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£:8ALE OR EXCHANGE OF PATENTS—§ 1235

Ccp:tc:l Gain or Loss Trec;hnent for =
' Terminc:hons to , -

[g 4742!‘3'

£

® e CCH Expianatton
04 Lapse, cancclla‘l:xon or abandonment.——The cap:ta] gam and

loss provisions of the Internal Revenue Code apply only if there is a
-+ sale or exchange of .a capital asset.-Court decisions have interpreted
' this requirement to mean that, when 'a disposition is not a-sale or

" or abandonment, the- dzspomtlon roduces ‘ordinary income or loss.
See M. Leh, CA-9, 582 uste 1 9889, 260 F2d 489, and Pitiston Co,,
CA-2, 58-1 usrc | 9284, 252 F2d 344, cert, denied, 357 U. S. 919, at o

ﬁ4717 431 and 4865. As a resalt, losses from the termination, can-
- cellation, lapse, ebandonment or ‘other dispositton of property that
. are not sales or exchanges of property lcould be reported as fully
deductible ordinary losses instead of as capital losses. This technique
© .has been used in situations involving canceliahons of forwa.rd con-
- tracts for curréncy or securities. = - Tt = .
) - The Economic Recovery Tax’ Act of 1981 ehmmatcs 'the use of .
this technique. It provides that gains or losses attributable to the
ca.ncellatlon, lapse, rxpiration, or other termination of a right or obl- ..

g‘at:on with respect to personal property that is, or that would be if .
" acquired, a capital asset in the hands of the taxpayer are treated as -

"»gams or losses from the sale of a capital asset. Propert
" this rule includes persona.l propcrty as deﬁned in Code Sec.- 1092(d) (1)_-
(see 7 4691B). . :

" “This provision apphes to property acqmred and po-s:t;ons cstab—
hshed by the taxpayer after }une 1981 m taxable years endmg
after that date—CCH.

[0 4743] SALE OR EXCHANGE OF PATENTS
o Sec. 1235 {1954 Code). (a) Genemar-——A transfer (othcr than by g'tft, in-
" heritance, or devise) of property consisting of all substantial rights to a patent,
‘or an u.ndnndcd interest therein which includes a part of all such rights, by any
holder shall be considered the sale or exchange of a cap!tal asset held for more
than one year* rcga.rdlcss of whcthcr or not paymcnts in cans:derahon of sm:h

AR B :‘-transfcr are— '
i A 1) payab]c penodma'ﬂy over a pcnod gcnera.lly cotermmous vnth the

tnmsfl:rcc s use of the patent, or . - e
- (2) conhngcnt on thc pmductlwty. use, or d!sposmon of thc propcrty

wiis | tra.nsfcrrcd. .
{b) "Hou:n Dmxzn—-Eor purposes of this sectxon, tbe term "holder"'

. means— -
{I) any lndlwdnal whose cfurts created such propcrty or “__'_"-'- :

{2) any other individual who has acquired his interest in such property

in c:change for consideration in money or money’s worth paid to such
. ereator prior to actual reduction to practice of the invention covered by the
patent, if such individual is neither—

{A) the employer of such creator, nor
{B) related to such creator (within the meaning of snbsectxon {d)).

1154 qpa'e_f"

* * exchange of a capital asset, but is, for example, a lapse, cancellation, - @

y subject to -

% The Tax Refarm Act of 1976 Incressed. the mlmandtomorethanoneyesrmrtaxym
1977,

holdl.ng periofl from more.than 6 months to bgzimﬂnz ;
‘beginning _ - = e
: @19811 cmumwmﬁ HOBSC,IIIC..

moret.‘bmSmonthlfortnxyun

bl 4_742!?_.04 Code § 1235

. . = £ . 3
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§ 1235 [p. 54,190]—SALE OR EXCHANGE OF PATENTS 54,181

(¢) Errecrive Date—This section shall be applicable with.regard to‘ any

amounts received, or payments made, pursuznt to a transfer described in sub-

3 .- section (a) in any taxable year to which this subtitle applies, regardless of the
% titaxable year in which such transfer occurred -7 : .

: = - {d)} ReLATED PEmsows.—Subsection (a) shall not apply to any transfer, di-

-rectly or indirectly, between persons specified within any one of the paragraphs
of section 267(b); except that, in applying section 267(b) and (c) for purposes of
this section— | - ST AT e i e e T
r , (1) the phrase “25 percent or more” -shall be substituted for the phrase
- - “more than 50 percent” each place it appears in section 267(b), and -
: {2) paragraph (4) of section 267{c) shall be treated as providing that

l
9 -7
3

B e it Tl N C I TR R T

the family of an individual shall include only his spouse, ancestors, and lineal
_descendants. ) . .. o

_ Ye) Czoss Reemewar— . ° - T 7 -

- 'i" . ' For $pecial rule relating to _nonresident aliens, sce section 871(a).

' .81 Amended by P. L. 94455 and P. L. }. 35 Committes Report on P. L. 629,
L8 . Yor details, see the Code " which added subsection (q) to 1539

Volumes. .~ : - 7 T o 7T Code Sec. 117, is at 1956-2 CB 1226

,..05 Committee Reports on P. L. 94-455 20 Committee Reports on 1954 Code

ez are at 1576-3 CB 49, 695, 807, ) ‘Sec. 1235 as ocrgg'ina]ly enacted were

- =10 Committee Reports on P. L. 85-866 | reproduced at 564 CCH 1§ 4743.20-4743.21,

are at 1058-3 CB 842, 809, 998, - _ R

w

of

.- T
R S T4 Lt TR

® Regulations ~. *-° o Y c A
T [4744] 7 §1.1235-1. Sale or exchange of ‘patents.—(a) General rule.
Section 1235 provides that a transfer (other than by gift, inheritance, or devise)
~.of all substantial rights to a patent, or of an undivided interest in'all such
. rights to a patent, by a holder to a person other than a related person con- -
stitntes the sale or exchange of a’ capital asset held for more than 1 year
(6 months for taxable years beginning before 1977 ; 9 months for taxable years
beginning in 1977), whether or not payments therefor are— '
: (1) Payable periodically over a period generally coterminous with
' the transferee’s use of the patent, or - . } .
. (2) Contingent on the productivity, use, or disposition of the prop-
erty transferred. : .%o : S
. (b} Scope of section 1235. 1f a transfer is not one described in paragraph
(a) of this section, section 1235 shall be disregarded in determining whether -
or not such transfer is the sale or exchange of a capital asset. .For example,
a transfer by a person other than a holder or a transfer by a holder to a related
person is not governed by section 1235, The tax consequences of such trans- .
fers shall be determined under other provisions of the internal revenue laws.

(c) Special rules—(1) Poyments for infringement. If section 1235 applies

to the transfer of all substantial rights to a patent (or an undivided interest
 therein), amounts received in settlement of, or as the award of damages in, a
. suit for compensatory damages for infringement of the patent shall be con-
.~ sidered payments attributable to a transfer to which section 1235 applies to
v the extent that such amounts relate to the interest transferred. For taxable years
- beginning before January 1, 1964, see section 1304, as in effect before such date,
and § 1.1304a-1 for treatment of compensatory damages for patent infringement.

(2) Poyments to on employee. Payments received by an employee as
compensation for services rendered as an employee under an employment
contract requiring the employee to transfer to the employer the rights to any
invention by such employee are not attributable to a transfer to which section
1235 applies. However, whether payments received by an employee from his -
‘employer’ (under an employment contract or otherwise) are attributable to

827 CCH—Standard Federal Tax Reports ... Reg. § 1.1235-1{c) 14744
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E4,1892 SALEOREXCHANGE OF PATENTS—§ 1215 [p. 54,190]

[T4744]—Continued =~ - - - }
the transfer by the employee of all substantial rights to a patent (or an un-
- 'divided interest therein) or are compensation for services rendered the em- -
- ployer by the employee is a question of fact. In determining which is the
case, consideration shall be given not only to all the facts and circumstances
of the employment relationship but also to whether the amount of such pay-
ments depends upon the production, sale, or use by, or the value to, the
employer of the patent rights transferred by the employee. If it is determined
that payments are attributable to the transfer of patent rights, and all other
requirements under section 1235 are met, such payments shall be treated as
proceeds derived from the sale of 2 patent. -

(3) Swuccessive iransfers. The applicability of section 1235 to trans-
fers of undivided interest in patents, or to successive transfers of such rights,
shall be determined separately with respect to each transfer. For example,
X,‘ who is a holder, and Y, who is not a holder, transfer their respective two-
thirds and one-third undivided interests in a patent to Z. Assume the transfer
:)g' X qualifies under section 1235 and that X in a later transfer acquires all
the rights with respect to Y's interest, including the rights to payments from

- Z.. One-third of all the payments thereafter received by X from Z are not
_ attributable to a transfer to which section 1235 applies, ’ :

(d) Payor’s treatment of paoyments in a transfer under section 1235. Pay-

ments made by the transferee of patent rights pursuant to a transfer satisfy-
- ing the requirements of section 1235 are payments of the purchase price for

the patent rights and are not the payment of royalties. e
o (¢} Effective dote. Amounts received or accrued, and payments made or
" accrued, during any taxable year beginning after December 31, 1953 and end-
- ing after August 16, 1954, pursuant to a transfer satisfying the requirements
of section 1235, whether such transfer occurred in a taxable year to which the
Internal Revenue Code of 1954 applies, or in a year prior thereto, are subject

to the provisions of section 1235.. = . . -

{(I) Nonresident aliens. For the special riile relating to nonresident aliens
who have gains arising from 2 transfer to which section 1235 applies, see
section 871 and the regulations thereunder, For withholding of tax from in-
come of nonresident aliens, see section 1441 and the regulations thereunder
[Reg. §1.1235-1]] - : L S
- b1 Historical Comment: Proposed 5/9/56. Adopted 11/5/57 by T. D, 6263. Amended

. 61766 by T. D. 6885 to reflect enactment of Code Secs. 1301-1305 by P. L. 88-272
o7 Amended 10/31/80 by T. D, 7728 to reflect P. L. %4455, The Preamble to T. D. 7728
~ s at 80(10) CCH { 6824A. . ity 7

. Regulations ) . o T . Ce _
. [f4744A] §1.1235-2. Definition of terms.—For the purposes of section
1235 and §1.1235-1— Lo s

.. (a) Patent.” The term “patent” means a patent granted under the pro-

" . visions of title 35 of the United States Code, or any foreign patent granting -
rights generally similar to those under a United States patent. It is mot .
mecessary that the patent or patent application for the invention be in -
existence if the requirements of section 1235 are otherwise met. -

(b) All substontial rights to o patent. -(1) The term “all substantial rights

to a patent” means all rights {whether or not then held by the grantor) which

- are of value at the time the rights to the patent {or an undivided interest

therein) are transferred. The term “all substantial rights to a patent” does
not include a grant of rights to a patent— I

Y 4744R Reg. § 1.1235-1(d)

£ ‘.© 1981, Commerce Clearing Honse, Inc.
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$1235 [p. 54,190 —DEFINITIONS - .. 54,183

p () Which is limited geographically within the country of -
H issuance;
Lo ' (ii) Which is limited in duration by the terms of the agreemcnt
X to a period less than the remaining life of the patent;
3 g (iii) Which grants rights to the grantee, in fields of use wrthrn

trades or industries, which are less than all the rights covered by the patent,
wh:ch exist and have value at the time of the grant; or

i L (@) Which grants to the .grantee less than all the claims or
Joventions covered by the patent whu:h exist and have value at the trme of
the grant. . R :

The circumstances of the whole transaction, rather than the partrcular termi-
nology used-in the instrument of transfer, shall be considered in determining
whether or not all substantial rights to a patent are transfesred in a transaction.

