ATTORNEY ProrirLE

PATRICIA ANN METZER

Patricia Ann Metzer is a Stockholder of Hutchins, Wheeler & Dittmar, A Professional
Corporation, and a member of the firm’s business department. Her practice focuses on tax issues
as they affect businesses, individuals and tax-exempt organizations.

Miss Metzer received her B.A., with distinction, from the University of Pennsylvania and her
LL.B., cum laude, from the University of Pennsylvania L.aw School. From 1975 to 1978 she was
Associate Tax Legislative Counsel for the United States Treasury Department.

Miss Metzer has lectured on the tax laws affecting intellectual property for the Boston Patent
Law Association and past Advanced Licensing Institutes sponsored by the Franklin Pierce Law
Center. She is also the author of numerous articles and texts on taxation and is a nationally
recognized lecturer on tax issues affecting businesses and tax-exempt organizations.

Miss Metzer is a fellow of the American College of Tax Counsel and a member of the Advisory
- Board for the Tax Management Corporate Tax and Business Planning Review. She is a member
of the Council of the Taxation Section of the Massachusetts Bar Association and has served as
Vice Chair—Publications of the Tax Section of the American Bar Association, Chairman of the
Boston Bar Association’s Section on Taxation, a member of the Advisory Committee of the
N.Y.U. Annual Institute on Federal Taxation, and a member of the Council of the Tax Section of
the American Bar Association. :

101 FEDERAL STREET BOSTON, MASSACHUSETTS 02110 (617) 951-6600

"HUTCHINS, WHEELER & DITTMAR
A PROFESSIONAL CORPORATION )




L




PR

SRl

S
P

e

e

SRS
e

S
Al

A
o

R
e

e




‘ mstemm et s
e TR -

e , , .
" Sl

i
A

i

A

AR

S

i
O

B

7
AN
A

e

e

e

ol

S
e

A
it

T
Vi




T

FEDERAL INCOME TAX L. AWS

AFFECTING THE ACQUISITION AND .
TRANSFER OF INTELLECTUAL PROPERTY

| (Miss) Patricia Ann Metzer
Hutchins, Wheeler & Dittmar, A Professional Corporation -
~ Boston, Massachusetts

Franklin Pierce Law Center
Tenth Annual Advanced Licensing Institute
- July 18,2002 o

(Outline Date: June 1, 2002)

GENERAL

- - From a tax perspective, businesses and individual taxpayers who acquire (by way of

development or otherwise) or dispose of intellectual property want to secure the most

favorable tax resuls.

| Ideally, the consideration received by a transferor will be taxed at the lowest possible

B.
 rates or not at all, while the costs incurred by a developer and the consideration paid
______ .- by alicensee or assignee will be deductible in full on a current basis.
- C. . Also, ideally, a transferor will ﬁdtlll‘riave"“phantom”:income, 'i'esulti'ngr in more income

subject to tax than anticipated.

D. Finally, in an ideal world, if any party to the transaction lives or transacts business
abroad, no adverse tax consequences will thereby arise.

© 2002 by Patricia Ann Metzer .
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Variables.

A,

The actual tax consequences of the acquisition or transfer of intellectual property

depend upon a number of variables. See in this regard the Discussion Paper released

by the Treasury Department on. November 21, 1996 entitled “Selected Tax Pollcy

Implications. of Global Electronlc Commerce

o Initially, it is irriportant to know the kind of intellectual 'p'rc)perty —that is, its’

“character for tax purposes. For example:

1. - Isita pateht, a copyright, know-how, computer software, or a trademark? |
2. In the hands of the transferor, is it a capital asset or inventory-type property? |
3. Inthe hands of the transferee, is the property depreciable?

Secondly, the parties to a transaction involving a transfer of rights in intellectual

property must determine the nature of the transaction. Specifically:

1.~ Does the transferor retain a substantial interest in.the intellectual property?
2. Is the transferee of the intellectual property related to the tfeﬁSfefor?
. .3.. .. "Does the transaction involve a payment of compensation for services

rendered? .

_ Finally, the tax consequences of the transaction will oftén depend upon the nature of

the consideration paid or received. For example:

1. Is the consideration to be paid in a lump sum or in installments?
720 Inthe case of an installment sale, !'is there stated interest? -
3. Are payments cenﬁegent en eroducti\}ify of eales? -
.4. Isan arm’s-length amount to be paid for the intellectuél leropeﬁy? S
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5. Are expenses being prepaid? -

a6 'A_re the payments sourced in the U_ni_f..ed._ 'St'ates_. or abroad?

ACQUIRING INTELLECTUAL PROPERTY, OTHER THAN

.FROM A RELATED PARTY
L. Overview.
A. There are three common ways in which intellectual property is acquired — that is, it

is developed by the taxpayer; it is licensed. from a third party, or it is received by way

\ o ef assignment from a third party.
B. - Ataxpayer who wants to.develop or otherwise acquire inteIlectuél property is
-.concerned about the.deductibility of the acquisition costs under the tax code.
C.oo Moreover, if the taxp'ayer has foreign operations, it will be i'mportant to know

-+~ whether the costs are sourced in the United States or abroad.

b | D In additidri, if the costs are paid toa foreign person, the acquiring party must

- ‘determine whether or not U.S. income taxes need be withheld from the payments.

11. ‘Developing One’s Own Intellectual Property. .

A. -Deductibility of Research and Experimental Exn_endimfes.

1 | _Historically, the taﬁ‘cod'é has inéludsd special provisions ‘beneﬁting taxpayers
- who develop their own intellectual property. Pfobably the best-known
- provision is th_ét dcalirig with the deductibility of research and experimental
~ expenditures. - o
' 2. - Normally, capital expenditures cannot be deducted currently. They must be

addéd to basis and'may or may not be amortizable or deductible over time.

~ SeeInt. Rev. Code §§ 263(a) and 263A: - =




a. “This latter so-called uniform capitalization provision requires a
taxpayer to capitalize all direct and allocable indirect costs of tangible
| tbut ﬁot'inteﬁgible) personal property produced by the taxpayer for
use in a trade or business or an activity conducted for profit.
b. Under Section 263A,tang1ble property includes a film, sound
- “recording, videotape, book, or similar property. See Treas. Reg..
§1.263A2(2)2). -

- However, the tax code gives taxpayers two optional ways to treat so-called
research and experimental expenditures that are incurred in connection with a

trade or business and that are reasonable (see Int. Rev. Code § 174(e), added

7 by the Revenue Reconciliation Act of 1989) under the circumstances. The

. uniform capitalization provisions do not apply to such research and

- ... experimental expenditures. See Int. Rev. Code § 263A(c)(2_); Treas. Reg.

§ 1.263A-1(e)(3)({i)(P) and (iii)(B)

~a. . . The expendxtures can be deducted currently in full (Int Rev Code

| § 174(a)(1)) or, if they do not relate to depre01ab1e property, they can
be amortized ratably over a period of not less than 60 months, '
beginning with the month in which the benefits from them are first
realized (Int. Rev. Code § 174(b)(1)).

b - Hence amortrzatlon is avaﬂable only durrng perrods when there is no
" property resultmg frorn the research actrv1t1es ‘that has a determinable
| useful hfe For exarnple, a taxpayer who develops a process and
.begms to deduct the attendant research and experlmental expenses
over a period of 60 months, begmmng with the date on which the
- taxpayer first benefits from marketing products that result from the
- ‘process, must stop amortizing all unamortized amounts (and

depreciate them instead) once the process is patented. See Treas.




- Reg. § 1.174-4(a)(2) and (4) and the discussion of patent depreciation

‘later in this outline.

| . An ?lgc.tibn to amortiie_can_be limi'te_d‘itb‘ a particular project (see
Treas. Reg, § 1.174-4(2)(5); LR.S. Private Letter Ruling 9830030,
dated A.prilu28., 1998, dealing with specialized software development

. ... payments made to third. parties).. With respect to whether an election

- to expense can be limited to particular types of research and

experimental expenditures (see LR.S. Private Letter Ruling 9552048,
dated October 2, 1995, dealing with legal fees incurred in securing a
patent). Cf Revenue Ruling 58-74, 1958-1 Cum. Bull. 148.

- Under most circumstances, a taxpayer’s election, once made, is

' binding — i.e., it can be.'changed only with Internal Revenue Service
consent. Int. Rev. Code § 174(a)(3) and (b)(2). See LR.S. Technical
Advice Memorandum 9707003, dated October 31, 1997, and LR.S.

-Private Letter Rulings 9726022 through 9726028, dated April 1,

- 1997. With respect the need to make an election to expense on an

. -+ original (in contrast to an amended) return, see L.R.S. Private Letter

Ruling 66033159404, dated March 31, 1966.

- However, an individual who chooses to ex_pensc;his fesearch and

. experimental expenses is later permitted to elect, without the consént
of the Internal Revenue Service, to amortize some or all of his
subsequently incurred expenses over a period of 10 years. If he does
so, he will avoid any adverse impact under the alternative minimum
tax pr&visidhs, pursuant to which an individual’s alternative minimum
taX_aBle income must be determined by amortizing his research and
expéﬁméntal éx_periditiires ratably over the 10-year period beginning

" with the taxable year in which thejr a:re: made unless they relate to an

activity in which he materially participates. See Int. Rev. Code




§ 56(b)(2), as amended by the Revenue Reconciliation Act of 1989,

§ 59(e); and, with respect to the binding nature of the election, L.R.S.
Technical Advice Memorandum 9607001, dated October 31, 1995,
and LR S. Technical Advice Memorandum 9746002, dated August 1,
1997. (déaling with the SharehdeCr ofan'S éorporation).

BN A o Note that, as written, the provisions of Section 56(e) are available to
corporations as well as individuals. See LR.S. Private Letter Ruling

- 200117006, dated January 17, 2001; and LR.S. Field Service Advice
200122005, dated February 7, 2001,

Whatever election a takﬁayef Ilrlllake.s., mg reséarch and experimental
- expenditures may remain non-deductible until the research and expeﬁmentél
- work is actually performed. See Treas. Reg. § 1.461-1(a)(1) and (2); LR.S.
‘Private Letter Ruling 8939004, dated June 22, 1989. As to an accrual basis

' taxpayer and investors in a tax shelter, see Int. Rev. Code § 461(h) and (i).

' With respect to payments made with borrowed funds repayable out of license
- ‘fees, see 1L.R.S. Private Letter Ruling 9244021, dated July 13, 1992, and

. “LR.S.Private Létter Ruling 9249016, dated September 8, 1992.

The regulations define réseérch énd exper.ir:neﬂtzlllnexpenditures as research _
-and development costs in.'the=expér1'mental or laboratory sense. Treas. Reg.
©§ 1.174-2(a)(1). “This particular language has been in effect since 1957,

- although an updated definition was published in the Federal Register on
‘October 3, 1994.- . '

a. . Research and‘experimental. expéndi_tures include costs incident to the
- development or imprpve_mént ofa p_ro_du;:t_*and the cost of obtaining a
. patent, such as attorneys” fees expended in perfecting a patent

application.




+ +:b.~ . The cost of research performed by a third party under contract can
~qualify. Treas, Reg. § 1.174-2(a)(8).

¢ However, qualified éogts do ho_t inchide ﬂﬁe cost of acquiring another
| person’s patent or pfocesé (Treas. Reg. §. 1.174—2(a)(3)(vi)) or the cost
of obtaining foreign patents oﬁ '.i:nventions covered by U.S. patents
... and patent applications owned and developed by others (Revenue
- Ruling 66-30, 1966-1 Cum. Bull. 55). See also L.R.S. Technical
. Advice Memorandum 9707003, dated October 31, 1996, describing

the trade or business requirement.

d -In addition, qualified costs do not include the cost of acquiring
+ - depreciable property used in research activities. See Ekman v.
o Commissioner, T.C. Memo, 1997-318, 99-1 U.S.T.C. 950,580 (6th
e - Cir. 1999). See also LR.S. Field Service Advice 200207006, dated
November 1, 2001, dealing with software products used in research or

- experimental activities.

_ Under regul.afions._ propb_se_:d in 1989, e){penditiif_es incurred after the point a

product met its basic design speciﬁcaﬁoné nbrmally Wduld not have qualified
as research and experimental expenditﬁres, unless the expenditures related to
modifications in the basic design made to cure significant defects in design or
- - toreduce costs significantly or to achieve significantly enhanced

performance. Proposed Treas. Reg. § 1.174-2(a)(1) (1989). This time-line .
approach was deleted from the definition of research and experimental

- expenditures proposed in March of 1993. Now, under the updated definition
published in final form in 1994:

& - Amounts that a taxpayer spends to discover information that wiil
~eliminate uncertainty concerning the development or improvement of

- a product will qualify if the information already available to the




- taxpayer does not establish (1) the capability or method for developing
or improving the product, or (ii) the appropriate design of the product.
For this purpose, the nature of thc product or improvement and the -
1cve1 of technologlcal advance are not relevant Treas. Reg.

§ 1 174 Z(a)(l)

“b. ~ The cost of testing to:determine whether the design of a product is

- appropriate, in contrast to mere quality control testing, can qualify as
aresearch and experimental expenditure. Treas. Reg.
§ 1.174-2(a)(3)(i) and (4).

At present, the costs of developing computer software (whether or not it is
* - patented or formally copyrighted) can be treated like research and

experimental expenditures. ‘See Revenue Ruling 71-248, 1971-1 Cum. Bull

' ~55; T.R.S. Private Letter Ruling 9551002, dated September 14, 1995. But see

LR.S: Technical Advice Memorandum 9449003, dated August 25, 1994,
where the Internal Revenue Service concluded that the taxpayer had
purchased (not dcchOped) computer software programs for computer games.

Slmllar conclus1ons arc reﬂected in L. R S Fleld Serv1cc Adv1ce 199930016

| dated Apnl 27 1999

" @ . Under a 1969 revenue procedure, a taxpayer who elected to amortize,

* rather than immediately deduct, computer software development costs
could do so over five years from the completion of development or
- over a shorter period where the developed software was shown to
~have a'ahortcr useful life. . Revenue Procedure 69-21, 1969-2 Cum.

Bull. 303.

-b." - However, a taxpayer can now depreciate (under Int. Rev. Code

+§ 167(H)(1)) the cost of depreciable computer software to which the

- tax code provision dealing with the amortization of intangibles (Int.




:
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‘Rev. Code § 197) does not apply. The depreciation period is 36

months from the date the property is placed in service. Thus, the final

" regulations under this provision (Treas. Reg. § 1.167(a)-14(b)}(1))
© . prospectively modify the approach taken in the 1969 revenue

procedure, to permit ataxpayer who develops depreciable computer

software 1n-house to amortize the development costs ratably over a

o "peno dof 36 monthS begmﬂmg wrth fhe month in which the computer

| soﬁware is placed in service. Note that Section 197 does not apply to

selfmcreated c_o_mpu_ter software. See Int. Rev. Code § 197(c)(2) and
©3). o

| _ The 1969 revenue procedure has now been Superseded by Revenue

_.Procedure 2000 50, 2000-2 Cum. Bull. 601 perm1tt1ng a taxpayer

(1) to expense computer software development costs (i) to amortize

_' 'them ratably over 60 months from the completlon of development, or

o (111) to amortrze them ratably over 36 months from the date the

software is placed in service.

Some concern has been expressed about the apphcabﬂlty of the
o ‘:umform capltahzatlon rules of Sectlon 263A to the costs associated
~ with the development of computer software since the regulations
'. .deﬁne tanglble personai property to include “video tapes . . . and other
‘srmllar property embodymg Words 1deas concepts 1mages or
_ '_sounds » Treas Reg § l 263A 2(a)(2)(11) However Treasury
| 'Dec151on 8482 1993- 2 Curn Buil '77 at 81 conﬁrms that so long as

Revenue Procedure 69- 21, supm remains in effect taxpayers will not

- be -reqt_ured'to capitalize computer software development costs. See

also the preamble to Proposed Treas. Reg. § 1.174-2(a)(1), appearing

at 1993-1 Cum. Bull. 904.



. e ’Note that the Internal Revenue Service has now taken the position that

Year 2000 software update costs (i) may generally be treated in the
' . same way as software development expenditures, but (ii) normally
~will not qualify for the research credit. Revenue Procedure 97-50,

-1997-2 Cum. Bull. 525.

) ‘_‘f._ L Note also that the Intemal Revenue Servrce may lreat web site

| _ development costs as 1nehg1‘ole for the spe01al treatment afforded
computer software development costs See BNA Daily Tax Report
No. 222, at G-2 (Nov. 16, 2000).

~ Inthe past, the tax code has perrmtted a taxpayer to claim a research credit.
To av01d a double beneﬁt the deductlon otherw1se allowed for research and
: expenmental expendltures must be reduced by any research credit available

__w1th respect to these expendrtures, unless the taxpayer irrevocably chooses to

reduce the credrt by the taxes deemed saved by not offsetting an amount

| equal to the credlt agamst otherw1se allowable deduct1ons Int. Rev. Code

§ 280C(c).

" Wrth respect to the ab111ty to mcrease the assets of a ontrolled foreign
orporahon by the research and expertmental expendttures that it incurs over
_' | its three most recent taxable years for purposes of detenmmng whether the
| _ passwe forergn mvestrnent company (PFIC) prcv1310ns of the tax code apply
_7 to its U.S. shareholders see Int. Rev Code § 1298(e)(1) added by the
Ommbus Budget Recon01l1atlon Act of 1993 as well as the discussion of this

prov1s1on later in thls outlme

Allocatmg Research and Expenmental Expenditures Between Domestic and Foreign

Act1v1t1es

- Since a domestic taxpayer with foreign source income may be taxed both in

the United States and abroad on that income, the tax code permits a domestic

10




taxpayer to reduce his or its U.S. tax liability to reflect the income taxes (but .

-not, for example, any value-added taxes) that the taxpayer pays abroad.

a. N A domestle taxpayer elther may deduct deduct for U.S. tax purposes the
_income taxes that the taxpayer pays abroad (Int. Rev. Code § 164(a))
) _'or subj ect to many hmrtatlons, may credit credit these {axes against his or
- its regular U.S. tax 11ab111ty (Int Rev Code § 27). See Int. Rev. Code

§ 59(a) dealing W1th the alternative minimum tax foreign tax credit.

“ b .. If a taxpayer chooses the creth instead of the deduction, the credit for
| forelgn taxes pald on income of the same kmd —i.e., which falls
| within a partlcular forelgn tax credrt basket — cannot exceed that
proportlon of the taxpayer s total U S tax liability, which the _
_. taxpayer s taxable i income from sourees outside the United States
N w1th1n that forelgn tax cred1t basket bears to the taxpayer’s entire
i taxable 1ncome for the same year Int Rev Code § 904(a) and (d).
_. Herrce, the taxpayer _r_nust determine the source of the items of gross
'_ _ i_n.come. and of the de(iuetions shown on the taxpayer’s U.S. tax return,
| _ ira order to determine the source ._of the taxable income shown on the
'. return. _ Wlth respeet to the .forei_gn tax credit basket to which patent
royalty income belongs, see American Air Liquide, Inc. V.

.. Commissioner, 116 T.C. 23 (2001).

