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| GENERAL

L  Geals

A Fromatax -perspective, businesses and individual taxpayers who acquire (by way of

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

favorable tax results.

‘B. ¢ “Ideally, the consideration received by a transferor will be taxed at the lowest possible
rates or not at all, while the costs incurred by a developer and the consideration paid

by alicensee or assignee will be deductible in full on a current basis.

C. Also, ideally, a transferor will not have “phantom™ income, resulting in more income

subject to tax than anticipated.

D. Finally, i 1n an 1dea1 world if any party to the transactlon hves or transacts business

abroad, no adverse tax consequences will thereby arise.
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1. Variables. :

A.

The actual tax consequences of the acqulsxtron or transfer of inteliectual property
depend upon a number of variables. See in this regard the Discussion Paper released

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

- Implications of Global Electromc Commerce :

' Imtlally, it is nnportant to know the kind of 1ntellectual Qroper_ty —- that is, its

character for tax purposes. For example

1. Is it'a pa"teht, a copyri ght;' k_r_low-hcw, computer software, or a trademark?

2. In the hands of the transferor; is it a capital asset or inventory-type property?

‘3. ._In the hands of the transferee, is the property depreciable?

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

property must determine the nature of the transaction. Specifically:

" 1. “"Doesthe transfefor retain a substantial interest in the intellectual property?

2. Is the transferee of the intellectual property related to the transferor?

-3.: .+ Does the transaction involve a payment of compensation for services

.- rendered? .

* Finally, the tax consequences of the transaction will often depend upon the nature of
... the consideration paid or received. For.example:. - |

L Is the consideration to be paid in a lump sum or in installments?

2. In the case of an install_rhent sale, is there stated'ihterest?" o
3. Are payments contingent on productivity or sales?
4. Isan arm’s-length amount to be paid for the intellectual property-? B
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5. - Areexpenses being prepaid?

_. 6‘.,“ ‘. Are the payments sourced in t}_re.Unitec.l States or abroad?

ACQUIRING INTELLECTUAL PROPERTY, OTHER THAN

FROM A RELATED PARTY

IL

Overview.

A

There are three common ways in which intellectual property is acquired — that is, it

""is developed by the taxpayer, it is licensed from a third party or it is received by way
Ch of assxgnment from a thn‘d party '

. A taxpayer who wants to develop or othervnse acqmre 1ntellectual property is -

-concerned about the deduct:blhty of the acqmsmon costs under the tax code.

: Moreover 1f the taxpayer has forelgn operatlons 1t will be rmportant to know
“whether the costs are sourced in the United States or abroad
B "in: addition, if the costs are paid to a foreign person, the acquiring party must

" determine whether or not U.S. income taxes need be -W_ithlteld from the payments. -

AL

Developing One’s Own Intellectual Property. .

Deductibility of Research a:nd Experimental Exp" erlditttres:.:

R 1 o 'Hlstoncally, the tax code has 1nc1uded specxal prov131ons beneﬁtmg taxpayers

' who develop their own mtellectual property Probably the best-known
: prov151on is that deahng w:th the deductlblhty of research and experimental

o expendltures T

-+ 2.+ Normally, capital expenditures cannot be deducted currently. They must be

- added to basis and may or may not bé amortizable or deductible over time.
See Int. Rev. Code §§ 263(a) and 263A. - - S '




a. . This latter so-called uniform capitalization provision requires a
taxpayer to capitalize all direct and allocable indirect costs of tangible
(but not intangible) personal propefty lir()dﬁced by the taxpayer for

- use in a trade or business or an activity conducted for profit.

b. Under Section 263A, tangible property includes a film, sound

recording, videotape, book, or similar property. See Treas, -'Re_g:._- -
§ i. 263A-2(a)(2)

- 'However, the tax code gives taxpayers two optlonal ways to treat so-called
research and experimental expenditures that are incurred in connection with a
trade or busmess and that are reasonable (see Int. Rev. Code § 174(e), added
o by the Revenue Reconciliation Act of 1989) under the cxrcumstances The

= uniform capitalization provisions do not apply_to such research and

o experimental expenditures. See Int. Rev. C_ode § 263A(c)(2); Tr_eas.'Reg.
§ 1.263A-1(e)(3)(i)(P) and (iii)(B).

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

.. § 174(a)(1)) or, if they do pot relate to depreciable property, they can

be amortized ratably over a period of not less than 60 months,
beginning with the month in which the benefits from them are first
‘realized (Int. Rev. Code § 174(_b)(1)). L

b. . Hence, amomzatlon 15 avallable only dunng periods when there is no

' _ property resultmg from the research activities that has a determinable -

'_: _useful hfe For example a taxpayer who develops a process and
: begins to deduct the attendant research and expenmental expenses
_ over a period of 60 months, beginning with the date on which the
'- '_faxpayer first benefits from marketing products that result from the
process, must stop amortizing all unamortized amounts (and

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




‘Reg. § 1.174-4(2)(2) and (4) and the discussion of patent deprematmn'

* later in this cutline.

.An eiection to a:ﬁdrtiie caﬁ be limited to a_particulér project (see
- Treas. Reg: § 1.174-4(a)(5); 1.R.S. Private Letter Ruling 9830030,

- dated April 28, 1998, dealing with specialized software development

* - 'payments made to third parties) and an election to expense can be

+ . limited to particular types of research and experimental expenditures
'+ (see LR.S. Private Letter Ruling 9552048, dated October 2, 1995,

: -".dealing with legal fees incurred in securing a patent). Cf. Revenue
. Ruling 58-74,.1958-1 Cum. Bull. 148. . : '

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

- binding — i.e., it can be changed only with Internal Revenue Service

~consent. Int. Rev. Code § 174(a)(3) and (b}{(2). See L.R.S. Technical
Advice Memorandum 9707003, -dated October 31, 1997, and LR.S.

* Private Letter Ruhngs 9726022 through 9726028, dated April 1,

1997.

However, an individual who chooses to.expense his research and
-.experimental expenses is later permitted to elect, without the consent
.- of the Internal Revenue Service, to amortize some or all of his
subsequently incurred expenses.over a.period of 10 years. If he does
50, he will av01d any adverse 1rnpact under the alternative minimum
Ctax p prov1s:ons pu:rsuant to whlch an 1nd1v1dua1’s alternative minimum

taxable income must be determined by amort:zmg his research and .

o .'expenmental-expcl__l,dltures ratably over the 10-year period beginning

- with the taxable year in which they are made unless they relate to an

- activity in which he materially parti_cipates. See Int. Rev. Code

. §.56(b}(2), as amended by the Revenue Reconciliation Act of 1989;
-§ 59(e); and, with respect to the binding nature of the election, L.R.S.
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- Technica! Advice Memorandum 9607001, dated October 31, 1995,
and LR.S. Technical 4:vice Memorandum 9746002, dated August 1,
1997 (dealing with the shareholder of an S corporation).

' 'Whatever election a taxpayer makes, prepaid research and experimental

. ~expenditures may remain non-deductible until the research and experimental

" work is actually performed. See Treas. Reg. § 1.446-1(a)(1) and (2);

* - Revenue Ruling 80-229, 1980-2 Cum. Bull. 210. As to an accrual basis

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

With reépect to payments made with borrowed funds repayable out of license
fees, see LR.S. Private Letter Ruling 9244021, dated July 13, 1992, and
- IRS. Private Letter Ruling 9249016, dated Septer_nbe_r 8,1992.

%' The regulations define research and experimerital expenditures as research

: and development costs in the experimental or laboratory sense. Treas. Reg.
§ 1.174:2(a)(1). * This particular language has been in effect since 1957,

: ,-elthough an ujndated.deﬁnition-was’ published in the Federal Register on

October .3, 1994, |

@, v Research and experimental expenditures include costs.incident to the

~: development or improvement of a product and the cost of obtaining a
- patent, such as attorneys’ fees expended in perfecting a patent

-application. - =~ -

b. _ _The cost of research performed by a thxrd party under contract can
' quallfy Treas Reg. § 1. 174-2(2)(8)..

e I—Iowever,-qualiﬁed costs ‘do not include the cost of acquiring another
- persoﬂ’s patent'dr process (Treas. Reg. § 1.174-2(a)(3)(vi)) or the cost
of obtaining foreign patents on inventions covered by U.S. patents

~and paten’t"epplicaticiﬂs owned and developed by others (Revenue
‘Ruling'66-30, 1966-1 Cum. Bull. 55). -See also LR.S. Techrﬁcal
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-Advice Memorandum 9707003, dated October 31, 1996 descnblng

- the trade or business requirement.-
a4 Tn addition, qualiﬁe.d' costs do not include the cost of acquiring
. _‘ -, 'deprec1ablc property used in research act1v1t1es See Ekman v.
- Commzss:oner T. c Memo 1997-318 99 1 u. s T C. 450,580 (6th

| Cin1999).

R ‘-'*Under' regulations'proposed in 1989, expenditures incurred after the point a

product met its basic design specifications normally would not have qualified
~as research and experimental expenditures unless the expenditures related to
‘ | modlﬁcatlons in the basic desrgn made to cure srgmﬁcant defects in desrgn or

i "to reduce costs 51gn1ﬁcantly or to achreve 31gmﬁcantly enhanced -

:performance Proposed Treas Reg § l l74—2(a)(l) (1989). This time-line

_approach was deleted frorn the deﬁmtlon of research and experimental

: 'expendltures proposed in March of 1993 Now under the updated deﬁmtlon

published in final form in 1994:

| a '. Amounts that a taxpayer spends to dlscover mformatlon thatwill
o " : ":’ehmlnate uncertamty concernmg the development or improvement of
| a product will quahfy 1f the mformatmn already available to the
' | | taxpayer does not estabhsh (1) the capablhty or method for developing
| or 1mprov1ng the product or (11) the appropnate design of the product. '
- ilFor this purpose, the nature of the product or improvement and the
‘ level of technologlcal advance are not relevant Treas. Reg.
L 174-2(a)(1) : |

FEEENY R The cost of testing to determine whether the design of a product is

- appropriate, in contrast to mere quality control testing, can qualify as
“aresearch and experimental expenditure. Treas. Reg. § 1.174-

2(a)(3)(i) and (4).




.. At present, the costs of developing computer software (whether or not it is

patented or formally copyrighted) can be treated like research and
_.expenmental expendrtures See Revenue Rulmg 71-248, 1971-1 Cum. Bull.
_ - 55 LR.S. Private Letter Ruhng 9551002 dated September 14, 1995. But see
' LRS: Technical Advice Memorandum 9449003, dated August 25, 1994,

where the Internal ‘Revenue Service concluded that the taxpayer-had-

purchased (not developed) computer software programs for computer games.

o Similar conclusions are reflected in 1.R.S. Field Service. Advice 199930016,

dated April 27, 1999.

- a ::'”'Under a 1969 revenue procedure, a taxpayer who elected to amortize,

" rather than unmedrate}y deduct computer software development costs
| '_ .could do so over five years from the completron of development or

- ""'over a shorter penod where the developed soﬂware was shown to
| have a shorter usefu] llfe Revenue Procedure 69 21 1969-2 Cum.
Bull. 303. | | |

b However a taxpayer can now depremate overa perlod of 36 months
R (under Int. Rev Code § 167(1)(1)) the cost of depreciable computer
| software to whrch the tax code provrsron dealmg with the
’ amortlzatlon of mtanglbles (Int Rev Code § 197) does not apply.
Thus the ﬁnal regulatrons under thrs prov1sron (Treas. Reg.
| .‘§ 1. 167(a) 14(b)(1)) prospectlvely modrfy the approach taken in the
."1969 revenue procedure to perrmt a taxpayer who develops
T deprec1able computer software in-house to amortize the development
'costs ratably over a period of 36 months, beginning with the month in
~.which the computer software is placed in service.  Note that Section
. . 197 does not-apply to self-created computer software. See Int. Rev.
- Code § 197(c)(2) and (e)(3). -




SR '_ .- Some concern has been expressed about the applicability of the

uniform capitalization rules of Section 263A to the costs associated
with the development of computer software, since the regulatrons
deﬁne tangible personal property to include “V1deo tapes . and other

similar property embodying words, ideas, concepts unages or

. Decision 8482, 1993-2 Cum. Bull. 77, at 81, confirms that so long as
.. Revenue Proeedure_ 69-21, supra, remains in effect, taxpayers will not
. be required to capitalize computer software development costs. See

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

'*--'-at1993 1Cum.Bull 904 |

do ;_N_ote _t_hat_t_he Internal_. Revenu_e_ Service has now taken the position that

- . Year 2000 software update costs (i) may generally be treated in the
.. . same way as software development expenditures, but (ii) normally
will not qualify for the research credit. Revenue Procedure 97-50,
19972 Cum. Bull 525 a

_. ‘Ir_r,:tche past,,t_he tax c_od_e_has permitted a taxpayer to claim a research credit.
: . To avoid a double b_ene_ﬁt; the deduction otherwise allowed for research and
B _e}tperimental expenditures must be reduced by any research credit available
. with respect to these expenditures, unless the taxpayer irrevocably chooses to
- reduce the credit by the taxes deemed saved by not offsetting an amount
L ;-equa_l to the credit against otherwise allowable deductions. Int. Rev. Code
§280CE@). e

 With respect to the abilitjr"to increase the assets of a controlled foreign

corporation by the research and experimental expenditures that it incurs over

., its.three most recent taxable years for purposes of determining whether the
s paseiye foreign investment company (PFIC) provisions of the tax code apply |
- .. to.its U.S. shareholders, see Int. Rev. Code § 1298(e)(1), added by the

-9-.
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SR Orhxlibus-Budget'Reconciliation Act of 1993, as well as the discussion of this

- provision later in this outline. { ;
) B. Ailqpatin_ Reseal_'ch and Experimental Expenditures Betwees: {jomestic and Foreign
 Activities. o
ssepre—Siticea donestic taxpayer with foreign‘source income may be taxed both-in———————

" the United States and abroad on that income, the tax code permits a domestic
' taxpayer to reduce his or its U.S. tax liability to reflect the income taxes (but
~* not, for example, any value-added taxes) that the taxpayer pays abroad.

a. A domestic taxpayer either may deduct for U.S. tax purposes the

income taxes that the taxpayer pays abroad (Int. Rev. Code § 164(a})
" “or, subject to many limitations, may credit these taxes against his or
“its regular U.S. tax liability (Int. Rev. Code § 27). See Int. Rev. Code

* " § 59(a) dealing with the alternative minimum tax foreign tax credit.

b. If a taxpayer chooses the credit instead of the deduction, the credit for
foreign taxes paid on income of the same kind — i.e., which falls
" within'a particular foreign tax credit basket —cannot exceed that
 proportion of the taxpayer’s total U.S. tax lability, which the
taxpayer’s taxable income from sources outside the United States
" within that foreign tax credit basket beas to 'thé'ta:xpayer’s entire
" taxable income for the same year. Int. Rev. Code § 904(a) and (d).
“ Hence, the taxpayer must determine the source of the items of gross
_income and of the deductions shown on the taxpayer’s U.S. tax return,
_in order to determine the source of the téxable income shown on the

. return,

2.7 If a taxpayer with foreigh operations elects the foreign tax credit and also

*“elects to deduct research and experimental expenditures, these expenditures

must be apportioned between the taxpayer’s U.S. and foreign source income




 within the class of gross income to which the taxpayer’s product research

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

"a, o . After years of uncertainty, allocation rules (Int. Rev. Code § 864(f))
- were added to the tax code by the Revenue Reconciliation Act of
=+ '1989. These rules superseded that portion-of Treas. Reg. § 1.861-8

. (promulgated in 1977) dealing with the allocation of research and
experimental expenditares, but only with respect to a taxpayer’s first
 two taxable years begmmng after August 1, 1989 and during the first
six months ofa taxpayer s first taxable year beginning after August 1,
1991, Int. Rev. Code § 864(£)(5), as amended by the Revenue
L Reeene'iliat'i.o'l.l'Act of 1990 and the Tax Extension Act of 1991.

b. Thereafter, effective June 23, 1992, the Internal Revenue Service
| announced that it would not reqmre a taxpayer to apply Treas. Reg.
| 'l'§ 1. 861 8(e)(3) dunng the last six months of the taxpayer’s first
taxable year beglrmmg after August 1 1991 and during the

o
f’ —\\_

o n'nmedlately followmg taxable year, prov1ded that the taxpayer used a
:;.prescnbed transmonal method of allocation based upon the expired
tax code prov151on (Revenue Procedure 92- .56, 1992-2 Cum. Bull.

.. 409). The Omni_bus.Budget,Reeoﬁciliatiqn Act of 1993 reinstated
- Section 864(f), but only for a taxpayer’s first taxable year (beginning
. on or before Aﬁgust, 1, 1994) following the last taxable year to which
-~ Revenue Procedure 92-56 could have applied. See LR.S. Field
| Service Advice 199918027, dated May 7, 1999,

C.. To clate SeCtIOIl 864(1) has not been extended although the

Administration has in the past supported a revenue-neutral extension
' of this provision. ‘Thus; Treas. Reg. § 1.861-8(¢)(3) applies in taxable
"~ years beginning after August 1, 1994. However, proposed changes in_
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- this regulatmzt were published in the Federal Regzster on May 24,
1995 and hzvs since taken effect.

: Pursuant to the regulations now in effect (Treas. Reg. § 1.861-17, generally

- applicable in taxable years beginning after 1995), which are based in part on

s+ the Treasury Department’s study entitled The Relationship Between Us.

- ‘Research and Developmenr and Foreign Income,  a study that was issued on
o May 19,1995:

; ._ : Expendltures made so]ely to sattsfy the legal requirements of a

governmental entity w1th respect to the nnprovement or marketing of
, products Or processes are allocable to the geo graphic area within .
which the test results are reasonably expected to generate all but a de

" minimis amount of gross income. : -

. Under the sédes rrtethod 'a taxpayer.may apportion 50% of the
_taxpayer s other research expendltures to U.S. (or foreign) source

.'_mcome if over 50% of the taxpayer s research activities are conducted

| in the U S (or abroad) and the balance of the expenditures must then

| _' :'be apportloned based on sales

" Alternatively, a taxpayer can choose the optional gross income
" 'methods of apportionment pursuant to which 25% of the taxpayer’s
 other research expenditures must generaily be apportioned to U.S. (or

‘-'-"'foreigﬂ) source inc'oni_e if the over-50% test is met. '

| Elther method chosen by a taxpayer must remain in effect for at least

* five taxable years.