(2) Rrghts which are not considered substantial for purposes of
scctwn 1235 may be retained by the holder. Examples of such rights are:

— G The retention by the transferor of legal title for the purpose
of securing performance or payment by the transferee in a transaction involv-
ing transfer.of an exclusrve license to manufacture use, and sell for the life

: of the patent'

' {i1) The retention by the transferor of nghts in the propcrty
w]nch are not inconsistent with the passage of ownership, such as the reten-
tion of a security interest (such as a vendor’s hcn) or a reservation in the
nature of a condition subsequent (such asa prov:slon for forfe:ture on account

. % of nonperformance), - -
3) Examples of rights which may or may not bc substantlal depcnd“
ing upon the circumstances of the Whole transaction in whxch rights to a
patent are transferred are:
(i) The retention by the transferor of an absolute nght to pro-
- h:brt sublrccnsrng or subassrgnment by the transferee;
. ; ' (i1} The failure to convey to the transferee the nght to use or
to scll ﬂ:e .patent property. . - .
"I+ (4) The retention of a rrght to termrnate the transfer at will is the
retention of a substant:ai right for the purposes of section 1235. S
(€} Undivided interest. -A person owns an “undivided interest” in all
‘'substantial rights to a patent when he owns the same fractional share of each
and every substantial right to the patent. It does not incinde, for example, a.
right to the income from a patent, or a license limited geographrcaliy. ora
license which covers some, but not all, of the valuable claims or uses cover
i~ by the patent. A transfer hrmted in durat:on by the terms of the instrument
W toa penod less than the remaining life of the patent is; not a transfer of an
undwrded interest m all ‘substantial nghts toa patent T '

(d) Halder (}) The ferm “holder” means any mdrwdual—

- Whose efforts created the patent property and who would
quahfy as the ‘original and first” inventor, or joint mventor thhm the mean-
mg of tltle 35 of the United States Code, or . e
' . {iiy Who has acqurred his mterest in the patent property in
l:xchange {or a consideration paid to,the inventor in money or money’s worth

. - 827 CCH—Standard Federal Tax Reports Reg. § 1.1235-2(d}) Y47448
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54,194 SALEOREXCHANGE OF PATENTS—4 1235 [p. 54,190]

{f] 4744A]—Continued

prior to the actual reduction of the invention to practice (see paragraph (e) .
of this séction), provided that such individual was neither the employer of :}
the inventor nor related to him (see paragraph (f)} of this section). The
requirement that such individual is neither the employer of the inventor nor
telated to him must be satisfied at the time when the substantive rights as to
the interest to be acquired are determined, and at the time when the con-
sideration in money or money’s worth to be paid is definitely fixed. For
example, if prior to the actual reduction to practice of an invention an individ-
nal who is neither the employer of the inventor nor related to him agrees to
pay the inventor a sum of money definitely fixed as to amount in return for an
undivided one-half interest in rights to a patent and at a later date, when such
individual has become the employer of the inventor, he pays the definitely
fixed sum of money pursuant to the earlier agreement, such individual will -
not be denied the status of a holder because of such employment relationship.

(2) Although a partnership cannot be a holder, each member of a
parinership who is an individual may qualify as a holder as to his share of
a patent owned by the partnership. For example, if an inventor who is 2 mem-
ber of 2 partnership composed solely of individuals uses partnership property
in the development of his invention with the understanding that the patent
when issued will become partnership property, each of the inventor’s partners
during this period would qualify as a holder. If, in this example, the partner-
ship were not composed solely of individuals, nevertheless, each of the indi-
vidual partners’ distributive shares of income attributable to the transfer of
all substantial rights to the patent or an undivided interest therein, would be
considered proceeds from the sale or exchange of a capital asset held for more
than 1 year (6 months for taxable years beginning before 1977 ; 9 months for §
taxable years beginning in 1977). _ L* -

ST : 3) An individual may qualify as-a‘holder whether or not he is in
" the business of making inventions or in the business of buying and selling patents.

(e) Actual reduction to practice. For the purposes of determining whether
an individual is a holder under paragraph (d) of this section, the term “actual
reduction to practice” has the same meaning as it does under section 102(g) of
title 35 of the United States Code. Generally, an invention is reduced to actual
practice when it has been tested and operated successfully under operating
conditions. This may occur either before or after application for a patent but
cannot occur later than the earliest time that commercial exploitation of the
invention occurs. : wow T et - T '

- - -{f) Related persom. --(1) The term “related person” means one whose
relationship to another person at the time of the transfer is described in section
267(b), except that the term does not include a brother or sister, whether of
the whole or the half blood. Thus, if a holder transfers all his substantial
rights to a patent to his brother or sister, or both, such transfer is not to'a %
related person. - ' o o T '

(2) If, prior to September 3, 1958, a holder transferred ail his sub-
stantial nghts to a patent to a corporation in which he owned more than 50
percent in value of the outstanding stock, he is considered as having trans-
ferred such rights to a related person for the purpose of section 1235. On
the other hand, if a holder, prior to September 3, 1958, transferred all his -
substantial rights to a patent to a corporation in which he owned 50 percent %
or less in value of the outstanding stock and his brother owned the remaining &
stock, he is not considered as having transferred such rights to a related person

since the brother relationship is to be disregarded for purposes of section 1235.

9 4744R Reg. § 1.1235-2(¢) ~  ©1981, Commercs Clearing House, Inc.
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£1235 [p. 54,190]~SALE OR EXCHANGE DF'PATENTS 54,295

(3} 'If, subsequent to September .2, 1958,-2 bolder trarisfers all his
substantial rights to a patent to a corporation in which he owns 25 percent
or more in value of the outstanding stock, he is considered as transferring
such rights to a related person for the purpose of section 1235. Om the other
hand if a holder, subsequent to September 2, 1958, transfers all his substantial
rights to a patent to 2 corporation in which he owns less than 25 percent in
value of the outstanding stock and his brother owns the remaining stock, he
is not considered as transferring "such rights to 4 related person since the -
brother relationship'is to be -disregarded for purposes of section 1235, :

. 7Y (4) If arelationship described in section 267(b) exists-independently
of family status, the brother-sister exception, described in subparagraphs (1),
{2), and (3) of this paragraph, does not apply. Thus, if a holder transfers all
his substantial rights to a patent to the fiduciary of a’ trust of which the
holder is the grantor, the holder and the fiduciary are related persons for
Fur‘poses of section 1235{(d). (See section 267(b)(4).) The transfer, there-
ore, would not qualify under section ‘1235(a). This result obtains whether
or not the fiduciary is the brother or sister of the holder since the disqualifying
relationship exists because of the grantor-fiduciary status and not because of

family status. [Reg. § 1.1235-2.] ’ : T
* Bl Historical] Comment: Froposed 5/9756. “‘Adopted "11/5/57 by T. D. 6263
Amended 7/1/59 by T. D. 63%4 to reflect P, L. 85-866. Amended 10/5/65 by T. D.-6852
- to clarify the treatment of income from transfers of patent rights. A corresponding amend-
‘ment was imade to Reg. 118, § 39,117(q)-2(b) (1), applicable under the 1939 Code.
Amended 10/31/80 by T, D. 7728 to reflect P. L. 94——4.?5. The Preamble to T. D. 7728
isat 80(10) CCH §6824A. . °  «1 v o - .0 oar Cno . 3 .
n Sales or Exchanges of Patents - - -~~~

T I
. s

... 04 Scope of Sec, 1235.—1If an inventor or other “holder” transfers
a patent under the conditions mentioned at .05, below, but capital
: gains treatment is denied because the transfer is made, for example,
_to a related party, is capital gains treatment available under any other _ )
provision of the Code? The Regulations (Reg. § 1.1235-1(b) at §4744) |
provide that if Code Sec. 1235 does not apply because a transfer is
made to a related person, the tax consequences of the transfer are to
be determined under other provisions of the Code. - AR
. Capital gains treatment is available for transfers of 'patent
rights under other Code sections when Code Sec. 1235 does not apply
(Rev. Rul. 69482, 1969-2 CB 164; D. C. MacDonald, 55 TC 840, Dec

-30,665). See, also, §4729.405. - - = 7 o RE . '
. . When an inventor sells his patént on a royalty basis to a cor-

* poration in which he owns stock, he has two possibilities of obtaining
capital gain. This is because Code Sec. 1235 permits long-term capital
gain on an inventor's traznsfer on a royalty basis to' a corporation so

~ long as he does not own, directly or indiréctly, 25% or more of the
corporation’s outstanding stock. And Code Sec. 1239 prescribes
ordinary income tax treatment for gzin from the sale of depreciable
property between anindividual and a corporation in which he and/or
his spouse own 80% or more of the outstanding stock. Thus,
an inventor who owns 25% or more of a corporation’s stock and who -
is .therefore admittedly disqualified from ‘the long-term capital gain -
treatment permitted by Code Sec. 1235 could still seek capital gain
treatment under other Code provisions so long as he or specified rela-

tives do not own 80% or more of the corporation’s stock. The Regu-

Reg. § 1.1235-2 1§ 4745.04

827 CCH—Standard Federal Tax Reports
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¢ . 1 'Guains from Cerigin Sales or Exchanges of Patents

fﬂ '47%%5.03]—Continuéd
'@ o CCH Explanation

o

“lations state that “a transfer by 2 holder to a related person is not
governed by section 1235”-and is determined under other provisions
of the internal revenue laws, The IRS has reaffirmed this position;

by oy,
T R

g it states in Rev. Rul. 69-482 (.56, below) that the Tax Court decision
T in Poole (.56, below), in which the court took the position that Code
A Sec. 1235 is the only, recourse available to an inventor to obtain t@
W long-term capital gain upon the sale of a patent on a royalty basis, :
- will not be followed. . , _ _ L
: HE - The special benefits under Code Sec..1235 do not apply to transfers
) e of patents by nonholders. Thus, the tax consequences of the sale of
& patents by nonholders, such as -corporations or the inventor's
a " employer, are governed by other provisions of the Code.. Similarly, .
e ff a patent is'a capital asset under Code Sec. 1221, and if its transfer -]

does not fall within the scope of Sec. 1235, the question of whether
. profit is capital gain or ordinary income depends upon whether there
~_has been a “sale or exchange” as explained at [ 4717.43 and following.
"Similarly, if a patent is used in a trade or business and its transfer does :

- not fall within the scope of Sec. 1235, capital gain could be realized '
- under Code Sec. 1231 from the sale or exchange of a depreciable

" property used in the trade or business. And if a transfer of a patent
which 1s held for sale in the ordinary course of a trade or business is -
outside the scope of Code Sec. 1235, ordinary income will be realized .
under Code Secs, 61 and 1221.~ I T

05 Individuals allowed capital gains benefits.—Code Sec. 1235
makes long-term capital gains treatment applicable in specified cases
to gain on the transfer (other than by gift, inheritance or devise) of |
all substantial rights to a patent or of an undivided interest therein .
L (Reg. §1.1235-2(b), (c)). It is available to the imventor, amateur

- or professional, regardless of how short a time he has held the patent.
The retroactive enactment of these provisions has been held not to
create a new claim against the United States for which suit would be
governed by the six-year limitation period; the three-vear period
applicable to tax refund suits applies. See §5473.408. -~
' The capital gains benefits are not available when a patent is
transferred to 2 related person described in Code Sec. 267(b), except
that brothers and sisters are not to be 'considered as related persons,” -
.- A “25 percent or more” stock ownership test is substituted for the
el oo ) - %50 percent or more” test in Sec, 267(b) in determining whether a
2w ) corporation is a related person. In applying the constructive stock
i oo b ownership rules of See. 267(c), an individual’s family includes only
~his 'spouse, ancestors and lineal descendants—not his brothers and
~ sisters. Sec. 1249 governs the sale of a patent to a controlled foreign -
corporation. See §4773CC.0L. Do e T e
~ 7 . The capital gains benefits are available also to an individual who
acquired his interest from the original inventor for money or money’s
worth prior to actual reduction of the invention to practice, The
other individual, -however, may not be the inventor’s employer or a
related person described in Code Sec. 267(b), except brothers and sisters.
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- 94745.05 Reyg. § 1.1235-2 - ©198], Commerce Clearing House, Inc.
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§ 1235 [p. 54,190]—SALE OR EXCHANGE OF PATENTS 54,187

Gains from Certain Sales or Exchanges of Patents

- The patent or patent application for the invention need not be in
existence, according to Reg, §1.1235-2(a) (] 4744A), if the require-
ments of Code Sec, 1235 are otherwise met. Apparently, therefore, the
term “‘patent” includes “invention.” This is supported by the fact that
the Regulations provide that a person may qualify as a2 “holder”
whether or not he is in the business of “making inventions” or in the
business of buying and selling patents. The Regulations could be
interpreted, however, as requinng that a patent must eventually come
into existence. The Tax Court has held (.18, below) that percentage
payments received for the transfer of ownership of an unpatented
invention were capital gains, overruling the Commissioner’s conten-
tion that ownership of the invention could not be transferred because
it had not been patented. The Commissioner acquiesced in this holding.

