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(Outline Date: June 1, 2003): - -~

GENERAL
L  Goals |
" A From a tax perspective businesses and individual taxpayers who acquire (by way of

development or otherwise) or dispose of 1ntellectua1 property want to secure the most

" favorable tax results. ~

B. - Ideally, the consideration teceived 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 a licensee 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, in an ideal world ifany party to the transactmn Ilves or transacts business

abroad, no adverse tax consequences will thereby arise.
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II.

Variables.

A. The actual tax. consequences of the acqms1t10n or transfer of intellectual property

depend upon a number of vanables See in this re gard the Dlscusswn Paper released

- by the Treasury Department on November 21, 1996 entitled “Selected Tax Policy
Implications of Global Electronic Commerce.”

B. Initially, it is important to know the kind of intellectual property — that is, its

character for tax pUIposes. _Fp: ¢xafnp1e_:. )

1. Is it a patent, a ébﬁyright, 'mow;how,:combute'r software, or a tfademark?

2. In the hands of the transferor, is it a capital asset or inventory-type property?
3. In the hands Vof the transferee, is the propérty depreciable?

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

property must determine the nature of the transaction. Specifically:
1. Does the transferor retain a substantial interest in the intellectual property?

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

... 3. Does the transaction involve a payment of compensation for services
- rendered?
'D.  Finally, the tax consequences of the transaction will often depend upon the nature of

. the consideration paid or.received. For.example:

1. Is the consideration to be paid in a lump sum or in installments?
2. Inthe case of an installment sale, is there stated interest?
3. Are payments contingent on productivity or sales? .
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4 Is an arm’s-length amount to be paid for the intellectual property?
5. Are expenses being prepaid? .

b Are the p.aymentﬁ,_squrced in the.United States or abroad?

-ACOQUIRING INTELLECTUAL PROPERTY, OTHER THAN

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

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

B.. A t_aﬁpayer who wants to develop or otherwise acquire intellectual property is

~concerned about the deductibility.of the acquisition costs under the tax code. '

o "'Moreover if the taxpayer has forelgn operatlons it Wlll be 1mportant to know

whether the costs are sourced in the Umted States or abroad

D. 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 withheld from the payments.

Developing One’s Own.Intellectual Pl’operﬁr. o

A '_ _ Deductlblht_:y _of_Reseerch and Exp erimen_tzﬂ Expeﬁdi_tu_res.

L. Historically, the tax code has included special provisions benefiting taxpayers
rwho develop their own 1ntellectua1 property. Probably the best-known
pI‘OVlSlOl’l is that deahng w1th the deductlblhty of research and experlmental

expendltures




.... . Normally, capital expenditures cannot be deducted currently. They must be

added to basis and may or may not be amortizable or deduct;l‘ole over time.

See Int. Rev. Code §§ 263(a) and 263A.

_a;  This latter so-called uniform capltahzation provision requires &
taxpayer to capitalize all direct and allocable indirect costs of tangible
(but not mtanglble) personal property produced by the taxpayer for

use in a frade ot business or an actwrty conducted for proﬁt

b. Under Section 263 A, tangible property includes a ﬁlm sound
7 recording, wdeotape book, or similar property See Treas. Reg.

'§ 1.263A-2(2)(2).

However, Section 174 of the tax code gives taxpayers two. optional ways to
“treat so-called research and experimental expenditures that are incurred in

" ‘connection with a trade or business and that ate reasonable (see Int. Rev.
N Code § 174(e), added by the Revenue Reconc1hat10n Act of 1989) under the
- cucumstances The umform capltahzatlon prov1srons do not apply to such
research and experlmenta.l expendltures See Int. Rev. Code § 263A(c)(2);
. Treas. Reg. § 1.263A-1(e)(3)(#1)(P) and (1i1)(B). -

a The expenditures can be deducted currently in‘ foll (Int; Rev. Code

§ 174(a)(1)) or, if they do not relate to depreciable property, they can '

be arnortlzed ratably over a perlod of not less than 60 months
begmnmg with the month in which the benefits from them are first
. realized (Int. Rev. Code § 174(b)(1)). - -

b Hence amortrzanon is avmlable Only durmg perlods when there is no
) property resultmg from the research act1v1t1es that has a determinable
useful life. For example, a taxpayer who deve10ps a process and

begins to deduct the attendant research and experimental expenses

T
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over a period of 60 months, beginning with the date on which the
= taxpayer first benefits from marketing products that result from the

process, must stop amortizing all unamortized amounts (and

. deprec1ate them mstead) once the process is patented See Treas.
-.Reg § 1. 174-4(a)(2) and (4) and the discussion of patent deprec.iatlon'

<. - later in this outline. -

C. A;lﬁleledtiqn td_amqgtize can be limited to a particular project (see
N __Treas Reg. § 1. 174-4(a)(5); LR.S. Private Letter Ruling 9830030,
dated Apnl 28,1998, deahng w1th specw.hzed software development

payments made to third partles) With respect to whether an election

T -to expense can be limited to particular types of research and
- .-experimental expenditures (see 1.R.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 l_nade, is
- binding — i.e., it'can be changed only with Internal Revenue Service
. consent. Int. Rev. Code § 174(a)(3) and (b)(2). See LR.S. Technical
" Advice Memorandum 9707003, dated October 31, 1997, and LR.S.
-+ Private Letter Rulings 9726022 through 9726028, dated April 1,

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

. original {in contrastto an amended) return, see L.R.S. Private Letter
- Ruling 66033159404, dated March 31, 1966.

However, an individual who chooses to expense his research and

- expetimental 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

s0, he will avoid any adverse impact under the alternative minimum




tax provisions, pursuant to which an individual’s alternative minimum
. taxable income must be determined by amortizing his research and
- experimental expenditures 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 participates. See Int. Rev. Code
§ 56(b)2), as amended by the Revenue Reconciliation Act of 1989;
'§ 59(e); and, with respect to the binding nature of the election, LR.S.

“Technical Advice Memorandum 9607001, dated October 31, 1995,
" and LR S. Technical Advice Memorandum 9746002, dated August 1,
- 1997 (deaiing"with the Sﬁaréholdér ofanS corporation).

oo - Note that, as written, the provisions-of Section 56(e) are available to

--corporations as well as individuals. See L.R.S. Private Letter Ruling
200117006, dated January 17, 2001, and L.R.S. Field Service Advice
- -200122005, dated February 7, 2001. -

. Whatever election a taxpayer makes, prepaid research and experimental
. expenditures may remain non-deductible until the research and experimental
- work is-actually performed. See Proposed Treas. Reg. § 1.263(a)-4(d)(3);

. Treas.Reg. § 1.461-1(a)(1) and (2); I.R.S. Private Letter Ruling 8939004,

. dated June 22, 1989. As to an accrual basis taxpayer and investors in a tax

-shelter, see Int. Rev. Code § 461(h) and (i). With respect to payments made
-+ with-borrowed funds repayable out of licerise fees, see LR.S. Private Letter
Ruling 9244021, dated July 13, 1992, and L.R.S. Private Letter Ruling
9249016, dated September‘S, 1992.

_ The re gulations define research and experimental expenditures as research
- and development costs in the experimental or laboratory sense. Treas. Reg.
- § 1-.17.4-2(a)(1).' This particular language has been in effect since 1957,




L e

g

- although an updated definition was pubhshed in the Federal Register on

October 3, 1994.

a. 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 .researeh:perfonne_d‘_by a third party under contract can

. qualify. Treas. Reg. § 1.174-2(a)(8).

"¢l However, qualified costs do not include the cost of acquiring another

" person’s patent or process (Tréas. Reg. § 1.174-2(a)(3)(vi)) or the cost
of obtaining foreigﬁ patents on iiﬁrentiohé covered by U.S. patents
. and patent applications owned and developed by others (Revenue
*__ Ruling 66-30, 1966-1 Cum. Bull. 55). See also LR.S. Technical
) Adv1ce Memorandum 9707003 dated October 31, 1996, describing

the trade or busmess requrrement

4. Inaddition, qualified costs do not include the cost of acquiring

| B depfeciable property'used in research activities. .See Elman v.
.Commzsszoner T C. Memo, 1997-318, 99-1 U. S T.C. 950,580 (6th
. Cir. 1999). See also LR.S. Field Service Adv1ce 200207006, dated
. ... November 1, 2001, dealing with sqf_tware_products used in research or

experimental activities,

*“Under regulations proposed in 1989, expenditures incurred after the point a

“product met its basic deeigh specificatiotis normally would not have qualified

as research and experimental expenditures, unless the expenditures related to

. modifications in the basic design made to.cure significant defects in design or

- toreduce costs significantly or to achieve significanily enhanced




... performance. Proposed Treas. Reg. § 1.174-2(a)(1) (1989). This time-line

approach was deleted from the definition of research and experimental

expenditures proposed in March of 1993. Now, under the updated definition

A 'pubhshed in ﬁnal form in 1994

a. - Amounts thata taxpayer_ spends to discover information that will

‘eliminate uncertéinty concerning the development or improvement of
 aproduct will qualify if the information already available to the

'taxpayer does not establish (1) the capab1l1ty or method for developing
or improving the product, or (ii) the appropriate design of the product.
For this purpose, the nature of the product or improvement and the

o level of technological advance are not relevant. Treas. Reg.

L sLm2Em.

‘b, The cost of testing to determme whether the desi gn of a product is
o appropmate in contrast to mere quahty coutrol testing, can qualify as
 aresearch and expenmental expendlture Treas. Reg.
§ 1. 174-2(a)(3)(1) and (4).

" At présent, the costs of developing computer software (whether or not it is

'pateﬁtéd Orlf(‘)'l'mally 'copyrig:hfed) can be treated like research and

o experlmental expenditures. Séc Revenue Ruhng 71-248, 1971-1 Cum. Bull.

/55, LRS. Private Letter Ruling 9551002, dated September 14, 1995. But see
:"I.R.S. Technical Advice Memorandum 9449003, dated August 25, 1994,
where the Internal Revenue Service concluded that the taxpayer had

.. purchased (not c_i_c_veloped) computer software programs for computer games.
. Sllmlar conc_.lus_ions, are reflected in LR.S. Field Scwice Advice 199930016,

- daled April 27,1999,

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

" rather than immediately déduct, computer software development costs

8
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---could do so over five years from the completion of development or

. over a shorter period where the developed software was shown to
have a shorter useful life. Revenue Procedure 69-21, 1969-2 Cum.

- However a taxpayer can now depreclate (under Int. Rev. Code

- § 167(f)( 1)) the cost of depreclable computer software to which the

tax code provision deahng with the amortization of intangibles (Int.

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

.- months from the date the property is placed in service. Thus, the final
- regulations under this provision- (Treas. Reg. § 1.167(a)-14(b)(1))

. prospectively modify-the approach taken in the 1969 revenue

procedure, fo permit a.taxpayer who develops depreciable computer

software in-house to amortize the development costs ratably over a

o .Period of 36 months beglnnrng 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
©3).

The 1969 revenus procedure .has'nour. been superseded by Revenue
" Procedure 2000-50, 2000-2 Cum. Bull. 601 , permitting a taxpayer
| (1) to expense computer software development costs, (ii) to amortize
E thern ratably over 60 months from the completron of development, or
o (iii) to amortize them ratably over 36 months ﬁom the date the

soﬂware is placed in service. |

Some concern has been expressed about the applrcabrllty of the

=;umforrn capltahzatron rules of Section 263A to the costs associated

L EWI th the d evelopment of computer software since the regulations

. i"':deﬁne tangrble personal property to 1nclude “vrdeo tapes . and other




- similar property embodying words, ideas, concepts, images, or
-sounds.” Treas. Reg. § 1.263A-2(a)(2)(i1). However, Treasury
.. Decision 8482; 1993-2 Cum. Bull. 77, at 81, confirms that so long as

Revenue Procedure 69-21, supra, remains in etfect taxpayers will not

be requ:red to capltahze computer software development costs. See |

) | also the preamble to Proposed Treas Reg '§ 1.174-2(a)(1), appearing -
o atl993 lCum Bull 904

. Note that the Internal Revenue Service has now taken the position that
Year 2000 software update costs (i) may generally be treated in the

* same way as software development expenditures, but (i) normally
will notqualify for the research credit. Revenue Procedure 97-50,

--1997-2 Cum. Bull..525.:

f - Note also that the Intemal Revenue Service may treat web site
| development costs as ineligible for the spe(nal treatment afforded

_. _. __computer soﬁware development costs See BNA Daily Tax Report
No. 222, at G-2 (Nov. 16, 2000).

In the past the tax code has perm1tted a taxpayer to claim a research credit.

- _ To avo1d a double benefit, the deducuon othervwse allowed for research and .

experlmental expendltures must be reduced by any research credit available
_ ;wuh respect to these expendrtures unless the taxpayer irrevocably chooses to
.. reduce the credrt by the taxes deemed saved by not offsetting an amount
equal to the credit agamst other\mse allowahle deductrons Int. Rev. Code
§ 280C(c)

Wlth respect to the ab111ty to mcrease the assets of a controlled forergg
| ) ogporatmn by the research and exper1mental expendltures that it incurs over
| , _1ts three most recent taxable years for purposes of determining whether the _

| passive forei gn mvestment company (PFIC) provisions of the tax code apply

10
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N -4 toits U.S. shareholders, see Int. Rev. Code § 1298(e)(1), added by the
Omnibus Budget Reconciliation Act of 1993, as well as the discussion of this

provision later in this outline.

. Activ_ities. -

. :Smce a domest1c taxpayer w1th forelgn source 1ncome 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 elther may deduct for U.S. tax purposes the
R mcome taxes that the taxpayer pays abroad (Int. Rev. Code § 164(a))
| .or subject to many hmrtatlons - may credit credlt these taxes against his or
its regularU S. tax 11ab111ty (Int Rev Code § 27). See Int. Rev. Code

N o - '. :.' | .. h " § 59(a) deahng w1th the alternatlve minimum tax foreign tax credit.

“boo Ifa taxp'ayer chooses the credit instead of the deduction, the credit for
foreign taxes paid on income of the same kind — i.e., which falls
. | 'w1thm a partrcular forelgn tax credrt basket — cannot exceed that
: | proportton of the taxpayer s total U S. tax liability, which the
| ‘taxpayer’s taxable income from sources out31de the United States
) within that fore1gn tax credrt basket bears to the taxpayer’s entire
| _ " taxable income for the same year Int Rev Code § 904(a) and {(d).
N Hence the taxpayer rnust determme the source of the items of gross
: mcome and of the deductlons shown on the taxpayer’s U.S. tax return,
in order to determme the source of the taxable income shown on the
- _' | return Wlth respect to the forergn tax credit basket to which patent

| royalty income belongs, see Amerzcan Air quuzde, Inc. v.

11

By« Allocating Research and Experimental Expenditures Between Domestic and Foreign




~Commissioner, 116 T.C. 23 (2001) aff’d, 2002-2 U.S.T.C. 50,628
~ {Sth Cir. 2002). ' '

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

must be apportioned between the taxpayer’s U.S. and foreign source income
w1th1n the class of gross income to which the taxpayer’s product research

| act1v1t1es are related The a.Ilocatton rules now in eﬁ'ect have a long history.

a. . 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 portlon of Treas. Reg. § 1.861-8
_(promulgated in 1977) dealmg \mth the allocation of research and
- experlmental expendltures but only w1th respect to a taxpayer’s first
' two taxable years begmmng after August 1, 1989 and during the first
six months of a taxpayer s first taxable year beginning after August 1,
1991. Int. Rev. Code § 864(f)(5), as amended by the Revenue
- Reconciliation Act.of 1990 and the Tax Extension Act of 1991.

) b Thereafter, effectlve .Tutle 23' .1992 the Intemal Revenue Service
o _ ‘announced that it would not requlre a taxpayer to apply Treas. Reg.
§ 1. 861 8(e)(3) durmg the last six months of the taxpayer’s first
' taxable year beglnmng after August 1 1991 and during the
_ :-1mmed1ately followmg taxable year prov1ded that the taxpayer used a
. prescnbed transmonal method of allocation based upon the expired
B tax code provxsxon (Revenue Procedu.re 92-56, 1992-2 Cum. Buil.
- _‘ 409). The Omnibus Budget Reconcﬂlatlon Act of 1993 reinstated
~ Section 864(t) but only for a taxpayer s first taxable year (beginning
' lon or before August 1, 1994) followmg the last taxable year to which

12
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c.