. _-For-a case applying the regulation as in effect for 1978 through 1981, see The
. Perkin-Elmer Corporation v. Commzss:oner 103 T.C. 464 (1994). See also
Intel Corp. v. Commissioner, 67 F.3d 1445 (9th Cir. 1995) '

124




C..-

~Credit for Increasing Research Activities. - =

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

: In the past taxpayers mcreasmg thelr research act1v1t1es during the current

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

7

e "quahfylng expendttures. Int. Rev. Code § 41: (fonnerly § 44F, and then § 30).

‘ _ _: a _ The research credlt after havmg been extended in 1991 to cover

'amounts pald or mcurred through June 30 1992 explred in 1992; was
temporarily remstated by the Omnibus Budget Reconciliation Act of
--1993 to cover amounts paid or incurred through June 30, 1995; was
- subsequently reinstated by the Small Business Job Protection Act of
= :1996:t0.cover only amounts pard or incurred aﬁer June 30, 1996, but
- on or before: May 31, 1997; was extended once again by the Taxpayer
Relief Act of 1997 to cover expenditures paid-or incurred from
-+ June 1, 1997 through June 30, 1998; and was extended by the Tax and
e+ Trade Relief Extension-Act of 1998 for yet another year, to cover
- expenditures paid or incurred from July 1 , 1998 through June 30,
1999.

b. Legislation enacted in 1999 extended the research credit again, but
this t1me fora longer penod of tlme Ehglble expendltures now
: ' 'znclude those pa1d or mcurred from July 1 1999 through June 30,
o '"2004 h

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

credlt equal under the general rule to 20% ofa taxpayer s quahﬁed research

.expendltures above a base amount whlch reﬂects that portion of the
taxpayer s average gross recerpts over the past four years deemed to have

~....been spent on qualified research. .-

-13-0




a. The Omnibus Budget Reconciliation Act of 1993 added a special
provision dealing with the base amount for start-up companies (Int.
' 'Rev Code § 41(c)(3)(B) effective in taxable years beginning after
o 1993), whlch was hberahzed by the 1996 leglslatmn

.. b. . -In any event, however, there is a minimum base amount, and because

of the minimum the incremental credit under the general rule can
': "I'equal no more than 10% of a taxpayer s quahﬁed research

H expendltu.res for the eurrent year '

©~ Thereis alsb an elective alternative incremental credit, added by the 1996

. legislation (Int. Rev. Code §41(c)(4)) and subsequently ]iberalized, consisting
- -of the sum of three amounts, all based upon the amount by which a

- - taxpayer’s current qualified research expenditures exceed a defined portion of

-..-the-taxpayer’s average gross receipts over the prior four years (Y). See

... Proposed Treas. Reg. § 1.41-8 issued in 1998, indicating that the alternative

-incremental credit.-must be elected on Form 6765, Credit for Increasing

N ,Re_s.ea:ch Activities.

a.  The taxpayer must first compute three amounts -- (1) 1% of Y, (ii)
,1 5% of Y, and (iii) 2% of Y.

o b " Then the taxpayer must determme the extent to which the taxpayer’s
- "current quahﬁed research expendltures exceed (i) but not (ii) (Amount
A) (n) but not (iii) (Amount B), and (iii) (Arnount C)

" ; c ‘. ‘. & The a]tematlve credlt equals 2 65% ofA 3 2% ofB and 3. 75% of C;

':and an electlon to use 1t may be revoked in subsequent years only

'wuh the eonsent of the Internal Revenue Serv1ce

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

- alternative increruenta_l research credit may be claimed. Proposed regulations

-14 -
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- - regarding these requirements were issued by the Internal Revenue Service at |
© the end 0of 1998. Proposed Treas. Reg. § 1.41-4, to apply to expenditures

pald or mcurred aﬂer the regulatlons are pubhshed in ﬁnai form in the

o Federal Reglster

P
4

zac - 'Qualified research expenses are a prerequisite. Eligible expenditures

- include in-house wages attributable to research activities and supplies
~used in research, and 65% (or 75% in the case of payments to a
~.-qualified research consortium) of amounts paid for contract research
.. econducted on the taxpayer’s behalf in cases where the taxpayer must
*-bear the costs even if the research-efforts are unsuccessful. See Treas.
~Reg. § 1:41-2(e)-and Int. Rev. Code §41(b)X3)(C), added by the Small
" Business Job Protection Act 0£:1996.. The Internal Revenue Service
. hasproposed a Coordinated Issue Paper addressing whether or not |
~ - qualifying wages include contributions made to a 401(k) plan. See
" BNA Daily Tax Report No. 75, at L-1 (April 20, 1999). With respect
to the treatment of compensation:income associated with the exercise
_ of stock optlons see Sun M:crosystems v. Commzsszoner T.C. Memo
"‘"-1995-59 A

b+ Qualified research must also be involved. See a proposed

- Coordinated Issue Paper addressing whether the redesign of a kitchen
.. toaster involves qualified research, reprinted in BNA4 Daily Tax Report
+--No. 145, at L-1'(July 29, 1999).. Among other things, the research
- .. must be undertaken before commercial production begins for the
- purpose of dji_scovering_technological information, the application of |
2 which is intended to be useful in the development of a new or
improved business component, and the research cannot be conducted
" outside the Umted States. See Int. Rev. Code § 41(d) The standards
4: set forth in the proposed regulatlons and in pamcular the

requirement that the research expand the common knowledge of

-15-=-




- ~skilled professionals i:: = particular field of technology or science™
- have been criticized. See Prop_psed Treas. Reg. § 1.41-4(2)(2)«7). o

e | In addltlon the research cannot be funded by another person, such as
_ the federal government. The old regulatlons prowde that funding for
+ this purpose: will occur (i) when a third party contractually agrees to

“-fund the research even though it may not be successful, (ii) if the
-person performing the resea:ch‘ for another retains no substantial
- rights in the results of the research, and-(iii) to the extent a researcher
- ‘who retains substantial rights in the results of the research is
+.. .reimbursed for the research expenses incurred. Treas. Reg.
- §.1.41-5(d), applicable in taxable years beginning before 1986. See
-~ Lockheed Martin Corp. v. United States, 2000 U.S. App. LEXIS 7762
(Fed. Cir. 2000), aff’g in part and rev’g in part 42 Fed. CI. 485
/(1998), dealing with expenses incurred in 1982 through 1988 by a
‘corporation that was deemed to have retained substantial rights in the

. research it performed.

r/"-—\\-‘w

| d - The Ir.ltem.al.Revenue Service hés ﬁeeted'_ fesearch as having been
funded where payment by the third..p.arty was expected and likely to
- ‘be made. See Fairchild Industries,; Inc. v. United States, 30 Fed. Cl. '
839.(Ct. Cl. 1994), rev’d, 71:F.3d 868 (F. Cir. 1995), where the
: “.government’s position was rejected on appeal, and I.R.S. Technical
Advice Memorandum 9410007, dated November 30, 1993. With
- "respect to research funded by 2 member of the same controlied greup
+ (and hence not viewed as funded research), see LR.S. Technical
-~ Advice Memorandum 8643006, dated July 23, 1986.

3. Not aJl expenses to wh1ch the research and experxmental provisions of

Sect1on 174 apply quahfy for the 1ncremental cred1t See Int. Rev. Code
§ 41(d)(1)(A) '
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.. For example, a taxpayer who has not begun trade or business

operations may be unable to claim the incremental credit, but research

-expenditures incurred in connectlon w1th a start-up business venture
) are generally deductible. See Int. Rev Code § 41(b)(1) and (4); Snow
B ’v Commlsswner, 416 U.S. 500 (1974); Scoggms v. Commissioner,

-’/1_\- -

46 F.3d 950 (9th Cir. 1995)*C0mpare*however‘"l R.S- Technical
" Advice Memorandum 9604004, dated October 17, 1995, and LDL
| 'Research & Development I Lid v, Commlsszoner 124 F.3d 1338

(10th Cir. 1997) in which the reqmsute tradc or business standard

: _un_der Int. Rev. Code §174 was found not to have been met.

" Th addition, the mcremental credxt is not generally available with
" respect to research undertaken to develop computer software (for

| example, accounting control software) primarily for the taxpayer’s
...own internal use in an activity that does not constitute qualified

_ Tesearchora production_ prqcch_.developed through qualified

research. See Int. Rcv‘.,,Cod_ef§_.41_(d)(4_)(_E); L.R.S. Notice 87-12,
1987-1 Cum. Bull. 432; the government’s internal use software audit

' “plan-published in BNA Daily Tax Repbrt No. 145, at L-1 (July 29,
- -171996Y; 84 Tax Notes 1375 (Sept.' 6, 1999), referring to an ISP
** -Coordinated Issue Paper dealing with commercial software packages;
" United Stationers, Inc.v. United States, 982 F. Supp. 1279 (N.D. Ill.
~°1997), aff’d, 163 F.3d 440 (7tf1 Cir. 1998), cert. denied, June 21,

1999; and Norwest Corp. v. Commissioner, 110 T.C. 454 (1998). Sece

| _also Revenue Procedure 97-50 1997—2 Cum. Bull. 525, generally

B precludmg a resea:ch crecht for year 2000 costs.

Under proposed regulations published in the Federal Register on

7 _'J anuary 2, 1997, however, the incremental credit would be available

_ _vmth respcct to internal-use soﬂware that is innovative and not

commerc1ally available for use by the taxpayer and the development
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- of which involves significant economic risk. Proposed Treas. Reg.
©§1.41-4(e)(5).-

. | d __Similarly, product development costs may not qualify for the

incremental credit but may constitute qualified research and

L experimental expenditures under Section 174. See H.R. Rep.

L

_---:_-.:NO 103-213 1031'd Cong 1st SeSS 522 (1993); L.R.S. Technical
. Advice Memorandum 9522001 dated December 21, 1994; Proposed
.Treas Reg. §1 41—4(b) '

""" The second component of the research credit is available only to corporations

. that, pursuant to a written agreement make cash grants to a qualified

_ 'educatlonal institution or sclentlﬁc orgamzatlon for basic research that has no

. specific commercial objectxve. L

" a. Thecreditis equal to 20% of qualifying expenditures above a floor,
| adjusted upwards where the corporation’s non-research giving to such

institutions goes down from’ pnor perlods

- b The basic research credit can be more advantageous than the
- incremental credit for organizations in existence for at least one year
in the three-year period ending just before their first taxable year

- beginning after 1983 because, for them, the minimum basic research

. -amount need not equal at least 50% of the basic research payments for

- the current year.

¢ Also, the basic research credit is generally more advantageous
because the contract research payments that can be taken into account

. are not limited to 65% or 75%.

| _ d. & Wlth respect to the treatment of research grants made to a tax- exempt

o recrplent see Int. Rev Code § 512(b)(8) that excludes from the

-18 -
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- unrelated business taxable income of a college, university, or hospital
- income derived from re_search, not incident to commercial or
- -industrial operations, performed for another person. See also
Revenue Procedure 97-14, 1997-1 Cum. Bull: 634, discussing the

- mrcumstances under which a research agreement can result in private

'pusmess use under Int”Rev ‘Code § 141(b) and- preciude a‘tax-exempt
" '-orgamzatmn ﬁ'om 1ssu1ng tax-exempt bonds to fund its research

|  facilities. '

7. - “Both coinponents- of the research credit will reduce a taxpayer’s deduction for
- . research and experimental expenditures unless the taxpayer irrevocably elects N
to reduce the credit by the taxes deemed saved by not offsetting an amount
equal to the credlt agamst the otherwme a.ilowable deductions. Int. Rev. Code
§280C(c) o

w8, 'With respect to the research credit, see generally the Internal Revenue
- Service’s MSSP Audit Technique Guide for Computers, Electronics, High
Tech Industry, published in BNA Daily Tax Reﬁort'No. 167, at L-1 (Aug. 28,
1998), discussing the tax treatment-of research and development costs. See
-also the proposed amendments to Treas Reg § 1.41-8, dealing with the
computatlon of the research credlt avaﬂable to members of a controlled group

g of corporat1ons a

9. . - For the credit available for expenses incurred before 1995 and after June 30,
: 1996 inthe -clihical-.teSting.of drugs intended to combat rare diseases, see Int.
~ Rev. Code §45C (formerly § 28). A permanent extension of this credit was
" inclided injthe?"l_"axpay_er Relief Act of 1997

D.  Copyright Expenditures.

1. ~ The costs that a taxpayer incurs to copyright material produced by or on

behalf of the taxpayer are generally capital in nature and hence are not
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currently-deductible. Treas. Reg. § 1.263(a)-2(b). Moreover, Section 197,
- dealing with the amortization of intangibles, does apply to the.costs
associated with a self-created (in the traditional sense) copyright. See Int.
Rev. Code § -197(c)(2) and '_'(e)(4)(C).

| , However, If the copynght is used in the taxpayer ] trade or business or

‘_ mcome—producmg actmty, and these costs are neither deducted as research
and expenmental expendxtures under Sectlon 174 nor subject to the uniform
capitalization provisions of Section 263A, it appears that they can be
. depreciated over the useful life of the copyright. See Int. Rev. Code

. § 167(f)(2), that applies to copyrights, and L.R.S. Technical Advice
- Memorandum 9326043, dated April 2, 1993. '

. a. | _ 'The reguletiens unc.lerllnt.“Re‘.vi Code '§ 167(tj(2) :(Treas. Reg.
§ 1.167(a)-14(c)(4)) support the availabilify of depreciation under the
'-..circumstances. Cf. L.R.S. Private Leiter Ruling 9549023, dated
- September 8, 1995,:in which the Internal Revenue Service declined to
" rule on the availability of a depreciation -.deduction, noting an open

. regulations project on the amortization of copyrights.

h b 'VT“llle".:eg_u_Iat.ipns eﬁp:_esély recogﬁize the streig_ht~line method of

| deprecietioh over a clopyrig}.lt’.s remaiﬁing'usef;ll life, as well as the
~ income forecast method, consistent with the-fact' that

"+ Section 167(g)(6), added by the Taxpayer Relief Act of 1997,

' expressly permits the use of the income forecast method with respect

- to copyrights (as well as patents and other property specified by
regulation). See Treas. Reg. § 1.167(a)-6(a); Treas. Reg. § 1.167(a)¥
14(c)(4); Revenue Ruling 89-62, 1989-1 Cum Bull. 78; I.R.S.
Technical Advice Memorandum 8501006 dated September 24

.. 1984),
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c. .. Nevertheless, the effect of the Copyright Act of 1976 has been to
' -extend the depreciation period beyond one that is useful for tax
-+ purposes where the taxpayer is unable to establish a shorter usefui
. life. See Revenue:Ruling 73-395,1973-2 Cum. Bull. 86. Prior to
- 1998; .the cooyright of a work created after 1977-extended for the life

of the*author‘p'lusﬁﬂyears*or‘"in"the*ca'se‘of'a‘wt)rk"for‘hire*‘for 75
years from the year of first publrcatron or, if sconer, 100 years from
' o Lthe year of creatlon The Sony Bono Copyn ght Term Extension Act
" enacted in 1998, replaced 50, 75 and 100 years wrth 70, 95 and

120 years, respectrvely

-3 The regulatrons provrde that if a copyright becomes worthless in ayear.
R before 1t exprres, the taxpayer can deduct the unrecovered costs in that yeat.
Treas Reg § 1. I67(a) 6(a) Treas Reg § 1. 167(a) 14(c)(4) If the copyright
s abandoned the taxpayer may “also be a‘ole to wnte off the unrecovered
" costs when the abandonment oceurs. _S_e_e Revenue Ruhng 73-395, supra; Int.

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

4. Note also that the so-called uniform capitalization provisions now generally
app]y to amounts spent to secure and produce a eopyrrght for a film, sound
B recordmg, wdeotape book or the llke and when these rules apply, a
: taxpayer will be requrred to add these amourits to the cost of producmg the
" film or such other prOperty See Int Rev Codc § 263A(b) and (h); Treas.
| '"'""Reg §1 263A-2(a)(2)(11) | |

E. Trademark E_xpendrtures.

1. Capital expenditures connected with the development and reg'istration_o_f a
trademark are treated dlfferently from research and expenrnental

A expendltures
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2. . Since 1986, it has not been possible to amortize trademark expenditures over
- -aperiod of 60 months or more. Section 177 (that dealt with any capital
expenditure directly connected with the acquisition, protection, expansion,
.. registration, or defense of a trademark not acquired by purchase, either

- ‘separately or as part of a business) was repealed by the Tax Reform Act of

A0

| : 3. ; _The repeal of Sectlon 177 left the tax code prowsmn (Section 167(r)) stating
- __-that trademark expendltures (apparently however acquired) were not
deprecxable, which itself was repealed.by the_Revenue Reconciliation Act of
1989. .

B _ 4 - _ :;I'hus. after the 1989 legislatioa trademark. expe.nditdres. with a limited useful
B hfe became deprec1able Presumably, Congress felt that thls change in the
o _. law would not prov1de a 51gmﬁcant tax benefit because that portion of the
| . House Report dealmg with the repeal of Sectlon 167(r) states that “[i]t is
| | expected that no deductlon will be allowed for any amount that is
- lpayment for an asset with an mdetermmate useful life.” H.R. Rep. No.
++:101-247,.101st Cong., 1st Sess. 1350 (1989)_.-‘ :

- 5. _. The Omnlbus Budget Reconcﬂlatlon Act of 1993 has changed the rules once
- .agaln A taxpayer who develops a trademark held in connection with the
) _ r'conduct ofa trade or busmess or an mcome-producmg activity will now be
"able to amortlze hJS or its trademark expendltures overa penod of 15 years.

See Int. Rev. Code § 197(¢)(2) and (d)(l)(F) Treas. Reg. § 1.197-
2(d))(i)A). '

IM.  :Licensing Property from a Third Party..

