment under sections 1221 or 1231 of
the Internal Revenue Code. The petitioners acquired patents from Chapman Forest
Utilization, Inc. (C. F. U. ) and subsequently sold them to Superwood Corp. The
court held that the petitioners transferred all substantial rights they held in the
patents, thus qualifying for capital gains. However, the court found that the contract
right to receive payments based on hardboard production had no ascertainable fair
market value in 1961, leaving the transaction open for income tax purposes until
payments were actually received.

Facts

Ralph Chapman developed a process for manufacturing hardboard and assigned his
patents to C. F. U. C. F. U. granted nonexclusive licenses to various entities,
including Duluth-Superior Lumber Co. and Superwood Corp. , which later became
Superwood Corp. In January 1961, C. F. U. sold the patents to the petitioners for
$250,000. In October 1961, the petitioners sold all their rights in the patents to
Superwood Corp. , their controlled corporation, for payments based on hardboard
production. The petitioners reported the transaction as an installment sale, leading
to a dispute over whether the sale qualified for capital gains treatment and whether
the obligation from Superwood had an ascertainable fair market value in 1961.

Procedural History

The case was brought before the United States Tax Court after the Commissioner of
Internal Revenue determined deficiencies in the petitioners’ federal income tax
returns for several years. The petitioners contested these deficiencies, and the case
was consolidated for trial. The Tax Court heard arguments on whether the transfer
of the patents qualified for capital gains treatment and whether the obligation from
Superwood had an ascertainable fair market value in 1961.

Issue(s)

1. Whether the petitioners’ transfer of all their rights in the patents to Superwood
Corp. constituted a sale of capital assets held for more than 6 months or of section
1231 assets, the gain from which is taxable as long-term capital gain.

2. Whether the petitioners realized immediate gain in 1961 upon their respective
sales of the patents, such gain being measured by the fair market value as of the
date of sale of petitioners’ rights to receive future payments under the sales
contract, less their bases in the patents.
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Holding

1. Yes, because the petitioners transferred all substantial rights they held in the
patents, and thus the amounts they received qualify as capital gains.

2. No, because the contract right to receive a certain number of dollars per foot of
hardboard produced had no ascertainable fair market value in 1961, and the
transaction is an open one.

Court’s Reasoning

The court reasoned that the petitioners transferred all remaining rights in the
patents they ever held, which qualified as a sale under sections 1221 or 1231 of the
Internal Revenue Code. The court rejected the respondent’s argument that the
transfer did not include all substantial rights because of prior nonexclusive licenses,
citing that the petitioners had no rights beyond those transferred. On the issue of
fair market value, the court found that the obligation from Superwood Corp. to the
petitioners had no ascertainable fair market value in 1961 due to the lack of
sufficient facts to determine such value. The court considered the history of
payments from Superwood’s Duluth plant and the prior purchase from C. F. U. but
concluded these were insufficient to establish a fair market value for the obligation.

Practical Implications

This decision clarifies that the transfer of all remaining rights in a patent, even if
subject to prior nonexclusive licenses, can qualify for capital gains treatment if the
property is not held primarily for sale to customers and is held for more than 6
months. It also underscores the importance of having sufficient facts to establish an
ascertainable fair market value for contractual obligations tied to production,
particularly in patent sales. The ruling impacts how similar patent transactions
should be analyzed for tax purposes, emphasizing the need for clear evidence of fair
market value when determining whether a transaction is closed for tax purposes.
The decision also affects legal practice by providing guidance on structuring patent
sales to achieve favorable tax treatment and informs businesses on the tax
implications of patent acquisitions and sales.
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