- ‘Revenue Procedure 92-56 could have applied. See LR.S. Field

Service Advice 199918027, dated'May 7,1999.

To date, _Sectlon 864(f) has not been extended although the

Admnnstratlon has in the past supported a revenue-neutral extension

‘of this provision. Thus, Treas. Reg. § 1.861-8(e)(3) applies in taxable

years beginning after August 1, 1994. However, proposed changes in
~ this regulation were publlshed in the Federal Regwster on May 24,
1995 and have since taken effect |

- .- With respect to the allocation of research and development expenses
© " between a parent corporation and its export subsidiaries for a different
i+ purpose, see The Boeing Co. v. United States, 537 U.S. 437 (2003).

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

appllcable in taxable years begmmng affer 1995) which are based in part on

o the Treasury Department’s study entltted T he Relatzonsth Between U.S.
' Research and DeveIOpment and Forezgn Income a study that was issued on
May 19 1995

Expendltures made solely to satlsfy the legal requirements of a

governmental ent1ty w1th respect to the nnprovement or marketing of

products or processes are allocable to the geographlc area within

'whlch the test results are reasonably expected to generate all but a

de minimis amount of gros_s income.

Under. the sales method, a taxpayer may apportion 50% of the
“taxpayer’s other research expenditures to U.S. (or foreign) source
- income if over 50% of the taxpayet’s research activities are conducted
* .- in the U.S: (or abroad), and the balancé of the expenditures must then

" be apportioned based on sales. = * ¢

13




¢. - Alternatively, a taxpayer can choose the optional gross income
methods of apportionment pursuant to which 25% of the taxpayer’s
other research expendltures must generally be apportioned to U.S. (or

" forei gn) source income 1f the over-SO% test is met.

- ~d.-  FEither method chosen by a taxpayer must remain in effect for at least

. five taxable years.. -

4. F.or a case applying the regu_l_eti'orras ih'effect_ for:'197 8 through 1981, see The

Perkin-Elmer Corporatr'on v. Commissioner, 103 T.C. 464 (1994). See also
. Intel Corp. v: Commissioner, 67 F.3d 1445 (9th Cir. 1995). With respect to
- . the use of the same method of allocation for all purposes, see I.R.S. Field
~ Service Advice 200207012, dated November 13; 2001.

. Credit-for Increasing Research Activities.

1 In the past taxpayers mcreasmg the1r research act1v1t1es durlng the current

| year or undertakmg bas1c research have been able to offset their tax liability
| by the research credit avaﬂable under the tax code wrth respect to certain
qualifying expenditures. Int. Rev. Code § 41 (formerly § 44F, and then § 30).

" _' a "_The research credit, aﬁer havmg becn extended in 1991 to cover
o _. amounts pard or mcurred through Jurre 30 1992, expired in 1992; was
- temporanly remstated by the Ommbus Budget Reconciliation Act of
1993 to cover amounts pa1d ot mcurred through June 30, 1995; was
subsequently remstated by the Small Business Job Protection Act of
1996 to cover only amounts paid or incurred after 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 incurrcd from
~June 1,-1997 through June 30, 1998; and was extended by the Tax and

Trade Relief Extension Act of 1998 for yet another year, to cover

14
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expenditures paid or incurred from July 1, 1998 through June 30,
°1999. | i '

- ‘ b _ Legislaﬁon enaeted in‘ 1999 eatendect the reseatch credit again, but
- - this time fora longer period of time: Ehglble expendttures now"
| 'Vmclude those paid or. mcurred from July 1, 1999 through June 30,
| ‘ _.2004 Fora dlscussmn of the impact of the credlt suspension periods
.mcluded in the 1999 leglslatlon see LR.S. Notice 2001-2, dated
- January 8, 2001, 2001-2 Int. Rev. Bull. 265, and L.R.S. Notice
2001-29, 2001-29 Int. Rev. Bull. 989. - .

s c .. - President-Bush proposed a permanent eitension of the credit, which
‘was included in the Senate amendment to:the Economic Growth and
- Tax Relief Reconciliation Act of 2001 (H.R. 1836) but dropped in

conference.

" There are two components-to the research credit.‘The first is an incremental
credit; equal under the general rule to 20%.of a taxpayer’s qualified research
-expenditures above a base amount, which reflects that portion of the
taxpayer s average gross recelpts over the past four years deemed to have

" been s spent on quahﬁed research | |

@+ 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
-1 1993), which was liberalized by the 1996'legislation.

| b. In any event however, there is a minimum base amount and because
N _ of the minimum, the incremental credlt under the general rule can
equ_al no more t_han 10% of __a_taxpay_er S _q_‘_lahﬁed_research

| _ .expenditur_;ea for the current year. .

15 .




. There is also an elective alternative incremental credit, added by the 1996

legislation (Int. Rev. Code §41(c)(4)) and subsequently liberalized, consisting

of the sum of three amounts, all based upon the amount by which a

taxpayer s current quahﬁed research expendltures exceed a defined pomon of

" the 1 taxpayer s average gross receipts over the prior four years (Y). See -
" Treas Reg. § 1.41-8, mdlcatmg that the alternatwe incremental credit must

" be elected on Form 6765, Credit for Increasmg Research Activities,

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

b, .. Then the taxpoyer must determine the extent to which the taxpayer’s -
- current qualified research expenditures exceed (i) but not (if) (Amount
A), (ii) but not (iii)} {Amount B), and (iii) (Amount C).

c.  The alternative credit now equals 2.65% of A, 3.2% of B, and 3.75% -
- of C; and an election to.-use it may be revoked in subsequent years
- only with the consent of the Internal Revenue Service. See LR.S.
- Private Letter Ruling 200019003, dated February 2, 2000.
Certain basic reqlﬁrémenrs 'rr_mst be met before eithér the traditional or the

alternative incremental research credit may be claimed. Proposed regulations

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

the end of 1998 and were published in the Federal Rogister in final form on
- January 3, 2001. However, the Bush Administration postponed their
.. effective date. See L.R.S. Notice 2001-19; 2001-10 Int. Rev. Bull. 784,
indicating that any changes would be set forth in proposed regulations and
 that the regulat1ons (other than the prov181ons deahng with internal use
| software) would in no event take effect before completion of their review.
New proposed regulations were pubhshed in the Federal Register on
December 26, 2001, and, once finalized, will apply in taxable years ending
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*on or after December 26, 2001, subject to the general post-1985 effective -

- date for the internal software rules discussed below. However, taxpayers

may choose to rely on the proposed regulations before they are finalized.

“j‘"'Qualiﬁed"rqsearch_'__e_xpenses 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

conducted on the taxpayer’s behalf in cases where the taxpayer must

" bear the costs e{ren if the' research efforts are unsuccessful. See Treas.
- Reg,'§1.41-2(e) and Int. Rev. Code §41(b)(3)(C), added by the Small
"~ " Business Job PrdteCtion ‘Act of 1996. The Internal Revenue Service

- 'has proposed 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 options, see Sun Microsystems v. Commissioner, T.C. Memo
'1995-69. With respect to overhead and depreciation, see LR.S. Field
© Service Advice 200219001, dated September 21, 2001.

- Qualified research must also be involved. See a proposed

Coordinated Issue Paper addressing whether the redesign of a kitchen

N . toaster involves qualified _researc__h,‘ reprinted in BNA 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 discovering technological information, the application of
* which is intended to be useful'in the development of a new or
jmproved business component, and the research cannot be conducted
* outside the United States, Puerto Rico or any United States
"+ possession. See Int. Rev. Code § 41(d). The standards set forth in the
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.. final but subsequently withdrawn January 3, 2001 regulations and, in
~ particular, the requirement that the research be undertaken to obtain
knowledge exceeding, expanding or refining “the common knowledge

of skilled professionals in a partlcular field of science or engineering”

“TSvere criticized. See Treas, Reg § 1. 41-4(a)(2) (7) The final (Treas.

“Reg. §1 41 -4(a)(3)) and currently proposed regulations drop the
*so-called dlscovery test and rely 1nstead on the discovery principles

' under Sect10n 174.

~.In a\ddition_,‘the research cannot be fu;ided by another person, such as
. +the federal government. The old regulations provide 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
‘petson performing the research for another retains no substantial

rights in the results of the research, and (iii) to the extent a researcher

e Who-ret_a,ins 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,
redesignated as Treas. Reg. § 1.41-4A(d) in the final regulations. See
Lockheed Martin Corp. v. United States, 210 F. 2d 1366 (Fed. Cir.

*'2000), aff’g in part and rev’g in part 42 Fed. CL 485 (1998), dealing

“with expenses incurred in 1982 through 1988 by a corporation that
" was deemed to have retamed substantlal rights in the research it

: performed

- The Internal _Revenue Service has treated research as having been

+... - funded where payment by the third party was expected and likely to '

. -bemade. See Fairchild Industries, Inc. v. United States, 30 Fed. Cl.
..839 (Ct. Cl. 1994), rev’d, 71 F.3d 868:(F. Cir. 1995), where the

.. .’government’s position was rejected on appeal, and LR.S. Technical
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- Advice Memorandum 9410007, dated November 30, 1993. With
* respect to research funded by a member of the same controlled group
(and hence not viewed as funded research), see LR.S. Technical
" Advice Memorandum 8643006, dated July 23, 1986.

e,

- “Not all expenses to - which the research and experimental provisions of

.. .- Section 174 apply qualify for the incremental credit. See Int. Rev. Code
- § 41(d)(1)(A)

a. For example, a taxpayer who has not begun trade or business

- operations may be unabie to cla1m the incremental credit, but research

expendltures mcurred in connectmn with a start-up business venture

o .are generally deductlble Sec Int Rev Code § 41(b)(1) and (4); Snow

v. Commzsszoner 416 U. S 500 (1974), Scoggms v. Commissioner,

| 46 F.3d 950 (9th Cir., 1995) Compare however LR.S. Technical

~ Advice Memorandum 9604004, dated October 17, 1995, and LDL
t. 7' Research & Developme_nt I Lta’. v. Commzsszoner, 124 ¥.3d 1338
_ ( 10th Cir. 1997), in Wthh f_he feciuisite traide or business standard

“.ul_lder Int, Rev. Co'de.§17'4 was found not to have been met.

b. - Similarly, product development costs may not qualify for the

* " incremental credit but may constituté qualified research or
& experlmental expendltures under Section 174. See H.R. Rep.
| No. 103-213, 103rd Cong., 1st Sess 522 (1993), Eustace v.
.Commtsszoner 312 F.2d 905 (7th Clr 2002), LR.S. Technical Advice
~ Memorandum 9522001, dated December 21, 1994; Treas.
| Reg. § 1.41- 4(_b)(1) (both final an_d as_ currently proposed).

¢’ The Internal Revenue Service has taken the position that wages paid

- to employees of an in-house patent department do not qualify for the

* " incremental credit, even though they are eligible research or
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- :experimental expenditures under Section 174. See LR.S. Field

. Service Advice'200131-007, dated April 23, 2001.

. In addltlon the mcremental crecht is not generaﬂy available with

_.xrespect fo. 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

* research or a production process developed through qualified
research. See Int. Rev Code § 41(d)(4)(E)' ILR.S. Notice 87-12,
| 1987 1 Cum Bull 432 the govemment’s 1nterna1 use software audit
plan publlshed in BNA Dazly Tax Report No 145, at L-1 (July 29,
N 1996) 84 Tax Notes 1375 (Sept 6 1999), referrlng to an ISP
.Coordlnated Issue Paper deahng w1th commercial software packages;
Y United Statzoners, Inc V. Umz‘ed States 982 F. Supp. 1279 (N.D. Iil.
| 1997), aff’d 163 F.3d 440 (7th Clr 1998), cert. denied, June 21,
_"3”""1999 Tax andAccounﬁng Soﬁware Corp v. United States, 301 F.3d
.‘ 1254 (IOth Cir. 2002), rev’g and remandmg 111 F. Supp. 2d 1153

o (N D. Okla 2000) chor Tnc. v. United States, 116 F. Supp. 2d 1028

(E.D. Wls. 2000), and Norwest Corp. v. Commissioner, 110 T.C. 454

. .(1998). See also Revenue Procedure 97-50, 1997-2 Cum. Bull. 525,

: . generally precluding a research credit for year 2000 costs.

B Uﬁ_der proposed regatatiens pub_lished in the Federal Register on
January 2, 1997, hoWevef the incremental credit was made available

B 'w1th respect to mtemal-use software that was innovative and not

: _ | commermally avallable for use by the taxpayer, and the development

'of which 1nvolved significant economic risk. Proposed Treas. Reg.

. § 1.41-4(e)(5) (Jan. 2, 1997). The final and currently proposed

... regulations include this provision, as well as a provision making the

... credit available with respect to-the cost of software developed for use

20
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in providing computer services. Treas. Reg. §1.41-4(c)(6). The

- “exception in the 1997 proposed regulations for costs associated with
 making certain non-computer services available to customers has

" been deleted.

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

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

educational instifution or scientific organization for basic research that has no

specific commercial objective. "+

a.

The credit is equal to 20% of qualifying expenditures above a floor,

adjusted upwards where the corporation’s non-reseatch giving to

" educational institutions goes down from priot periods.

. 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 peri_od' ending just before their first taxable year

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

B _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%.

With respect to the treatment of research grants made to a tax-exempt
recipient, see Int. Rev. Code § 512(b)(8), that excludes from the

unrelated business taxable income of a college, university, or hospital

* income derived from research, not incident to commercial or

industrial operations, performed for another person. See also

Revenue Procedure 97-14, 1997-1 Cum. Bull. 634, discussing the
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g circumstances under which a research agreement can result in private
_ business use under Int. Rev. Code § 141(b) and preclude a tax-exempt
organization from issuing tax-exempt bonds to fund its research

. Both components (S_f the research credit will reduce a taxpayer’s deduction for

research and experimental expenditures unless the taxpayer irrevocably elects

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

equal to the credit against the otherwise allowable deductions. Int. Rev. Code

§280C(c).

. With respect to the research credit, see generally the Internal Revenue

Service’s MSSP Audit Teclmique Guide for Computers, Electronics, High

- Tech Industry, published in BNA Daily Tax Report No. 167, at 1-1 (Aug. 28,

1998), discussing the tax treatment of research and development costs. See

- also the proposéd amendments to Treas. Reg. § 1.41-8 (redesignated as

§ 1.41-6 by the December 26, 2001 proposed regulations), dealing with the

" computation of the research credit available to members of a controlled group

of corporations.

For the credit available for expenses incurred before 1995 and after June 30,

1996 in the clinical testing of drugs intended to combat rare diseases, see Int.

Rev. Code §45C (formerly § 28). A'p'érmanent extension of this credit was
included in the Taxpayer Relief Act of 1997.

Copyright ExQénditures. "

L

- 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
. currently deductible. Treas. Reg. § 1.263(a)-2(b). Moreover, Section 197,

dealing with the amortization of intangibles, does not apply to the costs
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associated with a self-created (in the traditional sense) copyright. See Int.
Rev. Code § 197(c)(2) and ()(4)(C).

However if the copynght is used in the taxpayer s trade or business or

e -mcome-producmg act1v1ty, and: these costs: are nelther deducted-as research- -

- and expenmental expenchtures under Section 174 nor subject to the uniform

- cap1tallzat10n prov151ons of Section 263A it appeats that they can be
.deprecmted over the useful life of the copynght See Int. Rev. Code
g 167(f)(2), Wh.lch apphes to copyrlghts and LRS.T echnical Advice
Memorandum 9326043 dated Apnl 2 1993 |

a. - The regulations under Int. Rev. Code § 167(f)(2) (Treas. Reg.
© §1.167(a)-14(c)(d)) support the availability of depreciation under the
= _ circumstances. Cf. LR.S. Private Letter 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

r_egul_ations proj eet_ on the.amortization Qf copyrights.

| .' b. | | The regulatlons expressly recogmze the stralght-lme method of

R deprecmtlon over a copyrl ight’s remalmng useful 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.

e § 1.167(a)-14(c)(4); Revenue Ruling 89-62, 1989-1 Cum. Bull. 78;
LR.S. Technical Advice Memorandum 8501006, dated September 24,
1984). The computation of depreciation under the income forecast
method is discussed in Proposed Treas. Reg. §§ 1.167(n)-1 through
1.167(n)-7.
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“¢. - Nevertheless, the effect of the Copyright Act of 1976 has been to
extend the depreciation period be_Vond one that is useful for tax

purposes where the taxpayer is unable to estabhsh a shorter useful
| :Ilfe See Revenue Ruhng 73- 395 1973 2 Cum. Bull. 86. Prior to

of the author plus 50 years or, in the case of a Work for hire, for -

75 years from the year of ﬁrst pubhcatlon or, 1f sooner, 100 years

ﬁ'om the year of creatlon The Sony Bono Copynght Term Extension
| Act, enacted in 1998 repIaced 50 75 and 100 years with 70, 95 and

120 years, respectlvely

- ._ d " ._Query whether Proposed Treas Reg § I 167(a) 3(b)(1) will permit

amoruzatlon over a deemed useful life of 15 years

- "The regdlatiODS' provide that if a copyright becomes worthless in a year
‘beforé‘it expires, the taxpayer can deduct the unrecovered costs in that year.