A. Instead of developiag intellectual property, a taxpaye_rrma.y deci_de to license
- intellectual property rights from a third party in exchange for royalties payable
- periodically.

22
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R, .

o 1. Intheory, it would seem, royalty payments should bé treated just like rent —

i.e., they should be deductible currently as an ordinary and necessary

~ business expense, when paid or accrued.

‘2. The actual tax consequences of a royalty arrangement, however, will depend

z/f—h\‘.. .

- ‘upon the nature of the intellectual property involved and upon whether or not _
" " a sale is deemed to have occurred, a subject that is discussed later in this
outline. See also Revenue Ruling 81-178, 1981-2 Cum., Bull 135,
o dlstlngmshmg royalties from compensation for services rendered, and Speer
. v Commzsszoner T.C. Memo 1996—323 in whmh the govemment sought to

charactenze heense payments as a constructlve d1v1dend

3. Note that even if there is also an up¥ﬁ0nt, lump sum payment, the transaction

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

Ifa ‘teXp'eyer'takes anon-exclusive license under a patent or secures a non-exclusive
“license to'use a copyright or kniow-how, the taxpayer will not be deemed to have
'purchased an‘asset. However, the ability of the taxpayer to deduct any annual
o ‘royalty payments currently as an ordmary and necessary busmess expense is
' .' | nnpacted by Sectlon 197 and the regulatlons recently ﬁnahzed thereunder (discussed
- _':Vf.'below)

"1, Although the House Report on the Omnibus Budget Reconciliation Act of

'~ 11993 (H.R. Rep. No. 103-111, 103rd Cong., 1st Sess: 761) indicates that
~ Section 197 was generally not mtended to apply to amounts that were not
| ‘ _f'requn'ed to be capltallzed under pnor law asa genera.l ruIe Sectlon 197 -
B _‘ _ : applies to any nght to use an mtanglble that if acqulred outright, would have
| _. been covered by Sectlon 197 See Treas Regs § 1. 197 2(b)(11)

2. Unless-an exception applies, a taxpayer who licenses certain intellectual

pr_operty will be unable to deduct the license fees on essentially a pay-as-you
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. . go basis. There are three exceptions in the final regulations, one developed

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

a. In general, the first exception covers licenses of patents, copyrights,
“or know-how (or certain other. intangibles) entered into in the ordinary

‘course of business and not as part of the acqulsmon of a trade or

PN

- .. business. Typically these licenses cannot exceed 15 years in durat:on
.~ Treas. Reg: § 1.1‘97;2(0)(13).,

- b :I A second exceptxon covers a hcense relatmg toa patent copyright,

know-how, or similar property, S0 long as the license fees are

arm s—length in amount and the license does not involve a transfer of

- all, or an undivided interest in all, substantial ng_hts to the underlying

- property. Treas. Reg. § 1.197-2(()(3)(ii).

. €. A final exception covers licenses unconnected with the purchase of a
trade or business, so long as the license itself is not deemed to involve
a sale or exchange__.'.Tr_eas._ -Reg..§_1_.1_97-:_2(_f)(§)(iii). e

. .- | '.As a result of these exceptlons all fees pald by a taxpayer who takes a non-

7 'excluswe license under a patent Or secures a non-excluswe llcense touse a
copyright or know-how should continue to be deductible on an essentxally
.pay-as-you go basis. The actual timing of a deduction may depend upon the

-~ taxpayer’s method of accounting. ‘See Treas. Reg. § 1.-1_67(a)-14(c)(2).

However 1f the c0n51derat10n due con51sts in whole or in part of an up-front

; ' | :lump-sum payrnent the taxpayer w111 presumably be reqmred to amortize the

_ | '_._payment ratably over the term of the llcense See I. R S Fleld Service Advice
199941018, dated July 12, 1999, dealing with the amortization of the value of

. .- stock warrants granted to a licensor of technology.. ..
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"Also, under appropriate circumstances, the taxpayer may be required to add
-+ each annual royalty payinent to the cost of the asset, in the production of

which the patent,' copyright, or know-how is used. See Treas. Reg. § 1.263A-

| 1{e)(3)(ii)(U) and the discussion below relating to trademarks.

T

:/— \“v, . .

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

trade or business must today also focus upon the impact of Section 197.

In the past, a taxpayer who licensed computer software on a non-exclusive -
basis for use in a trade or busmess was able to deduct the lease payments

cun‘ently under Tress. Reg §1. 162-11 dealing with rental payments. See

. zRevenue Procedure 69-21, supra.

The regulations under Section 167 recognize this provxslon (Treas. Reg.

- §1.1 67(a);1_-fl(b)(2)),.so that a taxpayer who licenses computer software on a
.. -non-exclusive basis for use in a.t;ad_e__or business or an._income-pfoducing
. . activity will typically be treated just li.ke___a.busi_ne:se‘.l_es_:see for tax purposes if
... the coneiderati_pn is payable in the form of an annual royalty, provided that .
:the computer software, if pu_r;;ha_s,ed-l o_uuight, wou_l;_l not have been

. amortizable o_nl_y under Section 197 (s;ee_ the_diseussiqg_below).

: ""’.On the other hand if the con51derat1on under the same c:rcumstances consists
"-'of a smgle up-front }ump-sum payment it appears that under the proposed
_ : regulatlons the taxpayer will be r_equlred to amortize the payment ratably a
' period b_fsjé'msmﬁs;' see'Tféas'.‘Reg. § 1.167(5):1:4‘(5)‘(1)'.

- -If the license relates:to-a trademark, a relatively complex set of rules in the tax code
- will apply instead. Significant changes were made in these:rules in 1989. Int. Rev.

Code § 1253, as amended by the Revenue Reconciliation Act of 1989.

- A taxpayer who enters into a license to use a trademark that is not treated as a

..« . sale for tax purposes (see' I_nt, Rev. ,C_ode.-§ 1253(a) and (b)(2), discussed later
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* in this outline) will be able to deduct his or its royalty payments currently as
* an ordinary and necessary business expense if the royalty payments made

- under the trademark license:

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

" trademark;

b. Are payable at least annually throughout the term of the transfer
: 1-‘agreement; and : - :

) c_:.. o 'Are substantially equal in amount or pa_yebl_e_ under a fixed formula.

- Int. Rev. Code § 1253(@)(1), a5 amended by the Revenue Reconciliation Act

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

'substantlally equal’ payments made in dlschaxge of a lump sum totahng no

" 'more than $1 00,000, xf payable over more than 10 years or the term of the .

Ticense agreement were deductible when paid; certain other amounts were
_ _amortlzable at the taxpayer s election over a perlod of 25 years;. and

otherwme the taxpayer was reqmred to capitalize the royalty payments and

... was able to depremate them over the useful life of the acquu'ed property if a

' hmlted life was ascertamable Int Rev Code § 1253(d)(2) and (3), as in
-eﬁ'ect after the Revenue Reconcrhatlon Act of 1989 and before the Omnibus
- Budget Reconciliation Act of 1993. For a case decided under the law as in

effect'in 1982 and 1983, see Nabisco Brands, Inc. v. Commissioner, T.C.

. Memo 1995-127.

- The 1993 budget legislation greatly simplified the provisions of
* Section 1253. All payments, other than those to which the provisions of
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* Section 1253(d)(1) apply, must now be capitalized (Int. Rev. Code
§ 1253(d)(2) as now in effect), and the capitalized amount can be amortized
~over apenod of 15 years. See Int Rev Code§ 197(c)(2) (d)(l)(F) and
o (f)(4)(C), Treas. Reg § 197—2(b)(10) .

T '*"”**Thrs provrsron apphes for example to the cost of renewing-a license

“ " to use atrademark See Int Rev Code§ 197(f)(4)(B)

.7, o Although the statute states that, to.the extent provided by regulation,
L S_ectibn 197 will not apply toany right acquired, other than in
- ~“connection with the acquisition of a trade or business, under a
“’contract that has a fixed duration of less than 15 years (Int, Rev. Code
o § 197(e)(4)(D)) the final regulatrons do not extend this exception to a

. trademark hcense that extends for less than 15 years Treas. Reg..

§ 1.197-2)(13)D)(B).

4 N ‘. Note however, that in general under the u:mform capxtahzatron provisions
R .'.of Section 263A a taxpayer who produces tangrble personal property or a
| :_ taxpayer with significant gross receipts. who.acquires pmpe_rry for resale must
- capita_liZ,e-(aS__R@Ft'.‘?f'ﬁ?‘?‘.?:".St- of the property) all direct and indirect costs
. -associated with the production or acquisiiion,s?f the property. Int. Rev. Code
§ 263A(a) and (b)(2). Indirect costs include the fees: incurred.to secure the
nght to use a trademark associated with property produced or acquired for
o resale Treas Reg. Sl 263A~1(e)(3)(11)(U) Presumably, any such fee will
' ';"'-'to the extent currently deductible under Sectlon 1253(d)(1) or 197, be subject
P to the provrsrons of Sectlon 263A - A

+E. © . Like a taxpayer with- foreign source income who.incurs research and experimental
"+ expenditures, a non-exclusive licensee with both-foreign and domestic operations

... must determine the source of the licensee’s royalty payments, in order to determine
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the foreign tax credit available to offset his or its U.S. tax liability (see the discussion

1.

- . above).

Here, there are no special r_ulés. instead, the .licen'see’ must seek guidance

under the general tax code provision pursuant to which, in general, expenses

__and deductions must be apportloned first to the items of gross income to

TN

_' whmh they relate and then to the extent a deﬁmte allocation cannot be

made, ratably among all 1tems of gross income. Expenses and deductions

" ~allocated to gross income deemed to.be sourced abroad will reduce foreign
~ . .isource income, and; conversely, expenses and deductions allocated to gross
= - income -deemed to-be sourced in the United States will reduce U.S. source

- .income. Int. Rev. Code §§ 861(b), 862(b), and 863(a) and (b).

. ) For certam rules allocatmg deductions see Treas Reg § 1.861-8 and

Temporary Treas Reg §1 861 8T

A For provxsmns to be apphed when determmmg the source of the deductmns

clalmed by any member of an afﬁhated group, see Int Rev Code § 864(e).

'+ A non-exclusive licensee who is not-deemed :to have purchased intellectual property

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

: corporation; or a foreign partnershm must determine whether U.S. taxes are required |
“to be withheld from each payment R

_ __-.If the payments constltute a royalty for the use of or the pnvﬂege of using, a

| - patent, copynght (see Revenue Ruhng 72 232 1972 1 Cum Bull. 276),

_. secret process and formula, or trademark in the Unlted States (see Int. Rev.
Code §§ 861(a)(4), 871(a)(1)(A), and 881(a)(1)), wrthholdmg at the statutory
¥ ‘rate of 30% or at the lower treaty rate will be required'(see_lnt Rev. Code
1.1°88 1441 and 1442; SDI Netherlands B.V.v. Commissioner, l"O7_ T.C. 161

" (1996)) unless the payments are effectively connected with the licensor’s

conduct of a trade or business in the United States and are thereby includable
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~“in the recipient’s U.S. tax base under Section 871(b) or 8382(a) (see Int. Rev.

Code § 864(c)(2)).

a. - Note that under most treaties to which the United States is a party,
o royalties will be taxed at less than 30% unless the limitation-on-

benefits article preciudes use of the lower rate (see L.R.S. Publication

| 901 U S. Tax Treatles)

~b. =+~ Note also that for: vnthholdmg tax purposes, the nght 1o use know-

-~ how has been described as being not:materially different from the
~ right to use a trademark or secret process and formula. Revenue
~ Ruling 55-17, 1955-1 Cum. Bull. 388.

' . “Fora general dlscussmn of the mthholdmg requlrements see the

.preambles to the final regulatlons under Int Rev. Code §§ 1441 and
1442 pubhshed in the Federal Reg:ster on October 14, 1997 and the
amendments thereto published in the F. ederal Regzster on May 22,
~ 2000. As stated in LR.S. Notice 99-25, »1»_999-20 Int. Rev. Bull. 75,
L _these-regulations_will take .eﬁ'e_et with respect to payments made after
... 2000. .

- If the payments constitute a royalty for the use of, or the__privilege of using, a

e ... patent; copyright, secret process and fo_rmulq, or trademark outside the United
'_ . States (see Int. Rev. Code § 862(a)(4)), withho_lding will not be required,

fe althoughthe recipient may. be taxed on the payments in the United States if

| he or it maintains a fixed place of bﬁein_ess w1thm the United States. See Int.
Rev. Code §,864(c)(4)(B)(i)._. : |

o Also to the extent any payments are found to represent compensation for

" services rendered no w1thholdmg wﬂl be reqmred if the services were
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- performed outside of the United States. Revenue Ruling 55-17, supra. See

Miller v. Commissioner, T.C. Memo 1997-134. .

a:o . With'respect to the source-of compensation income generally, see Int.
- Rev. Code § 861(a)(3). See also Int. Rev. Code § 7701(b), deﬁmng

© . the term ¢ ‘nonresident ahen

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

“income tax treaty.

Note finally thaf some have argoed that shrihk—wrapped computer software

' llcensed to retail consumers who have no right to reproduce the software

.. . should not be deemed to have been hcensed for purposes of the withholding -

_‘ ',tax provisions. See 91 T ax Notes Today 237—51 (Nov 20, 1991) 92 Tax

. _Nores Today 199—75 (Oct. 1 1992)

Wlth the adoptlon of the 1995 protocol amendmg the U.S.-Canada
income tax treaty, however, the problem sought to be eliminated by

this approach has been dealt with in a ‘different way.

" b.”  Sée also the preamble to Proposed Treas. Reg. § 1.861-18, published
7 inthe Federal Register on November 13, 1996 stating that the
" transfer of a computer program on a disk subject to a shrink-wrap
““license constitutes the sale of a copyrighted article, not the transfer of
* a copyright right. Coiﬁpare as well (i) the a'p'pr.ozfch taken in the
temporary regulations promulgated under the foreign sales
L corporatlon (“FSC”) pr0v1510ns (Temporary Treas. Reg. § 1.927(a)-
_ _1T(f)(3)) with (i1} the change in Int. Rev. Code § 927(a)(2)(B) made
| by the Taxpayer Relief Act of 1997, extendmg the benefit of the FSC -
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- provisions to exporters of master copies of computer software. Cf.

- "LR.S. Private Letter Ruling'9,633005. L

- | _Wrth respect to the treatment of an amount equal to three times the annual royalties
‘ _pa‘ld byagc ontrolled forelgn corporatlon for the use of mtangrble property as an asset

_ 'of the corporatron for purposes of deterrmmng whether the passrve foreign

investmerit cornpany (PFIC) provisions of the tax code apply to its U.S. shareholders,

< geeInt: Rev. Code § 1298(e)(2), added by the Omnibus Budget Reconciliation Act of

+ 11993, as well as the discussion of this provision later in'this outline.

| As to the excludahility of royalt-ies; _frorrr the unrelated hoSiness taxable income of a

ax-exempt organization, see Int. Rev. Code § 512(b)(2); Revenue Ruling 76-297,

i 1976-2 Cum. Bull: 178; and Revenue Ruling 81-178, supra. See also L.R.S. Private

% *-'Letter Ruling 9717021, dated Janvary 22, 1997, and L.R.S. Private Letter Rhling

' .'9816027, dated January 20, 1998. Compare, however, Revenue Roling 73-193,
2#:4.:1973-1 Cum. Bull. 262, where a tax-exempt organization:-was deemed to have

- teceived taxable compensation for patent development and management services.

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

A

“If, instead of licensing intellectual property rights on a non-exclusive basis, a

taxpayer takes an assignment of the property or enters into an exclusive license to

., use the property, different rules w1ll determine the deductrbrhty of the consideration

pa1d 1f a sale Is deemed to have occurred for tax purposes and the transaction does

not 1nvolve a tax-free hke-kmd exehange of mtellectual property to which the

provrsrons of Sectlon 1031 apply (see the dlscussron of Sectron 1031 Iater in this

outline).

| & 1. | ._ ._'In general a taxpayer w1l] be deemed to have purchased intellectual property

: (1 e., there will have been asale for tax purposes) if the transfer includes all
-substant1a1 nghts to the property, mcludmg the nght to use it for its full

remaining life and the nght to prevent its unauthorlzed disclosure. See E.I
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o duPont- de Nemours & Co. v. United States, 288 F.2d 904 (Ct. Cl. 1961);

Revenue Ruling 55-540, 1955-2 Cum. Bull. 39; Revenue Ruling 60-226,
1960 1 Cum. Bull. 26. See also Treas Reg. Sec. 1.861-18(f)(1), mdlcatmg
' that the transfer ofa eopynght rightina computer program will constitute a

| | 'sale for the purposes set forth rn the regulanon 1f all substantlal nghts in the .

L
E .

o ughtafetl'al'iucucu -

~a. - The extent to which rights must be transferred in order to insure a
sale, however, remains unclear, given the apparent differences in |

_ approach taken in court declsrons rendered before and after enactment

'. .__ofthe 1954 tax code | | | |

b, It seems reasonably clear that, under any analysis, a sale will not

- occur if the transferee agrees to-allow the transferor to exploit the
- property in the same territory (see Revenue Ruling 69-156, 1969-1
:-.Cum. Bull. 101} or if the transferee itself cannot use the property, at
‘least where the right t0 use is a substantial one (see Watermanv.
Mackenzie, 138 U.S. 252 (1891) 1nvolvmg a transfer of the rlght to
“make use, and vend”) See also Broadcast Mus:c Inc.'v. Hzrsck
104 F.3d 1163.(9th Cir. 1997), discussing whether a transfer of
. | -copyright ow_nershi_p.had occurred. ._

e '-On the other hand the pre-1954 precedents 1nd1cat1ng that a sale can
) - ocour éven 1f the nghts transferred extend only toa partlcular

| 'terntory, or 1ndustry, may remam in effect See Umted State.s' V.
- 'Carruthers, 219 F.2d 21 (9th Cir. 1955).

