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INCOME SPREADING AND SPLITTING 1f 8.1a

the Tax Court's decision, the Fifth Circuit rejected the taxpayer's
argument stating:

"Where section 851 applies to make the sale or exchange non
recognized and non-taxable, taxpayer cannot seriously argue that
he is entitled to make the section 458 election as to when to be
taxed on a uontaxable event .... For the taxpayer to treat the
amounts received in payment of the security as installment pay
ments on a gain realized at the time of the transfer contradicts
the tax-free status of that original transfer. We hold that sec
tion 851 negates section 458 in that a section 851 transfer ,to a
corporation controlled by the transferor in exchange for stock or
securities in that corporation does not qualify for treatment under
section 458.6

If doubt regarding the matter existed prior to the Dennis decision,
its logic clearly dictates that a transfer to a controlled corporation of
an asset such as a patent will qualify for adoption of installment
method reporting only where there has been a bona fide sale of the
asset to the corporation. Of course, pursuant to Section 1289, charac
terization of the resulting payments will be ordinary income where
the control exceeds 80 percent when either a patent or copyright is
involved.'

When the installment reporting method is available, however, it
has a broad utility. For example in Revenue Ruling 284 8 the Internal
Revenue Service issued clearance for its use by a nonprofessional
author. In this ruling, the taxpayer-author entered into an agreement
with a publisher for the sale of a manuscript for 120x dollars in each
of four succeeding years, the latter represented by four non-interest
bearing notes. The ruling permitted the reporting of the proceeds
of the sale under Section 458(b)" A lOx dollar loan made to the

capital gain status to the payments Dennis received on the notes was Section
1232. However, the statute was unavailable to the taxpayer because the note
was neither in registered form or with coupons -attached as the provision re
quires of notes issued prior to January 1, 1955. The taxpayer argued the note
was not of the type contemplated by Section 1232 because it had no inde
pendent significance. Rather, it was solely an evidence to pay a prescribed
installment purchase price for the patent rights. The payments received thus
qualify for long-term capital gain treatment pursuant to the installment sales
provisions of Section 453 (d).

6 Note 4 supra at 284-285.

7 See generally discussion 11' 1.51 supra.
8 1953-2 G.B. 29.

9 The cost of the manuscript constituted the basis of the property for the
purpose of computing the gain realized.
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for a particular sale, the election may not be changed either by way
of an amended return for the year of sale or in any subsequent year."

~ 3.1c Computation and Reporting of Gain

If a taxpayer elects the installment reporting method, gain on the
sale or other disposition will be reportable over the period in which
the installment payments are actually received. The amount of gain
reportable in each year is "that proportion of the installment pay
ments actually received in that year which the gross profit, realized
or to be realized when payment is completed, bears to the total
contract price," 17

Example: A patent is sold for $100,000 to be paid in ten equal
yearly installments. Its basis is $10,000. The gain reportable in
the first year is:

$ 90,000 (total gain)
-----~-X $10,000 (first year payment) =$9,000
$100,000 (total contract price) (gain reportable in the

first year)

~ 3.2 THE OPEN TRANSACTION DOCTRINE

Although a licensor receiving contingent payments from the sale
of intangible property is precluded from utilizing Section 453, he
may still be able to spread the resulting gain from such a transaction
over a number of tax accounting periods via the "open transaction"
doctrine. The origin of the doctrine is the Burnet v. Logan case is

where the Supreme Court found that if it is impossible to determine
the fair market value of a contractual promise due to uncertainties
or contingencies, a taxpayer is entitled to a return of capital before
being subject to tax. However, the Internal Revenue Service takes a
strict view with respect to application of the open transaction doctrine.
The Regulations provide that only in rare and extraordinary circum"
stances does property have no fair market value.l? Nevertheless, it

16 Marks v. United States, 98 F.2d 564 (2d Gir. 1938), cert. denied 305
U.S. 652: Felton v. United States, 57-1 U.S.T.G. ~ 9391 (M.D. Ga. 1957).
Since 1969 an exception is available in the unlikely event the licensor is classed
as a dealer. Under Section 453(c)(4) for taxable yeara endtng on or after
December 3D, 1969, a dealer may revoke an installnient election.

17 I.R.G. § 453(a).
ra 283 U.S. 404, (1931).
'OReg. § 1.1001-1(a); Reg. § 1.453-6(a)(2). See also Rev. Rul. 58-402,

1958-2 C.B. 15. The Service was concerned that the ordinary income tax on .
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involved are occasionally quite complicated and should not be under
taken without a careful review of the Regulations.

Income averaging is available at the taxpayer's election." It
applies only to that portion of an individual's taxable income 24 which
exceeds the average base period income by more than one-fifth?'
The base period consists of the four taxable years immediately pre
ceding the taxable year in which the income to be averaged is earned?'
Additionally, there is a de minimis rule which requires that the
amount eligible for averaging exceed $3,000 before income averaging
is available?'

Example: A taxpayer has taxable income of $50,000 in 1973.
His average income for the base period 1969 through 1972 is
$25,000. The amount not eligible for averaging is 120 percent
X $25.000, or $30,000. The $20,000 remaining exceeds $3,000.
Therefore, the entire $20,000 is subject to averaging. If the tax
payer's 1973 income was $33,000 or less it would be entirely
ineligible for averaging.

~ 3.3b Eligible Taxpayers

A taxpayer may qualify for income averaging only if he is a citizen
or resident of the United States for the entire computation year and
has not been a nonresident at any time during the base period?'
Students and others who are not self-supporting during the base
period, as well as trusts and estates, are not eligible for income
averaging?'

Generally, income averaging is useful only where extraordinary
amounts of ordinary income are bunched into a single year. There
fore, the amount of tax saving that income averaging can offer will
depend upon each taxpayer's individual circumstances. In view of
the unpredictable nature of royalty income, its use as a tax planning
device for licensors is somewhat questionable. It does, however, serve
as an excellent emergency device for those who have not made other
tax planning arrangements or who are blessed with unexpected

23I.R.C. § 1304(.); Reg. § 1.1304-1(.).
24 For a definition of the term "taxable income» see I.R.C. § 1302(a)(2).
25I.R.C. § 1301. For years before 1970 the figure was one-third. (See former

Code § 1301.)
261.R.C. § 1302(c)(2).
27 Note 25 supra.
26l.R.C. § 1303(.)(b).
2' I.R.C. § 1303(c)(d); Reg. § 1.1303-1(.).
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sequently makes an intrafamily transfer of the contract by
gift. If the royalty coutract is assumed to be iu the nature of
income-producing property then its gift to another should
effectively shift the taxability of the resulting payments to the
donee. Conversely, if only an assignment of future income
has occurred the donor remains taxable on the royalties.
Although some contrary judicial authority exists 32 the better
approach appears to be that an individual may make a valid
assignment of a royalty coutract for tax purposes."

family gift of deferred rental income); and Comm'r v. Court Holding Co.,
324 U.S. 591 (1945).

aa Wodehouse v. Comm'r, 178 F.2q 987 (4th Cir. 1950), afJ'g in part 8 T.C.
637 (1947); Heim v. Fitzpatrick, 151 F. Supp. 574 (D.C. COllO. 1957). The
latter case was reversed, see note 33 infra.

33 Wodehouse v. Comm'r, 177 F.2d 881 (2d Cir. 1949), rev'g in part 8 T.C.
637 (1947); Comm'r v. Reece, 233 F.2d 30 (1st Cir. 1956); Heim v. Fitz
patrick, 292 F.2d 887 (2d Cir. 1959). Iu 1956-1 C.B. 6, the Commissioner
issued a nonacquiescence in the Reece case. The nonacquiescence has since
been withdrawn. It should be kept in mind that such a procedure will be
effective only as to future royalties. Royalties earned before the date of the
assignment, even though not yet payable, remain taxable to the donor. For an
analysis of the area see, Hoffman, "Tax Planning for Authors," 46 Taxes 430
(1968).
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U4.2a Source Rules Background

In 1916 the concept of source of iucome first appeared in the
Internal Revenue Cod'! as the base for net income tax on nonresident
aliens and foreign corporations.' Elaborations were added by the
Revenue Act of 1921 5 iu response to an opinion of the Attorney
General construing the provisions as exempting from federal income
taxation profits which were made by foreign corporations manufac
turing or purchasing goods in the United States, but selling them
abroad." Codifying the Attorney General's opinion, the 1921 Act
declared that income from the purchase and sale of personal property
was derived entirely from the country of sale. However, it specified
that income from property produced in the United States but sold
abroad, or produced abroad but sold in the United States, should
be allocated to sources partly within and partly without the United
States. Provisions were also included allocating income from interest,
dividends, personal services, transportation, rentals, royalties, and the
sale of real property."

The 1921 provisions have been retained without substantial amend
ment for more than fifty years. When policy reasons have demanded
refinement, Congress has responded by distinguishing among types
of foreign or domestic income rather than altering the definitions
themselves. For example, most recently, when Congress concluded
that the distinction between domestic and foreign source income was
too artificial it inserted the "effectively connected" concept into the
source rules in the Foreign Investors Tax Act of 1966. Without
altering the basic definitional lines, the 1966 amendments tax non
resident aliens and foreign corporations on certain categories of
foreign source income which is "effectively connected" with the con
duct of a United States trade or business.'

~ 4.2b Licensing Transactions as Sales of Personal Property

Section 861(a) (6) provides that income from the "purchase of
personal property without the United States ... and its sale within
the United States" shall be treated as income from sources within
the United States? On the other hand, the criteria for allocating

4 Revenue Act of 1916, ch. 463, § l(a), 39 SIal. 756.
5 Revenue Act of 1921, ch. 136, § 217, 42 SIal. 243.
60p. Att'y. Gen. 336 (1920).
7 See S. Rep. No. 275, 67th Cong., Ist Sess. 16 (1921).
'I.R.C. § 864(c).
9 Nothing is said in Section 861(a)(6) about income from property both

purchased and sold within or without the United States. This occurrence was
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A related issue concerns the allocation of property and services
where a transfer of foreign know-how occurs within the United States.
While the source rules specify the place of sale as being determinative
where income from the sale of personal property is involved, com
pensation for labor or personal services is regarded as income from
the country in which such labor or personal services are performed."

Revenue Ruling 55-17,16 although subsequently modified for other
reasons, has some instructive implications with respect to this issue.
The ruling involved a nonresident corporation which received pay
ments under an agreement licensing a domestic corporation to use
the technical know-how of the foreign corporation. The Treasury'
Department ruled that the essence of the agreement was the availa
bility of the know-how to the domestic corporation, resulting in
United States-source royalty income, all of which was subject to with
holding. The personal services rendered by the foreign corporation
(which produced foreign source income) were held to have only a
nominal value apart from the know-how license.

On several occasions, the Tax Court has, likewise, at least inferen
tially, given support to the view that the service component of know
how will not be determinative for source purposes if its value is
insignificant in relation to the total value of the transfer."? These
holdings suggest that apparently for lack of any other guidelines the
courts and the Treasury are turning to the domestic capital gains
structure standards to interpret the source of income rules.l" The
nonresident alien or foreign corporation selling know-how in the
United States should structure sales agreements accordingly.t''

The relatively few authorities dealing with the service component
of pa,tents and copyrights are also not particularly illuminating. For

thority, that section through its present regulations deals only with additional
specified items of income. For a detailed discussion, see Roberts & Warren,
U.S. Income Taxation of Foreign Corporations and Nonresident Aliens VI-95
(1968).

I5tRC. § 861(a)(3).
16 1955-1 C.B. 388.

17 United States Mineral Products Co., 52 T.e. 177 (1969); PPC Industries,
Inc., 1970 P·H T.C. Mem. 70-1391.

18 See discussion '[ 1.2a[3] supra.

19 Where the service component of a proposed know-how transfer is sub
stantial, the consideration.should be specifically allocated between proprietary
know-how and services. On the other hand, if the services to be furnished
are insubstantial in relation to the know-how to be. transferred, the place of
the sale (and resulting source of income) will be dependent upon each indi
vidual taxpayer's circumstances.

4-5
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to an author's attempt to characterize his efforts as personal services."
Nevertheless, it is currently possible for an individual or corporate

inventor or author to produce intellectual property in return for which
payment is made as "compensation for personal services" within the
source rules. The entire work is then attributable to the country
where the work was created. On the other hand if the producer
retains title and sells or licenses his efforts, under the source of income
rules the resulting income may be attributable to entirely different
countries.

~ 4.2c The Place of Sale

The Internal Revenue Code Furnishes no criteria for detennining
whether a sale of property occurs within or without the United States.
Treasury and judicial pronouncements have focused primarily on the
place of sale of tangible goods marketed in international trade by
manufacturers and merchandisers. In an early development the
Treasury ruled that the income from such transactions was derived
from foreign sources if the sales occurred and title to the property
passed abroad." Subsequent rulings reinforced the title-passage con
cept."' However, in 1930 the Treasury, as a consequence of misin
terpreting a Supreme Court decision,26 shifted its position from the
title-passage concept by ruling that the decisive factor in determining
the place of sale for source of income purposes was the essential
character of the transaction, i.e., the contract of sale.2 7 After succes
sive judicial rejections of the contract-of-sale rule 28 the Treasury

royalties, to pay royalties on all books sold, and to publish at least two books
per year. The Board, citing Ingram v. Bowers, held that the alien's income
was from a license rather than personal services. See also Rev. Rul. 71-182,
1971-1 GB. 214; Rev. Rul. 71-183, 1971-1 GB. 215; Rev. Ru!. 55-636, 1955-2
C.B.17.

23 See Mark Tobey, 60 T.e. 227 (1973) (concerning the question of the
Section 911 earned income exemption).

24 O.D. uoo, 5 C.B. lI8 (1921).
25 LT. 1569, II-I C.B. 126 (1923); LT. 2068, III-2C.B. 164 (1924); G.C.M.

2467, VII-2 GB. 188 (1928).
26 Compafila General de Tabacos de Filipinas v. Collector of Internal Reve

nue, 279 U.S. 306 (1929). In this case the Court held that the sale was made
when the sales transaction was confirmed in the Philippines (thus, the income
was taxable there as well), notwithstanding the fact that the goods were physi
cally within the United States. Actually, the case restates and adheres to the
title passage rule inasmuch as the final acts which made the sale effective took
place in the Philippines.

27G.C.M. 8594, IX-2 C.B. 354,358 (1930).
28 See, e.g., Comm'r v. East Coast Oil Co., 85 F.2d 322 (5th Cir. 1936),

aff'g 31 B.T.A. 558 (1934), cett. denied, 299 U.S. 608 (1936); Ronrico Corp.,
44 B.T.A. lI30 (1941).
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England when the publisher's offers were accepted although the
negotiations for the contracts took place in the United States." The
case was eventually reversed on other grounds, yet on appeal neither
the court of appeals nor the Internal Revenue Service questioned the
propriety of the place of contract test.35 Thus, a nonresident alien,
even if subject to United States taxing jurisdiction on capital gains
because of his presence or business in the United States, may in most
instances avoid all United States tax on the lump-sum sale of intan
gible intellectual property rights if the place of contract occurs outside
the United States."

~ 4,2d Royalty Payments-Place of Use

If a licensing transaction does not qualify as a sale, the source of
the resulting royalty income is governed by a very generally worded
statute which (1) fails to distinguish between tangible and intangible
property; (2) considers neither the place of production nor where
the licensing contract was negotiated or executed; and (3) uses the
same criteria whether the taxpayer purchased or produced the li
censed property. Section 861(a) (4) merely treats the following as
income from United States sources:

"Rentals or royalties from property located in the United States
or from any interest in such property, including rentals or roy
alties for the use of or the privilege of using in the United States
patents, copyrights, secret processes and formulas, good will,
trade-marks, tradebrands, franchises, and other like property."

Accordingly, where a nonsale licensing of intangible property occurs,
the source of the resulting income depends not on the place of contract

34 ld. at 709, n. 1.
35 98 F.2d 753 (2d Cir. 1938). In Rohmer v. Comm'r, 153 F.2d 61, 63 (2d

Cir. 1946), the court said about its Sabatini decision:

"The tax on aliens at that time included atax on the proceeds of a sale of
personal property, but not if the property was produced without and sold
without the United States; ... we assumed that, because the contract was
made in England, if the transaction was a 'sale: it was not taxable ...."

36 In Kaspare Cohn, Inc. v. Comm'r, 35B.T.A. 646 (1937), the Tax Court
advanced the substance-of-the-sale rule as an alternative to place of contract
for one type of intangible property (stock). Subsequently, the Internal Reve
nue Service cited the case in adopting the substance-of-the-sale test where tax

, avoidance motives are present. G.C.M. 25131, 1947-2 C.B. 85. Hence, a non
resident alien subject to United States taxation on potential United States
source capital gains might wish to avoid any possible complications by both
conducting negotiations and signing the contract outside of the United States.

4-9
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assigned all of his rights to the invention and resulting patents to
a United States corporation in return for a percentage of the sales of
the chemical essential to the process. The United States corporation
entered into some domestic sales of the chemical for ultimate use in
foreign countries where licensees were allowed to utilize the process
on a royalty-free basis. The taxpayer contended that the ultimate
destination of the chemical should determine the source of the royalty
payments. The Tax Court rejected the argument stating:

''Where one domestic corporation sells and delivers to another
domestic corporation a product manufactured in the United
States, pursuant to a contract entered into in the United States,
for which payment is received in the United States, it can scarcely
be argued that the shipment of the product thereafter for use in
a foreign country makes the money paid for it income arising
from a source outside the United States."40

Alternatively, the conrt painted out that whatever royalties might
have been received for use of the taxpayer's foreign patents were
renounced when purchasers were allowed, presumably as part of the
inducement to buy at the sales price charged for the chemical, to use
the process patents for nothing. Therefore, even though the amount
of the royalty was based upon total sales by the United States corpo
ration, the taxpayer received only what was due him from a domestic
exclusive licensee and nothing from the use of any foreign patents.

Where patents and know-how are concerned, economic reality of
the place-of-use approach coupled with recent Internal Revenue
Service indications of continued adherence to it suggests the place
of use of technological intangible property will generally be con
sidered to be where the property right itself is both protected (either
by registration or in the case of know-how by the laws of the country
concerned) and exploited. The location will ordinarily, but not al
ways, coincide with the place where the physical product resulting
from the intellectual property is produced and sold.

An important additional definitional question concerns the allo
cation of licensing payments where licenses are granted to the same
licensee for both domestic and foreign rights. Early cases held that
where the parties themselves placed no price on domestic and foreign
rights, no segregation would be permitted and thus all income should
be attributed to the United States." Subsequently, the rule was

40 ld. at 1147.
41 Estate of Marton, 47 B.T.A. 184 (1942); Rohmer v. Comm'r, 153 F.2d

61 (2d Cir. 1946); Molnar v. Oomm'r, 156 F.2d 924 (2d Cir. 1946).
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erty..s By incorporating Section 871(e ) (2) into the Foreign Inves
tors Tax Act of 1966 Congress attempted to end the confusion via
enactment of a place-of-use source rule for determining whether the
sale or exchange of intangihles in return for contingent payments is
from United States sources. The section's special rule, set out below,
is applicable to gains from the sale, for a contingent price, of prop
erty described in and taxed pursuant to Sections 871(a ) ( 1) (D) and
881(a) (4), which include patents, copyrights, secret processes and
formulas, goodwill, trademarks, trade brands, franchises, and other
like property, or of any interest in such property:

"( 2) Source rule-In determining whether gains described in
subsection (a) (1) (D) and section 881(a) (4) are received from
sources within the United States, such gains shall be treated as
rentals or royalties for the use of, or privilege of using, property
or an interest in property."

Where Section 871(e ) (2) is applicable to sale of intangible prop
erty in return for contingent payments, its place-of-use source rule
eliminates any confusion by attributing all income to United States
sources if the intangible property is used in the United States, regard
less of where the sale may have occurred ..a Nevertheless, the statute
is limited in scope, and in some instances a residue of uncertainty
with respect to its application and interpretation results. For example,
by expressly limiting its application to gains from sales described in
Sections 871(a) ( 1) (D) and 881(a)( 4) the special place-of-use
source rule.is inapplicable to gains not encompassed by those provi
sions, most notably where payments are not contingent. There ensues
an obvious problem, typified in the installment sales provisionj" as
to whether certain payment provisions are contingent, for example,
where provision is made for maximum or minimum royalties.s-

Moreover, it should be noted that the special place-of-use source
rule is relevant only in determining whether gaiI)s are received from
sources within the United States. Apparently, the statute has no
effect where its application would result in characterization as foreign
source income. For instance, it would be inapplicable to a sale of a
foreign copyright or patent within the United States for use outside
the United States. Rather, the place of contract rule would apply to
characterize the resulting income as derived from United States
sources.

48 See, e.g., Sabatini v. Comm'r, 32 B.T.A. 705 (1935).
49 See discussion W4.2b supra.
50 See discussion W3.la supra.
51 See discussion W4.3a infra.
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(3) Nonresident aliens, not engaged in trade or business in the
United States at any time during the taxable year, who had
a gross income from fixed or periodical income and capital gain
exceeding $15,40057 was taxed at the regular rates applicable
to citizens on such Income.s"

The foregoing statutory scheme produced arbitrary tax conse
quences because the treatment of investment income, including royal
ties and capital gains, varied depending upon whether a nonresident
alien had an unrelated trade or business in the United States. In
addition, the size of a nonresident alien's United States source income
generated arbitrary distinctions.t" In the Foreign Investors Tax Act
of 1966,60 Congress endeavored to rectify these distinctions by retain
ing the rule taxing nonresident aliens' United States trade or business
income at regular rates, while changing the rule regarding invest
ment income by taxing it at regular rates only if sucb income is
effectively connected with a United States trade or business.

11 4.3b Fixed or Determinable Periodical Income

Pursuant to Section 871, nonresident aliens are presently taxed at
a flat rate of 30 percent on receipt of gross fixed or determinable
annual or periodical income from United States sources. However,
as a consequence of the 1966 changes the flat rate applies only to the
extent the income is not effectively connected with the conduct of a
United States trade or business." Nevertheless, the tax is applicable
regardless of whether or not the nonresident alien taxpayer is engaged
in a United States trade or business during the taxable year. The

57 For the taxable year 1964 the amount was $19,000. For the taxable years
1965-1966 the amount was $21,200. Pub. L. 88-272, § 113(b)(l, 3) (Feb.
26, 1964) (for taxable yea" beginning after Dec. 31, 1963).

58 I.R.C. § 871(b).

59 The Senate Finance Committee Report stated:

"[IJt has been found in practice that only a small .amount of tax has been
collected as a result of imposing the graduated rates. It is also thought
that by applying the uniform fiat rate with respect to income not effec
tively connected with a trade or business in the United States would tend
to encourage investment here by foreigners."

S. Rep. No. 1707, 89th Cong., 2d Sess. 4446, 4468 (1966).

60 Foreign Investors Tax Act of 1966, Pub. L. No. 89-809, 80 Stat. 1539
(1966), approved Nov. 13, 1966, generally applicable to taxable years begin
ning after Dec. 31, 1966.

61 I.R.C. § 871(a) (1), as amended by § 103(a)(I) of the Foreign Investors
Tax Act of 1966.
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gibles in exchange for contingent payments qualified as sales of per
sonal property or fixed or determinable periodical income."

As previously noted," the new statutory structure does not attempt
to answer the specific issue of whether certain types of payment pro
visions are contingent, for example, where provision is made for
maximum or minimum royalties. Of course, the concept of partial
versus full characterization of total annual payments as contingent
under Section 871(e ) (1) recognizes that payments attributable to
sales or exchanges of intangible property may be fragmented between
their contingent and noncontingent portions. Further, both Revenue
Ruling 57-317,68 which considered the problem under prior law, and
the examples in the proposed regulations concerning Section 871(e ),es
assume that a minimum payment which is not dependent in any way
upon the volume of sales or production, (Le., is payable in all events)
qualifies as a noncontingent payment."?

Yet, a minimum amount-contingent payment contract provision
is not a panacea for avoidance of the fixed or determinable annual
or periodical characterization on the minimum payment portion of
intangible sales contract payments. The mercurial nature of contin
gent licensing payments coupled with the partial versus full charac
terization of such income as contingency payments under the Section
871(e ) (1) 50 percent rule may produce a shifting source and charac
terization of the minimum annual payment from year to year, resulting
in a highly unpredictable after tax yield,"! Further, unless the non-

oeSabatini v. Comm'r, 32 B.T.A. 705 (1935).
67 See discussion 1f 4.2c supra.
68 1957-2 G.B, 909, modified for other reasons by Rev. Rut 69-156, 1969-1

c.B. 101. In Revenue Ruling 57-317 a nonresident foreign corporation granted
an exclusive license to make, use, and sell certain products in the United States
and Canada in consideration for an initial payment and future annual pay
ments measured by exploitation, but with a minimum payment each year. It
was held that the transfer was a sale and therefore did not result in "fixed or
determinable annual or periodical income." In support of its position the In
ternal Revenue Service asserted: "it can hardly be said that an economic inter
est in the successful exploitation of a patent has been retained where there is
a total consideration to be paid not dependent" in any way upon the volume of
sales or production." The reasoning for the Service's conclusion in its ruling
strongly suggests that a minimum amount payable in all events qualifies as a
noncontingent payment.

69 Prop. Reg. § 1.871-U(I), Example 1 and 2.
70 By contrast, where a maximum amount is not payable in all events, the

resulting payments would, be contingent.
71 In fact, an unprecedented success in exploitation of the intangible property

could trigger a tax disaster for the licensor where minimum co:gtingency li
censing provision calls for too small a minimum payment in light of changed
circumstances.
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between a 30 percent tax on.gross licensing receipts and a nonasser
tion of any United States taxing jurisdiction. As the discussion in the
following subsection indicates, however, the tendency of both the
courts and the Internal Revenue Service in this area has been to follow
correlative domestic developments concerning capital gains which,
although generally favorable to taxpayers, have at times provided
little predictability.

The flat 30 percent withholding rate on fixed or determinable
periodical licensing receipts frequently approximates an effective tax
rate of more than twice that rate if the same income were taxed on
a net basis at graduated rates. Nonresident alien licensors, not fortu
nate enough to be exempted from United States withholding tax as
residents of a country which has a bilateral tax treaty with the
United States, may attempt to avert the fixed or determinable periodi
cal income classification by struchIring their transactions as sales for
a fixed price, payable either in a lump sum or in instalhnents. Alter
natively, the nonresident alien author or inventor may hire out to a
foreign firm to write or invent fo~ it, thus receiving. foreign source
personal service compensation in return.t" If his property is already
created, he can assign it to a foreign firm, or use it himself, and export
the products produced from his patent, know-how, or copyright to
the United States. In many such instances, no United States tax will
be due.74 Finally, the nonresident alien author or inventor may
establish his own United States trade or business to exploit his idea
or creation resulting in assessment on a net income rather than gross
receipts basis for United States taxation purposes.

~ 4.3c Sales of Personal Property

[1] Statutory Structure. Under Section 871, United States-source
payments to a nonresident alien licensor from the transfer of intan-

73 If the alien's services are rendered abroad none of this compensation will
be from United States sources. I.R.C. § 862(a) (3).

74 As discussed in 11" 4.2c, if title to tangible goods imported to the United
States passes outside the United States the income from the sale of the goods
is foreign-source income. Thus, the alien's profit on United States patents and
copyrights can be derived from United States markets free of United States
income tax. When the owner of a patent or copyright exploits it by publishing
and selling books for building and selling patented machines, part of his in
come from sale of the books or machines is theoretically derived,from his copy
right or patent. If the patent or copyright is valuable at all, it contributes to
the profitability of the sales of the product. Moreover, when the owner sells
a book or a machine, he is granting an infinitesimal portion of his rights under
the copyright or patent - the right to a limited use of the product. He retains,
however, the more substantial rights to permit others to use or reproduce the
work. Hence, he has not in any practical sense "sold" or granted a "license"
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treatment.s" The question now is whether the capital gains are
effectively connected with the conduct of such a trade or business.
Additionally, the prior law distinction of whether the capital gains
were realized during the presence or absence of the nonresident alien
in the United States has been abolished." Finally, under the new
law the presence of the nonresident alien in the United States is given
new importance, and the effective time element in that connection is
changed from ninety to 183 days." Nevertheless, the prior structure
remains important for sales or exchanges of intangible property
occurring before 1967.88

The improvements brought to the substantive taxing provisions in
the nonresident alien capital gains ar~a failed, however, todispense
with the difficult problem of the proper characterization of lump-sum
or installment payments (emanating from certain types of intangible
licensing transations) as fixed or determinable periodic income or
capital gain income from the sale of personal property. In simple
cases at either end of the spectrum, the distinction between the two
types of income creates no serious problem. For instance, a nonexclu
sive license for less than the entire life of a patent in consideration
for a contingent payment measured by the sales or production by the
licensee of the resulting product is royalty income. By contrast, an
assignment of all rights in a patent in return for a lump-sum price
clearly constitutes a sale, usually generating income taxable as capital
gain. Yet, the area between these two extremes remains one of uncer
tainty and confusion, especially for foreIgn taxpayers. In large mea
sure, the confusion is attributable to a dependence by judicial and
administrative bodies upon ill-suited domestic capital gains concepts
utilized to fill conceptual gaps in the nonresident alien taxation
scheme.

As the discussion in Chapters 1 and 2 indicates, domestic income
from investments is separated from income which contains sufficient
personal service elements to make it undeserving of capital gains
treatment at two levels; (1) in defining "capital assets," and (2) in
defining "sale or exchange." Since the limits of the term "capital
assets" are not well specified, the courts and administrators often

80I.R.e. § 871(a) (2) prior to its amendment by the Foreign Investors Tax
Act of 1966.

81I.R.C. § 871(a)(2)(A), (B), prior to their amendment by the Foreign
Investors Tax Act of 1966.

'2 Id.
83 The Foreign: Investors Tax Act of 1966 which is the origin of the present

statutory structure is effective for taxable years beginning after December 31,
1966. Pnb. L. No. 89-809, § 103(n)(1), 80 Stat. 1539 (1966).
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Early cases involving "other property" only involved sales of par
ticular rights or privileges in such property. The Second Circuit in
Rohmer v. Comm'r" held that a copyright was indivisible and could
not be partially assigned. Therefore, a grant of limited rights was
determined to be a mere license rather than a sale. However, in
Wodehouse v. Comm'r,87 the Fourth Circuit considered a similar
factual context and found instead that payments for a grant of limited
rights in a copyright are exempt as "proceeds of the sales of personal
property." The court stated that "we cannot suppose that Congress
intended to exempt the proceeds of a single sale of all rights in a
literary production to one person, but to tax the proceeds of separate
sales of parts of the whole.""

On appeal, the Supreme Court attempted to resolve the conflicting
views." The Court held such payments were taxable as fixed or
determinable periodic income, but in so doing, it contributed more
confusion to the matter. Apparently, the Court was unwilling to
construe the nonresident alien taxing statutes in such a way as to
permit aliens to go untaxed on United States-source income which

industrial or commercial know-how is not a capital asset, although it may still
qualify as property. See discussion 11" 1.2a[3J supra. Finally, the stock in trade
exception to capital gain treatment of intangibles also indirectly applies to sales
of such property by nonresident aliens through the effectively connected
concept.

"153 F.2d 61 (2d Cir. 1946), cert. denied, 328 U.S. 862 (1946). In
Rohmer, an author who was a citizen and resident of England assigned the
American and Canadian serial rights in his novel to an American magazine
publisher, retaining movie, stage, and book rights. The publisher paid Rohmer's
American agent a lump sum of $10,000 for the rights. The Commissioner
assessed the Hat rate tax under the predecessor of Section 811 (a) (1) (I.R.C.
(l939) § 211) on the entire $10,000. Rohmer sued for a refund, contending
the proceeds were not fixed or determinable annual or periodical income be
cause the transaction was a "sale of personal property" and because the con
sideration, having been paid in a lump sum, was not "annual or periodical."
The court rejected both arguments stating that:

"Where a copyright owner transfers . . . substantially less than the entire
<bundle of rights' conferred by the copyright, then payment therefor,
whether in one sum or in several payments, constitutes royalties within
the meaning of section 211(a)(1)(A). [Now section 871(a)(1)]. For
such a transfer is the grant of a license. Payment for the grant of 'such
a license ... is no less a royalty paid for such use when disbursed in a
Single amount.... It is like interest paid for several years in one sum or
rent paid in advance for the use of a building for a period of years... :'

Id. at 63.

87 166 F.2d 986 (4th Cir. 1948).
88 Id, at 989, 990.
89Comm'r v. Wodehouse, 337 U.S. 369 (1949).
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nonsecret know-how, who are not engaged in the active conduct of a
United States trade or business, may transfer either all or fragmented
parts of such property interests 94 within the United States under a
fixed-smu sale contract without the proceeds being subjected to
United States taxing jurisdiction as capital gains, or fixed or deter
minable periodic income, regardless of the length of the alien's
physical presence in the United States.>'

[3] Capital Gain Requirements. Even though the right of a non
resident alien in intangible property qualifies as a capital asset,
Section 871(a)( 2) capital gain characterization and consequent tax
treatment (including possible exemption from United States taxing
jurisdiction) on the disposition of such an asset is not a certainty.
As previously indicated, the taxpayer must additionally transfer the
asset in a transaction which qualifies as a "sale or exchange." Like
their domestic counterparts, nonresident alien transferors of intangible
capital assets must contend with two significant restrictions on sales
or exchanges; (1) retained economic interests, and (2) fragmented
asset transfers. Additionally, it is important to again emphasize the
special Section 871(e) rule which recharacterizes what in many
instances would be capital gains proceeds as fixed or determinable
periodic income where a sale or exchange of an intangible capital asset
by a nonresident alien is made in return for contingent payments
based upon the use of the asset in the United States.P"

Transfers of fragmented interests. For a long period the Internal
Revenue Service maintained a so-called doctrine of indivisibility in
the capital gains area with respect to fragmentations of intangible
assets." In the foreign arena the apex of its success is represented

94 From the ruling, it is not entirely clear what fragmentations the Service
will consider "sales of personal property" rather than licenses for the use of
such property. Nevertheless, the statement in the ruling that "property rights
in copyrights and patents are similar in substance," as well as recent shifts by
the Service regarding domestic fragmentations of intangible property for capital
gains -purposes, indicate that at least, geographical ana field-of-use fragmenta
tions will be recognized as sales of personal property. See discussion 1m 1.3b
[2], 2.3b[3] supra.

95 Nevertheless, such income will not entirely escape United States taxing
jurisdiction. Section 864 ( c) (3) provides that all United States-source income,
other than fixed or determinable periodical income and capital gains shall be
treated as effectively connected with the conduct of a United States trade or
business, (hence, taxable on a net basis at domestic rates).

96 See discussion f~ 4.2e, 4.3b supra.
97 The indivisibility doctrine was initially announced in LT. 2735, Xll-2

C.B. 131 (1933), after some earlier rulings indicating transfers of partial rights
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alien taxation structures.l'" If so, the recent decisions in the domestic
fragmentation area favoring taxpayers suggests that a lump-sum sale
by a nonresident alien in the United States of a capital asset interest
in a patent, trademark, purchased copyright, or know-how, frag
mented on a geographic or field-of-use basis will qualify for capital
gain characterization and taxation pursuant to Section 871(a) (2) .'0.
On the other hand, the tax consequences are less certain where such
a sale of a fragmented interest is coupled with retention of a partici
pating economic interest.l'"

Retained economic interest. In at least one case, Bloch v. United
States,108 the Commissioner's early position on retained economic
interests was also contested by foreign taxpayers. In Bloch, nonresi
dent aliens granted an exclusive license under United States patents
to make, use, and sell certain products in the United States. The
grantors received $40,000 at the time of the grant and were also to
receive periodic payments based upon future exploitation, but not
less than a specified minimum. Treatment of these future periodic
payments was the only issue before the court. Following the Wode
house approach '09 the Second Circuit in Bloch refused to apply
domestic capital gain criteria in interpreting nonresident alien taxing
provisions. Instead, the circuit court preferred to cite the Supreme
Court decision in Wodehouse 110 holding that the periodic payments
were royalties taxable as fixed or determinable periodic income.P!

In subsequent rulings the Internal Revenue Service has declined
to follow the approach of the Second Circuit with regard to the

105 Added indirect evidence of the Service's position on this issue is found
in the modification of Rev. Rul. 57-317 (dealing with retained economic inter
ests by a nonresident alien) by Rev. Rul. 69-156, 1969-1 C.B. 101.

106 See discussion 'if 1.3b[2} supra.
'07 See, e.g., Cory v. Comm'r, 230 F.2d 941 (2d Cir. 1956), afJ'g 23 T.C.

775 (1955). Even though a transfer of a bundle of rights for a fixed sum or
of all rights for an indeterminable sum might be a sale of property for capital
gains purposes, where the transfer is both (1) a transfer of part of the cluster
of rights, and (2) for an amount wholly indeterminable at the time of the
transfer, no such sale occurs. 230 F.2d at 944.

' 08 200 F.2d 63 (2d Cir. 1952), cert. denied, 345 U.S. 935 (1953).
109 See text accompanying notes 87-90 supra.
110 Comm'r v. Wodehouse, 337 U.S. 369 (1949).
111 The court observed that "there seems to be some doubt that the lump-sum

payment of $40,000 made here was not subject to withholding when made and
not taxable as a royalty...." 200 F.2d at 66. In light of the Wodehouse case,
it is difficult to justify the distinction in the treatment of the lump-sum pay
ments and periodic payments, and one judge, in a concurring opinion indicated
his reservations. 200 F.2d at 66.
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Factors restricting capital gain exemption. Unless a nonresident
alien licensor is a resident of a country with whom the United States
has a bilateral tax treaty, the Section 871(a) (2) exemption of capital
gain payments to such licensors from United States taxing jurisdiction
can frequently be an important consideration in deciding whether or
not to exploit intangible property rights in the United States. How
ever, a number of factors may operate to diminish and even preclude
the exemption.

Presence in the United States by the nonresident alien licensor
or mode of payment under the licensing contract may extinguish the
capital gain exemption. For instance, the exemption is lost and the
Hat 30 percent rate is applicable on United States-source capital gain
if the nonresident alien is physically present in the United States
for a period or periods during the taxable year aggregating at least
183 days and the payments are not effectively connected with the
conduct of a United States trade orbusiness.l!" Where a nonresident
alien falls within the "presence" requirement for taxation of capital
gains, it is iromaterial whether the nonresident alien is actually present
in the United States when the sale or exchange of the intangible
was effected or payments made.P" Of course, the nonresident alien
licensor may avoid the consequences of presence quite simply by
making sure that the place of contract for the sale of all intangible
capital assets occurs outside the United States, thereby generating
foreign-source instead of United States-source income, except where
contingent payments are involved.'!"

As previously pointed out, if the payments in exchange for the sale
of an intangible capital asset by a nonresident alien are contingent
upon productivity, use or disposition of the property, the resulting
income is converted from capital gain to fixed or determinable periodi
cal income under Section 871(a ) (1 ) (D) provided the sale occurred
after October 4, 1966. Under these circumstances, the capital gain
exemption is lost via a recharacterization of the proceeds. On the

1161.R.C. § 871 (a) (2). For determinatio~ of the 183-day period see Prop.
Reg. § 1.871-7(d) (3). Note, a nonresident alien individual is not considered
to be present in the United States by reason of the presence in the United
States of a person who is an agent or partner of such individual. Prop. Reg.
§ 1.871-7(d)(2)(iii).

117 Prop. Reg. § 1.871-7(d)(2)(i). However, gains and losses emanating
from sales or exchanges of intangible capital assets effected during a previous
taxable year beginning after December 31, 1966, are also taxable at the 30
percent flat rate, but only if he was present in the United States for the requi
site period during the previous taxable year.

118 See discussion ~ 4.1d supra.
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ing no allocation provision, the result may be an unduly large admin
istrative allocation of the total consideration to the service element
constituting periodical income subject to taxation at the flat 30 per
cent rate. Instead, it is generally preferable for the foreign taxpayer
to have a reasonable allocation spelled out in the licensing agreement
or to transfer the property and service elements in separate contracts.

, 4.3d Licensing Payments Elfectively Connected With a
United States Trade or Business .

[II United States Trade or Business. In examining the application
of the elfectively connected concept to nonresident alien inventors
and authors, a preliminary factor to be considered is the scope of the
term "engaged in trade or business in the United States" as it affects
a taxpayer involved in either the development or exploitation of
intangible property such as patents, know-how, or copyrights. Al
though the judicial criteria for the term are somewhat fluid, each
decision dependent upon its own facts, "engaged in trade or business"
is generally viewed as conveying the notion of continuous and sus
tained commercial activity in active pursuit of profit.126 The non
resident alien licensor has only the foregoing guidelines to evaluate
whether an economic relationship with the United States is likely to
constitute engaging in a trade or business.

The Code defines "engaged in trade or business within the United
States" as expressly including the performance of personal services
within the United States at any time during the taxable year. Per
sonal services are excluded from the definition, however, where ren
dered by a nonresident alien for:

(I) A nonresident alien individual, foreign partnership, or foreign
corporation not engaged in trade or business within the United
States, or

(2) An office or place of business maintained in a foreign country
or in a United States possession by an individual citizen or
resident of the United States or by a domestic partnership or
corporation.