. The -Court of Appeals for the Fifth Circuit (.70, below) holds
that secret formulas and trade names are sufficiently akin to patents
to warrant the application, by analogy, of the tax law that has been
developed relating to the transfer of patent rights, in tax cases
involving transfers of secret formulas and trade names, . -

- - Partnerships cannot qualify for the capital gains treatment. How-
ever, Reg. §1.1235-2(d) provides that each partner who is an indi-
vidual can qualify for capital gains treatment as to his share of a
patent owned by the partnership. Each individoal partner’s distribu-
tive share of income from the transfer of all substantial rights to a
patent or an undivided interest therein would be capital gains,

i “Paymerts received for a transfer within the scope of Sec. 1235
are capital gains, even though they are to be made periodically during
the transferee’s use of the patent, or are to be contingent on the
productivity, use, or other disposition of the transferee’s rights in the
patent. The Regulations, § 1.1235-1(c), state that if Code Sec. 1235

applies-to a transfer, damages for infringement for the period after

the transfer are also capital gains under Sec. 1235. . Payments received
by an employee as compensation under an employment contract re-

" quiring him to transfer a patent to his employer are not capital gains.

A transferee’s payments which are capital gains to the transferor
under Code Sec. 1235 are pavments of the purchase price for the patent

. rights. See Reg. § 1.1235-1(d). . -

.051 Al substantial rights or undivided intcrcst;—CapitaI gain
benefits for payments received for transfer of a patent under Code
Sec. 1235 apply only if “all substantial rights” or an “undivided inter-

- est” therein are transferred. .

The Tax Court and the IRS agree that capital gain treatment is

. available on the sale of all of the patent rights held by the seller even
- though non-exclusive rights in the patent are outstanding. Thus a

taxpayer who purchased all of the rights in a patent remaining after
the grant of a non-exclusive license could obtain capital gain treatment
- of the resale of all of his rights. (See MacDonald, 404, below.}) -

“All substantial rights to a patent”, according to the Regulations,

“means all rights (whether or not then held by the grantor) which are
of value at the time the rights to the patent (or an undivided interest
in it) are transferred. Reg. §1.1235-2(b)(1) denies capital gain' treat-
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54,198 SALEOREXCHANGE OF PATENTS—3 1235 [p- 54,190}

Gains from Cerlain Sales or Exchanges of Patents

[ 4745.051}—Continued _ ‘ _

L] C(_:‘H Explanation

ment to any patent grant which is limited geographically within the
country of issnance, which is limited in duration by the terms of an
agreement o a penod less than the remaining life of the patent, or
which has a field of use restriction, L e e e

The circumstances surrounding the entire transaction, rather
than the particular terminology used in the instrument of transfer,
will be considered in determining whether all substantial righis to
a patent have, in fact, been transferred. Rights which may be retained
by the transferor, because they are not “substantial,” include: (1)
retention of legal title to secure performance or payment by the trans-
feree in a transaction involving transfer of an exclusive license to
manufacture, nuse and sell for the life of the patent and (Z) retention
of a security interest such as a vendor’s lien, or a Teservation in the
nature of a condition subsequent, such as a provision for forfeiture
because of nonperformance. See Reg. §1.12352(b)(3) for rights

.. which may or may not be substantial. =

~ In regard to a transfer to which Code Sec. 1235 did not apply
becanse it was made by a corporation, the IRS has ruled that a sale
of a patent by a company that was not a dealer in patents was a sale -
of property uvsed in a trade or business under Code Sec. 1231 even
though the patent was subject to a nonexclusive, royalty-free license
acquired by an unrelated party from a prior owner of the patent
{(Rev. Rul. 78-328, 19782 CB 215). See {4729.405. . -

An “undivided interest” in a patent consists of ownership of a
fraction of the whole patent and of 2 share in each of the substantial
rights under the patent equal to that fraction. It does not include a
right to the income from a patent, or a license limited geographically,
or 2 license covering less than all of the valuable claims or uses covered
by the patent. A transfer limited in durzation by the terms of the in-
strument to a period less than the remaining life of the patent is not a
transfer of an undivided interest in all substantial rights to a patent.

. .07 Loss on sale of patents.—The law states that a “‘transfer
[of 211 substantial rights to a patent] shall be considered the sale or
exchange of a capital asset held for more than one year™ {(after 1977).
Therefore, losses on the sale of a patent or patent application are Jong-

term capital losses if the transaction is one described in .05, above.

The tax consequences-of 2 loss on a transfer of a patent by a

" holder which fails to qualify within the scope of Sec. 1235 (for instance,

because it is made to a related party) would be governed by other

provisions of the Code. For example, lossés on the sale or exchange
. of a patent under conditions or between parties not coming within the

scope of Sec. 1235 are either ordinary losses or capital losses, depend-
" ing on the nature of the asset in the hands of the seller and whether

- or not the transfer is a sale or exchange. A patent application, for

. example, is not depreciable and, therefore, is not 2 Sec. 1231 asset.
It is a capital asset. A patent, however, is depreciable and the courts

. have held that granting the right to another to use the patent and

receiving royalties therefor, even though they are only minimum

" royalties, is a trade or business (Harvey, (CA-9) 49-1 ustc {9124, 171

€ 4745.07 Reg. § 1.1235.2
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F. 2d 952). Therefore, 2 patcnt is a Sec. 1231 asset and, if sold at a
loss, is deductible as an ordinary loss if and to the extent that it'is
not offset by Sec. 1231 gains on sales or cxchanges in the taxable

" Kifetime, the assignee continue payment of

" L. F. Levy, (DC) 601 vstc § 8214

* corporations, see § 4773Z.

- to the taxpayer, were dividends.
_F. H. Magnua, (CA-3) 58-2 usrc § 9853, 258 F.-
24 883 . h—

§ 1235 [p, 54,190]=SALE OREXCHANGE OF PATENTS 54,189

'Gains from Certain Sales or Exchanges of Patents

year—CCH,
. .® e e Annotations by Topic _

At:!gnme.nt 0 LCCnsSee .. ....uciatiavannes a2 Ownership of patent.......cocvuvoviuunn.. 50
Contract right to royalty payments ....... 4 Related palMy .....cooriiiiecniriiennans. 5B
Controlled corporzation as buyer (reference Retained rights ... ... ieiiinniiinnnn. .58
to 1 4757.35) Sale and assignment rights not trensferred .60
Dividends v. sale proeeeds......‘ .......... a7 Sale by tax-optlon corporation........... 608

Employee - ... (R ) . Separate inventions .

Estoppel (refe:mnce to 1 474.170) BervieeS .uciive-iiincnenciiiacenannanenan

Evidence ... ... iiiiiiiiiieiiisnsiariaacnns . SubllCense ....iiiiiciciiiirianrr e
¥act Anding .....c.... feee ; . “Substantial rights’™ defined ........... . 210
Termination rights retalned 75

‘Industry limitation :
Imtent ... ...co.vnneinnan lteusanenctannaren 25
Jolnt ventare .. ... ....iiiesiaaiaiarnanns 30
Yicense v. sale—Transfer of aHl substantial

Third party condn}t.
Title ...
Unissued patent fedvainnan -
Unsiated interest .__.......co.......- e .
Veto power over additional transfers.... .7

Prior law:

D o 14 ¢ . A
* Manufacturing rights withheld. ... | EMPIOYEE  .invecvcnianrancannseonann S
Multiple transfers ............. ... e Professional v. amateur tnventors ..... A3
Optlcn to acquire patent license......... 48 Retmuct-ive amendment Seproadenceeas A5 s
Sxmn’larly_ '

a2 Ass:gnmcnt to hcmsce.—The owner

- of a patent assigned it to the holder

of 2 non-exclusive license, his controlled
corporatlon. for a nominal consideration
“upon condition” that, during the assignor’s

the royalties specified in the licensing agree-
ment. The continued payments were pro-
ceeds from the sale of the patent, a capﬂa!
asset, and therefore capital gain..

H, W, Tﬂylor 16 TC 376, Dec. 18,125 (Nob-
- acg).

14 Contract right to royalty payments,
—-Stockholders who, in considera-
tion for the surrender of their stock, re-
ceived a contract right to royaltéy paymcnts
accruing to the corporation under licensing
agreements had no proprictary interest in
the patents. A settlement agreement was
mot 2 sale of exchange and payments
received were ordinary income,

»15 Controlied corpomation as buycr.
See §4757.35, For controllcd foreign

.17 Dividends v. gale procecds.-——Royal-

© ‘' ties received by taxpayer from -2
controllcd corporation to which he had
| transferred all rights to his patents were
capital gains, and not disguised dividends.
Provisions for termination of the agresment
were not inconsistent with a sale. However,
proceeds received by the corporation in

. scttlement of a suit against a third party for
- patent infringement, and turned over by it

. E. A. Neugazs, {(D{) 531 urrc 19310,

.18 Emp}oyce.—-——Pcn:mtagc payments re-
ceived by an individual from his
employer-corporation, to which he. had. .
transferred complete ownership of an inven- K
tion which he had perfected but not pat- 7
ented, were part of the purchase price of .
the patent rather than compensation, and
were long-term capital gain, the taxpayer
having worked on the invention for many
years and having made drawings and models
more than one year before the sale. )
F, 8, Bpeicher, 28 TC 838, Dec. 22,519 {Acq.).

Capital gain treatment was allowed om
payments received by an employee in ex-
change for inventions assigned to his em-
ployer, where the employee, 2s a condition
of his employment, had signed an agree-
ment assgmng to his employer all property
rights in inventions conceived by him dur-
ing the course of his employment.

7. 6. Hill, 22 TCM 1056, Dee. 26,2483(M), TC

* Memo. 1963-211. )

" Similarly. ‘
T. H. McClain, 40 TC 841, Des. 26,252 (Acq.).

- Similarly, where the transfer of the in-
vention was condxhoned on acceptance by

the employer. .
R. Chilton, 40 TC 552, Dec.ﬁlﬂﬁ

The percentage of profits from a business -
paid to 2o employee in return for his agree-
ment to perform_ services and to assign to..
the employer all inventions and applications ..
for patents made by him during his em-

827 CCH—Standard Federal Tax Reports
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[f 4745.18]—Continued

rendered and not payment for the transfcr
of patents.

G, Komarek, (D) 66-2 vsre { 96548,

E. R. Komarek, 26 TCM 253, Dec. 28 471(M),
© TC Memo, 1867-112.

Similarly. :
G. A Dean, 25 TCM 131, Dec.28.192(}«1') TC
+ Memo. 1965258, and 5% TC £35, Dec. 30,90L

" See also .701 and 702 below, for “sub-

stantial rights” of an cmployee,

Taxpayer and co-inventor formed a ¢or-
l}omhon with others who put up the capital.

he invention was then assigned to the cor-
poration in return for which the taxpayer
and co-inventor received more than one-
balf of the issued stock plus the right to
receive additional stock which would give
them %4 of the issued shares. Co-inventor
then sold his stock and rights to another
stockholder for cash. Taxpayer was per-
mitted to receive ¥ of the corpontmn's
issued stock without gain .

Hamrick, 43 TC 21, Dec. 27,008 (Acq.).

" .181 Section 1235 did not apply to pay-

: ments  received an  engineer
who was employed at a fixed monthly fee
to reduce to practical application the con-
employer of an
electric bhospital bed, The employer held
the patent rights to the bed at all times
and did not receive such rights by z trans-
fcr from the taxpayer.

W. T. Downy, 49 TC 533, Der, ﬁ,@

.182 The award that the taxpayer re-
ceived from his employver for his

irventive ability was taxable as ordinary
‘income. “When the taxpayer entered into

his cmp‘loymcnt, he_agreed to assign all
rights and inferest in any inventions de-
veloped daring his employment and the con-
tract provided that no further consideration
was due the taxpayer. Further, the award
was not based npon the value of mvcnbons
to the employer.

~ W. F. Beausoleil, €6 TC 244, Dec. &L

. 183 Estoppel—See §4745.70.

184 Evidence—Taxpayer's motion for a
new trial or for a judgment not-

. thhsia.ndmg the jury’s verdict that the

taxpayer had mot assigned all his interest
in patents to his corporation and therefore
realized royalty income rather than capital
E:uns was denied. The weight of the evi-

ence conspu‘cd against the jury’s accept-
ing the taxpayer's story of a lost assignment
of the patents, Nor did a2 double question

. sent in by the jury conccrmng the treat-

ment of the patents in the financial state-

‘ments u'nply that the taxpayer’s corporation

did not in fact own any patents, Further,
the evidence md:catcd that there was not
enough substance in the patent dealings
between the taxpayer and his corporztion

. to dctcrmmc that a sale actually tmnspm:d

. Thomson, (DC) T0-1 usrc § 9193,

P 4745.181 ¢Reg, § 1.1235-2
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SALE OR EXCHANGE OF PATENTS—4 1235 [p, 54,190]

Payments received for certain wheel
alignment devices patented by the tax.
payer and sold to a corporation under an
exclusive purchase agreement were ordi-
pary income since there was no evidence
that the buyer corporation had elected to
exercise an -option to cobtain an cxclusnre
license to manufacture the devices.

