Estate of George T. Klein v. Commissioner, 61 T. C. 332 (1973)

A geographically limited patent license can still transfer all substantial rights,
qualifying the proceeds for capital gains treatment under section 1235.

Summary

In Estate of George T. Klein v. Commissioner, the Tax Court held that royalties from
a geographically limited patent license were eligible for capital gains treatment.
George Klein granted an exclusive license for his patent to Organic Compost Corp.
of Pennsylvania, covering specific eastern states. The IRS argued that the
geographic limitation disqualified the royalties from capital gains treatment under
section 1235. The court, following its precedent in Vincent B. Rodgers, rejected the
IRS’s regulation and found that the license transferred all substantial rights within
the specified area, thus qualifying for capital gains treatment.

Facts

George T. Klein invented a process for converting organic waste into fertilizer and
was granted U. S. Patent No. 2750269. In 1960, he entered into an “Exclusive
License Agreement” with Organic Compost Corp. of Pennsylvania (Pennsylvania),
granting them an exclusive license to use, make, and sell organic compost under the
patent in certain eastern states. Klein received royalties based on sales.
Pennsylvania was the only firm producing the patented product in the specified area
during the years in issue. Klein later entered into similar agreements with Organic
Compost Corp. of Texas and expanded Pennsylvania’s license to cover the entire U.
S.in 1969. In 1971, Klein assigned the entire patent to Pennsylvania in exchange for
stock.

Procedural History

The IRS determined deficiencies in Klein’s income taxes for 1966-1968, asserting
that royalties from the 1960 agreement should be taxed as ordinary income. Klein
petitioned the Tax Court, which heard the case on stipulated facts and ruled in favor
of Klein, holding that the 1960 license qualified for capital gains treatment under
section 1235.

Issue(s)

1. Whether royalties received from a geographically limited patent license
agreement qualify for capital gains treatment under section 1235 of the Internal
Revenue Code.

Holding

1. Yes, because the court found that the 1960 agreement transferred all substantial
rights to the patent within the specified geographic area, thus qualifying the
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royalties for capital gains treatment under section 1235.
Court’s Reasoning

The court relied on its prior decision in Vincent B. Rodgers, which invalidated the
IRS regulation that a geographically limited license cannot transfer all substantial
rights. The court examined the 1960 agreement and found no explicit reservations of
rights by Klein, other than the geographic limitation. The court distinguished this
case from others where explicit reservations were made or where subsequent
transactions indicated that substantial rights were retained. The court noted that
Klein’s later agreements did not undermine the intent of the 1960 agreement. The
court concluded that within the licensed territory, the agreement transferred all
substantial rights to Pennsylvania, qualifying the royalties for capital gains
treatment.

Practical Implications

This decision clarifies that a geographically limited patent license can still qualify for
capital gains treatment under section 1235 if it transfers all substantial rights within
that area. Practitioners should carefully draft license agreements to ensure that no
substantial rights are reserved, even if the license is geographically limited. This
ruling may encourage more patent holders to seek capital gains treatment for
geographically limited licenses. Subsequent cases have followed this reasoning,
reinforcing the principle that the focus should be on the rights transferred, not the
geographic scope of the license.
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