This is provided that the nonresident alien is only temporarily present
in the United States for an aggregate period of no more than ninety

126 See Jorge Pasquel, 1954 P-H T.C. Mem. W54,002: Linen Thread Co.
Ltd., 14 T.C. 725 (1950); European Naval Stores Co., SA, 11 T.C. 127
(1948). The test is both a quantitative and qualitative one. Scottish Invest
ment Co., Ltd., 12 T.C. 49, 59 (1949).
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business, further determined that the partnership was engaged in a
trade or business in the United States through those activities of the
partner "under whose hat 80 percent of the business may be thought
to reside,"ISS

The domestication of a foreign corporation will not cause domesti
cation of its nonresident alien shareholders to the extent of causing
them to be deemed engaged in a United States trade or bustness.P'
However, if a domestic corporation is disregarded as a sham, the
activities of the corporation will be considered the activities of its
shareholders.'" Moreover, if a foreign shareholder managed or op
erated the business of the corporation in the United States, he may
be considered engaged in trade or business within the United States
by virtue of his rendering services to the corporation.v"

[2] The Effectively Connected Concept. Until 1966, a nonresident
alien engaged in a trade or business within the United States was
taxed on all income from United States sources on a net basis, whether
or not actually generated by the trade or business.Pt This so-called
force-of-attraction rule (which applied even if the United States
business itself produced no income) meant that certain income items,
such as capital gain from the sale of intangible property, which might
not have otherwise been subjected to United States taxing jurisdic
tion raa lost their exemption because the taxpayer engaged in a
United States trade or business, notwithstanding the fact that receipt
of the income was not connected with the business. The Foreign
Investors Tax Act of 1966 virtually abandoned the force-of-attraction
rule in favor of the effectively connected concept. Introduction of
this new concept produced two major alterations:

133 236 F.2d at 303.
aesEstate of Bozo Banac, 17 T.C. 748 (1951).
135Cf. E.A. Neuman de Vegvar, 28 T.C. 1055,1061 (1957), acq. 1958-1

C.B.4.
1S61d.

137 I.R.C. II 871(c), 872, and 882 ch. 736, 68A Stat. 3. (hefore their amend
ment by the Foreign Investors Tax Act of 1966). Prior to the Revenue Act of
1936, United States tax law contained no distinction between foreign taxpayers
engaged in trade or business in the United States and those not so engaged.
Instead, the entire net income of all foreign taxpayers, including capital gains,
was subject to United States taxing jurisdiction. See Revenue Act of 1934, ch.
277,48 Stat. 680, II 11, 12(b), 13(a), 212(a), 213, 231(a). Since the 1936
Act, foreign taxpayers not engaged in business in the United States have been
taxed only on fixed or determinable periodical income, a concept which has
been part of the withholding provisions of the Code since 1913. Revenue Act
of 1913, ch. 16, Section 11, 38 Stat. 168.

138 See discussion 'if 4.3a supra.
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or exchanges of intangible property are alternatively deemed effec
tively connected if:

(1) The income, gain, or loss is derived from assets used or held
for use in the conduct of a United States trade or business; or

(2) The activities of the United States trade or business were a
material factor in the realization of the income, gain, or
loss,143

In applying the above tests, the regulations state that due regard
will be given to whether or not the asset or the income, gain, or loss
is accounted for through the United States trade or business. Al
though this circumstance is not controlling, consideration is given
to the fact that the asset or the income, gain, or loss is carried on
books of account separately kept for the United States trade or
business.w'

The current Treasury position is that the "asset use" test applies
principally in effectively connected determinations regarding income
or gain of a passive type, such as interest or dividends, where the
trade or business activities as such do not directly give rise to the
realization of the income.P" The asset-use test is ordinarily em
ployed if the asset is:

(1) Held for the principal purpose of promoting the present
conduct of the United States trade or business.v" or

(2) Acquired and held in the ordinary course of the trade or busi
ness conducted in the United States,H' or

(3) Otherwise held in a direct relationship to the United States
trade or business; 14. principal consideration being given to
whether the asset is needed in the trade or business.P?

143LRC§864(c)(I)(A), (B).
144 Reg. § L864-4(c)(4). However, as-the examples under the other two

tests indicate, accounting considerations are frequently ignored. See Regs. §§
1.864-4(c)(2)(iv) and 1.864-4(c)(3)(ii). Hence. it appears the "due re
gard" or "consideration" accorded the accounting test may be very slight, fur
ther diminishing any meaningful guidance in interpreting "effectively con
nected:'

145 Regs. § 1.864-4(c)(2)(i).
146 For example, in the case of stock acquired and held to assure a constant

source of supply for the trade or husiness. Reg" § 1.864-4 (c) (2) (ii) (a).
147 For example, in the case of an account or note receivable arising from

the trade or business. Reg. § 1.864-4(c)(2)(ii)(b).
'" Reg. § 1.864-4(c)(2)(ii)(c).
14' Reg. § 1.864-4 (c) (2) (iii) (a). The Regulations state that a presumption
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viewed separately, are not sufficient to constitute "engaging in a
United States trade or business."

The Treasury considers the bnsiness-activities test to be of primary
significance in the case of income, whether passive or not, where
the operation is a licensing business and the income arises from
these activities.P" Under the business-activities test an "effective"
connection of licensing income with a United States trade or busi
ness exists if the activities of such trade or business are a material
factor in the realization of income. However, a probe of the Regu
lations discloses sketchy criteria for determining the material factor
standard in regard to licensing activities. For instance, the Regu
lations promulgate a management and control criterion like the one
employed in the asset-use test, yet provide no guidelines for its
application except where the business activities relate to manage
ment of investment portfolios.'" Although the Committee Reports
accompanying the Foreign Investors Tax Act mention the manage
ment and control criterion in relation to the entire business-activities
test, the commentary is concluded with the qualification that the
criterion is applicable only if the management activities are signifi
cant in relation to the investments involved.''' Finally, the Regula
tions provide the following example dealing with the application of
the business-activities test to United States-source licensing income:

"N,a foreign corporation which uses the calendar year as the
taxable year, has a branch in the United States which acts as an
importer and distributor of merchandise; by reason of the activi
ties of that branch, N is engaged in business in the United States
during 1968. N also carries on a business in which it licenses
patents to unrelated persons in the United States for use in the
United States. The business of the licensees in which these
patents are used have no direct relationship to the business car
ried on in Ns branch in the United States, although the mer
chaudise marketed by the brauch is similar in type to that manu
factured under the patents. The negotiations and other activities
leading up to the consummation of these licenses are conducted
by employees of N who are not connected with the U.S. branch
of that corporation, and the U.S. branch does not otherwise
participate in arranging for the licenses. Royalties received by
N in 1968 from these licenses are not effectively connected for

'''Regs. § 1.864-4(c)(3)(i).
1541d.
155 Legislative History of _H.R. 13103. 89th Cong., Foreign Investors Tax

Act of 1966, 725 (U.S.G.P.O. 1967).
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Effectively connected licensing income from foreign sources. The
effectively connected concept extends United States taxing jurisdic
tion over nonresident aliens to foreign-source rents and royalties for
the use of intangible intellectual property as well as sales and ex
changes of such property. However, this extension of taxing juris
diction arises only if all of the following conditions are met:

(1) The taxpayer must have an office or fixed place of business in
the United States.P"

(2) The income must be derived in the active conduct of a trade
or business carried on by the United States office.'60

(3) The income must be attributable to the United States office.'"
(4) The United States office must be a material factor in the pro

duction of the income.162

(5) The activities of the United States office must be of the type
which produces the particular incorne.l'"

The office or fixed-place-of-business test is similar to the perma
nent establishment standard contained in tax treaties.' 64 Generally,
as a condition to imposing United States tax on foreign-source
income, the office or fixed-place-of-business test requires a greater
level of activity within the United States by the foreign taxpayer
than does the engaged-In-trade or business test. Thus, assume a
foreign author or investor uses an independent United States agent
acting in the ordinary course of his business (i.e., an agent eco
nomically independent of the foreign taxpayer), to solicit and
negotiate United States and foreign licensing agreements for intel
lectual property produced abroad by the foreign taxpayer. The tax
payer might be cousidered engaged in a United States trade or busi
ness for purposes of applying the effectively connected concept to
the United States-source income. However, he would not be con
sidered to have an office or fixed place of business in the United

15. I.R.C. 1864(0)(4)(B).
1601.R.C. 1864(0)(4)(B) (i) and (u).
161I.R.G. 1864(0)(4)(B).
162I.R.C. § 864(0)(5)(B).
163 ld.
164 The legislative history to the Foreign Investors Tax Act indicated that

the statutory test is "substantially similar to the permanent establishment con
cept in many of our income tax treaties." S. Rep. No. 1707, 89th Cong., 2d
Sess. 20 (1966). However, there are a number of significant differences. See
Roberts, "The Foreign Investors Tax Act: Income Tax Changes," 25 N.Y.U.
Inst. on Fed. Tax. 1411 (1967).
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carried on through the office or other fixed place of business.l'"
United States office foreign licensing activities are not considered a
material factor unless they provide a significant economic contri
bution to the foreign-source licensing income by being an essential
economic element in its realization.I"? A Significant economic con
tribution is deemed to occur if the office either actively participates
in soliciting, negotiating, or performing other activities or signifi
cant services required to arrange the license or sale from which such
income is derived. However, the following activities by a United
States office are specifically excluded from consideration as material
factors in a licensing operation if the United States office:
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(1)

(2)

(3)

(4)

*;:.:.- (5)

Develops, creates, produces, or acquires and adds substantial
value to, the property which is licensed or sold;

Collects or accounts for the royalties or gains;

Exercises general supervision over the activities of the per~

sons directly responsible for carrying on soliciting and nego
tiating activities or services;

Performs merely clerical functions incident to the license or
sale; or

Exercises final approval over the execution of the license or
sale.'?'

~L

The requirement that the income-producing activities of the
United States office be regularly carried on by such office is intended
to create a de minimis exception to taxation of foreign-source effec
tively connected income. United States taxation of foreign-source
income is precluded if it is derived from occasional or casual activi
ties of the United States office. For purposes of the exception the
nature of the United States business is the primary determinative
factor. ' 72

169 Reg. § 1.864-6(b) (1).
170 However, .it is not necessary that the activities of the United States office

be a major factor in the realization of the income. Reg. § 1.864-6(b)(1).
171 Reg. § 1.864-6(b) (2) 0). In an accompanying example the Treasury

takes the view that clerical support as well as general supervision over em
ployees of foreign offices conducting business negotiations is insufficient to
trigger application of the effectively connected concept with respect to the re
sulting income. Reg. § 1.864-6(b) (2) (i) Ex. (2). Also, the fact that licensing
agreements concluded by a foreign office of a foreign corporation are subject
to approval by an officer of such corporation located in a United States office
will not subject the resulting income to effectively connected characterization.
Reg. § 1.864-6(b)(2)(i) Example (1).

172 S. Rep. No. 1707, 89th Cong., 2d Sess. 21 (1966).
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different taxable years; or a foreign tax tentatively reduced by a
credit for taxes paid to other foreign countries or to the United
States or to both. Moreover, where effectively connected licensing
income is composed of income from several foreign countries (e.g.,
where North American copyrights are sold) it may be necessary to
determine what portion is derived from each country for foreign tax
credit purposes.

~~/
~ 4.4

~ 4.4a

"
TAXATION OF FOREI~ CORPORATE LICENSORS

~.. '

Introduction

."''-

~:::_~

The Internal Revenue Code denotes the outer definitional limits of
the term "foreign corporation" in an indirect fashion. The law begins
by defining a domestic corporation as one "created or organized in
the United States or under the law of the United States or of any
State or Territory," and similarly defining a foreign corporation as
a corporation "which is not domestic." 178 Place of incorporation is
thus the decisive factor. Moreover, the term "corporation" is itself
given a broad interpretation for taxation purposes. For instance, it
encompasses an "association" which is defined by the Treasury Regu
lations to include a business organization which more closely resem
bles a corporation than a partnership or truSt,179 Therefore, an
organization which may be characterized as a trust or partnership
or even a mere co-ownership or tenancy in common under the laws
of a state or foreign country may nevertheless be classified as an
association taxable as corporation.P?

For United States taxation purposes, foreign corporations have
historically been treated in much the same way as nonresident alien
individuals. Accordingly, prior to 1967, foreign corporations were
generally classed as either nonresident or resident foreign corpora
tions depending upon whether or not they were engaged in trade
or business within the United States.P" Due to the reintroduction of

178I.R.C. § 7701(a)(4), (5).
179 Reg. § 301.7701-2(a).
180 The Regulations describe two essential characteristics for "association"

characterization: ( 1) associates, and (2) an objective to carry on business and
divide the gains therefrom. Four other characteristics also considered are:
continuity of life, centralization of management, limited liability, and free
transferability of interests. Reg. § 301.7761-2(a)(1) and (2). See Roberts &
Warren, U.S. Income Taxation of Foreign Corporations and Nonresident Aliens
VII/2A (1966).

181 See Abbot Laboratories Int'l Co. v. United States, 160 F. Supp. 321 (N.D.
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With the exception of the sale of intangible property in exchange
for payments based upon contingencies, a foreign corporate licensor
is not subjected to United States taxation on United States-source
capital gain arising from the sale of intangible property (basically
lump-sum or installment contracts calling for a fixed price). Never
theless, inasmuch as many foreign licensors find contingent pay
ment contracts desirable, their characterization as fixed or deter
minable periodic income frequently produces serious tax conse
quences. For instance, a foreign corporate licensor not connected
with a United States business is not generally 187 permitted an offset
of expenses and other deductions.v" Where the basis for the prop
erty or other expenses are high it may well be preferable to estab
lish a United States trade or business to which the income is effec
tively connected in order to gain the advantage of taxation on a net
income basis.

[2] Foreign Corporate Licensors Connected With United States
Business. Since 1967 a foreign corporation engaged in trade or busi
ness in the United States during the taxable year is subject to the
regular corporate tax on its net taxable income which is effectively
connected with the conduct of the United States trade or business.P"
The varied and complex problems arising from application of the
effectively connected concept to licensing payments made to non
resident aliens as discussed in ~ 4.Sd are equally pertinent to foreign
corporations and should therefore be reviewed. Where foreign
source licensing income is concerned, however, there is one matter
unique to corporate structures; that is, utilization of the shadow li
censing subsidiary.t''?

Under pre-1967 law, a foreign corporation could establish its
principal office in the United States and license patents or other
intangible property to foreign licensees while remaining immune
from United States taxing jurisdiction. All activities surrounding
the solicitation, negotiation, and other arrangements leading to the

187 Under many tax treaties a nonresident foreign corporation may elect to
be taxed on a net basis, as though it were engaged in a United States trade or
business through a permanent establishment. See Reg. § 1.882-3(a)(2).

1SS Reg. § 1.881-2(a) (2) (3).
189 I.R.C. § 882( a) (1). Currently the rate is generally 48 percent on ordi

nary income [§ 11] and 30 percent on net long-term capital gain [§ 1201(a)].
190 For an outstanding discussion of the area, see McCollom, "Limitations

upon the use of 'Shadow' Foreign Subsidiaries as a Tax Shield for Intangible
Property Under the Foreign Investors Tax Act of 1966," 21 Tax Lawyer 383
(1968).
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Where the withholding rate is applied to a payment of gross
income without the benefit of any deductions, "8 as in the case of
royalties, determination of the actual amount to be withheld is rela
tively easy. For example, if a literary agent receives royalties on
behalf of a foreign author, and pays over those royalties after de
ducting commissions, fees, and expenses, withholding is required at
the 30 percent rate on the gross amount of the royalties received by
the agent and not the net amount paid to the author.P? On the other
hand, where capital gain or contingent payments in exchange for
the transfer of intangible property are involved, that portion of the
payment which constitutes recognized gain may be more difficult
to ascertain. If the Withholding agent does not now the amount of
the gain, he is then required to withhold an amount necessary to
assure that the tax withheld will not be less than 30 percent of the
gain.'oo However, as the total amount withheld may also not exceed
30 percent of the gain, the withholding agent may make adjustments
in light of subsequent events or eoi the tax will be adjusted on the
payee's income tax return or claim for refund.'·'

The general exemption from withholding of tax for effectively con
nected income is available under the Regulations only if the recipient
of such income files a statement with the withholding agent stating
that the income otherwise subject to withholding is effectively con
nected with the recipient's United States trade or business. A dupli
cate copy of the statement must be annually forwarded by the with
holding agent to the Office of International Operations.P" Finally,
it should be noted that upon a demonstration of undue administra
tive burden and an absence of tax avoidance potential, a foreign
partnership or corporation. may receive an exemption from with
holding on fixed or determinable periodic licensing income.'·'

198 In certain instances, nonresident aliens are permitted a deduction for per
sonal exemptions. Reg. I 1.873-1(b)(2)(iii) and (c)(3).

'99 Cf. Rev, RuI. 67-197, 1967-1 C.B. 319.

,o.I.R.C. II 1441(c)(5) and 1442(a). The gain is determined without re
gard to deducitons for 50 percent of long-term capital gains available under
Section 1202. Reg. I 1.I44I-3(d) (I).

2.' Reg. I 1.I46I-4.

'·'Reg. I 1.I441-3(d)(1).

'.3 Reg. I 1.I441-4(a)(2).

204 Reg. § 1.1441-4(f). Unfortunately, the preconditions for exemption are
so restrictive that the provision has little application.
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able only in that State on gains from the sale or exchange of
capital assets.

"( 2) Paragraph (1) of this Article shall not apply if-
(a) The gain is received by a resident of one of the Contract
ing States and arises out of the sale or exchange of property
described in Article 5 (income from real property) located
within the other Contracting State or of the sale or exchange
of shares or comparable interests in a real property coopera
tive or of a corporation whose assets consist principally of
such property.
(b) The recipient of the gain, being a resident of one of the
Contracting States, has a permanent establishment in the other
Contracting State and the property giving rise to the gain is
effectively connected with such permanent establishment, or
(c) The recipient of the gain, being an individual resident
of one of the Contracting States-

(i) Maintains a fixed base in the other Contracting State
and the property giving rise to such gain is effectively con
nected to such fixed base, or
(ii) Is present in the other Contracting State for a period
or periods exceeding in the aggregate 183 days during the
taxable year." 209

It is apparent from the foregoing article that the United States
has, to the greatest extent possible, attempted to synchronize the
tax treaty capital gains exemption. with the exemption available
under the provisions of the Code. A foreign licensor who is a resi
dent of a country with whom the United States has recently nego
tiated a tax treaty is entitled to an exemption of United States
source capital gain arising from the sale of intangible property only
if:

(1) The sales transaction was not effectively connected with a
fixed base or permanent establishment within the United
States; and

(2) The taxpayer is an individual, not present in the United States
for an aggregate period exceeding 183 days during the year.

However, "the fixed base and permanent establishment" concepts
are slightly narrower in scope than the "engaged in trade or busi
ness" concept utilized by the Code.2lO Hence, a foreign licensor sub-

209 Treaty with France, July 28, 1967, Art. 12, CCH Tax Treaties ~ 2815.
210 See discussion ff 4.3d[21 supra, and Roberts, «The Foreign Investors Tax

Act: Income Tax Changes," 25 N.Y.V. Inst. on Fed. Taxation 1411 (1967).
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States."· Except for the Sweden treaty, which grants an unqualified
exemption for royalty income, older treaties provide that such an
exemption shall not apply if the foreign licensor maintains a perma
nent establishment in the United States.'" More recently negotiated
treaties restrict the royalty exemption only if the royalty income is
effectively connected with a permanent establishment.s'" The re
duced Withholding tax rates (or exemption from them) are applica
ble to all nonbusiness royalty income under newer treaties regard
less of the foreign taxpayer's business relationship with the United
States. Therefore, it may often be profitable for foreign taxpayers to
circuitously route nonbusiness royalty income to take advantage of a
treaty withholding rate reduction or exemption. For instance, if the
United States levies a high withholding tax on payments to Country
C, and, due to a tax treaty, levies a low rate or exempted withhold
ing in relation to Country B, royalty income arising in the United
States may be routed through Country B before arriving at its ulti
mate destination, Country C.

There is considerable variation among the treaties as to the types
of royalties covered. In early treaties the broadest exemptions applied
to "royalties and other amounts paid as consideration for the use of,
the privilege of using, copyrights, patents, designs, secret processes
and formulas, trademarks, and other like property." "8 Other past
treaties are more restrictive, either including specific exclusions such
as motion picture rentals, "9 or confining the exemption to royalties
on literary or artistic works while merely providing a reduced rate
on other types of royalties?2. Where the broad term "other like prop
erty" is employed, it has created conflicting views regarding the
outer scope of nonexclusive know-how within its purview. In
response, recent treaty definitions include additional items such as

215 E.g., Treaty with Norway, Dec. 3, 1971, Art. 10, CCH Tax Treaties
~ 6063.

216 Treaty with Sweden, March 23, 1939, Art. VI, CCH Tax Treaties ~ 731l.
E.g., Treaty with Italy, March 30, 1955, Art. VIII, CCH Tax Treaties ~ 4311.

217 E.g., Treaty with Finland, March 6, 1970, Art. 14(4), CCH Tax Treaties
~ 2665.

"8 Treaty with United Kingdom, July 30, 1946, Art. VIII(l), CCH Tax
Treaties W 8113. For similar, but not identical provisions see Treaty with
Switzerland, Oct. 31. 1951, Art. VIII, CCH Tax Treaties ~ 741l.

219 E.g., Treaty with Canada, March 4, 1942, Art. XIII C, CCH Tax Treaties
~ 1222; Treaty with Australia, May 14, 1953, Art. X, CCH Tax Treaties ~ 413;
Treaty with Greece, Feh. 20, 1950, Art. VII, CCH Tax Treaties ~ 3110.

220 E.g., Treaty with Canada, June 17, 1952, Art. XI, CCH Tax Treaties
~ 1217 (limiting tax on all income not exempt to 15 percent).
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Moreover, in the case of the treaty with the Federal Republic of
Germany it is understood that the royalty exemption applies to
licensing arrangements which, for United States tax purposes, are
considered gains from the sale of capital assets?27

As previously mentioned, an important variation is incorporated
in the few post-1966 United States tax treaties which only reduce
instead of exempt the withholding tax on royalties. Included within
the term "royalties" are gains derived from the sale or exchange of
intangible property if the resulting payments are based upon con
tingencies?28 The variation is reflective of the United States view
that the royalty-capital gain controversy regarding varying struc
tures for sales of intellectual property ought to be resolved, at least
where contingent payments are involved, in favor of royalty charac
terizatton.P"

The treaties contain other important variations besides the con
tingent payment variation. For example, under the treaties with
Ireland and the United Kingdom the exemption is allowed only if
the royalty is subject to tax by the foreign signatory?30 Under some
treaties the exemption applies only to payments not exceeding "fair
and reasonable consideration" for the use of the property?" As to
that portion of a royalty which exceeds an arm's length amount,
some treaties expressly provide that it shall be characterized and
taxed accordingly to the law of each contracting state, Including the

227 Hearings on S. Exec. Docs. G & I before a Subcomm. of the Senate
Comm. on Foreign Relations, note 223 supra. Much of the above result de
rives from the divergent tax philosophies of the United States and the Federal
Republic of Germany. There is no exact counterpart in German tax law of
the capital gain concept applied in the United States. Instead, a distinction
is drawn between business property and nonbusiness property. Gain from the
sale of property which forms part of a resident business is taxed as business
income. Gain from the sale of nonbusiness property is either taxed at the full
individual rate, or is not taxed at all, depending upon the holding period. See
Gumpel, "Revision of the Tax Convention Between the United States and the
Federal Republic of Germany," 44 Taxes 883 (1966).

'28Treaty with France, July 28, 1967, Art. 11(4)(b), CCH Tax Treaties
~ 2814; Treaty with Japan, March 8,1971, Art. 14(8)(b), CCH Tax Treaties
V 4393N. The only new treaty taxing royalties at a reduced rate and not con
taining the definitional variation is the Trinidad and Tobago treaty which also
does not include a capital gain exemption provision. See Treaty with Trinidad
and Tobago, Jan. 9, 1970, Art. 14, CCH Tax Treaties ~ 7622.

229 See discussion V 4.3c[3] supra.
280Treaty with Ireland, Sept. 18, 1949, Art. VlIl(l), CCH Tax Treaties

~ 4111; Treaty with United Kingdom, July 25, 1946, Art. VlIl(1), CCH Tax
Treaties V 8113.

231 E.g., Treaty with Austria, Oct. 25, 1956, Art. VIII ( I), CCH Tax Treaties
~ 511; Treaty with Pakistan, July 1, 1957, Art. VlIl(2). See DECD Draft
Convention, Art. 12(4).
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whether the property or right giving rise to the interest is effectively
connected with the permanent establishment and not the determina
tion of source under other rules.2 37 Hence, licensing income' is
deemed to be from sonrces within a contracting state in which the
permanent establishment is situated if the property or rights from
which they arise are effectively connected with that permanent estab
lishment, regardless of the source of such income under the specific
source rules.

The treaty with Japan is the only treaty currently containing
guidelines for application of the attribution concept. This treaty
employs factors substantially the same as the corresponding factors
enumerated under Section 864(c)(2) of the Code?" The factors
taken into account in determining whether intangible property or
rights are effectively connected with a permanent establishment gen
erally include whether the property or rights are used, or held for
use, in carrying on an industrial or commercial activity through such
permanent establishment, and whether the activities carried on
through such permanent establishment were a material factor in the
realization of the licensing income derived from such property or
rights. For this purpose, due regard is given to whether or not
property rights or income are accounted for throngh the permanent
establishment.s"

Several additional considerations arise as a consequence of the
Foreign Investors Tax Act (FITA). FITA provides that "no amend
ment made by this title shall apply in any case where its application
would be contrary to any treaty obligation of the United States." 240

On the other hand, Section 894(b) stipulates that for purposes of
applying any tax exemption, or any reduced rate of tax, granted by
a treaty with respect to income not effectively with a United States

237 E.g., Treaty with Japan, March 8, 1971, Art. 15(1), CCH Tax Treaties
1]" 4394. See also, Treasury Department's Technical Explanation of the United
States Income Tax Treaty signed March 8, 1971, CCH Tax Treaties 1f 4397.

2" Treaty with Japan, March 8, 1971, Art. 6( 8), CCH Tax Treaties ~ 4393F.
However, attempts by the United States Treasury to have factual attribution
standards inserted into other recently -negotiated treaties as well as unilateral
implementation of such standards where the treaties are silent regarding at
tribution rules suggests a strong preference by the United States for the factual
standards method of income attribution. Moreover, the OEeD Fiscal Com
mittee commentary to Article 7(4) of the GECD Draft Convention seems to
favor the use of specific factual standards, such as the activities of the perma~

nent establishment, for attributing income to the permanent establishment.
2391d.

240 § 110, Foreign Investors Tax Act, Title I of Pub. L. No. 89-809, § 110
80 Stat. 1539 (1966).
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Although other older treaties do not contain an explicit source limit
on the exercise of taxing jurisdiction by the United States it would
seem such a limitation would be implicit in the treaty negotiations
inasmuch as the United States never exercised such jurisdiction over
foreign taxpayers prior to enactment of the Foreign Investors Tax
Act?" Ultimately, it should be pointed out that the importance of
the preceding problem is of a continually diminishing nature. As
the United States continues to renegotiate older treaties, the Trea
sury insists onthe inclusion of a provision which permits the United
States to effectively tax foreign-source income generated by United
States business activities of foreign taxpayers?"

247 E.g., Treaty with Canada, March 4, 1942, Art. III, CCH Tax Treaties
~ 1207. For an interpretation of treaties generally, see Restatement (Second),
Foreign Relations Law of the United States, pt. III, ch. 4 (1965).

248E.g., Treaty with Belginm, July 9,1970, Art. 7(1), CCH Tax Treaties
~ 588.
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the useful life of a copyrighted work, the initial twenty-eight-year
term may be used in determining the depreciation rate."

The cost basis of a purchased patent or copyright must be deter
mined before depreciation or amortization is allowable, with no
depreciation being permitted on property held as stock in trade for
sale to customers in the ordinary course of business." For instance,
an assignor who has not borne the risk of research and development
must capitalize and depreciate the costs of obtaining the patent based
on the efforts of the assignee." Such costs include governmental fees,
cost of drawings, models, attorneys' fees, and developmental ex
penses needed to perfect the invention so that the assignee may
obtain a patent.'

A taxpayer is required to furnish full and complete information
with respect to the cost or other basis recovered through deprecia
tion allowances in prior years and such other information as the
Commissioner may require.l? Failure to prove an ascertainable cost
basis may result in the loss of some or all of the depreciation or
amortization for the property. For example, in Lowell D. Ferris 11

the court determined that a purchaser failed to establish a basis in
a patent where the evidence demonstrated the parties to the sale did
not intend to create a binding obligation for the purchase of the
patent. In a slightly different context a taxpayer who entered into
an agreement with an inventor was allowed to deduct advances
made to the inventor after its execution inasmuch as the agreement
effectively made the parties joint venturers who shared the risk of
research and development. However, advances made prior to execu
tion of the agreement were characterized as nondeductible loans be-

6 Although the initial life of a United States copyright is twenty-eight years
from the date of first publication, it may be renewed for a further term of
twenty-eight years. See Copyright Act, 61 Stat. 652 (1947).

7 I.R.C. § 167(g); Reg. § 1.167(g)'l.

8 See Rev. Rul. 66-30, 1966-1 C.B. 55, which deals with expenses incurred
in obtaining foreign patents on inventions covered by United States applica
tions and patents covered by United States applications and patents developed
and owned by others.

a Reg. § 1.167(a)-6(a).

10 William C. Oregory, T.G. Memo. 1954-12; Fromm Laboratories, Inc. v.
Comm'r, 295 F.2d 790 (9th Cir. 1963), where the modification of the patent
license to provide for a specific number of fixed payments rather than royalties
based on gross receipts over the patent's life was held to create a fixed basis
for the patent.

11 T.C. Memo. 1968-192. See also Estate of Paulosky, 6 T.C. Memo. 1176
(1947); Globe Wernicke Co. v. United States, 8 F. Supp. 711 (Ct. Cl. 1934).
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case, Associated Patentees, Inc.:o the Tax Court allowed a pur
chaser of patents to deduct as depreciation the annual payments
based on income which were made to the sellers. Rejecting the Com
missioner's contention that each annual payment was to be prorated
over the remaining life of the patent the court declared:

"[Allthough this method of computation will give ... aggre
gate theoretical deductions for depreciation equaling the ulti
mate cost, its practical result will be an entirely inadequate
allowance for depreciation at the beginning of the term and
excessive allowances at the end. Actually, in later years, the
depreciation allowance would largely exceed income from the
patents. Under such a method of computation the petitioner
might not, in fact, recover its ,cost from income.." 21

Subsequently, the Commissioner agreed to follow the Associated
Patentees declsion." In Revenue Rulilig 61-136 23 the Internal Reve
nue Service citing the Associated Patentees decision with approval,
held that a purchaser of a United States patent and patent applica
tions, where the invention covered by the patent application is one
for which a patent will be issued in normal course, is allowed yearly
depreciation deductions if the purchase price is fixed by the con
tract of sale as a reasonable percentage of the annual return derived
by the purchaser from licensing the patents and patent applications
over their remaining lives.

An exclusive license for the use of a patent or copyright during
its life is subject to depreciation in the same manner as a patent or
copyright?' As a nonexclusive license is not the equivalent of patent
ownership, amortization of the cost of the licensed patents is
unavailable in such a situation.s" Additionally, unpatented inven
tions, copyrightable material, and applications for patents are in
themselves generally not subject to depreciation inasmuch as they

20 4 T.C. 979 (1945).
21Id. at 986,
22 Acq. 1959-2 C.B. 3.
'31967-1 C.B. 58.
24 Automatic Shifters, Inc., T.e. Memo. 1960-134; Lanava Corp., note 13

supra; Bendix Engr Works, Inc., 23 B.T.A. 1049 (1931); Service Recorder
Co., 2 B.T.A. 96, rro'd (in effect) 24 F.2d 875 (N.D. Ohio 1927); J.M. &
M.S. Browning Co., 6 RT.A. 914 (1927). In the last case, the licensor was
allowed to spread depreciation over the remaining life of the patents even
though there was a possibility of the renewal of the contracts to cover the life
of future patents. In Grelck Condensed Buttermilk Co., 7 B.T.A. 79 (1927),
the cost of the license was exhausted over the remaining life of the basic patent.

25 Raytheon Prod. Corp., 1 T.C. 952 (1943).
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Moreover, in Revenue Ruling 67-136 31 the Internal Revenue Service
has recognized a limited useful life under similar circumstances with
respect to patent applications, a correlative type of intangible prop
erty. Hence, there is every indication that a purchaser of a trade
secret may obtain a current depreciation deduction if the sale con
tract price is fixed as a reasonable percentage of annual earnings
from the property.

[3] Trademarks and Trade names. The costs of purchasing a trade
mark or trade name generally constitute nondeductible capital ex
penditures because, like a trade secret, the unlimited useful life of
a trademark or trade name precludes an allowance for depreciation
or amortization." In Harold M. Stiles" a taxpayer contended un
successfully that the cost of purchasing a trademark was depreciable
on the basis that what was actually acquired in its purchase was a
limited market potential for the sale of equipment bearing the trade
mark. In reply, the Tax Court pointed out that it was not the limited
market potential, but the right to the exclusive use of the trade name
in the promotion and development of a market which was acquired.
The taxpayer was therefore not entitled to depreciate the installment
payments made in exchange for the trade name.

Section 177, enacted in 1956, permits amortization of trademark
development and acquisition expenditures over a sixty-month period.
However, the statute specifically precludes amortization treatment
of expenditures that are a part of the consideration for the purchase
of an existing trademark or trade name.P' Due to the unavailability
of amortization or depreciation of costs to an individual making an
outright trademark purchase, a taxpayer acquiring such property
from another will generally find it advantageous from a tax stance
to, if possible, structure the resulting payments as deductible royal
ties for the use of the property or as purchase payments contingent
on productivity or use which are deductible under Section 1253(d) .

~ 5.2b Deduction of Royalty Payments

[l] General Rule. Pursuant to Section 162, periodic payments for

31 Note 27 supra.
"Reg. § 1.167(a)-3; Seattle Brewing & Malting Co., 6 T.C. 856 (1946),

a(fd 167 F.2d 216 (9th Cir. 1948); Norwich Pharmacal Co., 30 B.T.A. 326
(1934).

33 T.e. Memo. 1967-146. See also Marc Eidletz & Son, Inc., 18 B.T.A. 187,
192 (1929); Charles P. Limbert Co., 9 B.T.A. 1390, 1398 (1928) .

•, l.R.C. § 177(b)(3).

5-7



ACQUISITION AND DEVELOP:MENT COSTS If 5.2b

~--

~

or whether the payments are determined on the basis of a percent
age of production or sales." Thus, a stipulated minimum royalty
which must be paid each year as an annually recurring charge is
deductible as a business expense in the same manner as rent.t?

Lump-sum or one-time payments for the right to use intangible
property are (except in the case of trademarks r'" not currently
deductible under Section 162 as ordinary and necessary expenses
incurred in the conduct of a trade or business. Further, if such a
payment is in exchange for exclusive rights for an indefinite dura
tion, amortization may be precluded even though the property
right is itself amortizable. For example, in International Textbook
CO.,42 it was held that a lump-sum payment for the right to sell copy
righted courses of study for an indefinite period was not deductible
as an ordinary and necessary business expense, and not amortizable.
Of course, if the right to use had been limited to a specific term
the taxpayer could have probably amortized the lump-sum pay
ment ratably over the term of the contract. Insertion of such a
limitation also generally precludes characterization of the contract
as a sale," a critical consideration for royalty payment amortization
purposes where intangible property with an indefinite life, such as
trade secrets, is acquired.

[3] Royalty Arrangements With Related Persons. The Internal
Revenue Service and the courts will carefully scrutinize royalty pay
ments from a corporation to its shareholders. To the extent that
payments to shareholders, inclnding majority shareholders, are ordi
nary and necessary and reasonable in amount, the corporation may
deduct them as a business expense." A deduction is not allowed,
however, where the payments are found to be unreasonable," the

"Webb Press Co., Ltd., 3 B.T.A. 247 (1925); Kentocky Elec. Lamp Co.,
14 B.T.A. 603 (1928).

'.Burnet v. Hutchinson Coal Co., 64 F.2d 275 (4th Cir.1933), cert. denied
290 U.S. 652 (1933); Bogle & Co., inc. v. Comm'r, 26 F.2d 771 (7th Cir.
1928); Helvering v. Russian Fin. & Constr. Corp., 77 F.2d 324 (2d Cir. 1935).

41 See l.R.C. § 1253(d)(2).
42 44 F.2d 254 (Ct. Cl. 1930).
43 Of course, a sale would not be precluded if the term of the contract is

contemporaneous with the remaining life of a patent or copyright.
44 See Differential Steel Car Co., 16 T.C. 413 (1951); Webb Press Co., note

39 supra; Rev. Rul. 69-513, 1969-2 C.B. 29.
"E.g., Granbert Equtp., Inc.c Ll T.e. 704 (1948). Here, the alleged royalty

payments were clearly excessive and were paid to derive a tax benefit for the
corporation.
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consisting of its major shareholders subsequently purchased the
patents. The partnership then licensed Statham Instruments to use
the patents in return for royalty payments. The Commissioner ac
cepted the capital gain characterization of the payments by the
shareholders,54 but disallowed the deduction of the royalty pay
ments by the corporation on the ground that the corporation was
in substance the purchaser of the patents. However, the court deter
mined that, on the evidence, the partnership was in substance the
owner of the patents and that the royalty payments made thereto
were reasonable in amount and thereby fully deductible as royalty
payments."

~ 5.3 PATENT AND KNOW·HOW RESEARCH AND
DEVELOPMENT EXPENDITURES: SECTION 174

~ 5.3a Introduction

Prior to 1954, no Code provision specifically dealt with research
and development expenditures. As a result, differing views arose as
to their correct characterization. Taxpayers generally deducted re
search and development costs as Section 162 business expenses,
except where the tax consequences were better served by capitaliza
tion. In contrast, the Internal Revenue Service allowed current
deductions where a continuous research program was in effect and
the taxpayer's established accounting procedure provided for such
a deduction." The Service rationalized its view on the basis that
the tax result over the long run would not differ greatly where the
current deduction was recognized or the expenditures were capital
ized followed by deferred deductions. Further, the Service con
ceded that research expenses usually are a necessary part of most busi
nesses and are consistently charged to expense by most taxpayers."
Although the courts were in some instances unwilling to override the
current deduction approach, a majority of cases required capitaliza
tion of research and development expenditures."

54 The Commissioner later challenged the capital gain characterization in
Transducer Prods. Co., 58 T.C. 829, 342 (1972).

55 The court noted that (1) the partnership was a separate business entity
from that of the corporation, (2) it filed its own tax returns, and (3) the money
used. to purchase the patents came from the private resources of the individual
partners and not from the corporations. Id.

56 This policy was articulated by Commissioner Dunlop in a statement be
fore the Joint Committee on Internal Revenue Taxation on April 4, 1952,

571d.
58 See, e.g., Red Star Yeast Co., 25 T.C. 321 (1955). Apparently, the multi-
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development costs in the experimental or laboratory sense." This
definition of the term has been held to be consistent with congres
sional intent to limit deductions to those expenditures of an investi
gative nature expended in developing the concept of a model or
product." Thus, the term generally includes all expenditures inci
dent to the development or improvement "of an experimental or
pilot model, a plant process, a product, a formula, an invention, or
similar property. . . ." 64 The term also encompasses the costs of
obtaining a patent, such as attorneys' fees expended in making and
perfecting a patent appltcation.w including fees incurred in obtain
ing foreign patents on previously developed inventions for which
the taxpayer owns or has applied for United States patents."
Excluded expenditures are the following amounts paid or incurred:

(1) For the ordinary testing or inspecting of materials or prod
ucts for quality control or those for efficiency surveys, man
agement studies, consumer surveys, -advertising, or promo
tions.'"

(2) By a corporation for professional services in getting a tax
ruling and a rate ruling by a regulatory agency;'8

(3) By an advertising agency in investigating the market prob
lems of various industries so as to better approach prospec
tive clients; 69 or

"Reg. § 1.174-2(a)(1).
"Martin Mayrath, 41 T.C. 582 (1964), afJ'd 357 F.2d 209 (5th Cir.1966):

Coors Porcelain ce., 52 T.C. 682 (1969).
64 Note 62 supra.
65 Reg. § 1.174-2 (a)( 1). Prior to enactment of Section 174 and in the

initially proposed Section 174 regulations, the Internal Revenue Service took
the view -that aU costs incurred with respect to prospective patents were prop
erly characterized as capital expenditures. See Commissioner Dunlop's state
ment before the JOint Committee on Internal Revenue. 525 CCH "" 6170 (Apm
4, 1952).