E. D. Wilkerson, (CA-3) 71-1 vsrc § 5190, 435
— F. 24 84S, - . - -

A85 Fact finding.—Fact findings were
) made that the taxpayer qualified as

"holdf_r" under Code Sec. 1235(b)(2).

E. Meiners, 42 TC Dec. 26,863, Gov't's
appeal to CA-T d.lm:lssed 3/10/65 pursuant
{o stipulation.

A domestic mannfacturing corporation’s
in from the sale of 2 patent under a
inding contract, entered into before Octo-
ber 9, 1969 with all amounts received before
1975, is not a gain from the sale or exchange
of a capital asset within the meaning of
Code Sec. 1235 because, as defined by Code
Sec. 1235(b), a corporation cannot be a
holder of a patent.
Rev, Rul. 76-414, 1975-2 CB 243. .
,20 Form.—The fact that an mstrumcnt
was entitled “License Agreement”
l:ad Iittle s:g—mﬁcance. Nor was a sale pre-
cluded by a provision for termination of the
exclusive pature of the assignment upon the
happening of a condition subsequent.
O E,  Watson, {CA-10)} 5—1 ustc I9455 x2
- F. 24 689, -

22 Fraction tans.femcd.—A transfer &t

a fraction of a whole patent which
includes z share in each of the substantial
rights under the patent equal to that frac-
tion is a transfer of an “undivided interest”
in all substantial rights to the patcnt within
the mezaning of Code Sec. 1235,

. Rev. Rul, 58-175, 18591 CB 213.

~ The taxpayer could not report income
from his _assignment of patent rights as

capital gains, He granted nonexclusive k- -

censes instead of transferring an undivided
interest in.that he retained the power to
create additional interests by making addi-

.tional assignments and he retained the right

to payments or royalties based nupon nse.
Allen G. Eickmeyer, CA-10, T8-2 usrc 1 9611,
rev'g 66 TC 109, Dec. 33,7T72. i

24 Industry limitation—A transfer of
all rights to a patent to the extent
of their vse for the manufacture of gate
valves was a sale cnmled to capital gains
treatment. -
M. P)Lcmut 34TC385 Dec.m,m‘Z(Nnn-
- acq.).

25 Intent—Individuals did not intend -
or accomplish a sale to, their wholly
owned corporation where the license agree-
ment required the eorporation to assign to
them royalties from sublicenses and where

© 1981, Commerce Clearing House, Inc.
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87235 [p. 54,190]—SALE OR EXCHANGE OF PATENTS 54,20 1

the’ mdw:duals ‘thercaftcr rcf:rrcd to the Retention of an undivided interest in the
paients as “our” patents. cxclusive patent rights did not prevent a
3 E. C. Bwitzer, (C.A-G) 552 virc 19121 226 F. | transfer from being 2 sale. -~
i .24 229, o -:Edwix E. Evams, (CA-6) 51-1 vsrc 19228, 188
£ " ‘Similarly. - : - F.2am .
5 3. A. McDermott, &1 TC 0, Dec, 26,356, hP:A.wl emgience was achms51b1e to ahm; '
that an ambiguous agreement was intende
§ 7251 A trahsaction suﬁ’xces 2s 2 sale or to give the grantee the right to exclusive
g exchange if it appears from the'| eu dm of the patent, so that there was a sale.
i agreement and surrounding circumstances Bichard W. Werner, (CAS) 51_2 e § 9398,
¢ ‘that the parties intended that the patentee 190 ¥, 2d 840, -
¥ - surrender all his rights in and to the in-
. X vention throughout the United States or | .- Limitation of “"c right to use a patent
k8 some. part thereof and that, regardiess of | i% the tuna canning industry did not pro-
: unp:rfect}x‘ons in dlraftsrélansth or the words :“;:1: finding that a “license” was in fact
used
Rowsu;ﬁ::n;:;erg ;gcg;a. Dec. 21,806 | Fben f'mc“z’l’"“‘*“‘ (CA-9) 551 were § 922

‘I‘?w Firat Nat. Bank of Princeton, Exr., (DC)
'561 werc 19203, 136 F, Supp. 818. Gov't
appeel to CA-3 dismissed. o -

(Aeq.).

.2511 Fo'llowcd a.lthough onc-hall' of the |

: payments received were held to be |
: compcnsauon. inasmuch as the employee-
inventor had threatened suit if he were not
compcnsatcd for his rights in the invention.

.W. B. Ost, 17 TCM 80, Dec. 2,835(M), TC
Memao. 1958-18. . . . B .

* Similarly.
w. B. Rouvero! 42TC18‘6 Dec. 26,748

(Neonacq.). Gov't's appeal to CA-9 dis
. missed 12/11/64 pursuant to stipulation,

The taxpayer was entitled to capital gain
treatment of the entire amount received in
exchange.for the transfer of certain patent
rights tn 1954; the transfer was a sale or
assignment and not a license since all sub-

o
- N ; .
3 ;u;:-,-,a{»._;,-g _.-'._‘.~_!_..‘1¢-.rr-\a,-:.u.-..;-m

‘30 Joint venture.—An assi ent of a
patent to the taxpayers cmploycr
wnder an arrangement by which the tax-
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payer was to be available for consultation,

the employer would exploit the patent, and
the taxpayer would receive one-third of the
royalties, created a joint venture from which

the taxpayer derived ordinary income.

Supp. 5.

3 " Klginschmidt, (DC) 562 vsvc 19971, 146 x'-;
* 3

AD Lxccnsev sale-—Tmnsfcrofa]l

substantial rights.—Under Sec, 1235,

stantial rights in the patents had been
transferred. "The government's claim that
a portion of the proceeds represented-either.. ..
consideration for two transfers of know-how-.
—one in 1952 and the other in 1954—or for
cancellation of an earlier Hcensing agree-
ment was pot supported by the evidence.
The rights retained by the taxpayer were
of no substantial value,

T T T S TN, e T AT e e e oy e g -

. specifically affirmed the apphc:atlon of pre-

a “transfer of all substantial - rights to
atent,” whether by license, assignment or

sa e, is considered to be a sale or exchange
of the patent, resulting in capital gain if the
other requiremnents of the law are met. The
following cases, decided ander the law prior
to Sec. 1235, held that assignments or ex-
clusive licenses of patent rights constituted
sales and that “royalties” were in fact pay-
" ments of the purchase price, taxable as capi-
" tal gain. These cases are applicable under
the 1954 Code where the transfer is made
" by a corporation or other taxpayer who
does not qualify as a “"holder™ under 1954
" Code Sec. 1235, and may also be used as a
ide in dctcrmmmg whether “there has’
een a transfer of all substantial rights.
“In Rodgers, - 405, below, the Tax® rt

1954 Code case law to Code Sec 1235—-
. The IRS has announced that it 'will no
longer take the position that the mere re-
fention of an interest resembling 2 royalty
iIn 2 transaction which otherwise has the
* characteristies of a sale but does not come
within the purview of Sec. 1235 in and of

itself prevents capital gain treatment.
Rev, Rul, 58353, 19582 CB 408, revoking

E_ ]. du Pont de Nemours and Co., (CA-Y)
T0-2 usre § 9645, 432 F. 24 1052, -

Payments received by the taxpaycr ‘Telat-
ed solely to the technological know-how
rather than to any license under patents
The taxpayer conveyed ali the substanti
rights of ownership in the technological know-
how and was entitfed to treat the amounts
received as capital gain. That the amounts
were intended as consideration for the tech- -
nology was evidenced by the facts, first,
that the information contained in the patent
apphcat:ons which related to certain aspects
of taxpayer’s typer would not have enabled
one to successfully manufacture the typer; .
second, that the manufacturer needed to ohtain
the means necessary to the successful mano-
facture of a typer; and thirdly, that the actions
of the parties subsequent to the time of
their original agreement had been consistent
with the view that disputed amounts related
to technology, rather than to any license under
the patent applications, Furthermore, the "
fact that it was necessary to provide for an .
optional termination date seemed attrib-
utable to the taxpayer’s position that the
payments related only to the technology.
Shepard, Jr., 57 TC 600, Dec. SL244
(Nona.cq ). Rev'd ‘in an opinion pot pub-
lished wunder rules of the court, CA-S..

Mim. 6480, 1650-1 CB 8, andRﬂ Rul. 55-58,
. 19551 CB 9T,

827 CCH—Standard Federal Tax Reports

B/Z1/73. Cert. den, 417 US SIL
Reg. § 1.1235-2 Y 4745.40
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" Royalty payments received were attributs
able 10 the taxpayer’s sale of his patent and
were capital gain. They were not attribut-
able to a later agreement under which he

- se-acquired a 17/10th interest in the patent.
"P.'Zd 1%{1.% (CA—?) 5&2 osTC 19711 226 F.

~%10,000 of a’ SZSOOO paymcnt that an
- American corporatmn received from a Japa-
nese corporation was atiributable to the
American corporation’s sale of Japanese patent
 rights to its partiion systems and was
reportable as capitzl gain X )
G&. O’Brien Mowable FPgriitiom Co., Iuc., 0
- TC 492, Dex. 35,240 (Acqy.).

Payment of the purchase price by using

i percentage of the -price ?r which the
- manufactured articles are sold, or according
to a stated amount per umit manufactured,
fdoes not prevent a trapsfer of exclusive
rights to a patent from being a sale.’

Hoplcz;éu (CA-2) 471 vrre (85330, 126 F.

.-

W x, sz.(DC)Sﬁ-lurrleiS? 133F
_ Supp. 2. .

'c.Lm (DC)ss-1ums9372,138r.Supp

w. R Kilg, Fa,0] 58-‘.! orre 19’158. .
TW. C. Reeder, (DC) 58-1'0':1:!94.?(
H, Decksr, (DC) 539 vrrc 19147, -
Edwd)c Hym, 3 TC 258 Dec. 14.992
(Acq.l.
~Corl G, Dreaﬂnaﬂ, u"'I'CISB. Def. 1-6.526
- (Nonaeg.). .,
Ha-bn- w. 'Tnyto-r 15 ™™ 37, DEC. 18.15
{Nonacyg.).
VAH&TOO,ﬁTCSM.D&c.ﬂEB?(AEQ)
A C. Buge, 26 TC 138, Dec. 21,658 (Azq.).
'E.(A.L.qgmmmu, 26 TC 634, Dec. 2,807
- T. G. Grohom, 26 TC T30, Dee. 2,82 °
mu?munnonar cwp.,zs'm:m
Dec, Z2.5M.
Golconds Corp., ETCSO&.DeLﬂ,m(Acq).
- Al B, Hickman, 29 TC 864, Dec. 22,8486 (Acg.).
R. L. HoImmb,ﬂJTCSS&. Dec. 22,990 (Acq.).

H, C. Johason, B0 TC €78, Dec. 23.047T.
Jorephine H, Twucker, BTA memo., De&

‘Roymond M. H'a'uuﬂ._s_ TCM 1190, Dee

M&!ﬂgcudhglochince ‘I’TCM'J.ST

- b Dee, 16,33(M). ¢
- Carl G. Dreymoax, 9 !!‘C'.‘H 1%2, . Dec.

- 1T5200M),

General Epring C‘or'p., 13 TCH B4T, Det
18 322(M). '
- Heater Corp., 13 TCM B57, Dec. 20,MT(M).
Mages-Haolse FPurie-O-Meler Co., 15 TCM 254,
Dec. 21.5160&). TC Memo, 198657, ‘
M., B. Bwdson, 15 TCH 284, Dec. Z,E2(M),
L TC Memo, 1955-80. Gov't appesl to CA-4
-dismissed pursuant to stipulstion, July 26

1955,
H, PF. Bilver, 15 TCM 429, Dec 21,695(1&). ™
Memno., 1956-95,

3

A5 g By sl

D. H Fiskis, 15 TCM 743, Dec Z1,B18(M),

i~ TC Memo. 1956-148. -

ﬂewtosluuﬂﬂo,&l'rcm Dec&.m

-. &r'd per curiam, (CA-D) 'nlvsrc 1 |32,
545 Fad 1729,

€ 4745.401 Req. § 1.1235-2
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. There was a sale where the .transferor
was 10 reccive a percentage of the exclusive
licensee’s net sales, although the transferor
reserved a “lcense back™ to apply the in-
vention in specified fields and to terminate
the agreement on nonpayment or bank-
ruptey of the transferee,

- H. H. Lamar, (DC) 512\:;‘::!9335 96 ¥

CSupp.-17.

* There was a gtant of ‘non-exclusive h-_
cense rather than a sale of patents where
the agreements did not convey the whole
patents rights but only scgregated rights to
some of the uses of the patents. -

* ‘Redler Comveyor Co s (C.A-l) 62-2 osTc 1 9523,

_ 303 F. 24 561.