_If a taxpayer Wrth forergn 0perat1ons elects the foreign tax credit and also
| elects to deduct researeh and experrmental expendtture these expenditures
i must be apportloned between the taxpayer’s U.S. and foreign source income
within the clasé of gross income to Whieh the taxpayer’s product research

activities are related. The allocation rules now in effect have a long history.

a ' A'fter.years of uncertainty, alloc'ationlrules (Int. Rev. Code § 864(f))

| - were added to the taxkcode by the Revenue Reconciliation Act of

11




1989, These rules superseded that portion of Treas. Reg. § 1.861-8
(promulgated in 1977) dealing with the allocation of research and
- experimental expenditur'es but only with respect to a taxpayer’s first
two taxable years begmrnng after August 1 1989 and during the first
_. .. su( months ofa taxpayer s ﬁrst taxable year beginning after August 1,
1991, Tnt. Rev. Code § 864(f)(5), as amended by the Revenue
= Reconc1hat1_on Act 0f 1990 and the T_ax Extension Act of 1991,

b.  Thereafter, effecﬁve Fune 23, 1992, the Internal Revenue Service
‘. announced that 1t would not requlre a taxpayer to apply Treas. Reg.
| § 1. 861 8(e)(3) dunng the last. six months of the taxpayer’s first
taxable year ‘oegmmng after August 1, 1991 and during the
1mrned1ately followmg taxabIe year provrded that the taxpayer used a
__ prescrrbed transmonal method of aIlocatlon based upon the expired
y , tax code provrsron (Revenue Procedure 92-56, 1992-2 Cum. Bull.
| 409) The Ornmbus Budget Reconcrhatlon Act 0of 1993 reinstated
_ | Sectron 864(f) but onIy fora taxpayer s first taxable year (beginning
| oon or before August 1, 1994) followrng the last taxable year to which
| :Revenue Procedure 92 56 could have apphed See L.R.S. Field -
| Servme Adv1ce 199918027, dated May 7, 1999. '

c. To date, Section 864(f) has not been extended, although the
_ Admrmstratron has in the past supported a revenue-neutrai extension
o of this prov1s10n Thus, Treas Reg. § 1 861 8(e)(3) apphes in taxable
years begmnmg after August 1, 1994, However proposed changes m
-' .. this regulatron Were pubhshed in the F ederal Regzsz‘er on May 24,

E 1995 and have s1nce taken effect

Pursuant to the regulations now in effect (Treas. Reg. '§ 1.861-17, generally
applicable in taxable years beginning after 1995), which are based in part on
the Treasury Department’s study entitled The Relationship Between U.S.

12
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‘Research and Development and Foreign Income, a study that was issued on

‘May 19, 1995:

a.s -Expenditures made solely to satisfy the legal requirements of a
- “governmental entity with respect to the improvement or marketing of
- products or processes are allocable to the geographic area within
- which the test results are reasonably expected to generate allbuta -

 de minimis amount of gross income.

_ ‘_. b. . Under the sates ntethctt a taxpa};er may apportion 50% of the
' ._ taxpayer’s other research expendltures to U.S. (or foreign) source
. mcome 1f over. 50% of the taxpayer’s research activities are conducted
| ~ inthe US. (or abroad) and the balance of the expenditures must then

..~ be apportioned based on sales

c. Alternatively, a taxpayer can choose the optional gross incoms
- methods of apportlonment pursuant to which 25% of the taxpayer’s

o other research expendltures must generally be appcrtroned to U.S. (or

. ;fore1gn) source mcome if the over-SO% test is met.

- d. " Either method chosen by'a taxpayer must remain in effect for at least

©five taxable years

4. For a case applying the_ reg_ulati_on as in effect for 1978 thrcugh 1981, see The
Perkin-Elmer Corporation v. Commissioner, 103 T.C. 464 (1994). See also
Intel Corp. v. Commissioner, 67 F.3d 1445 (9th Cir. 1995). With respect to
- the use of thesame method of allocation for all purposes, see LR.S. Field
Setvice Advice 200207012, dated November 13, 2001.

C. Credit for Increasin;z Research Activities.

-.1. Inthe past, taxpayers mcreasmg thelr research act1v1t1es durmg the current

year or undertaking basic research have been able to offset their tax liability

13




by the research credit available under the tax code with respect to certain

qualifying expenditures. - Int. Rev. Code § 41 (formerly § 44F, and then § 30).

~-a.  The research credit, after having been extended in 1991 to cover
amounts paid or incurred through June 30, 1992, expired in 1992; was
©.. temporarily reinstated by the Omnibus Budget Reconciliation Act of
1993 to cover amounts paid or incurred through June 30, 1995; was -
subsequently reinstated by the Small Business Job Protection Act of
_ 1996 to cover only amounts pa1d or incurred after June 30, 1996, but
; on or before May 31, 1997 was extended once agam by the Taxpayer
Rehef Act of 1997 to cover expendltures pald or incurred from
| June 1 1997 through June 30, 1998 and was extended by the Tax and
" Trade Relief Extensmn Act of 1998 for yet another year, {o cover
expenditures pald or 1_ncurred from July 1, 1998 through June 30,
1999. .. .

| b | .Leg1s1at10n enacted in 1999 extended the research credit again, but

B :thIS tlme for a longer perlod oftime. Ehglble expenditures now

: mclude those pald or 1ncur1’ed from July 1, 1999 through June 30,

.. 2004, For a discussion of the impact of the credit suspension periods
included in the 1999 legislation, see IRS Notice 2001-2, dated
January 8, 2001, 2001-2 Int. Rev. Bull. 265, and LR.S. Notice

2001-29, 2001-29_' Int: Rev. Bull. 989

¢ - . President Bush proposed a permanent extension of the credit, which
... was included in the Senate amendment to the Economic Growth and
-~ Tax Relief Reconciliation Act of 2001 (HL.R. 1836) but dropped in

conference,

There are two components to the research credit. The first is an incremental

.c“r'éd'.it,' 'e.qu'al under the general rule to 20% of a taxpayer’s qualified research

14 -
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-expenditures above a base amount, which reflects that portion of the
taxpayer’s average gross receipts over the past four years deemed to have

- been spent on qualified research,

A -The Omnibus BudgetReconciliation Act of 1993 added a special

- - provision dealing with the base amount for start-up companies (Int.
~Rev..Code § 41(c)(3)(B), effective in taxable years beginning after .
1993), which was liberalized by the 199_6 l,eglislation.

b. In any event however there isa mlmmum base amount and because
of the mrmmurn the 1ncrernenta1 credlt under the generat rule can
3 _equal no more than 10% ofa taxpayer s quahﬁed research

| i'expendltures for the current yea:r

" Thére is also an elective alternative incremental credit, added by the 1996

" legislation (Int. Rev. Code §41(c)(4)) and subsequently liberalized, consisting
of the sum of three amounts, all based upon the amount by which a
taxpayer’s current qualified research expenditures exceed a defined portion of
p the taxpayer s average gross recerpts over the pr1or four years (Y). See

'_ Treas Reg §1.41- 8 (ﬁnahzed and suspended as noted below) indicating

‘ that the alternatrve mcremental credit must be eIected on Form 6765, Credit

for Increasmg Research Act1v1t1es

a. The taxpayer must first compute three amounts -- (i) 1% of Y,
(i) 1.5% of Y, and (iii) 2% of Y. -

. b.  Then the taxpayer must determine the extent to which the taxpayer’s
. current qualified research expenditures exceed (i) but not (i) (Amount

A), (i) but not (iii) (Amount B), and (iif) (Amount C).

'c. The alternative credit now equals 2.65% of A, 3.2% of B, and 3.75%

of C; and ani‘election to use it may be revoked in subsequent years

15




- only with the consent of the Internal Revenue Service. See LR.S.

~ . Private Letter Ruling 200019003, dated February 2, 2000.

Certain basic requirements must be met before either the traditional or the

© * alternative incremental research credit may be.claimed. Proposed regulations

" " regarding these requirements were issued by the Internal Revenue Service at

i the'end of 1998 and were published in the Federal Register in final form on

January 3, 2001. However, the Bush Administration postponed their

~ effective date. See LR.S. Notice 2001 19, 2001 10 Int. Rev. Bull. 784,
_mdxcatmg that any changes would be set forth in proposed regulatlons and
that the regulaﬁons (other than the prov1s1ons deallng with internal use

E soﬂware) would in no event take effect before completlon of their review.
New proposed regulatlons were pubhshed in the Federal Register on

December 26, 2001, .and will apply in taxable years ending on or after they

-, -are finalized, subject to the general post-1985 effective date for the internal

software rules discussed below. However, taxpayers may choose to rely on

. the proposed regulations before they are finalized.

a Qualiﬁed researeh expenses are a prereq.ui‘sit'eﬁ ‘Eiigible expenditures
o '._mclude 1n—house wages attrlbutable to research activities and supplies
‘used in research and 65% (or 75% m the case of payments toa
‘qualified research consortlum) of amounts paid for contract resecarch
- conducted on the taxpayer’s behalf in cases where the taxpayer must
bear the costs even if the research efforts are unsuccessful. . See Treas.
Reg. § 1.41-2(¢) and Int. Rev. Code §41(b)(3)(C), added by the Small
" Business Job Protection Act of 1996. The Internal Revenue Service
has proposed a Coordinated Issuc Paper addressing whether or not
- qualifying wages include coritributions made to a 401(k) plan. See
BNA Daily Tax Report No. 75, at L-1 (April 20, 1999). With respect

- to the treatment of compensation income associated with the exercise
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- of stock options, see Sun Microsystems v. Commissioner, T.C. Memo

1995-69.

Qualified research must also be in{rol__ved.__ See a proposed
- Coofdinated Issue Paper addressing whether the redesign of a kitchen
toaster involvesl qualified r_eeear_ch, reprinted in BNA Daily Tax Report
No. 145, at -1 (July 29, 1999). Among other things, the research
- must be undertaken before commercial producﬁon begins for the
‘purpose of discovering technological information, the application of
‘which is intended to be useful in the development of a new or
improved business component, and the research cannot be conducted
- outside the United States, Puerto Rico or any United States
‘possession. See Int, Rev. Code § 41(d). The standards set forth in the
final but subsequenﬂy withdrawn January 3, 2001 regulations and, in
paﬁi:cular, the requirecment that the research be undertaken to obtain
| knowledge exceediﬁg; expanding or refining “‘the common knowledge
of skilled professionals ina particular field of science or engineering”
:were cnt1c1zed See Treas Reg. § 1 41-4(a)(2) (7) (Jan. 3, 2001).
“The new proposed regulauons {(Proposed Treas. Reg § 1.41-4(a)(3))

drop the so-called discovery test and rely instead on the discovery

+ principles under Section 174.

in addition, the research c.annot be funded by another person, such as
the federal government The old regulatlons provide that funding for
| thlS purpose will occur (1) when a thlrd party contractually agrees to
fund the research even t_hengh it may th be successful, (i1) if the
~_person performing the reeearch for anofher retains no substantial
_rights. in the results of the reeearch, and (ii_i) to the extent a researcher
| _ ._Wh_-o retains substantial rlghts in'_.the reenlfs of the research is
reimbursed for the researeh ex?en_ses ineﬁTed. Treas. Reg.

- § 1.41-5(d), .appl.icabie in taxable years beginning before 1986,
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redesignated as Treas. Reg. § 1.41-4A(d) in the new proposed
regulations. See Lockheed Martin Corp. v. United States, 210 F. 2d
1366 (Fed. Cir. 2000), aff’g in part and rev’g in part 42 Fed. Cl. 485

| (1998) dealmg with expenses incurred in 1982 through 1988 by a

' corporatlon that was deemed to have retained substantlal rlghts in the

" research it performed

d. ' The Internal Revenue Service has treated resecarch as having been
- finded where payment by the third party was expected and Iikely to
- be made.  See Fairchild Industries, Inc. v. United States, 30 Fed. Cl.

- 839 (Ct. CL: 1994), rev’d, 71 F.3d 868 (F. Cir. 1995), where the
government’s position was rejected on appeal, and LR.S. Technical |
Advice Memorandum 9410007, dated November 30, 1993. With
respect to research funded by a.member of the same controlled group

* (and hence not viewed as funded research), see I.R.S. Technical

« Advice Memorandum 8643006, dated July 23, 1986.

_ Not. all expenses to Whieh the research. and .expe'rimenta,l provisions of
h _ Sect1on 174 apply quahfy for the mcremental credit. See Int. Rev. Code
_§ 41(d)(1)(A)

a. For example, a taxpayer who has not begun trade or business
operauons may be unable to claim the incremental credit, but research
| expendltures 1ncurred n connecuon with a start—up business venture

are generally deductlble See Tnt. Rev. Code § 41{b)(1) and (4); Snow

I_ ‘ | V. Commzsszoner 416 U.S. 500 (1974) Scoggms 2 Commzsszoner

” I_ 46 F.3d 950 (Sth Cir. 1995). Compare, however, LR.S. Technical

 Advice Memorandum 9604004, dated October 17, 1995, and LDL

Research &.:D"e.velo‘pmént If Ltd. v. Commissioner, 124 F.3d 1338

| (10th Cir. 1997) in Wthh the requlslte trade or business standard

under Int Rev Code §174 was found not to have been met.
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- Similarly, prodﬁct development costs may not qualify for the
' incremental credit but may constitute qualified research or
" experimental expenditures under Section 174. See H.R. Rep.
No. 103-213, 103rd Cong., 1st Sess. 522 (1993); LR.S. Technical

Advice Memorandum 9522001, dated December 21, 1994; Proposed

Treas. Reg. § 1.41-4(b)(i).

. VT_he Internal Revenue Ser\}ice has tak:en_fhs position that wages paid

to employees of an in-house patent. de_;ﬁartment do not qualify for the

- incremental credit, even though they are eligible research or

- _;cxpex_jiﬁ_l_ental expenditures under Section 174. See LR.S. Field

Service Advice 200131007, dated April 23, 2001.

. In addition, the 1ncrementa1 credit is not generally avaﬂable with
respect to rescarch undertaken to develop computer software (for

- example, accounting control soﬂware) primarily for the taxpayer’s

own internal use in an activity that does not con_stii:ute qualified

research or a production process developed through qualified

" research. See Int. Rev. Code § 41(d)(4)(E); LR.S. Notice 8712,
-1987-1 Cum. Bull. 432; the government’s internal use software audit

* plan published in BNA Daily Tax Report No. 145, at L-1 (July 29,

1996); 84 Tax Notes 1375 (Sept. 6, 1999), referring to an ISP

| Coordinated_ Issue Péper dealing with commercial software packages;

Uni’ted Stationers fnc v. United States, 9:8213 Supp. 1279 (N.D. 1.

1997) affd 163 F 3d 440 (7th Cir. 1998) cert. denied, June 21,
B 1999 Tax and Accountmg Software Corp v. United States,
111F. Supp. 2d 1153 (N. D Okla 2000) chor Inc. v. United States,

116 F. Supp. 2d 1028 (E.D. Wxs. 2000), and Norwest Corp. v.
Comymissioner, 110 T.C. 454 (1998). See also Revenue
Procedure 97-50, 1997-2 Cum. Bull. 525, generally precluding a

research credit for year 2000 costs.
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© - e..-. - Under-proposed regulations published in.the Federal Register on

January 2, 1997, however, the incremental credit was made available
-with respect to- internal-use software that _is innovative and not
--.commercially available for use by the taxpayer, and the development
of which involves significant economic risk. Proposed Treas. Reg.
§ 1.41-4(e)(5) (Jan. 2, 1997).- The current proposed regulations
“include this provision, as well as a'proi/isiOn making the credit
avaifabslre with respec't to the cost of soﬁware developed for use in
provzdrng computer serV1ces PrOposed Treas Reg. §1.41-4(c)(6).
The exceptron in the final but subsequently withdrawn January 3,
' 2001 regulatrons for costs assomated w1th making certain non-

) computer services avaxlable to customers has been deleted.

© The second 'component o'f the research credit is available only to corporations
| that pursuant toa wntten agreement make cash grants to a qualified
'educatlonal 1nst1tut1on or scmntlﬁc orgamzatron for basic research that has no

spec1ﬁc commermal Ob_} ective.

<2 -a. - The credit is equal t0 20% of gualifying expenditures above a floor,
- adjusted upwards where the corporation’s non-research giving to

_educational institutions goes down from prior periods.

b :_‘ 7 The basw research credrt can be more advantageous than the -
N 1nc1'emental credlt for orgamzatrons m exrstence for at least one year
~ -inthe three -year penod endmg jl.lSt before their first taxable year
" .begmnmg after 1983 because for them the minimum basic research
___K_amount need not equal at least 5 0% of the basic research payments for

'. _the current year |
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“c. *+ " Also, the basic research credit is generally more advantageous

‘because the contract research payments that can be taken into account

" . are not limited to 65% or 75%. ..

d. | With respect Ito the treatment of researeh grants made to a tax-exempt
recipient, see Int. Rev. Code § 512(b)(8), that excludes from the-
| - -unrelated- busrness taxable income of a college, university, or hospital
' llncome derlved from research not 1nctdent to commerc1al or
_ 1ndustr1a1 operatrens, performed for another person. See also
| Revenue Procedure 97- 14, 1997-1 Cum. Bull. 634, discussing the
.' ::crrcumstances under whlch a research agreement can result in private
busmess use under Int. Rev Code § 141(b) and preelude a fax-exempt
- organization from issuing tax—exempt bonds to fund its research

facilities.

_ Both components of the research credit will reduce a'taxpayer’s deduction for

| 'research and expenmental expendrtures unless the taxpayer irrevocably elects

to reduce the credlt by the taxes deemed saved by not offsetting an amount

" _equal to the credrt aga;lnst the otherw13e allowable deductions. Int. Rev. Code -

§ 280C(c).

With respect o the research credit, see generally the Internal Revenue

| Serv1ce s MSSP Audzt Teclmzque Guide for Computers Electronics, High
N T ech Indusrry, pubhshed in BNA Daily Tax Report No. 167, at L-1 (Aug. 28,
‘ 1998) dlscussmg the tax treatment of research and development costs. See

also the proposed amendments to Treas. Reg §1. 41-8 (redesignated as

§1 41 6 by the December 26, 2001 propesed regulatlons) dealing with the

| -computatmn of the research credit available to members of a controlled group

. of.corporations. - .
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9. . - For the credit available for expenses incurred before 1995 and after June 30, |
1996 in the clinical testing of drugs intended to combat rare diseases, see Int. .
Rev. Code §45C (formerly § 28). A permanent extension of this credit was
included in the Taxpayer Relief Act of 1997.

D. "+ Copyright Expenditures. -«

1. ,The costs that a taxpayer 1ncurs to copyrlght matenal produced by oron
| I_ L | behalf of the taxpayer are generally eapltal in nature and hence are not
| L currently deductlble Treas. Reg § 1. 263(a) 2(b) Moreover, Section 197,
deallng w1th the amortlzauon of 1ntang1b1es does apply to the costs
.;. assomated with a self-created (m the trad1t1ona1 sense) copyright. See Int.
Rev Code § 197(0)(2) and (e)(4)(C)

2. However, if the copyright is used in the taxpayer’s trade or business or
 income-producing activity, and these costs are neither deducted as research
| K and experlmental expend1tures under Sectron 174 nor subJ ect to the uniform
- cap1ta11zat10n provrsmns of Section 263A 1t appears that they can be
: deprec1ated over the useful 11fe of the copyrlght See Int Rev. Code
§ 167(H)(2), that apphes o copynghts and LR.S. Technlcal Advice
Memorandum 9326043, dated April 2, 1993,

) a. : :The regulatlons under Int. ReV Code § 167(f)(2) (Treas Reg
o § L 167(a) 14(c)(4)) support the avarlablhty of deprec1at10n under the
circumstances. Cf. LR. S. Private Letter Rulmg 9549023, dated
_\_ :September 8, 1995, in Whlch the Internal Revenue Service declined to
rule on the avarlablhty ofa depre01at10n deductlon, noting an open

, regul_atrons‘ project on the amortization of copyrlghts. _

b. - The regulations expressly recognize the straight-line method of
depreciation over a copyright’s remaining useful life, as well as the

income forecast method, consistent with the fact that
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“:-Section 167(g)(6), added by the Taxpayer Relief Act of 1997,
expressly permits the use of the income forecast method with respect
to copyrights (as well as patents and other property specified by
regulation). See Treas. Reg. § 1.167.(e:).—6(a); Treee."Reg.