66 Rev. Rnl. 68-471, 1968-2 C.B. 38.
67 Reg. § 1.174~2(a) (L). In most cases, however, market development costs,

as well as other non-Section 174 expenses, will qualify as currently deductible
ordinary and necessary business expenses under the more general provisions of
Section 162.

'81n Rev. Rul. 67-401, 1967-2 C.B. 123, the Service rnled that legal and
accounting expenses incurred by a taxpayer in applying for a federal income
tax ruling in connection with a research and development project and a deter
mination of a regulatory commission with respect to the effect of the project
on the taxpayer's rate structure are not deductible under Section 174 since they
were not incurred- in an experimental or laboratory sense.

•• Rev. Rul. 71-363, 1971-2 C.B. 156.
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Example 1: A engages B to undertake research and experimen
tal work in order to create a particular product. B will be paid
annually a fixed sum plus an amount equivalent to his actual
expenditures. In 1957, A pays to B in respect of the project the
sum of $150,000, of which $25,000 represents an addition to B's
laboratory and the balance represents charges for research and
exprimentation on the project. It is agreed between the parties
that A will absorb the entire cost of this addition to B's labora
tory, which will be retained by B. A will treat the entire $150,
000 as expenditures under Section 174.

Example 2: X Corporation, a manufacturer of explosives, con
tracts with the Y research organization to attempt, through
research and experimentation, the creation of a new process for
making certain explosives. Because of the danger involved in
such an undertaking, Y is compelled to acquire an isolated tract
of land on which to conduct the research and experimentation.
It is agreed that upon completion of the project Y will transfer
this tract, including any improvements thereon, to X. Section
174 does not apply to the amount paid to Y representing the
costs of the tract of land and improvements.t''

In conformity with its Regulations, the Treasury has ruled that con
tributions by an aircraft carrier to an aircraft manufacturer to help
defray the research and experimental costs of developing a super
sonic prototype are deductible as research and experimental expendi
tures where the payments could not be applied to the purchase
price and the carrier had no right to a refund." Most recently, in
Revenue Ruling 73-20,78 it was held that payments made directly or
indirectly by a utility corporation to a nonprofit research and devel
opment organization formed to develop a model that would benefit
the utility field are eligible for Section 174 treatment.

7" Reg. § 1.174-2(.)(3) Ex. (1), (2). Note that Example (1) suggests
that for taxpayers who have adopted the current expense method under Sec
tion 174(a) it may be of advantage taxwise to purchase 'research ,rather than
to undertake it directly. Under the current expense method the entire $150,000
expenditure may be deducted in the year in which the expenditures are in
curred. (Due to the extended amortization period, this result does not apply
equally to taxpayers electing Section 174(b).) By contrast, if the taxpayer
had undertaken the project itself and spent $25,000 for ail addition to existing
facilities, the taxpayer's' current deduction would be limited to $125,000. The
$25,000 paid for new laboratory facilities would have to be capitalized and
depreciated.

77 Rev. Rul. 69-484, 1969-2 C.B. 38.

78 1973-2 I.R.B. 10. The deductibility of tbe payments was evidently prem
ised on their end result rather than their actual form.
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depreciable property which may be attributed to the research.f
However, it is also stated that the research expenditures do not
include the costs of the component materials of the depreciable
property, the costs of labor, or other elements involved in its con
struction and installation." Costs which fall within the "construc
tion and installation" exclusion must be capitalized and recovered
through depreciation deductions.

Unfortunately, the Regulations lack any factual standards for
determination of a cut-off point between the termination of research
and the construction of the end product, a problem which is espe
cially acute where personnel at the same location work on both the
research and production phase of a project. The only example in the
Regulations is as follows:

"[A] taxpayer undertakes to develop a new machine for use in
his business. He expends $80,000 on the project of which $10,
000 represents the actual costs of material, labor, etc., to con
struct the machine, and $20,000 represents research costs which
are not attributable to the machine itself. Under section 174(a)
the taxpayer would be permitted to deduct the $20,000 as ex
penses not chargeable to capital account, but the $10,000 must
be charged to the asset account (the machine)." 84

The Foregoing example evades the hard question of proper cost allo
cation by stating as part of the factual context how much is attributa
ble to the machine and how much to the research. As a consequence
of the lack of factual standards for allocation of project costs, tax
payers must be prepared to hammer out the matter with the Internal
Revenue Service on a case-by-case basis during audit. Hence, the
importance of maintaining detailed and accurate records to sustain
the claim for a Section 174 deduction must again be emphaslzed."

The Regulations also apply the foregoing rule, as to segregation
of costs allocable to research, construction, and installation, where
property is developed and constructed for the taxpayer by another."
Thus, a taxpayer must be prepared to deal with the same uncer
tainty as to the cut-off point between the termination of research

82 Regs. § 1.174-2(b) (2) and (4).
"Regs. § 1.174-2(b) (4).
84 [d.
85 Here, special attention should be given to justify every allocation to re

search instead of the account for newly constructed property.
"Reg. § 1.174-2(b) (3) and (4).
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type of chemical processing plant under a turn-key contract
guaranteeing a given annual production and a given consump
tion of raw material and fuel per unit. On the other hand, if the
contract contained no guarantee of quality of production and
of quantity of units in relation to consumption of raw material
and fuel, and if real doubt existed as to the capabilities of the
process, expenses for research or experimentation under the
contract are at the taxpayer's risk and are deductible under Sec
tion 174(a):' [Emphasis added.] "

Unquestionably, the vague qualification, "if real doubt exists as to
the capabilities of the process," generates substantial disagreement
between revenue agents and taxpayers. Moreover, as some com
mentators have pointed out, this appears to go beyond the statute
and represents an unwarranted extension of an otherwise reasonable
rule."' For instance, if the taxpayer built a machine himself, there
would be no doubt as to the deductibility of research costs incurred
in connection with its development, whether or not the machine
was certain to be successful. The result should be no different
merely because the taxpayer hired another to do the work. Hence, a
better view would seem to be one which simply requires that all
economic risks be imposed on the taxpayer.w At present, however,
the Internal Revenue Service on audit apparently intends to second
guess a taxpayer who has assumed all risks concerning a new process
developed for him by another. Taxpayers who pay an outsider for
research on a new process that the outsider utilizes in a turn-key
plant for the taxpayer should therefore be prepared to substantiate
that their doubts concerning the capability of the process are indeed
real if a Section 174(a) deduction is sought.

[3] The Trade or Business Requirement. Section 174 treatment is
specifically limited by statute to research and experimental expendi
tures paid or incurred by the taxpayer in his trade or business."
As might be expected, this requirement has engendered more litiga-

91 Note 87 supra.
92 See, e.g., Blake, "Research & Experimental Costs," 16 N.Y.U. lust. on Fed.

Tax. 831, 839 n. 25 (1958).
93 For example, in a reverse context, the Internal Revenue Service has re

cently ruled that a taxpayer's costs to design and develop a specially built auto
mated manufacturing system for a customer's specific order at the taxpayer's
risk are deductible under Section 174 even though each' product design re
sulted in the production of only one machine system. Rev. Rul. 73-275, 1973-1
C.B.134.

•4I.R.C. §§ 174(a) and 174(b)(1)(A).
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eral occasions the Tax Court has found amateur inventors engaged
in the trade or business of inventing even though they were full
time employees of a university and corporation. The court attached
significance to the scientific qualifications of the taxpayers and their
sincere efforts to obtain a profit by actively trying to market their
inventions and patents.!" By contrast, in Jack P. Stanton,1°2 the
Tax Court determined that the taxpayer's activities with regard to
the development of a novel boat were too sporadic and not of a suf
ficiently sustained character to show engagement in an inventing
business. Considerable importance was attached to the fact that
Stanton had made no serious effort to profitably exploit the inven
tion nor was there any evident expection of profit.lo,

It appears the affirmative determination of what constitutes an
inventing trade or business has been influenced by the following
factors:

(1) Patent applications;

(2) Continuity and regularity of inventing activities;

(3) Generation of profit or strong indication of an intent to make
a profit; and

(4) Lack of private benefit or utilization of an invention or ability
to allocate costs of private and business uses.

The courts have consistently looked for the presence of patent
applications in arriving at the conclusion of inventive trade or busi
ness status. The rationale behind patents as evidence was estab
lished as early as 1942 in Harold T. Avery,'o, where the court pointed
out that "if pleasure were the only incentive and recompense sought
by the petitioner in developing his mechanical ideas there was no
necessity to go to the trouble and expense of procuring patents," '0'
Patent application seems to be one of the strongest factors suppor
tive of an inventive trade or business, although a mere preliminary

101 Nicholas A. Dodich, T.e. Memo. 1971-58, 30 T.e.M. 248: Johan A.
Louw, T.e. Memo. 1971-326, 30 T.e.M. 1421.

102 26 T.e.M. 618 (1967), o:[f'd 399 F.2d 326 (5th eir. 1968). The question
was considered in a Section 162 context in William Tiffins Downs, 49 T.e. 533
(1968).

103 Citing Mayrath v. Comm'r, 47 B.T.A. 538 (1942), the court further
noted that there was a point beyond which the propensity to experiment with
the boat must be viewed as taking on some of the characteristics of a hobby.

'0447 B.T.A. 538 (1942).
105 ld. at 541-542.
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roof drain. The jury's verdict was that the items were of an experi
mental nature and were used in part in the taxpayer's trade or bust
ness.P" In another case, an electrical engineer operated a company
which derived its income from the sale of plastic signs, electrical
tapes, and electrical marine equipment. The Tax Court denied a
Section 174 deduction for expenses incurred by the taxpayer in
attempting to develop mathematical theories since the theories pro
duced no income and were not sufficiently connected with his trade
or business.P"

Amateur inventors have enjoyed a measure of success in securing
Section 174 deductions upon a demonstration of a profit-seeking
motive or proximate connection with their regular business' activities.
In comparison, the Internal Revenue Service and the courts have
taken a tougher position regarding independent financiers of re
search efforts in an attempt to restrict the unintended tax shelter
that Section 174 may create for such individuals."°

The Tax Court considered the issue of Section 174 deductibility of
research costs incurred by individual financiers in John F. Koons. ll7

In Koons the taxpayer, an individual categorized as a promoter and
financier of new enterprises, purchased an undeveloped invention
and paid $45,000 to a research laboratory for services connected with
perfecting the invention to a patentable and commercial state. The

114 The court, in directing the jury, stated that all expenses incurred in the
construction of an experimental house containing items of a research and ex
perimental nature are deductible as Section 174 expenses to the extent they
are connected with the taxpayer's trade or business. The court further stated
that if the items in question were considered by the jury to be of an experi
mental nature and were used for both personal and business uses, the taxpayer
would be entitled. to deduct the difference between the cost of the experimental
features and conventional systems. See also Mayrath v. Comm'r, 357 F.2d 209
(5th Clr. 1966), aff'g 41 T.G. 582 (1964) (allowed, as a Section 174 deduc
tion, 35 percent of noncapitalized expenditures and 35 percent of the 'depre
ciation incurred in connection with a residence constructed by a partnership
for the eventual use of one partner); Contra Kenneth Reiner, T.C. Memo.
1965·197 (denying a Section 174 deduction to a taxpayer who claimed that his
home had been built asJart of his trade or business of inventing farm imple
ments, and that some the expenses incurred in its construction were for
research and experimentation.

rrs Joe H. Cunningham, T.e. Memo. 1968-242. See also, Oliver B. Kilroy,
T.e. Memo. 1973-7, holding an expenditure of a fee paid for a study on the
feasibility of using lasers for deep mining operations to be nondeductible under
Section 174 since the taxpayer was not engaged in the business of mining and
an isolated research effort could not by itself create a trade or business.

116 As will be subsequently observed, the outcome of litigation in the area
appears to have in some instances been influenced by courts' sensitivity to tax
shelter considerations.

117 35 T.G. 1092 (1961). See also William S. Scull, II, T.e. Memo. 1964
224.
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to expense under Section 174(a); the taxpayer's share was about
$9,000. In contrasting the instant case with Cleveland, the Tax
Court observed that in the earlier case there had been a long history
of research and experimentation and a patent application had al
ready been applied for at the time of the creation of the joint ven
ture. In 1966 the inventor had hardly begun experimentation on the
trash burner, the application for a patent was not made until 1968,
and no effort was made to market the device until several years
after the funds were advanced by the taxpayer. Accordingly, the
court held that the partnership "had as yet no trade or business in
1966 and the expenditures paid in that year were not 'paid in con
nection with' its trade or business but were preparatory to a busi
ness which came into existence after the taxable year." 122

In affirming the lower court decision, the Sixth Circuit went fur
ther than the Tax Court in dealing with Cleveland by rejecting its
reasoning altogether. It stated:

"We are by no means certain that Cleveland involved any dis
pute over whether the joint enterprise therein concerned was
engaged in a trade or business. If, however, it be read as in con
flict with our view in this case, we prefer the logic of the later
Fourth Circuit holding in Richmond Television Corp. v. United
States, supra, to the Fourth Circuit's earlier holding in Cleve
land." 123

The conclusion of the Fourth Circuit in Richmond Television
Corp.'" was that expenses incurred prior to the obtaining of a
broadcasting license by a television station were "pre-operating"
expenses not deductible in carrying on a trade. or business under Sec
tion 162(a). The Sixth Circuit felt that there was a similarity with
Richmond Television in that the $36,000 of expenses were also pre
operating expenses nondeductible under Section 174. Additionally,
however, the Sixth Circuit specifically considered the issue of
whether Snow's investment activities in the partnership were enough
to place the taxpayer in the trade or business of developing inven
tions. This possibility was rejected on the basis of the Supreme
Court decision in Whipple v. Comm'r 125 which held that investing
and managing investments are not sufficient to constitute a trade or
business.

122 58 r.c. at 595.
123 482 F.2d at 1031.
124 345 F.2d 901, 907 (4th Cir. 1965).
125 378 U.S. 193 (1963).
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Moreover, the ruling goes on to suggest that taxpayers may easily
avoid any question being raised regarding the current expense
method adoption by showing the research and experimental expendi
tures as a separate item on each income tax return.

As indicated by Revenue Ruling 70-637,132 however, failure to
deduct research and experimental expenditures on the return of the
first taxable year in which they are incurred may prove to be a costly
omission which can not be subsequently corrected without consent
of the Commissioner. The ruling addressed itself to a factual context
in which the taxpayer incurred research and experimental expendi
tures in 1964, 1965, and 1966, but failed to deduct them in 1964 (the
first taxable yearin which they were incurred), as well as the two later
years. Expenditures incurred in 1967, 1968, and 1969 were deducted
on the returns filed in those years. Even though claims for refund
for the years 1964, 1965, and 1966 were timely filed, deduction was
denied for those years. Although deductions on the returns were
taken for the years 1967, 1968, and 1969, deductions for those years
were also denied in view of the taxpayer's failure to adopt the cur
rent expense method on the return for the first taxable year in which
the research and experimental expenditures were incurred. Hence,
to be certain to meet the requirement that the current expense
method is properly adopted in the first taxable year in which it is
available, taxpayers might be well advised to, if possible, show the
expenditures as a separate item on the income tax return.

Where the current expense method is adopted it applies to all
qualified research and experimental expenditures of the taxpayer
for the taxable year and all subsequent taxable years, unless authori
zation is secured from the Commissioner to use a different method
with respect to certain projects or for all of such expenditures.'"
The opportunity to obtain permission to utilize the deferred expense
method or capitalize expenditures with respect to particular projects
is especially useful. As a result, in some instances a taxpayer may be
able to defer the cost of a special project without losing the tax

rules contained in the temporary rules relating to Section 174 which were
issued shortly after enactment of the 1954 Code. 19 Fed. Reg. 5496 (Aug. 27,
1954). As originally published, the temporary rules called for an "election"
to be made in a statement attached to the return which "shall specify the
amount of each type of such expenditure and shall describe them in detail."
The reversal of the Service's position is probably due to the technical difference
between the use, within the statute, of the terms "adopt" and "elect" ("adop
tion" implying selection of a method which may be indicated merely by its
use).

132 1970-2 C.B. 64.
13'I.R.C. § 174(a)(3).
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research and experimental expenditures and who wishes to change
to the deferred method or capitalized expense method may do so
only by filing a written application which must be approved by the
Commissioner.'" Further, a taxpayer originally electing to expense
all research and experimental expenses except a specific project or
projects must secure the Commissioner"s permission before he can
use the deferred expense method for any subsequent project or proj
ects14' In all instances changes are effective only with respect to
expenditures in the year of the change and subsequent years.!"
The application addressed in the same manner as explained in the
preceding paragraph and filed not later than the last day of the first
taxable year of the change, should contain the following:

(1) The name and address of the taxpayer;

(2) The first taxable year for which the change is requested;

(8) A statement as to whether the change is to apply to all
research or experimental expenses paid or incurred by the
taxpayer, or only to expenses incurred for a specific project or
projects;

(4) Information sufficient to identify the project or projects to
which the change is applicable;

(5) A statement as to the number of months (not fewer than
sixty) selected for amortization of the expenditures, if any,
which are to be treated as deferred expenses under Section
174(b );

(6) A statement that upon approval of the application, the tax
payer will make an accounting segregation on his booksand

139Reg. § 1.174-3(b) (3).
140 In Revenue Ruling 68-144, 1968~1 C.B. 85, the taxpayer had properly

elected to expense all research and experimental expenditures with the excep
tion of those relating to two specific product development projects as to which
the deferred method was elected. Subsequently, the taxpayer undertook new
projects and "elected" to use the deferred expense method. The Service ruled
that once the current expense method has been adopted by a taxpayer all sub
sequent expenditures are required to be deducted as current expenses, unless
permission to utilize a different method as to some or all such expenditures is
granted by the Commissioner.

Based on the foregoing ruling the Service held in Rev. Rut 71-248, 1971-1
C.B. 55, that a corporation which had previously deducted. computer software
costs in accordance with Revenue Procedure 69-21, 1969-2 C.B. 303, in con
nection with an old computer, may not capitalize and amortize such costs with
respect to a new computer, unless permission to adopt a different method is
granted by the Commissioner.

1411.R.C. § 174(b)(2).
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election with respect to each project since the regulations indicate
that a failure to so properly elect for each new project will force
the taxpayer to employ the capitalization method for the unelected
project. 14 ' To recapitulate, the elective privileges provided by the
deferred expense method may be applicable in any of the following
situations :

(1) Taxpayers not adopting the current expense method may;
(a) Apply the deferred expense method to all research and

experimental expenditures; 149 and
(b) Apply the deferred expense method to specific projects

and capitalize all other projects as though they were
governed by prior law."?

(2) Where the current expense method has been adopted and the
prior approval of the Commissioner has been obtained, the
deferred expense method may be applied to specified
projects.l5l

Requirements for election of the deferred expense method. Sec
tion 174(b)(1)(C) limits research and experimental expenditures
eligible for the deferred expense election to those costs which are
"chargeable to capital account." This restriction does not appear sig
nificant inasmuch as the statutory enactment seems to have been
premised on the theory that all such expenditures would have to be
capitalized in the absence of the statute.''' The deferred expense
election is unavailable, however, where an expenditure would fall
within a current deduction category under prior law."·

Moreover, a large portion of the research and experimental expen
ditures which qualify as chargeable to capital account may fall within
the depreciable property exclusion of Section 174( c) which is appli
cable to all of Section 174.' 54 As a practical matter, the dividing line
for purposes of applying the limitation is the factor of determinable

148 Reg. § 1.174-4(b)(1)(iii).
'''ld.
reo Id.
151 Reg. § 1.174-1.
152S. Rep. No. 1622, 83d Cong., 2d Sess. 215 (1954). Section 174(a), deal

ing with the current expense method, does not contain a "chargeable to capital
account" requirement. However, such a requirement would seem to be implied
in light of the underlying legislative intent.

153 See, e.g., Kent Mach. ce., 6 T.C.M. 441, afj'd 168 F.2d 68 (6th Cir.
1948) (development expenses incurred by a patent license deductible as cur
rent expenses, where the licensee has no interest in the patent).

154 See discussion ~ 5.3a[2] supra.
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sioner for any post-1953 year in which research or experimental
expenditures are paid or incurred provided the current expense
method has not been previously adopted.P" As previously indicated,
unlike the adoption of the current expense method, «election" of the
deferred expense method is optional and need not be made in the
first post-1953 taxable year in which the taxpayer has qualifying
research and experimental expenditures. Further, the election has
no retroactive effect and, once made, cannot be changed without the
consent of the Commissioner.v"

Pursuant to the Regulations, the election to use the deferred
method is made by attaching a statement to the taxpayer's return for
the taxable year in which the election is to take effect.' 91 Addi
tionally via Revenue Ruling 71-136 162 the Internal Revenue Service
has held that notwithstanding a failure to file the written statement
in the form required by the Regulations, a taxpayer is not pre
cluded from adopting the deferred expense method of amortizing
research and experimental expenditures where he treated the expen
ditures as if he had elected to defer them under the deferred expense
method on the return for the first year in which the expenditures for
a particular project were incurred. ' 63 Where a statement is filed,
however, it must be signed by the taxpayer or his duly authorized
representative and contain the following information:

(I) Tbe name and address of the taxpayer;

(2) The first taxable year for which the election is to apply;

(3) A statement as to whether the election is to apply to all expen
ditures within its scope, or only to a particular project or
projects, and, if the latter, such information as will identify
the project or projects to which the election is applicable; 164

15'I.R.C. § 174(b)(I) and Reg. § 1.174-4(a)(I).

160 Reg. § 1.174-4(b) (2).
191 Reg. § 1.174-4 (b) ( 1). The election must be filed no later than the time

(including extensions) for filing the return.
162 1971_1 C.B. 97.
163 The ruling was based upon the result in Kentucky Util. Co. v. Glenn,

394 F.2d 631 (1968), There the court, in considering similar election under
Section 266 (relating to taxes and carrying charges), held that the treatment
of certain taxes on the tax return filed as if an election to capitalize had been
made amounted-to a sufficient election to capitalize rather than to expense the
taxes in question.

164 If the election is to apply to all projects undertaken thereafter by the
taxpayer it should be so stated. By contrast, if the election is made on a specific
project basis, care should be taken to make another election each time a new
project is started.
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the absence of a showing to the contrary," a taxpayer will begin to
realize benefits in the month in which he puts the property to which
the expenditures relate to an "income producing" use."9 On the
other hand, the Regulations fail to indicate whether a process
becomes income-producing at the moment it is utilized in manufac
turing new products or at the time when the first sales of those
products are made. Moreover, it would appear the income-produc
ing test could also be satisfied by a machine or process which reduces
costs or expenses. In this regard it may, depending upon the circum
stances, be easier or more difficult to demonstrate when benefits are
first realized. Where difficulty is experienced, the taxpayer should
generally assume benefits are first realized at the earliest possible
date in order to guard against a potential irrevocable loss of the
amoriization deduction due to an expired statute of limitations. If
the earliest possible date is utilized and upon subsequent audit the
"income producing" use date is determined to be a later year, the
consequence is merely a shifting of income between taxable years.

A taxpayer who has elected the deferred method and realized
benefits therefrom is required to continue ratable amortization of
the research expenditures over the selected period even if benefits
from a project cease prematurely.l"? If a project becomes worthless
prior to the end of the amortization period, however, an application
for change in accounting method requesting a shortened amortiza
tion period may be filed with the Commissioner.!" Further, if no
benefits are ever realized by the taxpayer, the Regulations suggest
that a loss deduction for all deferred expenses with respect to the
project is allowable in the year it becomes worthless and is aban
doned.!72

Finally, it should be noted that expenditures under Section I74(b)
represent additions to basis under Section IOI6( a) (1 ).173 Con
versely, as benefits are realized from the research and experimental
expenditures, the statute provides that deferred expense deductions
must be applied to reduce basis under Section lOl6( a) (14).174 Inas
much as the statute requires that the foregoing reduction be not less

!69 Reg. § 1.174-4(a) (8).
!70Reg. § 1.174-4(a)(5).
1711d.
!72Reg. § 1.174-4(a)(8). While this appears to be the proper result, it

leaves the taxpayer in the often difficult position of attempting to properly
identify the year of abandonment.

173UtC. § 174(b)(1).
174I.R.C. § 174(e).
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a copy of the letter granting permission to his income tax return for
the first taxable year for which the change is effective.' 78

[3] Factors Affecting the Choice of Method Under Section 174.
Although the choice of method by each taxpayer may be governed
by a number of subjective factors not susceptible to valuation, the
following summary may prove useful in indicating the major advan
tages of both the current expense and deferred expense methods of
treating research and experimental expenditures.

Advantages of the current expense method.

(1) The current expense method obviates the elaborate cost
accounting systems required when expenditures are capital
ized or deferred because the expenditures are deductible
currently without regard to the success or failure of the proj
ects to which they relate. Therefore, most taxpayers electing
the current expense method will be able to use the same rec
ords for both financial and tax accounting purposes. By con
trast, the project-by-project accounts necessary for the
deferred expense method are cumbersome and produce addi
tional overhead expense.

(2) The current expense method may be adopted by the simple
act of deducting all research and experimental expenditures
on the taxpayer's return. However, a faulty election of the
deferred expense method will force the resulting expendi
tures to be capitalized.

(3) Research costs incurred in the development of depreciable
property are deductible under the current expense method
even though the project is clearly going to result in the acqui
sition or construction of such property for use in the tax
payer's trade or business. If, in the same situation, the de
ferred expense method had been elected, no Section 174
deduction would be possible until after the date on which
the property resulting from the research achieves a deprecia
ble status, and then all subsequent recoveries must be made
via a depreciation deduction.

(4) Inasmuch as deductions under the current expense method
are not dependent upon the success or failure of research
projects, the realization of benefits and abandonment loss
problems which may arise under the deferred expense method
are avoided.

118 Id.
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It is interesting to note that taxpayers involved in cases concerning
the "trade or business" requirement of the statute had all adopted
the current expense method. As the requirement is equally applica
ble to taxpayers who elect the deferred expense method, it strongly

, suggests that most taxpayers have adopted the current expense
method.

If 5.4 TRADEMARK AND TRADE NAME DEVELOPMENT,
ACQUISITION, AND PROTECTION COSTS: SECTION 177

Expenditures to create and develop the value of trademarks and
trade names have long been considered ordinary and necessary
business expenses deductible under Section 162. These costs would,'
for instance, include most expenses incurred to establish customer
acceptance construed as goodwill accompanying a trademark.P? By
contrast, the lesser costs of actually acquiring a trademark registra
tion including attorney's fees, design, and registration costs are gen
erally considered to be expenses of obtaining a capital asset and as
such necessitate capitalization.t'" Subsequent amounts expended to
enjoin an infringer or defend the valadity of a trademark, as, well
as payments to a competitor in settlement of a controversy relating
to the right to use the trademark, are also ordinarily treated as non'
deductible capital expenditures.tv Moreover, the unlimited useful
life of a trademark or trade name precludes an allowance for amorti
zation or depreciation of such capital expenditures.P"

Section 177 affords the taxpayer an opportunity to treat many.
trademark or trade name expenditures of a capital nature as deferred
expenses subject to amortizaton ratably over a period of not less than
sixty months, beginning with the first month in the taxable year in
which the expenditure was incurred or paid.'" A qualifying Section
177 expenditure is one which is directly connected with the acquisi-

180 Thus, an expenditure for an advertising campaign to establish and pro~

mote a, trademark would be currently deductible. For a discussion of Section
177, see Meyer & Creed, "Trademarks and Taxes," BPTC J. Res. & Ed. (Idea)
377 (1964).

1.1 See, e.g., Duesenberg, Inc., 31 B.T.A. 922 (1934), affd 34 F.2d 921
(7th Cir. 1936); Stuart Co" 9 T.C.M. 585 (1950), aff'd per curiam 195 F.2d
176 (Dth Cir. 1952); Rev. Rul. 55-158, 1955-1 C.B. 319.

182 See, e.g., Clark Thread Co. v. Comm'r, 100 F.2d 257 (3d Cir. 1938);
Danskin, Inc., 40 T.C. 318 (1963), aff'd 331 F.2d 360 (2d Cir. 1964).

1'" Reg. § 1.167(a)-3; Seattle Brewing & Malting ce, 6 T.C. 856 (1946),
aff'd 167 F.2d 216 (Bth Cir. 1943); Norwich Pbarmacal Co., 30 B.T.A. 326
( 1934).

1841.R.C: § 177(a) (applicable to qualifying trademark expenditures in
curred after December 31, 1955).
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would appear the costs of effecting a registration might constitute a
capital expeuditure (instead of a current expense) amortizable
under Section 177.190

In addition, the Senate Committee's example dealing with the dif
ference in treatment of legal costs incurred with respect to trademark
acquisition in small, as opposed to large, companies is also relevant.
Obviously, many larger companies are able to currently deduct ini
tial acquisition costs such as legal expenses, technical research, and
advertising costs because they can be easily merged into other
operating expenses; When such services for smaller companies are
performed by outside law or public relations firms or advertising
agencies, they may be more readily identifiable, necessitating resort
to Section 177.

Section 177 specifically precludes amortization treatment for
expenditures incurred as part of the consideration for the purchase
of an existing trademark or trade name.' 91 However, as previously
noted, if in a post-1969 transfer, such payments are contingent upon
the productivity or use of the property they are usually deductible
pursuant to Section 1253(d).

[2) Expansion and Protection Costs. Although the Regulations are
devoid of any examples dealing with expansion expenditures, it
would seem the trademark expenditure should at least extend to
amounts paid or incurred in extending a trademark to a different
line of products or to a new geographic area. The costs involved
closely parallel the expenditures incurred in acquiring a new trade
mark since an expansion of an existing trademark is, in reality, an
acquisition of a new trademark io a new geographic area or product
line.' 92 On the other hand, some payments connected with trade
mark expansion will not qualify for Section 177 treatment since the
statute specifically precludes consideration paid for a trademark,
trade name, or business.P" Hence, a taxpayer who, for instance,
attached his trademark to a new product only to discover a similar
mark is being employed by a manufacturer of a related product,
may be precluded from using Section 177 to amortize any payment
or payments made pursuant to an arrangement whereby the other

190I.R.C. § 177(b); Reg. § 1.177-1(b).
191I.R.C. § 177(b)(3).
192 For example" geographical expansion may require additional registrations

with accompanying ,legal fees. The adaptation of a mark to a new product line
may require additional design costs.

193 Note, 191 supra.
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in a situation similar to Clark Thread if he is able to factually dem
onstrate that the amount of the compromise payment was computed
by reference to the cost of the infringement litigation, and therefore
should properly be treated as legal expense for purposes of Section
177. In Sanymetal Products Co. v. Carey 200 the taxpayer paid
$15,000 to an alleged infringer which consented to a perpetual in
junction and stipulated in the Patent Office that the trademark was
canceled. In characterizing the payment the court stated:

"In order to be fair, it must be conceded that [taxpayer] paid
the $15,000not as a purchase of a substantial right but only as a
compromise. If the case had come to trial, [taxpayer] un
doubtedly would have prevailed, but the legal expenses would
have been greater than they were. Therefore, in order to prop
erly analyze this matter, we should treat the $15,000 payment
as if it were an additional expense connected with the lawsuit
rather than as a payment or the kind involved in the Clark
case," 201

A matter of considerable importance regarding the amortization
of trademark expenditures under Section 177 concerns the proper
treatment of litigation expenses. On a practical basis, difficulty has
arisen in classifying litigation expenses as current deductions under
Section 162 or as capital expenditures amortizable pursuant to Sec
tion 177.'02 Generally if the. primary purpose of a particular piece
of litigation is to perfect or defend title, the expenses are considered
capital in nature. If title is not the primary purpose of the litigation,
even though it may be involved, the expenditures may qualify as
business expenses under Section 162. However, a taxpayer should
be quite certain a current deduction is the proper treatment. If the
claim for a current deduction is subsequently disallowed, Section 177
may also be unavailable since use of the section is dependent .upon
an electionbeing made within the period for filing the return for the
taxable year during which the expenses are paid or incurred. In
such a situation, the result would be loss of any deduction until ulti
mate disposition or abandonment of the trademark.

A representative case involving litigation expenses of a capital

I 200 57_2 U.S.T.e. ~ 9865 (N.D: Ohio 1957).
201 ld.
202 Prior to enactment of Section 177, capital expenditures could not be

written off in any way against current income as long as the trademark con
tinued in use. For an in-de~ treatment of the area see, Kragen, "Tax Aspects
of Trademarks and Patents,' 58 TMR 810 (1968); Mann, "Tax Treatment of
Trademark Litigation Expenses," 55 TMR 39 (1965).
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of a competitor was so similar to the taxpayer's mark that, when used
in associatiou with the respective goods, it would likely cause con
fusion and deceive purchasers. The Danskin Company sought both
treble damages and an injunction requiring the defendant to stop
using the Danskin trademark. Several months after a preliminary
injunction was granted a settlement was negotiated whereby the
defendant agreed to stop using the trademark and pay all court
costs. In concluding that the litigation expenses incurred by Danskin,
Inc., were not ordinary and necessary business expenses, the Com
missioner did not argue that the expenses were incurred to defend
or perfect title. Instead, the government insisted that the expenses
should be capitalized because the effect of the legal costs was
removal of an impending future loss of income by elimination of a
competitor's mark, hence the benefit derived would be enjoyed over
an extended period of business operations.

In affirming the Tax Court's position which supported the Com
missioner, the Second Circuit pointed out that "the financial gain
which [Danskin, Inc.] realized from these legal proceedings, through
enhancement of the value of its registered trademark, is an increment
of the sort which will endure for many years to come. . .." 210

Moreover, the court employed Section 177 as a bulwark for its view
that the expenses were capitalizable, saying that Section 177 made
clear the legislative intent that the expenses of trademark litigation
were to be classified as capital in nature?l1 On the other hand, the
taxpayer was denied the right to deduct the expenses under Section
177 inasmuch as the election to use the section must be made within
the period provided in the Code (I.e., the period for filing the return
for the taxable year during which the expenses were paid or in
curred). 212 As a result, Danskin, Inc., lost not only the advantage of
a current deduction under Section 162, but also the advantage of
amortization under Section 177.

Some commentators have urged that extension of the "duration
of benefits" criterion to the area of trademark litigation expenses
produces arbitrary results unless consideration is also given to the
question of whether the complaint would support a judgment based

210 331 F.2d at 361.
211 Neither Section 177 nor the relevant legislative history thereunder men

tions litigation expenses connected with an infringement action. The only
references to such costs are in the Regulations (Reg. § 1.177 (b) (1) and
§ 1.177-1 (b) (8) Ex. (3)). Thus, there is no clear indication by Congress
that it intended to cover trademark infringement litigation expenses under
Section 177.

2121.R.C. § 177(c).
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elections can be made for separate trademark expenditnres relating
to the same trademark.

Example: X incurs design costs of $10,000in 1973 in developing
a trademark for a new product. In 1975 X incurs further legal
expense amounting to $6,000in defending the trademark against
infringement. It would appear that a separate election can be
made and a different amortization period used for the $6,000
legal expense as opposed to the design costs.

A separate election would probably not be permitted where various
expenditures are an integral part of a specific transaction. For
instance, if X incurred attorney's fees, filing fees, and other related
costs in the registration of a trademark in 1973, X may not be
allowed to segregate the costs and make a separate election for each.
Nevertheless, the aggregate costs would constitute a separate trade
mark expenditure.

~'5.4c Time and Manner of Making the Election

Section 177(c) requires that the election be made within the time
prescribed by law, including extensions thereof, for filing the return
for the taxable year in which a qualifying expenditure is paid or
incurred. It appears that neither an administrative nor judicial
extension of the time period for election is available. For instance,
Section 6081 states that "the secretary or his delegate may grant a
reasonable extension of time for filing any return, declaration, state
ment or other document required ..." by the 1954 Code. Yet; the
Internal Revenue Service, in Revenue Ruling 60-183;21 took the
position that Section 6081 does not grant the Commissioner author
ity to extend the time for filing a Section 177 election because the
election is an option provided by the Code and does not constitute a
return, declaration, statement, or document required by the In
ternal Revenue Code or the Regulations.

Danskin, Inc.222 is the ouly instance of judicial consideration re
garding the right of a taxpayer to elect under Section 177. As an
alternative contention, the taxpayer in that case alleged that, if the
court should find that certain litigation expenses were capital expen
ditures, then it could elect to amortize such expenditnres under the
provisions of Section 177. Upon finding that the trademark litiga
tion costs were "capital outlays," the Tax Court considered and held

221 1960_1 e.B. 625: William Pestcoe, 40 T.e. 195 (1963).
22240 T.e. 318 (1963).
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property having a determinable useful life must be amortized or
depreciated, or may be deducted as a loss if the endeavor becomes
worthless and is abandoned. Where the resulting property has no
determinable useful life, as with secret processes, formulas, and
trademarks, the costs are recoverable through a loss deduction only
upon proof of worthlessness.

Expenditures which, in the absence of an elective provision, have
required capitalization are as follows:

(1) Patents and Trade Secrets

(a) Engineers' salaries, rent, traveling expenses, costs of elec
tricity, and laboratory materials paid in maintaining a
research laboratory which resulted in obtaining a num
ber of patents; 22'

(b) Legal fees for obtaining a patent and fees for the com
mercial testing of a patented process; 226

(c) Costs of investgating a patented process and of obtain
ing a license to use it in manufacturing operations; 227

(d) Costs of trying title to a patent or clearing title to an in
vention.P"

(2) Copyrights

(a) Fees expended in connection with the issuance of a copy
right; 22.

(b) Costs such as art work and the preparation of an index
which are frequently paid for by the publisher, but are
charged to the author's royalty account.

(3) Trademarks

(a) Costs incurred in registering a trademark; 230

225 Claude Neon Lights, Inc., 35 B.T.A. 424 (1937).
226 Patterson v. United States, 122 F. Supp. 770 (S.D. Ala., 1954).
227 Forest Prods. Chern. Co., 27 B.T.A. 638 (1933), acq. XII-l C.B. 5.
228 Wilma M. Imno, T.C. Memo. Op. Dkt. 25736 (1952); Safety Tube Corp.,

8 T.C. 757 (1947), afJ'd 168 F.2d 787 (6th Cir. 1947); George Gordon Urqu
hart, 20 T.C. 944 (1953), reo'd 215 F.2d 17 (3d Cir. 1954).

229 In most instances such costs are negligible. The Commissioner has held
that a' different rule applies in the event an author is forced to publish his own
work. In such a case the costs incurred, regardless of the term of the copy
right, are to be apportioned to each book in the edition in determining the
profit realized on the sale of each book. LT. 1287, I-I C.B. 28.

230 Rev. Rn!. 55-158, 1955-1 C.B. 319.
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~ 5.5b Deduction for Loss of Value

Section 165( a) of the 1954 Iuternal Revenue Code provides a
deduction for "any loss sustained during the taxable year and not
compensated for by insurance or otherwise." The present Regula
tions dealing with losses provide further elaboration:

"A loss incurred ... from the sudden termination of the useful
ness . . . of any nondepreciable property, in the case where
such business or transaction is discontinued or where such prop
erty is permanently discarded from use therein, shall be allowed
as a deduction under section 165(a) for the taxable year in
which the loss is actuaHy sustained. For this purpose, the tax
able year in which the loss is sustained is not necessarily the
year in which the overt act of abandonment or the loss of title to
the property occurs." 238

By contrast, the depreciation provision states that "there shall be
allowed as a depreciation a reasonable allowance for the exhaustion,
wear and tear (inclnding a reasonable· allowance for obsoles
cence )." 239 The Regulations further provide that "if a patent or
copyright becomes valueless in any year before its expiration the un
recovered cost or other basis may be deducted in that year." 240

Hence, it is clear that the factors considered in the deduction of an
issued copyright or patent are dictated by the standards dealing
with depreciable property. Loss in value of nondepreciable prop
erty such as trade secrets, patent applications, and trademarks not
subject to elective sections is governed by the loss provision of the
Code.241 As the following discussion indicates, in most cases this
distinction has little practical effect. Yet, the area has generaHy re
mained a source of confusion for taxpayers especially with respect
to the proper timing of deductions arising from loss of value.

[l] Loss of Value: Obsolescence and Worthlessness.