" Exclusive license bctwccn inventors and
licensee under a royalty arrangement amounted
to = capital gains transaction.

. Puzchelberg, (GA-—S} 64—1 oS f 53"?2 33)

¥. 2456

Gain .on partncrshlps t:ransfcr of know-
how to foreign corporation was ordinary
income because transferee received only the
right to license the know-bow rather zhan
transferor’s entire interest init.

Pholodmus Corp., (CtCls) T4-2 usre 1 8558,

aﬁnpﬂngC!C]anmet. 7"70(211?910

R:ghts in & patent may be limited geo-
graphically or to a particular mdu.stxy An
undivided share of the patent rights may
be sold, and a transaction may %e a sale
with a license back from the buyer to the
seller. Also, there may be a sale although
the-seller retains the right to terminate the
anangcm:nt. as for fa.ﬂurc to pay royalues. :
See, also, 405, -
E. H. Crook, (DC} 55-21!5‘!‘6 9736 135F.

Supp. 242. -

- Retention of right to mmufactnm, sell
a.nd distribute patented item in 2 Limited
geographical arez did not defeat capimal gain
treatment of pzymcnts to patcnt OWIer.
See, also, 405,

W. W. Toylor, 28 'I'C:&IBE, Dec. 3)4350&).

'I'CHexno 1TTE.

Amumt.v. rmved by the taxpayer pursnant
to a contractual agreement with a corpo~
ration whereby he received 2 monthly fee
plas a stock option in exchange for a trans-
fer of two patents to the corporation con-
stituted ordinary income. The taxpa er-
failed to sustain his burden of proving
the contractual agreement between l:umsclf .
and the corporation was an exclusive li- -
censing of his patented processes and that, -
therefore, amounts received pursuant to the
agreement qualified 25 long-term capital gains,

H. C. Bekuls, 40 TCM 1234, Dec. STI3(M),

TC Memo $580-285, .

401 The exclusive right "to use [the
‘patcnt] for the manufacture and

sale” the patcnted article was a sale,
a.'ithoudgh there was no transfer of an un-
limited right to nse, where the right to use

. © 1981, Cotarnerce Clearing House, Inc,

. P
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the patents were not held for sale-to cus-
" tomers in the ordinary course of business,

- 403 Omission of the nght to "use” In

" right by the trans{eror.

RV _rights in the patents to their controlled cor-
- . poration. This was a transfer of-.all sub-

§ 1235 [p. 54,190]—SALE OR EXCHANGE OF PATENTS 54,2032

the patented structure, apart from the
manufacture or sale, was not shown to
have any substantial value,
W. B. Gruber, (DC) 572 verc 1 9762, 158 F.
. Supp. 510, 'as amended by 381 usyc T 5249,
158 F. Supp. 510. Rev'd on other issues
b wmom. E. R, Mayer, (CA-8) EI-I uxrc
1 9147, 285 F. 24 683,

A02 Taxpay:rs owners of patents for

. the construction of footwear, trans-

fen-cd to a corporation an exclusive right
for the manufacture and sale of shoes. The
omission of the word “use” in the assign-
ment did not make the assignment a mere
license, since the right to manufacture and
zcll footwear to the general public neces-
sarily involves the right to use the patented
articles for all practical purposes. A pro-
¥ision which restricted the transferee in the
granting of sublicenses without the written
consent of the transferors did not interfere
with the full use of the patent by the
assignee, since it served to protect both
partics to the assignment in case the pur-

chase price was paid in installments.
--.EB, -E. Rollman, (CA-{) §1-1 perc 1 9677, 244
- F.2d 634

On remand, the Tax Court found that

E. E. Roliman, 16 TCM 817 Dec. 22589(”).
'TCMemo 1957182.

the granting clause, and limitation
of the right to make patented rivets of fer-
rous material to the aviation industry, did
not prevent a transfer .of all substantial
rights. The transfer was a sale. -
G. J. Flanders, (DT} 591 usrc 19424. 172 F.
., Supp. 835. ,

A0 A tr'ansfcr of patcnts by a U. S

i transferor to a Bntxsh company to
manufacture and sell various pncumat:c and
hydraullc devices in- several foreign coun-
tries qualified 2s 2 sale since the transferor
parted with all substantial rights under the
patents. Failure of the agreement specifi-
cally to grant the right to “nse” the devices
did not amount to retention of a substantial

. €._A. Norgren Co., (DO) é?znrrctssw 268
F‘Supp 816. o

A corporat:on grantcd noncxcluswc -
censes in patents and then sold its ranaining
interests in the patents to the taxpayers.
Subsequently, the taxpayers sold all thelr

stantial rights of the taxpaver. - - -
D AE:; MaocDonald, 55 'I‘C B840, Dec_ mam
.). R

ration that is hot a dcaler in pa-
tmts sold all its rights to a patent used in

predcccssor transferor. The sal: was a sale
of property used in a trade or business
within the meaning of Code Sec, 1231,

Rev. Rul. 7B-328, 1978-2 CB 215,

405 The taxpayers were not entitled to

}:ﬁa.l gains treatment on their
transfcr of the exclusive use of the patent
rights within a specified area because this
did not constitute z transfer of all sub-
stantial rights under the patent.. The tax-
payers transferred the nght to use the
patent in the eastern United "States, but they
retained the right to use the patent in the
western United States, Because the record
did not indicate that these retained rights
were not substantal, the court held that
the taxpayers did not transfer all substan-
tial rights under the patent. In the above de
cision, the Tax Court stated that it would no
longer follow the position it had taken in
Rodgers and Estate of Klein below, in which
it had allowed capital gain on the transfer
of patent nghts w:thm a ixmn.cd geographical
area. :
KueaemuJHarrsH GBTCGCB Der_sa.szg
am"d (CA-9) 802 usre ¥ 9616, .

“Prior to its decision in Kueneman & Har-
rell, above, the Tax Court permitted capital |
.gain treatment on the transfer of patent

result only). -

The Tax Court -followed its Rodger: dect—
sion in G. T. Klewn Est, 61 TC 332, Dec.

Appeals for the Seventh Circuit disagreed
and held that the transfer of patent rights
limited to specified areas of the United
States did not constitute a transfer of all
substantial nghts to the patent, _
. T. Elein Eat., CAT, 751 verc 19127, 507
F2d 617, rev’g and rem'g 61 TC 332, Dec
" 32244 (Nonacq.). Cert. denied, 471 US 99L

taxpayer subject to a field-of-use restric-
tion was not a transfer -of all substantizl
rights to the patent so the taxpayer was
subject to ordinary tax rates on his gain
Later, further rights were transferred for

increased consideration. i
J- A. Mros, CA-D, 'H-lu.srcim ‘933'25813.

“The exclusive Hcense to makc use and
sell one-to-one driving clutches, but only
for marine service, was not a transfer of all
the substantial rights to a patent where the

of use, -
T. L.Fbw!ck (CA-E) 71—11:7!':':[9147 4% F
655 rev'g 52 TC 104, Dec 29,540 (Nopacq.).
tent holder was not entitled -to
cap:ta gain treatment with respect to royal-
ties and infringement damages attributable
to 2 patent license where he transferred a
qualag’a patent mse. The substantial rights
n the patcnt had been transferred to a third

its manufactunng business subject to a non-
exclusive, royalty-free license granted by its

£27 CCH--Standard Federal Ta:: Repor!s

party not mvo-h'cd in the snit. )
Reg. § 1.1235-2 ¢ 4745.405

B e e

nghts within a limited geographical area. ___
."¥. B. Eodgers, 51 TC 971, Dec. 29,482 (Acq. In

32,244, Bowever, on appcal the Court of - %

“The transfer of patent rights by the

patent had known valuc outside that field
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{7 4745.405]—Continued L .
D'I'.‘;]e.. Rigke, CA-S, 801 werc 8247, 615 F2d
' . S
The taxpayer was not entitled to capital
gains treatment on the income recetved from
the transfer of certain patent rights because

it retained the right to use and to sell prod-.

ucts manufactured pursuant to patents parallel
to those it transferred. s S
Continental Carbon Co., DC, 752 uste § 9844

.. A -
. #0686 FEach of five contracts, considered
' - on the basis of its specific terms
and conditions read as a whole, made a con-
veyance of exclusive patent rights, and such
conveyance, in cach instance, constituted a
sale or exchange of property not held by
taxpayer corporation primanly for sale to
‘its customers in the ordinary course of its
trade or business. The determination of
what portion, if any, of the agreements are
attributable directly to the patents involved
in the agreement, rather than to the nnmer-
ous services taxpayer was obligated to per-
form under the agreements, will await the
second trial. ) :
.Armoc Bteel Corp., (DC) 671 vere 1 9153, 363
. ,-F. Supp. 149 o ] .

" 408 Payments received by taxpayérlcor-

. . poration under seven of nine sepa-
rate agreements transferring patent” and
other nghts were payments ?or the sale of
-those rights taxable as long-term capital
gains. Payments under two of the scparate
agreements were for the lcense of such
rights taxable as ordinary income. = -
. Bell Imtercomtinemtal Corp., (CL Cis.) 67
uirc 1 8574, 381 F. 24 1004, - g

. 41 The following cases held that a i-
cense was not a szle or an assign-
of a patent. Under the Supreme
Court decsion in Waterman v. MacKenzie,
138 U. 8. 252 (cited only to show the dis-
tinction made by the Court between a b-
cense and a sa!ci the grant of an exclusive
#ight under a patent within 2 certain dis-
trict must include the right to make, the
right to nse, and the right to sell in order
to constitute a sale or assignment of the
patent.—CCH. . . _ L

Mere nght to use patents and to manu-
facture articles thereunder for specified
royalties is not a sale. : - -

E. . Hoflmanm, 8 BTA 172, Dec. 3049.

* The amounts received from an English
company by the taxpayer under an agree-
ment permitting the English company to
manufacture and sell taxpayer’s products in
Europe and the British Empire were tax-
able.as - ordinary income. The agreement
was a-license establishing an agency rela-
tionship for the distribution of taxpayer’s
products, pot 2 sale of the patents. ;

-Oak Mamufocturing Co., (CA-T) 621 ovsTC
T e S1F.2429. ... . - . .,

ment

§ 4745.406 Reg. § 1.1235-2

The execution, simultaneously with an
exclusive licensing agreement, of an option
agreement in which the patentee warranted
that it was the sole owner of the entire
right, title and interest in and to the pat-
ents, with full power to assign and transfer -
them, was z factor expressly negativing any
present intent to assign the patent,

. Blerpen Financiera Bocisdad ds Rsesponsa-
bilidad Limitada, (Ct. Cls.) 522 orrc T 9522,
© - 108 F. Supp. 100. Cert den., 346 U. S, 813

. Provisions for termination of an assigt-

ment one year from its date, although al-
legedly intended to protect the patentee
againét nonpayment of royalties and only -
impliedly granting the right to “use,” granted
only a license, so that royalties were ordi-
nary income. .
Dory J. Neals, (CA-10) 531 vrrc § 9155, 201
F. 24680, . -

"A contract granting the exclusive right to
manufacture and sell was a license, not a
sale, where the patentee could make other
commitments if the demand exceeded the
grantee’s capacity, the term of the agreement
was for one year, subject to renewal or
cancellation, and infringement suits could
be brought f)y sither party.. .

- L. Gregg, 18 TC 291, Dec. 18,952, aff'd per

. -curiam, (CA-3) 531 osrc FU339, 203 F. 2

-i::‘o'llowed', where the licensee was not

found to have the right to use, or the ex-

clusive right to_exploit, the patent in any
specified territory. ,
National Bread Wrapring Mochime Co., 3
TC 550, Dec, 23,027 .

CAn agreement which had the effect of
dividing the manufacture of products under
patents between the licensor and licensee
gave the licensee only limited rights and
was not a sale. . i )
American Chemical Paiast Co, (DC) 551 vrre
. TS9M4LIILF. Supp. 7M. . T
An agreement granting the right to make
and sell, but not inchuding the right to
“pse” was not a sale of the patent. -~ 7|
Cleveland Gruphite Bronte Co., 10 TC ¥4,
° Dee. 16,410, Affd withoot oplnion, (CA-6)
452 vrrc § 9462, 177 F. 24 200. TGt

. The transfer of the formula for making
Listerine was a transfer of a license rather
than a sale where the contract did not forbid
the original owner of the formula from en-
gaging in any activity respecting Listerine and
bad not given the transferee of the formula the -
right to forbid others from maldng, using .
or selling the product. ©. .-~ .-~ .
-uH, P. Whitmors, 24 'TCM 633, Dec. 27,3T4(M),
TC Memo. 1965121 .. . - .-

AZ Even though franchise agreements
.. . conveying the exclusive and per-
petual right_to sell Dairy Queen products .
m 2z designated territory did not purport-
to convey exclusive rights under the patent

- © 1981, Commerce Clearing House, Inc.
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* franchises in the liguidation of the franchise

i

~ defend any litigation,

" and operation of parking units, in whick the

.. F.Supp. 234 - .