_ | Nonnally, an exclusive lrcense to make, use, and sell property will be treated
"as a sale for tax purposes (see Myers \2 Commzsszoner 6 T.C. 258 (1946)),
| even 1f the hcensor retams certain protectrons such as the right to terminate

the agreement 1f the llcensee does not meet certain perforrnance standards
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= (see Watson v. United States, 222 F.2d 689 (10th Cir. 1955); Newton Insert
-Co. v. Commissioner,:61 T.C. 570 (1974)), so.long as the exclusive right
R re'maiﬁs in effect for the full remaining life of the property to which it relates
-+ (see Revenue Ruling 84-78, 1984-1 Cum. Bull..173). But see an article in
- Forbes (Oct. 24, 1994, at 9-2)'which suggests that the Justice Department

y o

;lﬁi“g"ht“pfe”clﬁdé‘"afpatent‘h‘olderfﬁfren‘f"li'eeﬁsin’g'?ea‘?patented*pm’duct"on*an '
.. exclusive basis if the license has the effect of reducing competition in

-violation of the U.S. anti—tru_st _laws.

Cae Note, however, that certain special provisions in the tax code may
- determine whether or not a sale has occurred for tax purposes or may
- .indirectly influence the analysis. These are discussed later in this

outline.

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

:-only. if sufficient benefits and burdens ot" ownership are transferred.

_ Generally, a taxpayer who acqulres tangxble property in a sale transactlon can deduct

- the purchase pnce overa penod of years under the current versmn of the ACRS

system that was mtroduced in 1981, and that has since been modified. Int. Rev.

~Code - § 168:: --Intangibles, however;_ are treated differently, .

” 'The Ommbus Budget Reconcrhatlon Act of 1993 added to the tax code a provision
 (Int. Rev. Code § 197) that deals Spec1ﬁcally with the amortization of mtanglbles

. ...acquired {other than in certain anti-churning transactions) after August 10, 1993,

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

held in connection with the.conduct of a trade or business or an income-producing

activity. See Temporary Treas Reg § 1. 197 lT IR S. Notice 94-90 1994 2 Cum.

_”Buu 561
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The entire adjusted basis of an intangible to which this provision applies

- (excluding from basis any amounts that represent either compensation for
-+ services rendered or imputed intérest) can be deducted ratably over a period

- of 15 years, beginning with the month of acquisition.: The final regulations

-published in the Federal Register on January 25, 2000 discuss the mechanics

4.

=== of amortization;-including the-date on-which-amortization-begins and the |

- treatment of contingent payments.  See Treas. Reg. § 1.197-2(f).

‘Patents and copyrights used in a trade or business or an income-producing

“activity.and acquired in'connection with the acquisition of assets constitutiné

: “atrade or business or a substantial portion of a trade or business are covered
. under Section 197. See Int. Rev. Code § 197(d)(1)(C)(iii) and (e)}(4)(C);
 Treas. Reg. § 1.197-2(b)(5) and (©)(7).

e - Any purchased “formula, process, design, pattern, know-how, format, or
- other similar item” is also covered if it was not produced for the taxpayer
: - under a contract entered into before the intangible was produced (i.e., if it is
.t pot a self-created intangible) or, if it was, it was created in connection with
: the acqulsmon of assets constltutmg a trade or business or a substanhal

| portlon of a trade or busmess See Int Rev Code § 197(c)(2) aﬂd
"_"(d)(l)(c)(m) Treas Reg § 1. 197—2(b)(5) and (d)(2)(m)(B)

Computer software (that is, in general, any program designed to cause a
computer to perform a des1red functlon) is covered (see Int. Rev Code
§ 197(e)(3) and Treas Reg § 1 197-2(0)(4)) 1f ' |

a4, Itis customized (that is, it is not readily available for purchase by the

general public or it is subject to an exclusive license or it has been

.+ substantially modiﬁed)_;.'and,' in addition,. -

b.  Itis deemed to have been purchased in connection with the

acquisition of assets constituting a trade or business or a substantial

234 -
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“portion of a trade-or business (note that the House Report on the
_ “Omnibus Budget Reconciliation Act 0of 1993 (f1.R. Rep. No. 103-111,
2 -:103rd Cong., 1st Sess. 766-(1993) and Treas. Reg. § 1.197-2(e)(2)(1)
-provide that the acquisition of a trademark or a trade name constitutes

the acqu1s1t10n of a trade or business or a substantial portion thereof,

o~

= "althougn Treas.” Reg § 17 197 2(e)(2)(11) adopts*certam exceptions to———

 this general rule) and based on the leglslatwe history,

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

3. All trademarks are covered unless the current latv ptoVisien dealing with the |
-+ deductibility of contingent payments (Int. Rev. Code § 1253(d)(1)) applies.
See Int. Rev. Code § 197(d)(1)(F) and (f)(4)(C); Treas. Reg.
§ 1. 197-2(b)(10) Note, also that the cost of renewmg a tradernark must be

: ' amorhzed over 15 yea:s beglnnmg w1th the month of renewal See Treas.

'Reg § 1 197—2(5(4)(1)

- Patents to which the provisions of Section-197 do not apply (because they are not
- acquired in connection with the acquisition of all or a substantial portion of a trade or
... business) remain depreciable under Section 167, as amended by the Omnibus Budget
.Reconeili_at_ion_Act of 1993. See Int. Rev. Code §8 167(H)(2) and 197(e)(4)(C).

1. In 1945, the Tax Court concluded that, where the acquisiti.on price of a patent
__con51sts of penodlc payments contmgent on use, the actual payments made
' 'may be deducted as deprecxatlon Assoaated Patentees, Inc. v.
o Commzsszoner 4T, C.979 (1945) T

a.  This principle (the variable contingent payment method of -

~ depreciation) holds true today. See Newton Insert Co. v.
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--Commissioner, supra, and Revenue Ruling 67-136, 1967-1 Cum.
" Bull. 58. Note that the ruling relates to amounts paid to acquire both
| patents and patent applications relating to inventions on which a

- patent would be issued in the normal course.

| ._ b. ____The House Report on Sectien' 197 in effect directed the Treasury

_ ,Department to issue regulatlons provrdlng that “if the purchase price
of a patent is payable on an annual basis as a fixed percentage of the
revenue derived from the use of the patent, then the amount of the

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

"“¢.. . - The language in the House Report has been reflected in the final

- regulations under Section 167(f)(2). .-

. _,If the Assoczated Patentees pnnc1p1e does not apply, the purchase price of a

patent can be deducted over its remammg usefu} hfe under the final

regulations recently promulgated under Sectlon 167 (as under the old

' '.-reg_ulations). Treas. Reg. § 1.167(a)-6(a); Treas. Reg. §:1.167(a)-14(c)(4).
: Thus, when a fixed, lump sum price is paid for a patent, it will normally be

“amortizable ratably over the remainder of the statutory life of the patent.

a. In the case of a design patent, the statutory life is 14 years from date
-+ ofissue. e ' RS
b _In the case of a ut111ty patent the statutory llfe is 17 years from date of

issue for patents filed before June 8, 1995 and 20 years from date of
filing for patents filed on or after June 8, 1995.
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- ~In'the past, it was recognized that special circumstances might call for a

:"’/\‘.

- v.different treatment of the purchase price paid for.a patent.

a. The price paid for patents acquifed asa group was under appropriate
. circumstances found to be deductible ratably over the remaining

~ -quseful life of the most significant patent or the average remaining life

N

" " of the acquired patents, or based upon the percentage of days of
“expiring life in a particular year to the total annual days of unexpired
~ life for the ent1re group. See Hazeltine Corp. v. Commzsszoner
"89 F. 2d 513 (3rd Cir. 1937); Kraﬁ Foods Co. v. Commlsszoner 21
| TC 5 13 (1954) Slmmonds Precision Products Inc v,
o 'Commlsszoner 75 T.C. 103 (1980) Y e

b. Also under appropriate circumstances, the income forecast method
& rather than the stralght line method of deprec:1at10n was stated to be
~ available. Revenue Ruling 79-285, 19792 Cum. Bull. 91. Fora
. Ldlscussmn of this method seeI R S. Techmcal Advme Memorandum
o :"9603004 dated October 4 1995 o

C. The regulatlons 1mt1a11y proposed under SCCthIl 197 appeared to
:recogmze only strazght—lme deprematxon ‘See’ Spencer V.
.-..Commissioner, 110, T.C. 62 (1998), dealing with the amortization of
.. -contract rights under Section 167. However, Section 167(g)(6), added
. by the Taxpayer Relief Act of 1997, makes the income forecast
T me_thod_ available with:_r_espect-t_o patents (as well as copyrights and
other property. specified by regulation), and this provision is reflected .

in the final regulations.

.. If a patent becomes worthless in a year before it expires, the taxpayer can

- .deduct his or its unrecovered costs in that year. Treas. Reg. § 1.167(a)-6(a);
. Treas, Reg. § 1.167(a)-14(c)4). . ... .
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- The new limitations under Section 197 on the ability of a taxpayer to
- ‘claim a worthless Ioss deduction do not apply to depreciable patents.
See Int. Rev. Code § 197(f)(1)(A).

.. Also, if the taxpayer abandons the patent instead, presumably an

-+ abandonment loss will become available at that time. See Revenue

- ~+'Ruling 73-395, supra; Int. Rev. Code § 1234A as amended by the
"'-Taxpayer Relief Act of 1997.

- The prlce that a taxpayer pays to purchase ag opxnght to whxch the provisions of

' Sectron 197 do not apply (because the copynght is not acqmred in connection with

the acquisition of all or a substantlai portion of a Uade or business) will be treated i in

‘the same way as the cap1tahzed costs that a taxpayer_ incurs to copyright material

: produced by or on behalf of the taxpayer. -

N _copyrlght See Int Rev Code §§ 167(f)(2) and 197(e)(4)(C) Treas. Reg.
§ 1.167(a)- 14(0)(4) See also however Treas Reg § 1.263(a)-2(b), that

refers to the uniform capltahzatlon provrslons mentioned above.

Thus the pnce can be deprec1ated over the remalmng useful life of the

' = _There _rnay, however,‘ be addit_ionalreleva_nt _factors.

If the:purEhase price consists of periodic payments contingent on use,

. tbe actual paymients will be deductiblé as depreciation under the -
Varié.lble“ 'cdnti'ngent'paynient'methdd“ of depreciation. See Revenue
" Ruling 60-226, supra, and Treas. Reg. § 1.167(2)-14(c)(4),

g be cifi cally "e’ﬁdo'rsin'g this method of depreciation.

Moreover, it may be necessary to divide the purchase price between

~the copjrright',' itself, and any tangible property in ‘which the copyright

' resides; since different tax law principles 'govern’the deductibility of

the cost of tangible preperty. See; in this regard, Treas. Reg. § 1.861-

.38
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18 that, although not directly relevant, describes four copyright rights:

: ( " the right to make copies for distribution to the public, the right to
' prepare derivative works, the right to perform publicly, and the right
to display publicty.
“'The provisions of Section 197 in effect permit a purchaser of know-how (that is, any
formula, process, design, pattern, know-how, format, or other similar item) to '
amortize the purchase price over a period of 15 years, whether the know-how is
acqulred separately orin connectlon with the acquisition of a trade or business (only
7 | know—how self-created other than in connectlon with the acqmsmon of a trade or
busmess is treated dlfferently) '
<1, - However, as noted above, the statute (Int. Rev. Code § 197(e)(4)(D)) gives
R the government the authorityt_ to promulgate regulations excluding from the
. term “section 197 intangible” any contract right extending over a period of
less than 15 years that was not acquired in connection with the acquisition of
: ( : a trade or busmess By reason of thxs pl‘OVlSIOl‘l a taxpayer may be able to

'. amortlze the cost of some purchased know-how overa period of less than 15
years. See HR. Rep. No. 103-111, 103rd Cong., 1st Sess. 771 (1993); Int.
Rev. Code § 167(f)(2); Treas. Reg. §§ 1.197-2(c)('13) and 1.167(a)-14(c)(2).

| .: 2 - .Under pnor law know-how was generally not depre01able because the -

B o regulat;tons pr0v1de that an asset w1th an unlimited useful hfe cannot be
' depreciated. Treas. Reg. § 1. 167(3)-3 o

a. Trade secrets, for example, were found to have an indefinite useful -
:'hfe — until they became pubhc knowledge at which point they were |
no longer sub_] ect to protectlon under apphcable law. See Revenue

- Rulmg 71 564 1971-2 Cum. Bull 179 |

b - Inan unusual 1983._\/ictory for the taxpayer, however, the Court of .

Claims permitted a corperation to depreciate the price that it paid for
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“a secret formula that was determined under the circumstances to have
" 'a limited useful life. - Liquid Paper Corp. v. United States, 2 Fed. CL.
284 (Ct. Cl. 1983). '

3 Under current law, it may still be necessary to determine whether the price

< paid 'fo'r-pr_operty- includes the cost of separately identifiable know-how,

N

- " where the property to which the know-how relates is depreciable' overa

B penod other than 15 years

. .a. ° Inamn analogous 51tuat10n, the Internal Revenue Semce, upon the
~ audit of a company that acqulred satelhte transponders sought at the
District level to allocate some portion of the purchase price to two

intangible assets, characterized by the District as neighborhood effect

*: and protected status, in an effort to.reduce the amount eligible foran

“investment tax credit. See I.R.S. Technical Advice Memorandum
79317001, dated January 12, 1993,

. b _Note also in thrs regard Treas Reg § 1. 861 18, that expressly
_'recogmzes the dlstlnctlon between know-how and a copyrighted
article. .

The cost of purchased computer software, used in a trade or business or an income-
producmg activity, to which the prov151ons of Section 197 do not apply is now
deprec1ab1e on a straight-line basis over a period of 36 r__n_onths_ Int. Rev. Code

§ 167(ﬂ(1)

: l,__ o _:-In effect thJS approach replaces the approach taken by the Intemal Revenue
= _ _Serv1ce in Revenue Procedure 69-21 supra, pursuant to which a taxpayer

could arnortrze the separately stated cost of computer software ratably over a

period of five years or, if less, the useful life of the software in the hands of

- the taxpayer. See, however, Sprint Corp. v. Commissioner, 108 T.C. 384

-40 -
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*'(1997), in which software:loads acquired with digital switches were found to -
- be depreciable as tangible personal property.

' | .2.,. The amortizatlon penod beglns w1th the month in whlch the computer
'_ soﬁware is pIaced in serv1ce Treas Reg § 1 167(a)-14(b)(1)

T3 However, according to the House Report on the Omnibus Budget
| Reconciliation Act of 1993 and the regUlations a taxpayer who acquires
_ computer hardware and computer softwa:re for a smgle stated price must
. continue to treat the total purchase pnce as a payment for depremable
. :ha:dware Sec HR. Rep No 103 111 103rd Cong lst Sess 767 (1993);
- .Treas Reg.§ 1. 167(a) 14(b)(2)

4 See also Norwest Corp. v. Commtssmner 108 TC 358 (1997) in which the

| Tax Court charactenzed certam computer software as tanglble personal

) _property ehglble for the mvestment tax credlt ;

“The Omnibus ‘Bi'tdget-RecOnc'iliation-'Act 0f 1993 has Changed the tax treatment of
the price paid for a tradéemark, but, as under prior law, trademarks continue to be

~_treated differently from patents, copyrights, and know-how.

1. 'If the price paid for a trademark is contingent on the productivity, use, or
<+ - disposition-of the trademark and is payable throughout the term of the
- fransfer agreement in at least annual installments that are either substantially
o 'equal_"'in amount or payable under a fixed formula, the purchaser (just as a :
- non-exclusive licensee under the same circumstances) will be able to deduct
" cach installment payment as an ordinary and necessary business expense. Int,
© Rev. Code § 1253(d)(1), as amended by the Revenue Reconciliation Act of
°1989. See, however, Treas. Reg. §1.263A-1(e)(3)(ii)(U).

o _2_._; : Under the provisions of Section 197, .the p__ur_ch_ase price will, in all other

cases (whether or not the trademark is acquired separately), be amortizable
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" ratably over a period of 15 vears, shorter than the elective 25-year period
available in some circumstances under prior law (former Int. Rev. Code

8 1253(d)(3), added by the Revenue Reconciliation Act of 1989) and of more
| ' value than the former ab111ty to deprecxate a trademark over its actual useful
life, whrc_h was often indeterminate. Int. Rev. Code § 197(d)(1)(F) and (H)(4);

—Treas: Reg. § 1.197-2(b)(10)-See also LR:S: Private Letter Ruling 9630015, -

- dated April 26, 1996; Treas. Reg. § 1.263A-1(e}(3)()(U).

| Smce Sectron 197 also pernuts a taxpayer to amortize goodwill over the same
' penod of time (see Int. Rev. Code § 197(d)(1)(A)) separatmg the cost of
| _goodwrll from the costof a trademark when assets constltutrng a trade or

business are acquired may be less cntlcal than it has been in the past.

" _ _'-a; | _' | Note that the House Report on the 1993 leglslatron in effect directs
R the Treasury Department to treat all amortizable Section 197

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

l_b. | The:temporary regu'lati'ons under Sectioue 338 aud -1'06(_), .however,
create two additional classes of assets: Class IV, consisting of all
Section 197 intangibles {except goodurill and going concern value),

. . whether or not amortizable under Section 197, and Class V,
. consisting of goodwill and going concern value. Temporary Treas.
. .Reg. §§ 1.338(b)-2T(b)(2} and_l.lOGO-lT(d)(Z). Form 8594 (Rev. 7-
. 98) reflects this position. The proposed regulations under Sections
+ .+ +338 and 1060 create an additional Class VI and place all Section 197
" intangibles (except goodwill and going-concern value) in Class VI,
and place goodwrll and gomg concern value (whether or not
| '-quahfymg as Sectron 197 1ntang1bles) in Class VILI. Proposed Treas
Reg §§ 1.338- 6(b)(2) and 1.1060- l(a)(l)

-42-
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- A taxpayer with business operations both in the United States and abroad who is -

- deemed to have purchased intellectual property will need to determine the source of

‘the purchase price, when deductible, in order to determine the foreign tax credit

_ _avallable to offset h1s or its U.S. tax hablllty (see the dlscuss1on above). The

| '. ‘:deductlon sourcmg rules appllcable toa taxpayer who hcenses mtellectual property

~—omanon-exclisive basxs apply to a purcnaser of mtellectual property as well.