Patents and copyrights. The depreciation provision and accom
panying regulations, dealing with loss of value with regard to patents

238 Reg. § 1.165-2 (a).

2.91.R.C. § 167 (a).
240 Reg. § 1.167(a)-6(a).
241 However, the elections to currently expense or amortize research and

experimental expenditures, and to amortize trademark expenditures must also
be considered inasmuch as such elections in many instances permit amortiza
tion of otherwise nondepreciable intangible assets.
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United States patent even though the patents might become obso
lete before their expiration. 2 48 By contrast, the depreciation regu
lations under the 1954 Code suggest that a United States patent may
initially be depreciated over less than its full legal life of seventeen
years 249 and further that obsolescence may be reflected in a short
ened estimated useful life at any time during the depreciable pe
riod."o In part, this change was probably inHuencedby enactment
of Section 174 granting taxpayers the election to deduct or amortize
research and experimental expenditures. The simple fact that since
1954 total losses in value of depreciable property, such as patents
and copyrights, have been governed solely the depreciation provi
sions instead of being controlled concurrently by the loss statute
dealing with abandonment and the depreciation provisions (which
was the case at the time of the Hazeltine decision) is also responsi
ble for this change.2 51 The present Regulations could also be inter
preted as allowing a reduction in a patent's or copyright's useful life
only when abnormal obsolescence is clearly foreseeable."2

As indicated, the current depreciation regulation concerning de
ductions for the unrecovered cost of a patent or copyright in the year
in which it hecomes "valueless" must encompass abandonment as
well as obsolescence losses. However, unlike total obsolescence
which may occur upon loss of commercial or economic usefulness of
property (an event beyond the taxpayer's control) the following dis-

248 89 F.2d 513, 519-20 (3d Cir. 1937), rev'g 32 B.T.A. 110 (1935).
249 Reg. § 1.167(a)-6(a). This Regulation states: «The cost or other basis

of a patent . . . shall be depreciated over its remaining useful life." The pre
1954 Code Regulations stated that the period is the "life of the patent." See
Reg. 118, § 39.23(1)-7.

250 Reg. § 1.167(a)-9. However; there is no specific judicial authority under
present law. for depreciating a patent or copyright over less than its legal life.
Although there is some conflict, pre-1954 Code decisions indicate that a short
ening of the useful life of a patent due to obsolescence would be proper under
some circumstances. See Geroge H. Wolfe, T.C. Memo. Op. Dkt. 15,299 (May
15,1953); Jordahl & Co., 35 B.T.A. 1136 (1937). The lack of litigation sug
gests that the question is generally resolved at the audit level.

251 Prior to the adoption of the Hegulatlons concerning losses on January 15,
1960, a deduction. for the sudden termination of useful value of both depre
ciable and nondepreciable assets was allowed a loss deduction. The present
regulations only allow such a deduction for nondepreciable property. (Reg.
§ 1.165-2(a).) In fact, some taxpayers in the past have unsuccessfully at
tempted to establish a right to deductions under both the loss and depreciation
sections on the same sets of facts. (E.g., Eastern Bldg. Corp., 3 T.C.M. 267
(1944).) The courts have also rejected any deduction unless the loss of value
was total. For instance, a deduction was denied for loss of the value of patents,
the value of which had been reduced but not destroyed by court decrees.
(Rae v. Comm'r, 147 F.2d 204 (3d ce. 1945).)

252 I.R.C. § 174; Reg. § 1.167(a)-9.
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or some other sort of cost which is currently deductible or can be
capitalized and depreciated. Thus, as with purchased trade secrets
and trademarks, the only time that developmental costs associated
with such property might be capitalized (and deductible only upon
worthlessness) is either as a result of an Internal Revenue Service
audit or where the costs are very clearly identified with the product.

[2] Determining the Year of the Loss. For many taxpayers, the
most perplexing problem regarding loss deductions for obsolescence
or abandonment of intangible property concerns the choice of the
correct taxable year in which to take the loss deduction since a
deduction for worthlessness is allowable only in the year in which
the property, whether depreciable or nondepreciable, actually be
comes worthless or valueless.s'" The statutory and regulatory frame
work is especially confusing where there is complete obsolescence
of intangible depreciable property such as copyrights and patents.
Recently, in Coors Porcelain CO.,2" the Tax Court pointed out that
due to 1960 regulatory changes, the pertinent regulation governing
total obsolescence losses of depreciable assets is depreciation regu
lation Section 1.167(a )_S.200 However, the appropriate statutory
authority for the allowance of a deduction for an extraordinary
obsolescence loss of depreciable property occurring withln one year
is the loss provision, Section 165(a) .261 Unfortunately, the fore
going rather complex regulations are directed primarily toward
tangible depreciable property.2" However, in a conceptual compli-

258 Reg. §§ 1.167(a)-6, 1.165-2; see Phillip A. Hennis, T.C. Memo. 1968
236 (cost of franchise is deductible in year business terminates); Earl J. Car
roll, T.e. Memo. 1971-59 (agreement to exchange patents for stock).

259 52 T.C. 682 (1969), aff'd 429 F.2d 1 (10th Cir. 1970).
260 The regulations under Section 165 were not adopted until 1960. Section

1.165-2, proposed July 3, 1956, withdrawn and reproposed October 8. 1959,
finally adopted January 15, 1960, by T.D. 6445, provides:

"(b) Exceptions. .This section does not apply to ... losses sustained upon
the obsolescence of depreciable property.. . '.
(c) Cross References. For allowances under Section 165(a) of losses arising
from the permanent withdrawal of depreciable property from use in the
trade or business .- . . see § 1.167 (a )-8. For r.0visions respecting the obso
lescence of depreciable property, see § l.I67 a)-9....n [Emphasis added.]

Section 1.167(a)-9, as amended by T.D. 6445, filed January 15, 1960 provides:
"For rules governing the allowance of a loss when the usefulness of a depre
ciable asset is suddenly terminated, see § 1.167(a)-8."

291 52 T.e. at 692.
262 Regulation Section l.I67(a)-8 covers "retirement" which is defined as

"the permanent withdrawal of depreciable property from use in the trade or
business or in the production of income." Rules are also provided for the de-
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act of abandonment, or the loss of· the title to the property,
occurs." 266

Essentially, the regulations indicate that although abandonment
must, of necessity, involve nonuse of the property, evidence of the
nonuse alone is not enough to support an abandonment loss deduc
tion. An actual intent to abandon, coupled with an act or acts of
abandomneut must be present. Actually, it appears the intent ele
ment is one of the most important factors on the question of the
determination to abandon. Consequently, the kind of surrounding
facts and circumstances which are acceptable for purposes of sus
taining the subjective abandonment intent factor often become criti
cal. For instance, the question arises as to whether a taxpayer can
delay an abandonment loss deduction until a more advantageous
tax year by intentially retaining on the balance sheet intangible
property which otherwise might have been permanently discarded
from use. It is at this point that the positions of the Internal Revenue
Service and thecourts diverge.

The Internal Revenue Service has attempted to thwart such a
postpouement of abandonment loss deductions by providing in the
Regulations that the taxable year in which the loss is actually sus
tained is not necessarily the same taxable year in which an overt act
of abandonment occurs?" By contrast, judicial decisions, in fixing
the year of abandomnent indicate more willingness to rely upon the
unilateral acts of the taxpayer. For instance, in Hazeltine Corp. o,
United States 268 the taxpayer discontinued the use of certain trade
marks in 1930 because patented inventions with which they were
associated became obsolete. However, the taxpayer continued to

2661d.

267 Reg. § 1.165-2(a). Further, iu Rev. Rul. 54-581, 1954-2 C.B. 112, the
Internal Revenue Service pointed out that even though property is not aban
doned until a later year, the deduction may properly belong in an earlier year
in which the property in fact becomes worthless. Hence, the Service suggested
that a. taxpayer should amend his return for a prior year when it appears that
a loss based on an event for such year should have been, but was not, taken
on the earlier return.

268 170 F. Supp. 615 (Ct. Cl. 1959). But see A.J. Indus., Inc. v. United
States, 388 F.2d 701 (Ct. Cl. 1967), cert.. denied 393 U.S. 833 (1968), deny
ing -a deduction for a worthless gold mine in 1958 even though the mine was
not written off the books pursuant to a resolution of the corporation's hoard
of directors until that year when it had not been operated since 1944 and had
not been maintained since 1948. Thus, it is apparent that in chosing the cor
rect year the test to be applied is an objective one and in making a determina
tion a rule of reason must be followed. See Boehm v. Comm'r, 326 U.S. 287
(1945); Minneapolis, St. P. & S. Ste. M. Ry. v. United States, 164 Ct. CI. 226
(1964).
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donment (self-serving as it may be), the Service is then faced with
the burden of going forward with affirmative evidence to substantiate
its contention. Unquestionably, such a burden is difficult to dis
charge inasmuch as there is ordinarily a lack of evidence if the tax
payer has done nothing other than terminate the use of the intangi
ble property in an earlier year.

Although the taxpayer may exercise limited control in determin
ing the year of an abandonment loss deduction, such as a deduction
cannot be delayed indefinitely. An unduly long delay in claiming
the allowance risks the loss of an otherwise clearly deductible item.
Moreover, when a taxpayer does decide to formalize the intent to
abandon intangible property he should carefully document that
desire and promptly perform those acts necessary to effectuate the
intention in order to establish a strong evidential record supporting
the deduction in the desired year should an audit occur and litgation
ensue.

The regulations are of little assistance in describing the sort of
actions which might evince an intent to abandon intangible property
since they seem to be aimed only at tangible property?7' Neverthe
less, in the case of nondepreciable property, it has been suggested
that publication of a former trade secret, or in the case of a trade
mark, publication of notice of abandonment in a trade journal or
newspaper of adequate circulation would be helpful. Advising per
sons to whom prior sales have been made or persons who might be
interested in the abandonment is also important. Further, notifying
the Patent Office of an abandonment of a trademark may be of some
use. In the case of patents and copyrights, dedication to the public
might well be a critical factor. Additionally, in all abandonments
there should be the appropriate entries in the books of the taxpayer,
a resolution of the board of directors, and the approval or at least
notification to the shareholders. If any doubt exists as to the proper
year for an abandonment loss deduction, both judicial and regula
tory authority'7' indicate the deduction should be taken in the earli
est defensible tax year. The deduction year and all subsequent years

272 Reg. § 1.167(a)-8(a). The Regulation slate"

"The withdrawal may be made in one of several ways. For example, the
withdrawal may be made by selling or exchanging the asset, or by actual
abandonment. In addition the asset may be withdrawn from such pro~

ductive use without disposition as, for example, by being placed in a
supplies or scrap account."

278 See discussion, notes 267, 268 supra.
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the taxpayer's country of residence (or elsewhere) to United States
source licensing income for purposes of determining the base against
which United States tax is assessed.F" In most instances the effect
will be a significant reduction of United States tax liability on such
licensing tncome."? The proposed regulations are set out in full and
analyzed in Chapter 7. Their importance suggests that they should
receive careful consideration from the foreign licensor whose United
States licensing income is effectively connected with a United States
trade or business.

27. Prop. Reg. § 1.861-8(e)(3).

279 If a foreign taxpayer also has royalty or capital gain income from patents
or trade secrets, a part of the allocation advantage is lost since research and
development expenditures must also be either attributed to income items ex
cluded from United States taxing jurisdiction or taxed on a gross basis. Prop.
Reg. § 1.861-8(d) (2).
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PART II.

THE TAX TREATMENT OF
LICENSING INCOME ARISING
FROM FOREIGN OPERATIONS

Introduction
The following material deals with the tax considerations encoun

tered in the direct and indirect licensing of technology, trademarks,
and copyrights in foreign operations with particular emphasis on:

(1) Transfers of intellectual intangible property to and from
controlled foreign corporations;

(2) Determination and taxation of foreign source licensing income
by the United States and foreign countries; and

(3) Extension or limitation of United States tax liability, imposi
tion of special marginal tax rates and deemed dividend dis
tributions applied to licensing income received by certain
corporations from foreign operation.

Although the material pertains primarily to foreign operations, some
topics, for instance transfers to corporations, are also relevant to
domestic licensing.
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11 6.1 INTRODUCTORY

Frequently, United States taxpayers initially export intangible
property via a license agreement with an unrelated foreign licensee.'

1 Exporters usually attempt to protect, the potential royalties and profit par
ticipation in such property by inserting specific limitation clauses in the license
agreement. At a minimum, these clauses limit, the exclusiveness of the license
to a specified period of time and provide for the reversion of all licensed rights
to the transferor upon the occurence of certain, contingencies. Common "snap
back" clause contingencies include: (1) the expropriation or nationalization
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use in foreign investment. Moreover, if a bona fide sale of technol
ogy could be demonstrated, installment payments to the United
States parent corporation would be taxed as long-term capital gain.'

In 1962 Congress enacted Section 1249 in order to foreclose the
foregoing tax avoidance possibilities. Essentially, Section 1249 pro
vides that any gain from the sale or exchange of a patent, an inven
tion, model, or design (whether or not patented), a copyright, a
secret formula or process, or any other similar property right to a
foreign corporation controlled by a United States person 4 shall be
taxed at ordinary income rates instead of capital gain rates." The
Regulations point out that sales of trademarks and trade brands are
not covered by the statute," but, since 1969 the application of Sec
tion 1253 to such sales or exchanges effectively precludes capital gain
treatment if the amount of consideration received is dependent
upon such contingencies as sales, productivity, etc.'

For purposes of Section 1249, the term "control" means the owner
ship directly, indirectly (through foreign entities), or constructively
(under the attribution rules of Section 318, with certain modifica
tions) s of more than 50 percent of the total combined voting power
of all classes of stock entitled to vote." This 50 percent control re
quirement may, at times, be a factor in the initiation of a planning
process known as "creeping control." For example, a United States
corporation may wish to protect its technology by acquiring a sub
stantial equity interest in an unaffiliated foreign corporation to
which it grants an exclusive license. The license agreement may

3 See Pugh, "Sales and Exchanges of Foreign Patents," N.Y.U. 20th Inst. on
Fed. Tax. 1305, 1319 (1962); Eckstrom & Slowinski, "Tax Planning for For
eign Licensing of United States Industrial Property Rights," N.Y.U. 19th Inst.
on Fed. Tax. 969, 988 (1961).

4 A United States ,person is defined as a United States citizen, resident do
mestic corporation, domestic partnership, estate, or trust. I.R.c. §§ 1249(a);
7701 (a)( 3).

"I.RC. § 1249(a). Revenue Act of 1962, Pub. L. No. 87-834, § 16(c), 76
Stat. 900, as amended (effective for transfers after December 31,1962), Pub.
L. No. 89-809, § 104(m)(3), 80 Stat. 1539 (1966).

6 Reg. § 1.1249-1 (a).
7 See discussion 11" 1.3c supra.
6 See I.R.C. § 958. In general, the roles of Section 318(a) apply, but there

are important exceptions, notably that the family attribution rules do not apply
to stock actually owned by a nonresident alien individual. See I.R.C. § 958(b)
(I); Reg. § I.958-2(b)(3).

9 I.R.C. § 1249 (b). However, even though a foreign corporation is a "con
trolled foreign corporation" for deemed distribution'purposes under Subpart F,
Section 1249 will not apply to the sale of intangible property to such a corpo
ration unless the seller controls more than 50 percent of the foreign corporation.
See ~ 8.lb[l] infra.
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results from all transfers of technology and copyrights to controlled
foreign corporations unless:

(1) The seller does not own more than 50 percent of the voting
stock at the time of the sale;

(2) A sale or exchange has not occurred; 12 or

(3) The transfer qualifies for nonrecognition treatroent under
Sections 351 and 367.

~ 6.3 NONTAXABLE TRANSFERS TO
FOREIGN CORPORATIONS

Often, it is either advantageous or essential that a United States
licensor transfer technology, copyrights, or trademarks to a foreign
corporate entity in exchange for shares in such other entity rather
than a cash royalty. In the case of a new venture, the investors may
frequently not want the burden of a royalty payment and would
therefore prefer the transferor of intangibles to accept dividends.
Moreover, there may be a distinct advantage in a transfer of intangi
bles for stock instead of receiving royalty income if:

(1) The value of the intangibles can be amortized for local tax
law purposes by the foreign transferee;

(2) The transaction is tax-free for United States income taxation
purposes; or

(3) Less than a full payout of earnings from the intangibles
would be the case due to limitations by the foreign govern
ment on the deductibility, remittance, or amount of royalty
payments.

Ifa transfer of intangible property to a corporation in exchange for
equity participation is agreed upon, and all the parties concerned
are' domestic, for taxation purposes a tax-free transfer will be
deemed to occur if the transfer meets the requirements of Section
351. Under Section 351 property may be transferred to a corporation
by one or more persons solely in exchange for its stock or securities
without recognition of gain or loss if, immediately after the exchange,

12 For instance, no sale or exchange will occur for purposes of-Section 1249
if members of a controlled group can demonstrate participation 'in a "bona fide
cost sharing arrangement" with respect to the development of intangible propw
erty. See Reg. § 1.482~2(d)(4) and W7.4c[4] infra.
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ferred in order to qualify as a "property" transfer for purposes of
Section 351 has been the subject of recent extensive consideration by
both the Internal Revenue Service and the courts. Clearly, a trans"
fer of all patent rights by shareholders to their controlled corpora"
tion is an exchange of property for stock or securities of the corpora"
tion." In Revenue Ruling 69"156' 9 the government took the position
that the grant to a corporation of less than all patent rights in ex"
change for stock or securities will constitute a transfer of property
within the meaning of Section 351 only if the grant would otherwise
constitute a sale or exchange of the property rather than a license
for purposes of determining gain or loss. Such a grant cannot con"
stitute a sale or exchange, however, unless all substantial rights to
the patent are transferred. Hence, the Internal Revenue Service,
by requiring the equivalent of a "sale or exchange" under the capital
provisions of the Internal Revenue Code, has indirectly limited the
nature of intangible property which will qualify for Section 351 pur"
poses.

In the first judicial consideration of the ruling the court of claims
in E. I. duPont de Nemours & Co. v. United States 20 strongly dis"
agreed with the Internal Revenue Service's position. There, duPont
& Co. in 1959 transferred a royalty-free nonexclusive patent license
to a wholly owned subsidiary to make, use, and sell certain products
in France. Prior to the transfer, the taxpayer requested rulings from
the Internal Revenue Service as to whether the proposed transaction
would comply with the requirements of Sections 351 and 367. The
Service ruled that the demands of Section 367 were met, but not
those of Section 351 inasmuch as all substantial rights in the patents
were not transferred. However, duPont proceeded with the trans"
action. At trial, the Treasury again claimed, on the basis of Revenue
Ruling 69"156, that there was not the required transfer of property
in exchange for stock necessary for a tax-free exchange under Sec
tion 351. However, the court pointed out that the concepts of non-

429 F.2d 1209 (2d Cir. 1970), afJ'g 50 T.C. 145 (1968), cert. denied 400
U.S. 1008 (1971). Contra Rev. Rul. 64-155, 1964-1 C.B. 138.

18 See Hertwig v. United States, 66-1 U.S.T.C. ~ 9440 (D.C. Ga. 1966),
rev'd 398 F.2d 452 (5th Cir. 1968); Clement O. Dennis, 57 T.C. 352 (1971),
ofJ'd 473 F.2d 274 (5th Cir. 1973).

19 1969-1 C.B. 101.
20 471 F.2d 1211 (Ct. Cl. 1973).
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control. However, the court pointed that there may be
situations where claims of continued control may be too atten
uated; for example, a large number of individual transferors
may collectively retain a minimum degree of control necessary
to justify Section 351 nonrecognition. Although the amount
of continued control considered essential was not articulated,
it is likely that a transfer of a nonexclusive patent license to
a corporate joint venture would not be looked upon favorably.

(2) The decision stated that while there seemed to be no possi
bility of tax avoidance in the current factual context, the
Service possessed the availability of Section 367 to thwart im
proper tax avoidance.

(3) Even if a favorable Section 367 ruling is given by the Internal
Revenue Service for the transfer, any subsequent unjustified
tax advantage from such a transfer may be frustrated by use
of either judicial doctrines such as assignment of income or
income reallocation under Section 482, a provision which
the Service has recently made extensive use of with respect
to patent development costs.

As a practical matter, it is unlikely that the rationale of the duPont
decision will have extensive application beyond situations which
have a similar factual context involving both nonexclusive licenses
and a substantial continuation of control by the transferor via equity
participation. By contrast, even if the Internal Revenue Service's "all
substantial rights" standard involving the sale of patents for capital
gains purposes is accepted as applicable to Section 351 transfers,
recent taxpayer victories in the capital gains area concerning trans
fers of fragmented interests and restrictive clauses, such as protec
tion against contingencies," suggests the presence of those limita
tions will' not preclude a qualified transfer of such property for Sec
tion 351 purposes.

[2] Special Problems Concerning Know-How. Often, transfers of
teclmology to controlled foreign. corporations of necessity consist not
only of a foreign patent, but also the know-how required to convert
the ideas contained in the patent into a profitable commercial opera
tion. However, uncertain tax results may be produced by such
transfers because of the uncertain nature of know-how and the fact
that "know-how" is given no legal definition or separate recognition
for Section 351 purposes. As used commercially, know-how encom-

24 See discussion n 1.3b[1], [2] supra.
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(1) The know-how must be secret;

(2) The transfer must be exclusive and include all substantial
rights within the territory of one or more countries;

(3) The grant must be in perpetuity; and

(4) The country in which the transferee operates must afford
substantial legal protection to the transferor against the un
authorized disclosure and use of the secret know-how.

To the extent that technical assistance is transferred along with
know-how, but is not merely ancillary thereto, the technical assis
tance is to be treated as services rendered. Therefore, any compen
sation received for such assistance is treated as ordinary income to
the transferor. For instance, a portion of the stock received in an
exchange of both know-how qualifying as property and nonqualifying
technical assistance would be considered as received for services.P''

Many taxpayers were surprised with the narrowness of the ruling's
interpretation of what portion of know-how is includable as property
under Section 351. The trade secret limitation seems especially
limiting in light of much broader definitions used for usual licensing
purposes in connection with the allocation of income among affiliated
companies" and in tax treaties.P Also, the test for qualification of
services rendered in the form of technical assistance was considered
modified from past practices. Formerly, services performed in rela
tion to know-how were excluded only to the extent of their value
apart from the know-how license." By contrast, Revenue Ruling 64
56 restricts services qualifying as property to those merely ancillary
and subsidiary to the know-how transfer.

Additionally, the Revenue Ruling adds an abstruse requirement

29 Reg. § 1.351-1 (a) (1)(;) and (2) Ex. (3).
"Reg. § 1.482-2(d)(3)(iii) which deal with transfers of technology by

controlled entities treat such transfers in a broader classification known as
"intangibles." Intangible property is divided into various categories which
Include: .

(1) Patents, inventions, formulas, processes, designs, patterns;
(2) Franchises, licenses, contracts;
(3) Methods, programs, systems, procedures, campaigns, surveys, studies,

forecasts, estimates, customer lists, and technical data.
For a detailed consideration of the area see ~ 7.4b infra.

31 See ~ 7.3b[2J infra.
32 In Rev. Rul. 55-17, 1955-1 c.B. 388, dealing with Section 351 transfers

of know-how contracts which included technical service provisions to con
trolled foreign corporations the Service stated:

«The payments made under the contract are ap]?,licable both to the specific
rights therein granted, i.e., the right to use the know-how,' and to services

11-11
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become public knowledge. Once a trade secret becomes public
knowledge, it is no longer a legally protectable property interest.
Accordingly, Revenue Ruling 71-564 86 was issued to modify and
amplify Revenue Ruling 64.,56 by holding that an unqualified trans
fer of exclusive rights to use a trade secret until it becomes public
knowledge qualifies as a "property" transfer under Revenue Ruling
64-56 even though it is not a transfer in perpetuity.

Finally, although rights in know-how may be retained in other
countries without disqualifying a transfer, Revenue Ruling 64-56
contains no clarification of what the term "all substantial rights" em
braces in the country to which the know-how is transferred. For
instance, the transferor may retain a contingent right to terminate
an exclusive license for failure to develop the territory or to meet
industry needs. Frequently, the primary reason for granting an
exclusive know-how license in exchange for stock is to give this sort
of protection to the transferor's interest. The revenue ruling leaves
this important area in an unsettled state. Yet,'recent decisions in the
capital gains area regarding transfers of fragmented interests and
restrictive clauses suggest such restrictions should not preclude
qualification of proprietary know-how from qualifying as property
for Section 351 purposes.st

The characterization of know-how as property or services is usu
ally quite important to a taxpayer when making a Section 351 trans
fer. Thus, many transfers are dependent upon the transferor's
obtaining a favorable Section 351 ruling from the Internal Revenue
Service prior to the actual transfer. However, a favorable Section 351
ruling does not necessarily preclude recognition of gain, for in any
case involving the transfer of property to a foreign corporation, gain
will be recognized if an advance ruling is not also obtained under
Section 367, regardless of the status of the transferred technical
information under Section 351. On the other hand, a favorable Sec
tion 367 ruling that a transfer does not have avoidance of United
States income taxes as one of its principal purposes does not auto
matically mean that it qualifies as a tax-free exchange of property
for stock under Section 351. Thus, if possible, two favorable rulings
should be obtained, one for each statutory section.

As a practical matter, a United States taxpayer may make a know
how transfer without recognition of gain if it obtains a prior favor
able ruling only under Section 367. However, if a prior favorable
Section 351 ruling is not obtained, the know-how portion ofthe trans-

36 1971-2 C.B. 179.
37 See discussion ~~ 1.3b[1], [2]; 6.3.[1] supra.
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(b) The country or countries in which the transferee will be
granted rights to use the trademark or trade name.

(c) Is the transferor the registered user of the trademark or
trade name in those countries referred to in (b) above?
Descrihe the rights granted to the transferor in each
country in which it is a registered user, if the transferor
is not the registered user in any of the countries, if any,
which the transferor has with respect to use of the trade
mark or trade name in that country and the laws under
which such rights are granted and protected.

(d) Will the transferee have the exclusive rights to use in
perpetuity the trademark or trade name in each case?

(e) Will the transferee be granted all those rights granted to
the transferor by each country in which the transferor
claims rights exist which can be transferred? Describe
any limitations on the use of the trademark or trade
name, including the right to sublicense or subassign.

(f) Describe the circumstances under which the rights
granted to the transferee may be revoked ~r otherwise
terminated."

(3) For information and statements required to be included in an
application involving an agreement which purports to furnish
technical know-how in exchange for stock in a transfer within
the meaning of Section 351 review Revenue Procedure 69_19.4'

(4) If services (i.e., technical assistance) are to be transferred,
the ruling request must fully describe all services to be per
formed by the transferor or other party for or on behalf of
the corporate transferee in connection with the transaction
and the consideration to be received in exchange therefore."

11 6.3b Section 367 Guidelines

[1] General Statutory and Regulatory Scheme. As previously in
dicated, an application for a Section 367 ruling prior to the transfer
of intangible property to a controlled foreign corporation is essen
tial to satisfy the Internal Revenue Service that .the proposed
exchange is not in pursuance of a plan having as one of its principal
purposes the avoidance of federal income taxes. An advance ruling
must be secured priorto the exchange. The Service has no authority
to issue a Section 367 ruling after the exchange has taken place, even

42 Note 39 supra, § 3.02(5).

4. 1969-2 C.B. 301. See also discussion ~ 6.30[21 supra and ~ 6.3b[2] infra .

.. Noie 39 supra, § 3.02 (2).
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avoidance and non-tax avoidance components with the tax avoidance
portion toll charged as though it were a taxable exchange.·o

[2] Guideline Requirements for Section 351 Transfers of Patents,
Trademarks, and Copyrights. The guidelines provide that a favorable
Section 367 ruling will be issued when property is transferred to a
controlled foreign corporation where:

(I) Such property is devoted to the active condu~t of a trade or
business in any foreign country,

(2) The foreign corporation will be engaged in either the pur
chase or sale abroad of manufactured goods or will have
need for a substantial investment in fixed assets, or

(3) The foreign corporation is a less-developed country corpora
tion holding company descrihed in Section 902(d)(2) of the
Code."

Although the foregoing conditions for a favorable ruling are fairly
easy to meet with respect to the transfer of most types of property,
where intangihle property is concerned the guidelines impose the
following additional restrictions and prohibitions which must be
carefully considered when requesting a ruling.

Copyrights constituting Section 1221(3) property. Section
3.02(1)( a) (i) of the gUidelines provides that a favorable Section
367 ruling will not be issued for a Section 351 transfer of a copyright
that qualifies as Section 1221(3) property, that is, a copyright held
by a transferor whose basis in the property is determined by refer
ence to the basis of such property in the hands of the creator. The
only apparent reason for denial of a ruling for copyright transfers
appears to be a desire to prevent unjustified deferral of United

00 See Guidelines § 3.02(1)(d).
51 Guidelines § 3.02(1). It is understood that the Service will issue a favor

able Section 367 ruling in regard to the transfer of depreciable trade or busi
ness property without requiring depreciation recapture under Sections 1245 or
1250 if the transfer otherwise meets the tests of the Guidelines. Presumably, a
similar result may occur with respect to the transfer of other property, such as
patents and trademarks for which the transferor has previously taken deduc
tions under Sections 174 and 177 prior to the proposed Section 351 transfer.
However, the currently proposed Section 1.861-8 regulations relating to the
allocation and apportionment of deductions to gross income suggest that in
many instances the foreign tax credit may well be lost with respect to the
operating income arising from Section 351 transfers of such intangible property
to controlled foreign corporations. See discussion W7.1b infra.
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Property transferred for sale or license by the foreign corporation.
Two other types of property transfers to controlled foreign corpora
tions that will be denied a favorable Section 367 ruIing are: (1) prop
erty to be transferred under circumstances which make it reasonable
to believe the property transferred will be licensed by the transferee
foreign corporation after such transfer," or: (2) that its sale by the
transferee foreign corporation is one of the principal purposes of the
transfer.56

Property transferred to a controlled foreign corporation for subse
quent sale by the corporation is one of the classic examples of the
kind of tax avoidance to which Section 367 was intended to apply.
For United States taxation purposes, there is often little economic
difference between the licensing of intangible property and an
installment or conditional sale of the property.57 Hence, it seems
reasonable to treat intangible property transferred to a controlled
foreign corporation for sale and property transferred for license simi
larly for purposes of Section 367 rulings.

Intangible property used in connection with United States Activi
ties. The guidelines prohibit the issuance of a favorable Section 367
ruling in the case of:

(1) Transfers of United States patents, trademarks, and similar
intangibles to be used in connection with (a) conduct of a
trade or business in the United States, or (b) the manufacture
in the United States or a foreign country of goods for sale or
consumption in the United States," or

(2) Transfers of foreign patents, trademarks, and similar intangi
bles to be used in connection with the sale of goods manufac
.tured in the United States."

The first ruIe is premised on the view that no valid reason other
than tax avoidance can justify a Section 351 transfer of intangible
property to a foreign corporation where the transferee will use such

"Guidelines § 8.02(l)(b)(ii).
56 Guidelines § 8.02( 1) (a) (tv).
57 See Rev. Rul. 55-540, 1955-2 C.B. 39. See also the legislative history of

Section 1235 which states that the purpose of the section was to «obviate the
uncertainty" caused by the Commissioner's ruling in Mim. 6490, 1950-1 C.B.
9, that indeterminate payments precluded sale of the property in question;
Comm'r v. Wodehouse, 337 U.S. 369 (l949) (lump-sum payments to non
resident aliens for exclusive serial of book rights in the Urlited States held tax
able as "in the nature of royalties"). See also discussion W2.1 8Upra.

68 Guidelines § 8.02( 1) (b) (iii).
5. Gnidelines § 3.02(1) (b) (fv).
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a foreign trademark or patent to a controlled foreign corporation
where the product covered is to be manufactured in the United
States and sold abroad.

Additionally, it has become evident that the Internal Revenue
Service strictly construes the phrase "to be used in connection with
the sale of goods manufactured in the United States." A United
States transferor can therefore anticipate difficulty in securing a
favorable Section 367 ruling regarding the transfer of a foreign
patent or trademark until the transferee is self-sufficient in produc
tion of the resulting product or at least has an adequate source of
foreign production available to it.63 Yet, while waiting for foreign
production to become self-sufficient, the only desirable recourse
may be either a delay in the transfer of the patent or trademark with
a licensing agreement covering the foreign manufacture during the
interim, or foreign production with sales being made for the account
of the United States owner of the patent or trademark/"

[3] Requirements for the Section 351 Transfer of Know-How:
Revenue Procedure 69-19. Revenue Procedure 69-1965 specifies the
conditions under which the Internal Revenue Service will issue favor
able Section 367 rulings on Section 351 transfers of know-how to
controlled foreign corporations. The procedure to be followed
reflects the policies in Revenue Ruling 64_56 66 which set forth the
criteria for the qualification of know-how as property for purposes
of Section 351. Moreover, requests for all Section 367 rulings are
also affected by Revenue Procedure 68-23,67 discussed in the preced
ing subsection, which provides the general guidelines for the issu
ance of such rulings.

Revenue Procedure 69-19 states that a ruling request must specifi
cally satisfy the requirements of Revenue Ruling 64'56. Accord
ingly, a Section 367 ruling request involving know-how should
include the following information:

(1) The know-how being transferred is "property" within the

63 See Sitrick, "Section 367 and Tax Avoidance: An Analysis of the Section
367 Guidelines," 25 Tax. L. Rev. 429, 451 (1970).

64 If appreciated tangible property is also to be transferred to the controlled
foreign corporation in order to commence foreign operations, it may be neces
sary to secure two separate Section 367 rulings. Moreover, the interim.licens
ing agreement should be drafted to provide for an arm's length basis in order
to foreclose a possible contention that a transfer of the intangible occurred.

65 1969-2 C.B. 301.
66 1964-1 C.B. 133. See also discussion ~ 6.3a[2] supra.
67 1963-1 C.B. 321. See discussion ~ 6.3b[ll supra.
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Revenue Procedure 69-19 substantially clarifies the position of the
Internal Revenue Service concerning the protection afforded know
how by the jurisdiction in which the transferee is located,"? If the
request contains the information requested in the foregoing criteria,
the Service will consider that the country in which the transferee
operates provides the transferor with substantial legal protection
against unauthorized use and disclosure of the know-how. Hence,
for purposes of securing a Section 367 ruling on know-how transfers,
a transferor no longer has to furnish the Internal Revenue Service
with a memorandum describing the remedies available to the trans
feror under the laws of the country or countries in which the trans
feree operates in the event of an authorized disclosure or use; an
opinion letter from counsel in that country (or countries) as to the
accuracy of' the memorandum is sufficient."! However, the sub
stantive provisions and requirements of Revenue Ruling 64-56, in
cluding the "legal protection" language remain in effect and unmodi
fied.72

Although Revenue Procedure 69-19 may have made the legal pro
tection requirement easier to meet, the procedure's criterion that the
know-how "represents a discovery and, while not necessarily patent
able, the 'information' is original, unique and novel," is a serious
deviation from trade secret law.n Such a requirement imposes a
standard of discovery which is not required by the courts, and which
is contrary to controlling state common law under which trade
secrets are recognized.t! as well as state court: decisions governing

70 Subsequent to the issuance of Rev. Rul. 64-56, the Internal Revenue Ser
vice somewhat clarified its position regarding protection afforded by the juris
diction in which the transferee is located via the issuance of a questionnaire
known as Attachment A. However, after convincing criticism, Attachment A
was later withdrawn and finally displaced by Rev. Proc. 69-19. See Hilinski,
"Is the IRS Blocking the Tax-Free Transfer of Know-How to Foreign Corpo
rations,' 23 J. Taxalion 305, 306 (1965).

71 Previously, the National Office required substantiation of factual repre
sentations before issuing a ruling. Frequently, this time-consuming process
made know-how rulings difficult to obtain. By comparison, Rev. Proc. 69-19
expedites the issuance of rulings in that factual representations are now ac
cepted as valid when submitted; although they may later be subject to review
when the taxpayer is examined. See Block & Terzian, "IRS Issues Section 367
Cuidelines for Know-How Transfers," 48 Taxes 691, 694 (1970).

72 See W6.3a[2J supra.
7. 1969-2 C.B. 302.
74 United States Mineral Prods. Co., 52 T.C. 177, 197 (1969); Wall Prods.,

Inc., 11 T.C. 51, 57 (1948). Both decisions indicate that property rights exist
where a formula is simple and where it may readily be broken down into its
constituent elements by a competent chemist. '
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tain whether nonrecognition treatment is available for the transfer
under the fiscal laws of the transferee country, and, if so, the condi
tions under which nonrecognition treatment is extended. For in
stance, under the Indian Income Tax Act, the assignment or exclu
sive license of an industrial property right, including know-how, in
exchange for stock results in a capital gain that is taxed at a rate of

, 30 percent. By contrast, there is no Indian tax liability if know-how
is transmitted or technical services are rendered outside India.

Most bilateral income tax treaties negotiated by the United States
do not contain specific provisions dealing with the tax consequences
of the transfer of property tights in exchange for equity participa
tion in a corporation. Only the proposed treaties between the
United States and Thailand and the United States and Israel incor
porate clauses deferring tax on the value of stock acquired in ex
change for patents, know-how, and related technical skills until
such time as the stock is sold." A similar provision was eliminated
from the recently concluded treaty with Trinidad and Tobago due
to the United States balance of payments conditions at the time.7'

On the other hand, in conformance with the OEeD Draft Treaty.s''
many newer United States taxation treaties with developed countries
contain clauses exempting from taxation gains on the sales of intan
gible property, including copyright, patents, know-how and trade
marks, which are derived from sources within one contracting coun
try .by a resident of the other country, if the resident does not
maintain a permanent establishment in the source country.s- In
the foregoing factual context, a United States transferor of copy
rights, patents, know-how, or trademarks to a foreign corporation
residing in a treaty-partner country will be subjected only to United
States taxing jurisdiction with the consequence that the gain realized
from the transfer will not be recognized if Sections 351 and 367 are
applicable. However, in the absence of such a treaty clause, the
country of incorporation or residence of the transferee corporation

78Proposed Treaty with Thailand, March 1,1965, Art. 6(1), CCH Tax
Treaties ~7509; Proposed Treaty with Israel, June 29, 1965, Art. 8(1), CCH
Tax Treaties 11" 4211.

teReport of the Senate Foreign Relations Committee on the Convention
between the United States and Trinidad and Tobago, Signed at Port of Spain,
Jan. 9, 1970.

800ECD Draft Double Taxation Convention on Income and Capital (1963)
Doc. No. C (63)87. •

81 E.g., Treaty with Finland, March 6, 1970 Art. 14(5), [1971] I U.S.T. 40,
T.LA's. No. 7042, CCH Tax Treaties ~ 2665; Treaty with France, July 28,
1967, Art. 11(3), [1968] 4 U.S.T. 5280, T.LA.S. No. 3133, CCH Tax Treaties
~ 2814.
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would be free to apply its own domestic tax structure to the gain
resulting from the transfer."

11 6.4 SALE AND LIQUIDATION OF FOREIGN
CORPORATIONS

11 6.4a Sales of Foreign Corporations-Section 1248

A United States taxpayer, who in a transaction qualifying under
Section 351 has previously transferred intangible property such as
patents or know-how to a foreign corporation in return for an equity
interest, may ultimately decide to sell or exchange its equity in
terest, thereby causing recognition of the gain or loss for United
States taxation purposes. Although the income arising from the
foregoing transaction would usually be classed as capital gain, where
a foreign corporation is concerned, Section 1248 may operate to con
vert part or all of the gain into ordinary income.

Prior to enactment of Section 1248 in 1962,'3 a foreign corporation
whose earnings might have been subject to a very low foreign income
tax rate could be liquidated with only a United States capital gain
tax. A United States corporate shareholder additionally had a choice
between receiving a dividend and claiming a deemed-paid credit
or taking capital gain treatment on the sale proceeds. By contrast,
Section 1248 imposes taxation at ordinary income rates on deferred
foreign earnings when they are ultimately realized by a United
States shareholder through disposition of its stock in a foreign cor
poration. Pursuant to the statute, a United States shareholder,"
either individual or corporate, must report as dividend income that
portion of the gain from the sale of its stock that is attributable to

82 A provision is included in all recent double taxation conventions negoti
ated by the United States which (in conformance with the DEeD Draft
Treaty) rOVides that any income within a contracting state to which the pro
visions 0 the convention are not expressly applicable shall be taxable by that
state according to its own law. E.g., Treaty with France, note 81 supra, Art.
22.

83 Revenue Act of 1962, Pub. L. No. 87R834, 79 Stat. 960, effective for sales
or exchanges occurring after December 31, 1962. For a discussion see Irell &
Stone, "Understanding Section 1248 - The New Tax Law Regarding Sales or
Liquidations of Foreign Corporations," 1964 So. Cal. Tax Inst. 321; Gifford,
"Controlled Corporations- Section 1248," BNA Tax Mgmt. Portfolio No. 240
(1970).

84 A parent corporation qualifies as a United States shareholder if it owns
10 percent or more of the combined voting power of the subsidiary's stock at
any time within the five-year period ending with the date of the sale. See IRC
§§ 1248(b)(1)(A) and 951.
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1T 6.3b PATENTS, COPYRIGHTS, KNOW-HOW

trade secrets.P A more appropriate criteria for deciding whether
"property" has been transferred might be a determination of whether
the conveyance of the know-how also conveys a competitive advan
tage on the transferee.