" did not have the effect of transforming the

A et Ve e e
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on machinery used in making the products,
the franchise amounted to a sale of assets,
that is, property rights to use the patent.
Dairy Queen of Okla., Inc,, {CA-10) 58-1 vsrc

{ 5155, 250 F, 24 503, AR

On rcmand.'tﬁc court found tha‘t sui)-

were not sales of stock in trade, and that
the gain was capital gain, Cor

Dairy Queen of Okla, Inc., 18 TCHM 222, Dec
. B,524(M), TC Memo. 1955-6L

44 Moanufacturing rights withheld, —
: Failure to transfer the right to manu-
facture does not establish as a matter of
‘law that there was no sale. However, con-
tracts granting territorial assignees the
exclusive right “to use and sell (not to
manufactare}” were licenses and not sales
where the .contracts stated that the as-
signor was the “sole owner” and was to -

9. L. Bonmitt, (CA-9) 192 vitc 19718, 271 F.

Based on. the evidence the Court found .
that a contract covering the constructon

taxpayer made no grant of any interest in
its patent rights and in which it reserved

the right to construct the elevator portion
of such units, was a license and not 2 sale.
Consequently, the taxpayer was not entitled
to capital gain treatment on the proceeds
derived from the contract,
Pigeon-Hole Parking, Inc.,, (D) €11 osre
. 19295, 194 F-. Supp. WL )

- 45 Mdltiple transfers—Although an in-
advertent omission of the word “use”
from the agreement transferring a patent
did not sigmify a purpose to retain for the
owners any rights in the patent, 3 pumber
of later transfers of the same patents in the
names of the original owners or their repre-
sentatives indicate retention of control in-
consistent with a sale,
. K. Leubsdorf, (Ct. Cls.) 552 usrc 19654, 164

" 451 An original contract between an

inventor and a manufacturer trans-
ferring the exclusive right to manufacture
and sell patented processes throughout the
world was effective to transfer all the tax-
payer-inventor’s substantial rights in the
patents and to entitle him to treat the roy-
alties received as capitel gain. The fact
that the taxpayer and manufacturer sub-
sequently joined in other assignments, li-
censing other manufacturers to manufac-
ture and sell the same patented processes,

eriginal assignment of zll the taxpayer's
- gobstantial nights into a mere license,

48 Option to acquire patent license.—
The amount received by a taxpayer

for granting an option to acguire an ex-

clusive license to patents which he holds,
such amount to be applied against install-
ment payments representing a percentage
of the selling price of articles sold under
the Dicense, is an amount received from the
sale of a capital asset held more than six
months in the year the option was exercised
provided the transaction entered into in
granting the license qualifes as a sale or
exchange of a capital asset uvnder Code Sec
1235, In the event the option is allowed to
lapse, the fee retained by the taxpayer
should be treated as ordinary income in
the year the option lapses,

After the exercise of the option, amounts
received under the contract by any person
who is a2 “holder” within the meaning of
Sec. 1235 are amounts received from the
sale or exchznge of a capital asset. Amounts
received by related persons who have been
assigned interests are not subject to capital
gains treatment under Sec, 1235, .

Rev. Rul. 5740, 1957-1 CB 265,

S50 Ownership of patent—Stockholders,

: who surrendered ther stock in 2 cor- .
poration which was licensed to manufacture
machines under a patent, in order that an-
other company might be given an exclusive
license, in exchange for certain royalties
which were to be paid by the exclusive
licensee, received such payments for the ..
sale of their stock. They never owned any
interest in the patent.

Les H. Peck, 11 TCM 683, Dec. 19,074(M).

Payments received by an inventor-partner,
who transferred his rights in a patent and
invention to a partnership, under a subse-
quent royalty agrecment under which he
agreed to apply for a patent reissue, were
royalties taxable as long-term capital gains
and were governed by the 1954 Code, al-
though the agreement was entered into
prior to enactment of the 1954 Code.-

. Weller ©. Brownell, (DC) 651 vrre § 9325, 240
F. 24 201. Gov't's apper] to CA-3 dismissed
T12/67. ] ’

The taxpayer was the owner of a patent
and an invention at the time he sold them
to two companies for which he worked.
Thus, be sold capital assets and realized
capital gain, not ordinary income, from
payments he received in 1964 and 1965.
Although he invented both devices on com-
pany time, he had not been employed by
either company to make these jnventions
and was therefore not legally obligated to
turn them over to either company. .

T. N. Melin, CtCls, 731 usrc { 5434, 478 F2d4

o_ .

501 The taxpayer, who - assisted his
_brother in perfecting an invention
which was patented in the brother's name,

R, Wing, (CA-B) 60-2 oare Y92, 2TB F. 24
2 gss, - .

827 CCH—Standard Federal Tax Reports
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and who executed a contract entitling the

- Reg. § 1.1235-2 § 474.5._551 :
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104745501} ~Continaed -~ a5.. F

taxpaycr to 20% of royalties, did not have
an interest in the invention, His share of
the royallies was compensation for services.

C. A, Claus, 17'1‘CM313.D9¢.22.935(M),'
1%8-64

= TC Memo.

Similarly as to a taxpayer who financed -

an invention but had no interest in the in-

wention other than the right to part of the

roya! ties.

DA W xmw,(m'n 622 vre {9780, sos'

S F.2a48.

3

.503 But{ where th: facts showcd that -

the taxpayer's deceased husband
was a joint-venturer in the development
and exploitation 6f an invention, it was held
that he acqvired such an interest in the
patents later obtained on the imvention in
the name of his co-adventurer as to make
him a “holder” of those patents within the
meaning of the’ Cod:. (Czhforma law. ap-
plsed )

- @, J. Flanders, (DC)!SB—IMi%HITEFf

Supp. 935. o

'médwh:rctheh-ansfcr:stoarclatcdpcrson.
. M. C. Poole, 46 TC 382, Dec. 28,002,

. E. L. Childers, DC.'M-2mcIBT35 Am-med-

,.on snother iune, (CA-4) T2 un‘c 1 9125,
S 542 F2d 1243,

Tbc mere fact that a pa.tcut transfer for
contingent a2mounts does not qualify for .

long-term capital gains treatment under

e Sec. 1235 will not prevent it from
qualifying for such treatment pnder other
provisions of the Code. To the extent that
the rationale of the court in the Poole case

may be construed as contrary to the con-

clusion in this Rcvcnue Rulmg' it mll not
be followed. .
-"Rev. Rul. MM-ZCBIEL . .'-'

Although the ux?aycr was the control-
hng (79%) sharcholder of the corporation
to which he sold patents, the Commissioner
did not argue that capltal gam treatment
was prohibited by Code Sec, 1235,

B. B. Omholt, 60 TC 541, Dec. 32048, ~: -

. -The taxpayer could report as capital
gains amounts-he received from a corpora-
tion on sale of a patent to it. The corpora-
tion 'was not “related” to him even though
it had been formed to purchase the patent

" and the sharcholders were close friends

" 'and business associates. Nor did the cor-
poration’s grant of licenses to other com-
panics indicate the proscribed control. The
taxpayer was npever a stockholder of the
corporation or -in coatrol of its policies,
and ‘he had business reasons for the sale
The corporation was held oot to be a sham,
L L. Charlsox, CtCIs, 751 osrc 1 9504,

"Sec §4757.03 for the treatment of trans-
fers of ocupatented inventions and secret
formulas to related parties.

_ §4745.503 Beg. § 1.1235-2

m T, T e e e

~- 5603 No portion of the payments re-
ceived upder a lcense agreement
fm' patents ~for inventions of a taxpayer
which he transferred to =z controlled cor-
poration was unstated interest. Even though.
the capital gain allowable to the taxpayer
did pot derive from Sec, 1235(a) because
the transfer was between related persons
{Sec. 1235(d)) the transfer fell within the
exception of Sec. 483(f)(4) sinte it was a
transfer deseribed in Sec. 1235(a). v
F. G. Pastow, 53 TC 202, Dec. 29,822 (Acq..
No:mcq. wm: wn.). .

Followcd. in the case oi a s.alc of an jn-
terest in a patent'to z related corporation,

C'TMCA'I,T3-2USTCIN'1‘9 mm
Il&'?(A.a:l)

Interest will not be :mputed under scc-
tion 483 of the Code to payments received
dor the transfer of all substantial rights to
a patent meeting all the requirements of
section 1235(z) even if the transfer is be-
tween related parties and, therefore, because

{ of the application of section 1235(d), does 7

56 Related pa.rty—-Ca ital gain treat-
- mmtmd:rCochec.l?.S (d) is de-

not gualify for capital gains treatment under
section .1235(a); interest will be imputed
smder section 483 if ‘the transfer fails to
mect all the requirements of section 1235(a)
because the transferor is not ‘a holder as
defined in section 1235(b),.

. Rew, RuL?&-lﬂé.lS’?S—lCBIﬂ supetrseding
. HevRuL‘ﬂ-mMIGBJ.ﬂ

No porbon of the cons:dcrahon received :;

for the transfer of patents between “re-
lated persons”, as described in Code Sec.
1235(d), is treated as ordinary interest in-
come. Since the broad phrasing <of Code
Secs, 483(f)(4) and 1235(2) exempts zll
receipts from the sale or exchange of
patents, no interest was imputed to the
transaction even though it o-ccurrcd

tween related persons. .

L, W Goldman,DC.THmlm

See, also, .787, below.,, . .

.561 The" followmg dec:slons dcadcd
before Poole, above, allowed capital
an or ordmary income treatment on trans-
of patents in situations which did not
ualify under 1954 Code Sec. 1235 and 1939
%odc Sec. 117(q) to be determined under
other Code provisions. See the discussion
at .04, above,
Coplan, 28 TC 1189, Dec. 22,574 (.Acq).
Best Lock Corp., X1 TC 1217, Dec. 23508, °
G. N. Boffron, 35 TC 787, Dec. 34,678 -
E. Bheen, (DC) 58-2 wsrc § 9735, 164 F. Supp.

543, Summary sudgment entered {DC), 591

vsrc T 9325,
H. C. Johnsox, 30 TC 675, Dec. 2347,

For sale to an 80% contro!lcd corpora-_

bon see f 4757.35. .

.

565 Royaltxcs received by two mcmbcrs
of a joint ventpre from the transfer -

of 2 patent to a partnership composed of
{© 1981, Commerce Clearing House, Inc,
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the third joint venturer, the inventor .of a

bath oil formula, and the wives of the other
two were denjed capital gains treatment
since the transfer was between two partner-
ships 80% ‘owned by the same or related
parties.
M. 4. Burds, (CA—Z) 652 vsrc 19733, 352 F.
24 995, Cerr.. den., 383 U 5. 966.

~ Capital gain treatment also denied to the

inventor of the bath oil formula

.M. F, Emory, 47 TC T10, Dec. 28,399. Tax-
payer's appeal to CA-2 dismissed 8/11/67
pursuant to stipulation,

The Jaxpayer owned an equal interest
in an inventor's patents which he subse-
quently sold te the inventor for a 10%
Toyalty interest. The income derived from

the royalty interest could be reported as -
© capital gain, - -

- I. Bostroem, X3 TCM

6'76. Det. :n.mm).
'I‘CMemo 192’4-156 .

7567 An mventor was entitled to capxtal
: gain treatment on the transfer of.
' a.ll substantial rights to a patent on a center

cartridge loader for shotgun shells and his
one-half interest in another shotgun loader
patent to a close corporatlon in which he
owned a 24% stock interest (unrclated in-
dividuals owned the rest of the corporation’s
stock). The Government’s contention that
2 transfer to a close corporation composed
of unrelated stockholders could be excluded
from capital gain treatment, regardless of
the ,percentage of the transferee corpora-
tion's stock owned by the transferor, was
rejected: However, since he ‘acquired his
remaining one-half interest in the patent

from its eco-inventor one year after the .

device covered by the patent had been
redoced. to actual practice, he was not
entitled to capital gain treatment under
1235 and had to show that capital
gain was available under oth:r secbons of
the Code,

- R. J Lee, (DC) @-2m|9614 302F.&Ipp

Tra:nsfcr of patents by fore:gn inventor to

-U S. corporation in which he had 2 50%
. interest was not. governed by Code Sec.

1235.
Rev. Rul. 71-231, 19711 CB 229..

.53 Retained nghts.—-Taxpaycr did not
realize a capital gain from the trans-
fer of his retained rights in a patent in

which he had already transferred all of his |
- substonsial rights and interest.