.8 1.167(&)—14(0)(4)' Revenue Ruling 89-62, 1989-1 Cum. Bull. 78;

- LR.S. Technical Advice Memorandum 8501006, dated September 24,

1984).

- ¢.. - Nevertheless, the effect of the Copyright Act of 1976 has been to
... extend the depreciation period beyond one that is useful for tax
.purposes_where-the taxpayer is unable to establish a shortei' useful
life. See Revenue Ruling 73-395, 1973-2 Cum. Bull. 86. Prior to
1998, the copyright of a work created after 1977 extended for the life
of the author plus 50 years, or, in the case of a work for hire, for
75 years from the year of first publication or, if sooner, 100 years
" from the year of creation. The Sony Bono Copyright Term Extension
Act, enacted in 1998, replaced 50, 75 and 100 years with 70, 95 and

120 yea:rs, respectlvely

3. The regulations provide that if a copyright becomes worthless in a year
 before it expires, the taxpayer can deduct the unrecovered costs in that year.
Treas. Reg. § 1.167(a)-6(a); Treas. Reg, § 1.167(a)-14(c)(4). If the copyright
' is abandoned, the taxpayer mayalso be able to write off the unrecovered
" Gosts when the abandonment occurs. See Revenue Ruling 73-395, supra; Int.

" Rev. Code § 1234A as amended by the Taxpayer Relief Act of 1997,

4, Note also that the so-called uniform capitalization provisions now general_ly
apply to amounts spent to secure and produce a copyright for a film, sound
" recording, videotape, book; or the like; and when these rules apply, a

: taxpayer will be feQuifed to add these amounts to the cost of producing the
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~+ film or such other property. See Int. Rev. Code § 263A(b) and (h); Treas.
' Reg. § 1.263A-2(a)(2)(i). -

E. Trade_mark Ekpendiﬁlres. _ |

S

=Ca‘pi'tal éﬁ(péﬁditures connected with the development and registration of a

trademark are treated différently from research and experimental

' 'eXpend‘itu'res.

‘Since 1986, it has not been possible to amortize trademark expenditures over
a period of 60 months or more. Section 177 (that dealt with any capital

expenditure directly connected with'the acquisition, protection, expansion,

- ‘registratidn,. or defense of a trademark not acquired by purchase, either
R separately or as part of a busiriésé) was repealed by the Tax Reform Act of

- The repeal of Section 177 left the tax code provision (Section 167(r)) stating

- that trademark _expen._diturc_s (apparently however acquired) were not

depreciable, which itself was repealed by the,Revenue'Reconciliation Actof

1989.

.. Thus, afier the 1989 1egiél_ation, trademark expenditures with a limited useful

life became depreciable. ?resumably,_Congress felt that_ this change in the

 law would'not provide a significant tax benefit because that portion of the

‘House Report dealing with the _repé__al of Section 167(r) states that “[i]t is
- expected that no deduction will be allowed . . . for any amount that 1s

payment for an asset with an indeterminate useful life.” H.R. Rep. No.

" 101-247, 101st Cong., 1st Sess. 1350 (1989). - =

The Omnibus Budget Reconciliation Act of 1993 has changed the rules once

- again. ‘A taxpayer who develops a trademark hel'd in connection with the

conduct of a trade or business or an income-producihg activity will now be
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able-to amortize his or its trademark expenditures over a period of 15 years,
See Int. Rev. Code § 197(c)(2) and (d)(1)(F); Treas.:
Reg § LI97-2(0))G)(A).

L . Licensing Propergg from a Thll‘d Pargv_

A. Instead of developmg 1nte11ectual property, a taxpayer may decide to license
~ intellectual property rights from a th1rd party in exchange for royaltles payable
~ periodically.

1. In theory, it would seem, royalty payments should be treated just like rent —
i.e., they should be deductible currently as an ordinary and necessary

business expense, when paid or accrued.

"2, The actual tax conseqliences of a royalty arranigement, however, will depend
| '- up'on.the nature of the intellectual property involved and upon whether or not
a sale is deemed to have occurred, a subject that is discussed later in this
outline. See also Revenue Ruling 81-178, 1981-2'Cum. Bull 135,

. :dlstmgulshmg royalties from compensation for serv1ces rendered, and Speer

2 Commzsszoner T.C. Memo 1996 323 111 whlch the government sought to

- characterize license payments asa constructlve d1v1dend

"7 3. Note that even if there is also an up-front, lump sum payment, the transaction

can be characterized as a license rather than a sale for tax purposes.

B.  Ifa taxﬁayer takes"a non-exclusive license under a patént or secures a non-exclusive
“hcense touseac gy_r;_ ght or know- how, the taxpayer will not be deemed to have
a purchased an asset However the ability of the taxpayer to deduct any annual
royalty payments currently as an ordlnary and necessary business expense is
impacted by Section 197 and the regulations recently finalized thereunder (discussed

,;.b_elow). | . R

25..




- Although the House Report on the Omnibus Budget Reconciliation Act of

1993 (H.R. Rep. No. 103-111, 103rd Cong., 1st Sess. 761) indicates that
Section 197 was generally not intended to apply to amounts that were not
required to be capitalized under prior law, as a general rule, Section 197

applies to any right to use an intangible that, if acquired outright, would have

- been covered by Section 197.. See Treas. Regs. § 1.197-2(b)(11).

* Unless an exception applies, a taxpayer who licenses certain intellectual

property will be unable to deduct the license fees on esSenfi}illy a pay-as-you

- .80 basis. There are three exceptions in thc_ final regulations, one developed

- . pursuant to Section 197(e)}(4)D). - .

B

- a In general, the first exception covers licenses of know-how (or certain

- other intangibles) entered into in the ordinary course of business and
‘not as part of the acquisition of a trade or business. Typically these
. licenses cannot exceed 15 years in duration.. Treés. Reg. § 1.197-

2(c)(13).

b, Asecond exc{épfidn covers a license rlélﬁti'ng' to a patent, copyright,

" 'know-how, or similar property, so long as the license fecs are
arm’s-length in amount and the license does not involve a transfer of
- all, or an undivided interest in all, substantial rights to the underlying

- . property. Treas. Reg. § 1-.19__’_7-2(t)(3)(i_i)_1 S

c. A final exception covers licenses unconnected with the purchase of a

_trade or business, so long as the license itself is not deemed to involve
- asale or exchange. Treas. Reg. § 1.197-2(f)(3)(ii}). See LR.S. .
- Private Letter Ruling 200137013, ,date_d June 8, 2001.

As a result of these exceptions, all fees paid by a taxpayer who takes a non-

exclusive license under a patent or secures a non-exclusive license to use a

copyright or know-how should continue to be deductible on an cssentially -
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- pay-as-you go basis. The actual timing of a deduction may depend upon the
taxpayer’s method of accounting. -Se¢ Treas. Reg. § 1.167(2)-14(c)(2) and
Treas. Reg. § 1.197-2(a)(3).

-4, - However, if the consideration due consists in wholeor in part of an up-front
lump-sum payment, the taxpayer will presumably be _tfequired to amortize the
..payment ratably.over the term of the license, See L.R.S. Field Service Advice
199941018, dated July 12 1999, dealing with the amomzatmn of the value of

stock warrants granted to a hcensor of technology

5. = Also under appropriate circumstances, the taxpayer may be required to add
each annual royalty payment to the cost of the asset, in the productxon of
| _' .'whtch the patent copynght or know-how is used See Treas.
- *:Reg § 1. 263A 1(e)(3)(11)(U) and the chscussmn below relating to trademarks.
” 'thh respect to the cap1ta11zat1on of patent royalty payments and their

o mclusnon in endmg 1nventory, see Plasz‘lc Engmeermg & Technical Services,

Inc T.C. Memo 2001-324,

C. .. A taxpayer who licenses computer software on a non-exclusive basis for use in a

- - trade or business must today also focus upon'the itnpact of Section 197.

1. Inthe past, a.taxpayer who licensed oomputer software on a non-exclusive
basis for use in a trade or business was able to deduct the lease payments
- currently under Treas. Reg. § 1.162-11, dealing with rental payments. See

Revenue Procedure 69-21, supra.

2. The regulations under Section 167 recognize this provision (Treas. Reg.
§ 1.167(2)-14(b)(2)), so that a taxpayer who licenses computer sofiware on a
‘non-exclusive basis for use in a trade or business or an income-producing
" activity will typically be treated just like a business lessee for tax purposes if
" the consideration is payable in the form of an annual royalty, provided that

" the computer software, if purchased outright, would not have been
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amortiiable only under Section 197 (see the discussion below). This

* approach is reflected-in Revenue Procedure 2000-50, supra.

3, On the other hand, if the consideratien under the same circumstances consists
- of a single up-front lump-sum payment, it appears that under the regulations
* the taxpayer will be required to amortize the payment ratably a period of 36
~ ‘months. See Treas. ch- § 1_-1_6_7(3)-,14(13)(1)-_ S

If the hcense relates to a trademark a relatlvely complex set of rules in the tax code
will apply 1nstead Significant changes were made in these rules in 1989. Int. Rev.

- Code § 1253, as amended by the Revenue Reconciliation Ac_t-_,of 1989.

1. | A taxpayer who enters into a 11cense to use a trademark that 1s not treated as a
~ sale for tax purposes (see Int. Rev. Code § 1253(3) and (b)(2) discussed later
_ -; n thls outline) will be able to deduct hIS or its royalty payments currently as
_. o an ordmary and necessary busmess expense 1f the royalty payments made

under the trademark license:

a. Are contingent on the productivity, use, or disposition of the

. trademark;

~ b..  Arepayable at least annually throughout the term of the transfer

agreement; and
¢. Aresubstantially equal in‘amount or pa'yable under a fixed formula.

Int. Rev. Code § 1253(d)(1) as amended by the Revenue Reconciliation Act
of 1989, o o

20 Prior to the Omnibl_l_s Budget Reconciliation Act of 1993, different rules
- applied to all other non-exclusive licenses. Lump sum payments of up to
$100,000 were amortizable oyer no more tharl 10 years; a series of

. substantially equal payments made m discharge of a lump sum totaling no
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. more than $100,000, if payable over more than 10 years or the term of the
- license agreement, were deductible when paid; certain other amounts were
. -amortizable at the taxpayer’s_election over a period of 25 years; and
- otherwise, the taxpayer was required to capitalize the royalty payments and
| : Was..able to depreciate them over the useful life of the acquired property if a

- limited life was ascertainable. Int. Rev. Code § 1253(d)(2) and (3), as in

- effect after the Revenue Reconciliation Act of 1989 and before the Omnibus ~

Budget Reconciliation Act of 1993, For a case decided under the law as in
effect in 1982 and 1983, see Nabzsco Brands Ine. v. Commissioner, T.C.
Memo 1995 127 o o :

3 The 1993 budget Ieglslahon greatly s1mphﬁed the provisions of
.- Section 1253, All payments, other than those to which the provisions of
Section 1253(d)(1) apply, must now be capitalized (Int. Rev. Code
§ 1253(d}(2) as now in effect), and the capitalized amount can be amortized
over apenod of 15 years. Sec Int. Rev. Code § 197(0)(2) {(d)}(1)(F), and
- (1)(4)(0) Treas. Reg § 197-2(b)(10) =

“'a. This provision applics, for example, to the cost of renewing a license

" to use a trademark. See Int. Rev. Code § 197(H(4)(B).

b. - Although the statute states that, to the extent provided by regulation,
-~ Section 197 will not apply to any right acquired, other thaﬁ in
connection with the acquisition of a trade or business, under a
contract that has a fixed duration of less than 15 years (Int. Rev. Code
B § 197()(4)(D)), the final reguletiens do not extend this exception to a
trademark license that .e)':ctends' .f.or less than 15 yeﬁrs. Treas. Reg.

§ 1.197-2(c)(13)(D)(B).

4. Note, however, that, in genéral, under the uniform capitalization provisions

of Section 263 A, a taxpayer who produces tangible personal property or'a_
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- taxpayer with significant gross receipts who acquires property for resale must

. cépitalize (as part of the cost of the property) all direct and indirect costs
“associated with the production or acquisition of the property. Int. Rev.. Code

. § 263A(a) and {(b)(2). Indirect costs include the fees incurred to secure the

“right to use a trademark associated with pr’opei‘ty produced or acquii‘ed for
‘resale. Treas. Reg.'§ 1.263A-1(e)(3)(ii)(U). Presumably, any such fee will,

710 the extent currently deductible under Section 125 3(d)(1) or 197, be subject
to the provisions of Section 263A. R

Like a taxpayer With foreign source income who incurs research and experimental
expendifures, a non-exclusive licensee with both. fdreigg and domestic operations
must determine the source of the licensee’s royalty payments, in order to. determine
the forelgn fax credit avaxlable to offset his-orits U.S. tax hablhty (see the discussion

‘above).

- 1. .. Here, there are no special rul\e.s.. Instead, the licpt__lsee .m-ust seck guidance
| under the general tax code provision pursuant to Which,ﬂ_in general, expenses
and deductions must be apportioned first to the itérﬁs of gfoss income to
- which they relate, and then, to the extent a definite allocation cannot be
.. made, ratably among all iterﬁs_of _:gf(éSS;income. _‘ Expenses and deductions
alldcatéd to gross income deemed to be. sburced abroad will reduce foreign
-~ source income, and, conversely, expenses and- deductions allocated to gross
" income deemed to be sourced in the United States'will reduce US source
income.- Int. Rev. Code §§ 861(b), 862(b), and 863(a) and (b).

2. . Fo:r certain rules allocaﬁng‘deductio_n_s, see Treas. Reg. § 1.861-8 and
- Temporary Treas. Reg. § 1.861-8T. -

3. For provisions to be applied when detenniﬁing the source of the deductions

.. claimed by any member of an affiliated group, see Int. Rev. Code § 864(e).
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~F... A non-exclusive licensee who is not deemed to have purchased intellectual property -

~ and who makes royalty payments to a non-resident alien individual, a foreign

corporation, or a foreign partnership must determine whether U.S. taxes are required

" tobe withheld from each payment. =

1. . . If the payments constitute a royalty for the use of, or.the privilege of using, a
./ -patent;,.copyright (see Revenue Ruling 72-232, 1972-1 Cum. Bull. 276),
~secret process and formula, or trademark in the United States (see Int. Rev.
Code §§ 861(a)(4), 871(a)(1)(A), and.881(a)(1)}, withholding at the statutory
rate of 30% or at the lower treaty rate will be required (see Int. Rev. Code
8§ 1441 and 1442; SDI Netherlands B.V. v. Commissioner, 107 T.C. 161
” '(1996)) unless the payments are effectively connected with the licensor’s
conduct of a trade or business in the Usiited States and are thereby includable
in the recipient’é U.S. tax base under Section 871(b) or 882(a) (see Int. Rev.
.- Code § 864(c)(2)).

2. Note that under most_t'reﬁties to-which the United States is 2 party,

royalties will be taxed at less than 30% unless the limitation-on-

-benefits article precludes use of the lower rate (see LR.S. Publication

.-901, U.S. Tax Treaties).

'b.  Note also that for withholding tax purposes, the right to use know-
. how has been described as being not materially different from the
- right to use a trademark or secret process and formula. Revenue

_ Ruling 55-17, 1955-1 Cum. Bull. 388..

- ¢, . Fora general discussion of the withholding requirements, scc the
preambles to the final regulations under Int. Rev. Code §§ 1441 and
1442 published in the Federal Register on October 14, 1997 and the
amendments thereto pﬁblished in the Federal Register on May 22,
2000. As stated in L.R.S. Notice 99-25, 1999—2_0‘ Int. Rev. Bull. 75,
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these regulations will take effect with respect to payments made after
2000.

If the payments constitute a royalty for the use of, or the ﬁri\'/il.ege of using, a
patent, copyright, secret process and formula, or trademark outside the United

- States (see Int. Rev. Code § 862(a)(4)), withholding will not be required,

- although the recipient may be taxed on the payments in the United States if

-+ "'he or it maintains a fixed place of business within the United States. See Int.

* Rev. Code § 864(c)(4XB)().

Also_,_tp_ the extent any p_ayn_i_ents are found to :repres:ent _eempensation for

_ _Sefvices rendered no withholding will .be. required if tlee services were
| _ :performed out31de of thc Umted States Revenue Ruhng 55-17, supra See
Miller v. Commzsszoner T. C Memo 1997 134.

a With respect to the source of compeﬁsation income generally, see Int.
Rev. Code § 861(a)(3). See also Int, Rev. Code § 7701(b), defining

the term “nonresident alien.”

b.~  In addition, treaties typically include special rules discussing the
extent to which a treaty partner may tax cempensation earned within
its jurisdiction. See, for example, Article XV of the U.S.-Canada

income tax treaty.

B the finally that some have argued that sh'rink-'Wrapped computer software
licensed to retail conisumers who have no right to reproduce the software
- should not be deemed to have been licensed for purposes of the withholding
tax p'revisions.ﬂ‘ See 91 Tax Notes Today 237-51°(Nov. 20, 1991); 92 Tax
" Notes Today 199-75 (Oct. 1, 1992).© |
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a. - With the adoption of the 1995 protocol amending the U.S.-Canada
income tax treaty, however, the problem sought to be ehmlnated by

”thls approach has been dealt w1th ina dlfferent way o

b, o See also the preamble to Proposed Treas. Reg -§1-861-18, pubhshed
U inthe Federal Register on November 13, 1996, stating that the
---+-transfer-of a computer program-on.a:disk-subject to.a.shrink-wrap
“"!license constitutes the sale of a copyrighted article, not the transfer of
a copyright right. Compare as well (i) the approach taken in the
_ temporary regulauons promulgated under the forelgn sales
7 | corporatlon (“FSC %) prov1s1ons (Temporary Treas :
h Reg § 1. 927(a) 1T(f)(3)) wrth (11) the change in Int. Rev. Code
g 927(2)(2)(B) made by the Taxpayer Relief Act of 1997, extending
.‘_the beneﬁt of the FSC prov151ons to exporters of master copies of

| ) computer software Cf LR.S. anate Letter Rulmg 9633005.

" With respect to the treatment of an amount equal to.three times the annual royalties

*“paid by a controlled foreign Gorporation for the use of intangible property as an asset

Cwiiof the corporation for purposes of determining whether the passive foreign

. investment company (PFIC) provisions of the tax code apply to its U.S. shareholders,
__see Int. Rev. Code § 1298(e)(2), added by the Omnibus Budget Reconciliation Act of

1993, :asurel1 as the discussion of this provision later in this outline.

As to the excludability of royalties from the unrelated 1b-usiness taxable income of a
tax-exempt organization, see Int. Rev. Code § 512(b)(2); Revenue Ruling 76-297,

, 19'76 2 Cum Bull. 178 and Revenue Ruhng 81-178, supra. See also I.R.S. Private
. Letter Ruhng 9717021, dated J anuary 22, 1997 and L R S. Private Letter Ruling

_ 9816027 dated January 20, 1998 Compare however Revenue Ruling 73-193,

- 1973-1 Cum Bull 262, where a tax-exempt organ:lzatlon was deemed to have

. received taxable e_ompensatlon for patent development and managemnent services.
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Iv.