[4] Two-Part Section 351 Transfers Involving Intangibles. Due to
foreigo legal considerations, it may be necessary in certain situations
to effect the transfer of an intangible, such as a patent or trademark,
to a controlled foreign corporation in two parts. Initially, the
United States company acquires stock in the foreigo entity for cash.
Thereafter, the proceeds of the foregoing stock purchase are used by
the foreign company to acquire property rights from the United
States transferor. For instance, the two-step transaction might in
volve a Japanese joint venture. The United States company agrees
that it will contribute its patents and know-how for 50 percent of
the stock (worth $500,000) of a new Japanese company. The joint
venturer contributes $500,000 worth of buildings and equipment for
its 50 percent equity interest. Technically, in the first step the
United States company contributes $500,000 in cash to the new
Japanese joint venture in return for 50 percent of the stock. Subse
quently, the Japanese company acquires the $500,000 worth of pat
ents and know-how from the United States company, using the $500,
000 paid in by the United States company. The Treasury, consistent
with judicial precedents," will issue a favorable Section 367 ruling
for this two-step transaction, fully understanding that in reality the
two transactions constitute related steps of a single transaction; an
exchange of property for stock in the Japanese company."

~ 6,3c Effects of Foreign Taxation and Tax Treaties

Where a United States transferor assigns its patent and other rights
in exchange for equity shares in a foreigo subsidiary in lieu of royal
ties or technical fees, the assignment, even if entitled to nonrecogoi
tion treatment under Sections 351 and 367 for United States taxation
purposes, may have current tax consequences in the foreign coun
try. Therefore, the transferor should be careful to, if possible, ascer-

75 See, e.g., K&G Oil Tool & Servo Co. v. G&G Fishing Tool Serv., 158 Tex.
594, 314 S.W.2d 782, cert. denied 358 U.S. 898 (1958); International Indus.
Inc. v. Warren Petroleum Corp., 248 F.2d 696 (3d Cir. 1957), atJ'g 99 F.
SUPP' 907 .(D. Del. 1951); Wilson v. Seng Co., 194 F.2d 399 (7th Cir. 1952).
Apparently the Internal Revenue Service has mistakenly applied the "novelty"
standard required for patents to trade secrets for Section 367 purposes.

76 See, c.g., AqualaneShores, Inc. v. Comm'r, 269 F.2d 116 (5th Cir. 1959);
May Broadcasting Co. v. United States, 200 F.2d 852 (8th Cir. 1953).

77 See Davis, Practical Patent Licensing 187 (1969).
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meaning of Revenue Ruling 64-56. Thus, the laws of the
country from which it is being transferred must provide sub
stantial legal protection against its unauthorized use or dis
closure.

(2) Any services performed by the transferor in connection with
the transfer of the know-how are merely ancillary and subsid
iary to the transfer. In the event the services to be performed
by the transferor for the transferee are more than subsidiary
and ancillary their value must be determined on an arm's
length basis and not paid for with stock or securities of the
transferee, uuless such stock or securities are identified.

(3) A description 'of the know-how and statements that (a) the
know-how is secret since it is known ouly to its owner and
those designated employees who must be familiar with the
know-how to carry out the activities to which it relates; (b)
adequate safeguards have been taken to guard against its
unauthorized disclosure; and (c) though not necessarily pat
entable, the know-how represents a discovery which is orig
inal, unique and nove1.68

The foregoing representations must be based upon the following
criteria, and the ruling request must affirmatively state the presence
or absence of such criteria:

(1) The know-how is not revealed by the patent and is not the
subject of a patent application, nor is it disclosed by the
product on which it is used or to which it is related;

(2) It does not merely represent the transferor's knowledge, or
efficiency resulting from experience, or skill in manipulation,
or total accumulated experience and skill;

(3) It is not merely the right to tangible evidence of information,
such as blueprints, drawings, or other physical material on
which it is recorded;

(4) It has not been developed especially for the transferee;

(5) It is not in the form of assistance in constructing a building
or advising on the layout of equipment;

(6) It is not providing the transferee's employees with training
that is essentially educational in nature; and

(7) The transferor is adequately compensated on an arm's length
basis if related technical information such as current develop
ments is furnished on a continuing basis."

68 Rev. Proc. 69-19, § 3.02, 1969-1 C.B. 821.
69 ld. at § 3.03.

6-22

-~',

,-~

'''~

:';'!~~

::'~

~'~~

--~-'--'-' .._--

;,*2#~



property to conduct a trade or business in the United States. More
over, as the following example from the guidelines illustrates, a toll
charge is required for the transfer of such property even if· the
transferee intends to purchase the product for an arm's length price
which will assure the transferor an appropriate profit margin.

1f 6.3b PATENTS, COPYRIGHTS, KNOW-HOW
~~

"X, a domestic corporation, produces a product in the United
States which it sells to unrelated parties in the United States
and abroad for a stated price per unit without X's trademark
affixed ... and for a higher price per unit with X's trademark
affixed. X organizes foreign corporation Y to sell the product to
parties to which X had previously sold the product with X's
trademark affixed, and X proposes to transfer its United States
and foreign trademark to Y in a transaction described in section
351 of the Code. Irrespective of the extent of or the absence of
any price differential, -a favorable ruling under section 367 of
the Code will be denied in respect of such a transfer since the
principal purpose for the transfer will be considered to be the
avoidance of Federal income taxes by means of the purchase and
resale hy Y of a product produced in the United States." 60

Similarly, a toll charge is required for the transfer of a United States
trademark or patent to a controlled foreign corporation which intends
to manufacture the resulting product in a foreign country and sell
directly to United States consumers or to transfer for resale to
United States consumers, Once again, purchase of the product for
an arm's length price will not relieve the transferor of liability for
the toll charge."

The second rule, relating to foreign patents and trademarks to be
used in connection with the sale of goods manufactured in the
United States, was included in the guidelines primarily to prevent
the tax-free transfer of appreciated intangible property to a con
trolled foreign corporation under circumstances which would, in
effect, also permit the transferor to transfer to the foreign corpora
tion a major portion of the income arising from the sale of the trans
feror's goods.6 ' Hence, a toll charge is required for the transfer of

60 Guidelines § 3.02( 1) (c) (t).
61 Guidelines § 3.02(1)(c)Oi).
62 For instance, if a favorable Section 367 ruling were issued, a major share

of the sales income generated from sales of the transferor's goods would be
shifted to the controlled foreign corporation inasmuch as the Section 482 regu
lation have the effect of allocating the major share of the price derived from
the sale of a product to the corporation owning intangible property which adds
value to such product. See Reg. § 482-2 (e) (2)(ii) Ex. 2; Reg. § 482-2(d) (2)
Ex. 2. See also discussion ~ 7.4c[1] supra.
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~ 6.3b PATENTS, ,COPYRIGHTS, KNOW-HOW

States taxation.P Frequently however, the guideline is not applica
ble in the case of commercial operations either because the trans
feror is one who has previously acquired a copyright in a transaction
in which gain was recoguized or the copyright qualifies as Section
1231 property.

Propertu in respect of which the transferor is a licensor at the
time of the transfer. Under the guidelines, a favorable Section 367
ruling will be denied for the transfer of property to a foreign corpo
ration if the transferor is a licensor of the property at the time of
the transfer. However, this restriction does not apply to property
with respect to which the foreign transferee corporation is the prior
licensee. 53

In reality, the preceding guideline creates a difficult predicament
when coupled with Revenue Ruling 69-156 54 which requires that all
substantial rights to a patent be transferred in order to qualify the
transfer as an "exchange" for Section 351 purposes. For instance,
assume corporation'X has granted a nonexclusive license on a for
eigu patent to an unrelated party, Y, for the sale of a product in
country C. When the license has only a year remaining prior to.
expiration, X decides to form a wholly owned foreigu subsidiary Z
in country C to manufacture and sell the product in that country. To
meet the requirement of Revenue Ruling 69-156, X must transfer
all the substantial rights to the patent, including the remainder of
the previously granted nonexclusive license to Y. X would also
satisfy the foregOing Section 367 guideline by transferring the non
exclusive license. Yet, as the guideline in the following subsection
indicates, such property will be considered tainted for Section 367
ruling purposes inasmuch as the transferee, corporation Z, will be
come a licensee of the property. Under these circumstances, an
exception appears proper if the value of the nonexclusive license to
be transferred is insubstantial in comparison to the total value of
the patent. However, perhaps the best solution to the problem is
fragmentation of the patent transfer with only that portion of the
value attributable to the nonexclusive licensing agreement considered
to be tainted.

52 Such a transfer is substantially similar to the transfer of other appreciated
types of intangible property. such as patents and know-how, to a foreign con
trolled corporation for sale or leasing by the transferee.

"Guidelines § 3.02(1)(b)(i).
54 1969-1 C.B. 101. See also discussion accompanying note 19 supra.
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if the transaction is one in which tax avoidance is not a possibility.s"
Where no advance ruling is requested or an unfavorable ruling is
given by the Service, the consequence will generally be current
taxation of any income resulting from the transfer. Moreover, a
ruling will not render a transaction tax-free if the transaction is not
carried out in strict accordance with the plan submitted.v'

Prior to 1968 the Internal Revenue Service had substantially un
trammeled discretion in determining those transactions which should
be accorded tax-free treatment under Section 367, and the condi
tions under which such tax-free treatment should be granted. At
times, harsh consequences resulted due to taxpayer ignorance of the
rules applied in issuing such rulings. To ameliorate the problems
encountered in administering Section 367, the Treasury published
comprehensive guidelines in Revenue Procedure 68-23.47 The pro
cedure includes standards for Section 351 transfers of all intangible
property to controlled foreign corporations except know-how which
is dealt with in Revenue Procedure 69-19.48

The guidelines list various types of transactions covered by Sec
tion 367 and describe circumstances for each type of transaction
which will generally result in either the issuance of a favorable or
adverse ruling. An adverse ruling will usually occur if a transfer
would include property which presumably might divert income other
wise subject to United States taxation." Essentially, the guidelines
view such property as "tainted" for purposes of Section 367. How
ever, the presence of tainted property in a proposed transfer need
not foreclose a favorable Section 367 ruling if the taxpayer is willing
to pay a "toll charge" in order to neutralize the inference of tax
avoidance. In substance, the transaction is fragmented into its tax

.S See Texas-Canadian Oil Corp., Ltd; 44 B.T.A. 913 (1951).

46 Reg. § 1.367-1. If a change is to be made in the plan before the exchange
occurs, a supplemental ruling should be obtained which holds that the change
has no effect upon the original ruling and remains in full force and effect. See
§. 5.01, Rev. Proc. 68-23, 1968-1 C.B. 821.

47 1968-1 C.B. 821 (hereinafter cited as "Outdelines") .

• 8 1969-2 C.B. 301.

49 The Guidelines do not indicate that an adverse ruling will result merely
because tax deferral is possible due to an effective foreign tax rate which is
lower than the applicable United States rate. Evidently, the Internal Revenue
Service is. content to issue a Section 367 ruling and rely on the deemed dis
lrihntion provisions of Subpart F (§§ 951-964) and the foreign personal hold
ing company (§§ 551-558) structures to determine the amount, if any, of
unjustifiably deferred income of the transferee that should be subject to current
United States taxation.
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action will be examined by the Service on audit to determine if it
constituted property or services. If an advance Section 851 ruling is
obtained, the transaction may still be examined on audit, but the
examination will likely be limited to determining if the transfer was
carried out in accordance with the plan and facts included in the
ruling request.

~ 6.8a PATENTS,· COPYRIGHTS,· KNOW~HOW
'";:~,

[3] Advance Section 351 Rulings-Requirements. In the event a
taxpayer decides to seek an advance ruling from the Internal Reve
nue Service regarding a proposed Section 851 transfer of intangible
property to a controlled corporation, Revenue Procedures 70-17 S8

and 73-10 3. should be carefully reviewed to determine exactly what
information should be included in such a request. In addition to
various general requirements, it should be noted that the following
specific information is required in a ruling request where proposed
transfers of intangibles are concerned: •

(1) If patents or patent applications are to be transferred:
(a) The country issuing the patent or in which an applica-

tion has been filed;
(b) The number of each patent or patent application;
(c) Describe the product or process which the patent covers;
(d) Is the transferee granted the exclusive right to make, use,

and sell the product, or the exclusive right to use the
process, in the issuing country for the life of the patent? ,.

(e) Are the rights granted to the transferor by the issuing
country being transferred? Describe any limitations on
the use of the patent by the transferee, including the
right to sublicense or subassign; and

(f) Describe the circumstances under which the patent
rights granted to the transferee may be revoked or other
wise terminated."

(2) If trademarks or trade names are to be transferred:
(a) The trade name and a description of the trademark.

S8 1970-2 C.B. 490.
39 1973-17 I.R.B. 37.
40 Note, Rev. Proc. 73-10 was issued after the KI. duPont de Nemours &

Co. c. United States decision (see discussion ~ 6.3a[l] supra) holding that "all
substantial rights" in a patent need not be transferred in order to qualify as
an «exchange" of "property" for purposes of Section 351. Hence it appears
the Internal Revenue Service will adhere to its position taken in Rev. Rul.
69-156, 1969-1 C.B. 101, that the requirements for a sale or exchange of prop
erty for capital gain purposes and a transfer for Section 351 purposes are
co-extensive.

41 Note 39 supra, § 3.02 (4).
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for know-how qualification by stating that the transferee country
must afford substantial legal protection against unauthorized use
and disclosure to the transferor in order to qualify the property as
know-how. However, exactly what constitutes substantial legal pro
tection is not at all certain." Perhaps, in recognition of this difficulty:
the Service, in Revenue Procedure 69-19 34 dealing with Section 367
rulings regarding know-how transfers, expressed its willingness to
issue rulings in the interest of sound tax administration provided tax
payers are able to make certain "good faith representations" one of
which is that the know-how is afforded substantial legal protection in
the transferee country. The Service's willingness to rely on taxpayers'
good faith representations is explained somewhat by the presence
of a set of strict proprietary know-how criteria set out in the revenue
procedure."

Even if the know-how transferred to a controlled foreign corpora
tion constitutes property, Revenue Ruling 64-56 further indicates
that the transfer will not qualify under Section 351 unless there is
an unqualified transfer in perpetuity of all substantial rights to the
property within the territory of one or more countries. Nevertheless,
the Service has recently recognized that trade secrets do not last in
perpetuity, but rather for an unascertainable period of time until they

performed abroad in instructing and training the employees or technicians
of the domestic corporation. Such payments should therefore be allocated
between the license to use the 'know-how' and the personal services. Since
the personal services have only a nominal value apart from the license to use
such 'know-how,' all but a nominal sum should be allocated to the licensee,"
aaFor instance, is an availability of an action in damages enough or is in-

junctive or similar relief also necessary for "substantial legal protection" to
exist? Moreover, even if injunctive relief is available it may not be an ade
quate remedy for transferors especially where a third party is involved. This
situation may occur where the transferee in a country reveals know-how to a
third party in another foreign country. While the original transferor can pre
vent the transferee from further disclosure through damages or injunctive relief,
he may not be able to prevent the third party from manufacturing the copied
product and selling it in the licensee country. As a practical matter, the only
feasible remedy available to the transferor might be a contract to prohibit the
transferee from disclosing the know-how and to provide its best efforts to pre
vent its employees and suppliers from making similar disclosures. For an ex
cellent discussion of the area see Note, "Transfers of Technical Know-How
to Controlled Foreign Corporations," 5 Va. J. Inn L. 81 (1964).

341969-2 C.B. 301.
35 Yet, one substantive effect of the "good faith" standard is to afford the

Internal Revenue Service a potential retrospective veto of its ruling if hind
sight proves the taxpayer's basis for its conclusions to be incorrect. Thus both
before and after the transfer, the ultimate burden of demonstrating that sub
stantial legal protection exists for the transferred know-how rests upon the
taxpayer.
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passes a bundle of industrial property rights and services ranging
from secret processes, which are clearly property for Section 351
purposes, to nonsecret commercial processes and technical assistance
or services whose transfer is not eligible for tax-free treatment under
Section 351.25 Thus, know-how has become a special problem of its
own with regard to its characterization as property for purposes of
Section 351.

In early rulings, the Internal Revenue Service frequently held that
the transfer of know-how to a controlled foreign corporation con
stituted a tax-free transaction under Section 351.2• However, in
1960 the Service suspended rulings on Section 351 transfers involving
know-how pending completion of a study to determine what types
of know-how constituted property?7 Not until the issuance of Reve
nue Ruling 64-56 2• did the Service make public its policy position
on transfers of know-how to controlled foreign corporations. The
Service noted that the most frequent situation regarding the issue
of whether know-how constituted property for purposes of Section
351 involves a domestic manufacturer (the transferor) who agrees
to assist a newly organized foreign corporation (the transferee)
about to enter upon a husiness abroad of making and selling the
same kind of products the transferor makes domestically. The trans
feror typically grants to the transferee rights to use manufacturing
processes in which the transferor has exclusive rights by virtue of
process patents or the protection otherwise extended by law to the
owner of a process. The transferor also agrees to furnish technical
assistance in the construction and operation of the plant and to pro
vide, on a continuing basis, technical information as to new develop
ments in the field.

The ruling is particularly important in that it outlines the Service's
views as to the distinctions between the transfer of property and the
rendering of personal services. Essentially, the Service listed four
requirements which must be present for know-how to be considered
as property in a Section 351 transfer:

25 I.R.C. § 351(a).
26 Duffy, «Doing Business Abroad: Use of American Know-How," N.Y.U.

20th Inst. on Fed. Tax. 1269, 1298 (1962).
27 The Service announced that it had suspended rulings under Section 351

with respect to "what part, if any, of a transaction in which a domestic corpo
ration furnishes consideration (including secret processes, technical assistance,
technical information, diagrammatics, designs, etc.) to a foreign corporation in
exchange for stock pursuant to what is commonly called a Know-how' agree
ment, constitutes a non-taxable transaction within the meaning of this section:'
T.I.R. 308, March 2, 1961.

2. 1964-1 C.B. 133.
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taxable transfers under Section 851 and sales or exchanges of capital
assets under Section 1221 are co-extensive.

"In order to qualify . . . under the capital gains provisions,
there must be complete divestiture of the taxpayer's interest in
property of a particular nature, capital assets. In such cases,
there is no doubt about the actual How of gain to the taxpayer
from an outside source. Section 351, on the other hand, is not
concerned with situations involving true severance of control
and true How of gain, but, rather, with instances which Congress
considered as revealing illusory or artificial relinquishment of
control and illusory or artificial gain." 21

In view of the difference in statutory pnrpose the court held that
there was a compelling purpose for putting aside capital gains forma
tions in applying Section 851. Accordingly, it rejected the "sale or ex
change" requirement of Revenue Ruling 69-156 and held that the
grant of the nonexclusive patent license which constituted property
qualified as a transfer under Section 851.

The Treasury further argued that allocating a basis to the transfer
of nonexclusive patent licenses would be extremely difficult and
could open opportunities for improper tax avoidance. In reply, the
court noted that in other cases involving similar problems of proper
allocation between retained and transferred value, the courts were
able to reach satisfactory results." As for improper tax avoidance,
the court pointed out that Section 867 is adequate protection where
the transfer is to a foreign corporation. Moreover, there are other
principles, such as those relating to assigmnent of income, step trans
actions, and the power to allocate income under Section 482 which
are available to thwart tax avoidance."

Although the duPont decision represents a taxpayer success
against an unduly narrow interpretation of Section 851 with respect
to intangible transfers, it is no panacea to the tax planner for the
following reasons:

(1) The conrt stressed the fact that the transfer in question was
to a wholly owned subsidiary and therefore clearly met the
statutory objective of Section 851 with respect to continued

21 ld. at 1214.
22Id. at 1220, n. 2. The court referred to Welsh Homes, Inc. v. Comm'r,

279 F.2d 391, 39:J-.,'J95 (4th Cir. 1960); Claude Neon Lights, Inc., B.T.A.
424, 442-443 (1937).

23 u. at 1220, n. 25.
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1f 6.3 PATENTS, COPYRIGHTS, KNOW-HOW

such person or persons are in control of the corporation." The
degree of control required is specified as:

"[T]he ownership of stock possessing at least 80 percent of the
total combined voting power of all classes of stock entitled to
vote and at least 80 percent of the total number of shares of all
other classes of stock of the corporation." 14

Tax-free transfers of intangibles to a foreign corporation differ,
however, in that successful implementation of Section 351 is predi
cated upon its integration with Section 367. Essentially, Section 367
provides that where property is exchanged for stock of a controlled
foreign corporation, the corporation is not to be treated as a corpora
tion unless it is established to the satisfaction of the Internal Revenue
Service that the exchange was not undertaken pursuant to a tax
avoidance plan." Thus, failure to obtain a ruling prior to an ex
change will generally produce current taxation." Moreover, under
a 1971 amendment, a contribution to an already existing controlled
foreign corporation is considered as an «exchange" requiring a sec
tion 367 ruling regardless of whether the shareholders received any
thing in returnP Where transfers of intangibles to qualifying con
trolled foreign corporations do occur, the major obstacles to success
ful compliance with Sections 351 and 367 are:

(1) The requirement that technology, especially know-how,
qualify as "property" and that there be an "exchange" within
the meaning of Section 351;

(2) The transfer is not one which the Internal Revenue Service
will regard as tainted under Section 367 due to tax avoidance
motives.

~ 6.3a Meeting the Section 351 "Property" and "Exchange"
Requirements

[1] Transfers of Less Than All Substantial Rights in Patents.
The question concerning how much of a patent right must be trans-

"I.R.C. § 351(a).
14 I.R.C. '§ 368( c). Section 351 does not apply to joint venture agreements

between unrelated domestic and foreign corporations. Rev. Rul. 70-522, 1970-2
C.B. 81.

"I.R.C. § 367(a), as amended by Pub. L. No. 91-681, 84 Stat. 2065 (Jan.
12, 1971).

16 The only exception to the above -rule is a transaction involving a mere
change in form by a foreign subsidiary in the second or lower tier under Sec
tion 367(b) (applicable to transfers made after Dec. 31, 1967).

17 Section 367(d) is applicable to transfers made after Dec. 31, 1970. The
subsection was enacted to overrule a prior court decision. Abegg v. Comm'r,
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1f 6.2 PATENTS, COPYRIGHTS, KNOW-HOW

provide for a transfer of the technology in exchange for 50 percent
or less of the voting stock, which in most cases would produce cur
rent United States taxation of the resulting gain at capital gain rates.
The agreement would further provide that as royalties are earned
they could be used to purchase voting stock thus assuring the United
States corporation of eventual control of the foreign corporation.
Developing countries, which are acutely aware of balance of pay
ments difficulties, may be willing to substantially reduce withhold
ing taxes on payments of such royalties. Additionally, such coun
tries may approve of larger royalty payments in relation to the
amount of technology transferred. Most significantly, for United
States taxation purposes, the application of Section 1249 is avoided
by shifting the acquisition of control to a point in time beyond the
date of the sale of the technology to the foreign corporation. Of
course, a United States licensor would have an interest in such an
arrangement only if current repatriation of royalty profits is unim
portant and the effective marginal rate and amount of its other
foreign-source income is sufficient to prevent current United States
taxation on the recontributed royalty income.

Perhaps the most important aspect of the Section 1249 structure
is its pervasive coverage. Unless specifically exempted, all transfers
of technology and copyrights to controlled foreign corporations,
whether base companies or operating subsidiaries, fall within the
ambit of Section 1249.' 0 The only transfers manifestly exempted by
Congress from Section 1249 exposure are those which qualify as
tax-free under Section 351." Hence, ordinary income treatment

10 This result was a compromise of conflicting legislation passed by the House
and Senate. Under the original House bill (H.R. 10,650), income derived by
a controlled foreign corporation from the licensing, sublicensing, sale, exchange,
use, or otherl , means of exploitation of patents and trade secrets substantially
developed, created, or produced in the United States had to be included _in the
gross income of United States shareholders of such corporations without regard
as to how the income was reinvested. The House approved this method of
taxation on the theory that were it not for the lower foreign taxes abroad, the
domestic company would have directly licensed the use of such rights on a
royalty-producing basis and the income would, therefore, have been immedi
ately subject to United States taxation. H.R. Rep. No. 1447. 87th Cong., 2d
Sess. 61 (1962). The Senate version of the bill was identical to the final
statute with the important exception that operating subsidiaries would have
been eliminated from applicability. However. the latter provision failed to
survive the conference committee. H.R. Rep. No. 2508, 87th Cong., zd Sess.
40 (1962).

11 Section 351 provides that no gain or loss shall be recognized where trans
fers of property are made to corporations in which the transferors control at
least 80 percent of the combined voting power immediately after the transfer.
See W6.3 infra.
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If the unrelated foreign licensee has developed a profitable market
prior to termination of the license, or if contingencies require its
termination, the United States taxpayer may conclude that a foreign
subsidiary corporation is the best vehicle for further exploitation of
the property. Moreover, there are many instances in which initial
exploitation of foreign intellectual property rights may be most
appropriately accomplished throngh the use of a controlled foreign
corporation.

Generally the form rather than the timing of an intangible prop
erty transfer to a foreign subsidiary is determinative for taxation
purposes. The form may be influenced by a multitude of factors
including: (1) the expected difference in return from exclusive
versns nonexclusive licenses; (2) whether the foreign subsidiary is
an operating corporation or merely a holding company; (3) the
marginal rates of tax imposed by foreign jurisdictions on different
classes of income; (4) fluctuation in currencies and exchange con
trois; (5) the creation of a potentially powerful competitor for the
worldwide market; and (6) local patent laws which may protect
only "working" patents. Finally, the transferor must be cognizant of
the United States income tax consequences of such transfers.

11 6.2 SALES OF INTANGIBLE PROPERTY TO
FOREIGN CORPORATIONS

Prior to 1962, United States taxpayers often found the most profit
able method of transferring technology to affiliated foreign corpora
tions was arrived at by indirection. This entailed selling patent
rights and know-how on an installment basis to a wholly owned base
company in tax-haven countries such as Switzerland or Belgium 2 for
relicensing to actual operating subsidiaries in other foreign countries.
Such transactions, when properly structured, provided a perma
nently tax-deferred fund of accumulated foreign licensing profits for

of the operations of the licensee; (2) the filing of a petition for bankruptcy or
insolvency by the licensee or the appointment ofa receiver; or (3) the sale of
the controlling interest of the stock of the licensee to a buyer not approved by
the licensor. However, where a snap-back clause encompasses too much within
its perimeters, there exists a clear danger that ail substantial rights have not
been transferred and a denial of capital gain treatment of the proceeds results.
See discussion 1f 1.3b[1] 8Upra.

2 At that time both countries taxed foreign-source royalties at relatively low
rates. Additionally, Switzerland and Belguim were parties to signi:Gcant net
works of tax treaties which effectively exempted royalties from income taxes
which would otherwise have been withheld at the source (provided the licensor
had no permanent establishment in the source -country).
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~,

~1fi

ought to be kept open until the loss deduction issue has Ilnally been
settled.

11 5.6 DEDUCTIONS AVAILABLE TO NONRESIDENT
ALIEN AND FOREIGN CORPORATE LICENSORS

Nonresident alien and foreigu corporate licensors of intangible
property, subject to United States taxing jurisdiction, are divided
into two groups for deduction purposes. This division is made on the
basis of whether or not the licensor is engaged in a trade or business
in the, United States to which the licensing receipts are effectively
connected. Generally, no deductions are available to the Ilrst group
of foreign licensors who are not engaged in a United States trade or
business?" Where a foreign taxpayer is engaged in a United States
trade or business, deductions are available to the extent they are
allocable to income which is effectively connected to the United
States trade or business. For foreigu licensors, such deductions may
include depreciation, acquisition, and research and development
expenses. Moreover, the foreign licensor whose licensing income is
effectively connected with a United States trade or business is en
titled to avail itself of the Section 174 and 177 elections.f"

For the foreigu licensor, one of the most significant elements in
the determination of the tax base against which United States tax
will be imposed is the method for determining what deductions are
"allocable" to income effectively connected with the taxpayer's
United States trade or business. Until quite recently, the Treasury
regulations failed to provide any dellnitive guidelines with respect
to expense allocation.v" However, on June 18, 1973,'" the Treasury
issued proposed regulations dealing with the allocation of research
and development expenditures which appear quite favorable to for
eigu licensors whose United States-source licensing income is effec
tively connected with a United States trade or business. Essentially,
the proposed regulations permit the foreign taxpayer to allocate a
portion of the research and development expenditures incurred in

274 There are two exceptions, (1) losses taken into account in determining
the excess of capital gains aver capital losses taxable under Section 871(a) (2),
and (2) deductions are allowed against real property income where the tax
payer has elected under § 871(d) (individuals) or § 882(d) (corporalious)
to treat such income as effectively connected with the conduct of a United
States trade or business;

275I.R.C. §§ 873(a), 882(c)(I).
27. See Reg. § 1.161-8.
277 38 Fed. Reg. 15840 (1973).
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carry the trademarks on its books as an asset. In 1943, the Board of
Directors considered the approaching expiration of the federal
registration and adopted a resolution not to re-register the trade
marks, but instead to abandon them. Although registration expired
in 1943, affirmative action was not taken by the taxpayer until De
cember 1944, when a second resolution was adopted to abandon the
trademarks and instructing the officers to make appropriate adjust
ments on the books. The court of claims determined no abandon
ment occurred in 1943, the year the trademarks expired, because
the ownership of trademarks is not based upon registration, but exists
independently of such act by reason of priority of use by the tax-.
payer. However, the act of making adjustments on the books in
1944 to reflect the abandonment as well as public notice of the
abandonment in the trade journal was sufficient to justify the aban
donment loss allowance at that time.

The more recent case of I. Lewis Corp.'" provides a further illus
tration. There the taxpayer was a cigar manufacturer who had little
or no use for certain brand names for about forty years. In 1954 the
board of directors passed a resolution to abandon 374 trademarks and
brand names. Lewis made no disposition of the brands nor did it
take any other action. The Tax Court, after discussing a large num
ber of general abandonment cases, held that the abandonment took
place io 1954 when the formal act of abandonment (Le., the reso
lution of the board of directors) was adopted.

Although there are no specific decisions considering the matter,
the courts have generally indicated that the same specific acts of
abandonment will support an abandonment loss allowance for pat
ents as well as trademarks. Thus, the Tax Court has refused to allow
an abandonment loss where the taxpayer's only act was to stop pour
ing money into the development of a patent?70 Further, the Tax
Court has frequently pointed out that past decisions have generally
refused to allow mere nonuse of patents as evidence of abandon
ment.271

Despite the Regulations, the case development in the abandon
ment area has placed the Internal Revenue Service in a somewhat
vulnerable position. If the Service contends that an abandonment
occurred io a year other than the year io which the deduction was
claimed and the taxpayer replies by introducing evidence of aban-

26' 22 T.C.M. 35 (1963).
270 Wilton Bentley, 11. T.C.M. 1196 (1952).
271 Hazeltine Corp. v. Comm'r, 170 F. Snpp. 615 (Ct. Cl. 1959).
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~ 5.5b PATENTS, COPYRIGHTS, KNOW-HOW

ance with the Hazeltine 263 "commercially useless" approach, the
regulations state that an obsolescence deduction may be taken at
such time as depreciable property is withdrawn from the produc
tion of income?64 In light of the spirit of the regulations and judicial
decisions, it seems difficult to justify continuance of the Internal
Revenue Service's view that although a patent may become "eco
nomically useless" prior to its expiration, only straight-line depre
ciation over the legal term of the property is permissible. Yet, to
avoid potential conflict, the prudent taxpayer may wish to speeifl
cally abandon any patent or copyright which becomes valueless
through economic obsolescence.

Much like complete obsolescence losses of depreciable intangible
property, the appropriate statutory authority for allowance for an
abandonment loss of a patent or copyright appears to be Section
165(a). On the other hand, the pertinent statutory regulation seems
to be Section 167(a) -6 which provides a deduction may be taken for
the complete loss of value of a patent or copyright in any year.
Unlike the depreciation regulation dealing with obsolescence, how
ever, the above regulation gives no guide as to what evidence is
required to show complete loss in the value of the property. Hence,
the taxpayer is forced to rely on prior case law and an analogy to
the loss regulations governing abandonment of nondepreciable
intangible property which are more detailed?"·

In dealing with abandonment losses from nondepreciable prop
erty the relevant Regulations state:

CCA loss incurred in a business or in a transaction entered into
for profit and arising from the sudden termination of the useful
ness in such business or transaction of any nondepreciable
property, in a case where such business or transaction is dis
continued or where such property is permanently discarded
from use therein, shall be allowed as a deduction under section
165( a) for the taxable year in which the loss is actually sus
tained. For this purpose the taxable year in which the loss is
sustained is not necessarily the taxable year in which the overt

duction of losses and the nonrecognition of gain in the case of certain types of
"normal" and "abnormal" retirement. Although general in nature, the rules
should be considered relevant to the Internal Revenue Service's general posi
tion on such matters, especially since the regulation concerning the valueless
ness of patents and copyrights (Reg. § 1.167(a)-6) is brief and provides no
such guidelines.

263 89 F.2d 513 (3d Cir. 1937), rev'g 32 B.T.A. 110 (1935).
264 Reg. § 1.167(a)-9.
265 Reg. § 1.165-2(a).
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cussion suggests that abandonment requires both a cessation of use
ful value and permanent withdrawal from use by the taxpayer?"

Trademarks and trade secrets. For nondepreciable intangible
property such as trademarks and trade secrets, an ordinary loss de
duction is permitted only in the event of abandonment?" The
amount of the deduction is limited to the extent of the taxpayer's
adjusted basis in the property at the time of such abandonment?"
Moreover, the taxpayer is entitled to an abandonment loss deduction
only in the taxable year in which the loss is actoally sustained?"

In the case of intangible assets, the most frequently troubling
aspect of an abandonment loss deduction is the fixing of the year in
which the loss is sustained, because in contrast to the demolition of
a building, for example, there is no obvious event. However, a com
mon additional problem encountered which is primarily character
istic of nondepreciable property is determination of the basis, if any,
for purposes of arriving at the amount of the loss. For example, a
taxpayer who acquires a trade secret or trademark in purchasing a
going business will ordinarily attribute as little of the purchase price
as possible to such an asset, preferring to instead assign capital out
lays to depreciable property. If the trade secret or trademark is ever
capitalized it will probably be done as a consequence of an Internal
Revenue Service audit. The only sitoation in which a high capital
cost must necessarily be assigned by the taxpayer himself is the
separate purchase of a trade secret or trademark?"

Most of the costs incurred in developing trade secrets or trade
marks in the ordinary course of business are either currently deduc
tible under Section 174 (in the case of trade secrets) or amortizable
under Sections 174 or 177. 1£ the foregoing provisions are not elected,
the reason is often that the developmental costs of the property may
also be reasonably viewed as. general legal fees, start up expenses

253 Note, the terms "obsolescence" and "abandonment" are at times used
interchangeably with the term "worthlessness." For instance, Regulation Sec
tion 1.1~2 is entitled "Obsolescence of nondepreciable property," yet It re
quires permanent cessation of use of such property for loss deduction purposes.
The regulation also states that the taxable year of the "overt act of abandon
ment" is not necessarily the proper year in which to deduct the loss. Never
theless, the terms actually connote different concepts. Abandonment is usually
evidence of obsolescence or worthlessness; yet, property may be, obsolete with
out being abandoned.

254 Reg. § 1.165-2.
255 LR.C. § 165(0).
".Reg. § 1.165-2(0).
2" See discussion V5.20[2], [3) ""pra.
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~~

and copyrights, are framed in terms of obsolescene and valneless
ness. No specific depreciation allowance is permitted for normal
obsolescence as it is deemed an integral part of depreciation?" Fur
ther, no separate allowance for abnormal obsolescence is provided;
rather the Regulations state that if obsolescence should be larger
than provided for, an appropriate adjustment should be made to the
depreciation rate and useful life of the property?" Hence, the only
instance in which loss of value in a patent or copyright, due to either
economic obsolescence or abandomnent, may be entirely deducted
currently is in a year in which the property becomes "valueless." 244

The foregoing regulatory standards are in large measure reflective
of the leading case dealing with deductions for economically obso
lescent patents, Hazeltne Corp. o, Commr?4' There, the taxpayer
introduced evidence that although a patented circuit still had "tech
nical utility" in the radio field, no one would commercially exploit
it due to the advent of a superior circuit and screen grid tube. The
Board of Tax Appeals disallowed a claimed deduction for obso
lescence, evidently because the technical utility of the circuit did
not, in the board's view, render the patent completely obsolete.
However, the Third Circuit observed tbat "obsolescence is quite dif
ferent from wear and tear. It is the process of falling into disuse and
relates primarily to commercial usefulness and public acceptance,
rather than to what one of the witnesses in this case termed tech
nical utility." 246 Thus, the court of appeals concluded the obsoles
cense deduction was properly taken for the year in which commer
cial use ceased, although back royalties were received in the two
succeeding years?"

The present Regulations follow the Hazeltine holding, except in
one regard. In Hazeltine, the Third Circuit recognized that under
the Revenue Act of 1928 depreciation of a patent could not occur
more rapidly than ratably over the seventeen-year legal life of a

242 Reg. § 1.167(a)-9.
243 Reg. § 1.167(a)-9. Therefore, a taxpayer is precluded from accumulating

abnormal obsolescence and claiming a loss for worthlessness or abandonment
at a later time. Instead, he must apparently take the additional depreciation
when abnormal obsolescence occurs or lose the benefit of it under the regulatory
restriction where allowable, but unclaimed, depreciation cannot be offset by a
larger subsequent deduction, and that basis for loss must be reduced for all
allowable depreciation. Reg. § 1.167(a)-1O.

244 u.
245 89 F.2d 513 (3d Cir. 1937), reo'g 32 B.T.A. 110 (1935).
246Id. at 521.
247Id.
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(b) A payment made to induce another to refrain from using
a trademark similar to the one in use by the taxpayer; 231

(c) Payment for the sole and exclusive right to use a trade
mark and the goodwill attached to it via negotiable
promissory note payable in eighteen monthly installments
and overriding payments for two years if gross sales
exceeded a specified amount; 232

(d) A lump sum paid for the exclusive and perpetual right to
use certain trade names.2S3

The preceding subsections dealing with Sections 174 and 177 sbould
also be reviewed for other examples of capitalizable expenditures.

11 5.5a Amortization and Depreciation-Patents and Copyrights

As previously indicated, capital expenditures incurred with regard
to trade secrets and trademarks are ineligible for depreciation under
Section 167 inasmuch as they generally have an indeterminable use
fullife. On the other hand, nonqualifying Section 174 capital expen
ditures relating to patents and all expenditures of a capital nature
with respect to copyrights are depreciable over their useful lives?"

As in the case of purchased patents and copyrights,23" determina
tion of basis for depreciation purposes may be a difficult matter,
especially where an allocation of costs must be made between patents
and trade secrets. Failure to establish an ascertainable cost basis
may result in the loss of some or all of the depreciation or amortiza
tion for the property?36 Moreover, selecting an estimated useful life
may also prove a troublesome affair. Patents are usually depreciable
over their seventeen-year useful life, whereas the upper time limit for
the writeoff of a copyright is twenty-eight years.237 In many in
stances, however, the factor of obsolescence may dictate the adop
tion of a shorter estimated useful life.

231 Sanymetal Prods. Co., Inc. v. Cary, 57-2 U.S.T.C. W9865 (N.D. Ohio
1957).

232 Harold M. Stiles, T.C. Memo. 1967-106.

2" Seattle Brewing & Malting Co., 6 T.C. 856 (1946), afj'd 167 F.2d 216
(9th Cir. 1948).

284 Reg. § I.l67(a)-6.

235 See discussion ~ 5.2a[1] supra.
236Id.

237 This is so even though, under certain circumstances, a copyright may be
renewed for a second twenty-eight-year term.
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against the taxpayer with respect to its alternative contention. The
Tax Court observed that from the language of the statnte "it is ap
parent that Congress has set forth the specific terms by which an
election to amortize trademark expenditures can be made." 223 Thus,
an incorrect determination by a -taxpayer that a trademark expen
ditnre is a deductible expense forecloses amortization under Sec
tion 177 uuless a protective election is filed with the retnrn.

There is no printed form for purposes of making the Section 177
election. However, the Regulations provide that the statement
attached to the taxpayer's return aud signifying his election must
contain the following information:

(1) The name and address of the taxpayer, and the taxable year
involved;

(2) An identification of the character and amount of each expen
ditnre to which the election applies and the number of con
tinuous months (not less than sixty) during which the ex
penses are to be ratably deducted; and

(3) A declaration by the taxpayer that he will make an account
ing segregation on his books and records of the trademark
and trade name expenditnres for which the election has been
made, sufficient to permit an identification of the character
and amount of each such expenditure and the amortization
period selected for each expenditure.P"

11 5.5 CAPITALIZATION OF EXPENDITURES

Expenditures incurred in the development, acquisition, expansion,
or protection of an intangible asset, which are not currently deduc
tible under Sections 162 or 212, are subject to capitalization in any of
the following sitnations:

(1) Expenditures for the development of patents and trade secrets
which do not qualify for Section 174 treatment, as well as
expenditures for their expansion or protection; .

(2) Trademark and trade name expenditures of a capital natnre
where a taxpayer does not elect Section 177; or

(3) Expenditnres of a capital nature relating to copyrights.