Firat National Trust ond Boevings Bawk of
. Bamn Disgo, (DC) 621 vsrc Y9220, 200 F.
" Supp. 74, .

- 581 Amounts received by taxpayer as

: . his interest in royalties did not con-

_stitute gain derived from the sale or ex-
. change of a capital asset where, under a
1957 agreement, he retained substantial”

" 827 CCH—Standard Federal Tax Reports
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rights to the interest in the patents he had
purchased in 1954,

I. E. BeMlamp, (Dc1m1wclm

An agreement by which the taxpayer
purportcdly{mrchascd trademarks and trade
names and the right to make and sell toy .
dolls was a liccnse agreement, not a sale,
Thus, the purchase price was a deductible
royalty payment. A company related to
the transferor had retained the rights to
certain cartoon strips, the exhibition of
which was essential to successful sales of
the dolls.

. Leisure Dynamics, Inc,
Tox8 94 FAIN0.
.60 . Bale and usmgnment rights not trans.
“ferred—The gramt of the exclusive

right to manufacture, use and lease an in-
vention may be & transfer of “all substantial

(CA-B) 741 worrc

. rights,” even thongh it does not include the

right to sell. This was the case where
neither party copsidered it advisable to sell
2 service tool which required slalled operators. |
- R Lawrence, (CA-S) 57-1 osrc (9315, 242 F.
, 24 542. .
Pm-ke .Dawdﬂo SIBTAm Dec.SMB
(Acq ).

.601 'I'h: rcscrvcd nght to sell the inven-
. tion or patent ‘was unsubstantial
where, pending application for the paient,
taxpayer had transferred the exclusive right
to manufacture, vse and se]l the patented
devices, .- i
L. W. Btorm, (CA-S) 57-1 vsrc § 9625, 243 F.
24 708,

602 There was not a transfer of the ex-
Do clusive right to make, use and sell
where the licensee, a corporation controlled by
the licensor, was required to obtain the latter's
consent to an assignment of the license and
¢ither party could terminate the agreement
for cause, such as the I:ccnsors failure to
develop designs,

. W, M. Baila-yCo,:l.STC&ﬁB Dec, 17.882
. affd per curiom, (CA-3) 51-7 vsrc 19303

192 F. 24 514

- W. M. Bailey, 9 TCM B50, Dec. 17,835(M),
aff'd per curiom, (C.A-S) 511 wsre 7 5283,
188 F. 2d 360,

.506 ‘Sale by tax-opHon corpomt:r.m. —
Stockholders of 2 tax-option tor-
poration were entitled to long-term capital -
gain on amounts realized from the sale
of patents by the tax-option corperation
The patents were depreciable property which
had been held by the tax-option corporation
for more than six months and which had
not been held primarily for sale to cus-
tomers in the ordinary course of the tax-
option corporation’s trade or business.
C. (f. Perkins, (DC) 631 varc [ 9447, 216 F.
Supp. §18.

Reg. §1. 1235-2 { 4745.606
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Ea {% 4745]—Continued . 623 g\To part of sale prichc of patent was
: . . . - or services where the contract con-
Z 61 Separate mventions.—The assignment | . 4 o5 provision {or services to be ren-
101’ the cntire patent rights mdorta)c of dered by patent seller, 6
several separate inventions covered by a b g o)
sxg{gle kpatcnt was a sale, . Beil Co., 38 TC 989, %682 (Ax.).
. erck & Co., Inc., (CA-3) 582 v 8959, ing.
. Mok & 0% { ; e 1 See also §644.3201 and fo“owmg
-, IS .56 Sublicense.—Where the owner of
62 Services,—Whether payments for 2n British patents reserved legal titie in

L inventor’s services connected with the . d 2
sale of the patent rights to his invention | @ licensing agreement, the hicensee, upom
1’: . making sublicense agreements, received

:{;,p:;tdoéh;s o;;lgchastig::;:risco ;n accr;f;i ordinary income since it did not sell any
question. - The court here found that pay-
ments for taxpayer's developmental work 35801
rulag:cng to th&: transfer of the invention were . )
to treated as capital gains, Any pay- . . .

ment for services prior to sale was su 70 “Substantial rights” defined. — The
sidiary to the granting of the option and substantial rights secured by a patent
the transfer of the invention and did not |} 2re: (1) to make, (2) to use, and (3) to
deprive him of capitsl gains treatment be- sell the patented article or device for the
cause the development of the underlying ";‘_‘t"fhf“ of the patent. flihany tgne, ort:
H ijon b H part of any one, or more of these three su
mvention had lp rogressed to the point where stantial rights are retained by the patentee

property interests.
Federal Laboratories, Imc., 8 TC 1150, Dec.

?""a‘w&,w?ﬂﬂw\;—w: G T Y SO

.
e only technj bi lati - ; /
e m!::r};alc:m[;-ll‘c::mb?ﬂ?y m 'Ii‘%ct?es:;rr?h after the execution of a particular contract, -
b g gl b e v I | msemninnt e L
: ; 4 - . Q. R -1 psrc . :
lated to the development and fmplementa V. . Topior” 29 TCM 1458, masan, .

g

tion of the parhcular invention transferred 0-325

rather than the general advancement of the T,:gc %ﬁ%ﬁ;ﬂﬂaw Corp., CA-6, 731 msre .

purchaser's business. 1 U113, 457 F2d 483 :

: H. 5. Gable, 33 TCM 1427, Dec. 32,852(M), . g . :

- TC Memo. 1974-312. . Taxpayer did not tm?sfcr ?11 'sugstaugal

A : There was a sale of a patent, and not nights to certain secret formulas and trade-
2 compensation agreement, although the { Pames under a 1957 contract gj?ng‘:]g:
transferor was required to render advisory - transferee exclusive right to use the form i 5

services incidental to the tramsfer, where | 20 tradenames, and maoufacture and sell |-

the patented device was technical and intricate, | products derived from the formulas over a

R. M. Hessert, 6 TCM 1190, Dec. 16.120¢M). 25%-year period. There was no evidence to
’ show that the useful Iife of the formulas,

£21 An individual who was to receive | on the date the contract was excculed,
would be limited to 25 years, and a second

s

1“':

- R e
.

{ . a guaranteed yearly retainer plus

7 commissions on license fees received by | contract executed by the taxpayer in 1963
i . the assignee of his patent, and who was to | indicated by its terms that he still con-
BN sidered himself the owner of substantial

render engineering and technical services,

did not sustain the burden of proving that | rights in the formulzs and trade names.

there was a sale of the patent. J. H., Pickren, (CA-5) 57-2 ustc § 9477, ST8 F.
55, - :

‘” G. M. Wright, {DC) 5I-1 usrc 1 9419, : 2d
?; . 622 The president of a corporation Similarly. '
%y : transferred his patents to 1t under J. R. Milberg, 52 TC X5, Dec. 29,597,
an agrecment providing that he was to “The taxpayer was bound by the prior

receive 8% of sales in excess of $300,000 o .
3 decision by the doctrine of collateral estop~
annually, and that the percentage would be pel for the taxable years 1963 and 1964.

)
-jf . g:ﬁ{faﬁfﬁcméf’ﬂwﬁgﬁé};;jﬁsih;t" g%’pr;s; The only item before the court not present
: copsl sain From <o of fhe patents; he | 5,10 T cast was a0 pgreement Sored
N remaining 3% was compensation for services. | 1 wn, B g : A
i -y P. Bpence, (CL Cls) 581 vstc f 9105, 156 F. heense to coincide with the patent’s expira-
g_ Supp, 556. S _ tion date. 1"I'hc ?grcu:_nc%had no ;:_ﬁect on
i - ' ~ 1 the controlling facts in the prior litigation -
b . $10,000 of a $25,000 payment the taxpayer { znd therefore did not preclude application
- received from a Japanese corporation was | of collateral estoppel.
z - attributable to the taxpayer's sale of Japa- J. E. Milberg, 54 TC 1562, Dec. 30,2TL

‘nmese patent rights and was reportable as -
capital gain. The remainder represented 701 An employee who assigned all right,
compensation for the transfer of advisory |- title and interest in a patent to his
services and technical know-how in which | employer had “substantial” rights which he
the taxpayer retained a substantial right | could convey, even though the work on a
and was erdinary income. model was done in the employer’s plant with
G. O’Brien Movabls Partition Co., Inc,, 70 TC | its material; since the only interest which the
employer could have possessed in the inven~

_ 492, Dec. 35,0 {Acx.).
9 4745.61 Reg. § 1.1235-2 @© 1981, Commerce Clearing House, Inc,
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~ §1235 [p. 54,190]—SALE OR EXCHANGE OF PATENTS 54,208

Hon was a so-called “shop right,” which
was insufficient to dilute the employee's
“substantial rights to a patent.”

...H. Jordan, 27 TC 265, Dec. 22,004 (Acq.).

. =102 The taxpayer transferred to a cor- |
"7 poration the exclusive right to “use”

and sublicense patents. The agreement pro-
vided that when the taxpayer left the em-
ployment which he then held he could use
the patents together with anyone with
whom he was associated, could. give the
associate a license upon termination of their

" relationship, could enter into successive

associations with the right to use the patent,
and could veto any license granted by the
corporation, It was held that the agree-
ment was not an assignment of all substan-
tial rights, or that, even if the taxpayer
transferred ownership, hé took back such
substantial rights that as a result of the
transaction he conveyed no more than a
license. T
J. B. Walkins, (CA-2) 581 vsrc § 9321, 253 F,
24 722. Cert. den., 357 U. 8. 936.. -

5_- Szl 'thre an exclusive interest {can-

. cellable on 30 days’ notice) in 2
patent was purchased from taxpayer-in-
yentor as insurance against potential claims
of patent infringement rather than for pur-
poses of using the device which bad no
substantial, practical or commercial value,
there was a sale of a capital asset entitling
taxpayer to long-term capital gains treatroent.

C. E. Bonnister, (CAS) 561 usrc 19155, 2

' For transfer of a fraction of a whole

patent, sec 22, above.

J1 " The court found that thére was no
transfer of “zl] substantial rights” in
3 patent, within the meaning of Sec. 1235
since the transfer to a partonership compqs:tf
of the &ransferees did not effect any sub-
stantial change in their positions (each held
a Y4th interest before and after the transfer),
G. N. Soffron, 35 TC 781, Dec, 24,678 -

. """There was no transfer of all substantial
" rights in = bath oil formula where before
_the transfer the taxpayer was the owner of
.- an undivided one-third interest in the for-

mula and after thé transfer he had 2 one-
third interest in a partnership which heid
the formula, R i . .
M, F. Emory, 47 .7TC 710, Dec. 28,339, Tax-
payer's appeal to CA-2 dismissed §/11/67
pursuant to stipulation.

.~+715 _There was no- transfer of .all sub-
stantial] rights iIn a patent where

. taxpayer retained some rights as to the
" manufacture and sale of the product,

. J. H. Kirty, I, (CAS), 621 vsrc. | 8129, 297
i F.24 466, A
.- F, Martini, 39 TC 168, Dec. 25,478, .

}!-.717_ A transfer of a patent to manufac-
' ture, use and sell a special wrapper
in the cheese field did not qualify as a sale
of the patent due to the transferor’s reten-

827 CCH—Standard Federal Tax Reports

_and in Coplan (.5

tion of certain substantial rights under the -
patent. The transferor retained exclusive
control over patent litigation, restricted the
transferee’s right of assignment solely 10 a
successor in business, expressly reserved the
right to grant a nonexclusive license in the
cheese field to another firm, and retained

the right to compel the transferee to sub-

Hicense anyone designated by the transferor.
Allied Chemical Corp., (CA-2) 67-1 vsrc 1 9172,
370 F, 24 697,

Payments received by a corporation pur-
suant to a vzlue engineering incentive clause
of = contract between it and the Air Force
were payments for “data” rather than com-
pensation for services rendered incident to

-performing under the contract. Under the
clause, the Air Force paid the corporation -

substantial sums as its share of the cost
savings realized from implementing change
proposals submitted by the corporation. The
proposals submitted by the corporation in-
corporated trade secrets and know-how
which constituted capital assets. :

€. ¥, Ofna, TT TC —, No. 38, Dec. 33,198,

.72 Fact findings were made that all
substantial rights were transferred.
C. Howthome, 18 TCM TI0, Dec. 24.Z73(M).
“TC Memo. 1960-146, - . -
E. Meiners, 42 TC 653, Dec. 26,853 (Acg.).
Gov't's appeal to CAST dlsmissed 3/10/65
vursuant to stipulation. .