However, to the extent any portion of the purchase prlce is recharacterized as interest

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

g ap‘plicabie to interest payments will also apply. See Treas. Reg. § 1.861-10;

./ Temporary Treas. Reg. §§ 1.861-9T through 1.861-13T.

A pﬁrchaser who acquires intellectual property from a seller who is a non-resident

. alien individual, a foreign corporation, or a foreign p' artnership must determine

= whether U.S. taxes are required to be withheld from the purchase price. The buyer S

| perforrned and unstated interest on that portlon of the price not payable When

ST withholding obligations are dependent upon the nature of the payments.

The payments made to a seller may include compensatlon for services

the sale occurs.

B _If a non—res1dent alien 1nd1v1dual a forelgn corporatlon, or a foreign

partnershrp sells a patent copynght secret process and formula, trademark,

or 51m11ar property in exchange for payments contmgent on the productivity,

| use, or d1spos1t10n of the property transferred and thereby realizes gain
_ '.sourced in the Umted States because the property sold is to be used in the
* United States (see Int Rev Code §§ 861(3)(4) 865(d)(1)(B) 871(a)(1)(D),
- ..and 881(a)(4)), withholding at the statutory rate of 30%or at the lower treaty
-, rate will be required (see Int. Rev. Code §§ 1441 and 1442), generally unless

- the payments are effectively connected with the seller’s conduct of a trade or

business in the United States and thereby includable in the seller’s U.S. tax

- base under Section 871(b) or 882(a) (see Int. Rev. Code § 864(c)(2)). Fora
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. discussion of this provision and the law in effect before 1967,.see Revenue
 Ruling 71-231, 1971-1-Cum. Buli. 229. See also Commissioner v. Celanese

... Corp. ofAmerlca 140 F.2d 339 (D.C. Cir. 1944)

:4, : | Other gams, however, w111 be exempt from w;thholdmg, assummg that back-
up mthholdmg at the rate of 3 i% is not requlred (see Int Rev Code §§ 3406

| ":6041 and 6045)

g Nevertheless, these other gains may be taxable under the tax code

 provision (Int. Rev. Code § 871(a)(2)) dealing with U.S. source
capital gains realized by non-resident aliens present in the United
- States for at }east 183 days See Revenue Rullng 78 253 1978- 1
- Cum Bull. 220.

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

the sale or exchange of a cap1ta1 asset) See also Int Rev. Code

§ 864(cHA)Biii).

— If any portlon of the purchase pnce is vrewed as mterest withholding on the

‘_'mterest portion may not be requlred ifi itis v1ewed as orlgmal issue discount
.on portfoho mdebtedness See Int. Rev Code §§ 871(a)(1)(A) and (C),
. 871(h)(2) 881(a)(1) and (3) and 881(0)(2) For a situation mvolvmg original

issue dlSCOI.lnt assoc:ated w1th the acqulsltlon of patent nghts see LR.S. Field

_ Service Advice 199922024, dated Junc 4, 1999.

- -Nor, to the extent the payments'are"fo'und to constitute compensation for
services rendered, will withholding be required if the services were

o performed outside of the United States. See Revenue Ruling 55-17, supra.
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_ A v Wlule the person acqumng 1ntellectual property is concerned about the deductrblhty

. TRANSFERRING INTELLECTUAL PROPERTY TO .
AN UNRELATED THIRD PARTY

¢ . Nature of the Income

’ '/—“—“-\

of the consideration paid, the transferor wants to know how the payments received
will be taxed. S

I there are forelgn operatrons the transferor of mtellectual property w111 want to

know whether the payments received are sourced in the Un1ted States or abroad.

| In a world in whlch ordmary 1ncome and caprtal gams are taxed at drfferent rates, it
7: 1s aIso 1mportant to know whether the consrderatlon pard to the transferor of

o 1ntelleetual property is capltal or ordlnary in nature

w1, . Note, however, that even if the transferor-is deemed to have sold a capital

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

prewously was able to deprecrate or amortrze the cost of the asset. Int. Rev.
- Code § 1245. Intangrble property, the cost of whrch is how amortizable over
a penod of 15 years is treated as deprec1able property for this purpose. See
o Int. Rev. Code § 197(1)(7) Treas. Reg 5. 1.197- 2(g)(8)

2. . Onthe other hand, an amount equal to the research and experimental

expenditures traceable to the property sold that a taxpayer elects to expense
under Sect1on 174(a) will not be subject to taxation at ordinary income rates.

. when the taxpayer later sells the resultmg technology at a gain. See Revenue"

'Rulmg 85- 186 1985-2 Cum Bull 84, re_]ectlng the applicability of the
o so-called tax beneﬁt doctrine under these c1rcumstances With respect to

' .'research and expenmental expendltures that a taxpayer elects to deduct over a

| penod of 60 months see Int Rev. Code § 10]6(a)(14) and Treas. Reg

"_§ 1. 1016 5@) |
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~ Even in a world in which ordmaty income and capltal gains are taxed at the same
tate, the nature of the consideration may be nnportant If the transferee of
intellectual property is a non-resident atien individual or a foreign entity and there is

. atax treaty m effect between the Umted States and the transferee s home country,

- ‘ the label ascnbed to the consideration may affect the tax treatment of the transaction.

See Baulez vrCommlssroner 83 T.C. 584- (1984)

B Slmllarly, under certain tax code provisions, 1 oyalty income, in contrast to capital
7 g 1s, m effect tamted or, conversely, afforded favorable treatment

_ 1 .. For. example the consrderatlon recelved may cause a corporatlon tobe
N ._ treated as a so- called personal holdmg company that is requlred to pay an
 additional tax (under the tax code as amended in 1993 at the rate 0f 39.6% in
taxable years beginning after 1992) on its undlstnbuted personal holding
-~ company income. Int. Rev. Code § 541." See Tomerlin Trust, Transferee v.
. .Commissione_r, 87 T.C. 876 (1986). .-

‘_ a . Personal holdmg company income does not mclude gain from the sale
- 7_ of 1ntellectual property, but 1t generally mcludes royaltles received for
_' the pnvﬂege of usmg patents copynghts secret processes and
| forrnulas trademarks and similar property. Int. Rev. Code
© '§ 543(a)(1); Treas. Reg. § 1.543-1(b)(3). See LR.S. Private Letter
Ruling 8450025, dated September 7, 1984. -

b. _ _ However personal holdmg company mcome does not include
o copynght royalt1es that compnse at least 50% of a corporation’s
__ .ordmary gross income, prov1ded that the royaltles do not derive from
works created in whole or m part by any shareholder of the -
| corporation and certain other statutory cond_ltxons regarding the
rnakeup of the corporation’s business ded_d_ctions and non-copyright

royalty income are met. Int. Rev. Code § 543(a)(4).: See Treas. Reg.
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©.'§ 1.543-1(b)(12)(iv) regarding whether copyright protection is
.. required both in the United States and abroad.

- c 7 Slnce the Tax Reform Act of 1986 so-called active business

| __ computer soﬁware royaltles denved by a corporatlon actively -

| k_ :enoaf_rrc':d mjhe busxness of devetomng. manufactunng or producing
tcomputer software have also been excluded from personal holding
. company income. Int Rev. Code § 543(a)(1)(C) To qualify for this
- exclusion, the computer software royalties must comprise:at least
o "50%‘ of the corporation’s ordinary gross income and a number of
other statutory requirements relating to the dividends paid by the
_ entlty and the nature of its tax deductlons must be met. Int. Rev.
o Code § 543(d) | - '

.~An S corporation, more than 25% of whose gross receipts for a period of
-three consecutive taxable years consist of passive investment income, and
that has accumulated earmngs and profits (eamed before it elected S

:corporatlon status) at the end of each of these three taxable years, will cease

o bean S corporatlon Int Rev COde § 1362(d)(3). Moreover, an S

| ‘corporatlon with accumulated earmngs and proﬁts at the end of any one of its
" :taxable years that aIso denves more than 25% of its gross receipts from
: passwe mvestment 1ncome durmg the same year may be required to pay a
" tax. Int. Rev Code § 1375. ' o

e "'The'péssiv'e:in'vestment income of an § cofporatibn does not include .
" gain from the sale of intellectual property, but it generally includes
royalties for the privilege of 'us'ing patents; copyrights, secret
-processes and formulas, trad_e_m_at_ks, and 51m11ar property. Int. Rev.
 Code § 1362()3)(C)(); Treas. Reg. § 1.13622(c)(S)()AXD).
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: 7. " However, passive investment income includes neither (i) royalties

~derived by an S corporation in the ordinary course of its business of _(ﬂ
-llcensrng property that it created or with respect to the development or
. marketmg of which it performs 31gmﬁcant services or incurs -

- substantral costs nor (11) copyrlght royaitres and active business

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

| \_ :computer sottware royaltres‘that are’ not treated "as’ personal holding |
o 'company income. Treas Reg §1. 1362-2(c)(5)(11)(A)(2) and (3).

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

f:fi"s_ characterized as a royalty. - =

a. ” _ If the royal_ty is viewed as passi_ye in nature because the taxpayer does
not materially participate in the trade or business activity from vrhich
“itiis derived, the income can be offset for tax purposes by passive
©“losses. See Treas. Reg §§ 1. 469—2T(c)(3)(111)(B) and 1.469- 2T(EX7).

b Conversely, pure royalty income not derrved in the ordmary course of

P
! o

.a trade or business (and gam derlved from the sale or exchange, other -
_than in the normal course of the taxpayer s trade or business, of
| _ mtellectua} property that ylelded pure royalty mcome) will generally
- mot be treated as. passive income and hence cannot be offset by
passive losses (Int. Rev. Code § 469(e)(1)(A))

c.  Note that under the passive activity provisions a trade or-business
o .includes any actrvrty involving research or expenmentatlon (Int Rev.
. Code § 469(c)(5))

“The nature of the consideration received by a foreign corporation with U.S,
' shareholders may similarly determine whether these shareholders will be
taxable currently on all or some portion of the corporation’s net income. A

- 1J.S. shareholder of a so-called foreign personal holding comp any' is subject

‘l(/i‘\ o
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" to'tax on his or its share of the corporation’s undistributed foreign personal
holding company income (see Int. Rev. Code § 551), while an
- at-least-10%-U:S. shareholder of a so-called controlled foreign corporation is

taxable on his or-its share of certain items of income (Subpart F income)

reahzed by the corporatlon 1ncludmg so-called fore1gn personal holding -

.

S company income (see Int: Ke"mde §os1)-

“a. - Under Section 553, foreign personal holding company income does

-+ not include gain from the sale of any intellectual property, but it
generally includes all royalties. .Only active business computer

- .software royalties (described above) are excluded.

woibl s Under Section 954(c), on the other hand, gain derived from the sale of

intellectual property not sold in the ordinary course of a corporation’s
trade or business may under some circumstances be treated as foreign
personal holdmg company 1ncome but royaltles denved from
unrelated partles incident to the actlve conduct of a trade or business
| . or, in general, from a related person for the,use of, or the privilege of
- using, property within the same country in which the recipient was

. formed, will not constitute foreign personal holding company income.

. The nature of the income that a foreign corporation with U.S. shareholders
: receives may also determine whether these shareholders will be required to
- pay a deferral charge for in effect electing not to report their share of

.corporate income on a current basis.

a. Royalties, as well as gain from the sale of intellectual property not
.sold.in the ordinary course of a trade or business, can cause a foreign

- corporation to be characterized as a so-called passive foreign

.. investment company (PFIC), by increasing its so-called passive

.. income. If a U.S. shareholder of a PFIC does not elect to include in
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" income currently.his or its share of the corporation’s current ordinary
, eanungza and net capital gain, distributions subsequently received by
the shareholder from the corporation will be.subject to a deferral .
charge (see Int. Rev. Code §§1291, 1293)

b, Royaltles, for thls puxpose, however do not mclude those that are not

Py

treated as foreign personal holdmg company income under Section
954(c), discussed above, and, in addition, royalties paid by a related
~-person and allocable to that person’s non-passive income. Int. Rev.

Code §1296(b)... -

See also Int, Rev. Code § 956A, added by the Omnibus Budget

. Reconciliation Act of 1993 and subsequently repeale'd, dealing with the.
. taxation of a U.S. shareholder currently on his or its share of the excess

- passive assets of a controlled foreign corporation.

IL - Licensing Intellectual Property to a Third Party.

A

1

If the owner of a patent, a copyright, know-how, or computer software licenses it to a

- third party on a basis that is not treated as a sale for tax purposes, the income

- “received by the licensor will be subject to tax at ordinary income rates.

" For two interesting rulings dealing with the tax treatment of non-exclusive
licenses on the death of the author-of various copyrighted literary works,

" “including the creation of a new tax basis on death, see LR.S. Private Letter-

Ruling 9326043, dated April 2, 1993, and LR.S. Private Letter Ruling

9549023 dated September 8, 1995.

" For a case finding ordinary income where a taxpayer licensed technology to a
J'apanes'c'corporation pursuant to a technology transfer agreement that was
| “terminable at will after 10 years (before the end of the useful life of the
e technology involved) and that did not thereafier preclude the taxpayer from
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- »disclosing the know-how-to others in the transferee’s exclusive territory, see
--.'-;Hemy Vogt Machine Co..v. Commissioner, T.C. Memo 1993-371. Also with
~"respect to know-how, see Pickren v. United States, 378 F.2d 595 (5th Cir.

- 1967). | : o

| More complex statutory provxsrons apply when a trademark 1s hcensed on a non-

| exclusrve bams However they produce the same result whether or not the royalty

payments are contmgent on the product1v1ty use, or drsposmon of the trademark

R L. ' To the extent the royalty payments are contrngent on the productrvrty, use, or

: dlsposmon of the trademark the transferor lel be treated as having received

| _mcome from the sale or other drsposrtlon of a non-capltal asset — that is,
:..ordmary income. Int Rev Code § 1253(0) Wlﬂ'l respect to prior law, see

. .Darry Queen of Oklahoma ]nc 2 Commzsszoner 250 F 2d 503 (10th Cir.
1957). |

2. If the transferor retams any SIgmﬁcant power, nght or contmurng interest in

: ' 'the trademark but does not recelve payments conttngent on the productivity,

'. _ | 'use or dlsposrtron of the trademark 1t 1s reasonable to conclude that all
| income will also be treated as ordmary income by reason of Section 1253(a)
. ~which states that the transaction will not be treated as a sale or exchange of a
~capital:asset. .Under this provision, for example, a sale will not be deemed to

- have occurred if the transferor retains the right: .

a. 7 'To set quahty standards for the products to wh1ch the trademark is
| affixed (Int Rev Code § I253(b)(2)(C)) or

b.  Torequire the transferee to advertrse only the licen.s'or’.s;;.;roducts (Int. .
-1t Rev.Code § 1253(b)(2)(D)), where, according to the Tax Court; the
* . retained right is co-extensive with the duration of the interest
transferred. Stokely U.S.4., Inc. v. Commissioner, 100 T.C. 439
(1993), o
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“#C.. - A transferor with business operations both within the United States and abroad must
“ determine the source of any royalty income derived from licensing intellectual
e property, in order to determine the foreign tax credit available to.offset his or its U.S.
tax liability (see the discussion above). Special sourcing rules apply to royalty

_mcome assummg it does not in fact represent compensatron for semces rendered

_"(see Kevenue Ruhng 8478, supra) normally sourced- where the semces were—
'performed (see Int. Rev Code §§ 861(a)(3) and 862(a)(3)) o

1. Royaltles paid for use in the Umted States of, or for the pnvﬂege of using in
o : the Umted States patents copynghts secret processes and formulas,
h trademarks and 11ke property are sourced in the Umted States. Int. Rev.
B 'Code § 861(a)(4) Note m thls regard the dlstmctlon drawn in Treas. Reg.
) § 1.861-18 between the lease ofa copyrlghted computer program (generating
.rental mcome) and the license of the copynght 1 ight 1tse1f (generating royalty

income).

| 2 _‘ ‘Royaltles paxd for use abroad of, or for the pnv1lege of usrng abroad, patents,
o copynghts, secret processes and formulas trademarks and like property are
| sourced outsrde of the Umted States Int Rev Code § 862(a)(4)

“3. ¢ Thus, the place where the lic'ensee uses or is entitled to use the intellectual
property is controlling. Se¢e Revenue Ruling 68-443,1968-2 Cum. Bull. 304;

Revenue Ruling 72-232, supra, and Revenue Ruling 74-555, 1974-2 Cum.

) Bull. 202 and Sanchez v. Commtsszoner 6 T.C. 1141 (1946) deahng with

trademark copynght and patent royaltles respectlvely

1. Assigning Intellectual Property to a Third Party.

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

" not always be capital in nature.
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©1. 7 ‘Note that if the transaction involves cross-licenses of property not terminable

" at will by either party, it may qualify as a like-kind exchange. Then,
depending upon the facts, neither party to the transaction may be required to
‘recogmze any taxable income. See Int. Rev. Code § 1031, pursuant to which

" the propertles mvolved must be held for productlve use in a trade or business

/ﬂ Mﬁ‘w

o January 10, 1992

199275 To determine whether intangible properties are of like kind, the regulations

“focus upon the nature or character of both the rights involved and the
*"underlying properties to which the intangibles relate. For example, a
copyright on a novel'and a cbpyﬁght on a‘song are not deemed to be of like
kind. Treas. Reg. § 1.1031(a)-2(c).: |

" Different rules apply to the sale of patents, copyrights; computer software,

.- know-how, and trademarks. ‘The discussion below assumes that the transaction does

not involve a like-kind exchange. - :

.+, Dafents.

- 1." " Thereisa ét.atutorv'safe-harbdr, that was adopted in 1954, pursuant to which

an individual holder of a'patent (see Judav. Commissioner, 90 T.C. 1263
- '(1988), regarding partners) who transfers to an unrelated party all substantial
rights to the patent or an undivided interest in all rights to the patent will
' _reahze long~term capltal gam (or loss} regardlcss of whether or not the
_. _payments 1 received in exchange are (1) payablc penodlcally over a penod
.. generally co-terminus with the assignee’s use of the patent (but see the
. discussion below), or‘ (ii)_contingcnt oﬁ the pfo:glﬁétivity, use, or disposition
 ofthe patent. Int, Rev. Code § 1235).