Capitalized costs related to an endeavor producing intangible

223Id. at 324.
224 Reg. § 1.177-1(c)(1).
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on loss of past profits.''' Yet, in other decisions courts have applied
the doctrine on a blanket basis to allow full deduction for taxpayers
where litigation activities were unsuccessful.''' Thus, prudence dic
tates that potential trademark and trade name litigants seriously
consider handling legal costs as capital expenditures and electing
Section 177 treatment.

11 5.4b Method of Amortizatiou

A trademark or trade name expenditure may be amortized over
a period of not less than sixty consecutive months.''' The amortiza
tion period commences with the first month of the taxable year in
which the expenditure is paid or incurred regardless of the period
selected by the taxpayer.'"

Example: X, an accrual basis calendar year taxpayer, incurs
design costs of $10,000 in March 1973 in developing a trademark
for a new product. Pursuant to Section 177, X elects to amortize
the charge over sixty months. January 1973, the first month in
the taxable year in which the expense was incurred, will begin
the amortization period. X will be entitled to deduct $2,000 or
12/60 of the $10,000 expense in 1973.

Once made, the election under Section 177 is irrevocable insofar
as it applies to a particular trademark or trade name expenditure.'''
Ax a result, the period designated by an electing taxpayer for a par
ticular trademark expenditure cannot be subsequently changed.'"
On the other hand, a taxpayer is permitted to make separate elec
tions for other trademark and trade name expenditures.s'" Thus, a
taxpayer may choose an amortization period for each trademark
expenditure. Moreover, Section 177 treatment need not be elected
for certain separate trademark expenditures arising during the tax
able year.'20

Although the Regulations are not entirely clear, it would also
seem that, in the absence of an indication to the contrary, separate

213 E.g., Kragen, note 202 supra at 814.
214 J.R. Wood & Sons, Inc. v. Comm'r, T.e. Memo. 1962-189; Urquhart v.

Comm'r, 125 F.2d 17 (3d Cir. 1954).
2151.R.C. § 177(a); Reg. 1.177-I(a)(I).
2lOReg. § 1.177-1(0)(2).
217Reg. § 1.177-1 (a) (I).
218 Note 214 supra.
219Reg. § 1.177-I(a)(3).
220 Id.
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nature is Food Fair?o, There, the taxpayer brought suit to enjoin
another from using its trade name, alleging that it had estahlished
the trade name in Virginia and held the exclusive right to use it
in that state. The suit was dismissed in accordance with an agree
ment between the parties in which the competitor agreed to discon
tinue the use of the trade name in Virginia. The taxpayer contended
that the resulting legal expenses were incurred primarily for the
purpose of protecting and maintaining its income by estopping a
competitor from employing a trade name which resulted in a loss
of income. The Tax Court rejected the view of the taxpayer con
cluding from the evidence that the suit was primarily "one to defend
or protect the petitioners' title to or property right in the trade
name. . . ." '04 The court further pointed out that the property
settlement between the parties in no way detracted from the fact
that the primary purpose of the litigation was to obtain a judicial
determination as to ownership and that the attorney's fee was in
curred in defense thereof.'o.

Where, as in the foregoing situation, the purpose of a suit is to
determine which party has the right to use a particular trademark
or trade name, the legal costs incurred by the unsuccessful party are
deductible.w" Where such litigation extends beyond the taxable
year, however, legal fees incurred in years prior to the year of reso
lution are capital in nature and, accordingly, should be entitled to
Section 177 treatment.'07 In the event the outcome is unfavorable to
the taxpayer, the fees incurred in the year the final decision is ren
dered, as well as the unamortized portion of fees incurred in prior
years, would then become fully deductible.s'"

A more serious problem of interpretation arises either when title
is involved, but its defense or protection is only incidental to the pri
mary reason for retention of counsel, or where the validity or title of
the taxpayer in the trademark is not challenged by the alleged
infringer. In Danskin, Inc.,'oO the issue was whether tbe trademark

'0. 14 T.C. 1089 (1950).
'041d. at 1093.
2051d.

206I.R.C. § 162(0), see Kornhauser v. Uuited States, 276 U.S. 145 (1928),
Ruoff v. Comm'r, 277 F.2d 222 (3d Cir. 1960).

207Reg. § 1.177-1(b)(l).
208 I.R.c. § 10l6(a) (16) requires an adjustment to basis for amounts al

lowed as deductions for expenditures treated as deferred expenses under Sec
tion 177.

'00331 F.2d 360 (2d Cir. 1964) aff'g 40 T.C. 318 (1963), see also Georater
COIl" V. Comm'r 32 A.F.T.R. 2d 73-6018 (4th Cir. 1973).
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user agrees to desist from further use of the trademark.P'
Similarly payments of a like nature for protection of an existing

trademark are vulnerable to exclusion from the benefits of Section
177 on the basis that they are in effect in exchange for the purchase
of additional trademark rights. For instance, in implementing the
statute, the Regulations state that Section 177 is not applicable to
expenditures paid or incurred for an agreement to discontinue the
use of a trademark or trade name if the effect of the agreement is
the purchase of a trademark or trade name.'·' An early pre-Section
177 case, Aluminum Products Co.,'·, is illustrative of a protection
expenditure which would fall within the present regulatory exclusion
from the definition of a trademark expenditure. There, a contro
versy arose between the taxpayer and a competitor regarding the
use of the word "LIFETIME" in connection with aluminum ware.
An agreement was reached whereby the competitor agreed to imme
diately discontinue use of the word in exchange for a $15,000by the
taxpayer. The Board of Tax Appeals observed that ''by obtaining
the promise to discontinue the use of the word 'LIFETIME' the
[taxpayer] acquired the right to the unmolested use of the trade
mark." '.7 Thus, the expenditures were capital in nature.

In another case, Clark Thread Co. v. Commr,'·' the taxpayer ini
tiated equity proceedings to perpetually enjoin the use of a compet
ing mark. In accordance with a pretrial settlement agreement, the
taxpayer paid the user of the competing mark $500,000, which was
based on the earnings of the recipient over a period of ten years. The
court concluded that the payment was in exchange for an intangible
asset of indefinite duration on the basis of the substantiality of the
payment and the fact that it was founded upon the earniogs of the
purported infringer. Significantly, the decision also noted a long
line of prior cases holding that the cost of eliminating competition
is a capital asset, thus negating any assertion by the taxpayer that
the payment was merely to preserve and protect the value of its
existing mark,199

A recent case suggests that a taxpayer may yet be able to prevail

'.4 See J.I. Case Co. v. United States, 32 F. Supp. 754 (Ct. Cl. 1940) (in
volving a $700,000 payment to a competitor to discontinue use of a confusing
and conflicting trademark).

19'Reg. § 1.177-1(b)(l).
19'24 B.T.A. 420 (1931).
197 ld. at 424.
1981 00 F.2d 257 (3d Cir. 1938), afl'g 28 B.T.A. 1128 (1933), nonacq.

XII-2 C.B. 18; accord J.I. Case Co. v. United States, note 194 supra.
' •• 28 B.T.A. at 1149.
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~ 5.4 PATENTS, COPYRIGHTS, KNOW-HOW

tion, protection, expansion, registration, or defense of a trademark
or trade name; is chargeable to the capital account; and does not
constitute the consideration paid for a trademark or trade name.l'"

In considering Section 177, the Senate Finance Committee indi
cated that the purpose of the section was to remove the undue advan
tage enjoyed by large corporations over small corporations where,
for instance, the former employ their own legal staffs whose com
pensation was ordinarily deducted in connection with the acquisi
tion of trademarks. Smaller companies unable to maintain their own
legal staffs had to employ nondeductible outside oounsel.P" There
fore, the stated purpose of Section 177 is to provide equality of tax
treatment among similarly situated taxpayers.

11 5.4a Qualifying Expenditures

[1] Acquisition Costs. The Regulations state that Section 177 will
generally apply to expenditures such as legal fees and other costs in
the connection with the acquisition of a certificate of registration of
a trademark from the Uuited States or other govermnent, artist's fees,
and similar expenses connected with the design of a distinctive mark
for a product of service.P" Although the Regulations do not elab
orate on the scope of "other costs" it would seem the term could
include a number of expenditures of an otherwise capital nature.

The construction of an effective trademark usually requires mate
rial outlays for advertising and other promotional costs. Such adver
tising expenditures may produce a benefit extending beyond the
taxable year, yet the courts have generally considered such costs to
be deductible in the year paid or incurred, inasmuch as the indefinite
period over which such benefits extend precludes deferral of the
expenses. to future years.188 However, where expenditures are eXM
traordinary and obviously designed to reap benefits over several years
in the future, a portion of the cost has been allocated to the capital
account, thus requiring use of Section 177 if amortization is desir
able."• Similarly, if a trademark is afforded protection via a secon
dary meauing acquired primarily through extensive advertising, it

"5 I.R.C. § 177(b).
'.0 S. Rep. No. 1941, 84th Cong., 2d Sess. 8 (1956).
,.rReg. § 1.177-1(b)(l).
188 Reg. § 1.162-15(e) (1); see, e.g., Seheldon & Co. v. Comm'r, 214 F.2d

655 (6th Cir. 1954); Three-in-One OU Co. v. United States, 35 F.2d 987 (Ct.
CI.1929).

, ss Best Lock Corp., 29 T.C. 389 (1957), superceded 31 T.C. 1217 (1959);
X-Pando Oorp., 7 T.C, 48 (1946).
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(5) Current expenditures may be deducted against current income
from all sources. In the case of individuals in high tax
brackets, especially those persons who are members of part
nerships with income from other sources, this feature may be
of great significance.

(6) Finally, the possibility of a capital loss as opposed to a deduc
tion against. ordinary income is avoided under the current
expense method. If the deferred expense method is in effect
and a capital asset is developed as a result of the research and
experimentation, its tax basis is equal to the net balance in the
deferred expense account attributable to that property. A
sale of the property at a loss would produce a capital loss,
(unless section 1231 is applicable) 179 which may be of limited
tax utility. The current expense method avoids this problem
since all expenditures in respect thereof will have been previ
ously written off and the taxpayer will, hence, have a zero
basis for the property.

Advantages of the deferred expense method.

(1) The greatest use of the deferred expense method occurs in
the case of a new enterprise where it may be advantageous to
delay the tax benefits of the deduction for research and experi
mental expenditures until such time when they can be offset
against ordinary income.

(2) It is conceivable that a personal holding company which
expects royalty income from current research work will bene
fit from the deferred expense election because the net operat
ing loss deduction does not apply in arriving at undistributed
income.

Summary of relevant factors. In general, taxpayers would be well
advised to adopt the current expense method for the bulk of their
research expenditures and to reserve use of the deferred expense
method for a particular project or projects calling for such treat
ment. The current expense method is simple to adopt, relatively
simple to'use, and presents fewer possibilities for controversy with
the Internal Revenue Service upon audit. In no event should the
deferred expense method be elected unless it can reasonably be
anticipated that the project will be successful and unless the related
costs can be reasonably ascertained.

179 The reasoning is that a Section 174 (b) asset is not «properly used in the
trade or business" within the meaning of Section 1231(b) because it is not
subject to depreciation under Section 167.
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than the amount allowable, it is important to be certain that the
full amount of available amortization deductions are claimed by the
taxpayer in each year.17>

Change from the deferred expense method to a different method.
A taxpayer who has elected the deferred expense method and wishes
to change from that method to a different method, or to a different
period of amortization for deferred expenses, must obtain the per
mission of the Commissioner. The requested change may apply to
all projects or to selected projects.'7' Additionally, permission is
required to make an election to use the deferred expense method for
a project undertaken and capitalized in a prior year since this is a
change in method from capitalization of the expenditures. A request
for permission to change methods or amortization periods, addressed
in the same manner as explained in the previous subsection, and filed
not later than the end of the first taxable year in which the different
method or amortization period is to be used must include the
following:

(1) The name and address of the taxpayer;

(2) The first taxable year to which the change is to apply;

(3) The total amount of research or experimental expenditures
attributable to each project;

(4) The amortizatiou period applicable to each project;

(5) The amortized expenses attributable to each project at the
beginning of the taxable year in which the application is
filed;

(6) The new method of treatment proposed for each project
(whether current expense method, deferred expense method,
or capitalization under prior law) and proposed new amorti
zation period, if any;

(7) Such information as will idenitfy the project or projects to
which the expenditures affected by each change relate; and

(8) The reasons for each change.177

The request must be Signed by the taxpayer or his duly authorized
representative. If permission is granted the taxpayer must attach

175 As reduction of basis is required only to the extent that amortization re
sults in a reduction of taxes, alertness in record-keeping is essential.

176 Reg. § 1.174-4(b)(1).
177 Reg. § 1.174-4(b) (1) and (2).
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(4) The amount of all research or experimental expenditures paid
or incurred in the taxable year for which the election is made;

(5) The number of months (not fewer than sixty) selected for
amortization of the deferred expenses for each project; and

(6) A statement that the taxpayer will make an accounting segre
gation in his books and records of the expenditures to which
the election relates. ' 65