- Treas. Reg. § 1:167(a)-6{a); Treas: Reg. § 1.167(a)-14(c)(4). If the copyright
‘13 abandoned, the taxpayer may also be able to write off the unrecovered

| costs when the abandonment occurs. See Revenue Rulmg 73-395, supra; Int.

Rey_. Code__ § 123_4A as amended by the Ta};p_a_y_er_ Relief Act of 1997.

“Note also that the so-called uniform capitalization provisions now generally

" apply to amounts spent to secure and produce a copyright for a film, sound

. recording, Vid‘eotape; book, or the like; and when these rules apply, a

taxpayer will be required to add these amounts to the cost of producing the

- film or such other property. Se¢ Int. Rev. Code § 263A(b) and (h); Treas.
B Reg § 1 263A-2(a)(2)(11)
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E.

Trademark Expenditures.

, '.""“expen dltures

Capital expenditures connected with the development and registration of a

trademark are treated dlfferently from research and experrmental

Since 1986, it has not been possible to amortize trademark expenditures over

. a penod of 60 months or more. Section 177 (that dealt with any capital

expendlture dlrectly connected Wlth the acqulsltron, protection, expansion,

'reglstratlon or defense ofa trademark not acqulred by purchase either

separately or as part of a busmess) was repealed by the Tax Reform Act of

1986, o

' The repeal of Section 177 left the taa code p_rovision (Section 167(r)) stating
that 'trademark'eapenditures ‘(apparen'tly however acquired) were not
N deprecrable whrch 1tself was repealed by the Revenue Reconcﬂlatlon Actof

N 1989

Thus, after the 1989 legislation, trademark expenditures with a limited useful
life became depreciable Presumahly, Congress felt that this change in the

. law would not prowde a 51gmﬁcant tax benefit because that portion of the

House Report dealing with the repeal of Sectron 167(r) states that “[i]t is

... expected that no deduction will be allowed . . . for any amount that is
-+ payment for an asset with an indeterminate useful life.” H.R.: Rep. No.
- 101-247, 101st Cong., 1st Sess.. 1350 (1989).

“ The Ommbus Budget Reconerhatlon Act of 1993 has changed the rules once

agam A taxpayer who develops a trademark held in connectlon with the

conduct of a trade or business or an income-producing actrvrty will now be

. .able to amortize his-or its trademark expenditures over a period of 15 years.
. See Int, Rev. Code § 197(c)(2) and (d)(1)(F); Treas. - -~ '
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A.

intellectual property rights from a third party in exchange for royaltles payable

Reg. § 1.197-2(d)(2)(ii)(A).

. Licensing Property from a Third Party. -

| Inatead-of developing intellectual.'property, al taxpayer may decide to license

.- periodically.

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

' busmess expense when pa1d or accrued

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

upon the nature of the intellectual property 1nvolved and upon whether or not
a sale is deemed to have occurred a sub;ect that is discussed later in this
' outlme See also Revenue Rullng 81 178 1981 -2 Curn Bull 135,

'd1st1ngu1sh1ng royalues from compensatlon for services rendered and Speer-

V. Commzsszoner T.C. Memo 1996-323, in which the government sought to

- characterize license payments_as-_a:constructlv_e dividend.

| Note that even 1f there is also an up front lump sum payment the transaction

can be charactenzed as a hcense rather than a sale for tax purposes.

- If a taxpayer takes a non-exclusive license under a patent or secures a non-exclusive

license to use a copyright or know-how, the taxpayer will-not be deemed to have

purchased an asset. However, the ability of the taxpayer to-deduct any annual

- royalty payments currently as an ordmary and necessary busmess expense is

1mpacted by Sectlon 197 and the regulatlons recently ﬁnahzed thereunder (discussed

: _below)

s Although the House Report on'the Omnibus Budget Reconciliation Act of

1993 (H.R. Rep. No. 103-111, 103rd Cong., 1st Sess. 761) indicates that
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- Section 197 was generally not intended to apply to amounts that were not

required to be capitalized under prior law, as a general rule, Section 197

apphes to any rlght to use an 1ntang1ble that, if acquired outnght would have

- | been covered by Sectlon 197 See Treas Regs § 1 '197~2(b)(1 1)

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

-property will be unable to deduct the license fees on essentially a pay-as-you

go basis. : There are three exceptions in the final regulations, one developed

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

.a; .-~ In general; the first exception covers licenses of know-how (or certain

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

2(c)(13).

b. A second exception covers e.Ii.cen.s.e- reiatiﬁg toa .patent, copyright,
. know-how, or similar property, so long as the license fees are
" arm’s-length in amount and the license does not involve a transfer of
all, or an undivided mterest in all, substantlal rlghts to the underlying
’ 'property Treas Reg § 1. 197-2(1)(3)(11)

“¢. . . 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 Treas. Reg. § 1. 197-2(f)(3)(111) See LR.S.
' anate Letter Rulmg 200137013 dated June 8 2001.

- As aresult of these exceptions, all fees paid by a taxpayer who takes a non-
* exclusive license under a patent.or secures a non-exclusive license to use a
~.copyright or know-how should continue to be deductible on an essentially

. pay-as-you go basis.. The actual timing of'a deduction may depend upon the
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- taxpayer’s method of accounting. See Treas. Reg. § 1.167(a)-14(c)(2) and
- Treas. Reg. § 1.197-2(a)(3). -

However if the con31derat10n due con31sts in whole orin part of an up-front

. payment ratably over the term of the license. See LR.S. Field Service Advice

199941018, dated July 12, 1999, dealing with the amortization of the value of

-stock warrants granted to a licensor of technology;

Also, under appropriate circumstances, the taxpayer may be required to add

- each-annual royalty payment 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)(i)(U)-and the discussion below relating to trademarks.
With respect to-the capitalization of patent royalty payments and their

inclusion in ending inventory, see Plastic Engineering & Technical Services,

- Inc., T.C. Memo 2001-324.

C. - Ataxpayer who licenses computer software on a non-exclusive basis for use ina

-+ drade or business must today also focus upon the impact of Section 197.

In the past a taxpayer who hcensed computer software on a non-exclusive

basis for use in a trade or business was able to deduct the lease payments

‘currently under Treas. Reg..§ 1.162-11, dealing with rental payments. See

- . Revenue Procedure 69~21,Supra.'u o

. _;The regulatlons under Sectlon 167 recogmze thls provision (Treas. Reg.

§ 1. 167(a) 14(b)(2)), SO that a taxpayer who licenses computer software on a
non-exclusive basis for use in a trade or business or an income-producing

activity will typically be treated just like a business lessee for tax purposes if

.the consideration is payable in the form of an annual royalty, provided that

- the computer software, if purchased outright, would not have been
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1.

- amortizable only under Section:197 (see the discussion below). - This

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

On the other hand 1f the cons:deratron under the same cu‘cumstances consists

R of a smgle up—front lump surn payment it appears that under the' regulatlons e
. the taxpayer will be requlred to amortize the payment ratany a period of 36
 months. See Treas. Reg. § L. 167(a) 14(b)(1) Cf. Proposed Treas. Reg.
§ 1 263 (a)-4(c)(2), stating that amounts pald for a non—excluswe license of

- readlly avallable soﬂware wﬂl be deemed to have been pa1d to purchase the

Pr operty

-~ If the license relates to a trademark, a relatively complex set of tules in the tax code
-+ will apply instead. -Significant changes were made in these rulés 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 freated as a

-sale for tax purposes (see Int. Rev.'Code § 1253(a) and (b)(2), discussed later
. 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. " Aré payable at least annually throughout the term of the transfer

" agreement; and

e Are':':substantial'ly equél 'in'érhouht or payable under a fixed formula.

. .Int. Rev. Code. § 1253((1)(1), as amended by the Revenue Reconciliation Act -
. 0f 1989.
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- 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 amortrzable Over no more than 10 years, a series of

substantlally equal payments made in drscharge of a Iump sum totaling no

| :'Lf:i‘more than $100 000 1f payable over more than 10 years orthe term of the

- 'hcense agreement were deductrble when pald certam other amounts were

" 'amortrzable at the taxpayer s electlon over a perrod of 25 years; and
othermse the taxpayer was requrred to capltahze the royalty payments and
 was able to depreerate them over the useful life of the acqmred property if a
limited life was ascertainable, Int. Rev. Code § 1253(d)(2) and (3), as in

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

- Budget Reconciliation Act 0f 1993. For a case decided under the law as in

- effectin 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
.. 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 a period of 15 years. See Int. Rev. Code § 197(0)(2) (d)(1XF), and
(DA)(C); Treas. Reg. § 197-2(0)(10).

a ThlS provision applies, for example, to the cost of renewing a license
to use a trademark. See Int. Rev. Code § 197(£)(4)(B).

b. . Although the statute states that, to the extent provided by regulation,
o Seetron 197. wilIl not appiy to any 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

.'§ 197(e)}(4)(D)), the final regulations do not extend this exception to a
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trademark license that extends for less than 15 years. Treas. Reg.

§ 1.197-2(c)(13)(@)(B).

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

P

taxpayer with srgnlﬁcant gross recelpts who acqwres property for resale must
- 'capltalrze (as part of the cost of the property) all d1rect and 1nd1rect costs
associated with the productlon or acqmsmon of the property Int. Rev. Code
: § 263A(a) and (b)(2) Indirect costs 1nclude the fees mcurred to secure the
right to use a trademark associated vmh property produced or acqulred for
- resale. Treas. Reg. § 1.263A-1(e)(3)ii)(U).. Presumably, any such fee will,
to the extent currently deductible under Section 1253(d)(1) or 197, be subject
... to.the provisions of Section 263A. |

Likea taxpayer wrth fore1 gn source 1ncome Who incurs research and experimental

expenchtures, a non- exclusrve hcensee wrth both forergn and domestic operations

‘ :must determme the source of the hcensee S royalty payments in order to determine
| the forei, gn tax credlt avallable to offset hrs or 1ts U S tax hablhty (see the discussion

o above)

1..- - Here, there are no-special rules.  Instead, the licensee must seek guidance
- under the general tax code provision pursuant to which, in general, expenses
and deduct1ons must be apportroned ﬁrst to the items of gross income to
' whlch they relate, and then to the extent a deﬁmte allocation cannot be
made, ratably arnong all 1tems of gross mcome Expenses and deductions
' allocated to gross income deemed to be sourced abroad will reduce foreign
source income, and, conversely, expenses and deductlons 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).
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2. - For certain rules allocating deductions, see Treas. Reg. § 1.861-8 and

Temporary Treas. Reg. § 1.861-8T.

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

~claimed by any member of an-affiliated grOup;"seetlnt:fRev;'Code'§'864(e).' e

o ‘ “ A non—exclusrve l1censee who 1s not deemed to have purchased intellectual property

' and who makes z alty payments toa non-re31dent ahen 1nd1v1duaL a foreign

| | orporatlon, ora forelgn Dartnershm must determme whether U S. taxes are required
to be wrthheld from each payment '

1 " If the payments 'constitute aroyalty for the use of, or the privilege of using, a
- patent, copyright (see Revenue Ruling 72-232, 1972-1 Cum. Bull. 276),
secret process and formula, or trademark in the United States (see Int. Rev.
- Code §§ 861(&)(4) 871(a)(1)(A), and 881(&)( 1)), withholding at the statutory
~ rate of 30% or at the lower treaty. rate wﬂl be requlred (see Int Rev Code
B §§ 1441 and 1442 SDI Nerherlands B V V. Commzsszoner 107 T C. 161
| _ (1996)) unless the payments are effectwely connected Wlth the llcensor $
'conduct of a trade or busmess in the United States and are thereby includable
in the recipient’s U.S. tax base under Section 871(b) or 882(a) (see Int. Rev.
-Code § 864(c)(2)). With respect to licenses of computer software, see LR.S.
Field Service Advice 200222011, dated February 26, 2001.

B a Note that'under most t:reaties to .‘.Nhich the United States is a party,
royalties will be taxed at less than 30% unless the limitation-on-

.. beneﬁts artlcle precludes use of the lower rate (see I.R.S. Publication
| 901 U S. Tax Treat1es)

“b. ' Note also that for withholding tax purposes, the right to use know-

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

. ...6....... For.a general discussion of the withholding requirements, see the ... ... ... .

preambles to the final regulations under Int. Rev. Code §§ 1441 and
1442’pub1ishe£1 in the Federal Register on October 14, 1997 and the
- amendments thereto published in the Federal Register on May 22,
- 2000. The"regulations took effect on January 1, 2001, as set forth in
- T.D. 8856, 2000-3 Int, Rev. Bull. 297.

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

' patent, copyright, secret process and formula, or trademark outside the United
States (see Int. Rev. Code '§ 862(a)(4)), withholding will not be required,
although the recipient may be taxed on the payments in the United States if
~he or it maintains a fixed place of business within the United States. See Int.
'Rev. Code § 864(0)(4)(B)(1) |

Also to the extent any payments are found to represent compensation for
~ services rendered, no withholding will be required if the services were

- performed outside Qf the U_nited States. Revenue Ruling 55-17, supra. See

- Miller v, 'Commissiorgef;, T.C. Memo 1997-134.

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

_ the term “nonresident a_lien.”. o

b In addltlon, treatles typlcally mclude special rules dlscussmg the
" extent'to which a treaty partner may tax compensauon earned within
S ts ]ur1sd1ct10n See, for example Article XV of the U S -Canada

" income tax t:reaty
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"4, Note finally that some have argued that shrink-wrapped computer software

licensed to retail consumers who have no nght to reproduce the software
should not be deemed fo have been licensed for purposes of the withholding
S ey provrsrons _See 91 Tax Notes. Taday--237-51 (Nov.20,1991); 92 Tax .
) 'Nores Today 199- 75 (Oct 1, 1992) |

~a.. .. - Withthe adoptlon of the 1995 protocol amending 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. . . See also the preambie to Proposed Treas. Reg. § 1.861-18, published
. in the Federal Register on November 13, 1996, stating that the
- transfer of a computer program on a disk subject to a shrink-wrap
.. license constitutes the sale of a copyrighted article, not the transfer of
-a copyright right. Compare as well (i)-the approach taken in the
temporary regulations promulgated under the foreign sales
corporation (“FSC”) provisions (Temporary Treas.
'Reg §1.927¢a)- 1T(r)(3)) with (if) the change in Int. Rev. Code
- § 927(a)(2)(B) made by the Taxpayer Relief Act of 1997, extending
the benefit of the FSC provrsrons to exporters of master copies of
computer sofiware. Cf. LR. S. Private Letter Ruhng 9633005, dated
,AuguS_t 16, 1996.

" With respect to the treatment of an amount equal to three times the annual royalties
paid by a controlled forergr_1 corporatron for the use of intangible property as an asset
- _of_th_e__ corporation for pt_r_rposes:of_ dete_rmm_mg whether the passive foreign

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

: see Int Rev. Code § 1298(e)(2) added by the Omnibus Budget Reconciliation Act of

1993 as well as the discussion of this provrsron later in this outline.

34

TN

I




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

= ~197_6-‘2:Cum. Bull. 178; and Revenue Ruling 81-178, supra. See also LR.S, Private
 Letter Ruling 9717021, dated January 22, 1997, and LR.S. Private Letter Ruling

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

1973-1 Cum. Bull. 262, where a tax-exempt organization was deemed to have

. recelved taxable compensatlon for patent development and management services.