Securing an Assignment of Intellectual Property from a Third Party.. |

A

If mstead of hcensmg 1ntellectua1 property nghts ona non—excluswe basis, a

taxpayer takes an 331gmnen t of the property or enters into an exclusive license to

“-usé the:property, different rules will determine the deductibility of the consideration

1. paid if a sale is-deemed to have occurred for tax purposes and the transaction does

not involve a tax-free like-kind exchange of intellectual property to which the

- :provisions of Section 1031 apply (see the discussion of Section 1031 later in this

outline). = -

i. 'In general a taxpayer w111 be deemed to have purchased intellectual property
L (1 e. there w111 have been a sale for tax purposes) 1f the transfer includes all
o substantral nghts to the property, 1nelud1ng the rlght to use it for its full
_remarmng hfe and the rlght to prevent 1ts unauthonzed disclosure. See
‘E I duPont de Nemours & Co. V. Umted States 288 F.2d 904 (Ct. Cl. 1961);
:Revenue Ruhng 55-540, 1955 2 Cum Bull 39 Revenue Ruling 60-226,
++1960-1.Cum. Bull. 26. See also Treas. Reg. Sec. 1.861-18(f)(1), indicating
-that the transfer of a-copyright right in a computer program will constitute a
- -sale for the purposes set forth in the regulation if all substantial rights in the

.- -right are transferred. X

a The extent to Whlch rlghts must be transferred in order to insure a
sale however remains unclear glven the apparent differences in
- -approach taken in court decisions rendered before and after enactment

. o_f the 1954 tax. code. o

.. b; ’ :It seerns reasonably clear that under any analy51s, a sale wﬂl not
~ocour if the transferee agrees 1o allow the transferor to explort the
N Jproperty in the same terrltory (see Revenue Ruhng 69 156, 1969-1
. _Cum Bull 101) or 1f the transferee 1tse1f eannot use the property, at

| 'least where the nght to use is a su’ostanual one (see Waterman V.
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 Mackenzie, 138 U.S. 252 (1891), involving a transfer of the right to
““make; use, and vend”). - See also Broadcast Music, Inc. v. Hirsch,
104 F.3d 1163 (9th Cir. 1997), dtscussmg whether a transfer of

- copyn ght ownershlp had occurred

ve. . On the other hand, the pre-1954 precedents indicating that a sale can
occureven if the rights transferred extend only fo a particular
temtory, or 1ndustry may remain in effect. See Umted States V.

| 'Carruthers 219 F 2d 21 (9th Cir. 1955)

. -+ Normally, an exclusive license to make, use, and sell property will be treated

© as a sale for tax purposes (see Myers v. Commissioner, 6 T.C. 258 (1946)),
- even if the licensor retains certain protections such as the right to terminate
- the agreement if the licensee does not meet certain performance standards
(see Watson v. United States, 222 F.2d 689 (10th Cir. 1955); Newton Insert
- Co.v. Commtsszorzer 61 T.C. 570 (1974)), s0 long as the exclusive right
remalns m effect for the full remammg life of the property to which it relates
| (see Revenue Ruhng 84- 78, 1984-1 Cum. Bull. 173). ‘But see an article in
| _ :F orbes (Oct 24,1994, at 92) whtch suggests that the Justice Department
i mlght preclude a patent holder from hcensmg a patented product on an
| _excluswe basxs if the license has the effect of reducmg competltlon in

VIOIatlon of the U.S. anti- trust Iaws

a. Note, however, that certam spemal provisions in the tax code may
i determme Whether or not a sale has occurred for tax purposes or may
1nd1rect1y 1nﬂuence the analys1s These are dtscussed later in this

- outhne

'b.  Note also that Treas. Reg. § 1.861-18(f) indicates that the sale of a
copyrighted computer program, as distinguished from the sale of a
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-~ copyright right, will be deemed to have occurred for tax purposes

* only if sufficient benefits and burdens of ownership are transferred. |

Generally, a taxpayer who acquires tangible property in a sale transaction can deduct
the purchase price over a period of years under the current version of the ACRS
© “system that was introduced in 1981, and that has since been modified. Int. Rev.

"~ Code § 168. Intanglbles however are treated differently.

The Omnlbus Budget Reconcﬂlatlon Act of 1993 added to the tax code a provision
(Int. Rev. Code § 197) that deals spemﬁcally Wlth the amortization of intangibles

“* acquired (other than in certain anti-churning transactions) after August 10, 1993,

when the provision was enacted (or, on an elective basis, after July 25, 1991), and

* " held in'corinection with the conduct of a trade or business or an income-producing

activity. See Temporary Treas. Reg §1.197-1T; IL.R.S. Notlce 94-90, 1994—2 Cum.
Bull, 561. ' g

1._ _ The entlre adJusted basrs of an 1ntang1b1e to whrch this prov1s1on applies

. (excludlng from bas1s any amounts that represent e1ther compensatlon for

- ‘serv1ces rendered or 1rnputed 1nterest) can be deducted ratably over a period

~of 15 years, begmnmg w1th the month of acqu151t1on The final regulations
~ published in the Federal Reglster on J anuary 25 2{}00 dlscuss the mechanics
of amortization, including the _date on whlch amortlzatlen begins and the

treatment of contingent payments. See Treas. Reg. § i;197-2(t’).

. 2., Patents and convrigh used in a trade or business or an income-producing

| activity and acqu1red n connecnon w1th the acqulsltlon of assets constituting
| a trade or business or a substantlal portxon of a trade or business are covered
under Section 197. See Int. Rev. Code § 197(d)(1)(C)(111) and (e)(4)(C);
" Treas. Reg. § 1.1.—.97'-.2(b)(5') ‘and (c)(7).

3. Any purchased “fonnuia; precess, design, pattern, know-how, forrnat, or

other similar item” is also covered if 1f was not produced for the taxpayer
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o © " “under a'contracf entered into before the intangible was produced (i.e., if it is.
- not a self-created intangible) or, if it was, it was created in-connection with
the acquisition of assets constituting a trade or business or a substantial
port10n ofa trade or busmess See Int Rev. Code § 197(0)(2) and
| _ (d)(l)(C)(lu), Treas Reg § 1 197—2(b)(5) and (d)(2)(111)(B)

o COmg' uter-software (that is, in general, any.program designed to.canse a. .
<. '‘computer to perform a desired function) is covered (see Int. Rev. Code

_ §197(e)(3) and Treas. Reg. § 1.197-2(c)(4) if:

"~ a. - Itiscustomized (that is, it is not readily available for purchase by the
* general public or it is subject to an exclusive license or it has been

substantially modified); and, in addition, -

by It is deemed to have been purchased in connection with the

" acquisition of assets constituting a trade or business or a substantial
f : | “wmE TS portion of a trade or business (note that the House Report on the
SN ~Uwds0 7 Omnibus Budget Reconciliation Act of 1993 (H.R. Rep. No. 103-111,
% S - 103rd Cong., 1st Sess. 766 (1993) and Treas. Reg. § 1.197-2(e)(2)(0)

provide that the acquisition of a trademark or a trade name constituies

the acquisition of a trade or business or a substantial portion thereof,
.alt_:hough Treas. Reg. § 1.1.9.;7-2(6)(2).(ii)' adopts certain exceptions to

| this general rule); and based on the legislatiye history,

¢. -~ The capital cost of the software is not required to be taken into
account as‘part of the cost of computer hardware or other tangible
property (see H.R. Rep. No. 103-213, 103rd Cong., 1st Sess. 680
(1993)). '

5. All trademarks are covered unless the current law provision dealing with the
**deductibility of contingent payments (Int. Rev..Code § 1253(d)(1)) applies.
See Int. Rev. Code § 197(d)(1)(F) and (H)(4)(C); Treas. Reg.
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- § 1.197-2(b)(10). -Note, also, that the cost of renewing a trademark must be

-+ amortized over 15 years, beginning with the month of renewal. See Treas.

'Reg. § 1.197-2(1)(4)@).; 3

Patents to Whlch the prov1s1ons of Sectlon 197 do not apply (because they are not

_ .acquu'ed in connectlon w1th the acqu151t10n of all ora substantlal pOI’thl’l of a trade or

 business) remain depreciable under Section 167, as amended by the Omnibus Budget
i Reconéiliation Act 0f 1993. See Int. Rev. Code §§ 167(H)(2) ahc_l__l97(e)(4)tb).

1. In 1945, the Tax Court concluded that, where the acquisition price of a patent
‘consists of periodic payments contingent on use, the actual payments made
- ‘may be deducted as depreciation. Associated. Patenrees Inc. v.

Commzsszoner 4 T.C. 979 (1945). -

“wa. - This principle (the variable contingent payment method of
:-“depreciation) holds true today. See Newton Insert Co. v.
. Commissioner, supra, and Revenue Ruling. 67-136, 1967-1 Cum.
‘Bull. 58. Note that the ruling relates to amounts paid to acquire both
- patents and patent applications relating to inventions on which a

" patent would be issued in the normal course.

b, ‘  _. The HOILIISG Réﬁort on Seétién 197 in effect directed the Treasury

_Dé}_iartment to issué_reg_ulaﬁdﬁé provi.(.lin'g that “if the purchése price

ofa patent ié payablé on an énnuai basis as a fixed percentage of the
~revenue derived from the use of the patent, then the amount of the

- depreciation deduction allowed for any taxable year with respect to
:the patent equals the amount of the royalty paid or incurred during
such year,” See H.R. Rep. No. 103-111, 103rd Cong., 1st Sess. 769
(1993).

*c.. - The language in the House Report has been reflected in the final
..+ regulations under Section 167(£)(2). . - |
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2.7+ If the Associated Patentees principle does not apply, the purchase price of a

T

patent can be deducted over its remaining useful life under the final
regulations reoently promulgated under Section 167 (as under the old
regulations). Treas. Reg. § 1.167(a)-6(a); Treas. Reg. § 1.167{a)-14(c)(4).
- Thus, when a fixed, lump sum price is paid for a patent, it will normally be
- amortizable ratably over the remainder of the statutory life of the patent.
o. : In the case of 5 design patent, the stotutory tife is 14 years from date

of issue.

b. In the case of a utility patent, the stétutory life is 17 years from date of
issue for patents filed before June 8, 1995 and 20 years from date of
.ﬁling for patents filed on or after June 8, 1995. |

3. In the past it was reco gmzed that specnal clrcumstances mlght call for a

different treatment of the purchase price patd for a patent

a.  The price paid for patents acqulred as a group was under appropriate

: _mrcumstances found to be deducttble ratably over the remaining

. 'useful life of the most s1gmﬁcant patent ot the average remaining life "

. of the acquired p_atents,l or based upon the percen_tagre of days of
expiring lifein a particntar year to the total annual days of unexpired
i life for the entire-group. See Hazeltine Corp. v. Commissioner,
89 F.2d 513.(3rd Cir. 1937); Kraft Foods Co. v. Commissioner,
- 21.T.C. 513 (1954); Simmonds Precision Products, Inc. v.
Commissioner, 75 T.C. 103 (1980). |

b. Also, under appropriate. circ.umstances, the tncome forecast method
" rather than the straight line method of depreciation was stated to be
- available. Revenue Ruling 79-285, 1979-2 Cum. Bull. 91. For a
. discussion of this method, see L.R.S. Technical Advice Memorandum

9603004, dated October 4, 1995... -
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c.' -~ The regulations initially proposed under Section: 197 appeared to
| . “tecognize only straight-line depreciation. See Spencer v.
- Commissioner, 110 T.C. 62 (1998), dealing with the amortization of
' contract rights urider Section 167. However, Section 167()(6), added
. by the Taxpayer Relief Act of 199?‘, makes t_he; income forecast’

- method available with respect to patents (as well as copyrights and

' 'other property specified by regulatlon) and this prov1smn is reflected -

" in the final regulations.

4 Ifa patent becomes worthless in a year before it exp1res the taxpayer can
| - deduct his or its unrecovered costs in that year Treas Reg § 1.167(a)-6(a);
'Treas Reg. § 1. 167(a) 14(c)(4)

ca The new limitations under Section 197 on the ability of a taxpayer to
o _ 4Icla1m a worthless loss deduction do not apply to depre01able patents.

" SeeInt Rev. ‘Code § 197(H(1)(A).

b o Also 1f the taxpayer abandons the patent 1nstead presumably an
o abandonment loss w111 become avallable at that time. See Revenue
- -Ruhng 73-395, supm Int. ReV Code§ 1234A as amended by the
Taxpayer Rellef Act of 1997 '

“The price that a taxpayer pays to purchase a copyright to which the provisions of
~-Section 197 do not apply (because the copyright is not acquired in connection with
the acquisition of all or a substantial portion of a trade or 'business) will be treated in
the same way as the capitalized costs that a taxpayer incurs to copyright.mater_ial

~produced by or on behalf of the taxpayer.

1.+ Thus, the price can be depreciated over the remaining useful life of the
copyright. See Int. Rev. Code §§ 167(f)(2) and 197(e)(4)(C); Treas. Reg.
-§ 1.167(a)-14(c)(4). See also, however, Treas. Reg. § 1.263(a)-2(b), that

refers to the uniform capitalization provisions mentioned above.
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2.~ There may, however, be additional relevant factors. - - -

S a 7. & If the purchase_,;_pricé consiéts of periodic paymerrts_ contingent on use,
- the actual payments. will be deductible as dcpreci:étion under the

- variable contingent payment method of depreciation. See Revenue

" Ruling 60-226; supra, and Treas. Reg. § 1.167(a)-14(c)(4),

- -specifically endorsing this method of depreciation.

b. - Moreover, it may be necessary to divide the purchase price between
- the copyright, itself, and any tangible property in which the copyright

resides, since different tax law principles govern the deductibility of
the cost of tangible property.- See, in this regard, Treas. Reg.
§ 1 861-18 that, although not dlrectly relevant, describes four
copynght nghts the right to make coples for distribution to the
pubhc the rrght to prepare derrvatlve works, the right to perform

B pubhcly, and the nght to dlsplay pubhcly See also LR.S, Field

* Service Advice 200019021, dated May 12, 2000, distinguishing

copyrights from film characters viewed as trademark rights.

The provmons of Sectron 197 in effect permrt a purchaser of know~how (that is, any

| formula process demgn, pattem know-how, format, or other similar item) to
”amort1ze the purchase price over a penod of 15 years, whether the know-how is
acquired separately or in connection with the acquisition of a trade or business (only
know-how self-created other than in connection with the acquisition of a trade or

... business is treated differently).

L Hot%vevér, as rroted 'ab:ove, the statute (Int. Rev._dee § 197(e)}(4)(D)) gives
o the:'govennrlérrt the aﬁthority t(;promulgate regulations excluding from the
| term *© sect1on 197 1ntang1b1e any confract right extending over a period of

.less than 15 years that was not acqulred n connectlon with the acquisition of

a trade or business. By reason of this prov1s1on a taxpayer may be able to
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amortize the cost of some purchased know-how over a period of less than 15

years. SeeHR Rep No. 103-111, 103rd Cong 1st Sess. 771 (1993); Int.

| .';Rev Code§ 167(f)(2) Treas Reg §§ 1. 197: 2(c)(13) and 1.167(a)- 14(0)(2) |

" Under prior law, know-how was generally not depreciable because the
B regul_ations'provide that an asset with an unlimited useful life cannot be

. depreciated. Treas. Reg. § 1.167(2)-3. -

AT T_rade secrets, for example, were found to have an indefinite useful
. life — until they became public knowledge, at which point they were
~ no-longer subject to protection under applicable law. See Revenue

- Ruling 71-564, 1971-2 Cum. Bull. 179. -

.' b | In an- unusuai 1983 Victory for the 'taXpay_er, however, the Court of
o Clainls .permitted a corp'oration to deprecrate the price that it paid for
o a secret formula that was determmed under the circumstances to have
a 11m1ted useful 11fe quuzd Paper Corp v United States, 2 Fed. Cl.
284 (Ct CL 1983).

_ Under current law, it may still be necessary to determme Whether the prrce
" "_'pald for property 1ncIudes the cost of separately 1dent1ﬁable know how,
_ _where the property to whlch the know-how relates 18 deprec1ab1e over a

perlod other than 15 years

. ‘Inan analo gous situation, the Internal Revenue Service, upon the
| audit of a company that acquired satellite tranSponders,' sought at the
~ District level to allocate some portion of the purchase price to two
| . intangible assets, characterlzed by the Dlstrrct as nelghborhood effect
| .and protected status m an effort to reduce the amount eligible for an
1nvestment tax credlt See I R. S Techmcal Advrce Memorandum

.9317001 dated January 12 1993
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P ~ o b. o Note also, incthis regard, Treas. Reg. § 1.861-18, that expfessly
" recognizes the distinction between know-how and a copyrighted

article. -

G. - The cost of purchased computer software, used-in a trade or business or an
B income'-producing activity,‘-to which the provisions of Section. 197 do not apply is
-~-now-depreciable-on a straight-line basis.over a period.of 36 months. Int. Rev. Code
s § 167(f)(l) See Revenue. Procedure 2000-50, supra. -

: _. ___1 . This approach replaces the approach taken by the Internal Revenue Service in
o . H,\Revenue Procedure 69 21 supra pursuant to whlch a taxpayer could
7. “ amortxze the separately stated eost of computer software ratably over a period
of ﬁve years or, if less the useful life of the software n the hands of the
- ‘taxpayer.. See, however, Sprint Corp. v.. Commissioner, 108 T.C. 384 (1997),
*in which software loads acquired with digital switches were found to be

. depreciable as tangible personal property. - -

.. .2. . The amoll“_ti_zlation period begins w1th the month mwhlchthe computer

- software is placed in service. Treas. Reg. § L167()-140)(D).

3. However, according to the Hoiise Report on the Omnibus Budget
~ Reconciliation Act of 1993 and the regulations, a taxpayer who acquires
| comptiter hardware and computer software for a single stated price must
~_.continue to treat the total purchase prlce asa payment for deprec1ab]e
.hardware See H R. Rep No 103 111, 103rd Cong lst Sess 767 (1993)
Treas Reg § 1.167 (a) 14(b)(2)

4. Seealso Norwest Corp. v. Commissioner, 108 T.C. 358:(1997), in which the
. Tax Court characterlzed certam computer software as tanglble personal

- .. property ehglbie for the mvestment tax crecht
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- - "The Omnibus Budget Reconciliation Act of 1993 has changed the tax treatment of

* the price paid fora trademark, but, as under prior law, trademarks continue to be

treated differently from patents, copyrights, and know-how.,

,'1- o

If the price paid for a trademark is contingent on the productivity, use, or .

" disposition of the trademark and is payable throughout the term of the -

- transfer agreement in at least annual installments that are either substantially

equal in amount or payable under a fixed formula, the purchaser (just as a

. non- exclusrve heensee under the same c1rcumstances) w111 be able to deduct

each 1nsta11ment payment asan ordrnary and necessary busmess expense Int.
| R Rev Code § 1253(d)(1) as amended by the Revenue Reconcrhatlon Actof
B ,. .:1989 See however Treas Reg § 1. 263A 1(e)(3)(11)(U)

~ ~Under the provisions of Section 197, the purchase price will, in all other

+ " cases (whether or not the trademark is acquired separately), be amortizable

ratably over a period of 15 years, shorter than the elective 25-year period

. avallable in some c1rcumstances under pnor law (former Int. Rev. Code
| : L§ 125 3(d)(3) added by the Revenue Reconcxhanon Act of 1989) and of more
value than the forrner ab111ty to: depre01ate a trademark over its-actual useful
;.- life, which was often indeterminate.  Int. Rev. Code § 197(d)}(1)(F) and (£)(4);
.. Treas. Reg. § 1.197-2(b)(10). See alsoI.R.S. Private_ Letter Ruling 9630015,
" dated April 26, 1996; Trea,s_.;Reg. § 1.263A-1(e)(3)GYV).

| Smce Sectlon 197 aiso permrts a taxpayer to amortlze goodw111 over the same

- penod of time (see Int. Rev. Code § 197(d)(1)(A)) separatlng the cost of

goodwill from the cost of & trademark when assets constituting a trade or

-7 business are acqujred may be less critical than it has been.in the past.