~ 5.3c PATENTS, COPYRIGHTS, KNOW~HOW

~~~r~,

It should be borne in mind that the taxpayer has the burden of
satisfying the Internal Revenue Service that only items properly
includable in the deferred expense method have been so treated.
Moreover, the expenditures covered by a deferred expense election
may include capital items whose cost could not otherwise be recov
ered tbrough depreciation dednctions. It is therefore essential that
all taxpayers utilizing the benefits of Section 174 maintain careful
and accurate records.

Period of deferral and length of write-off. As indicated above, the
statement attached to the return for the year in which the taxpayer
elects to defer the expenditures must designate the number of
months (not less than sixty) selected for amortization of the deferred
expenses for each project. However, unless the taxpayer standard
izes by using the minimum five-year period for all projects, selection
of varying periods may become a difficult matter. The amortization
period originally selected must be adhered to in the absence of an
authorization to change to a different period.'"

Expenditures deferred under Section 174(b) are deductible rat
ably 107 over a period selected by the taxpayer (which may be not
less than sixty months) beginning with the month in which the tax
payer first "realizes benefits" from the expenditures.v" As the elec
tion must be made shortly after the expenditures are incurred, a
substantial period of time may elapse between the taxpayer's elec
tion and his first enjoyment of benefits from the expenditures.
Therefore, it is important to comprehend when benefits are assumed
to have been realized. The Regulations take the position that, "in

185 Reg. § 1.174-4(b) (1).
166See Reg. § 1.174-4 (b)( 2) and subsequent discussion for requirements

governing applications for change from the deferred expense method to a
different or for a change of amortization period.

167 An example from the Regulations indicates that the word "ratably" should
be construed to mean "straight-line." Reg. § 1.174-4(c).

108I.R.C. § 174(b)(l).

5-34

I'

.~.

~'~

7~

~'-

:-::.-



~ 5.3c PATENTS, COPYRIGHTS, KNOW~HOW

useful life since it determines depreciability. Thus, the cost of non
patented end products of research, such as secret processes and for
mulas whose life is indefinite, qualify for the deferred expense elec
tion.155 Research expenditures which produce a patent or other
property having a determinable useful life must be capitalized and
depreciated.

Where a deferred expense election is in effect and research is
undertaken on a project which eventually produces depreciable prop
erty, the Regulations provide a "cut-off" rule which reverses the
deferred expense treatment prospectively.v" Under the Regulations
when property (for instance, a patent issued in respect of a devel
oped process) takes on a depreciable character, the balance in the
deferred account attributable to that property becomes its remaining
tax basis for the purpose of subsequent depreciation deductions.V?

Example: A manufacturer develops a special process which is
marketable. He elects under Section 174(b) to defer the
research costs related to the process. A patent is applied for,
which is granted two years after the manufacture. While the
patent is pending, the manufacturer is entitled to defer costs.
On the date the patent is granted, amortization under Section
174(b) ceases because the statute expressly makes the deferred
expense method inapplicable. However, deductions under the
deferred method are permitted for all periods prior thereto and
depreciation allowances are allowable thereafter.' 5' If the proc
ess had been developed, but no benefits had been realized prior
to the issuance of a patent, the issuance of the patent would
merely convert the amounts previously credited to the deferred
expense account into the cost basis of a thereafter depreciable
asset.

Electing the deferred expense method. The deferred expense
may be elected by the taxpayer without the consent of the Commis-

155 Section 174 is particularly helpful for these expenditures since there was
no satisfactory treatment for them under prior law. Under prior case law no
deduction was allowed unless and until such an asset was effectively aban
doned. See Reg. § 1.174-2(b)(l).

15'Reg. § 1.174-4(a)(4).
157 The treatment of patent development expenses described above appear

reflective of the Treasury view with respect to the entire matter. When depre
ciation Regulation Section 1.167 (a) (6)(.) was proposed the 1939 Code regu
latory reference to "development or experimental expenses" was replaced by
an allusion to research and experimental expenditures under Section 174.

15SReg. § 1.174-4(.)(4).
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records of the research or experimental expenditures to which
the change in method is to apply; and

(7) A statement of the reasons for the change. l 42

~ 5.3c PATENTS, COPYRIGHTS, KNOW-HOW

~

The request must be signed by the taxpayer (or his duly autho
rized representative) and filed not later than the last day of the first
taxable year for which the change in the method is to apply.14' If
permission to make the change is granted, the taxpayer must attach
a copy of the letter granting permission to his income tax return for
the first taxable year in which the different method is effective.'"

[2] Adoption of the Deferred Expense Method. Under Section
174(b), a taxpayer who has not adopted the current expense method
may elect to defer the cost of some or all of his research and experi
mental projects and amortize them ratably over a period, to be
selected by the taxpayer, of not less than sixty months beginning
with the month in which the taxpayer first realizes benefits. In con
trast to adoption of the current expense method under Section
174(a), an election of the deferred expense method need not be of
fixed scope. If the taxpayer elects to bring all of his research projects
under Section 174(b), he is bound by that election in future years.14S

On the other hand, the taxpayer may prefer to limit his election to
certain specified projects. Projects not covered by the election would
be capitalized and governed by prior law.140

As a taxpayer who follows the individual project approach does
not become frozen under Section 174(b) with respect to subsequent
projects and needs no consent to elect the deferred expense method
or to capitalize, he has a new choice for each new project. ' 47 Hence,
it would seem prudent to not make a broad election under the
deferred expense method, but rather to confine the election to indi-,
vidual projects even where in a given year the election to use Sec
tion 174(b) eventually encompasses all projects started during the
year. Nevertheless, the taxpayer utilizing the deferred expense
election on a project-by-project basis should be careful to make the

142 u.
143 ld.
144 Reg. § 1.174-3(b) (3).
14' Reg. § 1.174-4 (a) (5).
1461d.
147 However, the choice is limited to the deferred expense method or capi

talization. The current expense method under Section 174 (a) can only be
elected with the Commissioner's consent under the foregoing circumstances.
(See discussion in the preceding subsection.')
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benefit to be derived from currently deducting the remainder of his
research costs.'"

To the extent the current expense method is in effect, all expendi
tures qualifying thereunder must be deducted in the proper taxable
year. For instance, in Revenue Ruling 58-74 135 the Internal Revenue
Service warned that amounts not deducted on the original return
or by means of a timely filed amended return or refund claim will
be irrevocably lost upon the running of the statute of limitations. As
the current expense method can not be altered, except with the per
mission of the Commissioner, alternative tax methods of treating
such expenditures, either as deferred expenses under Section 174(b)
or as capital expenditures are not available to the taxpayer.

Adoption with consent. A taxpayer who fails to adopt the current
expense method in the first taxable year in which he could have done
so may apply for the Commissioner's consent to adopt the method in
a subsequent year.136 The request to adopt the current expense
method must be submitted in writing to: Commissioner of Internal
Revenue, Attention: T:R, Washington, D.C. 20224. The request
shall include:

(1) The name and address of the taxpayer;
(2) The first taxable year for which the adoption of the method is

requested; and
(8) A description of the project or projects for which research

and experimental expenditures are to be, or have already been,
paid or incurred.P"

The request must be signed by the taxpayer (or his duly authorized
representative) and filed not later than the last day of the first tax
able year for which adoption of the method is requested. If the
change is granted, it is applicable to that year and all subsequent
years. Prior years remain, unaffected.aaa

Change from the current expense method to a different method.
A taxpayer who has adopted the current expense method of treating

134 Reg. § 1.174-3(a)-. On the other hand, the Regulations make it clear
that permission will not be granted to utilize the two different methods in the
same taxable year in respect to portions of the expenses on a single research
project.

135 1958-1 C.B. 148.
136I.R.C. § 174(a)(2)(B); Reg. § 1.174-3(b)(1).
137 Reg. § 1.174-3(b)(2).
138 Id.
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However, the final sequel to Snow is the very recent decision in
the case by the Supreme Court which reversed both the Tax Court
and Sixth Circuit and allowed Snow the deduction under Section
174(a).'26 The decision is good news for individuals looking for
tax shelters, but it is not very helpful to tax practitioners who hoped
the Supreme Court would set out some definitive guidelines for the
determination of at what point an individual is considered to be
engaging in a trade or business. In concert with Cleveland, the
Court correctly recognized the distinctions between the Sections
174 and 162 criteria and based its decision on the legislative history
of Section 174, especially the fact that Section 174 was intended
to be an incentive to small and growing businesses to engage in
research and development. Moreover, the court apparently con
cluded that the strong legislative history favoring Section 174 de
ductions also overrode any tax shelter or avoidance considerattons.l'"

~ 5.3c Election of Research and Experimental Expenditure
Treatment

[1] Adoption of the Current Expense Method.

Adoption without consent. As previously indicated, Section
174( a) (1) permits the taxpayer to deduct research or experimental
costs as a current expense of the year in which incurred or paid. A
taxpayer wishing to deduct his expenses currently must "adopt" the
method in his return for the first taxable year beginning after Decem
ber 31, 1953, and ending after August 16, 1954, in which he has
research or experimental expenditures.l'" Pursuant to the Regula
tions, adoption of the method merely requires that a deduction for
the expenditures be claimed in the return.'" As a further clarifica
tion of the Regulations, the Internal Revenue Service, in Revenue
Ruling 58-356,130 essentially held that where research and experi
mental expenditures are deducted in the income tax return of a tax
payer for the first taxable year (after 1953) during which such expen
ditures are paid or incurred, the current expense method shall be
deemed to have been effectively adopted by the taxpayer although
such deduction is not shown as a separate item in the return.lSI

126 94 S. Ct. 1876 (1974).
127 rd. at 1879.
128 I.R.C. § 174(a) (2) (A).
'" Reg. § 1.174-3(b)(1).
130 1958-1 C.B. 104.
131 The case of adoption represents a considerable relaxation of the formal
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Tax Court rejected the taxpayer's attempt to deduct the payment to
the research laboratory under Section 174. The court pointed out
that the undertaking was separate from any existing business during
the tax year in question. Therefore, the expenditure was connected
with preparations to enter into a new business rather than with the
conduct of an existing business.P"

On the other hand, under some circumstances the formation of a
joint venture may bring a financier's contributions within the range
of the Section 174 election. In Cleveland v. Comm'r,119 a financier
attorney did not personally participate in the development of an
invention involving an inorganic binding material. However, for a
period of years the taxpayer did make extensive loans to the inventor
(Kerla) to finance the research, carried on negotiations leading to
the proposed transfer of rights to the invention, and prepared legal
documents concerning such transfers. After all tbis the financier
and inventor entered into an agreement creating a joint venture.
Reversing the Tax Court, the Fourth Circuit held that expenditures
for research and development made by the taxpayer after the effec
tive date of the agreement were deductible under Section 174. The

< court stated that "Cleveland was thereafter engaged with KerIa in
the trade or business of promoting the commercial development of
the invention in which Cleveland was the owner of a participating
one-half interest." 120

Although not entirely clear from the opinion in Cleveland, it
strongly appears that the basis of the appellate court's decision was
that execution of the joint venture agreement effectively placed the
taxpayer in a pre-existing inventing business as an equal participant
with the inventor, notwithstanding the fact that the taxpayer him
self was not directly involved in the inventing process. This ap
proach to Section 174 deductibility of expenditures by financiers
was rejected by the Sixth Circuit in Snow v. Comm'r.' 21 In Snow
the taxpayer was a bighly paid executive who in 1966 invested
$10,000 in the Burns Investment Company, a limited partnership.
In return for the investment in Burns, the taxpayer received a 4
percent interest in the profits of the partnership. The inventor had
a 50 percent interest as general partner and a 34 percent interest as
a limited partner. Burns Investment Company spent some $36,000
during 1966 to develop a trash burner wbich the company elected

118 ld. at 110<>--1101.
119297 F.2d 169 (4th Cir. 1961), 'ev'g 34 T.C. 517 (1960).
120 1d . at 173-174.
121482 F.2d 1029 (6th Cir. 1973), afj'g 58 T.C. 585 (1972).
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patent search will probably bave little effect.' oo Another factor, con
tinuity and regularity of inventive activities, combats the notion that
costs incurred by the taxpayer were preparatory to entrance into a
trade or business. In Johan A. LOUW,'07 evidence that the taxpayer
spent twenty-five hours a week in inventive activities was deemed
continuous and extensive activity that characterizes a business
despite the fact the taxpayer also maintained other full-time em
ployment. Furtber, most decisions have held that a taxpayer need
not have received income from his inventions; however, the profit
motive must be present altbough not necessarily reasonable.lOS The
lack of profits was deemed conclusive in Henry P. White 109 when
linked to the taxpayer's independent wealth, long history of losses,
and disproportion of receipts to expenditures. Moreover, more than
a mere statement of intent must be shown. In Myron E. Cherry,ItO
the Tax Court found that although the taxpayer's stated intent was
to make a profit, his overt intentions were contra. Finally, less sig
nificant factors that appear to have influenced court decisions as to
what constitutes an inventing trade or business seem to hinge on
the presence of business mannerisms such as record-keeping sell
ing activities, and market researcb. For instance, in Charles H.
Schafer 111 the taxpayer presented no record of costs. The court
also noted a lack of initiative in marketing the product as an indication
of no serious business enterprise. By contrast, in Johan A. Louw 112

the court was impressed by the fact that the taxpayer pursued bis
activities in a businesslike manner.

Where inventing activities are not sufficient to constitute a sep
arate trade or business, individuals seeking Section 174 treatment in
connection with such activities must demonstrate a proximate rela
tionship to tbeir regular business activities. For instance, in Stone v.
Unitep State8,''' a consulting engineer installed in his residence, part
of which was devoted to his trade or business, certain fixtures includ
ing a therapeutic bath, an air-conditioning system, and a concealed

t06 E.g., Myron E. Cherry, T.C. Memo. 1967-137, Engene G. Magee, T.C.
Memo. 1973-271.

107 Note 101 supra.
108 E.g., Joe H. Cunningham, T.e. Memo. 1968~242; Erwin G. Bailey, 22

T.C.M. 1255, T.C. Memo. 1963-251.
109 23 T.C. 90 (1954), afj'd 227 F.2d 779 (6th Gir. 1956), cert. denied 351

U.S. 939 (1956).
110 26 T.C.M. 557, T.C. Memo. 1967-137.
11123 T.C.M. 997, T.C. Memo. 1964-156.
112 T.C. Memo. 1971-326, 30 T.C.M. 1421.
11370-2 U.S.T.C. ~ 9631.
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tion than any other provision of Section 174, primarily with respect
to the question of whether the taxpayer seeking a deduction for
research and experimental expenditures was engaged in a trade or
business to which such expenditures were reasonably connected.

As corporations are by definition considered to be engaged in
trade or business, the restriction has had little significance for cor
porate taxpayers. However, in Best Universal Lock Co., Inc.," the
Commissioner contended that Section 174 was not intended to cover
research and development expenditures where a corporation was
seeking to develop a new product unrelated to its past line of prod
ucts.'" In allowing the deduction, the Tax Court rejected the Com
missioner's view that a corporation's trade or business, like an indi
vidual's trade or business, should be considered, for Section 174
purposes, to be confined to current activities.P? Moreover) the court
stressed that the congressional purpose for enactment of Section 174
"was to encourage taxpayers to carry on research and experimenta-
tic "98 'on.

Individuals, in particular amateur inventors and independent fi
nanciers, have found the. trade or business requirement to be a more
difficult obstacle. Individual professional inventors with a long his
tory of inventing for profit have been allowed to deduct their
expenses on the grounds that they are engaged in the trade or busi
ness of inventing and expected to make a profit on the venture."
Amateur inventors have had to deal with decisions under prior law
which held that such individuals were not engaged in the business
of inventing and selling their patents.!" Recently, however, on sev-

95 45 T.C. 1 (1965), acq. 1966-2 C.B. 4.
"ld. at 10.
91 The Internal Revenue Service, by its acquiescence in the Best decision and

a subsequent ruling, Rev. Rut 71-162, 1971-1 C.B. 97, has apparently con
cluded that,corporations With established research programs (and individuals
with a long history of inventing for profit) meet the trade or business require
merit of Section 174.

98 See S. Rep. No. 1622, 83rd Cong., 2d Sess. 33 (1954).
995ee, e.g., Best Universal Lock Co., Inc., 45 T.e. 1 (1965), where the

controlling shareholder, Frank E. Best, conducted research concerning an
«isothermal air compressor," even after the corporation dropped the project.
He was then over eighty years old and had been engaged in the trade or busi
ness of inventing for at least forty-five years. He held over 100 patents, most
of them in the locking art. The Tax Court allowed Best to deduct his expenses
incurred in the isothermal air compressor project under Section 174 on the
grounds that he was clearly engaged in the trade or business of inventing and
expected to make a profit on the venture. See also Erwin G. Bailey, T.e.
Memo. 1963-251.

lOOSee, e.g., Henry P. White, 23 T.e. 90 (1954); Beach v. Shaughnessy,
126 F. Snpp. 771 (N.D.N.Y. 1954).
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1f 5.3b PATENTS, .COPYRIGHTS, KNOW-HOW

and the construction of the end product/" Moreover, where prop
erty is developed and constructed for the taxpayer by another there
is a further restraint placed upon the availability of the Section
174 election by the Regulations. A taxpayer ispennitted a deduc
tion for research expenditures only if the depreciable property con
structed for the taxpayer by another has been "made upon the tax
payer's order and at his risk." 88 This limitation is more fully
explained in the Regulations as follows:

"No deduction will be allowed (i) if the taxpayer purchases
another's product under a performance guarantee (whether
express, implied, or imposed by local law ) unless the guarantee
is limited, to engineering specifications or otherwise, in such a
way that economic utility is not taken into account; or (Ii) for
any part of the purchase price of a product in regular produc
tion." 89

The limitation that the deduction be permitted only if the per
formance or economic utility of a new plant or product be at the
taxpayer's risk seems consistent with the policy that a taxpayer
should be prevented from deducting research costs incurred by an
outsider on his own behalf rather than on behalf of the taxpayer.
Although the requirement that no performance guarantee be
"express, implied, or imposed by local law" also appears reasonable,
the only practical way of meeting the requirement is insertion of a
clause in the research agreement which specifically disclaims all
guarantees or warranties in terms that satisfy local law."?

Finally, the Regulations set forth two examples of the above men
tioned limitations which only tend to foster further confusion, espe
cially in the area of process guarantees:

"For example, if a taxpayer orders a specially built automatic
milling machine under a guarantee that the machine will be
capable of producing a given number of units per hour, no por
tion of the expenditure is deductible since none of it is made at
the taxpayer's risk. Similarly, no deductible expense is incurred
if a taxpayer enters into a contract for the construction of a new

87 However, the taxpayer must rely on the cost breakdown provided by the
contractor which should be acceptable if reasonably made.

88 Reg. § 1.174-2(b)(3).
89 ld.
M Of course, many purchasers would rather have the guarantees than a Sec

tion 174(a) deduction.
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~ 5.8b PATENTS, COPYRIGHTS, KNOW-HOW

.~

[2] Nonallowable Expenditures.

Purchase of depreciable property for use in research. In addition
to the constraints placed upon the term "research and experimental
expenditures" by the Regulations, the statute also specifically
excludes from treatment thereunder ail expenditures for the acquisi
tion or improvement of land, or for the acquisition of property to be
used in connection with research or experimentation which is sub
ject to depreciation or depletion, and to which beneficial title is
taken and held in the taxpayer's name.P The purpose of the exclu
sion seems to be to prohibit current deductions for land, buildings,
equipment, and similar assets that will continue to have a use even
after the experimental use for which they were originally acquired,
or for permanent research property which may be utilized for a
number of research projects. Thus, a taxpayer is precluded from
employing Section 174 to currently expense the full cost of an entire
laboratory building or building site in the year of acquisition.
Moreover, normal depreciation allowances may not be avoided by
electing to amortize the cost over a period of not less than sixty
months.s?

Although expenditrues for the acquisition of depreciable property
to be used in research and experimental activities are precluded from
Section 174 treatment, annual depreciation allowances under Sec
tion 167 generally constitute research and experimental expendi
trues under Section 174 which may be either currently deducted or
treated as deferred expenses." Hence, the foregoing treatment has
tax significance only where the deferred expense method is elected
since both Sections 167 and 174(a) give rise to current deductions.
If the deferred expense method is elected, depreciation would be
accumulated as a deferred cost until the point at which benefits are
derived.

Depreciable property resulting from research. In many instances,
research conducted by a taxpayer or by others for a taxpayer results
in depreciable property as an end product which is or can be used
in the taxpayer's trade or business. Where the research is conducted
by the taxpayer, the Regulations authorize the deduction of that
portion of the expenditures connected with the development of the

re I.R.C. § 174( c) .

s0 r.n.c. § 174 (b)( 1).

81 N,ote 78 supra.
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~ 5.3b PATENTS, COPYRIGHTS, KNOW-HOW

(4) In acquiring another's patent model, production, or process,"?
For instance, the Internal Revenue Service has ruled that the
Section 174 election is not available for costs incurred in
obtaining foreign patents where the inventions are covered
by United States patents and patent applications owned and
developed by others."

A difficult factual question concerning proper segregation of costs
arises where expenditures relate to both experimentation and prod
uet market development costs." Under such circumstances the
burden is upon the taxpayer to demonstrate what portion of the
expenses are properly deductible under Section 174. Although no
important tax results will ordinarily occur if the expenses are other
wise deductible under Section 162 as ordinary and necessary busi
ness expenses;" a subsequent reclassification of research and experi
mental expenses as capital expenditures may produce serious conse
sequences.I- Thus, if a Section 174 election is anticipated, the tax
payer should be careful to make the necessary segregation of costs
as they occur and further be prepared to support the basis of the
allocation.

The cost of research and experimentation performed on behalf of
the taxpayer by independent organizations can qualify for the Sec
tion 174 election provided the taxpayer does not gain ownership of
the assets and they remain the property of the outside research
organization after the research for the taxpayer has been com
pleted." The Regulations provide the following examples:

70Reg. § 1.174-2(a) (1).

71 Rev. Rul. 66-S0, 1966-1 C.B. 55. Apparently, the Treasury views any
expenses incurred in connection with the costs of acquiring patents of others
as nondeductible under Section 174.

72 For instance, an allocation question might arise with regard to costs con
nected with the construction of an experimental model where the model is used
as a sales promotion demonstrator or where more than. one model is constructed.
In such an event, a factual determination would be essential to ascertain if all
or part of the original construction costs qualify for Section 1'74 treatment.

73 Correct characterization of expenses may become relevant where the de
ferred expense method has been elected under Section 174 (b). Deductibility
of deferred costs which are subsequently reclassified as Section 162 expenses
will be precluded if the proper year for deduction is barred by the statute of
limitations and the Section 1311-1315 mitigation provisions are unavailable.

7'E.g., Coors Porcelain Co., 52 T.C. 682, 698 (1969).

75 Reg. § 1.174-2(a)(3). With respect to ownership of depreciable assets
and its effect on Section 174 deductibility. See discussion in the following
subsection.
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~ 5.Sa PATENTS, COPYRIGHTS, KNOW~HOW
'~

In an effort to give relief to taxpayers who might not otherwise
recover their costs and also to remove confusion from the area, Con
gress enacted Section 174 in 1954. The section permits taxpayers an
election to treat patent and know-how research and experimental
expenditures incurred in connection with a trade or business as
follows:

(1) As currently dednctible in the year in which they are paid or
incurred; 59 or

(2) As referred expenses amortizable over a sixty-month period
commencing during the year the invention or product begins
to produce income." The foregoing method is most useful in
the case of a new business where a deduction from operating
income constitutes part of an operating loss during the first
few years of operation which might not be fully utilized
later in profitable years.

If the taxpayer does not exercise either of the two elections
described in Section 174, he must capitalize the full amount of the
research and experimental expenditures and depreciate them over
a longer time period in the case of patent expenditures, or recover
them upon the asset's sudden termination of usefulness if know-how
is involved."

11 5.3b Section 174-Election Prerequisites

III What Constitutes Research and Experimental Expenditures.
Section 174 contains no general definition of research and experi
mental expenditures and makes no effort to distinguish between
basic and applied research. The Regulations, however, make an
effort to delineate the area by limiting the term "research and experi
mental expenditures" to expenditures which represent research and

plicity of reactions to research and development expenditures were a result of
conflicting characteristics of the expense. On ODe hand, amounts expended
during a tax year to attain future benefits should be capitalized. However,
research and development also represents a cost whose benefits are unpre
dictable and as such require an immediate write off. See Blake, "Research and
Experimental Costs," N.Y.U. 16th Inst. on Fed. Tax. 831, 832 (1958).

5. I.R.C. § 174(0)(1).

60I.R.C. § 174(b). When the deferred expense election is made, the ex
penses are added to the basis of the property [§§ 174(h)(1), 1016(0)(1)],
and as the deductions are allowed ratably, the amounts are subtracted from the
basis of the property [§§ 174(e), 1016(a)(14)J.

61 See discussion ~ 5.5 infra.
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~ 5.2b PATENTS, COP,YRIGHTS, KNOW-HOW

corporation has no obligation to pay them," or they are paid as part
of the purchase price for the asset.47

Another basic requirement of deductibility is that there must be
some kind of right owned and transferred by the shareholder to the
corporation to which the corporation would not otherwise be en
titled. For instance, amounts paid for the use of a shareholder's
patentable secret formula were allowed as a deduction where the
formula was not patented for fear that a workable competing for
mula might be developed." By contrast, deductions were denied for
royalty payments by corporations to shareholders for the use of an
unpatentable selling idea 49 or expired patents 50 since the stock
holders had no property rights which supported the payments.
Moreover, in Thomas Flexible Coupling Co." a deduction was
denied for additional royalties applicable to subsequent improve
ments covered by the original licensing agreement. However, a
deduction for such payments was allowed after the parties entered
into a supplementary agreement which a state court found created
new rights and liabilities.·2

In at least one context, the Tax Court has recognized capital gain
characterization for shareholders receiving royalty payments while
also permitting the related corporation a deduction for the royalties
as an ordinary and necessary business expense. In Ransom W.
Chase 03 the Statham Instrument Corporation entered into negotia
tions with Curtiss Wright Corporation to secure the future use of
certain vital patents. During the negotiations, Curtiss Wright pro
posed a sale of the patents in lieu of a license. Even though Statham
Instrument turned the offer down for business reasons, a partnership

46 E.g., Thomas Flexible Coupling Co. v. Cornm'r, 158F.2d 828 (3d Cir.
1946), where an inventor for stock and royalties had assigned patents to a
corporation and agreed to assign all future improvements to it. In fact, some
years later improvement patents were issued to the inventor and assigned to
the corporation for cash, and additional royalties were voluntary payments
without consideration, hence nondeductible. But see Comm'r v. Thomas Flexi
ble Coupling Co., 198 F.2d 350 (3d Cir. 1952), aff'g 14 T.C. 802 (1950);
Myron C. Poale, 46 T.C. 392 (1966).

47 Nassau Suffolk Lumber & Supply Corp., 53 T.C. 280 (1969); Edward W.
Reid, 50 T.C. 33 (1968); J. Strickland & Co. v. United States, 352 F.2d 1016
(6th Cir. 1965); Kimble Glass ce., 9 T.C. 183,190 (1947).

48 Wall Prods., Inc., 11 T.C. 51 (1948), acq. 1949-1 C.B. 4.
49L. Schepp Co., 25 B.T.A. 419 (1932), acq. xr-i C.B. 6.
50 Differential Steel Co., T.C. Memo. 1966-65.
51 3 T.C.M. 620, aff'd 158 F.2d 828 (3d Cir. 1946).
'2 Comm'r v. Thomas Flexible Coupling Co., 198 F.2d 350 (3d Cir. 1952),

aff'g 14 T.C. 802 (1950), nonacq. 1950-2 C.B. 6. .
'3 T.C. Memo. 1965-202.
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~ 5.2b PATENTS, COPYRIGHTS, KNOW-HOW

the use of intangible property (royalties) are deductible if the
payments are:

(l) Paid or incurred in the course of the taxpayer's trade or busi
ness;

(2) Ordinary and necessary (reasonable in amount);

(3) Are in reality expenses and neither installment payments on
a purchase nor disguised dividends to shareholders.

A nonexclusive licensee who has no equity and acquires no title in
the property is generally entitled to deduct royalty payments as an
ordinary and necessary business expense." All payments which are
legally required are deductible, but voluntary payments for which
no consideration is received are disallowed."

The grant of an exclusive license to use intangible property may
constitute a sale even though the payments take the form of royal
ties. Such a royalty will ordinarily be considered payment of a
purchase price and not a deductible expense. Nevertheless, as
previously indicated, the purchaser of a copyright or patent may be
able to deduct all or part of the payment under the rules governing
depreciation and amortization.F An attempt to shape a pre-1970
purchase of a trademark as a license with option to buy in order to
secure a deduction for royalties (due to the unavailability of a
depreciation on such property) was unsuccessful. The court cor
rectly viewed the transaction as a purchase ofproperty and denied
the royalty deduerion.r" On the other hand, payments for the post
1969 transfer of a trademark which are contingent upon produc
tivity or use are deductible as ordinary expenses under Section
1253(d)(1).

[2] Form of Payment. Deductible royalties may take the form of
monthly or even yearly payments. Deductions are allowed whether
the royalty agreement calls for the payment of a fixed annual sum

"I.R.C. § 162(a)(3). See also Edward W. Reid, 50 T.C. 33 (1968);
Francis H. Shepard, 57 T.C. 611 (1972).

36 See Tussard's Wax Museum, Inc., T.e. Memo. 1966-211; Hickett Eng'r,
Inc., T.C. Memo. ~ 16,185 (1947); Thomas Flexible Coupling ce., T.C.
Memo. ~ 14,008 (1944), affd 158 F.2d 828 (3d Cir. 1946), cert. denied 329
U.S. 810 (1947).

37 See discussion f 5~2a[1] supra .
a8 Strickland & Co. v. United States, 352 F.2d 1016 (6th Cir. 1965), cen.

denied 384 U.S. 950 (1965).
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~ 5.2a PATENTS, COPYRIGHTS, KNOW-HOW'

have no definite life?' Rather, they are inchoate rights which
mature into depreciable property beginning with the date the patent
or copyright is issued." However, as previously indicated, Revenue
Ruling 67-136 provides that current depreciation deductions may
be obtained where the purchase price of a patent application is con
tractually fixed as a reasonable percentage of annual earnings from
property.

[2] Trade Secrets. The assignment of purchase costs to trade secrets
raises a serious problem for the purchaser of such property. Trade
secrets, like patent applications, are generally not depreciable be
cause they lack an ascertainable useful life?' The taxpayer has the
burden of offering convincing proof that a trade secret has a limited
life at the time of purchase. Yet, a taxpayer did enjoy success in
demonstrating a limited useful life in M.E. Cunningham CO.29 where
the Tax Court applied the Associated Patentees principle to an un
patented design for a machine, a circumstance typical of a trade
secret. There an inventor developed a new idea in 1939. Shortly
thereafter, an experimental machine and five other machines were
built which incorporated the idea. However, no patent was ever
obtained. Under a later contract transferring the machine designs,
the inventor was entitled to receive a percentage of sale proceeds
derived from sales of the products produced on the machines. The
issue before the Tax Court was the current deductibility of the
percentage payments by the purchaser. In its opinion the court
declared:

"If the payments are to be regarded as part of the cost of the
machine, then it seems reasonable to allow a corresponding
deduction for each year because the payments are measured by
the profitable use of the machine in each year and will continue
to be so measured during any year in which payments are
made," 30

26 Hershey Mfg. Co., 14 B.T.A. 867, (1928), aff'd 48 F.2d 298 (10th Cir.
1980); Twin Disc Clutch Co., 2 B.T.A. .1827 (1925); Max A. Burde, 48 T.C.
252 (1964), afJ'd 852 F.2d 995 (2d Cir. 1965).

27 Hershey Mfg. Co. v. Comm'r, note 26 supra; Sarkes Tarzian, Inc. v. United
States, 140 F. Supp. 868 (S.D. Ind. 1956), rev'd and remanded on other
grounds 240 F.2d 467 (7th Cir. 1957).

28 Reg. § l.167(a)-3. "An intangible asset, the useful life of 'which is not
limited, is not subject to the allowance for depreciation. No allowance will be
permitted because, in the unsupported opinion of the taxpayer, the intangible
asset has a limited useful life,"

29 10 T.C. Memo. 276 (1951).
30 ld. at 278.
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~ 5.2a PATENTS, COPYRIGHTS, KNOW-HOW

cause "there was nothing enforceable" between the parties at the
time.12 .

If a group of patents or copyrights is acquired in a single pur
chase, it may be impossible to allocate portions of the purchase price
to individual property interests. In a case of this kind, depreciation
has been permitted on the basis of the average life of the patents."
This treatment has been permitted even when the earlier patents
expired before the last taxable year involved.w and is most clearly
allowable where the patents are interdependent.P Depreciation of
the cost of a group of patents dependent upon the life of a basic
patent has been allowed over the remaining life of the basic patent.l"
Finally, the Tax Court has accepted a depreciation formula based
on a percentage of the aggregate life of a group of patents expiring
each year where the cost basis of the individual patents could not be
determined.F

Determination of the depreciation basis for a patent or copyright
may also be difficult where the intangible property is purchased
either as part of a bundle of assets of a going business or in exchange
for stock having no fair market value. Under such circumstances the
courts have suggested that the most accurate method of valuing
patents and copyrights is by capitalization of their respective earn
ings.'· Purchase of the intangible property as part of a going busi
ness requires an additional allocation of total consideration among
the properties acquired in proportion to their value.

In the past, the Treasury has taken the view that the cost or other
basis of a patent or copyright shall be depreciated over its remaining
useful life using the straight-line method." However, in an early

12 Cleveland v. Comm'r, 297 F.2d 169 (4th Cir. 1961), rev'g in part 34
T.C. 517 (1960).

13 Lanova Corp., 17 T.C. 1178 (1952), acq. 1952-1 C.B. 3; Florence Mfg.
Co., 25 B.T.A. 676 (1932); Syracuse Food Prods. Corp., 21 B.T.A. 865 (1930),
aoq. X-2 C.B. 69; Deltox Grass Rug Co., 7 B.T.A. 811 (1927); Union Metal
Mfg. Co., 4 B.T.A. 287 (1926).

14 Standard Conveyor Co., 25 B.T.A. 281 (1932), acq. X-I C.B. 6.
13 Lanova Corp., 17 T.C. 1178 (1952).
'.National Piano Mfg. Co., 11 B.T.A. 46 (1928), aff'd 50 F.2d310 (D.C.

Cir. 1931).
17 Kraft Foods Co., 21 T.C. 513 (1954), acq. 1954-1 C.B. 5, rev'd on other

grounds 232 F.2d 118 (2d Cir. 1956).
18 See Elrod Slung Casting Mach. Co. v. O'Malley, 57 F. Supp. 915 (D.

Neb. 1944), where stock having no fair market value was assigned-ill exchange
for patents on an unmarketed invention. The cost basis of the patents assigned
to the corporation was computed by reference to the earnings.

19 Tax Guide for Small Business, I.R.S. Puh. No. 334, 1963 ed., p. 46.
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p.1 PATENTS, COPYRIGHTS, KNOW-HOW

~ 5.1 INTRODUCTORY

For taxation purposes the treatment of costs incurred in the acqui
sition or development of intangible property is in large measure
dependent upon the following factors:

(1) Do the rights created or purchased extend beyond the taxable
year? .

(2) Are expenses connected with the rights currently deductible
or must they be capitalized?'

(3) If expenses must be capitalized are they eligible for deprecia
tion or amortization over a set time period, or must realization
for taxation purposes be contingent upon some future event,
such as the disposition or worthlessness of the asset? 2

Where depreciation or amortization is appropriate the basis and use
ful life factors receive the greatest attention.

~ 5.2 PURCHASE COSTS

~ 5.2a Depreciation and Amortization

[1] Patents and Copyrights. The election to amortize patent devel
opment costs as research and experimental expenditures is not appli
cable to the cost "of acquiring another's patent, model production or
process. . . :' 8 However, the purchase price of a patent or copy
right may be capitalized and recovered by depreciation or appor
tionment of the cost over useful life of the property." United States
patents are usually depreciable over their seventeen-year life, unless
a shorter life can be established." If there is no way of estimating

1 Ol., I.R.C. § 174; ~ 5.3 infra (deduction of research expenditures); Reg.
§ 1.167(a)-3.

2 I.R.C. § 165(a): Reg. § 1.165-2(a).

3 Reg. § 1.174-2(a)(1).

4 Reg. § I.i67 (a). This regulalion omits the pre-1954 rule that the depre
cialion period is the "life of the patent." Reg. 118, § 39.23(1)-7. The change
may be influenced by the new 1954 Code provision for special treatment of
research and experimental expenditures. LR.C. § 174.

5 Reg. § 1.167(a)-6(a). The regulations make no reference to a deduction
for obsolescence of a patent due to loss of usefulness before the expiration of
its seventeen-year life, except to permit a loss deduction in the year the patent
became entirely valueless. However, the regulations on obsolescence provide
that abnormal obsolescence is to be reflected by an adjustment of the depre
ciation rate and useful life. Reg. § 1.167 (a )-9.
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~ 4.6b PA1ENTS, COPYRIGHTS, KNOW-HOW

business, a nonresideut alien or foreign corporation shall not be
deemed to have a United States permanent establishment.v" How
ever, suppose that under an older treaty an item of licensing income
would produce a lower tax if treated as permanent establishment
income instead of investment income subject to a reduced with
holding rate.""2 It would seem the statute should not be employed
to abrogate the permanent establishment force-of-attraction rules
if a lower tax results from their appltcation.w Otherwise, the
United States would be unilaterally changing its tax treaty obliga
tions.

If a foreign licensor is affected by an older treaty, the aspect of
FITA that may cause the greatest difficulty is the effectively con
nected provision for taxing foreign-source income of United States
offices of foreign persons and corporations.sw Some less recent trea
ties seem to specify that a national of the treaty country will be tax
able by the United States ouly on United States-source income?4'
Where a treaty contains this type of provision, the legislative his
tory of the FITA expressly states that taxpayers of the foreign treaty
country are not subject to tax on foreign-source income effectively
connected with the conduct of a United States trade or business.P"

241 The currently proposed Regulations dealing with Section 894(b) state
that the provision is not considered to be contrary to any United States treaty
obligation. Nevertheless, the examples accompanying the regulation, although
not treating a licensing situation, fail to take account of the continuing viability
of tax treaty force of attraction rules. Prior to issuance of the Proposed Regula
tions the Treasury, citing Section 894(4) held that a United Kingdomcorpo
ration qualified for the lower withholding rate on investment mcomc.wbich was
not effectively connected with the conduct of a trade or business in the United
States. Rev. Rul. 71-302, 1971-2 C.B. 267. The above view is of course con
sistent with the approach later taken in the proposed regulations.

242 For instance, under the treaty with Australia, patents, know-how, and
trademarks receive no reduction in the SO percent United States withholding
rate. Under such circumstances the presence of a United States permanent
establishment owned by an Australian resident could be of major benefit where
such a taxpayer is receiving United States source licensing income; Treaty
with Australia, May 14, 1953, Art. X, CCH Tax Treaties ~ 413.

243 In this event, the statute may be considered to take away a benefit
accorded by treaty, assuming the force of attraction principle was part of the
treaty obligation. It might be argued that the treaty provisions causing an item
of licensing income to be taxed to the permanent establishment simply lead
to the item being taxed under internal law which is always subject to change.
It would then follow that the force of attraction rule was not part of the treaty
obligation. However, this seems too technical a view of the treaty provisions.

244I.R.C. § 864(c). See discussion ~ 4.3d[2] supra.

245 E.g., Treaty with Australia, May 14, 1953, Art. 1II, CCH Tax Treaties
~ 406.

246H. Rep. No. 1450, 89th Cong., 2d Sees. 121 (1966).
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~ 4.6a PATENTS, COPYRIGHTS, KNOW-HOW

other provisions of the treaty."2 For example, an excessive royalty
paid to a parent corporation would be taxed as a dividend."3

~ 4.6b Licensing Income Effectively Connected With a
United States Permanent Establishment

It is a basic rule of treaty law that foreign taxpayers, including
foreign licensors, are subjected to taxing jurisdiction by a treaty
country in which they derive income attributable or effectively con
nected with a permanent establishment. Such foreign taxpayers are
taxed by the United States on a net income basis in the same manner
as domestic taxpayers.2S<

In addition to the definitive aspects of "permanent establish
ment" 235 mentioned above, the foreign licensor with a permanent
establishment in the United States must be concerned with other
factors, especially where recently negotiated tax treaties apply. For
instance, an important consideration is the divergent methods of
applying the source-of-income rules to the effectively connected
concept under tax treaties in comparison with the Code. Under Sec
tion 864(c), royalties and capital gain of a nonresident alien or
foreign corporation from sources both within and without the
United States may be effectively connected with the conduct of a
United States trade or business, depending upon the application of
various factors.23 ' Thus, under the Code, the determination of the
source of income is separate from and preliminary to the determina
tion of whether licensing income is effectively connected with the
conduct of a United States trade or business. By contrast, under tax
treaties, source of income depends on whether income is attributable
to a permanent establishment. Attribution of licensing. royalties or
capital gain to a permanent establishment is dependent upon

232 E.g., Treaty with the Federal Republic of Germany, July 22, 1954, Art.
VIll(5), CCH Tax Treaties ~ son.

233 See Surrey. "United States" System and International Tax Relationship,"
XVII Tax Executive 104, 110-111 (1965). Presumably, the same result would
not occur in the absence of an express treaty provision to that effect.

"'E.g., Treaty with the Netherlands, April 29, 1948, Art. Ill(I), CCH Tax
Treaties 1f 5807. Moreover, all United States tax treaties include a nondis
crimination article which provides that a permanent establishment which a
resident of one contracting state has in the other contracting state shall not be
subject in that other contracting state to more burdensome taxes than a resident
of that other contracting state carrying, on the same activities. See, e.g., Treaty
with Norway, Dec. 3, 1971, Art. 25(2), CCH Tax Treaties ~ 6078.

235 See discussion ~ 4.6a[1] supra.

236 For an analysis of the factors see dtscusstoa j' 4.3d[2] supra.

4-54

<>.

iii

~

~

~

~

-~----------_.._~-~_.-

,/
'ff



~ 4.6a PATENTS, COPYRIGHTS, KNOW-HOW
~

"scientific works, plans and models" '" which are not necessarily
protectable by virtue of either law or secrecy. Still other treaties
have gone further and expressly exempt "industrial, commercial, or
scientific equipment, knowledge, experience, skill, or know-how," 222

including therein items which have, on a unilateral basis, been con
strued as services rather than property?" As these definitions are
unquestionably more realistic in viewing the outer limits of indus
trial proprietary technology they provide an incentive for importa
tion of such technology into the United States?"

An additional definitional problem may be encountered in deter
mining whether a particular payment falls within the scope of a
royalty or sale for tax treaty purposes. Most older treaties refer to
"royalties" without distinguishing those to be treated as capital
gains. Under at least one treaty, that with Luxembourg, it appears
that capital gain royalties definitely do not fall within the term
"royalty" for treaty purposes. The exemption for royalties is there
fore not construed to grant an exemption from United States tax on
payments for the sale or exchange of the property or rights in
volved?" On the other hand, one proposed treaty expressly includes
the term "royalties" as income derived from the alienation of any
right or property described in the article dealing with royalties.P?

221 Treaty with Austria, Oct, 25, 1956, Art. VIII (1), CCH Tax Treaties
~ 511; Treaty with the Federal Republic of Germany, July 22, 1954, Art.
VIII(3)(a), CCH Tax Treaties ~ 3011.

ass E.g., Treaty with Luxembourg, Dec. 18, 1962, Art. Vll(b), CCH Tax
Treaties W5310; Proposed Treaty with the Union of Soviet Socialist Republics,
June 20, 1973, Art. III, CCH Tax Treaties ~ B002E.

223 See S. Exec. Rep. No. 10, 88th Cong., 2nd Sess. 21 (1964); Hearings on
S. Exec. Docs. G & I Before a Subcomm. of the Senate Comm. on Foreign
Relations, 89th Cong., Ist Sess. 33 (1965). But of. S. Exec. Doc. I, 89th Cong.,
1st Sess. 4 (1965), which may imply that this result obtains under earlier
treaties not expressly including payment for know-how.

224 The broadened definition which encompasses nonexclusive proprietary
know-how expands the range of tax-exempt activity a foreign licensor may
engage in within the United States. Where such activities were not exempted
under prior treaties the full 30 percent United States withholding rate was often
applicable.

225 S. Exec. Rep. No. 10, note 223 supra (referring to Article VII of the
Luxembourg treaty). Although the statement definitely restricts capital gain
royalties, it appears the main thrust of the statement was aimed specifically at
know-how transfers.

2ae Proposed Treaty witb Thailand, March I, 1965, Art. 11(3), CCH Tax
Treaties' ~ 7514. The effect created for capital gains royalties in the proposed
Thailand treaty results from a unique source-of-income position relating to the
sale of technology (technology sale income is generally considered derived
from the country in which the sale took place). However, the resulting gain
is taxed on a net rather than gross basis.
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ject to a United States tax treaty is allowed a greater level of com
mercial activity within the United States before losing the capital
gains exemption than is a foreign licensor who is a resident of a
country not a party to a tax treaty with the United States.

A significant definitional variation is inserted in newer treaties
where the withholding rate on royalties is not removed completely.
In order to equate the tax treaty with the Internal Revenue Code
concept regarding contingent payments,211 such treaties are careful
to defioe receipts from sales of intellectual assets based upon con
tingencies as royalty income which is not available for total source
country taxation exemption under the capital gains article?'2 This
variation resolves in part the important question of whether or not
the capital gains treaty exemption includes gains considered to be
sales or exchanges of capital assets under the Code, even though
what was sold was not a capital asset, by deeming Section 1235
"contingency payments" royalties subject to the reduced withholding
rate. A still unanswered issue concerns the availability of a capital
gain treaty exemption provision for the sale of patents or copyrights
used in a trade or business and qualifying as Section 1231 assets
where the withholding rate on royalties is not completely exempted
under a tax treaty. However, it would seem that the capital gain
exemption would be available since most treaties provide that terms
not otherwise defined in the treaty are to be interpreted under the
laws of the country imposing the tax?" As previously noted, in
another context the Internal Revenue Service has ruled that Section
1235 contingent payments are to be considered proceeds from a
sale or exchange of a capital asset for purposes of the pre-1961 with
holding provisions relating to nonresident aliens?"

[2] Exemption of Royalties. United States tax treaties provide that
royalty income, for the use of certain types of intangible intellectual
property, derived from within the United States by a nonresident
alien or foreign corporation of the treaty country, shall be exempt
from taxation or taxed at a substantially reduced rate by the United

211 See n 4.2e. 4.3b supra.
212 E.g., Treaty with Japan, March 8, 1971, Article 16, CCH Tax Treaties

~,4394a. The only recently negotiated treaty not containing a capital gain ex
emption article is the Trinidad and Tobago treaty which also imposes a 15 per
cent Withholding rate on royalties. See Treaty with Trinidad and Tobago, Jan.
9, 1970, Art. 14, CCH Tax Treaties ~ 7622.

213 See, e.g., Treaty with France, July 28,1967, Art. 2(2), CCH Tax Treaties
~ 2805.

214 Rev. Rn!. 71-2, 1971-1 C.B. 59; see also ~ 4.3c[3].
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~ 4.6 EFFECT OF TAX TREATIES

'~

Income tax treaties or "conventions" tend to reduce the amount of
tax that a taxpayer of one country must pay to another country.
Where foreign licensors are involved, tax treaty relief usually takes
the form of either a United States withholding reduction or exemp
tion, or taxation on a net rather than a gross basis. Moreover, income
tax treaty obligations generally take precedence over Code provi
sions which are in effect on the date of its enactment.s'" Hence, the
importance of interpretive problems in the Code is sometimes sub
stantively diminished where tax treaties are applicable.

~ 4.6a Licensing Income Not Effectively Connected With a
United States Permanent Establishment

[I] Exemption of Capital Gains. Relatively few older United
States tax treaties include an article granting an exclusion from
United States taxation of United States-source capital gains derived
by nonresident aliens or foreign corporations not engaged in a United
States trade or business.s'" Although some treaties not exempt
ing capital gains are still in force,207 recently negotiated United
States treaties reflect the concepts contained in the 1963 Organiza
tion for Economic Co-operation and Development (O.E.C.D.) draft
convention on double taxation 208 and the Foreign Investors Tax Act
of 1966. The provision in the France treaty is typical:

"( 1) A resident of one of the Contracting States shall be tax-

205 I.R.C. § 7852(d). Further, under Section 894 income is exempted from
United States taxation to the extent required by any treaty obligation of the
United States. See also Flensburger Dampfercompagnie v. United States, 59
F.2d 464, 468 (Ct. Cl. 1932). However, Section 964(a) of the Revenne Act
of 1962 impliedly amends Section 7852( d) with respect to the Subpart F
provisions.

206 Treaty with Canada, March 4, 1942, Art. VIII, CCH Tax Treaties 1T 1213
(currently the Couasltan treaty is the subject of renegotiation); Treaty with
Sweden, March 23, 1939, Art. IV, CCH Tax Treaties 1f 7314; Treaty with
United Kingdom, April 16, 1945, Art. XIV, CCH Tax Treaties ~ 8U9.

:207 E.g., Treaty with Switzerland, May 24, 1951, CCH Tax Treaties 1f 7403;
Treaty with Australia, May 14, 1953, CCH Tax Treaties, 1f 403. However,
such treaties generally exempt royalty payments for the "use" of intangible
property from taxation in the country of source. Hence, thoughtful drafting of
a licensing agreement may still be rewarded by a United States withholding
tax exemption even where a nonresident alien does not qualify for exemption
under the Code provisions.

208 Draft Double Taxation Convention on Income and Capital, O.E.c.n.
Doc. no. c(63)87.
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conclusion of such licensing agreements could occur in the United
States office of the foreign corporation. The resulting income gen
erated was deemed foreign-source income if the intangible property
was located and nsed by the licensee abroad and the latter was a
foreign person.v" Inasmuch as United States taxing jurisdiction did
not formerly extend to foreign-source income of foreign corporations,
no United States tax liability could result. '·' By contrast, reintroduc
tion of the effectively connected concept in the Foreign Investors
Tax Act of 1966 and its consequent extension of United States taxing
jurisdiction to foreign-source income subjects such licensing income
to United States taxation provided the license generating the income
is made by or through an office or other fixed place of business main
tained by the foreign taxpayer within the United States.'·' Some
important ministerial and managerial functions regarding licensing
agreements may still be performed by a United States office without
triggering United States taxation.'·' On the other hand, under the
present law a foreign-shadow subsidiary whose United States office
is a substantial economic factor in generating foreign-source licens
ing income can no longer escape United States taxation on such
income. 19lS

11 4.5 WITHHOLDING OF TAX

A licensing payment to a nonresident alien or foreign corporation,
if characterized by the Code as fixed or determinable periodic
income, is generally subject to a SO percent withholding tax.'·' The
withholding rates for both nonresident aliens and foreign corpora
tions may be reduced by an applicable tax treaty between the United
States and the foreign recipient's country. Moreover, no withhold
ing is, of course, required if the item of income (other than compen
sation for personal services) is effectively connected with the con
dnct of a trade or business within the United States and is included
in the gross income of the nonresident alien or foreign corporation
for the taxable year.'91

isi S. Rep. No. 1707, 89th Cong., 2d Sess. 18; ~ 4.2d supra.
I.' I.R.C. § 882(b) cb. 736, 68A Stat. 282 (now I.R.C. § 882(b».
'.3 Reg. § 1.864-6(b). ~ 4.3d[2] supra.
1941d.

I.' Id.
'.'I.R.e. §§ 1441(.), (b), and 1442(.).
'.ll.R.C. §§ 1441(.), 1441(c)(1), and 1442(.).
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the "effectively connected" concept by the Foreign Investors Tax
Act of 1966, the preceding classifications were redesignated as For
eign Corporations Not Connected with United States Business and
Foreign Corporations Connected with United States Business.P''

~ 4.4b Current Taxing Pattern

[1] Foreign Corporate Licensors Not Connected With United
States Business. Foreign corporations, unless affected by a tax treaty,
are taxed at a Hat 30 percent rate on United States-source fixed or
determinable periodic income not effectively connected with a
United States trade or business.' ss Hence, if a foreign corporation
is engaged in a United States trade or business, it must segregate its
income into two categories, namely, effectively connected and not
effectively connected income.'" The types of not effectively con
nected licensing income subject to the Hat 30 percent rate include:

(1) Royalties paid to a foreign corporation for the use of intangi
ble property in the United States;'85 and

(2) United States-source gain from the sale or exchange after
October 4, 1966, of patents, copyrights, secret processes and
formulas, goodwill, trademarks, trade brands, franchises, and
other like property, or of any interest in any such property,
to the extent such gains are from payments which are con
tingent on the productivity, use, or disposition of such prop
erty or interest sold or exchanged, or from payments treated
as being so contingent under Section 871(e).186

Ill. 1958), afJd per curiam 267 F.2d 940 (7th Cir. 1959) (Argentinian and
Colombian, eoctedad de respomibiledad limitada); William F. Buckley, 22
T.C. 1312 (1954), aff'd per curiam 231 F.2d 204 (2d Cir. 1956) (Venezuelan
sociedad anonima, «anonymous company"); Haussennann v. Burnet, 63 F.2d
124, 126 (D.C. Cir. 1938) (Philippine saciedad anonima); G.C.M. 9067, X-I
C.B. 337 (1931) (German kammandUgesellschaft auf aktien). In Aramo
S!iftung v. Comm'r, 172 F.2d 896 (2d Ctr. 1949), it was assumed lint not
argued that the Swiss siiftung was a corporation. But cf. Estate of Swan v.
Comm'r, 247 F.2d 144, 147 n.S (2d Cir. 1957).

1821.R.C. §§ 881, 882.

I831.R.C. § 881(a).

184 Prop. Reg. § 1.882-1(a). A segregation must also been made between
treaty aod nontreaty income. Reg. § 1.883-1(li).

185 Pursuant to Regulation Section 1.881-2(b), fixed or determinable peri
odical income is defined to include royalties for the use of patents, copyrights,
secret processes and formulas, and other like kind property.

186I.R.C. § 881(a)(4). For a discussion of some important problems arising
from the recharacterization of such sales income, see W4.3b supra.
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One major category of income not specified for extended United
States taxing jurisdiction of nonresident aliens and foreign corpora
tions is service income; presumably because the source of service
income is the place where the services are rendered.F" Indeed,
income from services rendered in the United States will be taxable
by the United States even though there is no office or fixed place of
business. Nevertheless, difficult allocation problems could be raised
if a United States office or fixed place of business sells know-how for
use outside the United States. The receipt could well represent
partly service income and partly rental or royalty income.'" If so, the
rental or royalty income would be taxed by the United States, while
the service income would not be taxed if the services were rendered
abroad.!" A contract provision segregating the consideration for the
transfer of the proprietary know-how and services or separate licens
ing agreements for each of the above elements provides a relatively
simple solution in such a situation.

As effectively connected foreign-source licensing income is sub
jected to United States taxing jurisdiction, Section 906( a) provides
a credit against the resulting United States tax liability for foreign
taxes imposed and paid on such income. The credit is for taxes paid
directly and also for those deemed paid.'76 Creditable taxes include
all income, war profits, and excess profits imposed on income.F"
The operational structure of the foreign tax credit is discussed in
detail in Part II dealing with the income tax treatroent of intangible
intellectual property in foreign operations. Here, it should be briefly
pointed out, however, that allocating the proper amount of foreign
tax to the effectively connected foreign-source income may at times
involve extremely complex considerations. For instance, the deter
mination of the amount of the foreign tax paid or accrued with
respect to effectively connected income may be quite difficult
where the foreign tax is imposed not only upon the effectively con
nected income, but also upon other income. This problem can be
particularly acute where differing income tax structures or concepts
collide, such as different classes of income taxed at different rates;

173 I.R.C. § 861 (a) (3). See also discussion ~ 1.2a[3] supra. and Rev. RuI.
64-56,1964-1 C.B. (Part 1) 133.

174 See discussion 1T 4.2b supra.
175 Subpart F covers services income in Section 954(e), and could be ap