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

‘If mstead of hcensmg mtellectuaI property rlghts ona non-excluswe basis, a
- taxpayer takes an asmgmen of the property ot enters into an exclusive license to
" use the property, drfferent rules wﬂl determme the deductrbrhty of the consideration
- pald ifa sale is deemed to have occurred for tax purposes and the transaction does
o :.not involve a tax-free hke-kmd exchange of mtellectual property to which the
~ provisions of Section 1031 apply (sce the discussion of Section 1031 later in this

5 - -outline). -

- 1. In general a taxpayer w111 be deemed to have purchased intellectual property

(1 €., there will have been a sale for tax purposes) if the transfer includes all
substantial rights to the property, including the right to use it for its full
- -.remaining life and the right to prevent its unauthorized disclosure. See .
- E.L-duPont de Nemours & Co. v. United States, 288 F.2d 904 (Ct. CL 1261);
- Revenue Ruling 55-540, 1955-2 Cum, Buil. 39; Revenue Ruling 60-226,
-1960-1.Cum. Buil. 26; Revenue Ruling 2003-28, 2003-11 Int. Rev. Bull. 594
** (dealing with the: contribtition of a patent to a university). See also Treas.
 Reg. Sec. 1.861-18(f)(1), indicating that the transfer of a copyright right in a
- computer program will constitute a sale for the purposes set forth in the

regulation if-all substantial rights in the right are transferred.
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- 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 decisions rendered before and after enactment

of the 1954 tax code. Cf. LR 8. National Office Legal Advice |

. 200234039, dated May 17, 2002.

4 b | | It seems reasonabiy clear that under any analysm a sale will not
. occur if the transferce agrees to allow the transferor to exp101t the
property in the same territory (see Revenue Ruling 69-156, 1969-1
Cum. Bull 101) or if the tra_nsferee itself cannot use the property, at
" least where the right to use 1s 2 substantial one (see Waterman v
Mackenz:e 138 U.S. 252 ( 1 891) 1nv01v1ng a transfer of the right to
' make use, and vend”) ' See also Broadeast Muszc Inc v. Hirsch,
" 104F.3d 1163 (9th Cir. 1997), dlscussmg Whether a transfer of
- 'copyrlght ownershlp had occurred

C. On the other hand, the pre-1954 precedents indicating that a sale can
~occur even if the nghts transferred extend only to a particular
" "terntory, or mdustry, may remam in effect See Umted States v.
Carruthers, 219 F.2d21 (9th Clr 1955)

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

- as a sale for tax purposes (see Myers v. Commissioner, 6 T.C. 258 (1946)),
- even if the licensor retains certain protections such as the right to terminate

the agreement if the licensee does not meet certain performance standards

- (see Watson v. United States, 222 F.2d 689 (10th Cir. 1955); Newton Insert
- Co. v. Commissioner, 61 T.C. 570 (1974)), so long as the exclusive right

- ._remains 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 92) that suggests that the Justice Department might
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‘preclude a patent holder from licensing a patented product on an exclusive
basis if the license has the effect of reducing competition in violation of the

.U.S. anti-trust laws,

g --Note, however, that certam SpeCIal prov:smns in the tax code may
determme whether or not a sale has occurred for tax purposes or may
o _ mdlrectly 1nﬂuence the analy31s These are discussed later in this

| outllne

b. Note also that Treas Reg. § 1. 861 18(f) mdlcates that the sale of a
eopynghted computer program as dtstlngmshed from the sale of a
:'copyrlght rlght wﬂl be deemed to have occurred for tax purposes

N . 'only if su_ﬂiment beheﬂts and burd_ens_of ownership are transferred.

Generally, a taxpayer who acquires tangible property in a sale transaction can deduct

the pu:rchase prlce over a perlod of years under the current Versmn of the ACRS

: ‘_ system that Was mtroduced in 1981 and that has since been modtﬁed Int. Rev.

| ode§ 168 Intanglbles however are treated dlfferently

- The Omnibus Budget Reconciliation Act of 1993 added to the tax code a provision
“(Int. Rev. Code § 197) that deals spécifically with the amortization of intangibles

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

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

held in connectlon wﬂh the conduct of a trade or busmess oran mcome~producmg

N - act1v1ty See Temporary Treas Reg § I 197—1T IR S. Notlce 94 90, 1994-2 Cum.
- Bull. 561 See also Proposed Treas Reg § 1 263(a) 4(e)(1)(v11) and (viii),

indicating that a taxpayer must eapltahze amounts paid to purchase an intangible,

~ suchasa patent, copyright, trademark or trade name, and Proposed Treas. Reg.
-§:1.263(a)-4(c)(3), indicating that the cost of an intangible acquired from an

employee may in fact represent -deductible compensation for services rendered.
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" The entire adjusted basis of an intangible to which Section 197 of the tax
- code applies (excluding from basis any amountsthat represent either
compensation for services rendered or imputed interest) can be deducted
ratably over a perrod of 15 years, beglnmng w1th the month of acqulsmon
;';\"'}The ﬁnal regula’ﬂons publrshed in the Federal Reglster onJ anuary 25,2000
dlscuss the mechar.ucs of amortrzatron rncludmg the date on which
" .‘amort1zat10n begms and the treatment of contmgent payments. See Treas.

Reg. § 1.197-2(f).

Patents and copyri ghts used ina trade or busmess or an income-producing

o actrvrty and acqurred in connectlon w1th the acqursrtron of assets constituting
'. -a trade or busmess or a substantrai portron ofa trade or business are covered

" under Section 197. See Int. Rev. Code § 197(d)(1)(C)ii) and ()@)(C);
Treas. Reg. § 1.197-2(b)(5) and (c)(7)-

. Any purchased *‘forrhﬁia 'proces's design, pattern, knovv;ﬁovv, format, or

other snmlar 1tern 1s also covered 1f it was not produced for the taxpayer
under a contract entered into before the mtangrble was produced (ie., ifitis
. not a self-created intangible) or, if it was, it was.created in. connection with
... the acquisition of assets constituting a trade or business or a substantial

- portion of a trade or business. See Int. Rev. Code § 197(c)(2) and
(D(XC)(iii); Treas. Reg. § 1.197-2(b)(5) and (A)(2)(AH(B).

Computer software (that is, in general any program de51gned to cause a

computer to perform a des1red functron) is covered (see Int Rev Code

§ 197(e)(3) and Treas. Reg, § 1L 197—2(c)(4)) if:

¢ otigs o+ 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, .

38




1

“*It1s deemed to have been purchased in connection with the
“acquisition of assets constituting a trade or business or a substantial
* portion of a trade or business (note that the House Report on the
‘Omnibus Budget Reconciliation Act-of 1993 (H.R. Rep. No. 103-111,
©103rd Cong, 1st Sess. 766 (1993) and Treas. Reg. § 1.197-2(e)2)@)

“provide that the acquisition of a trademark or a trade name constitutes

the acqulsmon of a trade or business or a substantlal portion thereof,

_ although Treas Reg. § 1 197-2(6)(2)(11) adopts certain exceptions to
th13 general ruie) and based on the Ieglslatlve history,

" The capital cost of the software is'not required to be taken into
account as part of the cost 6f computer hardware or other tangible
. propetty (see HR. Rep No. 103-213; 103rd Cong Ist Sess. 680
C(1993)). ‘

All trademarks are covered unless the current‘ Iaﬁv provision dealing with the
" deduictibility of contingent payments (Int, Rev. Code § 1253(d)(1)) applies.
See Int. Rev. Code § 197(d)(1)(F) and (£)(4)(C); Treas. Reg.
7§ 1. 197—2(b)(1 0). Note also, that the cost of renemng a trademark must be

amortxzed over 15 years, begmnmg W1th the month of renewal See Treas.
_Reg §1. 197 2(f)(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
. Reconciliation Act of 1993. See Int. Rev. Code §§ 167(f)(2) and 197(e)(4)(O).

In 1945, the Tax Court concluded that, where the acquisition price of a patent
consists of periodic payments contingent on use, the actual payments made

- may be deducted as depreciation. Associated Patentees, Inc. v.
Commissioner, 4 T.C. 979 (1945).
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. 'This principle (the variable contingent payment method of

: depreciation) holds true today. See Newton Insert Co. v.
. Commissioner, supra, and Revenue Ruling 67-136, 1967-1 Cum.
- Bull. 58. Note that the ruling relates to amounts paid to acquire both

. patents and patent applications relating to inventions on whicha

- patent would be issued in the normal course.

C 'The House Report on Section 197 1n effect directed the Treasury

| "_'Department to issue regulatlons prov1d1ng that “if the purchase price
ofa patent is payable on an annual ba313 as a fixed percentage of the
_ revenue_ derived from the-use of the patent, then the amount of the
. depreciation deduction allowed for any taxable year with respectto
. 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
(1 993)

- The language in the House Report has been reflected in the final

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

" .If the Assoczated Patentees prmclple does not apply, the purchase price of a

o patent can be deducted over its remammg useful hfe under the final

regulations recently promulgated under See’uon 167 (as uuder the old
regulations). Treas. Reg. § 1.167(a)-6(a); Treas. Reg. §.1.167(a)-14(c)(4).

‘Thus, when a fixed, lump sum price is paid for-a patent, it will normally be

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

In the case of a design patent, the _statuto:r.y life 1sl4years from date

~of issue. .
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In the case of a uti_lity patent, the statutory life is 17 years from date of
issue for patents filed before June 8, 1995 and 20 years from date of

_ﬁ_Ii:ig' for patents filed on or after June 8, 1995.

" The safe harbor 15-year amortization provision of Proposed Treas.
" Reg. § 1.167(a)-3(b)(1) will presumably not impact purchased

¥ patents' .

In the past, it was recognized that special cifcumstances might call for a

different treatment of the purchase price paid for a batent.

a

" The price paid for patents acquired as a group was under appropriate

circumstances found to be deductible ratably over the remaining

useful life of the most significant patent or the average remaining life

~ of the acquired patents, or based upon the percentage of days of
| _ _@Xpir_ing llfem a particular y_ear to the total .annual days of unexpired
_ life fof the eﬁtire groui)._ 4_ Sf_:e Hazeltine Corp. v. Commissioner,

' 89F.2d 513 (3rd Cir. 1937); Kraft Foods Co. v. Commissioner,

21 T.C. 513 (1954); Simmonds Precision Products, Inc. v.

- Commissioner, 75 T.C. 103 (1980).

Also, under appropriate circumstances, the income forecast method

rather than the straight-line method of depreciation was stated to be

available. Revenue Ruling 79-285, 1979-2 Cum. Bull. 91. Fora
discussion of this method, see L.R.S. Technical Advice Memorandum
9603004, dated October 4, 1995,

The regulations initially proposed under Section 197 appeared to

_ recognize only straight-line depreciation. 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
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* by the Taxpayer Relief Act of 1997, makes the income forecast
' ‘method available'with respect to patents (as well as copyrights and

other properry specified 'by'regulatieh), and this provision is reflected

" inthe final regulations. Sece also Proposed Treas. Reg. §§ 1.167my-1

~ through 1.167(n)-7, discussing the income forecast method.

4, If a patent becomes worthlessina 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).

a. _fl_"he_;new limitations under Section 197 on the ability of a taxpayer to
. claim a worthless loss deduction do not apply to depreciable patents.
- See Int. Rev. Code § 197(1)(1)(A). .

b, Also, ifthe taxpayer abandons the patent instead, presumably an
" abandonmerit loss will become avallable at that time. See Revenue
‘Rulmg 73-395, Supra, Int. Rev. Code § 1234A as amended by the
Taxpayer Rehef Act of 1997 '

The price that a taxpayer pays to purchase ac _pyggb_ to which the provisions of
Section 197 do not apply (because the copyright is not acquired in connection with
the acquisition of all or a substantial'pertion of a trade or business) will be treated in
“the same way as the caprtalrzed Ccosts that a taxpayer incurs to copyri ght material

c :produced by or on behalf of the taxpayer

I. Thus, the price can be depreciated over the remaining useful life of the
copyright. See Int. Rev. Code §§ 167(£)(2) and 197(e)(4)(C); Treas. Reg.
| §1.167(a)-14(c)(@). See also, however, Treas. Reg. § 1.263(a)-2(b), that
 refers to the uniform capi’ralizatiOn prdviéions‘ mentioned above. Note that
' the 15-year safe harbor amortization provisions of Proposed Treas. Reg.

T 167(a)-3(b) will presumably not apply to purchased copyrights.
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2. ‘There may, however, be additional relevant factors.

._.a.l..,.

- If the purchase price consists of periodic payments contingent on use,
_ the actual payments will be deductible as depreciation under the

“variable contingent payment method of depreciation. See Revenue

Ruling 60-226, supra, and Treas. Reg. § 1-.1:67(3)—14(0)(4),

specifically eﬁ&drSing‘this method of depreciation.

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

the copyright, itself, and any tangible property in which the copyright

. re'sidés,'since different tax law principles govern the deductibility of

the cost of tarigible property. See; in this regard, Treas. Reg.
§ 1.861-18 that, although not directly relevant, describes four

copyright nghts 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 publicly. See also I.R.S. Field
Service Advice 200019021, dated May 12, 2000, distinguishing

~ copyrights from film characters viewed as trademark rights.

| - The provisions of Section 197 in effect permit a purchaser of know-how (that is, any

r_f_‘q_l'mula, 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

acquired separately or in connection with the acquisition of a trade or business (only

- know-how self-created other than in connection with the acquisition of a trade or

‘business is treated differently).

Ho_wever, as noted above, the statute (Int. Rev. Code § 197(e)(4)(D)) gives
_'  the govetnment the authority 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 business. By reason of this provision, a taxpayer may be able to
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amortize the cost of some purchased know-how over a period of less than 15
years. See H.R. Rep. No. 103-111, 103rd Cong., 1st Sess. 771 (1993); Int.
Rev. Code § 167(1)(2) Treas Reg §§ 1. 197-2(c)(13) and 1.167(a)-14(c)(2).

Under pnor law, k:now—how was generally not depreciable because the

- . regulations provide that an asset with an unlimited useful life cannot be
_depreciated. Treas. Reg, § 1.167(a)-3. = -

& Trade secrets, for example, were found to have an indefinite useful
) . life — until they became public knowledge, at which point they were
.. no longer subject to protection under applicable law. See Revenue
. Ruling 71-564, 1971-2 Cum, Bull. 179,

b, Inan unusual 1983 ‘vietery for the taxpayer, howevet, the Court of
~ Claims permitted a corporation fo depreciate the price that it paid for
N ‘a secret fOrﬁiuIa that W’as’ determined under the circumstances to have
a ln‘mted useful hfe quuld Paper Corp V. Umted States, 2 Fed. CL
284 (Ct cl. 1983)

Under current law, it may still be necessary to determine whether the price
paid for 'pfopei'ty includes the cost of sepa'rately identifiable :know-hov(r
* where the property to which the k:now—how relates is depremable over a

- perlod other than 15 years

... In an-analogous situation, the Internal Revenue Service, upon the
audit of a company that acquired satellite transponders, sought at the
District level to allocate some portion of the purchase price to two

- intangible assets, charaeterized"by the District as neighl;orhood effect
and protected status, in an effort to reduce the amount eligible for an

" investment tax credit. See L. R S. Techmcal Advice Memorandum

9317001, dated January 12 1993.
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b.--  Note also, in this regard, Treas. Reg. § 1.861-18 that expressly
-recognizes the distiriction between know-how and a copyrighted
article. o o

7 The cosf of purchased computer software, used'in a trade or businessoran

“income-producing activity, to which the provisions of Section 197 do not apply is
now depreciable on a straight-line basis over a pefiod of 36 months. Int. Rev. Code
§ 167(f)(1). See Revenue Procedure 2000-50, supra.

1. This approach replaces the approach taken by the Internal Revenue Service in

% Revenue Procedure 69-21; supra, pursuant to which a taxpayer could
" .amortize 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 han_ds of the |
taxpayer. ‘See, however, Sprint Corp. v. Commissioner, 108 T.C. 384 (1997),
" in which software loads acquired with digital switches were found to be

depreciable as tangible personal property.

©72, - The amortization period begins with the month in which the computer

- software is placed in service. Treas. Reg. §1 167(a)-14(b)(1). With respect
to th_e'ambrtization of purchased enterprise resource planning software, see
- LR.S. Private Letter Ruling 200236028, dated June 4, 2002.

3. However, according to the House Report on the Omnibus Budget
o _ .RecpnciliétibnAct of 1993 and the regulations, a taxpayer who acquires
) cbmpﬁter hardware and computer softWare for.a. siﬁgle stated price must
.l icontmue to treat the total purchase price as a payment for depreciable
| hardware. See H.R. Rep No. 103-111, 103rd Cong., 1st Sess. 767 (1993);
Treas. Reg. § 1.167(a)-14(b)(2).
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I.