Ta Note that the House Report on the 1993 leglslatlon in effect dlrected

the Treasury Department to treat all amortizable Section 197
intangibles as Class IV assets under Section 1060 (see H.R. Rep. No.
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103-111, 103rd Cong., 1st Sess. 776.(1993)), and the instructions to
- Form 8594 (Rev. 1-96) took this position.,

b. | ~ However, the temporary regulatlons under Sectlons 338 and 1060

.pubhshed in January of 1997 created two 1r1tang1b1e classes

: Class IV, consisting of all Section 197 intangibles (except those in the

--nature of goedwill and going concern vajue), whether ornot
amortizable under Section 197, and Class V, consisting of the
_goodwrli and going concern value excluded from Class IV.

| rTemporary Treas Reg §§ 1. 338(b)-2T(b)(2) and 1.1060-1T(d)(2).

.. . Form 8594 (Rev 7 98) reﬂects this posmon

f.. - The final regulations under Sections 338 and 1060 published in
- February of 2001 place all Section 197 intangibles (except goodwill

- and going concern value) in a new Class VI, place goodwill and going

B R coneem value (whether or not qualifying as Section 197 intangibles)
. inanew Class VII, and characterize Class V as the residual class.

Treas. Reg.’ §§-‘1.338-6(b)(2). and 1-,.1060-1(a_)(1)..,

ot A taxpayer w1th busmess ooeratlons both in the Umted States and abroad who is

| E deerned to have purchased mtellectual property will need to detemune the source of
.the purchase price, when deductible, in order to determrne the forelgn tax credit

available to offset his or its U.S. tax _1_1ab111_ty (see the discussion above). The
deduction sourcing rules applicalole toa taxptayer who licenses i.ntellectual property

~ on anon-exclusive basis apply to a-purchaser of intellectual property as well.

‘--How‘ever,. to the extent any portion of the purchase price is recharacterized as interest

(see the discussion below of the transferor’s tax treatment), special sourcing rules ‘

_ ‘apphcable to 1nterest payments will also apply See Treas Reg. § 1.861-10;

, Temporary Treas Reg §§ 1 861- 9T through 1 861 13T
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" A purchaser who acquires intellectual property from a seller who is a non-resident

_alien individual, a foreign corporation, of a foreign partnership must determine

_whether U S taxes are requn'ed to be withheld from the purchase price. The buyer’s

w1thhold1ng obhgatlons are dependent upon the nature of the payments.

107 The payments made to a'seller may include compensation for services
-...performed and unstated interest on that portion of the price not payable when

--the sale occurs, -

2. _. . It a non- res1de11t ahen 1nd1v1dua1 a forelgn corporatron or a foreign
partnershlp sells a patent copynght secret process and formula, trademark,
or similar property in exchange for payments contingent on the productivity,
'use, or disposition of the property transferred and thereby realizes gain
" ‘sourced in the United States because the property sold is to be used in the
““United States (see Int. Rev. Code §§ 861(a)(4), 865(d)(1)(B), 871(a)(1XD),
*‘and 881(z)(4)), withholding at the statutory rate of 30% or at the lower treaty
“rate will be required (see Int..Rev. Code §§ 1441 and 1442), generally unless
the payments are effectively connected with the seller’s conduct of a trade or
 business in the United States and thereby includable in the seller’s U.S. tax |
o base under Sectron 871(b) of 882(a) (see Int. Rev Code § 864(0)(2)) Fora
| drscusszon of thls provision and the law in effect before 1967 see Revenue
Rulmg 71-231 1971-1 Cum Bull 229. See also Commzsswner V. Celanese
- Corp of America, 140 F 24339 oc Cir. 1944) o

3. Other'gains, however, will be exempt from withholding, assuming that
back-up withholding at the rate of 31%:is not required (see Int, Rev. Code
§§ 3406, 6041,- and 6045).

a. " Nevertheless these other gams may be taxable under the tax code
provision (Int Rev. Code § 871(a)(2)) deahng wrth U.S. source

capital gains realized by non-resident aliens present in the United

46 .




~States for at least 183 days. See Revenue Ruling 78-253, 1978-1-
- Cum. Bull. 220.

b.  Such gains may be includable in the seller’s U.S. tax base should the
-+ seller maintain a fixed place of business in the United States through
- which the sale is made (see Int. Rev. Code § 865(¢)(2), dealing with

~the sale.or.exchange of a capital asset)... See also Int. Rev. Code

1§ 864(c)(4)(B)(iii).

.4. | If any portlon of the purchase pnce is v1ewed as mterest withholding on the
interest portlon may not be req.ulred if it is viewed as ongmal issue discount
. onportfolio indebtedness. See Int. Rev. Code §§ 871(a)(1)(A) and (C),
- 871(h)(2), 881(a)(1) and (3), and 881(c)(2). For a situation involving original
" 1ssue discount associated with the acquisition of patent rights, see LR.S. Field

- Service Advice 199922024, dated June 4,1099.

- Nor to the extent the payments are found to constxtute oompensatlon for
serv1oes rendered, will w1thhold1ng be requlred i the services were

performed outs1de of the Unlted States See Revenue Ruhng 55-17, supra,

and Proposed Treas Reg § 1. 861 4(b) dmcussmg the source of income from
serv_1_c_es performed partly within and partly outside of the_Umted States.

TRANSFERRING INTELLECTUAL PROPERTY TO
AN UNRELATED THIRD PARTY =

1. Nature of the Income.

A Whilethe person acquiring intellectual property is concerned about the deductibility
“of the consideration paid, the transferor wants to know how the payments received

will be taxed,

B. If there are foreign operations, the transferor of intellectﬁall property will want to

know whether the payments received are sourced in the United States or abroad.
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' C.  Inaworld in which ordinary income and capital gains are taxed at different rates, it

is also important to know whether the consideration paid to the transferor of

intellectual property is capital or ordinary in nature.

£ ‘Note, however, that even if the transferor is deemed to have sold a capital

‘asset, there will be some ordinary so-called recapture income if the transferor

“previously was able to depreciate or amortize the cost of the asset. Int. Rev.
Code § 1245. Intangible property, the cost of which is now amortizable over
a perlod of 15 years, 1s treated as depremable property for this purpose. See
o Int. Rev Code § L97D(7); Treas Reg § 1. 197-2(g)(8)

2 On the other Hand, an amount equal to the research and experimental _
" expenditures traceable to the property sold that a taxpayer elects to expense
~under Section 174(a).will not-be-subject to taxation at ordinary income rates
“when the taxpayer later sells the resulfing technology at a gain. See Revenue
“Ruling 85-186, 1985-2 Cum. Bull. 84, reJectmg the apphcabrhty of the

s0- ealled tax beneﬁt doetrme under these e1rcumstances With respect fo

| iresearch and expenmental expendltures that a taxpayer elects to deduct over a
| > penod of tlme, see Int Rev Code § 1016(a)(14) and Treas Reg.
§L 1016 5(]) (deahng w1th Section 174(b) a:mounts), and Int. Rev. Code
| & 1016(&)(20) and LR S. Private Letter Ruhng 2001 17006 dated January 17,
2001 (deahng with Section 59(e) amounts).

D. Even in a world in which erdina'ry income and cepital gains are taxed at the same

rate, the nature of the consideration may be important.

- 1. If the transferee of intellectual property is a non-resident alien individual
- “or a foreign entity and there is a tax treaty in effect between the United
States and the transferee’s home country, the label ascribed to the
con51derat10n may affect the tax treatment of the transactlon See Boulez

v Commzsszoner 83 TC 584 (1984)
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2. With respect to the characterization of royalty income for foreign tax

‘credit purposes, see American Air Liquide, Inc. v. Commissioner, supra.

E. Similarly, under certain tax code provisions, royalty income, in contrast to capital

: gain, ls, in effect, tainted or, conversely, afforded favor_able treatment.

1 For example the con51derat1on received may cause a corporat1on to be

" treated as a so- called personal holdmg company that is requ1red to pay an

additional tax (under the tax code as amended in 1993, at the rate of 39.6% in
_ taxable years beginning aﬁer 1992 but before 2001) on its undistributed
) - personal holdmg cornpany income. Int. Rev. Code § 541 See Tomerlin
| _Tmst T ran.sferee V. Commzsszoner 87 T. C 876 (1986)

a0 Personal holding company income does not include gain from the sale

“ofintellectual property, but it generally includes royalties received for

* . ‘the privilege of using patents, copyrights; sectet processes and

- formulas, trademarks, and similar'propefty. ‘Int. Rev. Code
§ 543(a)(1); Treas. Reg. § 1.543-1(b)(3). See LR.S. Private Letter
~ Ruling 8450025, dated September 7, 1984, ' '

b.  However, personal holding comptmy income does not include
Icopyright royalties that comprise at least 50% of a corporation’s
" ordinary gross income, provided that the royalties do not derive from
" works created in whole or in patt by any shareholder of the
- "'oorp'o'ration and certain other ‘etatutory conditions regarding the
makeup of the corporation’s business deductions and non-copyright
. | royalty income are met. Int Rev. Code § 543(a)(4) ‘See Treas. Reg.
., § 1.543- 1(b)(12)(1v) rega:rdmg whether copynght protection is
| requxred both in the Umted States and abroad

¢, - Since the Tax Reform Act of 1986, so-called active business

computer software royalties, derived by a corporation actively
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.. engaged in the business of developing, manufacturing, or producing
computer software, have also been excluded from personal holding
- company rncorne Int. Rev. Code § 543(a)(1)(C) To quahfy for this
exclus10n the computer software royaitres must compnse at least
_ 50% of the corporatlon s ordmary gross income and a number of
. other statutory requirements relating to the dividends paid by the -
" entity and the hature of its tax deductions st be met, Tnt; Rev.

“Code § 543(d).

~An S cor_noratlon more than 25% of whose gross recelpts for a period of

three consecutlve taxable years consxst of passwe 1nvestment income, and
that has accumulated earnings and proﬁts (earned before it elected S

. corporation status) at the end of cach of these three taxable years, will cease

to be an S corporation. Int. Rev. Code § 1362(d)(3). Moreover, an S

corporationt with accumulated earmings and profits at the end of any one of its

- taxable years that also derives more than 25% of its gross receipts from

. passive investment income during the same year may be required to pay a

tax. Int. Rev. Code §:1375.

-~ a.- . The passive investment income of an S corporation does not include

| gain from the sale of intellectual property, but it generally includes

- .. 1oyalties for the privilege of using patents, copyrights, secret
processes and formulas, trademarks, and similar p_roperty.r Int. Rev.

- Code § 1362(d)(3)(C)(@); Treas. Reg. § 1.1362-2(c)(S)HNAX(L).

) _:b_._: | Howerer, p-.a's.sive irlvestment income includes neither (1) royalties

 derived by an S 'eorporatieh in the ordinary course of its business of

o li..censing prope_rty tﬂat it created or with respect to the development or
rrlarke't.ing.'e'f which it perferms.s‘igniﬁearrt services or incurs

. substantial costs, nor (ii) copyright royalties and active business
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- computer software royalties that are not treated as personal holding

company income. Treas. Reg. § 1.1362-2(c)(5)(11)(A)}2) and (3).

An individual or a closely held corporation to which the passive activity loss

. (PAL) provisions of Section 469 apply may be. adversely affected if income

- is.characterized as a royalty. .

a.  Ifthe royalty is ‘a;‘;;;;;{a;“'a;s;;;g'i;;;;';ta;;; because the taxpayer does
. not materially participate in the trade or business activity from which

-+ it is derived, the income can be offset for tax purposes by passive
- losses.: See Treas. Reg. §§ 1;469—2T(c)(3)(iii)(B) and 1.469-2T(f)(7).

b - _Conversely, pure royalty mcome not derlved in the ordmary course of

' a trade or business (and gam derlved from the sale or exchange, other
: .tha:n in the normal course of the taxpayer s trade or business, of

. 1nte11ectua1 property that ylelded pure royalty income) will generally
not be treated as passive income and hence cannot be offset by

passive losses (Int. Rev. Code-§ '469(e)(1)(A)). .

e Note that under the passwe actrvrty provrsmns a trade or business-

1ncludes any act1v1ty 1nvolv1ng rescarch or experlmentatlon (Int. Rev.

Code § 469(0)(5))

The nature of the con51deratron received by a forergn corporation w1th U.S.

_shareholders may smnlarly determme whether these shareholders will be
o taxable currently on all or some pOI’thIl of the corporatmn s net income. A
U.S. shareholder of a so-called fore1gn personal holdmg comipany is subject
B to tax on his or its share of the corporatlon s undlstrlbuted foreign personal
o .hold_mg company income (see Tnt. Rev. Code § 551), while an
' at-loast-10%-U.S. sharcholder of a so-called controlled foreign corporation is

taxable on his or its share of certain 'i_ten_rs of income (Subpart F income)
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» .-rezlized by the corporation, including so-called foreign personal holding

- company income (see Int. Rev. Code § 951).

a4, - Under Section 553, foreign personal holding company income does

- ~notinclude gain:from the sale of any intellectual property, but it
~ generally includes all royalties. Only active business computer

. software royalties (described above) are excluded. =~~~

o “b.- = . -Under Section 954(c}, on the other hand, gain derived from the sale of
| . ~intellectual property not sold in the ordinary course of a corporation’s
- ' trade or business may under some circumstances be treated as foreign
personal holdmg company income; but royaltles derived from
unrelated part1es 1nc1dent to the active conduct of a trade or business
‘ :or in general from a related person for the use of, or the privilege of
.‘ _' iusmg, property W1th1n the same country in wh1ch the recipient was

' 'formed w111 not constltute fore1gn personal holding company income.

The nature of the income that a foreign corporation with U.S. shareholders
" receives may also determine whether these shareholders will be required to
' ”pay a deferral charge forin effect electlng not to report their share of

' corporate income on'a current bas1s

a.  Royalties, as well as gain from the salc of intellectual property not
" sold in the ordmary course of a trade or busmess can cause a foreign

- 'corporahon to be charactenzed as a so- called nasswe foreign

_ nvestment company (PFIC), by 1ncreas1ng its so- called passive
. ) 1ncome Ifa "U.S. shareholder of 2 PFIC does not elect to include in
| . _1ncome currently his or its share of the corporauon s current ordinary
earnings and net cap1ta1 gam distributions subsequently received by
the shareholder from the corporation will be subj ecttoa deferral

charge (see Int Rev. Code §§ 1291, 1293)
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b, Royalties, for this purpose, however, do not include those that are not
© {reated as foreign personal holding company income under Section
. 954(c), discussed above, and, in addition, royalties paid by a related
person and allocable to that person s non-passwe mcome Int. Rev.

Code § 1296(b)

s @enime-See also Int: Rev.-Code § 956A, added by the Omnibus Budget. -
- Reconciliation Act of 1993 and subsequently repealed, dealing with the
© taxation of a U.S. shareholder currently on his or its share of the excess

passive assets of a controlled foreign corporation.

I Licensiug'rntenecmal Property to a Third Party. -

A If the owner of a patent, a copyrmht know how or comouter software licenses it to 2

thlrd party on a basis that is not treated asa sale for tax purposes the income

recerved by the llcensor will be sub_] ect to tax at ordlnary lncome rates

1. " ‘For two interesting rulings dealing with the tax treatment of non-exclusive

licenses on the death of the author of various copyrighted literary works,
~including the creation of 2 new tax basis on death, see LR. S. Private Letter
| Ruling 9326043 dated Apl’ll 2, 1993, and I R S anate Letter Ruling
9549023 dated September 8, 1995.

| 2.- : .. For a case finding ordmary income where a taxpayer hcensed technology to a
| . J apanese corporatlon pursuant toa technology transfer agreement that was
- termlnable at will after 10 years (before the end of the useful life of the
technology mvolved) and that did not thereafter preclude the taxpayer from
disclosing the know-how to others in the transferee s exclusive territory, see
‘Henry Vogt Machine Co. v. Commissioner, T.C. Memo 1993-371. Also with
respect to know-how, see Pickren v. United States, 378 E.2d 595 (Sth Cir,
©1967). '
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' More complex statutory provisions apply when a trademark is licensed on a non-
" exclusive basis. However, they produce the same result, whether or not the royalty

payments are contingent on the productivity, use, or disposition of the trademark.

1. - To the extent the royalty payments are contingent on the productivity, use, or

' disposition of the trademark, the transferor will be treated as having received
. -income-from the sale or other disposition of a non-capital asset — that is,
-ordinary income. Int. Rev. Code §-1253(c). With respect to prior law, see
Dairy Queen of Oklahoma, Inc. v. Commissioner, 250 F.2d 503 (10th Cir.
1957) '

2, If the transferor retains any significant. power, right,-or continuing interestin -

the trademark but does not receive payments contmgent on the productmty,
- use, or d15p0$1t10n of the trademark it is reasonable to conclude that all’
‘_ ‘income will also be treated as ord1nary income by reason of Sectlon 1253(a)
I‘Wl'uch states that the transactlon will not be treated as a sale or exchange of a
-+ capital asset. - Under this provision, for example, a sale will not be deemed to

“+. have occurred if the transferor retai_ns the right:

o a'._. '..To set quahty standards for the products to whlch the trademark is

. .. affixed (Int Rev. Code § 1253(b)(2)(c)) Or

b. To requlre the transferee to advertlse only the hcensor s products (Int.
T 'Rev Code§ 1253(b)(2)(D)) where accordlng to the Tax Court, the
retamed nght is co- extenswe with the duration of the interest
| transferred Stokely US A, Inc. v. Commzsszoner 100 T. C 439
'(1993) o B D

A transferor with business operations both within the United States and abroad must

" determine the source of any royalty income derived from licensing intellectual

property, in order to determine the foreign tax credit available to offset his or its U.S.

tax liability (see the discussion above). Special sourcing rules apply to royalty
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-income, assuming it does not in fact represent compensation for services rendered
~-(see Revenue Ruling 84-78, supra), normally sourced where the services were

: performed (see Int. Rev. Code §§ 861(a)(3) and 862(a)(3)).

1 :"Royalues pa1d for use in the Umted States of or for the pnvﬂege of using in

the United States, patents, copyrlghts secret processes ‘and formulas,

----{rademarks, and-like property. are sourced.in the United States. Int. Rev, ...

- Code § 861(a)(4). Note, in this regard, the distinction drawn in Treas. Reg.
- §'1.861-18 between the lease of a copyrighted computer program (generating
- rental income)-and the license of the copynght rlght itself (generating royalty

income).

-2. . -Royalties paid for use abroad of, or for the privilege of using abroad, patents,
*. copyrights, secret processes and formulas, trademarks, and like property are

. -sourced outside of the United States. Int. Rev. Code § 862(a)(4).

3, Thus, the place where the licensee uses or is entitled to use the intellectual

- -.property is controlling. See Revenue Ruling 68-443,.1968-2 Cum. Bull: 304;
i ‘Revenue Ruling 72-232, Supra, and Revenue Ruhng 74-555, 1974-2 Cum.
Bull. 202; and Sanchez v. Commzsszoner 6 T.C. 1141 (1946) deahng with

trademark, copyright, and patent royalties, respectively.