2" The regulations indicate that this safe-harbor provision can apply even

 before a patent has been issued or before a patent application has been
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- filed (Treas. Reg. § 1.1235-2(a)), but the consequences, should a

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

~oT.C-Memo 1984-447.

The holder of a patent w111 aceordmg to the regulatlons not be

. deemed to have dlsposed of all substantlal nghts to the patent if, for

example the transferee sTi ghts are lmuted geographlcally within the _

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

- Commissioner, 51 T.C. 93 {1969)), the transferee’s rights.do not
. extend throughout the remaining life of the patent, or the transferee is

" . granted rights in fields of use within trades or industries that are less

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

~.“Under the statutory safe-harbor provision, the holder of a patent is the

individual whose efforts created the property, or any other individual
unrelated to the inventor; such as a financial backer, who is not the

' 1nventor s employer and who acquired the inventor’s interest in the -
patent for consideration before the invention was actually reduced to

. _practice. Int. Rev. Code §_l2_3\5(b}a.:_1_d__(d). An invention is reduced

. to practice once “it has been tested and operated successfully under

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

exploitation occurs. Treas. Reg. § 1,1235-2(9). o

'Nevertheless, an employee hlred to invent will reahze ordinary

- tncome and not capital gam if he is bound to aSSIgn to his employer

| _ all patents that he obtains and ali patentable inventions that he
conceives in the course of his employment See Treas. Reg.

§ 1.1235-1(c)(2), McClain v. Commissioner, 40 T.C. 841 (1963).

Note in this regard that the Internal Revenue Service has begun to

~focus on equity-type compensation arrangements entered into with
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employees who invent.- See BNA' Dally Tax Report No. 79, at G-5
(Aprll 24, 1998).

L If the safe—harbor provrsxon does not apply, capltal galns treatment may still

be available under general tax principles dlstmgulshmg capltal assets from

T

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

7+ gvailability of capital gains treatment will depend initially upon whether a
" sale is deemed to have occurred for tax purposes, applying principles of law
*in effect before 1954, as they have evolved since that time. In applying these
: 1""‘prov.isio:r'15, it may-be important to bear in mind why the safe-harbor provision

~does not apply.- ‘Even if a sale is 'deem'ed to have occurred, however:

oA A professmnal 1nventor who is in the busmess of inventing and selling

o ___patents wﬂl reahze ordlnary income (see Avery v. Commissioner,

- A7B.T.A.538(1942). - .

T B A seller who used the patent in thé ordinary course of his or its trade

or business will derive either a capital gain or an ordinary loss under
the provisions of Section 1231 (see Irit. Rev. Code § 1221(2),
_.mdlcatlng that depre01able property used ina trade or business does

ot constltute a capltal asset)

“" ¢ """ Finally, while an amateur inventor;Will_realize capital gain, the gain

" “will be short-term in natire if the sale occurs before the patent is
" actually reduced to practice (see Burde v. Commissioner, 43 T.C. 252
" ':(1964)) ~— that is, before property nghts in the patent come into being
B (see Diescher v. Commtsszoner 36 B. T A. 732 (1937)).

.. .. However, if the patent was depreoiable,'ap_ ermoo_r;t of gain equal to the

-depreciation deductions available to the assignor before the transfer occurred

(whether or not claimed) will be treated as ordinary income and not capital
gain. Int. Rev. Code § 1245,
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. In addition, even if the transferor of a patent realizes capital gain, some
portion of the transfer price, if payable over time, may be treate< as interest
under the imputed interest provisions in the tax code if there is no stated

" interest or if the mterest to be paxd falls short of the statutory safe-harbor

' amount ‘

ar If the transfer is described in Section 1235(a) and the consideration is .

' . contingent on the productivity, use; or disposition of the property
- :.transferred, the imputed interest provisions will not apply. Int. Rev.
r ; '-Code-§§ 483(d)(4) and 1274(c)(3)(E). Although the Internal Revenue
. Service has held that a transfer is described in Section 1235(a) even
though Sectlon 1235 does not apply because the recipient of the
_ property isa related party (Revenue Rulmg 78 124, 1978-1 Cum.
" Bull, 147), the Senate Report on the Tax Reform Act of 1984
indicates that a transfer that does not aotuoily qualify for capital gains
... treatment under Section 1235 will be subject to the imputed interest
.. provisions. See S. Rep. No. 98-169 (Vol. I}, 98th Cong., 2d Sess.
258, n. 15 (1984).

b, Inall other oases,'-one of two irﬁpute:d'interest provisions (Section 483
- or 1274) may'ep'piy. If the consideration p'aid totals no more than
- $250,000 (a fact that may be difficult to ascertain when the price is
 contingent), the provisions of Section 1274 will not apply. Int. Rev.
. Code § 1274(c)(3X(C). Instead,_onder Section 483, some portion of |

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

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

provided for is less than the statutory safe-harbor amount (see Int.
' Rev. Code §§ 1274(d) and 1274A(a) and (d)(2)), and some portion of

" the price is payable more than one year after the sale occurs.
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¢ -In general, if the provisions of Section 1274 apply, original issue

* . discount will be imputed if the interest provided for is inadequate
" (under Int. Rev. Code § 1274(d) or 1274A(a) and (d)(2)), and the
- transferor will be required to-include some portion of this original

“jssue ‘discount in gross income, as ordinary income, each year while

e,

‘the transfer price Témains outstanding, withiout régard to whet
“* " paymets are actually made. - Int. Rev. Code §§ 1272 and 1273.
" 'However, under some circumstances, a special election to report
o _'imputed interest as payments are made may be available. See Int.
“Rev. Code § 1274A(c) and (d), Revenue Ruhng 98-58, 1998-2 Cum.
«" Bull.799.

When some part of the transfer price is payable over time, the transferor must

* “ also determine when the property’s tax basis, if any, can be recovered

- tax-free.

a ‘If the sale pnce is ﬁxed in amount and duratlon and the taxpayer, if

.. penmtted to do so chooses to report gam on the installment method
) ﬁ..:.(Int Rev Code § 453) the taxpayer w1ll merely recover his or its
.ba515 in the property transfen'ed proport1onately as payments of
: j _.;_prmc:pal are made. Note however that the installment method is
| Hnow avmlable only to cash method taxpayers Int. Rev. Code
§ 453(a)(2), as amended by the Ticket to Work and Work Incentives
Improvement Act of 1999. Also, with respect to the deferral charge
o that may be due if mstallment reportmg is selected see Int Rev. Code

b. "~ If the purchase price is contingent in amount or in duration, or both,
- the proration formula under the installment method can work only if
. ‘“certain assumptions about the price are made. The regulations

©:indicate what to do when either (i) a stated maximum selling price can
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- be ascertained by assuming all contingencies are met in a manner that

- will maximize the price and accelerate payments to the earliest

. permitted time, ot (ii) the maximum period over which payments can
. be made is fixed. The regulations go on to provide for the recovery of

‘basis ratably .over.a period of 15 years if there is neither a stated

D,

~+maximum-selling price-nor-a fixed-payout:period.-When-any

o,

- contingent payment sale occurs, however, the taxpayer may seek
permission from the Internal Revenue Service to use a different basis
recovery method. See Treas. Reg. § 15A.453-1(c), that also

recognizes the income forecast method for basis recovery under

appropriate circumstances; and AMC Partership v. Commissioner,

, TC Memo 1997 115

- The so«called open transaction method of reporting a transaction,
‘pursuant to which a taxpayer elects out of installment sale reporting
~.and recovers basis first, is likely to be chalienged by the Internal
B Revenue Service. The regulatxons state: “Only in those rare and
'. "'”extraordlnary cases mvolvmg sales for a contmgent payment
.. obllgatlon in which the fair market value of the obligation . . . cannot
_ \reasonably be ascertamed will the taxpayer be entitled to assert that
N ..the transactlon is open > Treas. Reg § 15A 453-1(d)(2)(ii1). See
- Burnet V. Logan, 283 uU. S 404 (1931)

Copyrights. = -

1. There is less question about the nature of ineome derived from the transfer of

a copyright, once the transaction has been determined to be a sale for tax

. purposes rather than a non-exclusive license or a payment of compensation

- for services rendered. See Revenue Ruling 84-78, supra; Revenue Ruling
75-202, 1975-1 Cum. Bull. 170; Revenue Ruling 60-226, supra; Boulez v.

-~ Commissioner, supra..In the Boulez case, applying_'the “works for hire” rule,
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~ “the Tax Court found that the taxpayer had no copyrightable property interest

in the recordings he made for a recording company, and that hence, he

realized compensation income.

The tax code specifically states that the term “capital asset” does not include
a copyright held by the person whose personal efforts created it or to whom it

e

P

~ was assigned by the creator in a carryover basis u'ansactlon (for example, asa
- gift). Int, Rev. Code § 1221(3), applicable to any property eligible for
..copyright protection _under:s_t_atute or common law, but net applic'eble toa
: _des_ign that may be protected solely under the patent law. ,See Treas. Reg.
- §LI221-1()D). |

Ca The \i.ncoirle'derired: 'ﬁ;cr'n:the sale of a'-copyr'ig'zh‘t 'tﬁat is not a capital

" asset for this reason will always be ordmary in nature See Int. Rev.
Code § 1231(b)(1)(C), that prevents any such gam from being treated
. .-as capital in nature, and Meisner v, United States, 133 F.3d 654 (8th
- Cir. 1998). .

b, _' However the transferor should be able to recover his or its cost basis

" tax-free because under the crrcumstances the statute does not negate

“sale or exchange” treatment.

T 'other:_"ceses,'the transferor will realize capital gain, previded that:

“a. i - The copyright was not held for sale to.customers. in the ordinary

.. course of the transferor’s trade or business (see Int. Rev. Code
- §1221Q1); Desilu Productions, Inc. v. Commissioner, T.C. Memo
- :ri965,307);;- - |

b, The copyrlght was not used in the transferor s trade or business (see

Int. Rev. Code § 1221(2)), or, 1f it was, the provrsrons of Sectlon 1231
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~* do not in effect cause the income to be recharacterized as ordinary in
nature; and.
c. No portion of the price is imputed as interest under the provisions of

. - Section 483 or Section 1274 discussed above. -

b comesbe
177 In view of the fact that some computer software is now copyrightable and
R p'ﬁteritable,"it is not clear whether the sale of computer software must be
S analyzed as though it were the sale of a copyright or patent. The regulations
under Section 1221 confuse the issue by specifically excluding from the term. |
L caprtal asset” any property elt grble for ‘copyri ght protection, presumably
'_whether or not formal copyrlght protectlon 1s sought Treas. Regs.
§ L2110,

~'9 """ Norisit clear whether, without the benefit of copyright or patent status,
~ computer software can qualify as propertj and hence a capital asset, at least
| ~ whenitis not v1ewed by the owner as a trade secret. See the discussion of
| . know-how below Note however that Secnon 167(f) treats the computer

software to which it applies as pr_ope_rty_.,

3..- . The final regulatlons promulgated under Section 861 are helpful but not
determinative, on the subject of what a transfer of computer software actually
2% fentails.’ These recognize that the. transfer of a computer program may involve

“ ‘oneor more of the following: the. transfer of a copyrlght right in the

B -program the transfer of‘a copy of the computer program, the provision of
services for the development or modification of the program, or the provision
of know-how relatmg to computer pro gramrnmg techmques Treas.
.Reg §1861 18(b) | |
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. 4.7 *Inany event, sales of computer software in the consumer market will

generate ordinary income, whether the transaction is viewed as a sale or a
~ license for tax purposes. See Int. Rev. Code §§ 1221(1) and_‘1231(b)(1)(A).

5. .. ‘Moreover, under certain circumstances, computer software may be deemed

" :not'to have been transferred separately; leaving the tax consequences of the

- * ‘transfer dependent upon the tax impact of the underlying transaction. For
" example, in Syncsort, Inc. v. United States, 31 Fed. Cl. 545 (Ct. Cl. 1994),
: 'dealin'giwith certain license agreements-pursuant to which the taxpayer
granted each licensee an exclus:ve license to exp101t its computer program in
- a spemﬁed geographlc area and agreed to penmt the licensees to use certain
- technologlcal 1nformat10n and trade secrets, the court viewed the entire

R transaetlon asa franchxse handled llke trademarks under the tax code.

- Know-How. "
| _'17_._ . There are no statutory i)roy;isions deali_ng '.sp_eciﬁc_ally with the disposition of
L2, Under appropriate circumstances, however, know-how 'may be classified as a

y capltal asset or may quahfy for favorable tax treatment under Section 1231,
80 that when a sale is deemed to have occurred a taxpayer who disposes of

know-how can reallze capltal gam 5
“al i eOf primary concern here is whether know-how constitutes property.
- “Ifit does not, it cannot qualify as a capital asset (Int. Rev. Code
7§ 1221) or as an asset eligible for the benefits of Section 1231,
b. In the past, the Internal Revenue Service treated trade secrets as
- “““property (see Revenue Ruling 71-564; supra, dealing with the transfer

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

. supra, describing secret formulas as capital assets.

Nevertheless, prior case law supports property characterization under

. other circumstances. - See Henry Vogt Machine Co. v. Commissioner,

o supra (in which confidential, unpatented technology was viewed as

K - -property), and Ofria v. Commissioner, 77 T.C. 524 (1981) (where
o engineering proposals were found to incorporate “trade secrets, know-

- »'how, or unpatented technology protectable as a form of property™).

' _Moreover the ﬁnal regulatlons under Sectlon 197 treat an amortizable
B _Sectlon 197 1ntang1ble held by a taxpayer for more than one year as
“ an asset elzgxble for the heneﬁts of Sectlon 1231 See Treas. Reg.

| .§ 1. 197-2(g)(8), and compare Int. Rev Code § 197(f)(7), treating any

amortizable Section 197 intangible as “property” subject to the :
allowance for depreciation. See also Proposed Treas. Reg. § 1.197-
| -'2(g)(7)(11)(B), which declined to treat know-how to whlch the
provisions of Section 197 apply as property for all purposes under the

-, tax code.. . .

: Assummg there is no 1mputed mterest a taxpayer who sells know-how that is
treated as property will recogmze capztal galn unless (1) the know-how is
* deemed to have been sold to customers in the ordmary course of the
- taxpayer’s trade or business, (ii) the gain is in effect recharacterized as
- ordinary income under Section 1231, or (iii) the taxpayer is a professional
- - inventor or an employee who is obligated to sell all inventions to his
employer See Taylor-Wmf eld Corp V. Comm:sswner 57 T.C. 205 (1971).

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

taxpayer’s income either currently or over time (see the dlscuss1on above).
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' By way of footnote, however; it is important to note that under certain

" circumstances, know-how may be deemed not to have been separately
" transferred, leaving the tax consequences of the transfer dependent upon the
" tax impact of the underlying transaction.’ Sée Syncsort, Inc. v. United States,

- supra.
" Trademarks.

. The nature of the income that a taxpayer receives upon disposing of a

trademark without retaining any significant power, right, or continuing

interest with respect to the subject matter of the trademark will depend upon

" the nature of‘the' consideration paid.--

oa :The tax code states that if the taxpayer recelves amounts contmgent

~onthe product1v1ty, use, or drsposmon of the tradema:rk these
amounts will be treated as received frolr_l the sale or cther disposition
of a non-capital asset. Hence, there vﬁll be ordinary trrcome. Int.
7 ‘Rev.'Code § 1253(c). However, since Section 1253(c) does not
" riegate the occurrence of a “sale or exchange;” the taxpayer will

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

b, * Otherwise, the general tax principles distinguiéhihg ordinary income

_ from cap1ta1 gam whrch are drscussed above will apply. These :
_ general pnnc1p1es will apply, for example when a taxpayer
._ ‘uncondltronally sellsa trademark and all of the other assets used in

'_"the taxpayer s busmess in exchange for a lump-sum amount.

_On the other hand a taxpayer who chsposes ofa trademark and retains any
N Esrgmﬁcant power nght or contmumg rnterest wrth respect to the subject

matter of a trademark (such as quahty control nghts) will not be deemed to

have sold or exchanged a capital asset (Int. Rev. Code § 1253(a) and (b)2)),

and hence will realize ordinary income.
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a.  Note that a taxpayer will be deemed to have retained a significant
- continuing interest in a trademark when a substantial portion of the

.. consideration consists of a right to payments contingent on the

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

§ 1253(0)(2)(F)-

b Nevertheless, for purposes of determining wbe__the_r__or.no_t the
- _transaction gives rise to personal holding company income, the
transaction may still be regarded as a sale. See Tomerlin Trust,

 Transferee v. Commissioner, supra.

A taxpayer who conducts business both in the United States and abroad must

determine the source of his or its-inoome derived from assigning or licensing
- '_1nte11ectual property ina transactlon that is viewed as a sale for tax purposes, in order
" to determine the forelgn tax credlt ava11ab1e to offset his or its U.S. tax liability (see

' the drscuss;on above)

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

e ~property is sold. .
w2 .In:_g'en_era], from the sale of personal property, a U.S. resident taxpayer:

: a Will reahze U S source 1ncome 1f the property is neither inventory
) . nor deprec1able and if the taxpayer does not maintain a fixed place of
| _ '7 busmess abroad to Wthh the sale can be attributed. See International

'Multtfoods Corp v. Commzssloner 108 T.C. 25 (1997); and

._ b. '_ | ) May reahze forergn source mcome 1f the property is 1nventory or
| _ ',deprecmble or if the taxpayer mamtams a fixed place of business

| ) abroad to Wthh the sale can be attnbuted Int Rev. Code § 865(a)
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 through (c), (€). See LR.S. Private Letter Ruling 9612017, dated
.. December 20, 1995, ... .

Intangibles, on the other hand, including patents, eopyrights, secret processes

-.or formulas, and trademarks, are treated differently from other personal

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

AT .