. See also Norwest Corp. v. Commissioner, 108 T.C. 358 (1997), in which the

Tax Court characterized certain computer software as tangible personal

property eligible for the investment tax credit.”

~-"The Omnibus Budget Reconeiliation Act of 1993 has-changed the tax-treatment of -

. the price paid for a trademark but, as under prior law, trademarks continue to be

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

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

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

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

. .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

._ each installment payment as an ordinary and necessary bﬁsiness 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)(x)(U).

- Under the provisions of Section 197, the purchase price will, in all other
. cases (whether or not the trademark is acquired separately), be amortizable
.- ratably over a period of 15 years, shorter than the elective 25-year period

~-available in some circumstances under prior law (former Int. Rev. Code

§ 1253(d)(3), added by the Revenue Reconciliation Act of 1989) and of more

o value than the former ability to depreclate a trademark over its actual useful
' life, which 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 Af)ril 26, 1996; Treas. Reg. § 1-.263'A—1(e)(3')(i.i)(U).

- Since Section 197 also permits a taxpayer to amortize goodwill over the same
‘period of time (see Int. Rev. Code § 197(d)(1)(A)), separating the cost of

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

business are acquired may be less critical than it has been in the past.
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- Note that the House Report on the 1993 legislation in effect directed

the Treasury Department to treat all amortizable Section 197
intangibles as Class TV assets under Section 1060 (see H.R. Rep. No.

103- lll 103rd Cong Ist Sess 776 (1993)) and the mstruct1ons to
- Form 8594 (Rev 1-96) took thts posrt1on |

- However, the temporary regulatlons under Sections 338 and 1060
" published in January of 1997 created two intangible classes:

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

. 'rlature of goodwill and goirlg oonce_irl v_allie); vvhether or not

" amortizable under Section 197, and ClassV, consisting of the

goodwill and going concern value excluded from Class IV.

.. Temporary Treas. Reg. §§ 1.338(b)-2T(b)(2) and 1.1060-1T(d)(2).
~ Form 8594 (Rev. 7-98) reflected this position. - '
-The ﬁnal regulation's"ohder Sections .3 3‘8 and 1060 published in
| February of 2001 place all Sectron 197 mtang1bles (except goodwill
- | :and gomg concern value) ina new Class VI, place goodwill and going
. _concem value (whether or not quallfymg as Sectlon 197 intangibles)
Cin anew Class VII, ancl characterrze Class V as the residual class.
' Treas. Reg. §§ 1.338- -6()2) and 1. 1060 l(a)(l) Form 8594 (Rev.
"10-2002) reflects thls posmon

A taxpayer-with business operations both if 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
available to offset his or its U.S. tax liability (see the discussion above). The
'deductron Sourcmg rules apphcable toa taxpayer who 11censes intellectual property
ona non—excluswe ba313 apply toa purchaser of mtellectual property as well.

"However to the extent any portion of the purchase pI‘lCe 1s recharacterrzed as interest
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- {see the discussion below of the transferor’s tax treatment), special sourcing rules

-applicable to interest payments will also apply. See Treas. Reg. § 1.861-10;
- Temporary Treas Reg. §§ 1.861-9T through 1.861-13T.:

o A purchaser who acqurres mtellectual property frorn a seller who is a non-resident .

* alien individual. a fore1 on cornoratlon ora forelgn partnershm must determme

: '_performed and unstated 1nterest on that portron of the price not payable when

~whether U.S, taxes are required to be withheld from the purchase price. The buyer’s
. withholding obligations are dependent upon the nature of the payments.

The payments made to a seller may 1nclude compensatlon for services

.the saIe occurs.

- If 2 non-resident alien individual, a foreign corporation, or a foreign

partnership sells a patent, copyright, secret process and formula, trademark,

o or 51mtlar property in exchange for payments contingent on the productivity,
.‘ use, or dlsposmon 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(a)(4) 865(d)(1)(B), 871(@)1)(D),
and 881 (a)(4)), w1thhold1ng at the statutory rate of 30% or at the lower treaty
| V_Irate w111 be requn'ed (see Int. Rev Code §8§ 1441 and 1442), generally unless

the payments are effectrvely connected Wlth the seller s conduct of a trade or

business in the United States and thereby 1ncludable in the seller’s U.S. tax

.- -base under-Section 871(b) or 882(a) (see Int: Rev. Code § 864(c)(2)). Fora

. discussion of this provision and the law in effect before 1967, see Revenue

Ruling 71-231, 1971-1 Cum. Bull. 229. See also Commissioner v. Celanese

-+ Corp. of America, 140 F.2d 339 (D.C..Cir. 1944)." -

'_ ‘. Other gains, however wrll be exempt frorn mthholdmg, assummg that
, "back-up wrthholdmg at the rate of 31% is not requrred (see Int Rev Code
' §§ 3406, 6041, and 6045).
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a. - . 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

o States for at least 183 days See Revenue Rulmg 78-253 1978 I
Cum Bull 220,

b. Such gains may be includable in the seller’s U.S. tax base should the
seller mamtaln a fixed place of busmess in the Umted States through
| _ whlch the sale is made (see Int Rev. Code § 865(e)(2) deahng with

 the sale or exchange ofa capltal asset). See also Int. Rev. Code

© § 864D

If any portlon of the purchase pnce is v1ewed as mterest wrthholdmg on the

interest portlon may not be requlred if it is Vlewed as or1g1nal issue discount

= . on portfolio indebtedness. See Int. Rev. Code §§ 871(a)(1)(A) and (C),
- 871(h)(2), 881(a)(1) and (3), and 881(c)(2). For a situation involving original
issue discount associated -with the acquisition of patent rights, see LR.S. Field
- Service. Advice 199922024, dated June 4, 1999, - : -

| Nor to the extent the payments are found to constitute compensatron for

services rendered will w1thhold1ng be requlred if the services were

- performed outside of the United States. See Revenue Ruling 55-17, supra,
- and Proposed Treas. Reg. § 1.861-4(b), discussing the source of income from
. services performed partly within and:partly outside of the United States.
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~ TRANSFERRING INTELLECTUAL PROPERTY TO
'AN UNRELATED THIRD PARTY

Nature of the.Income. .

A i,Wthe the person acqulrmg 1ntellectua1 property is concerned about the deductibility.

of the consideration paid, the transferor wants to know how the payments received

. will be taxed.

.:"‘If there are forelgn operatlons the transferor of mtellectual property will want to

" ‘know whether rhe payments recerved are sourced in the Umted States or abroad.

In a world in which ordinary income and capital gains are taxed at different rates, it

is also rmportant to Icnow whether the consrderatron pard to the transferor of

o mtellectual property is¢ _@Eﬂ_@iw

1. Note, however, that éven if the transferor is deemed to have sold a capital

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

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

2. - On'the other hand, an amount equal:to the research and experimental
- expenditures traceable to the property sold that a taxpayer elects to expense
.- under Section 174(a) will not be subject to.taxation at ordinary income rates
when the taxpayer later sells the resulting technology at a gain. See Revenue
Ruling 85-186, 1985-2 Cum. Bull. 84, rejecting the applicability of the

so-called tax benefit doctrine under these circumstances. With respect to

research and experimental expenditures that a taxpayer elects to deduct over a
period of time, see Int. Rev. Code § 1016(a)(14) and Treas. Reg.
§ 1.1016-5(j) (dealing with Section 174(b) amounts), and Int. Rev. Code
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§ 1016(a)(20) and LR. S anate Letter Rulmg 200117006, dated January 17,
2001 (dealmg w1th Sectlon 59(e) amounts).

Even ina world n whleh ordmary 1ncome and capltal gams are taxed at the same

h rate, the nature of the con31derat10n may be unportant

- 1. If the transferee of intellectual property is a non-resident alien individual or a
-~ foreign entity and there is a tax treaty in effect between the United States and

the transferee’s home country, the label ascribed to the consideration may
“affect the tax treatment of the transaction. ‘See Boulez v. Commissioner, 83
T.C. 584 (1984): |

2. With respect to the characterization of royalty income for foreign tax credit

- purposes, see American Air Liquide, Inc. v. -Commissianer, supra.

Slmﬂarly, under certain tax code provisions, rovaltv income, in contrast to capital

| gain 1s in effect tamted of, conversely, afforded favorable treatment.

1. TFor example, the considération received may cause a corporation to be

‘treated as a'so-called personal holding company that is required to pay an
-additional tax (under the fax code as amended in 1993, at the rate of 39.6% in
faxable years beginning after 1992 but before 2001) on its undistributed

personal holding company income. Int. Rev. Code § 541. See Tomerlin
Trust, Transferee v. Commissioner, 87 T.C. 876 (1986). The current rate on
o Hundistributed personal holding company income is 15%, reflective of the
| changes in the taxation of d1v1dends made by the Jobs and Growth Tax Relief
.. Reconclhatlon Act 0f 2003.

'a.  Personal holding company income does not include gain from the sale
- of intellectual propeﬁy, but it generally includes royalties received for
the privilege of using patetits, copyrights; secret processes and

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

b. However, personal holdlng company income does not mclude
B ‘copyrlght royaltles that compnse at least 50%-of a corporatlon 'S
ordinary gross income, prov1ded that the royaltles do not derive from
.. .works created in whole or in part by any shareholder of the
...corporation and certain other statutory conditions regarding the
‘makeup of the corporation’s business deductions and non-copyﬁght
- royalty income are met. Int. Rev. Code § 543(a)(4). Sec Treas. Reg.
§ 1.543-1(b)(12)(iv) regarding whether copyright protection is
required both in the United States and abroad.

.. - Since the Tax Reform Act of 1986, so-called active business
computer software royalties, derived by a corporatlon actively
B "'engaged in the business of developmg, manufacturmg, or producing
E computer 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 royal_tics must comprise at least
- 50% .of tho corporation’s ordinary gross income and a number of
- other statutory requirements relaﬁng to the dividends paid by the
-__- - entity and the nature of its tax deductions must be met. Int. Rev.
. Code § 543(d). |

An S corporation, more than 25% of whose gross receipts for a period of
" 'three consecutive taxable yeors consist of passive investment income, and

that has accumulated earnings and profits (earned before it elected S

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

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

 corporation with accumulated earnings and profits at the end of any one of its
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taxable years that also derives more than 25% of its gross receipts from
passive investment income during the same year may be required to pay a
tax. Int. Rev. Code § 1375.

"o ant 7 The passive investmerit income of an' S corporation does not include

gain from the sale of infellectual property, but it generally includes
royalties for the prlwlege of usmg patents, copyrlghts, secret
- 'processes and formuias t:rademarks and s1m11ar property. Int. Rev.
~ Code § 1362(_d)(3)(C)(1), Treas. Reg. § 1.I362-2(e)(5)(11)(A)(1),

- b However, passive investment income includes neither (i) royalties

.. -derived by:an S corporation in the ordinary course of its business of -
- licensing property that it created or with respect to the development or
- . marketing of which it performs significant services or incurs
‘substantial costs, nor (i) copyright royalties and active business
... .computer software royalties that are not treated as personal holding
company income. Treas. Reg. § 1.1362-2(c)(5)(i(A)(2) and (3).

- Anindividual or a closely held corporation to which the passive activity loss

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

. . 1s characterized as a royalty, * -

a. - If Ithe. 'royalty is viewed as ?assive in nature because the taxpayer does
not materially participate in the trade or business activity from which

- -itis derived, the income can be offset for tax purposes by passive
--losses. - See Treas. Reg.-§§-1'.469—2T(c)(3)(iii)(B) and 1.469-2T(E)(7).

| b . 'Conversely, pure royalty mcome not denved in the ordinary course of
) a trade or busmess (and gain denved from the sale or exchange, other
than in the normal course of the taxpayer s trade or business, of

o _ 1ntellectual property that y1elded pure royalty income) w111 generally
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not 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

rwincludes any-activity involving research or experimentation (Int. Rev. -

Code §469(c)(5)). =

_The nature of the considerotion 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

' U.S. shareholder of a so-called foreign personal holding company is subject

. 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. sharehoider of a so-called controlled foreign corporation is
taxable on his or its share of certain items of income (Subpart F income)
+-realized by the corporation, including so-called foreign personal holding

_company ificomé (see Int. Rev: Code § 951). - -

a0 Under Section 553, foreign personal holding company income does
-not include gain from the sale of any intellectual property, butit
generally includes all royalties. Only active business computer

software royalties (described above) are excluded.

-~ b. . Under Section 954(c), on the other -hand;. gain derived from the sale of
intellectual property not sold in the ordinary course of a corporation’s
- ‘trade or business:may under-some cifcmns’tances be treated as foreign
personal holdlng company mcome but royaltles derlved from
‘unrelated partles 1ncldent to the act1ve conduct of a trade or business
~or,in general from a related person for the use of, or the privilege of
o usmg, property Wlthln the same country in which the recipient was

formed, will not const1tute foreign personal holding company income.
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5.+ The nature of the income that a foreign corporation with U.S. shareholders
- i 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

-+ l.corporate income on a current basis. .

a. Royaities, as weli as gaiﬁ from the salé of intelléctuél 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 2 PFIC. does not elect to include in

- income currently his or its share of the corporation’s current ordinary

- earnings 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: - Royalties, for this purpose, however, do not include those that are not |
. treated as foreigh personal holding company income under Section
: 954(0), discussed above, and; in addition, royalties paid by a related
person and allocable to that person ] non-passwe income. Int. Rev.
| 'Code § 1296(b) | |

6. . . Seéalso Int. Rev. Code § 956A, added by the Omnibus Budget
" Reconciliation Act of 1993 and subsequently repealed, dealing with the
' “-taxation of a U.S. shareholder currently on his-or its share of the excess

passive assets of a controlled foreign corporation.

«:  Licensing Intellectu_al' Property to a Third Party. -

A If the owner of a Datent a convnght know—how or computer software licenses it to a

_ thlrd party ona ba31s that is not treated as a sale for tax purposes, the income

. rece1ved by the 11censor W1Il be subject to tax at ordmary income rates.
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- 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 I.R.S. Private Letter
Ruling 9326043, dated April 2, 1993 and L.R.S. Private Letter Ruhng

h 9549023 dated September 8, 1995

_For a case finding ordinary income where a taxpayer licensed technology to a
. Japanese corporation pursuant to a technology transfer agreement that was
- terminable at will after 10 years (before the end of the useful life of the
- technology involved) and that did not thereafter preclude the taxpayer from

disclosing the know-how to others in the transferee’s exclusive territory, see

- Henry Vogt Machine Co. v. Commissioner, T.C. Memo 1993-371. Also with

respect to know-how, see Pickren v. United States, 378 F.2d 595 (5th Cir.
1967).

. More complex statutory provisions apply when a trademark is licensed on a non-

L

SR eiccl_usive basis. However, they produce the same result, whether or not the royalty

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

To the extent the roy.alty payments are contingent on the productivity, use, or
disposition of the trademark, the transferor will be treated as having received

income from the sale or-other disposition of a non-\capi"tal asset — that 1s,

- - ordinary income. Int. Rev. Code § 1253(c). With respect to prior law, see
- Dairy Queen of Oklahoma; Inc. v. Commissioner, 250 F.2d 503 (10th Cir.

1957).

If the transferor retains any significant power, right, or continuing interest in

the trademark but does not receive payments contmgent on the product1v1ty,
" use, or dlSpOSIthl’l of the trademark itis reasonable to conclude that all
" income will also be treated as ordmary income by reason of Sectlon 1253(a)

" which states that the transaction will not be treated as a sale or exchange of a
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capital asset. Under this provision, for example, a sale will not be deemed to

-have occurred if the transferor retains the right: -

) : a | '_To set quahty standards for the products to whlch the trademark is
' aﬁ'lxed (Int Rev Code § 1253(b)(2)(C)), or

b. To require the transferee to advertlse oniy the licensor’s products (Int.
Rev. Code § 1253(b)(2)(D)) where accordmg 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)..