II. - Assigning Intelle_ct_ual Property to a Third Party.

- A. 7. Conversely, if a taxpayer assigns his or its entire interest in intellectual property to a
third party, or licenses the property on an exclusive basis to athird party, a sale will
typically be deemed to have occurred for tax purposes, but the resulting income may

" not always be capital in nature.- .

B. Note that 1f the transacuon 1nvolves cross-hcenses of pmperty not terminable at will

by e1ther party, 1t may quahfy asa llke—kmd exchange -
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1. ‘Then, depending upon the facts, neither party to the transaction may be
" required to recognize any taxable income. “See Int. Rev. Code § 1031,
pursuant to which the properties involved must be held for productive use in
a trade or busmess or. for mvestment LR.S. Techmcal Adv1ce Memorandum

9222005 dated January 10, 1992

"+ 2.7 To determine whether intangible properties are of like kind, the regulations
- focus upon the nature or character of both the rights involved and the
- underlying properties to which the intangibles relate. For example, a

" copyright on a novel and a copyright on a song are not deemed to be of like

kind. Treas. Reg. § 1.1031(a)-2(c).

3.+ The Internal Revenue Service has recenﬂy concluded thata taxpayer could
- swap FCC broadcast station licenses on a tax-free basis, even though one
! related to radio and the other television. L.R.S. Technical Advice
. Memorandum_200035005, dated_May 11, 2000.

' Different rules ‘apply to the sale of patents, copyrights, computer software,
‘ know how and trademarks "The dlscusswn below assumes that the transaction does _

not involve a like-kind' exchange
Patents.

1. There is a statutory safe-harbor, that was adepted in 1954, pursuant to which

an individual holder of a patent (see Juda v. Commissioner, 90 T.C. 1263
" (1988), regarding partners) who transfers to an unrelated party all substantial
' rights to the patent or an undivided. interest in all rights to the patent will
realize long-term capital gain (or loss) regardless of whether or not the
payments recelved in exchange are (1) payable penodlcally over a period
| generally cO- termmus W1th the as31gnee s use of the patent (but see the
discussion below) or (11) contmgent on the product1v1ty, use, or disposition

of the patent. Int. Rev. Code § 1235(a).
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" “The regulations indicate that this safe-harbor provision can apply even
" before a patent has been granted or before a patent application has

" been filed (Treas. Reg. § 1.1235-2(a)), but the consequences, should a

- patent never issue, are not discussed. See Gilson v, Commissioner,

= T.C. Memo.1984- 447 ‘Also both USS. and forelgn patents are.. .

: covered

‘ The holder of a patent will, according to the regulations, not be
deemed to have disposed of all substantral rights to the patent if, for

example, the transferee’s rlghts are llmlted geographically within the

- country of issue (a provision found to be invalid in Rodgers v.

Commissioner, 51 T.C. 927 (1969)), the transferee’s rights do not

~extend throughout the remaining life of the patent, or the transferee is

. granted rightsin fields of use within trades or industries that are less

:than all of the valuable rights covered by the patent. Treas. Reg.
g § 1.1235 2(b)(1) and (c).

Under the statutory safe—harbor provrsron the holder of a patent is the

1nd1v1dua1 whose efforts created the property, or any other individual - -

- unrelated to the inventor, such as a financial backer, who is not the

inventor’s employer and who acquired the inventor’s interest in the

patent for consideration before the invention was actually reduced to

- practice. Int. Rev. Code § 1235(b) and (d). An invention is reduced

to pract_ic'e once “it has.beerr tested and operated successfully under

| operating conditions,” but in no event later than when commercial

| exploitation occurs, Treas, Reg. § 1.1235- -2(e). With respect to the
treatment of partners as holders see LR.S. Private Letter Ruling
200135015, dated May 31, 2001 and I R. S. Private Letter Ruling

200219017, dated February 6, 2002. - .
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- d. ., Nevertheless, an employee hired to invent will realize ordinary
income and not capital gain if he is bound to assign to his employer
all patents that he obtains and all patentable inventions that he
‘conceives in the course of his employment. See Treas. Reg.
§1.1235-1(c)(2); McClain v. Commissioner, 40 T.C. 841 (1963).
Note in this regard that the Internal Revenue Service has begun to
focus on equrty -type compensatlon arrangements entered into with
.employees who 1nvent See BNA Dazly Tax Report No. 79, at G-5
o (Apnl 24, 1998) - |

" If the safe-harbor provision does not apply, capital gains treatment may still

- be available under-general tax principles distinguishing capital assets from

- other property. See Revenue Ruling 69-482, 1969-2 Cum. Bull. 164, The

-availability of capital gains treatment will depend initially upon whether a
sale is:deemed to have occurred for tax purposes, applying principles of law
in effect before 1954, as they have evolved since that time. In applying these
| provisions, it may be important to bear in mind why the safe-harbor provision

" does not apply. Even ifa sale is deemed to have occurred, however: -

a. . A professional inventor who is in the business of inventing and selling
. patents will realize ordinary income (see Avery v. Commissioner,

47 B.T.A. 538 (1942))..

b A seller who used the patent in the ordmary course of his or its trade
| _‘or busmess will derrve elther a cap1ta1 gam or an ordinary loss under
_ the provisions of Sectron 1231 (see Int. Rev Code § 1221(2),

| _1nd1cat1ng that deprec1ab1e property used 1n a trade or business does

not constrtute a capltal asset)

c. Finally, while an amateur inventor will realize capital gain, the gain

will be short-term in nature if the sale occurs before the patent is

58




- actually reduced to practice (see Burde v. Commissioner, 43 T.C. 252
- (1964)) —_that is, before property rights in the patent come into being
; (see Diescher v. Commissioner, 36 B.T.A. 732 (1937)).

3.: e However 1f the patent was depreclable an amount of gain equal to the
_ deprematxon deduetlons avallable to the 3351gnor before the transfer occurred
T (whether or not claimed)- wﬂl be trcated as ordmary income and not capital -

galn. Int. Rev. Code§ 1245.

4. ~ In addition, even 1f the transferor of a patent reahzes capital gain, some
. _portlon of the transfer price, 1f payable over tlme, ‘may be treated as interest

__under the 1mnuted 1nterest prowsmns n the tax code if there is no stated

1nterest orif the mterest to be pa1d falls short of the statutory safe-harbor

. amount,.

o _ CET g “Ifthe transfer is described in Section 1235(a) and the consideration is

" contingent on the productivity, use, or disposition of the property

" transferred, the imputed interest provisions will not apply. Int. Rev.
" Code §§ 483(d)(4) and 1274(c)(3)(E). Although the Tnternal Revenue
Service has held that a transfer is descﬁheo in Section 1235(5.) even
__though Section 1235 does not apply becausc the recipient of the
" property is a related party (Revenue Ruling 78-124, 1978-1 Cum.

B Bull. 14.7), the Senate Rep'ort on the Tax Refonn Act of 1984
indicates that a transfer that does not actually Quatify for capital gains
treatment under Section 1235 will be subject to the imputed interest

o ’provistons. See S. Rep. No. 98-169 (Vol. I), 98th Cong., 2d Sess. |

258,115 (1984).

b.. In all other cases, one of two 1mputed mterest provisions (Section 483
- or1274) may apply If the consxderatlon pa1d totals no more than
5250, 000 (a fact that may be d1fﬁcu1t to ascertam when the pnce is
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- “contingent), the provisions of Section 1274 will not apply. Int. Rev.
. Code § 1274(c)(3)(C). Instead, under Section 483, some portion of

- each payment due more than six months after the sale will be

recharacterized as interest if the sale price exceeds $3,000, the interest

'. prov1ded for is less than the statutory safe harbor amount (see Int.

o Rev. Code §§ 1274(d) and 1274A(a) and (d)(2)), and some portion of

g Siice s payable more than ofle year after the sale ocours.”

In general if the provisions of Section 1274 apply, original issue

| dlseount will be 1mputed if the 1nterest prov1ded for is 1nadequate

i(under Int. Rev. Code § 1274(d) or 1274A(a) and (d)(2)), and the

_ 'transferor W1H be requ1red o 1nolude some portlon of this ongmal

" issue d1scount in gross 1ncome, as ordmary income, each year while

the transfer price remains outstanding, without regard to when

.payments are actually made.. Int. Rev, Code §§ 1272 and 1273.
- -However, under some cixjcemstances, a special election to report

- imputed interest as pay_ments are made may be available. See Int.

.- Rev. Code § 1274A(c). and (d) Revenue Rullng 2001-63,

' 2001-53 Int. Rev. Bull. 639,

o When some part of the transfer pnce s payable over time, the transferor must

also determme when the property s tax bas1s 1f any, can be recovered

7 tax free

“-If the sale price is fixed in'amount and duration and the taxpayer, if

- -permitted to do so, chooses to report gain on the installment method

(Int. Rev. Code § 453), the taxpayer will merely recover his or its
basis in the property transferred proportionately as payments of

"pr'i'ncipe.l ‘efe"m'ac'ie Note however, that the installment method is
now. avallabie only to cash method taxpayers Int. Rev. Code

: § 453(a)(2) as amended by the Tlcket fo Work and Work Incentives
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Improvement Act of 1999. Also, with respect to the deferral charge

that may be due 1f mstallment reportmg is selected see Int. Rev. Code

§ 453A.

" If the purchase price is contingent in amount or-in duration, or both,
the proration formula under the installment method can work only if
“cettain-assumptions-about the price are-made. - The regulations ... ...
" indicate what to-do when either (1) a stated maximum selling price can
. be ascertained by assuming all contingencies:are met in a manner that
" will maximize the price-and accelerate payments to the earliest

_permitted time, or (i) the maximum period over which payments can

be made is ﬁxed The regulahons go on to provide for the recovery of

” bas1s rata‘oly over a period of 15 years 1f there is neither a stated
_max1mum selhng pnce nor a ﬁxed payout period. ‘When any

_ contmgent payment sale occurs however the taxpayer may seek

perrmssron from the Intemal Revenue Serv1ce to use a different basis

recovery method See Treas Reg § ISA 453 1(c) that also

. recogmzes the income forecast method for basis recovery under

appropnate crrcumstances; ‘and AMC Partnerskzp V. Commzsszoner,

T.C. Memo 1997-115.

~ The so- called opeu transaction method of reporting a transaction,
_ pursuant to whreh a taxpayer elects out of instaliment sale reporting

“and recovers basis first, is hkely to be challenged by the Internal

Revenue Service. The regulations state: “Only in those rare and

- -extraordinary cases involving sales for a contingent payment

. obligation in which the fair market value of the obligation . . . cannot

reasonably be ascertained will the taxpayer be entitled to assert that

the transaction is ‘open.”” Treas. Reg. §15A 453- l(d)(2)(111) See

"Bumezv Logan, 283 U.S. 404 (1931)
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‘Copyrights. .

| . There is less question. about the namre of lnoonre derived from the transfer of
a copyright, once the transaction has been detenni_ned to be a sale for tax |
~purposes rather than a non-exclusive license or a payment of compensation
" for services rendered.” See Revenue Ruling 84-78, supra; Revenue Ruling
75:202, 1975-1 Cum. Bull, 170; Revenue Ruling 60-226, supra; Boulezv.
- Commissioner, supra. In the Boulez case, applying the “works for hire” rule,
~ the Tax Court found that the taxpayer had no copyrightable property interest
1in the recordings he made for a recording company, and that hence, he

realized compensation income. :

_ 2 | The tax code spe01ﬁcally states that the term cap1tal asset” does not inclnde
o a copyr1ght held by the person whose personal efforts created it or to whom it
_' was assrgned by the creator m a carryover basm transactmn (for example, as a
o g1ft) Int Rev. Code § 1221(3) appllcable to a:ny property eligible for
| I_ 'copynght protectmn under statute or common law but not applicable to a
_ _des1gn that may be protected solely under the patent law. See Treas. Reg.
_' 51 1221- l(c)(l) | '

a. The income derived from the sale of a copyright that is not a capital
~ asset for this reason will always be ordinary innature. See Int. Rev.
Code § 1231(b)(1)(C) that prevents any such gain from being treated
as cap1tal tn nature and Me:sner v. Umred States, 133 F.3d 654 (8th
' Cir. 1998). '

b, '”HOWeyer, the transferor should be able to recover his or its cost basis
- “tax-free because, under the circumstances, the statute does not negate

“sale or exchange” treatment.

3. In other cases,.the tr_ansferor will realize capit_al_ gain, provided that:
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‘a. - -The copyright was not held for sale to customers in the ordinary

~course of the transferor’s trade or business (see Int. Rev. Code
- - §1221(1); Desilu Productions, Inc. v. Commissioner, T.C. Memo
- 1965-307); . - -

b. The copyright was not used in the transferor’s trade or business (see

~Int; Rev:Code-§1221(2)); or, if it-was; the provisions of Section 1231..
- do not in effect cause the income to be recharacterized as ordinary in

nature; and

c.- - 'i--No portion of the price is imputed as interest under the provisions of

< Section 483 or Section 1274 discussed:above.-

F . C_omputer_SoﬂWaré.

=

- 'In view of the fact that some computer softwareis now copyrightable and
“patentable; it is not clear whether the sale of computer software must be
“analyzed as though it were the sale of a copyright or patent. The regulations

- under Section 1221 confuse the issue by specifically excluding from the term

T capital asset™ any property eligible:for-copyright protection, presumably- o]

whether or not formal copyright protection is sought. Treas. Reg.

§ 1.1221-1(c)(1). | o

Nor is it clear whethér, without the.ben'eﬁt of 'copyﬁght or patent status,
computer software can qualify as property and hence a capital asset, at least

when it is not viewed by the owner as a trade secret. See the discussion of

o know-how below. Note, however, that Section 16_7(f)'t_reats the computer

~:software to which it applies as. property. - .

The final regulations pro.mt‘ilga'te!d under "S.ectiﬂor'l 861 are '.helpful, but not
determinative, on the subject of what a transfer of computer software actually

entails. These recognize that the transfer of a computer program may involve
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... In-any‘event, sales of computer software in the consumer market will ..

- one or more of the following: - the transfer of a copyright right in the
- program, the transfer of a copy-of the computer program, the provision of

- services for the development or modification of the program, or the provision

of know-how relating to computer programming techniques. Treas.

_Reg. §1.861-18(b).

© " “generate ordinary income, whether the transaction is viewed as a sale or a

license for tax purposes. See Int. Rev. Code §§.1221(1) and 1231(b)(1)(A).

 Moreover, under certain circumstances, computer software may be deemed

not to have been transferred separately, leaving the tax consequences of the
transfer dependent upon the tax impact of the underlying transaction. For
example, in Synesort, Inc. v. United States, 31 Fed. Cl 545 (Ct. ClL. 1994),

.. ~dealing with.certain license agreements pursuant to which the taxpayer
i gr_antedreéchfli_ciensee-.an exclusive license to exploit its computer program in

.:a specified geographic area and agreed to permit the licensees to use certain

-+ technological information and trade secrets, the court viewed the entire

- transaction as a franchise, handled like trademarks under the tax code.

G. Kﬁéw;How. o

R _1\'..

There are no statutory provisions dealing specifically with the disposition of

~ know-how.

» " Under appropriate circumstances, however, know-how.may be classified as a

“capital asset or may qualify for favorable tax treatment under Section 1231,

so that when a sale.is deemed to have occurred,:a taxpayer who disposes of

. know-how can realize capital gain.
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a.  Ofprimary concern here 1s whether know-how constitutes property.
“If it does not, it cannot qualify as a capital asset (Int. Rev. Code
. §1221) or as an asset eligible for the benefits of Section 1231.

b. In the past, the Internal Revenue Service treated trade secrets as

‘-pi'operty (see Revenue Ruling 71-564, supra, dealing with the transfer

- -oftrade-secrets-to -a.corporation), leaving doubt about the nature of .
~ other technological information. See also Pickren v. United States,

supra, describing secret formulas as capital assets.

‘e, - “Nevertheless, prior case law supports property characterization under
" other circumstances. See Heﬁijy Vogt Machine Co. v. Commissioner,
g _ - supra (in which confidential, unpatented technology was viewed as
R ' property), and Ofria v. Commissioner, 77 T.C. 524 (1981) (where
= e engineering proposals were found to incorporate “trade Sebrets, :
T80 ConmEL ~ know-how, or unpatented technology protectable as a form of

. property”). ... ..

d. Moreover, the final regulatidxisl under _Seétidn" 197 treat an amortizable

Section 197 intangible held bya taXﬁayer for more than one year as
» -.an asset eligible for the benefits of Section 1231. See Treas. Reg.
--§ 1.197-2(g)(8), and compare Int. Rev. Code § 197(f)(7), treating any
amortizable Section 197 intangible as “property” subject to the
- allowance for depreciation. See also Prbposed_Treas. Reg.
- § 1.197-2(g)(7)(ii)(B), which declined to treat know-how to which the
:provision_s of Section 197 apply as property for all purposes under the

tax code.

3. .. »Assuming there is no imputed interest, a taxpayer who sells know-how that is
- treated as property will recognize capital gain unless (i) the know-how is

deemed to have been sold to customers in the ordinary course of the
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_..taxpayer’s income either currently or over time (see the discussion above).

“taxpayer’s trade or business, (ii) the gain is in effect recharacterized as
 ordinary income under Section 1231, or (iii) the taxpayer is a professiorial
- inventor or an employee who is obligated to sell all inventions to his

employer. See Taylor-Winfield Corp. v. Commissioner, 57 T.C. 205 (1971).

" If the taxpayer has any basis in the transferred know-how, it will reduce the

By way of footnote, howevér, it is important to note that under certain

circumstances, know-how may be deemed not to have been separately

- " transferred, leaving the tax consequences of the transfer dependent upon the

-~ tax: 1mpact of the underlylng transaction. . See Syncsort, Inc. v. United States,

supra.

Tragl_emafks. :

Thic nature of the income that a taxpayer receives upon disposing ofa
trademark without retaining any significant power, right, or continuing

'_1nterest w1th respect to the subj ect matter of the trademark will depend upon

- the nature of the cons1derat1on pald

‘a.  The tax code states that if the taxpayer receives amounts contingent

~ onthe productivity, use, or disposition of the trademark, these
amounts will be treated as received from the sale or other disposition

“ofa ﬁon—caliital asset. Hence, there will be ordinary income. Int.
Rev. Code § 1253(c). ‘However, since Section 1253(c) does not

o _Iiegate the occurrence of a “sale or exchange,” the taxpayer will

presumably not be taxed on his or its basis in the property transferred.

b. “Otherwise, the general tax principles distinguishing ordinary income
" from capital gain, which are discussed above, will apply. These -

' gencral"pi'_inciples will apply, for example, when a taxpayer
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- unconditionally sells a trademark and all of the other assets used in

- the taxpayer’s business in exchange for a lump-sum amount.

2. On the other hand, a taﬁcpayer_whe disposes of a trademark and retains any
. significant power,'rig'ht, or continuing interest with respect to the subject

matter of a trademark (such as quality control rights) will not be deemed to

-+~havesold-orexchanged a capital-asset (Int.Rev..Code §.1253(a) and (b)(2)), ...

and hence will realize ordinary income.

a. Note that a taxpayer will be deemed to have retained a significant
continuing interest in a trademark when a substantial portion of the
- consideration consists of a right to payments contingent on the

+. productivity, use, or disposiﬁon of the trademark. See Int. Rev. Code

- §1253(b)2)(F). -

b ' Nevertheless, for purposes of deterrmnmg whether or not the
transactlon glves rise to personal hoidmg compa:ny income, the
. transactron may still be regarded asa sale See T omerlm Trust,

T; mnsferee V. Commzsszoner supra

- A'taxpayer who conducts business both in the United States and abroad must
determine the source of his or its income derived from assigriing or licensing

_ intellectual property in a transactzon that is v1ewed asa sale for tax purposes, in order
| ) l..to determme the forergn tax credlt avallable to offset hls or its U.S. tax liability (see

_the dlscuSSron above).