" ‘circumstances; the Internal Revenue Service may regard the transfer of an
-intangible as incidental to the transfer of other personal property; in which
~ casethe spemal sourcing rules for 1ntang1b1es will not apply. See Revenue
R i’Rulmg 75254, 1975-1 Cum. Bull. 243, dealing with the sale of a
'trademarked product Note also that Treas. Reg. § 1. 861-18 treats the

" transferof a copy ofa computer program as the transfer of a copyrighted

article, not the transfer of a copyright right.

a. If the con31derat10n recexved bya taxpayer for an 1ntang1ble (not
deemed to have been transferred 1nc1dent to the transfer of other
personal property) is not contingent on the produc’umty, use, or
disposition of the intangible, the general-rules under Section 865
(except for Scctlon 865(c)(2) relatmg to galn in excess of

depreclatlon) wﬂl normally apply

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

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

5 depreciati_on allowable-uwith respect to the property sold.

| c. : o Under elther of these two altematlves galn equal to the allowable

-deprematlon w111 be d1v1ded between U S. and non-U S. source
income, based upon the proportlonate amount of the depreciation

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

‘experimental expenses claimed under Section 174.

~d. " 'Notwithstanding these provisions, however, a taxpayer may elect the
.. benefits of Section 865(h), pursuant to which gain derived from the

."/’—_\‘

L

“'sale of an intangible will be sourced outside of the United States if, .

‘under a treaty’ obligation, it would be sourced abroad.

4, __EFor rules deahng thh the sourcmg of any pomon of the purchase price
- Vrecharactenzed as 1nterest or. compensat:lon see Int Rev Code §§ 861(a)(1)
.. .and 862(a)(1) (asto mterest) and Int Rev Code §§ 861(a)(3) and 862(a)(3)

(as to compensation). .

RELATED PARTY TRANSACTIONS

Intercomp:mx Transactlon

AL ?IntereompanyiPricing.‘ g

1. _ Sectlon 482 broadly states that the Internal Revenue Service may distribute,
apportion, or allocate gross income, deductlons credlts or allowances
" ‘between or among two or more organizations, trades, or businesses (whether
or not incorporated, affiliated, or organized in the United States) that are
" owned or controlled by the same interests if it determines that such a
distribution, apportionment, or allocation is necessary to prevent the evasion
o of taxes or clearly to reflect income. ‘See generally the Internal Revenue
Service’s Fi orezgn Conrrolled Corporanon Non—CEP T ransfer Pricing Audit
B 'Guzde, made avallable in 1998, and LR.S. Pubhcatlon 3218, Report on the
- Applzcatzon and Admzmstranon of Sectton 482 '-
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" @’ The Service will apply an arm’s-length standard to determine whether
“* . atransaction produces results consistent with those that would have
.~ been realized if uncontrolled taxpayers had engaged in a comparable
* - transaction under comparable circumstances. Treas. Reg.

§ 1.482-1A(b)(1); Treas. Reg. § 1-.482-1(5)(1). Under the final

regulations issued on July 1, 1994, comparability will be' Svelnated by
oy :taklll g into. account funCthllS contractual terms, risks, economic
o COndltlons and the nature of the property or services. Treas. Reg.

b "+ The Service need not;establish- fraud, improper accounting, or fax

" ”‘*avoidance. Treas: Reg.-,§ 1.482-1A(c); Treas. Reg. § 1.482-1()(1)(i)-

'_ c | I_ For acase deahng w1th the control requlrements of Section 482, see '
B WL Gore & Assoczates, Inc V. Commzss:oner T.C. Memo 1995-96.
.See also L. R S. Techmcal Adv1ce Memorandum 9222005, dated
January 10 1992 in which the Servwe took the position that-
- Section' 482 can apply even-to cross- hcensmg arrangements to which

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

Should the Section 482 adjuamenf rn_ade by tile internal Revenue Service be
substantiai .(that ia, fnr any year'beginning. after 1993, the price shown on a

* yeturn is at least 200% more than or 50% less than the.damount determined to
‘be correct, or there is.a net Section 482 transfer price adjustment of more than

—$5 .million or, if less, 10% of the taxpayer’s gross receipts), the taxpayer may

5 =+ be subject to a20% (or 40%, in the case.of a gross,-valnation misstatement)

+ accuracy-related penalty under Section.6662,.. . .

" a. " N There are actually two types of Sectlon 482 penaltles under this

prov1sr.on a “transacnonal penalty” and a “net adjustment penalty
See Treas. Reg. § 1.6662-6(a)(1). '
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“b. . 'The former-penalty applies when a transaction between persons
:described in section 482 involves a valuation misstatement. Fora

" recent case in which the 40% penalty was imposed as the result of a
“trademark adjustment, see DHL .Corp. v. Commissioner, T.C. Memo
'1998-461. - TRt

| c. The latter penalty apphes when taxable mcome increases by reason of
B | an allocatlon under Sectlon 482 It can be avoided under certain
| defined circumstances — for example if the taxpayer produces,
within 30 days of being asked for it, documentatlon that was in
- gxistence when the applicable tax return was filed, substantiating that
- the price was determined using a specific 'pricing method prescribed

_ : _ by regulanon, and that the selecuon and application of the method-

i chosen was reasonable See Treas Reg § 1.6662-6(d). See also

* Revenue Procedure 94-33, 1994-1 Cum. Bull. 628; LR S.

| | Announcement 9- 16 1996 13 Int Rev - Bull. 22.

+d.7 - However, the net adjustment penalty cannot be avoided under the
| - general statutory exception for reasonable cause. See Int. Rev. Code
‘ §6662(e)(3)(D) and 6664(c) Cf. Treas. Reg § 1. 6662-6(b)(3)

- __'Temporary Treas Reg §1 6664 4T(t)

- The old regulations-under Section 482 included a section dealing specifically

* . with-the transfer or use of intangible property (Treas. Reg. § 1.482-2A(d),

. “applicable in taxable years beginning on or before April 21, 1993). In 1986,

“however, Section 482 Was'eXpanded to provide that whenever an intangible,
 such as a patent; copyright, know-how, or trademark, is licensed or

- transferred, the i 1ncome earned must be commensurate with the income

| - ..attnbutable to the 1ntang1ble ThlS is the so- called uper—royalty provision.
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-+ -Hence, if one member of a controlled group licenses or assigns

- intellectual property to another member of the group, the

consideration paid cannot be based simply on industry norms or other

unrelated party transactioos. See Treas. Reg. § 1.482-4()(4).

{/—\-\“ .

. Moreover, the consideration paid in a related party transaction may

-need to be adjusted over time to reflect the actual profits of the

transferee attributable to the intangible in question See Treas. Reg

o §§ 1.482-4(5)(2) (dealing with perlodlc adjustments) and 1.482-4()(5)

h (deahng with lump sum payments)

But 1f the transferor retams a substantial mterest m the property and

_ s reeelves nothmg or only nommal con51derat10n in exchange, the
o 'transferor wﬂl typlcally be deemed to have recewed an arm’s-length
’ royalty See Treas. Reg §1 482-4(f)(1)

. .More generally,‘ under the final regulations, one of four methods must

be apphed to determme whether the consideration satisfies the general

| arm’ 5- length standard the so-called comparable uncontrolled
R _ transact1on (CUT) method the comparable profits method (CPM), the
wproﬁt spht method and any other method (an unspecified method)
that satisfies the cntena set forth in the regulations. Treas. Reg.
- "§ 1 482-4(a) The method chosen must be applied in accordance with
' the general requlrement that the results of the transaction in question

: 'not fall outs1de of an arm s-length range of results achieved in

comparable transact_tons involving uncontrolled taxpayers. . See Treas.

 Reg. § 1.482-1().

A taxpayer is requ1red to choose that method which produces the most
rehable measure of an arm s-length result under the facts and

' circumstances of the transaction under review (the so-called best
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- method), taking into account comparability and the quality of data and

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

R 482—4(c)(2)(1)

£ Con51stent wrth thls approach, the ﬁnal reguiations generally view the

#-0: comparable profits method asa method of last resort. See Treas: Reg.

2.8 1.482-5; Treasury Decision 8552, 1994-2 Cum. Bull. 93, at 109,

| g -‘ Wlth respect to the ownerehip of intangible property for Section 482
'purposes,_ see Treas. Reg. § 1 .482-_4(_1)(3)_and Medieval Attractions
NV. v Commz'ssz'oner, T.C. Merno 1996-455.

. - Bona ﬁde research and development ost-shanng arrangement s are still

_ perrnltted to the extent they are consrstent with the purpose of the

amendment to Section 482 namely, “that the income allocated among the
~ parties reasonably reflect the actual economic activity undertaken by each.
"HR. 'Rep. No. 99-841 '(-Vol. 1), 99th Cong.',- 2d Sess. 11-638 (1986).

an A cost-sharlng arrangement isa wntten arrangement pursuant to
, whlch two or more members ofa controlled group agree upon the
costs and nsks they vsnll bear in connection with the development of
.. o | 1ntellectual property in whrch each w111 have an interest. The
_ , an'angement differs frorn a partnershrp (see Treas. Reg. § 301.7701-3)
| ¥ in that once the property is developed each party bears the costs of
_ ,l producmg and marketmg 1ts 1nterest in the property and retams the

) . beneﬁts of its own efforts

b. - According to the Conference Report on the 1986 Act, a cost. sharer
- . must bear its portlon of the costs of developrng both successful and
. _ unsuccessful products at all relevant stages of development H.R.
-Rep No 99-841 (Vol II) 99th Cong 2d Sess 11-638 (1986)

.
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- ge’ o In January of 1992, the Treasury Department issued a proposed

.- regulation (Proposed Treas. Reg. § 1.482-2(g)) on the subject of
. cost-sharing arrangements, that incorporated the
. commensurate-with-income standard and that has since been

o finalized: Treas..Reg. § 1.482-7,as amended by Treasury Decision

P

o 8670 Eiiibhsheﬂ inthe Federcﬂ Reglster on May 33 1996, appncable
! 1n taxable years begmnmg aﬁer 1995 '

d ’Under the final cost-sharing regulation, the Internal Revenue Service

wﬁl not disturb the way in which the partles toa cost-shanng
. ;arrangement agree to share the costs of developmg intangibles, so
long as their agreement qualifies under the standards set forth in the
. regulation, and the Service finds it unnecessary to adjust a controlled
. participant’s share of costs to cause them to equal rhat participant’s
.. share of the reasonably ,an_ﬁcipat_e.d direct or indirect benefits derived

.- from the intangibles. .

" Several consolidated U.S. Tax Court cases involving Nestle Holdings, Inc.

and transfer pricing' }ssués commonly faced by those who license intellectual

: property_ from a related party received wide publicity in 1994.

a Among the issues that the coun was asked to address were the

deductibility of royaltles pard and the reasonableness of research and
.- development fees. See Tax Court Docket Nos. 21558-90 through
- .21562-90 and 12245-91 and BNA Daily-Tax Report No. 195, at G-2
(0ct,12,1994). | |

b. - The cases were '\'v:idéiy"publiciz:éd in 1994 because of a letter that the
- office of the North Atlantic Regional Counsel sent to several large
... manufacturing companies requesting iﬁfonnation relevant to the

issues raised, such as identification of the companies’ unsuccessful
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atternpts to license their trademarks. See BNA Daily Tax Report No.
- 166, at J-1 (April 7, 1994). Note that the Internal Revenue .Service has
" in the past indicated that under appropriate circumstances, it will use
its summons authority to obtain comparable information from third
IR partles See BNA DazIy Tax Report No. 220, at G-3 (Nov. 17, 1994).

For speclal rules deahng wnh the tax 1tn:atnuent of the mtanglble property
income of a U.S. possessxons corporation, see Int. Rev. Code § 936(h) and
- Altama Delta Corp. v. Commissioner, 104 T.C. 424 (1995).

... A numbér:of prog_rams_have_ been devglo_bed to address transfer pricing

-matters.

" “a.For a discussion of the government’s advance pricing agreement
" (APA) program pursuant to which a taxpayer and the Internal
" Revenue Service can agree in advance on a transfer pricing method,
see LR.S. Announcement 96-124, 1996-49 Int. Rev. Bull. 22;
. :'Revenue Procedure 96 53, 1996- 2 Cum Bull 375; and 1.R.S. Manual
L _Chapter (42)(10)00, 1ssued January 22 1997.

'b.  Fora discussion of the small business taxpayer APA Program, see
| ‘LR.S. Notice 98-10, 1998_-_1 Cum. BullT 424, and I.R.S. Notice 98-65,
~ 1998-2 Cum. Bull. 803. o

e Fora discussion of another program available to taxpayers seeking to

resolve Sectmn 482 disputes with the Serv1ce see Revenue Procedure_ '

94-67, 1994-2 Cum. Bull. 800, dealmg w1th the AIR (Accelcrated

Issue Resolution) program.

d " See also Revenue Procedure 96-13, 1996-1 Cum. Bull. 616, dealing
" with requests for assistance of the U.S. competent authority under the

" provisions of a tax treaty to which the United States is a party.
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* ‘e, - Early in 1999, the Internal Revenue Service agreed that redacted
" APAs were subject to disclosure. See BNA Daily Tax Report No. 69,
“at G-1(April 12,.1999), discussing the position of the government in
~light of litigation brought by BNA seeking public disclosure of APAs.

~ However, the Ticket to Work and -Work-Incentives Improvement Act

3/’”5-:: - |

1999 amended the statute to treat APAs and related background
| mformatlon as conﬁdentlal Thus nelther is subj ect to public
L - :dlsclosure but the Treasury Department is required to prepare an
R _ annual report prov1d_1ng 1nformat_1on about APAs. See Int. Rev. Code
 §§ 6103(B)2)(C) and 6110(b)(1), as amended; LR.S. Announcement
2000-35, 2000-16 Int. Rev. Bull. 1.

B. Convcrsion. of Cégital'_Gein into 'Ordinm' Income.

1. " Although the income that a taxpayer realizes when intellectual property is
sold may be treated as capital gain for tax purposes, there are several tax code
- prov1s1ons that convert what nnght othermse be capltal gam into ordinary

. “'mcome when the partles to the transaction are related

2.7 The special-provision-pu'rsuantto which the holder of a patent can realize
o capltal gam when he sells the patent does not apply if the purchaser isa
| _‘ " related party See Int. Rev Code § 1235(d) Saﬁ?‘on v Comm:sszoner
o _"35 T, c 787 (1961)

" a;"i  Capital gains treatment may still be available under general principles

‘oftax law. See Revenue Ruling 69-482, supra.;

b, e However,' the government‘w.ill be reluctant to“'!a:ll-ow capital gains
{2 treatment where the transferor would have realized ordinary income
" had he, instead of the related party, exploited the patent. See Van
- Dale Corp. v. Commissioner, 59 T.C..390 (1972), where the

- government sought to apply Section 482 (discussed above).
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.+ Under Section 1239, a taxpayer who sells property to a related person will

realize ordinary income if the property is depreciable in the hands of the
.- transferee, the concern here being with a taxpayer’s ability to generate
ordinary deductions in the future (through a related party) by paying currently

- atax at favorable capital gain rates.

__ " a.._: - lA ‘patent apphcatlon is deemed to be depremable for this purpose.

o :-However srnee patents wﬂh respect to which an application is filed
| on or after June 8 1995 now have a statutory life of 20 years from

._ date of filing, query whether under current Iaw patent applications

' have become depreclable m any event

b. Note also that installment sale treatment w111 generally not be .
.avarlable under these circumstances. See Int Rev. Code § 453(g),
- which extends the definition of “related persons ” beyond that in
~Section 1239. '

e For a recent pnvate letter rulmg 1n whlch the apphcablhty to
Sectlon 1239 to the transfer ofa trademark was considered, see LR.S.
. Private Letter-Rulmg 199944045, dated August 11, 1999. '

| ) :Slmllarly, property that is not a caprtal asset m the hands of the buyer (and
.‘ that, if later sold by the buyer, ‘will thus normally yleld ordmary income) will
generate ordinary income for the seller when the sale or exchange transaction
" “involves either two partnerships controlled by the same persons, or a
partnership and a partner who directly or indirectly owns more than a 50%
interest in the partnership. Int. Rev. Code § 707(b)(2). |

- :Finally, a U.S. taxpayer who sells a patent, copyright, secret process or

-+ formula, or similar property to a foreign corporation that the taxpayer

~controls will réalize ordinary income rather than capital gain. Int. Rev. Code
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- " :§ 1249. Control for this purpose means the direct or indirect ownership of
. more than 50% of the voting stock of the entity.

"C.- " Disallowance or Deferral of Losses and Other Deductions. ... -

“1. - Because of the ability of related parties to create uneconomic tax losses or

/A“

2. -deductions, anumber of tax code provisiens and administrative
“: . interpretations of the law specifically preclude taxpayers from deriving a
-+ .current tax benefit from a loss realized in a transaction involving a related
< ‘party and place restrictions upon the ability of taxpayers to deduct amounts
paid to a related party: '

S Thﬁs,-should a‘taxpayer sell intellectual property at a loss to a person related
L _to:.the.taxpayer, the loss, as such, will normally not be deductible currently.-
- Int.Rev. Code § 267(a)(1) and, with respect to transactions involving
partnerships or a partner and a partnership, Int. Rev. Code § 707(b)(1).

a “ ._ '_ If the transferor and the transferee are members of the same controlled
o group of corporatlons the loss wﬂl typlcally be deferred. Int. Rev.
‘:'Code § 267(f). "The regulatlons under this provision (Treas. Reg.
- §1.267(f)-1) app_ly consolidated return principles.

b. h "‘Otherwis;e, the trahsferee méy reduee hlS or its .s:ﬁbsequent gain by the
amount of the loss disallowed on the initial sale. Int. Rev. Code
§ 267(d). -

3. | S1rmlarly, the prov151ons of Sectlon 197 dealmg wrth the amortization of -
R glble generally will not apply 10 1ntang1b1es acquired by a taxpayer
- from a person related to the taxpayer in certam types of transactions if a
depreciation or amortization deduction would not otherwise be available.

... Transfers of t;now-how, for exa_mple, may. be affected by this provision. See
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" "the “anti-churning” rules in Int. Rev. Code § 197(f)(9); Treas. Reg. § 1.197-
2(h); and L.R.S. Private Letter Ruling 9630015, dated April 26, 1996.

Moreover, if a taxpayer licenses intellectual property from a related party:

“The royalties will not be deductible tothe extent they are determined

.-""n—ﬁ\;

“by the Internal Revenue Service to be unreasonable in amount. See
- Revenue Ruling 69-513, 1969-2 Cum. Bull. 29; Podd v.