plicable if the services were rendered abroad for or on behalf of a related party.
176 I.R.e. § 906. The provision incorporates the rules of Section 901 to 905

by reference (including the Section 902 denied paid credit), but then allows
the credit pursuant to Section 90l.

177 Note 176 supra; I.R.C. § 903.
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States.16S Accordingly, the foreign-source income of the taxpayer,
even though attributable to the taxpayer's United States trade or
business would not be subjected to United States taxation under the
effectively connected concept.

Another definitional question relates to the use of the term "active
conduct of a trade or business." Although the term is undefined by
the Code, the Regnlations provide the following criteria:

''Whether or not such an item of [licensing] income, gain or loss
is derived in the active conduct of a trade or business in the
United States shall be determined from the facts and circum
stances in each case. The frequency with which a nonresident
alien individual or foreign corporation enters into transactions
of the type from which the income, gain, or loss is derived
shall not of itself determine that the income, gain, or loss is
derived in the active conduct of a trade or business." 166

The foregoing provision is a carbon copy of a Subpart F regnla
tion designed to exclude certain active business income from treat
ment as passive tax haven income.t'" The relatively narrow interpre
tation of the active conduct of a trade or business standard for Sub
part F purposes would by analogy appear quite helpful to non
resident aliens and foreign corporations seeking to avoid "effectively
connected" characterization of foreign-source licensing income.16B

Where licensing income is concerned, possibly the most troubling
of the five preconditions for effectively connected status are the
material factor and attribution considerations. However, the present
regulations contain some instructive guidance regarding these diffi
cult matters. Pursuant to the Regulations, income is attributable to
a United States officeor other fixed place of business only if (1) such
officeis a material factor in the realization of the income; and (2) the
income is realized in the ordinary course of the trade or business

165 Section 864 ( c) (5) (A) provides an important guide on the effect of an
agent in the United States. «An office or other fixed place of business of an
agent is disregarded unless such agent: (i) has the authority to negotiate and
conclude contracts in the name of the nonresident alien individual or foreign
corporation and regularly exercises that authority ... and (ii) is not a general
commission agent, broker or other agent of independent status acting in the
ordinary course of his business...."

166 Regs. § 1.864-5 (b) (1) (iii).
161 Regs. § 1.954-2(d)(l). See also discussion ~ 8.1b infra.
168 See I.R.e. § 954(c) (3) (A). By contrast. the "active trade or business"

standard for Section 864 purposes includes certain active business income as
foreign-source tax haven income (hence, subject to United States taxing juris
diction) within the effectively connected concept.
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that year with the conduct of its business in the United States
because the activities of that business are not a material factor
in the realization of such income." 156

In some respects the foregoing example is conceptually narrow,
It clearly indicates that some activity on the part of the United States
branch (e.g., participation by branch employees in licensing con
tract negotiation) may cause such income to be treated as effectively
connected with the United States branch. On the other hand, the
example fails to qualitatively set out the type of activities which
would trigger application of the effectively connected concept in a
licensing business context. For instance, as a practical matter it may
be extremely difficult for a foreign taxpayer to prove that branch
employees have not taken part in licensing negotiations. If so, how
substantial must the participation be to assure effectively connected
treatroent? In this regard, it would be helpful if minor contact such
as setting up meetings, typing of papers, and so forth were permis
sible. Such activities may have been regarded as too insignificant
to mention in the example, yet a taxpayer would hardly wish to rely
on such an inference. The example is also unclear from a quantita
tive prospective. One wonders how much activity in negotiating
licenses by branch employees will destine the licensing operation to
effectively connected status.!57

The Regulations dealing with the preceding problems in a for
eign-source income context provide some useful and generally favor
able guidelines in the area.!58 It would appear these guidelines are
in principle equally applicable to domestic-source licensing income,
However, the foreign licensor desiring assurance of effectively con
nected treatroent on United States-source licensing income would
be well advised to thoroughly integrate licensing operations with
other United States business activities. Effectively connected charac
terization may be absolutely avoided only by completely separating
licensing operations from other United States business activities.

156 Regs. § 1.864-4(c) (3) (ii) Ex. 2.

157 See Ross, "United States Taxation of Aliens and Foreign Corporations:
The Foreign Investors Tax Act of 1966 and Related Developments," 22 Tax
L. Rev. 277, 326 (1967). Note, the current regulations dealing with foreign
source effectively connected income state that the frequency of licensing trans
actions by a nonresident alien or foreign corporation is not of itself determina
tive of the fact that the resulting income is derived in the active conduct of
a United States trade or business. Regs. § 1.864-5(b)(l).

15S See Regs. § 1.864-6(a)(2)(i) and discussion in the following subsection.
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Clearly, if there is no direct relationship between the United
States trade or business and the holding of an intangible asset, such
asset will not generally be considered used in, or be held for use in,
such business, and the income from the asset will not be considered
effectively connected with the conduct of the trade or business.P?
Where there is an integregation of an intangible asset with a United
States trade or business, however, the regulatory asset-use test guide
lines are of little predictive value.

Example: Nonresident alien, N, owns one-half of a limited
domestic partnership, X. X engages in the domestic manufac
ture and sale of light motors for the electrical industry pursuant
to patent licensing agreement with N whereby X acquired the
exclusive right to make, use, and sell the patented product in the
United States. Due to an unexpected demand for the motor by
the marine industry, which X is unable to meet, X grants a.
sublicense to Y, an unrelated third party, to manufacture and
sell the motor for such purposes. Pursuant to the original licens
ing agreement, N is entitled to one-half of all royalties derived
from sublicensing.

An attempt to apply the asset-use test criteria to the foregoing exam
ple reveals their ineptitude in defining the relationship of the effec
tively connected concept to the domestic exploitation of intellectual
property by a nonresident alien in a trade or business context.P!
'possibly in anticipation of such difficulties, the business-activities
test is engrafted onto the asset-use test if the activities are an im
portant factor in contributing to the realization of the income.P''
Hence, in most instances involving intangible intellectual property
exploitation by a nonresident alien through a United States trade
or business, it appears that the business-activities test assumes a
predominant importance in ascertaining the application of the effec
tively connected concept, even though the licensing activities, if

of "direct relationship" will exist if (l) the asset was acquired with funds
generated by the trade or business, (2) the income from the asset is retained
or reinvested in the trade or business, and (3) United States personnel actively
involved in the conduct of the trade or business exercise significant manage
ment and control over the Investment of the asset. Reg. § 1.864-4(c) (2)
(iii)(b).

'50 H.R. Rep. No. 1450, 89th Cong., 2d Sess. 59 (1966).

151 The criteria are especially difficult to apply where fragmented parts of
an intangible asset, e.g., a patent, are put to different uses both within and
without the trade or business.

152 Regs. § 1.864-4(c)(2)(i).
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(1) Nonresident aliens, formerly taxable only on United States
SOurce income are now also subject to United States taxing
jurisdiction on a few categories of foreign-source income if it
is effectively connected with a United States trade or husi
ness.P? This expansion of United States taxing jurisdiction is
especially important for nonresident alien licensors, inasmuch
as one of the included categories of taxable foreign source
effectively connected income includes rents and royalties from
the use of intangible personal property as weI! as sales and
exchanges of such property.140

(2) From a suhstantive perspective, the effectively connected con
cept attempts to make a rough distinction between taxation
of business income and investment income of nonresident
aliens. Only income effectively cormected with a United States
trade or business is now taxed on the net income regular rate
basis.' 41 Items of a fixed or determinable income nature, such
as royalties and taxable gain on the sale of intangible property
are taxed at the 30 percent flat rate on a gross basis even if the
nonresident alien has a United States trade or business, if they
are not effectively connected with it.''"

As the preceding discussion indicates, the effectively connected
concept serves entirely different functions with regard to foreign
source and United States-source licensing income. As to United
States-source licensing income, its function is to determine whether
nonbusiness investment income will be taxed at the ordinary domes
tic rates or at the flat 30 percent rate. As to foreign-source licensing
income, its function is to determine whether or not such income is
to be subjected to United States taxing jurisdiction. Hence, the tests
for determination of "effectively connected" are separate and differ
ent for domestic- and foreign-source income. Moreover, operation
ally if United States-source income is effectively connected with a
United States business to any extent, the taxation of the entire
amount is affected. Effectively connected foreign-source income is
subjected to United States taxing jurisdiction only to the extent that
it is allocable to a United States officeor other fixed place of business.

Effectively connected licensing income from United States sources.
United States-source licensing payments to nonresident aliens classed
either as fixed or determinable periodic income or as gain from sales

189I.R.C. §864(c)(4).
140I.R.C. §864(c)(4)(B)(i), (ill).
141 I.R.C. § 871(b).
142 LR.C. §871 (a)( 1).
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days during the taxable year and whose compensation for such
services does not exceed more than $3,000 in the aggregate.l 27

The regular collection of royalties from a license to use a patent or
copyright in the United States does not fall within the definition of
"engaged in a United States trade or business." 128 By contrast, it
would seem that the ownership of licensed intangible property in the
United States that is actively managed by a United States resident
agent who has the power to negotiate licenses, etc., could amount to
a United States trade or business.Ps Further, an author who is
regularly engaged in writing books and articles in the United States
may be considered engaged in a trade or business.P?

The mere fact that a nonresident alien author or inventor is a
member of a licensing joint venture or partnership will not cause him
to be considered engaged in a United States trade or business where
the activity of the venture in the United States is a single and isolated
transaction."" On the other hand, a sufficient involvement in United
States transactions by one partner may cause the partuership to be
deemed engaged in trade or business in the United States. For
instance, in United States v. Balanovski 132 an Argentine partnership
was composed of an 80 percent partner, who conducted activities in
the United States, and a 20 percent partner who remained in Argen
tina: The Second Circuit, upon finding the activities of the partuer
in the United States sufficient to constitute a United States trade or

127I.R.C. § 864(b) (1). However, the Regulations provide that the United
States-source investment income of a nonresident alien individual engaged in
a trade or business in the United States during the taxable year solely by reason
of his performing services in the United States shall not be treated as effec
tively connected with such trade or business unless there is a direct economic
relationship between his holding of the asset from which the income results
and the trade or business (for example, where the individual purchases stock
in a domestic corporation to assure the opportunity of performing personal
services in the United States) .. Regs. § 1.864-4(c)(6)(;).

128 Rohmer v. Comm'r, 153 F.2d 61 (2d Cir. 1946) (by implication), cert.
denied 328 U.S. 862 (1946).

129 Cf. Jan Lewenhanpt, 20 T.C. 151 (1953), afJ'd 221 F.2d 227 (9th Cir.
1955) (per curiam}, Inez de Amodio, 34 T.C. 894, afj'd on other grounds 299
F.2d 623 (3d Cir. 1962) (acts of his agents are attributable to the taxpayer).
The activities of the agents were beyond the scope of mere ownership of prop
erty and receipt of income; they were considerable continuous, and regular.
Such activities of a nonresident alien through his agents in the United States
constitutes engaging in business in the United States.

130 Cf. Georges Simenon, 44 T.C. 820 (1965), appeal dism'd, (2d Cir.
1966); Rev. Rul. 68-498, 1968-2 C.B. 377.

131 Jorge Pasqnel, 1954 P-H T.C. Mem. W54,002.
132 236 F.2d 298 (2d Cir. 1956), rec'g in part 131 F. Supp. 898 (S.D.N.Y.,

1955), oert, denied, 352 u.s. 968 (1957).

4-32

./'

•

-~

~

~



~ 4.3c PATENTS, COPYRIGHTS, KNOW-HOW

.r-:--,

other hand, in Revenue Ruling 71-231119 the Service was recently
asked to rule on the question of whether a pre-October 5, 1966, sale
of a patent outside the United States for use within the United States
constitutes a sale or fixed periodic income for taxation purposes con
tingent upon production of the patented product. Although under
the factual context of the ruling the transferor was not subject to the
provisions of Section 1235,'20 the Service held that the transfer con
stituted a sale (not fixed or determinable periodic income subject to
Withholding) notwithstanding that the payments in issue were con
tingent on the productivity of the resulting product.

The nonresident alien licensor who is willing to sell intangible
capital assets for use in the United States in a fixed-sum contract need
not be concerned about total recharacterization of the proceeds as
fixed or determinable periodic income under Section 871(a) (1) (D),
however he still may be subjected to a partial loss of the capital
gain exemption resulting from the operation of the Section 483 im
puted interest rules. Under that section, if the sales price of property
is payable more than one year after the date of the sale or exchange,
and if the deferred purchase price does not bear simple interest of at
least 4 percent.P- then a 5 percent interest rate will be imputed.F"
with the result that part of the purchase price will be treated as
interest for all purposes of the Code 123 including fixed or determin
able annual or periodic Income.'>'

The nonresident alien licensor may also experience restriction of the
capital gain exemption where a patent or know-how licensing contract
calls for rendition of services in the United States in connection with
the conveyance of the intangible property rights in a fixed sum agree
ment, because labor or personal services is attributable under the
Code to the country in which the services are rendered.v" If services
are more than an insubstantial part of a licensing agreement contain-

119 1971-1 C.B. 229.
120 Under the facts assumed in the ruling the nonresident alien transferor

of the United States patent owned more than 25 percent of the transferee
corporation, hence disqualifying the transfer from Section 1235 application
under Section 1235(d). Of course, for a nonresident making a pre-October 5,
1966, patent transfer Section 1235 status would have resulted in the proceeds
being unfavorably characterized as fixed or determinable periodical income
under former Section 871 (a) (1) (presently accorded the same treatment under
Section 871(a)(1)(B».

121 Reg. § 1.483-1 (d).
122 Reg. § 1.483-1 (c) (2).
'''Reg. § 1.483-2(a). See also Reg. § 1.483-1(a)(1) and discussion ~ lAc

supra.
124 Reg. § 1.1441-2(a) (1).
1251.R.C. § 871(a)(1)(A).
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proper criteria to be employed in interpreting the nonresident alien
and foreign corporation capital gain taxing provisions. For instance,
the Bloch case was distinguished in Revenue Ruling 57-:317.'12 The
ruling involved a nonresident foreign corporation granted an exclusive
license to make, use, and sell certain products in the United States
and Canada in consideration for an initial payment and future annual
payments measured by exploitation, but with a minimum payment
each year. Pointing to cases dealing with retained economic interests
in domestic contexts 113 the Service held that the transfer was a sale,
which did not result in fixed or determinable periodic income. Re
cently, Revenue Ruling 57-:317 was modified by Revenue Ruling
69_156"4 since the factual context of the prior ruling included a
nonassertion clause whereby the grantee agreed not to assert its right
to prevent the foreign licensor or its licensees from importing products
covered by the patents into the United States. The ruling applied
the "all substantial rights" test employed interpreting the capital gains
statutes where domestic licensors are concerned.v" Revenue Ruling
57-317 was changed to remove therefrom the conclusion that the
rights reserved by the grantor via the nonassertion clause did not
detract from the exclusiveness of the rights granted to the transferee
and also to remove the implication that a sale of patent rights can
occur in instances in which the grantor through such a clause has
retained substantial rights in the patent. Therefore, the transaction
was held to constitute a grant of a nonexclusive license and not a sale.

Unquestionably, in both the retained economic rights and frag
mented interest areas, the government currently views the criteria
for distinguishing capital gain and fixed or determinable periodic
income in the taxation of nonresident alien licensors, as synonymous
with the standards for determination of whether payments received
by domestic licensors are ordinary income or capital gain. Nonresident
alien licensors should, therefore, find recent domestic changes in the
foregoing areas to be of considerable instructive value.

112 1957_2 C.B. 909.

113 ld. at 912. The decisions cited were Comm'r v. Celanese Corp., 140
F.2d 339 (D.C. Cir. 1944); Ceneral Aniline & Film Corp. v. Ccmm'r, 139 F.2d
759 (2d Cir. 1944); Kimble Glass Co. v. Comm'r, 9 T.C. 183 (1947).

114 1969-1 C.B. 101. Recently, the Court of Claims in E.!. duPont de
Nemours & Co. v. United States, 471 F.2d 1211 (Ct. Cl. 1973), refused to
follow .the ruling in its application of capital gain principles to Section 351
transfers. However, the analogy of dcmestic capital gain criteria to the non
resident alien tax structure has not been questioned.

115 See discussion W1.2b supra.
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by the Supreme Court's decision in Comm'r v. Wodehouse.98 In addi
tion to holding that the payments received by ,the taxpayer (a non
resident alien author who had sold domestic serial rights in the United
States) were royalties rather than sales proceeds, the majority
opinion, without any real discussion of the question, assumed that
it was well established that a transfer of partial rights was to be
treated for tax purposes as a license, resulting in royalties, rather than
a sale.99 However, when the fragmentation question was specifically
litigated in a domestic context, the indivisibility doctrine was re
jected. lOO Subsequently, in Revenue Ruling 54_409' 01 the govern
ment abandoned its position by conceding that for domestic taxation
purposes an exclusive grant of a fragmented right for a lump-sum
consideration qualifies as a sale. However, at the end of the ruling
the Service cautioned that the taxability of assignments by a non
resident alien was a separate and distinct question from the quali
fication of a citizen for capital gains treatment.P" In a later pro
nouncement extending the sale characterization to (pre-October 4,
1966) exclusive grants of fragmented rights, even where the consid
eration was contingent, no mention was made of the caveat issued in
the earlier ruling. lOS Moreover, the ruling referred to "sales" for
"Federal income tax purposes." 104 Hence, it would appear that the
Internal Revenue Service now regards the criteria for the determina
tion of whether a fragmented intangible interest is a sale for capital
gain purposes as the same for both the domestic and nonresident

were sales. 0.0. 988, 5 C.B. 117 (1921); l.T. 1231, 1-1 C.B. 206 (1922);
r.r, 2169, IV-l C.B. 13 (1925). Although l.T. 2735 concerned source of in
come, its reasoning was later applied in other questions involving assignments
of patents and copyrights.

98 337 U.S. 369 (1949). See text accompanying notes 87-90, supra.

99 ld. at 401 (Frankfurter, J., dissenting).

100 As a matter of dictum in Goldsmith v. Comm'r, 143 F.2d 466 (2d Cir.
1944), Judge Learned Hand stated that where the grant of a copyright (which
in the taxable year in question qualified as a capital asset) is excIusive, per
petual, and in a particular medium, the author is required to protect the license
against other infringement; the right of the assignee to exclude others is prop
erty within the capital gains provisions and its grant is a sale. The dictum
subsequently found favor in Herwig v, United States, 105 F. Supp. 384, 389
(Ct. Cl. 1952), which ruled that the «exclusive and perpetual grant of any
one of the 'bundle of rights' which go to make up a copyright [is} a 'sale' of
personal property rather than a mere 'license.'"

101 1954-2 C.B. 174.

102 Id. at 176.

103 Rev. Rut. 60-226, 1960-1 C.B. 26,27.
l041d.
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was readily wlthholdable." As a consequence, the content of "sales
of personal property" was left unclear. Although the Court conceded
that the sale of an entire copyright interest was exempt from United
States taxation, it seemed to also accept the notion that a transfer of
fragmented copyright interests in return for a lump-sum payment is in
essence nothing more than a royalty agreement for the use of prop
erty, correctly classed as fixed or determinable periodic income.

In light of subsequent administrative pronouncements, however,
aspects of the Wodehouse decision unfavorable to the taxpayer retain
little force. In Revenue Ruling 57-317,91 the Internal Revenue Service
reaffirmed its understanding that the Supreme Court in Wodehouse
did not intend to overturn the well-settled rule that the exclusive
grant of all rights under a copyright or a patent was a sale of the
copyright or patent with the tax consequences attendant upon the
sale of any personal property by a nonresident alien. In the latest
word from the Treasury regarding the question of the sale of "other"
property, Revenue Ruling 60-226," it was held that the consideration
received for the exclusive right to exploit a copyrighted work in a
medium of publication throughout the life of the copyright is to be
treated as "proceeds from the sale of property," even if measured by
use or sale of the copyrighted work.93 In adopting its current position
the Service apparently went further than Congress or the courts
required it to go. As it is unlikely that this position will be re
examined, nonresident alien authors and developers of proprietary

90 "The legislative history of the Revenue Act of 1936 confirms the special
meaning thus apparent on its face. It emphasizes the policy which expressly
marked the enactment of this Amendment. The practical situation was that
it had been difficult for United States tax officials to ascertain the taxable
income (in the nature of capital gains) which had been derived from sales
of property at a profit by nonresident alien individuals, or by foreign corpo
rations, when the respective taxpayers were not engaged in trade or business
within the United States. . . . This difficulty was in contrast to the ease of
computing and collecting a tax from certain other kinds of income, including
payments for the use of patents and copyrights, from which the United
States income taxes were being, wholly or partially, withheld at the source.
The Congressional Committee Report expressed a purpose of Congress to
limit future taxes on nonresident alien individuals to those readily collectible."

[H.R. Rep. No. 2475, 74th Cong., 2d Sess. 9-10 (1936).J
91 1957-2 C.B. 908.
92 1960-1 C.B. 26. Cf. Cory v. Comm'r, 230 F.2d 941 (2d Cir. 1956), stating

that the criteria for deciding whether a transaction is a «sale or exchange" for
capital gains purposes are not necessarily the same as those determining whether
it gives rise to fixed or determinable income. '

93 Of course, pursuant to Section 871 (a) (1) (D) transfers in return for con
tingent payments have, since 1967 been treated as fixed or determinable peri
odical income. However, the statutory change does not disturb the thrust of
Revenue Ruling 60-226 where fixed-sum contracts are involved.
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~ 4.3c PATENTS, COPYRIGHTS, KNOW-HOW

employ the "sale or exchange" requirement for the task of defeating
capital gains on property which does not fall within one of the
statutory exclusions from "capital asset:' In the nonresident alien
taxation structure, demarcations between fixed or determinable pe
riodic income and capital gains have frequently been burdened with
comparable conceptual considerations.

[2] Sale of Property Versus Capital Assets. Domestically, a sale or
exchange of property is characterized either as the sale of a capital
asset qualifying for capital gain treatment or the sale of "other"
property thus generating ordinary income. The nonresident alien
taxation scheme also includes a system for taxation of gain arising
from the sale of capital assets by a nonresident alien within the United
States, but it lacks a framework for taxation of sales of other property
unless such sales generate fixed or determinable periodic income, or
income effectively oonnected with the oonduct of a United States
trade or business. Hence, a preliminary question arises of whether
United States sales by nonresident aliens of "other" property are
,subjected to United States tal<ing jurisdiction, and if so, the manner
in which such sales are taxed.

The class of "other" intellectual property sales by nonresident aliens
which causes possible concern is actually quite small. Proceeds from
the vast majority of intellectual property sales in the United States
by nonresident aliens are normally characterized as capital gain, fixed
or determinable periodic income (including sales of most intangible
property in return for contingent payments), Or income effectively
connected with the conduct of a United States trade or business."
Yet, fixed-sum United States-source sales of copyrights, and possibly
contingent payment as well as fixed-sum sales of non-trade secret
elements of know-how, appear to qualify within the other property
sales designation. s5

84 The proceeds from most licensing transfers of patents, trade secrets, trade
marks, and copyrights in the United States by nonresident aliens qualify as:

(1) Capital gain if a fixed-sum sale of a capital asset is involved [I.R.e.
§ 871(a)(2)J;

(2) Fixed or determinable income if a royalty agreement for the use of 'the

Y
foperty or. a sale with payments contingent upon use is involved
I.R.C. § 871(a)(l)(A), (D)J; or

(3) Income effectively connected with the active conduct of a United States
trade or business taxed pursuant to the domestic United States taxing
structure [I.R.C. § 871 (b) J.

85 Copyrights, unless acquired bJ': rurchase, are excluded from the definition
of a capital asset. I.R.C. § 1221 (3 . See discussion 1]" 1.2b[3J 8Upra. More
over, the Internal Revenue Service maintains that the nonsecret portion of
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~ 4.8c PATENTS, COPYRIGHTS, KNOW-HOW

gible property which qualify as proceeds from the sale or exchange
of a capital asset and are not contingent on the productivity, use or
disposition of the property 75 are taxed as follows:

(1) No United States tax is imposed upon a nonresident alien's
capital gains from United States sources (except contingent
payments) which are not effectively connected with the con
duct of a United States trade or business, unless the nonresident
alien has been present in the United States for a period or
periods aggregating at least 183 days during the taxable year; 76

(2) Where the nonresident alien has been present in the United
States for a period or periods aggregating at least 183 days,
his capital gains which are not effectively connected with the
conduct of a United States trade or business are subject to
United States tax at the flat 30 percent rate." In determining
the amount of gains subject to the 30 percent tax the non
resident alien is allowed to "net" his capital gains and losses
from United States sources during the taxable year; 76 and

(3) If recognition of any capital gain during the taxable year is
effectively connected with the conduct of a United States
trade or business, such gain is subject to United States taxation
as provided under the domestic capital gain rules.t?

The present structure is a significant change compared to the
scheme existing prior to 1967, in which the mere conduct of a trade
or business in the United States was a factor in detennining tax

of his patent or copyright. To the very limited extent that his monopoly rights
are "granted" by the sale of the product, and to the extent that profit from
the sale of the product is theoretically attributable to the patent or copyright
monopoly, rather than to his efforts and capital in producing and marketing
the tangible product, it is disregarded as de minimis. Theoretically, "the income
attributable to the patent or copyright could be segregated from the income
attributable to the capital and effort expended in producing and marketing the
product and this income could be allocated and taxed under different criteria.
These practical difficulties, however, require that such income be treated as
merged in the income from the goods and that it be taxed under the same
criteria. Of course, some intangible rights are not capable of being fully ex
plaited by conversion into tangible goods which are then sold, e.g., plays and
movies.

75 For taxability of contingent payments see discussion 1m 4.2e, 4.3b supra.
76 I.R.C. § 871(a) (2).
77 ld.

76 Note 76 supra. Regs. § 1.871-7 (b) (4) (iii), (vii). However, neitber tbe
Section 1201 alternative tax on capital gains nor the Section 1202 deduction
witb respect to capital gains are available. Regs. § 1.871(b)(3)(ili).

79 LR.C. § 871 (b) (1). For a discussion of the domestic United States capi
tal gain structure see discussion ~ 1.2 supra.
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i:i!
resident alien transferor qualifies as a Section 1235 holder, the Section
483 imputed interest rules may apply to reeharacterize a portion of
the payments as interest." Some of the minimum annual payment is
thus converted into fixed or determinable periodical income taxable
at the flat 30 percent rate. More importantly, however, such rechar
acterization may, in some circumstances, reduce the noncontingent
portion of the payment below 50 percent, transforming the entire
payment into United States-source fixed or determinable periodical
income.

For the patient taxpayer, however, it is possible to secure a modi
cum of relief from the section 871(e ) (1) 50 percent contingency rule
via a minimum-maximum payment provision in the licensing contract.
For instance, assume A, a nonresident alien individual holds a United
States patent which he developed through his own efforts. A enters
into an agreement with M Corporation, a domestic corporation,
whereby A assigns to M Corporation all of his United States rights
in the patent. In consideration for the sale, M Corporation is obli
gated to pay a royalty in the amount of 2 percent of the gross sales
of the products manufactured by M Corporation under the patent.
The sales contract further provides that in all events M Corporation
shaIl make a minimum payment of $50,000 annually and in no event
shallannual payments exceed $100,000, However, at the end of every
fifth year of the contract's term M Corporation shaIl make an addi
tional payment to A in an amount equal to 2 percent of gross sales
of the products which exceed the $100,000maximum annual payment
during the prior five-year period. Employment of the minimum
maximum contract provision, coupled with a balloon catch-up pay
ment on a staggered basis, together with appropriate adjustments
for the Section 483 imputed interest rules, guarantee that for four
out of every five years noncontingent payments to A under the sales
contract will equal or exceed 50 percent of the total payments. The
result would generally be no United States tax to A on that portion
of the payments.

Whereas the 1966amendments erased most of the confusion regard
ing the proper characterization of licensing contracts caIling for con
tingent payments, there remains the much broader issue of whether
payments from licensing contracts containing provisions reserving
some economic rights or fragmented interests should be appropriately
classified as fixed or determinable periodical income, or income from
the sale of personal property. The tax ramifications of such classifi
cations may be highly significant, at times spelling the difference

72 See discussion ~1f 1.5e, 2.4, 2.6d supra.
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types of licensing income subject to this tax treatment include:
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~

1[,

(1) Royalties paid to a nonresident alien for the use of intangible
property in the United States;"

(2) Amounts paid to a nonresident alien on transfers of patent
rights described in Section 1235, but only as to transfers made
on or before October 4, 1966;" and

(3) Gain from the sale or exchange after October 4, 1966, of
patents, copyrights, secret processes and formulas, goodwill,
trademarks, trade brands, franchises, and other like property,
or any interest in such property, but only to the extent that
such gains are from payments which are contingent on the
productivity, use, or disposition of the property or interest sold
or exchanged, or from payments which are treated as being
contingent under Section 871(e )." Only the contingent ele
ment is subject to taxation as fixed or determinable periodical
income if 5'0 percent or less of the gain for any taxable year
is from contingency payments. If more than 50 percent of the
gain for any taxable year is attributable to contingency pay
ments, all the gain from the sale or exchange during the tax
able year is treated as being from such contingency payments."

Unquestionably, aside from the introduction of the effectively con
nected concept, the greatest change wrought by the Foreign Investors
Tax Act of 1966 for nonresident alien licensors of intangible property
was the recharacterization of all contingent payments for the use of
intangible property within the United States as fixed or determinable
periodical income regardless of whether the payments resulted from
a sale or nonsale transfer of the intangible property. The alteration
eliminated prior uncertainty as to whether some transfers of intan-

'2 See Reg. § 1.871-7(b)(2). Further, Prop. Reg. § 1.871-6(b) states that
the term «royalties" includes royalties for the use of patents, copyrights, secret
processes and formulas, and other like property. Compensatory damages for
patent infringement, 'based upon reasonable royalties for the use made of the
invention by the infringer constitute fixed or determinable annual or periodical
income. Rev. Rul. 64-206, 1964-2 C.B. 591.

"1.R.C. § 871(a)(I)(B).

64 I.R.C. § 871 (a) (1) (D). Note. the proposed regulations state that a sale
or exchange for section 871 (a) ( 1 ) (D) purposes includes a transfer by an
individual which by reason of Section 1235, relating to the sale or exchange of
patents, is considered the sale or exchange of a capital asset. The provisions
of Section 1253 relating to transfers of franchises, trademarks, and trade names
do not apply. See Prop. Reg. § 1.871-11 (c).

"1.R.C. § 871(e) (I).
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If 4.2e PATENT, COPYRIGHTS, KNOW-HOW

Finally, Section 871(e) (2) is applicable only to the sale of intan
gibles in return for contingent payments which occur after October 4,
1966.52 Sales of intangibles in return for contingent payments made
before the effective date of the statute are subject to the uncertainties
of the prior law.

~ 4.3 TAXATION OF NONRESlDENTALffiN LICENSORS

The United States structure for taxing nonresident aliens, includ:
ing authors and inventors, is based on the source and characterization
of income, as well as certain types of relationships, such as physical
presence or the conduct of a trade or business, which the alien has
with the United States. As the following discussion will indicate,
the form in which a trausfer of intangible property is cast by a non
resident alien author or inventor and his relationship with the United
States may produce widely disparate United States tax consequences.

~ 4.3a Statutory Development

Prior to 1966, the Internal Reveuue Code of 1954 divided non
resident aliens into basically three classes for taxation purposes:

(1) Nonresident aliens not engaged in trade or business in the
United States were taxable at the rate of 30 percent on gross
fixed or determinable annual or periodical income from United
States sources, including service income and rents and royalties
from the use of intangible property or its sale if it was described
in Section 1235." Further, if the alien was present in the
United States for a period aggregating ninety days or more
during the taxable year he was subject to a tax of 30 percent
on net capital gains derived from United States sources during
the taxable year." If he was present in the United States for
less than ninety days during the taxable year, the 30 percent
tax on net capital gains was applicable only to gains recog
nized during his presence; 55

(2) Nonresident aliens engaged in a trade or business in the United
States were taxed at the regular rates on all income derived
from United States sources; 56 and,

52 October 4, 1966, is the eflective date of §§ 871(a) (l) (D) and 881(a) (4).
"I.RC. § 871(a)(1): I.RC. (1939) § 211(a). The tax is in lieu of the

normal and surtax payable by other taxpayers.
54I.RC. § 871(a)(2)(A).
55 I.RC. § 871(a) (2) (B).
56I.R.C. § 871 (c).
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relaxed and royalty income from the use of intangible property was
allocated on the basis of the place where the product of such right
was sold, if the taxpayer could demonstrate a foundation for such
apportionment.P For instance, in Sax Rohmer,43 income from copy
right licenses to American publishers was allocated between foreign
and domestic sources on the basis of the domestic and foreign circu
lation figures of the magazine, as well as the testimony of a literary
agent as to the relative values of the domestic and foreign rights."

Clearly, however, the taxpayer bears the burden of showing a basis
for the apportionment; if he fails to introduce evidence to establish
such a basis, all income will be treated as from sources within the
United States." To avoid the difficult task of having to sustain such
a burden, or the risk of a potential administrative or judicial estima
tion and reallocation of the value of foreign rights,4. it is generally
preferable for the foreign taxpayer to have a reasonable allocation
spelled out in the licensing agreement or to transfer United States
and foreign rights in intellectual property in separate contracts."

If 4.2e Sales in Exchange for Contingent Payments

Prior to 1966, considerable uncertainty existed with respect to
whether contingent payments received by a nonresident alien or
foreign corporation in return for the transfer of intellectual property
should be characterized as fixed or determinable income subject to
withholding or nontaxable income from the sale of personal prop-

42 Sax Rohmer, 14 T.e. 1467 (19.50). See also Wodehouse v. Comm'r, 178
F.2d 987 (4th Cir. 1949), remanded 15 T.C. 799 (1950).

43 14 T.C. 1467 (1950).
H It appears the type of evidence introduced by the taxpayer was not sub

stantially different from that which the courts found to be insufficient in earlier
cases. Compare Pelham G. Wodehouse, 8 T.e. 637 (1947); Sax Rohmer, 5
T.C. 183 (1945), afj'd 153 F.2d 61 (2d Cir. 1946), cert. denied, 328 U.S.
862 (1946).

45 Misboume Pictures Ltd. v. johnson, 90 F. Supp. 978, 983 (S.D.N.Y.
1950).

46 See generally Ferene Molnar, 14 P-R T.C. Mem. 1057 (1945), afj'd 156
F.2d 924 (2d Cir. 1946); Pelham Wodehouse, 8 T.C. 637, 654 (1947); of.
Estate of Marton, 47 B.T.A. 184, 186 (1942): «It would have been a simple
matter for the parties to have segregated the purchase of the domestic from
the foreign rights. This they did not do and we cannot supply that omission
by surmise."

47 Of course, the Internal Revenue Service is not bound by the parties' evalu
ations, and there is evidence that the Service is not reluctant to rely on surmise
in this area. See Rev. Rul. 55-17, 1955-1 C.B. 388 (allocation between license
of know-how by a foreign corporation and services rendered abroad).
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or where the royalties are paid, but on the geographical area of use
or right to use the property.

Neither the statute nor the regulations give any clue regarding the
scope of the term "place of use." However, in the relatively few rul
ings that have directly dealt with the issue, both the Internal Revenue
Service and the courts have attempted to apply some economic com
mon sense to the matter by looking primarily to the markets actually
exploited by the licensee. For instance, in Revenue Ruling 72-23237

the Service recently restated its view that royalties paid to a non
resident alien by a domestic corporation for books printed in the
United States and sold exclusively in a foreign country under that
country's copyrights are income from sources without the United
States. The Service ruled on the fact that no commercial publication
of the textbooks occurred within the United States in that no text
books were sold within the United States. Without such commercial
publication the licensee is engaged solely in the printing or manufac
turing of books within the United States. In the vending of such
books in a foreign country, copyrights of the foreign country, rather
than the United States' copyrights, are used. Similarly, Revenue
Ruling 68-4433' concluded that royalties for the use of a foreign
trademark on products that are ultimately used in foreign countries
are income from sources without the United States even though the
manufacture and initial sale of the products took place in the United
States. The Service reasoned that a royalty is from foreign sources
where products bearing such trademark are ultimately used in a
foreign country where their trademark is protected. The initial sale
of the trademarked products to foreign shippers is merely a means
of placing the products in the avenues of commerce with a view
towards their ultimate consumption outside the United States. Al
though the amount of the royalty income is measured by the sales of
the trademarked products, the place of sale does not necessarily deter
mine the source of such royalty income.

In contrast to the foregolng view of the Internal Revenue Service
regarding the signlflcance of the place of sale, the Tax Court in
Sanchez v. Comm'r 39 attached far greater importance to the place
of sale of patented products for source determination purposes. In
Sanchez; the taxpayer, a nonresident alien, invented a new process
for refining sugar which involved the use of a special chemical. He

37 1972-1 C.B. 276, superseding LT. 3296, 1939-2 C.B. 133.
"1968-2 C.B. 304.
39 6 T.C. 1141 (1946), afJ'd 162 F.2d 58 (2d Cir. 1947), cert. denied, 332

U.S. 815 (1947).
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reluctantly reinstated the title-passage rule with the caveat that sales
arranged to avoid taxes would be treated as consumated where the
substance of the sale occurred?'

Transfers of tangible intellectual property, such as some forms of
know-how, would appear to fit comfortably within the title-passage
rule since risk of economic loss, an important criterion in applying
the title-passage rule, remains in the transferor until title passes.s?
On the othsr hand, the propriety of the title-passage rule where
transfers of intangible property such as patents, copyrights, and
trademarks are involved is much less certain." In such cases, the
courts and Internal Revenue Service appear to have recognized the
irrelevance of the title-passage test and, as an alternative, they have
employed a place-of-contract standard." For instance, in Sabatini v.
Commr,33 the taxpayer, a nonresident alien, granted various rights
in his literary works to American corporations. The Board of Tax
Appeals held that Imp-sum payments for worldwide movie rights
in various books were proceeds from the sale of personal property
without the United States, apparently because the author was in

29G.C.M. 25,131, 1947-2 C.B. 85, later embodied in Reg. § 1.861-7(c).
After several unsuccessful attempts to apply the substance of the sale rule to
Western Hemisphere Trade Corporations, the Commissioner has conceded the
exclusiveness of the title-passage rule in this limited area. See, e.g., Camm'f
v. Pfaudler InterAmerican Corp., 330 F.2d 471 (2d Cir. 1964); Rev. Rul. 64
198, 1964-2 C.B. 189. Left as unanswered is the approprtativeness of the
Commissioner's view utilizing the substance of the sale in other areas, par
ticularly in regard to transfers of intangible property. See generally Chao,
.. 'Substance of the Sale' Test: From the Balanovski Case Up to Date," 48
Taxes 68 (1970).

30"[T'[he sale shall be deemed to have occurred at the time and place of
passage to the buyer of beneficial ownership and the risk of loss." Reg. §
1.861-7 (c).

31If the location of property where title passes is to be determinative for
source purposes, a highly technical controversy ensues regarding the situs of
intangible property. Other criteria, such as the presently used place of con
tract test, or the location of the performance of the single task necessary to
"pass" title, also fail to comport with the economic realities of intangible prop
erty transfers. For instance, if registration of a patent, copyright, or trademark
is assured to be the last event necessary to complete the sale, what will be the
effect for source-of-income purposes if the property is sold and exploited though
never registered?

"l.T. 1231, 1-1 G.B. 206 (1922); G.D. 988, 5 C.B. 117 (1921); Rohmer
v. Comm'r, 153 F.2d 61 (2d Oir. 1946), oert. denied, 328 U.S. 862 (1946).

3332 B.T.A. 705 (1935). The case was decided under pre-1936 law which
taxed the nonresident alien on all income from United States sources. Since
1954 the question arises less frequently inasmuch as United States-source capi
tal gains are not taxable to nonresident aliens unless (1) the foreign taxpayer
is engaged in a United States trade or business to which the gain is effectively
connected; (2) the alien is physically present in the United States 183 days
or more during a taxable year, or (3) the transfers are described in Section
1235. See I.R.C. § 871 and the subsequent discussion.
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~ 4.2b PATENTS)COPYRICHTS,KNOW~HOW

example, in Karrer v. United States" a Swiss chemist-inventor en
tered into /a special employment contract with a Swiss company
whereby he would perform basic research in return for a percentage
of the proceeds of any inventions which might ensue. When the
chemist discovered a new process for synthesizing vitamins, he ap
plied for United States patents which he then assigned to an Ameri
can company with whom the Swiss company had a contract. Although
not required to do so, the American company paid royalties due
under its contract with the Swiss company directly to the inventor.
The Court of Claims ruled that Karrer had no income from United
States sources inasmuch as he owned no interest in the patents. It was
determined that the Swiss company owned the patents and the con
tract with the inventor was in the nature of an employment contract
since Swiss law characterized it as such."

Decisions concerning copyrights render little additional guidance
with respect to source of income. Generally, the courts have tended
to fall back on the domestic capital gain criterion of whether the
taxpayer owned an "interest" in the property. Some decisions have
also attached importance to the taxpayer's obligation or lack thereof
to produce an actual product, suggesting that the tax treatroent may
sometimes turn on whether the property created was already in
existence before the agreement was made?' Most recently, in another
context, the Internal Revenue Service even attempted to advance the
argument that the mere creation of an intellectual product is fatal

20 152 F. Supp. 66 (Ct. Cl. 1957). Ou the issue of whether the taxpayer
"sold" a patent for capital gains purposes, or earned compensation for personal
services, see Arthur N. Blum, II T.G. 101 (1948), afJd sub nom, Blum v.
Comm'r, 183 F.2d 281 (3d Gir. 1950); William B. Stout, 8 T.G.M. 988 (1949),
afJ'd 185 F.2d 854 (6th Gir. 1950).

21A determination which bases source of income u'p0n a characterization
under foreign law of a contract as one of "employment' hardly provides much
future predictibility for taxpayers.

22 In Ingram v. Bowers, 57 F.2d 65 (2d Cir. 1932), Enrico Caruso received
"royalties" from records made by Victor Co., some of which were sold abroad.
It was determined Caruso's income was entirely from personal services rendered
in the United States; he owned no interest in the records and the character of
this compensation was not determined by the character of the money received
by Victor. LT. 2735, XIl-2 G.B. 131 (1933) ruled that "royalties" received by
a nonresident alien author were not income from personal services where the
author agreed with a domestic publisher that the publisher would have the
serial rights in all works to be produced in the future. Ingram o. Bowers was
distinguished on the ground that Caruso had agreed to sing; whereas here the
taxpayer merely agreed that if he did write books or stories the publisher would
have the right to publish them. But cf. E. Phillips Oppenheim, 31 B.T.A. 563
(1934), where a nonresident alien granted exclusive book rights in the United
States and Canada «in all novels bX him published" and agreed to deliver at
least two novels per year. The publisher agreed to pay him advances against
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~ 4.2b PA'IENTS,COPYRIGHTS, KNOW-HOW

income derived from intangibles such as patents, copyrights, and
know-how, which are not purchased by the taxpayer, are much less
certain. Section 863(b) (2) states that property "produced (in whole
or part) by the taxpayer without and sold within the United States"
or vice versa shall be treated as derived partly from both domestic
and foreign sources, and shall be apportioned as prescribed by the
Seeretary.t?

As the term "produced" is defined by Section 864(a) to include
"created," an inventor's or author's gain would ab initio seem to be
apportionable under Section 863(b)(2). Yet, there exists a much
commented upon, though unresolved, question as to where a patent
or copyright is "produced" or "created" for purposes of Section
863(b) (2).11 For instance, in another context it has been argued that
the source apportionment statute is not applicable to foreign patents
on inventions produced in the United States on the ground that
foreign rights are "created" under the law of the foreign country.P
The better position would seem to be, however, that at least some
of the underlying property resulting in protectable rights is produced
or created where the inventor or author does the work which results
in the invention or literary product." Nevertheless, the Internal
Revenue Service, to date, has not attempted to apply the source
apportionment rule to patent and copyright transfers, possibly due
to the unsatisfactory structure 'of the statute itself" or the mitigating
effects of tax treaties which occur in many instances.

apparently too obvious to require statement, since the implication is clear that
the place of purchase is immaterial in determining the origin of income. See
Carding Gill, Ltd., 38 B.T.A. 669 (1938); Helvering v. Suffolk Co., 104 F.2d
505 (4th Cir. 1939); Reg. § 1.861-7(a). Most countries do not attribute any
income to the country of purchase. See Carroll, "Methods of Allocating Tax
able Income," IV Taxation of Foreign and National Enterprises 117, 129
(Leagne of Nations Doc. ch. 425(b), M. 217(b) 1933).

10 See Reg. § l.B63-3(b)(2) which specifies alternative methods for the
allocation of such income.

11I.T. 1231, I-I C.B. 206 (1922), held that the income of a nonresident
alien author who "sold" his novels and manuscript to an American publisher
was entirely from United States sources. However, this ruling was under the
1918 Act which contained no provisions for apportionment. The question ap
pears to have never been litigated.

12 See Pugh, "Sales and Exchanges of Foreign Patents," N.Y.U. 20th Inst.
on Fed. Tax. 1305, 1816 (1962).

13 Duke, "Foreign Authors, Inventors and the Income Tax," 72 Yale L.J.
1093,1139 (1963).

14 Section 863 was apparently intended to serve as a method of allocating
those items of income not specifically covered by Sections 861 and 862. In
effect, however, because Section 863 contains no general rules of allocation or
apportionment and is effective only through regulations issued under its au-
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1T 4.1 PATENTS, COPYRIGHTS, KNOW-HOW

4.6a Licensing Income Not Effectively Connected With a
United States Permanent Establishment . 4-48

4.6b Licensing Income Effectively Connected With a
United States Permanent Establishment. 4-54

1) 4.1 INTRODUCTORY

The income tax effects of licensing payments to nonresident aliens
and foreign corporations turn sequentially upon:

(1) The United States' concepts of taxing jurisdiction;

(2) The United States' unilateral statutory scheme for substan
tively taxing nonresident aliens and foreign corporations; and

(3) The modifying effects of bilateral income tax treaties npon the
above strncture.

However, the following discussion will reveal that the present uni
lateral structure is generally not well-tailored to the licensing of
intangible property, effecting some tax unpredictability in licensing
transactions.

1) 4.2 TAXING JURISDICTION-SOURCE OF INCOME

The United States bases its taxing jurisdiction collectively upon
citizenship, residence, and source of income.' However, nonresident
aliens and foreign corporations are taxed by the United States only
upon income derived from sources within the United States, and from
foreign sources if effectively connected with the conduct of a United
States trade or business? Sections 861 to 864 of the Internal Revenue
Code of 1954 govern the determination of source of income. The
source rules are definitional in character, but since they govern the
threshold question of taxing jurisdiction, they have operational results
which affect a variety of substantive tax provisions."

1 I.R.c. § 1 imposes a tax on «every individual" and § 61(a) defines gross
income to include «income from whatever source derived:' Further, § 11 of
the Code imposes a tax on the income of «every corporation:' 1.R.e. *7701
(a) (2)- (5) defines and distinguishes hetween domestic and foreign corpora
tions.

2l.R.C. § 871 (nonresident aliens), §§ 881, 882 (foreign corporations).
3 In analyzing the source-of-income rules, however, it should be kept in mind

that the domestic statutory scheme is often determinative of the initial nature
of the transaction.
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~ S.Sb PATENTS, COPYRIGHTS, KNOW,.HOW

success.s? For the successful inventor or author, other planning pro
cedures such as the deferred payment contract or intrafamily assign
ments usually provide greater tax planning flexibility.

~ 3.4 INCOME SPLITTING

Another form of relief from the tax effects of concentrated income
entails the use of multiple taxing entities. In the case of individual
authors and inventors the goal is usually to make part or all of the
income from an invention or literary work taxable to members of his
family who are in a lower tax bracket. As compared with income
spreading, income splitting has the advantage of present enjoyment
of the funds. On the negative side, income splitting compels a loss of
ownership over the property interest and the income which it
generates.

Regardless of whether the transfer of an invention or literary work
is made by outright gift or in trust, as the following examples indicate,
for income splitting purposes it is essential that the transfer constitute
an assignment of the income-producing property instead of merely
the income from such property.

(I)

(2)

(3)

Inventor, T, conveys an unexploited patent to his son, S, by
gift. Subsequently, S transfers the patent in return for a
royalty interest. The entire income component of the resulting
payments would clearly be taxable to S inasmuch as the gift
occurred prior to generation of any income from the patent.

Assume T, a taxpayer-author enters into a contract with a pub
lisher to sell his book for a lump sum. T gives the book to his
son, S, to complete the contract and directs the publisher to
pay the proceeds to the son. As the donor-author has taken
all the necessary steps to generate the resulting income he may
be treated as the proper taxpayer when the donee-son realizes
the income.s!

In the most common factual context, an inventor or author
transfers his creation in return for a royalty contract and sub-

[f
80 Note that such persons are kindly treated by the «major accomplishment

rule" of Section 1303(c)(2)(b) which permits eligibility for income averaging
even if the taxpayer was not a member of the labor force during the base
period. See also Reg. § 1.1303-1(c) (3).

ai See Doyie v, Comm'r, 145 F.2d 769 (4th Cir. 1945); Stephen S. Town
send, 37 T.C. 830 (1962) (holding the postponement in time of taxation did
not prevent allocation of the gain to the donors since it was their activity that
created the profit); Rev. Rul. 63-66, 1963-1 G.B. 13 (donor taxable on intra-
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11 3.2 PATENTS, COPYRIGIITS, KNOW-HOW

would seem the multiple uncertainties involved in the exploitation
of know-how, trademarks, and, in many instances, patents and copy
rights often qualify their sale as one of the "rare and extraordinary"
instances referred to in the Regulations. 2• Naturally, if the contract
can be valued it is considered the equivalent of cash, hence the gain
will ordinarily be recognized in the taxable year of the sale.

1) 3.3 INCOME AVERAGING-SECTIONS 1301-1305

Income averaging is designed to ease the effect of the graduated
income tax rates when extraordinary fluctuations occur in an indi
vidual's income from year to year. During the past decade the avail
ability of such provisions to the licensor has increased markedly.
For instance, although the income averaging statutes have always
allowed relief to inventors and authors, prior to 1964 the conditions
for obtaining relief were often such that the spreadback was in effect
unavailable?' Moreover, prior to 1970 the statutes provided that
averaging was, in effect, not available for long-term capital gains by
establishing a series of rules making it unprofitable to use averaging.
However, the foregoing restrictions have been removed 22 and income
averaging is now available to inventors and authors regardless of
whether the payments they receive are characterized as ordinary
income or capital gain.

1) 3.3a Statutory Scheme

The following discussion is a brief summary of the statutory scheme
relating to income averaging. Nevertheless, the actual computations

income collected from the contract or claim after a sale or exchange could
potentially be converted into a tax on capital gains via the open transaction
doctrine.

20 See Parr, "The Impact of Section 483 on patent licensing by corporations,"
26 J. Taxation 194 (1967).

21 Prior to December 31, 1963. authors and inventors were granted limited
tax relief under the spreadback provisions of former Section 1302. However,
Section !3(l2(a) (3) required that in the case of an inventionor artistic works,
the amount received in the year in question must be not less than 80 percent
of the gross amount received with respect to the invention or artistic work in
the taxable year, all prior years, and the succeeding twelve months. The clas
sification of advances was particularly crucial under this provision. See, c.g.,
James Could Cozzens, 19 T.C. 663 (1953).

22 Pub. L. No. 83-272, § 232(a) (Feb. 26, 1964); known as the Revenue
Act of 1964, effective for taxable years beginning after December 31, 1963.
Pub. L. No. 91-172, § 311(b) known as the Tax Reform Act of 1969, appli
cable to taxable years beginning after December 31, 1969.
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author was not considered part of the payments since it was made
independently of the delivery of the manuscript and called for repay
ment whether or not the manuscript was delivered.

Moreover, although contracts calling for contingent payments are
ineligible for installment method reportiog,1O the Internal Revenue
Service has permitted some flexibility with respect to changes in set
sum instalhnent contract payments without loss of Section 45S benefits.
In Revenue Ruling 55-429," the Service was asked to determine
whether the modification of licensing agreement installment pay
ments, in light of developments subsequent to the signing of the
agreement, constituted a disposition or satisfaction of the installment
obligation, effeCtingan immediate realization of the remaining unre
ported gain." The ruling held that modification of the contract to
reduce the selling price and instalhnent payments to meet the poten
tial sales and profits established by experience in the manufacture of
the product covered by the patent is not such a disposition. Hence,
a licensor may build into a licensing agreement a post contract look
flexibility regarding the final set sum to be paid under the agreement
without losing the instalhnent reporting privilege, as long as the
contract does not in effect provide that individual installment pay
ments are contingent upon later events (such as sales or production
of the patented product).

~ 3.1b Election of the Installment Method

It is not necessary to receive permission from the Internal Revenue
Service to elect the instalhnent method of reporting income." The
Regulations provide that all a taxpayer need do to elect the install
ment method for a particular transaction is set forth in his return for
the year of sale of other disposition the computation of gross profit
under the instalhnent method." If the election is not made in a
timely filed return, it may be made in a late or amended return for
the year of the sale if the year is not yet barred by the statute of
limitations." However, once the installment method election is made

10Rev. Rul. 56-587. 1956-2 G.B. 303. The Treasury's position is that.a con
tract must provide for the payment of fixed amounts at stated intervals to be
eligible for the installment election.

11 1955-2 C.B. 252.
12 Under Section 453(d) a disposition or satisfaction of an installment obli-

gation gives rise to taxation of the remaining unreported gain.
18 See Rev. Rul. 60-31, 1960-1 C.B. 174; Rev. Rul. 234, 1953-2 C.B. 29.
"Reg. § 1.453-8(b); for taxable years ending after December 17, 1958.
15 Rev. Rul. 65-297, 1965-2 C.B. 152, overruling Rev. Rul. 93, 1953-1 C.B.

82.
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