A transferor with business operations both w1th1n the United'States arrd abroad must

-.:determine the source of any royalty income derived from licensing intellectual

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

tax hablhty (see the discussion above) Specral sourcing rules apply to royalty

) 'mcome assumlng it does not in fact represent compensatlon for services rendered

(see Revenue Ruhng 84 78, supra) normally sourced where the services were

R Perforrned (see Int. Rev. Code 88 861(a)(3) and 862(a)(3))

L Royalties paid for use in the United States of, or for the privilege of using in

the United States, patents copyrrghts, secret processes and formulas,
.'trademarks, and like property are sourced in the United States. Int. Rev.
a Code § 861(a)(4) Note 1n ﬂ’llS regard the dlstmctron drawn in Treas. Reg.
§1, 861-18 between the lease ofa copyrlghted computer program (generating
" rental mcome) and the license of the copyrlght rrght 1tself (generatmg royalty

income).

2 Royaltres pard for use abroad of or for the prlvrlege of usmg abroad patents,

copyrl ghts secret processes and formulas, trademarks and like property are
" sourced outside of the United States Int. Rev. Code § 862(a)(4).
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A,

B.
-~ by either party,' it may qualify as a'like-kind exchange.

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

property is controlling. See Revenue Ruling 68-443, 1968-2 Cum. Bull. 304;
Revenue Rulmg 72-232, supra, and Revenue Rulrng 74-555, 1974-2 Cum.

| :Bull 202; and Sanchez V. Commzsszoner, 6 T.C. 1141 (1946) dealmg wrth

| trademark copyrlght and patent royaltres respeetrvely

Assngmng _Intellectual Properﬁ;to a Third Party . _

: 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.

-Note that if the transaction involves cross-licenses of property not terminable at will

.‘ L Then, dependlng upon the facts nelther party to the transactlon may be

requlred to recogmze any taxable income. See Int Rev Code §1031,
pursuant to which the properues 1nvolved must be held for productwe use in
a trade or busmess or for mvestment IRS. Teehmcal Advice Memorandum
19222005, dated January 10, 1992.

l_2. _, :To detenmne whether mtangl‘ole propertres are of 11ke kmd the regulations
) :focus upon the nature or character of both the ri ghts involved and the
underlymg propertles to whrch the mtangrbles relate For example, a
' copyrlght ona novel and a copynght on a song are not deemed to be of like
" kind. Treas. Reg. § 1.1031(2)-2(c).

3. The Internal Revenue Service has concluded that a taxpayer could swap FCC

. broadcast station license_s on at_ax-free basis, even lthough one related to radio
~-and the other television. LR.S. ,'_I_‘eehni_eal Advice Merh_orandum 200035005,
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. dated May 11, 2000. See also LR.S. Technical Advice Memorandum
200224004, dated November 29,2001, -

Different rules apply to the sale of patents, copyrights, computer software,
- -know-how; and trademarks. The discussion below assumes that the transaction does e

“+not invelve a like-kind exchange.

Patents. =~ .

CU107 T Thereis a'Stétui:ogz' safe-harbor, that was adopted in 1954, pursuant to which

- an individual holder of a patent (see Juda v. _Commssioner, 90 T.C. 1263
(1988), regarding partners) who transfers to an unrelated party all substantial
*‘rightsto the patent or ati undivided interest in all rights to the patent will
“ realize long-term capital gain (or loss) regardless of whether or not the
-joéyments received in exchange are (i) payable periodically over a period
:generally co-terminus with the aSSIgnee s use of the patent (but sce the
" discussion below), or (ii) contmgent on the product1v1ty use, or disposition

of the patent. Int. Rev. Code § 1235(a).

“a. The regulations indicate that this safe-harbor provision can apply even
before a patent has been granted or before a patent application has
been filed (Treas. Reg. § 1:1235-2(a)), but the consequences, should a
patent never issue, are not discussed. See Gilson v. Commissioner,
T.C. Memo 1984 447. Also both US. and forelgn patents are

- covered

v bo The-_holder of a patent will, according to the regulations, not be
‘ ._.de_er_ne_d to have disposed of all substantial rights to the patent if, for
example, the transferee’s rights are limited geographically within the
country of issue (a provision found to be invalid in Rodgers v.
Commissioner, 51 T.C. 927 (1969)), the transferee’s rights do not
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* . - 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 nghts covered by the patent Treas Reg
e § 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 backef,: who is not the
_inventor’s employer and who acquired the inventor’s interest in the

.. patent for consideration before the invention was actually reduced to

. practice. Int. Rev. Code § 123_5(b) and (d). An invention is reduced

... topractice once “it has been tested and operated successfully under

op_erating conditions,” but in no event later than when commercial
exploitation occurs. Treas. Reg. § 1.1235-2(¢). With respect to the
treatment of partners as holders, see LR.S. Private Letter Ruling

200135015, dated May 31, 2001, and LR S. Private Letter Ruling

200219017, dated February 6, 2002.

.. Neyertheless, an employee hired to ir_nke_nt will realize ordinary
;. income and not capital gain if he is bound to assign to his employer

| all patents that he ﬂobt:_ains and all patentable inventions that he

. conceives in the cour_Qe of his employment. See Treas. Reg.

- § 1.1235-1(c)(2); McClain.v. C’ommissioner, 40 T.C. 841 (1963);
LR.S. Technical Advice Memorandum 200249002, dated August 8,
2002. Note in this regard that the Internal Revenue Service has begun

- to foeus on ‘equity-type compensation arrangements entered into with

* employees who invent. Se¢ BNA Dazly Tax Report No. 79, at G-5
(Aprll 24, 1998) '
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If the safe-harbor provision does not apply, capital ‘gains treatment may still

be available under general tax principles distinguishing capital assets from
other property. See Revenue Ruling 69-482, 1969-2 Cum. Bull. 164. The

.- availability of capital gains treatment will depend initially upon whether a

' sale is deemed to have ocourred for tax purposes, applymg prmmples of law

in effect before 1954, as they have evolved since that time. In applying these

" provisions; it may be important to bear in mind why the safe-harbor provision

" does not apply. Even'if a saleis deemed to have oceurred, however:

- . a, . . Aprofessional inventor who is in the business of inventing and selling

- patents will realize ordinary income (see Avery v. Commissioner,
_47B.T.A. 538 (1942)). -

b. A seller who used the patenf in the dfdinary course of his or its trade

) ;‘or busmess w111 denve e1ther a capltal gain or an ordinary loss under
.‘the prov1310ns of Sectlon 1231 (see Int. Rev Code § 1221(2),
mdlcatmg that depreclable property used in a trade or business does

o ‘not constitute a capital asset).

c. Finally, while an amateur inventor will realize capital gain, the gain
o _ will be shert term in hature if the sale occurs before the patent is
| actually reduced to practlce (see Burde V. C’ommzsszoner 43 T.C. 252
b (1964)) — that is, before property rlghts in the patent come into being
. (see Dzescher v._Com_mzsszpner,_ 36 B.T.A. 732 (1937))..

However, if the patent was depreciable, an amount 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 treated as interest

* . under the imputed interest provisions in'the tax code if there is no stated

interest or 1f the interest to be pald falls short of the statutory safe—harbor

amount

a o | | I__iIf the transfer is descnbed in Section 1235(a) and the consideration is
- contlngent on the productrvrty, use, or disposition of the property
| transferred, the imputed interest provisions will not apply. Int. Rev.
- Code §§ 483(d)(4) and 1274(c)(3)(E). Although the Internal Revenue
Service has held that a transferis described in Section 1235(a) even
though Section 1235 does not apply because the recipient of the
property is a related party (Revenue Rullng 78-124, 1978-1 Cum.
Bull. 147) the Senate Report on the Tax Reform Act of 1984
| 1nd1cates that a transfer that does not actually qualify for capital gains
- _ ‘. _treatrnent under Seotlon 1235 wﬂl be subJ ect to the imputed interest
provisions. See S Rep No 98 169 (V ol I), 98th Cong., 2d Sess.
258,n. 15 (1984)

| b _ | Ih all. other.cases one of two impoted interest protrisions (Section 483
| or 1274) may apply If the consideration paid totals 1o more than
$250 000 (a fact that may be dlfficult to ascertain when the price is
h contmgent) the provrsrons of Sectlon 1274 will not apply. Int. Rev.
) Code § 1274(c)(3)(C) Tnstead, under Sectton 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. J
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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G 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 requlred to mclude some portlon of this orlgmal
”1ssue chscount in gross income, as ordrnary income, each year whlle
the transfer price remains outstanding, without regard to when
.+ - payments are actually made. Int: Rev. Code §§ 1272 and 1273.
.. However, under some circumstances, a special election to report
" . ~~imputed interest as payments are made may be available. See Int.
- .Rev. Code § 1274A(c) and (d); Revenue 'Ruling 2002-79,
2002-48 Int. Rev. Bull. 908. . ..

_' _When some part of the transfer prree 1s payable over time, the transferor must
also deterrmne when the property s tax basrs, 1f any, can be recovered

| tax-ﬁ'ee

a. If the sale price is fixed in amount and 'du'ration and the taxpayer, if
_ perrmtted to do so, chooses to report gam on the mstallment method
‘_(Int ReV Code § 453), the taxpayer WIII merely recover his or its

'_ basis in the property transferred proportronately as payments of
| | | prmcrpal are rnade Note that the prov1sron limiting the use of the
installment method to cash method taxpayers (Int. Rev. Code
 §453(2)(2), as amended by the Ticket to Work and Work Incentives
| -Improvement Aot of 1999) was repealed by the Installment Tax
| ,Correctron Act of 2000 However the tax attributable to depreciation
.' recapture must be pard m the year of sale ~Also, with respect to the
deferral charge that may be due if 1nstalIment reporting is selected,
see Int. Rev. Code § 453A. '
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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

be ascertained by assuming all contingencies are met in a manner that

.. will maximize the price and accelerate payments to the earliest

permitted time, or (1i) 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

- maximum selling price nor a fixed payout period. When any
contingent payment sale occurs, however, the taxpayer may seek

permlssron from the Internal Revenue Semce to use a dlfferent basis

- recovery method See Treas. Reg § 15A. 453 l(c) that also

Tecog gmzes the income forecast method for bas1s recovery under
appropriate circumstances; and AMC PartHersth v. Commissioner,

T.C. Memo 1997-115.

_' The so-called open transactlon method of reportlng a transaction,

o :'pursuant to which a taxpayer elects out of installment sale reporting

. and recovers bams ﬁrst 1s Irkely to be challenged by the Internal
Revenue Servrce The regulatxons state “Only in those rare and
extraordmary cases 1nvolv1ng sales for a contlngent payment
' obhgatron in whlch the falr market Value of the obligation . . . cannot
'reasonably be ascertamed Wﬂl the taxpayer be entitled to assert that
| ‘the transactlon is open i Treas Reg. § 15A.453-1(d)2)(iii). See
o Barnet V. Logan, _283 U.S_. 404 (1931).
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: Comg ights.

. Thereis less quéstion about the nature of income 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.

Commissiéngr, supra. In the Boulez case, applying the “works for hire” rule,

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 ot to whom it

~ was a531gned by the creator in a catryover basis transactlon (for example, as a
: | glﬁ) Int. Rev Code § 1221(3), applicable to any property eligible for
copynght protectlon under statute or common law, but not applicable to a
o de51gn that may be protected solely under the patent law See Treas. Reg.
- "§ 1.1221- 1(0)(1)

a The_iﬂc‘ome derived from the sale of a copyright that is not a capital
- -asset for this reason will always be ordinary in nature. See Int. Rev.
Code § 1231(b)(1)(C), that prevents any such gé.in 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 circumstances, the statute does not negate

“sale or exchange” treatment, '

In other cases, the tranéferor will realize capital gain, provided that:
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a. The copyright -was not held for sale to customers in the ordinary
course of the transferor’s trade or business (see Int. Rev. Code

 § 1221Q1); Desilu Productions, Inc. v. Commissioner, T.C. Memo

Cowesson

b The copyright was not used in the transferor’s trade or business (see
- Int. Rev. Code § 1221(2)), or, if it was, the provisions of Section 1231
~ do-not in effect cause the income to be recharacterized as ordinary in

nature; and

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

Section 483 or Section 1274 discussed above.

... - Computer Software.

| In view of the fact that some computer software i 1s now copyrightable and
'patentable it is not clear whether the sale of computer software must be
.' " ."analyzed as though it were the sale of a copyrlght or patent The regulations
" under Section 1221 confuse the issue by specifically excluding from the term
“capital asset” any property eligible for copyright ﬁrdte’ction, presumably
~.whether or not formal copyright protection is sought. Treas. Reg.
- § 1.1221-1(c)(1).. Cf. A/ﬁcfosoﬁ Corp. v. Commissioner, 311 £.3d 1178 (9th

- Cir. 2002), dealing with the tax treatment for other purposes of master copies

‘of Microsoft computer software.

Nor is it clear whether, without the benefit of copyright or patent status,
computer software can qualify as property and hence a capital asset, at least
~ whenitis nof viewed by the owner as a trade secret. See the discussion of
know-how below. Note, however, that Section 167(f) treats the computer

software to which it applies as property. -
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The final regulations promulgated under Section 861 are helpful, but not
determinative, on the subject of what a transfer of computer software actually
entalls These reco gmze that the transfer of a computer program may involve

one or more of the followrng the transfer of a copynght nght in the

Wprogl‘am, the transfer ofa copy of the computer program, the prov1510n of

services for the development or modrﬁcatron of the program, or the provision

- .of know-how relating to computer programming techniques. Treas.
-Reg. § 1.861-18(b).

i

" 'In any event, sales of eonnputer sot’tware in the consumer market will

generate ordmary 1ncon1e Whether the transactlon isviewed asasaleora

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

| Moreover under certain crrcumstances computer software may be deemed
 not to have been transferred separately, Ieavrng the tax consequences of the

o 'transfer dependent upon the ta;x impact of the underlylng transaction. For

example in Syncsort Inc. v. Umted States, 31 Fed Cl. 545 (Ct. Cl. 1994),

' "dealmg wﬁh certam license agreements pursuant to which the taxpayer
‘granted each licensee an exclusive license to exploit its computer program in
~a specified geographic area and agreed to permit the licensees to use certain

-technological infornaation and trade secrets, the court viewed the entire

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

Knovw-How.

.. There-are no-statutory provisions dealmg speerﬁeally with the disposition of

. know-how,;"

Under appropnate czrcumstances however know-how may be classified as a

capltal asset or may quahfy for favorable tax treat:ment under Section 1231,
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~.-se that when a sale is deemed to have occurred, a taxpayer who disposes of

.- know-how can realize capital gain.

- _ a. Of primary concern here is Whether know—how constitutes property.

o If it does not, it cannot quallfy as a capltal asset.(Int. Rev. Code. ..
‘ § 1221) or as an asset e11g1b1e for the beneﬁts of Section 1231.

b. ' In the past, the Internal Revenue Service treated trade secrets as
property (see Revenue Ruling 71-564, 'sitpra dealing with the transfer
- of trade secrets to a corporatron), leawng doubt about the nature of
o other technologlcal mformatlon See also chkren v. United States

i _supra, descrtbmg secret formulas as capltal assets

c. Nevertheless prtor case law supports property charactetization under
- other cucumstances See Henry Vogt Machme Co. v. Commissioner,
| ‘ | . supra (1n Whmh conﬁdentlal unpatented technology was viewed as
o property), and Offiav. Commissioner, 77 T.C. 524 (1981) (where
.engmeermg proposals were found to 1ncorporate “trade secrets,

| know—how or unpatented technology protectable asa form of

) pr0perty”)

~d. * - Moreover, the final regulations under Section 197 treat an amortizable
Section 197 intangible held by a taxpayer for more than one year as
an asset cligible for the benefits of Section 1231. See Treas. Reg.
§ 1.197-2(g)(8), and compare Int. Rev. Code § 197(f)(7), treating any
- amortizable Section-197 intangible as “property” subject to the
allowance for depreciation. See also Proposed Treas. Reg.
8§ L. 197-2(g)(7)(11)(B), which declined to treat know-how to which the
.provrsrons of Sectlon 197 apply as property for all purposes under the

| 'tax code
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.- 3. - -Assuming there is no imputed interest, a taxpayer who sells know-how that is

- . treated as property will recognize capital gain unless (i) the know-how is
-deemed to_hare been sold to customers.in the ordinary course of the
~-taxpayer’s trade or business, (ii) the gam is in effect recharacterrzed as
| ordmary income. u.nder Section 1231 or. (111) the taxpayer isa professronal
__ mventor or an employee who is obllgated to sell all inventions to his
o employer See Taylor— Wmﬁeld Corp . Commlsszoner 57 T.C. 205 (1971).