Commissioner, T.C. Memo 1998-231; Dharma Enterprises v. -

' Commissioner, 194 F. 3d 1316,99-2 U.S.T.C. 150,891, 84 AF.TR.

2d (RIA) 6447 (9th Cir. 1999)

. - Nor will the royalties be deductible until the payee is required to
" include them in gross income under the so-called matching principles
Cin Seetion'267(a)(2). This provision precludes an accrual method
“liéensee from taking a tax deduction for amounts payable, but not yet

N pald toa reIated licensor who, as a cash—method taxpayer, reports

income only upon recelpt For the apphcablhty of this provision to

j'-am_ounts due.a_fqre__lgn_payee, s_ee Treas Reg. § 1.267(a)-3.

For comparable provisions that apply to corporations filing consolidated tax

~ returns, see Treas. Reg. § 1.1502-13, dealing with intercompany transactions.

L Trahsfers to a Controlled Corporation. - == * i

A.

Transfers toa Domestic Corporation.

In general when a taxpayer transfers 1ntellectual property to a domestic
| __corporatlon that the taxpayer controls 1mrned1ately aﬂer the transfer, there

will be no gain or loss for tax purposes.

' .Nete,' However, that in 1995 the Treasury Départment and the Internal

Revenue Service began an informal study of the treatment of transfers
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.~ of intellectual property under Section 351, and the President’s fiscal

:: . year 2000 budget proposal on the subject, discussed below, may
L reﬂect the outcome of that study See 69 Tax Notes 952 (Nov. 20,
1995) SR SRR _ ,

b o-Also, with respect to the transfer by a tax-exempt organization of

- intellectual property rights to a taxable subsidiary, see LR.S. Private
Letter Ruling 9705028, dated November 5, 1996.

. - The statutory requirements for non-recognition appear in Section 351 of the

“tax code. In general: -

LA Property must be tansferred in exchange for stock; the receipt of
| _' ecuntles 1s no Ionger penmtted Moreover, under Section 351(g),
added by the Taxpayer Rehef Act of 1997 ‘the receipt of certain

preferred stock is no longer pemutted on a tax-free basis.

b The transferor must alone or w1th other transferors, own immediately
| _'after the exchange stock possessmg at least 80% of the corporation’s

o votmg power and at least 80% of all other ciasses of corporate stock.

- "Section 351 applies 'only'iotransfers of property. See generally L.R.S. Private

* Letter Ruling 8432073, dated May 8,1984. -

a. Patent rights have been determined to be property under Section 351.
" Treas. Reg. § 1.351-1(a)(2), ex. (1).> = imii |

b, With réspect to computer éoftwa_re; see Revenue Procedure 74-36,
©1974-2 Cum. Bull. 491; with respect to copyrights and trademarks,

" see Revenue Procedure 83-59, 1983-2 Cum. Bull. 575; and with

" respect to trademarks alone, see LR.S. Private Letter Ruling 9710018,
" dated December 5, 1996. o -
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.- The government’s characterization of know-how for purposes of Section 351

"o is less certain'than its characterization of other forms of intellectual property.

Know-how is discussed in Revenue Ruhng 71-564, supra, and
Revenue Procedure 69-19, 1969-2 Cum. Bull. 301, in which the

- “Internal Revenue Service appeared to view secrecy as an essential

“ element of the technological information to which the provisions of -

“*Section 351 can apply.

~~The Internal Revenue Service has characterized know-how as secret

- where (i) it is known only to the transferor and those confidential

_ employees who need to have knowledge of the know-how so that they

. “can apply it for its mtended use and (11) adequate safeguards are taken

E to guard agamst unauthonzed dlsclosure See LR.S. Private Letter

o ':'Rulmg 8502024, dated October 15, 1984

‘Note also that Treas. Reg. §1 861 18 deahng with the tax treatment
- , | of certam transfers of computer programs states that information
_ .: concemmg a computer program will be treated as know-how for
| purposes of applymg the regula’uon only if, among other
- tequirements, it is furnished under conditions preventing its
unauthorized disclosure and it is considered property subject to trade

secret protection.

A transfer is also required under Section 351..

For rulings purposes the S.ervice has taken a restrictive posture

- regarding the extent of the rights in inteliectual property that must be

" transferred in order to satisfy the requirements for non-recognition

~ under Section 351. The question that the Service asks is whether the

transaction, if taxable, would be treated as a sale for tax purposes
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*rather than as a mere license. See Revenue Ruling  69-156, supra;
i L.R.S. Private Letter Ruling 9810010, dated December 3, 1997.

- Thus, under Internal Revenue Service rulings guidelines, a

_ conveyance of all substantlal nghts in patents and patent apphcatlons

:’//“;\:\‘. .

) V medlum of exp101tat10n, must be transferred and in the case of a

h 'trademark the transferor cannot retain any SIgmﬁcant power, right, or

contlnumg interest in the property. See Revenue Procedure 83-59,

supra, and the preamble to final Treas. Reg Sec 1. 861 18 (T.D.

B 8785), dlscussmg the “all substantlal nghts” test.

- The courts, on the other. hand, have been more hberal See E1
- duPont de Nemours & Co 12 Umted States supra 1nvolvmg a

- _”non-excluswe llcense :

: ._'Notealso_ that -the_Ac_lminish‘aﬁon has p;opcsed eliminating the “all

- substantial rights” requirement, provided that both parties to the |
. transaction treat it in the same manner.  See Description of Revenue

.. Provisions Contained in the President’s Fiscal Year 2000 Budget
-+ Proposal prepared by the staff of the Joint Committee on Taxation, at

page 225. The same proposal appears in the Administration’s Fiscal

Year 2001 Revenue Proposals.

. Notwithstanding the general rule, if the inte_liectual_property was developed
- specifically for the transferee, the stock receined_ 1n exchange may be
| regarded as taxable compensation for services r_endereci. See int. Rev. Code
‘ § 351(d); Treas. Reg. § 1.351-1(a)(1)(i); Revenue Procedure 69-19, supra.
o Coxnpare Blum . Commissioner, 11 T C.101 (1948) with Chilton v.
. -C'ommzss:oner 40 T.C. 552 (1963) - |
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* 6. . -. “However, ancillary services rendered by a transferor incident to the transfer
B --..ef property will typically be disregarded, so that no portion of the stock
received by the transferor will be viewed as taxable compensation income.
See Revenue Ruling 64-56, 1964-1 Cum. Bull. 133.

Y A Also where no stoek is actually 1ssued to the transferor in exchange the

- transfer of mtellectual propeny to a corporatlon may instead be treated as a
_ tax—free eontnbut:on to capltal See Int Rev Code §§ 118 and 362(0)

B ' Transfei's to a Foreign Corporation. -
1. If the__tran_sferee:of intel_l_ect_ual property is a foreign corpor-afion, rather than a

domiestic corporation, the provisions of Section 351 of the tax code will not

protect the U.S. transferor from taxation. -~ - - |

2. Under Section 367(a)(1), to which trans_fer_s of copyrights not treated as
capital assets are subject (see Int. Rev. Code § 367()(3)(B)(D), the U.S.
* transferor will realize ordinary income when the transfer occurs to the extent
“""'the transferor would have realized ordinary income had the property been
" sold instéad. See Temporary Treas. Reg. §§ 1.367(2)-1T, 1.367(a)-5T(b)(2),
“and 1.367(d)-1T(b). Note that the provisions of Treas. Reg. § 1.861-18 apply
" for purposes of determining the impact of Section 367 upon the transfer of a

" ‘computer program.

3. ‘Section 367(d), added by the Tax Reform Act of 1984, deals with the transfer
: - of _other'in'tahg ibles (including patents, know-how, trademarks, and other
copyrights) to a foreign corporation in a transaction to which Section 351

would otherwise apply.

- a..-Overturning prior law (see_Revenue:Pfocedure 65-23, 1968-1 Cum.
~ Bull. 821), this provision, which will apply unless regulations provide |

‘to the contrary, does not distinguish between transfers of U.S. and
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"' foreign intangibles, nor does it focus upon the nature of the business
in which the intangibles are to be used. On its face, the provision
apphes not oniy to mtanglbles transferred to a foreign entity that will

- manufacture goods for the U.S. market but also to intangibles to be

used to produce abroad a product for consumptlon abroad. See

Temporary Treas. Reg 8§81 jo?(a)-lT(d)(S)(x)*and 1367(d)-1T(b).

b 'Moreover, the Service will seek to 'apply this provision u‘n'dor certain
-+ circumstances whenever intangibles are simply licensed for a limited
s pcriod:_of time. See Temporary Treas. Reg. § 1.367(d)-1T(g)(4)(i1).

‘Under Section 367(d), a U.S. taxpayer will be deemed to have transferred the

-+ -intangibles in question in exchange for payments that are contingent on the

.o productivity, use, or disposition of the property, and, notwithstanding the

- actual.consideration paid, will be deemed to receive each year over the useful

- life of the property (or, if less, 20 years) an amount commensturate with the

income attributable to the intangibles. See Temporary Treas. Reg.
§ 1.367(d)-1T(c)(3). The Taxpayer Relief Act of 1997 repealed the treatment |

" of this deemed or"dinary income as U.S. source income, so that the regular

:':royalty sourcing rules will now apply Int. Rev. Code § 367(d)(2)(C), as :

o :'”'amended eﬂ'ectlve August 5, 1997

o ;Unde_r the temporary regulatlons_, however, an election to treat the
o transaction as a sale can be made under certain circumstances — for
.-example, when operating intangibles (e.g., studies) are transferred or,
in general, when at least half of the property that the U.S. transferor
" transfers consists of intangibles to be used abroad in the active
" ¢conduct of a business not iﬁVolViﬂg'the manufacture or sale of
'_'products in the Umted States or for the U.S. market and the U.S.
transferor receives between 40% and-60% of the transferce, a newly

formed entity, at least 40% of which is owned by unrelated foreign
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- persons. Temporary Treas. Reg. §§ 1 367(a)-1T(d)(5)(11) and
- 1.367(d)- 1T(g)(2)

'_‘,b._: | Then the taxpayer w11'l be 'taxec.l)at ordinary income rates on the
B bullt-m gam Wthh under the temporary regulations, will be treated

s U S. source mcome __

The extent to which tradema:l_;s are covered by Section 367(d) is not clear.

Ca ;- o Section 367(d) applies to transfers of intangible property referred to in
" Section 936(h)(3)(B), including “any trademark, trade name, or brand

~ name.”

b, However, the General Explanation of the 1984 Act prepared by the

" Joint Committee on Taxation states: “The Act contemplates that, -

- ordinarily, no gain will be recognized on the transfer of . . . marketing'

intangibles (such as trademarks or trade names) developed by a

E forelgn branch toa forelgn corporatlon

C. 'On the other hand, the Conference Report on the 1984 Act states:
“The conferees wish to clarify that, as under present law, gain will
generally be recognized under sec_tloljl 367(a) on transfers of
marketing intangibles (such as trademarks. .. D) fof use in connection |
- with a'U.S. trade or business, or in connection with goods to be
 '‘manufactured, sold, or consumed in the United States.” HR. Rep.
" No. 98-861, 98th Cong., 2d Sess. 955 (1984).

~d.  The Treasury Department appears to have resolved the ambiguity by
- taking the position that foreign marketing intangibles (including
.trademarks) developed by a foreign branch and transferred to a

. foreign corporation before May 16, :19864are not subject to
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i ‘Section 367(d). See Temporary Treas. Reg. §§ 1.367(a)-1T(d)(5)(v)
~and 1-'.-367(d)—1T(b)'._'_.--. . '

Although mere contnbutlons to the capltal of a domestlc corporation may be

tax-free, contnbutlons fo the capltal ofa foreign corporatlon will normally be

7taxs;d;§;S_ﬁe;e,Revenue Ruling 64-155, 1964-1 (Pt. 1) Cum. Buil. 138; IL.R.S.

© . Private Letter Ruling 9343009, dated July 21, 1993. See also Nestle

. ‘Holdings' v. Commissioner, T.C. Memo 1995-441, remanded (on a different

* issue), 152 F.3d 83 (2d Cir. 1998), where the taxpayer sought to treat a sale
.- asin part a capital contribution.:

'a:. ' if the 80% Votiﬁg"cdht‘rol rcdui_reﬁient of Section 351 is met, the
provisions of Section 367 W1H éqﬁpljr as thoﬁgh the transferor had
- received stock of the foreign corporation equal in value to the
- property transferred. See Int. Rev. Code § 367(c)(2), reversing the
.position taken in Abegg v.-Commissioner, 50 T.C. 145 (1968).

: b o Otheﬁ.vise,'unde‘l.' éﬁrrent law, the tfaﬁéfétor will be required to

. include any built-in gain in his or its U.S: gross income, as though the

- property had actually been sold, if so provided in regulations
promulgated by the Internal Revenue Service. Int. Rev. Code

| § 36700

< ¢, Priortothe Taxpayer Relief Act of 1997, however, different rules
applied. Built-in gain was taxable at 35% when a U.S. citizen,
:resuient corporatlon partnershjp, estate, or trust contributed property
o I_ toa taxable fore1gn corporatlon as paid-in surplus or as a contribution
"o capltal Int. Rev Code §§ 1491 and 1492(1) and (2)(A), as in
effect prior to August 5 '1997. For failure to file a return reflecting
such a contribution made after August 20 1996, a penalty equal to

35% of the gross reportable amount could have been 1mposed Int.
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‘fRev. Code § 1494(c), added by the Small Business Job Protectioh Act
of 1996. See LR.S. Notice 96-60, 1996-2 Cum. Bull. 227; LR S.
~ Notice 9718, 1997-1 Cum. Bull. 389; LR S. Notice 97-42, 1997-2
Cum. Bull. 293; andIRS ‘Notice 98-17, 19981 Cum. Bull. 688.

d. . To avoid this excise tax under prior law, the.transferor either had to

" elect to have principles similar to those of Section 367 applied to the |
' “transaction, or had to elect under Section 10_57' (also repealed by the
- Taxpayer Relief Act of 1997) to include any gain in his or its uU.s.
éross income, as though the property had actually been sold. Int. Rev.
e Code § 1492. Seel R S Techmcal Adv1ce Memorandum 9647004
. dated August2 19%.

% e “ - Note that the Tax Reform Act of 1984 deieted the ability ofa taxpayer .
" to-avoid the former excise tax by establishing in advance that the
transfer would not be in pursuance of a plan having as one of its

. principal purposes the avoidance of federal income taxes.

- 7; . For certain reporting requirements, see Int. Rev. Code § 6038B and Treas.
o R_eg{ § 1.6038B-1, requiringin certain instances the use of Form 926, Return
' by Transferor of Property to a Foreign Corporation.

a. '_Note that the reporting re(juirements apply' to transfers of intellectual
- ‘property made by a U.S. person that are not viewed as taxable

7 contributions to capital-.' ERE

b . _-There are 51gn1ficant penaltles for fallure to comply — i.e., the lesser
: _of $100, 000 (absent mtentlonal dlsregard of the law) or 10% of the
. value of the property transferred

I Transfers toa Forelgl_l Partnershlp -
A Under the law in effcct prior to the Taxpayer Relief Act of 1997:
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“'AU.S. citizen, resident, corporation, partnership, estate, or trust who

- contributed property to a foreign partnership was taxed at 35% on the built-in

" -gain, notwithstanding the provisions of Section 721 that impose no tax when
‘a taxpayer transfers property to a partnership in exchange for an interest in

‘ the partnersl'up Int Rev Code § 1491 as in effect pnor to August 5, 1997.

- See IR'S. Techmca] Adv1ce Memorandum 9618003*“dated Jartuary 17,1996,

and, with respect to the deﬁmtlon of “property,” United States v. Staﬁ"ord 727

" F. 2d, 1043 (11th Cir. _198_4)

| To av01d tlns exc1se tax the transferor was able to take elther of the two steps

described above avaﬂable toa taxpayer who contnbuted to the capital of a

~ taxable forelgn corporatlon in a transaction that failed the 80% voting control
= requirement of Section 351. ‘Int. Rev. Code § 1492, as in effect prior to

- August 5, 1997. See LR.S. Technical Advice Memorandum 9704004, dated
o October_-23',_ 1996; _I.R.S.;_Priy_ate Letter Ru_li_ng 9741037, dated July 14, 1997.

" Under current laW @ by regulatlon rules comparabIe to those in Section 367(d) may

- apply, or (ii) immediate gain recognition will be requlred to the extent provided in

regulations promulgated by the Internal Revenue Service if gain would otherwise be

recognized later by a non-U.S. person.

1.

See Int. Rev. Code §§ 721(c) and (d) and 367(d)(3), added by the Taxpayer
Relief Act of 1997.

Note that it is not yet clear whether immediate gain tecognition will be

. required with respect to transfers of property to domestic as well as foreign

partnerships. It appears, however, that the statute as worded gives the

government the authority to do so.

In addition, the reporting requirements under Section 6038B have been extended to

- cover certain transfers made by U.S. persons to foreign partnerships, effective with -

respect to transfers made after August 5, 1997. Reporting will be required if the
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f-*:transferor holds at least a 10% interest in the partnership after the transfer, or if the
-~ transferred property and any other property transferred to the same partnership by the ( o

© . same person or'a related person within the 12-month period ending on the date of the o
" most recent tranSfer is worth more than $100,000. - |

s 1 For srmphﬁed reportmg rules applrcable to transfers made before J anuary 1

.1998 see L. R S Notlce 98 17 supra

2. With respect to transfers made on or after Jamiery' 1, 1998, see Treas. Reg.
B § 1.6038B-2, dlreetmg that reportable transfers of property to forergn
“ ._ partnershlps be reported on Form 8865, 1nformat10n Return of U. S Persons
.. | Wlth Respect to Certam Forelgn Partnershlps -

'3."" " The penalties for noncompliance are substantial. First, there is a monetary |
' penalty .‘e'qlial to-the lesser of $100,000 (absent intentional disregard of the
*""law) or 10% of the value of the property transferred. Secondly, the transferor
. w111 be requrred to mclude in gross mcome any unrealrzed gam 1nherent in

e . | o | (