- 175 - Termination rights retained ~—Capital
* gain treatment will be accorded to

- transfer of rights to patents involving facts
substantially the same as those involved in

Myers and Chamgayne (both at .40, above)

1, above). (But under Sec.
1239, transfers of depreciable property be-
tween some related interests are not al-
lowed capital gzin treztment) The cases
mentioned involved only the retention by the
taxpayers of interests resembling royalties
coupled with provisions for termination of
the rights transferred upon failure of the
transferee to pay specified minimum annual
amounts, or upon the insolvency or at the
instance of the transferce. In cases not within
the purview of section 1235 of the 1954
Code or section 117{q) of the 1939 Code,
where interests resembling royalties are re-
tained by the transferor along with other
rights, the transaction may fail to have

sufficient characteristics of a sale to qualify

for capital gain treatment.

Rev. Rul 53353, 19582 CB 408 revoking
Mim. 6490, 1850-1 CB 9 and Rev. Rul. 55-58,
18851 CE97. - .

_T. L R. No. &, June %7, 1958, 586 CCH 1 6588

751 Royalty payments under ':;1 contract
- granting an exclusive license to
make, exercise or sell patent devices and

reserving to the patentee the right to termi-

nate the agreement and recapture the p_alen!
on default of the licensee were ordinary
income. = a ’

F. G, Block, (CA-2) 522 vsrc 19551, 200 F.
935, '

‘24 63. Cert-den, 345U. S,

‘Reg. § 1.1235.2 § 4745.751
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Payments received under patent license
comtracts were ordinary income rather than
-.capital gain, since licensor had retained the
nght to terminate the licenses at will.

.A. Breguori, 34 TCM 1232, Dec. 83,471(M), TC

‘Memo 1975-284.

7511 All substantial rights were not
transferred where either party could
terminate the assignment on § months’ no-
tice and, upon termination, the inventor-
assignor could license any manufacturer
who was not a member of the Manufac-
turers Aircraft Association and could ex-
plo:t the patent himself,
M. Young, (CA-2) 59-2 osre ¥ 9583, 269 F.
4o )
" Similarly as to two agreements.
. Bell Imtercomtimental Corp., (CL Cis)
uste { 9574, 381 F. 24 1004, )

Tl:le transfer of unpatenied technolog}'
under fonr agreements was for 2 fixed
period of years and did not convey all sub-
stantial rights in the subject matter covered
by the agreement. The transfers were only
for 2 Bmited period and therefore could not
qualify as sa.!es undcr Codc Secs. 1221, 1222
and 1231,

PPG Industries, Inc., 225 TC 928, Drec. ), 683,

- See also 602, abovc.

.17 Third party conduit.—A partncrshtp
“acquired an undivided one-half in-

tetest in the “View-Master” patent. It seld
the patent to a photo corporation under an
agreement providing for a leaseback of
exclusive United States rights. In addition,
the agreement-provided that royalties paid
by the partnership to the corporation were
to ‘be redistributed to the individual mem-
bers of the partnership. The transfer was
held to be a sale or exchange of a capital asset,
E. R. Mayer, (CA-9) 61-1 usrc 19147, 285 F. 24
653. Rev'g and rem'g sudb mnom. W, B.
gl?bcr, (DC) 58-1 wsrc { U249, 158 F. Supp.

€12

: .78 ‘Title—Therc was an assignment and
.. not a license, although the taxpayer
retained legal title 1o 2 atent where
transferred the exclusive n ht to make and
use the invention and neither party could
sell or lcense without the permission of
the other. Improvements were subject to
the same condmons as the original patent
rights.

Parke, Davis & 00,31 BTA!ZT Dec, E748
.- (Anq) . :

Pyt

" 781 Sumlarly co
.Dlglorma, DC )58-2um195@ 'J.HF Supl‘»‘

785 Umssued pat:nt.—-lt is not sxgmﬁ-
-+ .. cant that a patent has not. been
lssued or applied for at the time when all
substantial rights are transferred, -

F. H. Prilvrick, 2T TC 346, Dec. 22,035 (Aeq.).

. P. Laurent, 34 TC 385, Dec, 24,202 (Nan-

cq.).
H 8 Gable, 3 TOCM 1427,. Dec32.ﬁ2(M)
TC Memo, 1974—312.

€4745.7511 -Reg. § 1.1235-2

Since taxpayer failed to show that a
patent application had any value, no part
of an amount reccived in settlement of 2
proxy fight was attributable to the patent:
application.

N. Rodmaon, CA—&, T62 v 19'7'10 M.ZI-‘M -

845,

787 Unstated mtercst.—No part of the
‘ payments received from the trans-
fer of certain patents was unstated interest,
If. a transaction is “described” in Codé Sec.
1235¢a) it is excluded from the imputed
interest rules even though Sec. 1235(d)
excludes it from Sec. 1235 treatment op
other grounds. Code Sec. 483 was not in--
tended to apply to transfers which, at the
time of its enactment, gqualified for capital
gain treatment
F. ¢. Parton, 53 TC 202, Dec. 29,822 (Azq.,
Noneeq., withdrawn)., -

Followed.
C. T. Busse, CA-T, T+2 ustc 1479, 41'9 F24
1147 (Acq)

* Interest will not be imputed under section
483 of the Code to payments reccived for
the transfer of all substantial rights to a
patent meeting all the requirements of
section 1235(a), even if the transfer is
between related parties and therefore, be-
cause of the application of section 1235(d)
dots not qualify for capital gains treatrment
under section 1235(a); interest will be im-
puted under section 483 if the transfer fails™
to meet all the requirements "of section
1235(a) becanse the trapsferor is not o
holder as defined in section 1235(b).

Rev, Rnl. 78124, 19781 CB 147, supersedlng

Rev. R'I.ll 72-138, 1972-1 CB 1

Since the taxpayer could not quahfy as a
“holder” within the mecaning of Code Sec,
1235(b), her patent transfer could not be
considered as one described in Code Sec.
1235(a) and she could pot take advantage
of the Code Sec. 483(f)(4) exception from
the operation of the imputed interest provi-
sions of Code Sec. 483 in regard to pay-
ments which she received in exchange for a
transfer of her patent interests. .

M. Busxse, Ct(ls, T5-2 ostc § 9716, 543?2(!1321.

o

Since a taxpayer was'a corporation, it
could not qualify as a “holder” ander Code
Sec. 1235(b), and, therefore, it could not -
invoke the xmputed interest rule exception -
for sales or exchanges of patents.

Ransburg Corp. ond Subndmrws CA-T, 80
s US'TC 1 9425 821 264.

wer over adéubonal t:rans-
he fact that the grantee of &
noncxcluswe license was required to consent
to additional licenses did not-give it all
substantial rights to the patent, where it
was expected that further licenses would
be granted. - -
_E. A. Walen, (CA-l) G!)—lnmlﬁlZB.Z'BF -
=QQ, .

79 Vcto

T 1981, Comma‘cc Cl:armg House, Inc.
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: mvcutors were found to hold ¢
" for sale in the ordinary course of trade or | Lorenz case.
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r1- § 1236~DEALERS IN SECURITIES - : - 54,211
.ty . . B> Priorlaw <& | ... . .

L. PR Y -
B1 Employee -—-Emp!oyc:s, havmg been | capital asscts. “and “gain derived from sale
found not to be professional inven- '{ -of the inventions was capital gain.

tors, derived capital gains from the transfer William O'Neill Eronner v U. 8., (Ct i)
of their patents to thc1r employers. . 531 vsc 1 9235, 110 F. Supp. 730,

' imdwin E. Evons v. Ecuvanagh, mc; 492 vsrc | - Marvin E. Thompson v, Johmson, (DC) 502

-4- P. Waterson, (DX) 561 vsrc 19348 “Gov't | treatment to patent transfers, did not waive

" {8487, 86 F. Supp, 5%5. <L - were ¥ 9428
Hogerdert v. Briggs, (CA-4) 501 vsre 1 9222, Clarence E. Beach, (DC) 542 vsrc 9637,
178 F. 204 743 _ 125 F. Supp. TTL
~if. 8. v Bortom, (qulvmlm ) mﬂrﬂNlﬂ Bank of Prisceton, (DC) 561
Zdrtiur ¥ Blum v Oom[(CA3) 203 e | v prTc § 9208, 1%6 ¥ Supp. J8 Gov't appeal
;4 9375, - P Tes - ; Dec
: ‘Lester P. Barlow, 2 TCM 133, 13, 218(M).
- Et_g;“tzd"'aéfm-r (C‘.A—G) 511 wvire § gj'm' 185 Hogg, 3 TCM 212, Dec. 13,795(M).
- - " Eucera, 10 TCM 303, Dec. 18,229(3).
" ‘gi’-fig.mf- (DO) 512 vsre 19386, 9 F. | Qgme M, Imm, 11 TCM 257, Dec. 18,363(30). [
"Robert D. Pike v, U. 8, (DC) 51-2 vsrc 18452, | g5 Retroactive amendment—The addj- |
101 F. Supp. 100. tion of Sec. 117(g) to the 1939 Codc
 Bukowsky v. U. £, (DG} 54—1 osTe § §183. in 1956, retroactively according capital gams [

Yappeal to CAS dismissed, -7'-‘17 13 1856, on | the statute of limitations” on clims for

~+° appellant’s motion. -~ . refund, . . ol
-Jsgg‘ckﬂ‘ (DCy ﬁ—lvn'c‘lm J.ElF Supp A‘Uzg"’; (Sup Ct) 632 usre ‘5&15, 315
HauriceB Cooke, 4 mm‘i DEE 14:338(1?!) K J. TOb(l, {CA.'S) =1 prre 1 S35, 254 F.
Cﬂrﬁn 6 TCM 457, Doe. 15,77300M). . 124 B45,
v Wm. M., Eelly, 8 TCM 646, Drec. 15844(M), ‘a R .De'mpater (CA—B) =51 uste 1942'L 265
Cope, 12 TCNM 525, Dec, 18,680(M). - ¥. 2d 666. Cort den., 351 U. S 18 v i
. ~Herbert Allen, 31 TCM 1083, Dec. 19,253(M).° | 8. P. Vaoughs, (DC) 601 rerc T9361, 181 F. 3*
©. D. Beeth, (DC) 561 vsre § 9244, Gov't ap- Supp. 386. i
pesl to CA5 dismissed, July 11, 1956, on ap- Todin v, TOMI\MOH, (CAS) 622 vere 19827, ]f
pella.nt's muﬁon. . - SO F. (2d) 3. -

PRI ' ¥ --H.adg_ smun, (CA—S) 632 usre 19539, 34 F. |

- B3 mecssmna.t V. amatcur mvmtom.—-— :
In the following cases, 11:rg)fcssu:uml The dcctswn in the Zacks case, above, bas
eir patents | in effect overruled the decision in the'!

=7 5

business, so that gain therefrem was taxable A, Lorens, (Ct. c].s) 621 vsre ( 07, 296 F. |

2s ordinary income. . 24 746.
I‘”m‘vm Harvey v. Com., (CA-S) 491 osre Regulations undcr Sechon 117(q} were
1 ATt F. 24 552 amcngc—itd by T. D. 6324, adopted on 0ctc>b4.'.ri
. Hurold T. Avery, 41 BTA 538, Dec. 12812 . -} 1, 1958, 586 CCH 16740 I
‘Poul H. Bmythe, Jr.,, BTA memo. Dec
12.576-C. - o 1 86 For taxable ycars beginning before
ML Lockhart, (CAS) 552 vevc 19715, 256 1. June 1, 1950, 2 patent had to be held
F'zd.m ', ) . for more than six mbnths in order for
- T TE s D7 payments to rcccxvc long term capital g:un

.84 In the foliowmg cascs, inventors | treatment.”
were found not to be professional .d. 'I'oﬁcm 19 TCM 403. Dec, 24.137(1&) 'D(j

mv:ntors. Thcu‘ mmtlons thercfort, were i -l )tIemn 1960-T6. -

[i 4746] 'f _' o DEA{ERS IN SECURITIES -

Sec. 1236 [1954 Codel. (a) Carrrar Gamws.—Gain by a dealer in securit
from the sale or cxchange of any security shall in no event be cons;dcred
gain from the sale or exchange of 2 capital assct unless— i+

3 (1) the security was, before the cxplratlon of the 30th day after th_%-:"

8 date of its acquisition, clearly identified in the dealer™s records as a securi

-~ beld for investment or if acquired before October 20, 1951, was so identified’

n before November 20, 1951; and :

{2) the security was not, at any time after the cx:pu-atlon of such 301 .
day, held by such dealer primzrily for sale to customers in the ordina
course of his trade or business,

827 CCH—Standard Federal Tax Reports Code § 1236 11 azal
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