S _4.. . 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 discussion above).

5. By way of footnote,.however, itis i.rr'rportant to note that under certain
. gircumstances, 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. -See Syncsort, Inc. v. United States,

L SUDE@.
Trademarks.
| L The nature Of the income that a taxpayer rece1ves upon disposing of a

- trademark w1thout retammg any si gmﬁcant power, right, or continuing
- _1nterest with respect to the Sub_]ect matter of the trademark will depend upon

the nature of the consideration paid.

a _The tax code states that 1f the ta:xpayer receives amounts contmgent
' .on the product;lv1ty use or dlsposmon of the trademark these
_.amounts will be treated as recerved from the sale or other disposition
.l 'of a non-capltal asset Hence there will be ordrnary 1ncorne Int.
Rev. Code § 1253(c). However, since Section 1253(0) does not
negate the occurrence of a “sale or exchange,” the taxpayer will

presumably not be taxed on his or its basis in the propert_y transferred.
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b, Otherwise, the general tax principles distinguishing ordinary income
- . from capital gain, which are discussed above, will apply. These
general principles will apply, for example, when a taxpayer

* unconditionally sells a trademark and all of the other assets used in

” -theAfa;payef"stﬁsiﬁess'm"exchaage-fofa'laap;saa aiﬁaum.“ -

2 . On the other hand a. taxpayer who drsposes of a trademark and retains any
| , .s1gn1ﬁcant power, right, or contmumg interest with respect to the subject
- matter of a trademark (such as quality control rights) 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.

“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(b)(2)(F).

b, Nevertheless for purposes of deterrnmtng Whether or not the
transactlon glves rise to personal holdlng company income, the
transaction may still be regarded as a sale See T omerlm Trust,

Transferee v. Commzsszoner, supra

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

| deterrnme the source of hlS or its mcome denved from assrgmng or licensing
':'mteliectual property in a transactron that is v1ewed as a sale for tax purposes, in order
o determme the forelgn tax credlt avallable to offset h1s or its U.S. tax liability (see

:'the dlscussmn above)
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There is a special tax code provision, added by the Tax Reform Act of 1986,
‘dealing with the source of income that a taxpayer realizes when personal |

property is sold.
-~In-general; from the sale of personal property; a1J.S. resident taxpayer: -

a .. . Wﬂl realize ﬂ.S_. Source income if the property is neither inventory |

o rror depreciable and if the taxpayer does not maintain a fixed place of

_ | l.bu_siness abroad to which the .s_ale 'carr be attributed. See International
-. 'Mztltiﬁolodsl Corp. v. .Con.imissi‘orter_,, ,108 T;C. 25 (1997).

b. -‘ | Méiy realizeforeign source income if the .property is inventory or
| ‘. | deprecrable or 1f the taxpayer ma.mtams a fixed place of business
] abroad to whxoh the sale can be attnbuted Int. Rev. Code § 865(a)
- through (c) (e). See LR. S Prlvate Letter Ruling 9612017, dated
' December 20, 1995..

Iﬁtangibles, on the other hand, including patents, copyrights, secret processes

.or formulas, and trademarks, are treated drfferently from other personal

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

" 01rcumstances the Intemal Revenue Serv:lce may regard the transfer of an
- 1ntang1ble as 1ncrdenta1 to the transfer of other personal property, in which
case the special sourcing rules for mtangrbles will not apply. See Revenue
- Ruling 75-254, 1975-1 Cum. Bull. 243, dealing with the sale of a
" trademarked product.  Note also that Treas. Reg. § 1.861-18 treats the
- transfer of a copy of a computer program as the transfer of a copyrighted

article, not the transfer of a copyright right:

~a.. . If the consideration received by a taxpayer for an intangible (not
deemed to have been transferred incident to the transfer of other

personal property) is not contingent on the productivity, use, or
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disposition of the intangible, the general rules under Section 865
- (except for Section 865(c)(2), relating to gain in excess of

depreciation) will normally apply.

use, or dlsposruon of the 1ntang1b1e will normally be treated as a
.royalty, and the speclal royalty sou:rcmg rules described earlier in this
" outline will apply, but only to the extent that the gain exceeds any tax
- 'depreclatmn allowable with respect to the property sold.

c. Undér either of these two alternatives, galn equal to the allowable
B deprematmn will be lelded between U.S. and non-U.S. source
| income, based upon the proport1onate amount of the depreciation
_adJustments allocable to each source if tax depreciation was
.allowable with respect to the property sold. For this purpose,
depreciation may include any deductions for research and

experimental expenses claimed under Section 174.

Tl Notmthstandmg these prov131ons however a taxpayer may elect the
‘benefits of Section 865(h), pu:rsuant to which gain derived from the
~ sale of an mtanglble Wlll be sourced outside of the United States if,

" ‘undera treaty obhga’aon, it would be sourced abroad

. For rules dealing with the sourcing of any portion of the purchase price
- ‘recharacterized as interest or compensation, see Int. Rev. Code §§ 861(a)(1)
- . and 862(a)(1) (as to interest) and Int. Rev. Code §§ 861(a)(3) and 862(a)(3)

(as to compensation).

. Note that, in some situations, the inventory sourcing rules (see Treas. Reg.
§ 1.863-3 and Treas. Reg. § 1.861-7(c)) will apply. This can occur if the
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- property in question is deemed to be a copyrighted article, rather than a
copyright right, pursuant to Treas. Reg. § 1.861-18.

o RELATED PARTY TRANSACTIONS |

L . Interco mpany Transactlons

A "In'tere(')mﬁariif Pricing.
1. - Section 482 broadly states that the Internal-Revenue Service may distribute,

apportion, or allocate gross income, deductions, credits, or allowances
between or among two or more orgamzatlons trades, or busmesses (whether
. or not mcorporated afﬁllated, or orgamzed 1n the United States) that are
" ovimed or controlled by the same interests 1f it determmes that such a
o dlstnbutmn apportlonment or aIlocatlon is necessary to prevent the evasion.
of taxes or clearly to reflect i mcome “See generally the Internal Revenue
‘Service’s Forezgn Controlled Corpomtton Non—CEP Transﬁar Pricing Audit
" Guzde made available in 1998 and LRS. Pubhcatlon 321 8, Report on the
Application and Administration of Sectlon 482.

' a v .The Serv1ce will apply an arm s-length standard to determine whether
" “a‘transaction produces resuIts con51stent with those that would have
been realized 1f uncontrolled taxpayers had engaged in a comparable
. transaction under comparable circumstances. Treas. Reg.
§ 1.482-1A(b)(1); Trea_s, Reg. 7_§ 1.482-1(b)(1). Under the final
 regulations issued on July-1, 1994, comparability will be evaluated by
- _taking into account functions, contractual terms, risks, economic
conditions, and the nature of the property or services. Treas. Reg.
§ 1.482-1(d)(1).
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+ b, The Service need not establish fraud, improper accounting, or tax
‘avoidance. Treas. Reg. § 1.482-1A(c); Treas. Reg. § 1.482-1(£)(1)(i).

c. Wlth respect to the control reqmrements of Section 482, see W.L.
Gore & Associates, Inc. v. Commzsszoner, T.C. Memo 1995-96, and
LR.S. Field Service Advice 200230001, dated March 25, 2002, See
also L.R.S. Technical Advice Memorandum 9222005 dated
January 10, 1992, in which the Servrce took the posrtron that
- Section 482 can apply even to cross-licensing arrangements to which

o the--like-kindexchangeprovision‘s of Section 1031 apply.

._ B Should the Sectron 482 ad_]ustment made by the Intemal Revenue Service be
R substantlal (that is, for any year begmnmg after 1993 the price shown on a
return 1s at least 200% more than or 50% less than the amount determined to
__ be con'ect or there is a net Section 482 transfer prlce adjustment of more than
$5 mllhon or, 1f less, 10% of the taxpayer S gross recerpts) the taxpayer may

.. _ be sub;ect to a20% (or 40%, in the case of a gross valuatron misstatement)

accuracv-related Denalty under Sectlen 6662.

. a .There are actually two types. of Section 482 penalties under this
| . ‘ provrsron a“transactronal penalty” and a “net adjustment penalty.”
- 'See Treas Reg § 1 6662 6(a)(1)

" b.  The former penalty applies when a transaction between persons

" described in section 482 involves a valuation misstatement. For a

" tecent case in which the 40% penalty imposed as the result of a

' {rademark adjustment was reversed on appeal, see DHL Corp. .
Commissioner, 285 F.3d 1210 (9th Cir. 2002).

c. - The latter penalty applies when taxable income increases by reason of

an allocation under Section 482. It can be avoided under certain

74




s
g S

_deﬁned circmnstances — for example if the taxpayer produces,
w1th1n 30 days of belng asked for it, documenta’uon that was in
existence when the applicable tax return was filed, substantiating that
the price was determined using a specific pricing method prescribed

. by regulation, and that the selection and application of the method

. .chosen was reasonable. See Treas. Reg. § 1.6662-6(d). See also
Revenue Procedure 94-33; 1994-1 Cum. Bull. 628; LR.S.
Announcement 96-16, 1996-13 Int. Rev. Bull. 22.

.o - However, the net adjustment penalty cannot be avoided under the

- general statutory exception for reasonable cause. See Int. Rev. Code
- .§§ 6662(e)(3XD) and 6664(c). Cf. Treas. Reg. § 1.6662-6(b)(3);
... Temporary Treas. Reg. § 1.6664-4T(f).

_'The old regulations under Section 482 ineldded a section dealing specifically
| | .mth the transfer or use of mtanglble property (Treas. Reg. § 1.482-2A(d),
apphcable in taxable years begmmng on or before April 21, 1993). In 1986,
| 7 | however Sectlon 482 was expanded to provrde that whenever an intangible,

| such asa patent copyright, know—how or trademark is licensed or

transferred, the income earned must be commensurate with the income

- attributable to the intangible.” This is the so-called “super-rovalty” provision.

a. Hence if one member of a controlled group licenses or assigns
| intellectual property to another member of the group, the
| ‘_consrderation paid cannot be based s1mpIy on industry norms or other

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

b Moreaver, 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.
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§§ 1 482-4(f)(2) (dea,hng with penodtc ad_]ustments) and 1.482-4(f)(5)
| '(deallng wﬂh lump sum payments)

. If the transferor retains a substantial interest in the property and

-« receives nothing or only nominal consideration in exchange, an

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

" More 'gene'rally, under the final re gulations, one of four methods must

. be applied to determine whether the consideration safisfies the general

‘arm’s-length standard: the so-called comparable uncontrolled

. transaction (CUT) method, the comparable profits method (CPM), the

profit split method, and any other method (an unspecified method)
that satisfies the criteria set forth in the regulatlons Treas. Reg
. § 1 482-4(a) The method chosen must be apphed in accordance with
the general requlrement that the results of the transactlon in question -
) ..not fall outsuie of an arm s-length range of results achieved in
'compa:rable transactions mvolvmg uncontrolled taxpayers See Treas.
| Reg § 1.482- l(e) |

A taxpayer is required to choose that method which produces the most

rehable measure of an arm ’s-length result under the facts and

- c:rcumstances of the transactton under review (the so-called best
'method) takmg into aceount comparablhty and the quality of data and

: &assumptlons Treas. Reg § 1 A482- l(c) see, e.g., Treas. Reg,

§ 1.482- 4(c)(2)(1)

Consistent with this approaeh the final regulations generally view the

' 'comparabie proﬁts method as a method of last resort. See Treas. Reg.

o © § 1.482-5; Treasury Decls1on 8552 1994-2 Cum. Buil. 93, at 109.
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g ‘With respect to the ownership of intangible property for Section 482

- purposes, see Treas. Reg. § 1.482-4(f)(3) and Medieval Attractions
2o NLVov. Commissioner, T.C;-Memo”1996~455.

- Bona fide research and development cost-sharing arrangements are still

permitted, to the extent they are consistent with the purpose of the

L amendment to Section 482, namely, “that the income allocated among the

~ parties reasonably reflect the actual economic activity undertaken by each.”

H.R. Rep. No. 99-841 (Vol. II), 99th Cong., 2d Sess. I1-638 (1986).

a. A cost-sharing arrangement is a ‘written arrangement pursuant to
o which two or more members of a controlled group agree upon the
. costs and risks -they_ Wiﬂ b.ear_ in connection with the development of
_ i_ptelleqtuai property‘.in which _éa(_:h will have an interest. The
 arrangement differs from a partnership (see Treas. Reg. § 301.7701-3)
i that once the p_rope_ftj is deyeloped?;éach party bears the costs of
i prdducing and marketing its interest in the property and retains the

- benefits of its own efforts.

b -Accordin'g' to the Confererice Report on'the 1986 Act, a cost sharer

must bear its poftion’ of the costs of dé\}eloping both successful and
- . unsuccessful products at all relevant stages of dg\felopment. H.R.
| Rep. No. 99-841 (Vol. II), 99th Cong., 2d Sess. 1I-638 (1986).

¢ InJanuary of 1992, the Treasury DePafth16nt issued a proposed

- regulation (Proposed Treas. Reg. § 1.482-2(g)) on the subject of
~_cost-sharing arrangements, that incorporated the
o connnensm_‘ate-wi_‘th-inco.me standard and that has since been
- f'm_alized. Treas. Reg. §.1.482-7, as amended by Treasury Decision
| 8670, published in the.Fedem,l Register on May 13, 1996, applicable
in taxable years beginning aﬁér 1995. . '
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- .d. . Under the final cost-sharing regulation, the Internal Revenue Service

- will not disturb the way in which the parties to a cost-sharing
- .arrangement agree to share the costs of developing intangibles, so
long as their agreement qualifies under the standards set forth in the
" tegulation, and the Service finds it unnecessary to adjust a controlled
' i)artieiﬁant’s share of costs to cause them to equal that participant’s
" share of the reasonably anticipated direct or indirect benefits derived
' from the intangibles. Cf. Proposed Treas. Reg, § 1.482-7(d), dealing
with the treatthent of stock-based ‘cc)mpens'aitiéh‘ ﬁnder a cost sharing

.. arrangement.

e. “'SeeIR'. Field Service Advice 200001018, dated January 7, 2000,

" and IR.S. Field Service Adv1ce 200023014, dated February 29, 2000,
dlscussmg cost—sharmg arrangements ‘Note that cost-sharing
payments for the nght to use of intangibles have been held to be

= ineligible for Section 174 treatment. See LR.S. Field Service Advice

© 200122005, dated February 1, 2001. Tn addition, research or
experimental eXpéﬁdithres'CoVered 'Bjrz.cb'ét-sharing payments are not

_ eligible for Section 174 treatment. See LR.S. Field Service Advice

) 2002Q7oig, dated November 13, 2001.

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

" and transfer pricing issues commonly faced by those who license intellectual

. property from a related party received wide “p}lbl:lCIty in 1994.

S Ambng the issues that the court was asked to address were the

- “deductibility of royalties paid and the reasonableness of research and
| development fees. See Tax Court Docket Nos. 21558-90 through

- 21562-90 and 12245-91 ‘and BNA Dazly Tax Report No. 195, at G-2
'(Oct 12, 1994) - ‘
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E b. .« The cases were widely pubticized in 1994 because of a letter that the
office of the North Atlantic Regional Counsel sent to several large
manufacturing companies requesting information relevant to the

" issues ralsed such as 1dent1ﬁcat10n of the companies’ unsuccessful
o 'z"attempts to license the1r trademarks See BNA Dazly Tax Report
o No. 66, at J-1 (Aprll 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 parties. See BNA Daily Tax Report No. 220, at G-3 (Nov. 17,
L 1999)

a ! For spec1a1 rules dealmg Wlth the tax treatment of the intangible property

" “income of a US. possessmns corporanon see Int Rev. Code § 936(h) and

g ""Altama Delta Corp. v. Commissioner, 104 T.C.424 (1995).