"'1. There is a special tax code provision, added by the Tax Reform Act of 1986,
" ‘dealing with the source of income that a taxpayer realizes when personal

property is sold. *

R general, from the sale of personal property, a U.S. resident taxpayer:
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“ac F 'Will realize U.S. source income if the property is neither inventory
- nor depreciable and if the taxpayer does not maintain a fixed place of
: busrness abroad to whrch the sale can be attributed. See International

o Multy‘oods Corp v. Commzsszoner 108 T. C 25 (1997)

b May realize forelgn source income if the property is inventory or

““depreciable or if the taxpayer maintains a fixed place of business

abroad to which the sale can be attributed.  Int. Rev. Code § 865(a)
- through (c), (e). See LR.S. Pr1vate Letter Rulmg 9612017, dated
” _ | ‘December 20 1995 o

S Ihtangibles;(m: the other hand, including patents, copyrights, secret processes

““or formulas, and trademarks, are treated differently from other personal

property. Int. Rev. Code § 865(d). Note, however, that under certain

_ crrcumstances the Internal Revenue Servrce may regard the transfer of an
, 1ntang1b1e as 111c1dental o the transfer of other personal prop erty, in which

case the specral sourcmg rules for rntanglbles w111 not apply. See Revenue

| Rulmg 75-254 1975 1 Cum Bull. 243, deahng w1th the sale of a

trademarked product. Note also that Treas. Reg. § 1.861-18 treats the

- - transfer of a copy of a computer program as the transfer of a copyrighted

| article, not the transfer of a copyright right. .

_ai B If the con51derat10n recerved by a taxpayer for an mtanglble (not
o ”deemed to have been transferred incident to the transfer of other
personal property) is not contingent on the productivity, use, or
~ disposition of the intangible, the .general rules under Section 865
- -(except for Section 865(c)(2), relating to gain in excess of

depreciation) will normally apply.

~b. -+ " On the other hand, any consideration contingent on the productivity,

use, or disposition of the intangible will normally be treated as a
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“+ ““royalty, and the special royalty sourcing rules described earlier in this
outline will apply, but only to the extent that the gain exceeds any tax

B depreciation allowable With-respect to the property sold.

c. . Under e1ther of these two alternatlves gam equal to the allowable

depreciation w1]I be divided between U.S. and non-U.S. source

“inconte; based upon the proportionate amount of the-depreciation

- adjustments allocable to each source, if tax depreciation was
" ““allowable with respect to the property sold. For this purpose,
depreciation may include any deductions for research and

: experimentel expenses claimed under Section 174.

. '_ d. Notwithstanding these ptovisio_ns,_ however, a taxpayer may elect the
.. benefits of Section 865(h), pursuant to which gain derived from the
- :saleof an intangible will be sourced outside of the United States if,

under a treaty obligation, it would be sourced abroad.

s+ 4 Forrules dealing with the sourcing of any portion of the purchase price

- recharacterized as interest or compensation see Int. Rev. Code §§ 861(a)(1)
and 862(a)(1) (as to 1nterest) and Int. Rev. Code §§ 861(a)(3) and 862(a)(3)

(as to compensatlon)

RELATED PARTY TRANSACTIONS

) Intercompanv Transactlons :

Intercompany Pricing.

1. ‘Section 482 broadly states that the Internal Revenue Service may distribute,

“apportion, or allocate gross income, deductions, credits; or allowances
" between or among two or more organizations, trades, or businesses (whether

'+ or not incorporated, affiliated, or organized in the United States) that are
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. owied or controlled by the same interests if it determines that such a
distribution, apportionment, or allocation is necessary to prevent the evasion
- of taxes or clearly to reflect income. See generally the Internal Revenue
Service’s Foreign Controlled Corporatzon Non-CEP Transfer Przcmg Audit
" 4'Guzde made available in 1998, and LR. S. Pubhcatlon 3218 Report on the
- Applzcarzon and Administration of Section 482."

. a, .. The Service will apply an arm’s-length standard to determine whether

- a transaction.produces results consistent with those that would have
. been realized if uncontrolled taxpayers had engaged in a comparable
: .transaCti_on_ under comparable circumstances. Treas. Reg.
© § 1.482-1A(b)(1); Treas. .Reg. § 1.482-1(b)(1). Under the final
' regilations issued on July 1, 1994, compafability will be evaluated by
B taking into account fu'nct'io'ns cont'raéfual terms, risks, economic
" conditions, and the rature of the property or services. Treas. Reg.

§ 1.482-1(d)(1).

“"'b. The Service need riot establish fraud, improper accounting, or tax

“avoidance. Treas. Reg. § 1.482-1A(c); Treas. Reg. § 1.482-1(H(1)(D).

c. For a case dealing with the controll requirements of Section 482, see
W.L. Gore & Associates, Inc. v. Commissioner, T.C. Memo 1995-96.
‘See also LR.S. Technical Advice Memorandum 9222005, dated
January 10, 1992 in which the Semce took the posmon that
Section 482 can apply even to cross- llcensmg arrangements to Wthh

the like-kind exchange provisions of Section 1031 apply. .

- Should the Section 482 adjustment made by the Internal Revenue Service be

- substantial (that is, for any year beginning after 1993, the price shown on a

. .. return is at least 200% more than or 50% Jess than the amount determined to

.-be correct, or there is a net.Section 482 transfer price adjustment of more than




- $5 million or, if less, 10% of the taxpayer’s gross receipts), the taxpayer may
" “be subject to a 20% (or 40%, in the case of a gross valuation misstatement)

accuracy-related penalty under Section 6662.

A There are actually two types of Sect1on 482 pena1t1es under this
| prov1sron a “transactional penalty and a “net adjustment pepalty.”

~See Treas: Reg:-§ 1.6662-6(a)(1). -

.7 _. b T he former penalty apphes when a transactlon between persons
. ;_ descnbed in seetmn 482 involves a Valuatmn misstatement. For a
”r_ecent case in whlch the 40% penalty imposed as the result of a
trademark adjustment was reversed on appeal, see DHL Corp. v.
o _Commissioner,-285 F.3d 1210 (9th Cir. 2002).

e The latter penalty apphes When taxable income increases by reason of
an alloeatron under Sect1on 482 It can be avoided under certain
defined circumstances — for example, if the taxpayer produces,

‘within 30 days of being asked for it, documentation that was in

i 'ex1stence when the apphcable tax return was filed, substanuatmg that

*the price was’ determined using a specrﬁc pricing method prescribed
by regulation, and that the selection and application of the method
chosen was reasonable See Treas. Reg. § 1.6662-6(d). See also
Revenue Procedure 94-33, 1994 1 Cum. Bull. 628; LR.S.

o Anmouncement 96-16, 1996-13 Tnt. Rev. Bull, 22.

+d. - However, the net adjustment penalty cannot be avoided under the
- general statutory exception for reasonable cause. See Int. Rev. Code
: §§ 6662(e)(3)(D) and 6664(c).- Cf: Treas. Reg. § 1.6662-6(b)(3);
‘Temporary Treas. Reg. § 1.6664-4T(f).

- 3. . Theold regulations n_nder Section 482 ineluded .a section dealing specifically

with the transfer or use of intangible property'_(Treas. Reg. § 1.482-2A(d),
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- applicable in taxable years beginning on or before April 21, 1993). In 1986,
“however, Section 482 was expanded to provide that whenever an intangible,
such as a patent, copyright, know-how, or trademark; is licensed or
| transferred, the income earned must be commensurate with the income -
* attrlbutable t_e th_e intarigible,_ Thls is”the. so-called ;‘super-royalgg” provision.

~a...  Hence, if one member of a controlled. group licenses or assigns

intellectual property to another member of the group, the
consideration paid eanno't be based sir'npl‘y&on industry norms or other

| iin_related party tranSactions." See Treas. Reg. § 1.482-4(f)(4).

“b.” . .~ Moreover, the consideration paid in a related party transaction may
“need to be adjusted over time to reflect the actual profits of the
transferee attributable to the intangible in question. See Treas. Reg.
| §§ 1 482 4(f)(2) (deahng with penodlc ad]ustments) and. 1.482-4(£)(5)
B '(deahng w1th lump sum payrnents)

c.. -+ =If the transferor retains a substantial interest in the property and
-+ - receives nothing or only nominal consideration in exchange, an

- -arm’s-length royalty will typically be imputed. See Treas. Reg.
+.§.1.482- 4(f)(1)

| d. '. More generally, under the ﬁnal regulatlons one of four methods must
| 4:. ._be applied to determine whether the__consxderatmn satisfies the general
.. arm’s-length standerd: the éo~cailéd eomf)arable uncontrolled
' transaction (CUT) method, the comparable profits method (CPM), the
- profit spllit method, and any other method (an unspecified method)
‘that satisfies the criteria set forth in the regulations. Treas. Reg.
§ 1.482-4(a). The method chosen must be applied in aecordance with
the general 'requirement that the results of the transaction in question

" not fall outside of an arm-’s—le'ngth: rénge of reéhirs achieved in
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‘comparable transactions invelving uncontrolled taxpayers. See Treas.

Reg. § 1.482-1(¢).

| e A taxpayer is required to éhpose that methd which produces the most
reliable measure of an ann’s—léngth result under the facts and

“circumstances of the transaction under-review (the so-called best

- assumptions. Treas. Reg. § 1.482-1(c); see, e.g., Treas. Reg.
§ 1.482.;4(c)(2)(i). |

£ | ) Consmtent w1th thls approach the final regulatlons generally view the |
comparable proﬁts method asa method of last resort. See Treas. Reg. .

§ 1. 482 5; Treasu.ry Demswn 8552, 1994—2 Cum. Bull. 93, at 109,

8 Wlth respect to the ownershlp of 1ntang1ble property for Section 482
. burposes, sce Treas Reg § 1 482-4(1)(3) and Medieval Attractions
. N V V.. Commzsszoner, T C Memo 1996-455

4. % Bonafide reséarchhnd'deVéIop'ment-’cost’-sharing' arrangements are still

A {pé‘rr_r'litte'd; to the exterit they are consistent with the purpose of the
amendment to Section 482, némely,' “that the income allocated among the
parties reasonably reflect the actual economic activity undertaken by cach.”
HR Rep. Np. 99-841 (V 01_. II),V 99th Cong., 2d Sess. 11-638 (1986).

a. A cost-sharing arrangement is d'wﬁtteh.afrangement pursuant to
" “which two or more members of a controlled group agree upon the
“costs and risks they will bear iri connection with the development of
* intellectual property in which each will have an interest. The
. éri’angeméhf differs from apartnership (see Treas. Reg, § 301.7701-3)
" in that once the property is developed, each party bears the costs of
y producmg and ma.rketlng its interest in‘the property and retains the

' beneﬁts of its owi efforts
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- According to the Conference Report on the 1986 Act, a cost sharer
must bear its portion of the costs of developing both successful and
~ unsuccessful products at all relevant stages of development. H.R.

' Rep. No. 99-841 (Vol. TT), 99th Cong., 2d Sess. T1-638 (1986).

Tn January of 1992, the Treasury Department issued a proposed

~....regulation (Proposed. Treas. Reg..§ 1.482-2(g)) on the subjectof

cost-sharing arrangements, that incorporated the
commensurate-with-income: standard and that has since been
ﬁnahzed Treas. Reg § 1.482-7, as amended by Treasury Decision
B 8670 pubhshed in the Federal Regzster on May 13, 1996, applicable

" in taxable years begmmng after 1995

Under the final cost- sharlng regulation, the Internal Revenue Service

- ', Wlll not drsturb the Way in whlch the parties to a cost-sharing

arrangement agree to share the costs of developmg intangibles, so

| '10ng as their agreement quahﬁes under the standards set forth in the

<. ~regulation, and the Service finds it unnecessary to adjust a controlled

. participant’s.share of costs to cause them to equal that participant’s
.. share of the reasonably anticipated direct Qr_in_di_re_et benefits derived

- from the intangibles.

" See LR.S. Field Service Advice 200001018, dated January 7, 2000,
.and LR.S. Field Service Advice 200023014, dated February 29, 2000,

- discussing cost-sharing arrangements. 'Note that cost-sharing

g payments for the right to use of intangibles have been held to be

.ineligible for Section 174 treatment. See I.R.S. Field Service Advice
- 200122005, dated February 1, 2001. In addition, research or
.+ experimental expenditures covered by cost-sharing payments are not
.. -eligible for Section 174 ;trc@tment._ See LR.S. Field Service Advice
200207012, dated November 13, 2001.
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- - Several consolidated U.S. Tax Court cases involving Nestle Holdings. Inc.

and transfer pricing issues commonly faced by those who license intellectual

property from a related party received wide publicity in 1994,

At Among the issues'that the court was asked to address were the

| deductibility of royaltiee paid.an.c.l the reasonableness of research and

: development fees. -See Tax Court Docket-Nos:-21558-90 through-

~ 21562-90 and 12245 o1 and BNA Dazly Tax Report No. 195, at G-2
o '(oct 12 1994). |

b. The cases were widely.rpublicized in 1994 because of a letter that the
N ofﬁce of the North Atlantlc Reglonal Counsel sent to several large
_' manufacturmg compames requestmg 1nformat10n relevant to the
o 1ssues ratsed such as 1dent1ﬁcat10n of the companies’ unsuccessful
A. attempts to 11cense thelr trademarks See BNA Daily Tax Report
No. 66, at J-1 (April 7, 1-994)_. ‘Note that the Internal Revenue Service
. hasin the past indicated that under appropriate circumstances, it will
- -use its summons authority to-obtain comparable information from
- third parties.. See BNA Daily Tax Report No. 220, at G-3 (Nov. 17,
. 1994). -,

'For spec1a1 rules deahng with the tax treatment of the intangible property
., __mcome ofa U S. possessmns corporatlon see Int. Rev. Code § 936(h) and
- _ .Altama Delta Corp V. Commzsszoner 104 T C 424 (1995).

. A number of pro grams have been developed to address transfer pricing

matters

- .a. . Foradiscussion of the government’s advance pricing agreement

| (APA) program pursuant to which a taxpayer and the Internal
Revenue Service can agree in advance on a transfer pricing method,

see L.R.S. Announcement 96-124, 1996-49 Int, Rev. Bull. 22;
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- Revenue Procedure 96-53, 1996-2 Cum. Bull..375; and IL.R.S. Manual -
- Chapter (42)(10)00, issued January 22, 1997.

Fer a diectlssien of the small-bﬁsiness taxpayer AP:A Program, see

- LR.S. Notice 98-10, 1998-1:Cum. Bull. 424, and L.R.S. Notice 98-65,

“:11998-2 Cum. Bull. 803.

h _'For a dlscusswn of another progra:m avaﬂable to taxpayers seeking to
resolve Sectlon 482 drsputes with the Servrce see Revenue Procedure

94-67, 1994-2 Cum. Bull. 800, dealing wzth the AIR (Accelerated

i+ Issue Resolution) program.:

See also Revenue Procedure 96-13 ”1996 1 Cum. Bull. 616, dealing

- _'wrth requests for a551stance of the U S competent authority under the

: ) pr0v1srons of a tax treaty to whrch the Umted Statesis a party

" Early in 1999, the Intern'al Revenue Service agreed that redacted
" APAs were subject to disclosure. See BNA Daily Tax Report No. 69,
- at G-1 (April 12, 1999), discussing the position of the government in

+. * light of litigation brought by BNA' seeking public disclosure of APAs.

However, the Ticket to Work and Work Incentives Improvement Act
1999 amended the statute to treat APAs and related background
information as conﬁdentlai Thus, nelther 1s subJ ect to pubhc
drsclosure but the Treasury Department is requlred to prepare an
annual report prowdmg information about APAs. See Int. Rev. Code
§§ 6103(b)(2)(C) and 6110(b)(1), as:amended; I.R.S. Announcement
2000-35, 2000-1 Cum. Bull. 922 (the first such report); LR.S.
Announcement 2001-32, 2001-17 Int. Rev. Bull. 1113 (the second

" such repert); and LR.S. Anhouneerﬁent 2002-40, 2002-15 Int. Rev.

" Bull 747 (the third such report).
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'B. .- Conversion of Capital Gain into Ordinary Income. -

1. Although the income that a taxpayer reahzes when intellectual property is’
sold may be treated as capttal gain for tax purposes, there are several tax code
_prov1310ns that convert what might otherwise be capttal gain into ordlna.ry

_ income when the parties to the transaction are related.

2, The'special"provision pursuanttowhtch the holder ofapdtent canrealize T

capital gain when he sells the patent does not apply if the purchaser is 2
related party. See Int. Rev. Code § 1235(d); Soffron v. Commissioner,
35T.C.787 (196_1).

. '_a.._ Capltal galns treatment may sttll be avaﬂable under general principles

_ of tax law See Revenue Ruhng 69-482 supra

b. - However, the government Will-be-reluctant to-allow capital gains
'_ treatment where the transferor Would have reahzed ordmary income
| had he 1nstead of the related pa.rty explcnted the patent See Van
| Dale Corp V. Commtsszoner 59 T C 390 (1972) where the

: govemment sought to apply Sectlon 482 (d1scussed above).

3. Under Section 1239, ataxpayer who sells property to a related person will
realize ordinary income if the property is depreciable in the hands of the
transferee, the eencena here b’eing with a taxpayer’s ability to generate
.ordinary deductions in the future (through a related party) by paying currently

.. atax at favorable capital gain rates.

| a; | A patent apphcauon 18 deemed to be deprectable for this purpose.
o _However since patents with respect to which an apphcatlon 1s filed
on or after June 8, 1995 now have a statutory life of 20 years from
date of filing, query whether under current law patent applications

have become depreciable in any event.
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b. Note also that installment sale treatment will generally not be
_ ava11able under these CIrcumstances See Int Rev Code § 453(g),
| _ thch extends the defimtlon of “related persons beyond that in

h _:Sectlon 1239

c. For a recent private letter ruling in'which the applicability to

] __Qeohcm 1239 1o the transf'er of a trademark Wwas. consldered sce I R.S.

.anate Letter Ruling 199944045 dated August 11, 1999,

4. Similarly, property that is hot a capital asset in the hands.of the buyer (and
that, if later sold by the buyer, will thus normally yield ordinary income) will
B generate ordrnary income for the seller when the sale or exchange transaction
 involves e1ther two partnershlps controlled by the same persons ora |
partnershrp and a partner who d1rectly or derectly owns more than 2 50% -
‘interest in the partnerslnp; Int. Rev. Code §-_7_.0_7(b)(2)-

| : S Flnally, al. S taxpayer who sells a patent copyrlght secret process or
: | : :kwforrnula or similar property to a forelgn corporatlon that the taxpayer
controls w1ll reahze ordrnary mcome rather than cap1ta1 gain. Int. Rev. Code
| § 1249, Control for this purpose means the dlrect or indirect ownership of
~more than 50% of the voting stock of the entity. . -~ .. -

C. - Disallowance'or ‘ljeferral of Loss_es and Other Deductions.

1. Because of the ability of related parties to create uneconomic tax losses or
deductions, a number of tax code provisions and administrative
1nterpretatrons of the law spemﬁcally preclude taxpayers from deriving a
'current tax beneﬁt from a loss reahzed in a transaction involving a related
party and place restrictrons upon the ablhty of taxpayers to deduct amounts

| -pard to a related party
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Thus; should a taxpayer sell intellectual property at a loss to a person related

to the taxpayer, the loss, as such, will normally not be deductible currently.

" Int. Rev. Code § 267(a)(1) and, with respect to transactions involving
 partnérships or a partner and a partnership, Int. Rev. Code § 707(b)(1).

a. ‘If the transferor and the trausferee arell'ﬁefhbers of the same controlled

“-group-of corporations; the loss-will typically-be deferred. Int. Rev. .. .

Code § 267(f). The regulations under this provision (Treas. Reg.
§ 1.267(f)-1) apply cousolidated return principles.

b. Otherwise, the transferee may reduce his or its subsequent gain by the
amount of the loss dlsallowed on the initial sale. Tnt. Rev. Code -

§ 267(d).

Slmllarly, the prov1310ns of SCC'[lOI’l 197 deahng with the amortization of

intan, gibles generally will not apply to 1ntang1b1es acqulred by a taxpayer

:from a person related to the taxpayer in certain types of transactions if a |
o depfeciation or amortization deduction would not.otherwise be available.
. ::Transfers of know-how for example ‘may be affected by this provision. See .
-the “anti- churnmg rules in Int. Rev Code § 197(f)(9) Treas. Reg.
§ 1.197-2(h); and LR.S. Private Letter Ruling 9630015, dated April 26, 1996.

Moreover, if a taxpayer licenses intellectual property from a related party:

. a. _‘ ~ The royalt1es will not be deductible to the extent they are determined

- by the Internal Revenue Serv1ce to be unreasonable in amount. See
Revenue Ruhng 69-513, 1969- 2 Cum. Bull. 29; Podd v.
Commissioner, T.C. Memo 1998-231; Dharma Enterprises v.
Commissioner, 194 F. 3d 1316 (9th Cir. 1999)

b. . “Nor will the royalties be deducti_ble_ until the payee is required to

include them in gross income under the so-called matching principles
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*in Section 267(a)(2). “This provision precludes an accrual method

- licensee from taking a tax deduction for amounts payable, but not yet
~paid, to a related licensor who, as a cash-method taxpayer, reports

* income only upon receipt. For the applicability of this provision to

amounts due a foreign payee, see Treas. Reg. § 1.267(a)-3.

" returns; see Treas. Reg. §-1.1502-13, dealing with intercompany transactions.

L Transfers to a Controlled Corporation.

A.. - Transfers to a Domestic Corp.erellﬁen. o

1. In general, when a taxpayer transfers intellectual property to a domestic
_ corporatlon that the taxpayer controis 1mmed1ately after the transfer, there

w111 be no galn or Ioss for tax purposes | ‘

Cig Note, however, that in 1995'the Treasury Department and the Internal
- Révenue Service began an informal study of the treatment of transfers
~ of intellectual property under Section351, and the President’s fiscal

- year 2000 budget proposal on the éubject, discussed below, may
- “reflect the outcome of that study. See 69 Tax Notes 952 (Nov. 20,
1995)

b.  Also, w1th respect to the transfer by a tax-exempt organization of
1nte11ectua1 property rlghts toa taxable sub51d1ary, see LR.S. Private
Letter Ruhng 9705028 dated November 5, 1996

‘2. The statutory requirements for non-recognition appear in Section 351 of the

tax code. In general:

A Property must be transferred in exchange for stock; the receipt of

~ securities is no longer permitted. - Moreover, under Section 351(g),
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- added by the Taxpayer Relief Act of 1997, the receipt of certain

. preferred stock is no longer permitted on a tax-free basis.
. b. _ The trenéferor tnust, alone or with other tfansferors, own immediately
| after the exchange stock possessing at least 80% of the corporation’s

Votmgpower andat 'leca‘St 80% of "alrl 'o'tﬁer' classes of corporate stock. '

‘ Sectxon 351 apphes only tc transfers of property See generally IR.S. Private

| Letter Ruhng 8432073 dated May 8 1984

~-a." - Patent rights have been determined to be property under Section 351.
o Treas-.'Reg. § 1.-351—1(a)(2),-ex.-(l).’ :

11__37 _. With Tespect to computer software see Revenue Procedure 74-36,
| 1974-2 Cum. Bull. 491; w1th respect to copynghts and trademarks,
see Revenue Procedure 83-59, 1983-2 Cum. Bull. 575; and with
respect to trademarks alone, see IL.R.S. Private Letter Ruling 9710018, -
dated December 5, 1_996.

““c. " Note that the Intemal Revenue Service has concluded that the right to

receive license fees in the future is not property 1L R S. Field Service

~Advice 200149019, dated August 31, 2001.

. The government’s characterization of know-how for purposes of Section 351

1s less certain than its characterization of other forms of intellectual property.

a. Know-how is discussed in Revenue Ruling 71-564, supra, and
| ‘Revenue Procedure 69-19, 1969-2 Cum. Buil. 301, in which the
“Internal Revenue Service 'appear'ed to view secrecy as an essential
" 'element of the technological information to which the provisions of -

Section 351 can apply.
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“b. "~ The Internal Revenue Service has characterized know-how as secret
-+ +where (1) itis known only to the transferor and those confidential
employees who need to have knowledge of the know-how so that they
carn apply 1t for its 1ntended use, and (11) adequate safeguards are taken
' _"‘__to guard agalnst unauthorlzed dlscIosure ‘See LR.S. Private Letter

| Ruhng 8502024, dated October 15, 1984.

| e Note also .that Treas. Reg. § 1.861-18, deali_ng.vi/ith the tax treatment
of certai'n: ’tians.fer.s.of computer‘ progrems, states that information
- concerning a computer program will be treated as know-how for
purposes of applying the regulation only if, among other
requirements, it is furnished under conditions preventing its
* unauthorized d1sclosure and 1t is c0ns1dered property subject to trade

='secret protectlon
-A transfer is also required under Section 351.

a. For rulings purpose_s' the Service has taken a restrictive posture _
s .tegarding the extent of the rights in intellectual property that must be
.- transferred in order to sai:isfy the requirements for non-recognition
under Section 351. The question that the Service asks is whether the
.transaction if taxable, would be treated as a sale for tax purposes
 rather than as a meré license. ' See Revenue Ruling 69-156, supra;

" LR.S. Private Letter Ruling 9810010, dated December 3, 1997.

b, _-".l-"hu,s, under _Internal Revenue Service _mlings guidelines, a
conveyance of all substantial rights in patents and patent applications
is required; all nghts, title and interests in a copyright, in each
medium of exp101tation must be transferred and, in the case of a
trademark, the transferor cannot retain any significant power, right, or

_continuing interest in the property. See Revenue Procedure 83-59,
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supra, and the preamble to final Treas. Reg. Sec 1.861-18 (T.D.
8785), discussing the “all substantial rights” test.

¢. . The courts, on the other hand, have been more liberal. See
E.I duPont de Nemours & . Co v Unzted Staz.‘es supra involving a

non-excluswe hcense

e Note‘also that the 'Administratibn has propoeed ellmxnatmg the “all

- substantial rights” requirement, provided that both parties to the
- transaction treat it in the same manner. . See Description of Revenue

. Provisions Contained in the President s Fiscal Year 2000 Budget

Proposal prepared by the staff of the Joint Committee on Taxation, at .

L page 225. The same proposal e.ppears in the Administration’s Fiscal

Year 2001 Revenue Proposals.

- Notwithstanding the general rule, if the intellectual property was developed

-+ -specifically for the transferee, the stock received in gxchange may be

-regarded as taxable compensation for services rendered. See Int. Rev. Code
§ 351(d)' Treas, Reg. § 1.351-1(a)(1)(i); Revenue Procedure 69-19, supra.

_. Compare Blum 12 Commzsszoner 11T. C 101 (1948), w1th Chilton v.

| Commzsszoner 40 T.C. 552 (1963) |

- However, anciliary services rendered by a transferor incident to the transfer
- of property will typically be disregarded, so that rio portion of the stock
received by the transferor will be viewed as taxable compensation income.

-See Revenue Ruling 64-56,. 1964-1 Cum. Bull. 133.

. Also Where no stock is actually zssued to the transferor in exchange, the
transfer of mtellectual property to a corporation may instead be treated as a

tax-free contrlbutlon fo capital. See Int. Rev. Code §§ 118 and 362(0)
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- Transfers to a Foreign Corporation. = 0. w0 oo o

If the transferee of intelieetual 'pr.oberty is a fe'reign corporation, rather than a

~domestic cerporation, the provisions of Section:351 of thetax code will not

- ..-.protect-the U.S. transferor from taxation. - ... "

Under Section 367(a)(1), to whrch transfers of cop.' yrights not treated as

*"capital assets are subject (see Int. Rev.-Code § 367(a)(3)(B)(1), the U.S.
" transferor will realize ordinary income when the transfer occurs to the e)rtent
the transferor would have realized ordinary income had the property been
. sold instead. : See. Temporary Treas. Reg. §§ 1.367(a)-1T, 1.367(a)-5T(b)(2),
T énd:1.367(d)-1ch-). Note that the provisions of Treas. Reg. § 1.861-18 apply
o for purpOSes of determining the impact of Section 367 uuon the trahsfer ofa

computer program. -

Section 367(d), added by the Tax Reform Act.of 1984, deals with the transfer

- of other intangibles (including pafents;i‘knowfhow, trademarks, and other

< ¥ copyrights)to-a foreign corporation in:a transaction to which Section 351

- ‘wouldotherwise apply. . /-~

a.. | Overturmng prlor 1aw (see Revenue Procedure 68-23 1968-1 Cum.

Bull. 821), this provision, which will apply unlebs regulauons provide

~to the contrary, does not distinguish between transfers of U.S. and

- foreign intangibles, nor does it focus upon the nature of the business

*in which the intangibles are:to be used. - On.its face, the provision
-applies not only to intangibles transferred to-a foreign entity that will

| manufacture goods for the U.S. market, but also to intangibles to be

N 'used to produce abroad a product for consumption abroad. See -

| 'Temporary Treas Reg §§ 1. 367(a) 1T(d)(5)(1) andl 367(d)-1T(b).
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-~ b.. - Moreover, the Service will seek to apply this provision under certain

circumstances whenever intangibles are simply licensed for a limited
~ period of time. See Temporary Treas. Reg. § 1.367(d)-1T(g)(4)).

Under Section 367(d), a U.S. taxpayer will be deemed to have transferred the

- 1ntang1bles in questron in exchange for payments that are contingent on the > =

pr oduct1v1ty, use, or dlsposmon of the property, and notwithstanding the .

. actual consrderatlon pald will be deemed to receive each year over the useful
life of the property (or, if less 20 years) an amount commensurate with the

income attributable to the mtanglbles See Temporary Treas. Reg,

§ 1.367(d)- 1T(c)(3). The Taxpayer Relief Act of 1997 repealed the treatment

of this deemed ordinary income as U.S. source income, so that the regular

royalty sourcing rules will now apply. Int. Rev. Code § 367(AY2)C), as
amended effective August 5, 1997. .

T Under the ternporary regulatlons, however an election to treat the

| transacnon asa sale can be made under certam circumstances — for
| example, when operatmg mtangrbles (e g studles) are transferred or,
"m general, when at least half of the property that the U.S. transferor
- transfers consists of intangibles to be used abroad in the active
conduct of a business not involving the manufacture or sale of
products in the United States or for the U.S. market and the U.S.
-+ transferor receives between 40% artd 60% of the transferee, a newly
formed entity, at least 40% of which is owned by unrelated foreign
| persons. Temporary Treas. Reg. §§ -17.367‘(a)-1T(d)(5)(i1') and
 1.367(d)-1T()(2). |

~b. . Then the taxpayer will be taxed at ordinary income rates on the

- built-in gain, which, under the temporary regulations, will be treated

as U.S. source income.
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- 'The extent to which trademarks are covered by-Section 367(d) is not clear.

B Sectlon 367(d) apphes to transfers of 1ntang1ble property referred to in
' Sectmn 936(h)(3)(B) mcludmg any trademark trade name, or brand

. name.”

b | _However the General Explanatron of the 1984 Act prepared by the

I omt Commlttee on Taxatlon states “The Act contemplates that,
_ - ordmarﬂy, no gain w111 be recogmzed on the transfer of . .. marketing
o mtanglbles (sueh as trademarks or trade names) developed by a

_forelgn branch toa forelgn corporatron

” c - On the other hand, the Conferenee Report on the 1984 Act states:
“ - “The conférees wish to clarify that, as under present law, gain will
 generally be recognized under section 367(a) on transfers of
_ marketmg mtanglbles (such as trademarks .) for use in connection -
‘. .w1th aUS. trade or busmess orin connectmn with goods to be
. manufactured sold or consumed in the Umted States.” H.R. Rep.
-~ No.98-861, 98th Cong., 2d Sess. 955 (1984).

d. The Treasiry Department appears to have resolved the ambiguity by
" “taking the position that foreign marketing intangibles (including
trademarks) developed by a foreign branch and transferred to a
foreign corporation before May 16, 1986 are not subject to
- " Section 367(d). See Temporary Treas. Reg §§ 1.367(a)-1T(A)(5)(1v)
and 1.367(d)-1T(b).

Although mere contributions to the capital of a domestic corporation may be
tax-"fre'e', contributions to the capital 6fa foreign corporation will normally be
~ taxed. See Revenue Ruling 64-155, 1964-1 (Pt. 1) Cum, Bull. 138; L.R.S.
Private Letter Ruling 9343009, dated July 21, 1993. See also Nestle
Holdings v. Commissioner, T.C. Memo 1995-441, remanded (on a different
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h 1ssue) 152 F. 3d 83 (2d Cir. 1998), where the taxpayer sought fo treat a sale

“asin part a cap1ta1 contnbutlon

P

d

If the 80% voting control requirerrrent of Section 351 is met, the

- provisions of Section 367 will apply as though the transferor had

" received stock of the foreign corpor:ation'eqdal in value to the

" property transfeired. “See Int: Rev. Code §-367(c)(2); reversing the- .
o position taken in Abegg v. Commissioner, 50 T.C. 145 (1968).

Otherwise, under current law, the transferor will be required to

include any built-in gain in his or its U.S. gross income, as though the
property had actually been sold, if so provided in regulations
promulgated by the Internal Revenue Service. Tnt, Rev. Code

§ 367(0).

Prior to the Taxpayer Relief Act of 1997, however, different rules
applied. Built-in gain was taxable at 35% when a U.S. citizen,
 resident, corporation, partnershlp, estate, or trust contributed property
to a taxable forergn corporat1on as pald-ln surplus or as a contribution
to capital. Int. Rev. Code §§ 1491 and 1492(1) and (2)(A) asin
effect prior to August 5, 1997. For faﬂure to file a return reflecting
such a contribution made after August 20,1996, a penalty equalto
5% of the gross reportable amount could have been imposed. Int.

Rev. Code § 1494(c), added by the Small Busmess Job Protection Act

- 0of 1996.. See L.R.S. Notice 96-60, 1996-2 Cum. Bull. 227; LR.S.
- Notice 97-18, 1997-1 Cum. Bull. 389; LR.S. Notice 97-42, 1997-2
"Cum. Bull. 293; and LR.S. Notice 98-17, 1998-1 Cum. Bull. 688.

To av01d this exc1se tax under prior law, the transferor either had to
eleet to have pnnmples similar to those of Sectlon 367 applied to the

transactlon, or had to elect under Sectlon 1057 (also repealed by the
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- Taxpayer Relief Act of 1997) to include any gain in his or its U.S.

gross income, as though the property had actually been sold. Int. Rev.
Code § 1492. See LR.S. Technical Advice Memorandum 9647004,

dated August 2, 1996

_Note that the Tax Reform Act of 1984 deleted the ablhty of a taxpayer

_.to avoid the former excise tax by establishing in-advance thatthe

transfer would not be in pursuance of a plan having as one of its

principal purposes the avoidance of federal income taxes.

For certain reporting requirements, see Int. Rev. Code § 6038B and Treas.
_Reg. -§ 1.6038B-1, requiring in certain vin_s_tance_s the use of Form 926, Return
.. by, Transferor of Property to a Foreign Corporation.

Note that the reporting requirementé epply to transfers of intellectual

- .- property:made by a U.S. person that are not viewed as taxable

..~-contributiens to capital.

There are eigniﬁcent penalties for failure to comply — i.e., the lesser

b :of $100 000 (absent 1ntent10nal dlsrega:rd of the Iaw) or 10% of the
o value of the property transferred R

1. Transfers to a Forelgn-'Partnershlp.

A .Ungler the 1a.wj in effe.et prior_to the Taﬁcpaye_r Relief Act of 1997:

 “contributed property to a foreign partnership was taxed at 35% on the built-in

1J.S. citizen, resident, corporation, partnership, estate, or trust who

" gain, notwithstanding the provisions of Section 721 that impose no tax when
a taxpayer transfers prop erty to a partnership in exchange for an interest in
- the partnershxp Int Rev. Code § 1491, as in effect prior to August 3, 1997.
.. _ See L R S Techmcal Adv1ce Memorandum 961 8003 dated J anuary 17, 1996
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. and, with respect to the definition of “property,” United States v..
Stafford, 727 F.2d 1043 (11th Cir. 1984).

2. ©  To avoid this excise tax, the transferor was able to take either of the two. steps
“described above, available to a taxpayer who contributed to the capital of a

" taxable foreign corporation in a transaction that failed the 80% voting control

—requirement of Section 351:Int:- Rev. Code-§-1492,.as'in:effect prior to

~ August 5, 1997. Sce IR.S. Techmcal Adv1ce Memorandum 9704004, dated
| October 23 1996 I R. S, anate Letter Ruhng 9741037 dated July 14, 1997.

- Under ciirrent law, (i) by regulation, rules comparable to those in Section 367(d) may

- apply, or (ii) immediate gain recognition will be required to the extent provided in

regulations promulgated by the Internal Revenue Service if gain would otherwise be

recognized later by a non-U.S. person,

‘1Y Seelnt. Rev. Code §§ 721(c) and (d) and 367(d)(3), added by the Taxpayer

Relief Act of 1997.

227 Note that it is not yet clear whether immediate gain recognition will be

BT réquired with respect to transfers of property to domestic as well as foreign

partnerships. It appears, however, that the statute as worded gives the

government the authority to do so.

In addition, the reporting requirements under Section 6038B have been extended to

cover certain transfers made by U.S. persons to foreign partnerships, effective with

‘respect to transfers made after August 5, 1997. Reporting will be required if the

transferor holds at least a 10% interest in the partnership after the transfer, or if the
transferred property and any other property transferred to the same parinership by the

same person or a related person within the 12-month period ending on the date of the

~most recent transfer is worth more than $100,000.
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- For simplified reporting rules applicable to transfers made before January 1,

1998, see L.R.S. Notice 98-17, supra.

‘With respect to transfers made on or after January 1, 1998, see Treas. Reg.
- §1.6038B-2, directing that reportable transfers of property to foreign
- partnerships be reported on Form 8865, Return of U.S. Persons With Respect

+...t0 Certain Foreign Partnerships.

_ _. The pengl_tiesrf"_or honéphipliaﬂée aré substar_xti'él.‘ Fifét; there is a monetary

iaenalty equal to the lesser belOO,OOOJ (abseﬁt'inténtional disregard of the

- law) or 10% of the value of the property transferred. Secondly, the transferor
-will be required to-include in gross.income any unrealized gain inherent in

- theproperty.. -~ .. i
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