- A number.of programs have been developed to address transfer-pricing

L matters,

_ a '. For a dlSCllSSlOIl of the government S advance pricing agreement
S .‘ :(APA) program pursuant to whlch a taxpayer and the Internal
- .‘_Revenue éervme can agree in advance on a transfer pricing method
 sce LR.S. Announcement 96-124, 1996-49 Int. Rev. Bull. 22;
Revenue Procedure 96 53, 1996 2 Cum. Bull. 375; and L.R.S. Manual

Chapter (42)(10)00, issued January 22, 1997.. -

+:b.: For a discussion:of the small business taxpayer APA Program, see

.+ LR.8. Notice 98-10, 1998-1 Cum. Bull. 424, and L.R.S. Notice 98-65,
+1998-2 Cum. Bull. 803. -

c. " For a discussion of another program available to taxpayers seeking to

resolve Section 482 disputes with the Service, see Revenue Procedure
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94-67, 1994-2 Cum. Bull. 800, dealmg with the AIR (Accelerated

- Issue Resolution) program.

| See also Revenue Procedure 96-13 1996 1 Cum. Bull. 616, dealing

_ w1th requests for assrsta.nce of the U S. competent authority under the

prov151ons of a tax treaty to whrch the United States is a party.

“Early in 1999, the Internal 'Revenlie‘Service agreed that redacted
“*APAS were subject to disclosure.  See BNA Daily Tax Report No. 69,
vt G-1 (April 12,'1999), discussing the position of the government in

light of litigation brought by BNA seeking public disclosure of APAs.

However, the Ticket to Work and Work Incentives Improvement Act

1999 amended the statute to treat APAs and related background

1nformatron as conﬁdentlal Thus nelther is subject to public

dlscIosure but the Treasury Department is requlred to prepare an

-annual report providing information about APAs. See Int. Rev. Code

§§ 6103(b)(2)(C) and 6110(b)(1), as amended: L.R.S. Announcement
2000-35, 2000-1 Cum. Bull. 922 (the first such report); LR.S.

'Announcement 2001-32 2001 17 Int, Rev Bull. 1113 (the second
' such report) LR.S. Announcement 2002-40 2002-15 Int. Rev. Bull.

747 (the third such report) and L. R. S Announcement 2003-19,

2003-15 Int.. Rev. Bulll_. 723 (the fourth such report).

Conversion of Capital Gain:into Ordinary Income.

. 7" Although the income that a taxpayer realizes when intellectual property is
. .s0ld may be treated as capital gain for tax purposes, there are several tax code
provisions that convert what might otherwise be capital gain into ordinary

income when the parties to the transaction are related.
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- The special provision pursuant to which the holder of a patent can realize

capital gain when he sells the patent does not apply if the purchaser is a

related party. ‘See Int. Rev. Code § 1235(d); Soffron v. Commissioner,
35 T.C. 787 (1961). |

A Capital gains treatment may still be available under general principles

of tax law. See Revenue Ruling 69—'482,"supra.'

B b _ I—Iowever the government will be reluctant to allow capital gains
| o treatment Where the transferor would have realized ordinary income
had he, instead of the related patty, explmted the patent. See Van
Dale Corp. v. Commissioner, 59 T.C. 390 (1972), where the
govemment so‘ught 'to.-apply Section 482 (disci1s'sed above).

,Under Seetlon 1239 2 taxpayer who sells prOperty to a related person will

| reallze ordmary 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. . Apatent application is deemed to ' be depreciable for this purpose.

However, since patents with 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 law, patent applications

have become depreciable in any event.

“b..- Note also that installment sale treatment will generally not be

- “available under these circumstances. See Int. Rev. Code § 453(g),
-which extends the definition of “related persons™ beyond that in

. Section 1239, - |
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- ¢. - .For arecent private letter ruling in which the applicability to

Section 1239 to the transfer of a trademark was considered, see LR.S.

Private Letter Ruling 1999440435, dated August 11, 1999,

Similarly, property that is not a capital asset in the hands of the buyer (and

that, if later sold by the buyer, will thus normally yield ordinary 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 ihdiiectly 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 iaxp’ayer

controls will realize ordinary income rather than capital gain. Int. Rev. Code

§1249. Control for ﬂl'is"purp'(‘)'se means the direct or indirect ownership of
" more than 50% of the vo'ﬁng:'stock of the entity.

. C. . Disallowance or Deferral of Losses and Other Deductions.

1.

Because of the ability of re_lated'pari:ies to create uneconomic tax losses or

deductions, a number of tax code provisions 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..

.Thus, should a taxpayer gell intellectual property at a loss to a person related
‘to the taxpayer, the loss, as such, will normally not be deductible currently.

Int. Rev. Code § 267(a)(1) and, with respect to transactions involving

partnerships or a partner and a partnership, Int. Rev. Code § 707(b)(1).
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- If the transferor and the transferee are members of the same controlled

group of corporations, the loss will typically be deferred. Int. Rev.
Code § 267(f) The regulations under this provision (Treas. Reg.
_ § 1 267(f) 1) apply consohdated return prmclples Cf. UnionBanCal

" Corp. v. Commissioner, 305 F.3d 967 (9th Cir. 2002).

Otherwise, the transferee may reduce hIS Or lts 'subsequeht gam 'l.Jy the i
amount of the loss disallowed on the initial sale. Int. Rev. Code
§ 267(d).

.-+ . Similarly, the provisions of Section 197 dealing with the amortization of

intangibles generally will not apply.te intangibles acquired by a taxpayer

“from a person related to the taxpayer in certain types of transactions if a

o depre01at10n or amortization deduction would not otherwise be available.

a :"Transfers of know~how for example may be affected by this provision. See
' the “anti- ~churning” rules in Int. Rev. Code§ 197(t)(9) Treas. Reg.
. §1.197-2(h); and LR S. Private Letter Ruling 9630015, dated April 26, 1996.

Moreover, if a taxpayer licenses intellectual property from a related party:

_The royalties will not be.deductible to the extent they are determined

by the Internal Revenue Service to be unreasonable in amount. See

. Revenue Ruling 69-513; 1969-2 Cum. Bull. 29; Podd v.

Commissionef, T.C. Memo 1998-231; Dharma Enterprises v.
" Commissioner, 194 F. 3d 1316 (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
"in Section 267(a)(2) This provision precludes an accrual method

licenses from taking a tax deduction for amounts payable, but not yet

o paid,. to 4 related licensor who, as a cash-method taxpayer, reports
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" income only upon receipt. For the applicability of this provision to

- amounts due a foreign payee, see Treas. Reg. § 1.267(a)-3.

5. For comparable prov151ons that apply to corporatlons filing consolidated tax
o returns see Treas. Reg. § 1. 1502—13 deahng with intercompany transactions.

Trans_fers to_ a Controlled Corporati_m_l.

A. - Transfers to a Domestic Corporation.

1. In general, when a taxpayer transfers intellectuéll property to a domestic
- corporation that the taxpayer controls immediately after the transfer, there
- will be no gain or loss for tax purposes. =~
_ a - Notgj-:,_: :hqweyér,'tha:t in 1995 the Treasury Department and the Internal
. Retreﬁué Servi_ce began an informal study of the treatment of transfers
of intelléctual prt)perty under Secti.on 351, .and the President’s fiscal
‘year 2000 budget proposal on the subject, discussed below, may
.reﬂect the outcome of that study See 69 Tax Notes 952 (Nov. 20,

1995).

“b. =+ - 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.

2. The statutory rcquirements_ for_,ttpn—tecpgt)jt_ion appear in Section 351 of the

tax code. In general:

o a. Property must be transferred in exchange for stock; the receipt of
- securities is no longer permitted. Moreover, under Section 351(g),
added by the Taxpayer Relief Act of 1997, the receipt of certain

~ preferred stock is no longer permitted on a tax-free basis.
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~b.-: - The transferor must, alone or with other transferors, own immediately
- after the exchange stock possessing at least 80% of the corporation’s

voting power and at least 80% of all other classes of corporate stock.

-~Section 351 applies only to-transfers of propetty.-See generally LR.S: Private - -

- Letter Ruling 8432073, dated May 8, 1984.

a. . - Patent nghts have been deter.rmned to be property under Section 351.
o _Treas Reg. § 1 351- 1(a)(2) eX. (I)

‘b, " With respect to computer software, see Revenue Procedure 74-36,
1974-2 Cum. Bull. 491; with respect to copyrights and trademarks,
see Revenue Procedure 83 59 1983-2 Curn BuII 575; and with
respect to trademarks alone see LR.S. Prlvate Letter Ruling 9710018,
dated December 5,-1996.

B c -. | 'Note that the Internal Revenue Servme has concluded that the right to

o ‘recerve license fees in the future is not property. LR.S. Field Service
Adv1ce 200149019 dated August 31 2001

The gbvemment’ s characterization of know-how for purposes of Section 351

*'{s less certain than its characterization of other forms of intellectual property.

.-a. . . Know-how is discussed in Revenue Ruling 71-564, supra, and
Revenue Procedure 69-19, 1969-2 Cum. 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.

b The Internal Revenue 'Service has characterized know-how as secret
- ‘where (i) it is known only to the transferor and those confidential
a e.rnployees'whd need to have knewledge of the know-how so that they
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- can apply it for its intended use, and (ii) adequate safeguards are taken
- .. to guard against unauthorized disclosure. See LR.S. Private Letter
- Ruling 8502024, dated October 15, 1984. -

-.-Note also that Treas. Reg. § 1.861-18, dealing with the tax treatment

of certain transfers of computer programs, states that information

concerning a computer program will be treated as know-how for

" ‘purposes of applying the fegulatioﬁ 6n1y if, among other

requirements, it is furnished under conditions preventing its

.. unauthorized disclosure and it is considered property subject to trade

... ;secret protection.. -

Csoa tranéfef is also required under Section 351.

a.

For rulings purposes the Service has taken a restrictive posture
regarding the extent of the rights in intellectual property that must be

transferred in order to satisfy the requirements for non-recognition

o 'u.nder Section 351. The 'ques_tib‘n that the Service asks is whether the
' transaction, if taxable, would be treated as a sale for tax purposes

rather than as a mere license.. See Revenue Ruling 69-156, supra,

- LR.S. Private Letter Ruling 9810010, dated December 3, 1997. But

see LR.S. Private Letter Ruling 200217051, dated January 28, 2002,

' 'dealing with the contribution of less than all substantial rights in
 certain intellectual property to a corporation. ’

*Thus, under Internal Revenue Service rulings guidélines, a

conveyance of all substantial rights in patents and patent applications
is required; all rights, title, and interests in a copyright, in each

medium of exploitation, must be transferred; and, in the case of a

- trademark, the transferor cannot retain any significant power, right, or
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- -continuing interest in the property.- See Revenue Procedure 83-59, -

~ - :.supra,and the preamble to final Treas. Reg: Sec 1.861-18 (T.D.

- . 8785), discussing the “all substantial rights” test.

The courts, on the other hand, have been more liberal. See
EI duPom‘ de Nemours & Co V. Umted States supm, 1nvolv1ng a

' non—excluSWe 11cense

Note also that the Administration has in the past proposed eliminating
the “all substantlal nghts” requlrement provrded that both parties to
.. :'_the transactlon treat it in the same manner. See Descrwnon of
. "Revenue Provzszons C0ntazned in the Preszdent s Fzscal Year 2000
VBudget Proposal prepared by the staff of the J oint Committee on
_ | Taxatlon at page 225 The same proposal appeared in the
' _Adrmmstratlon s Flscal Year 2001 Revenue Proposals, and legislation

o to the same- effect has been mtroduced since then

Notwithstanding the general rule, if the intellectual property was developed

speclﬁcally for the transferee the stock received i in exchange may be

B regarded as taxable compensatlon for serv1ce rendered See Int. Rev. Code

8 351(d), Treas Reg. §1.351- 1(a)(1)(1), Revenue Procedure 69-19, supra.
Compare Blum V. Commlsszoner, 11 T C 101 (1 948), w1th Chilton v.
Commissioner, 40 T.C. 552 (1963).

However ancrllary servrces rendered by a transferor 1ncldent to the transfer

o of property will typrcally be disregarded SO that no portion of the stock

recelved by the transferor Wlll be v1ewed as taxable compensation income.
- 'See Revenue Ruhng 64 56, 1964-1 Curn Bull 133
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- 8. Also, where no stock is actually issued to the transferor in exchange, the
- transfer of intellectual property to a corporation may instead be treated as a

tax-free_ contribution to capital. See Int. Rev. Code §§ 118 and 362(c).

B. . Transfers to.a Foreign Corporation.:

L Ift the transferee of mtellectual property isa forelgn corporation, rather than a
domestic corporation, the provrsmns of Section 351 of the tax code will not

; _prote_ct the U.S. transferor from taxation. . -

o 2 Lo Under Sectlon 367(a)(1) to whlch transfers of __m s not treated as
o _“caprtal assets are subject (see Int Rev. Code § 367(5)(3)(3)(1))’ the U.S.
'trans feror will reallze ordmary mcome when the transfer occurs to the extent
) " the transferor would have reahzed ordmary 1nc0me had the property been
o sold mstead See Temporary Treas Reg §§ 1 367(3) 1T, 1.367(a)-5T(0)(2),
* and 1.367(d)-1T(b). Note that the provisions of Treas. Reg. § 1.861-18 apply
for purposes of detennmmg 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 mtangrbles (mcludmg patents know—how, trademarks and other

_ | copyrrghts) to a forelgn corporatron ina transactlon to whrch Section 351

" would otherwise apply.

a. _ Overturmng pnor law (see Revenue Procedure 68-23, 1968-1 Cum
Bl 821), this prov1sron whlch will apply unless regulations provide
: '.'to the contrary, does not d1st1ngu1sh between transfers of U.S. and
B forergn mtan_grbles,_ nor does_ it _focu_s upon_ the nature of the business
in Whlch the 'intangiblcs are to.'be used. Onits faoe, the provision
applies not only to intangibles transferred to a foreign entity that will
manufacture | goods for the U.S. market, but also to intangibles to be
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- used to produce abroad a product for consumption abroad. See
- Temporary Tréas. Reg. §§ 1.367(a)-1T(d)(5)(3) and 1.367(d)-1T(b).

b. = Moreover, the Service will seek to-apply .this provision under certain
< cifcumstances whenever intangibles are simply licensed for a limited
period of time. See Temporary Treas. Reg. § 1.367(d)-1T(g}(4)(ib).

' 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
produetmty, use, or dlsposmon of the property, and, notthhstandmg the

| | actual con31derat10n pald Wlll be deemed to recelve each year over the useful

- ‘_!hfe of the propel"fy (or 1f less, 20 years) an amount‘ commensurate with the.

'mcome attnbutable to the mtanglbles See Temporary Treas. Reg.

T §1.367(d)- 1T(c)(3) The Taxpayer RehefAct of 1997 repealed the treatment

of this deemed ordmary income as U.S. source income, so that the regular

L .-royalty sourcing rules will now apply. Int. Rev. Code § 367(d)(2)(C), as
yaity. CIng appLy. :

. ame_nd_e,d_. effective August 5, 1_997;.

h a ‘-Under the temporary regulanons however an election to treat the .
o transac’uon as a sale can be made under certam circumstances — for
| .‘example when operatmg mtang1b1es (e. g studies) are transferred or,
| in general when at least half of the property that the U.S. transferor
transfers consists of mtanglbles to be used abroad in the active
conduct of a business not involving the manufacture or sale of
. products in the United States or for the U.S. market and the U.S.
_ transferor receives between 40% and 60% of the transferee, a newly
- formed entity, at least 40% of which is owned by unrelated foreign
~_persons. Temporary Treas. Reg. §§ 1.367(a)-1T(d)(5)(ii) and
1.367(d)-1T(R)(2).
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b.

. Then the taxpayer will be taxed at ordinary income rates on the

‘built-in gain, which, under the temporary regulations, will be treated

as U.S. source income.

The extent to.which trademarks are covered by Section 367(d) is not clear.

Seetion 367(d) appiies to transfers of 'inta'ngible property referred to in
- .-Section 936(h)(3)(B), including “any tradémark; trade name, or brand

name.”

' .However, the General Explanatron of the 1984 Act prepared by the
Joint Comrmttee on Taxatlon states “The Act contemplates that,

o Hordrnanly, no gam Wﬂl be recogmzed on the transfer of . . . marketing
..mtanglbles (such as trademarks or trade names) deveIoped bya

| forergn branch to a forergn corporatron

" 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 recogmzed under section 367(a) on transfers of -

marketlng lntanglbles (such as trademarks ) for use in connection

with a Us. trade or busmess or m connectlon ‘with goods to be

. manufactured soId or consumed 1n the Umted States.” H.R. Rep.
'. _."No 98 861 98th Cong 2d Sess 955 (1984)

- "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, 1986 are not subject to

- Section 367(d). See Temporary Treas. Reg. §§ 1.367(a)-1T(d)(5)(iv)

and 1.367(d)-1T(b).
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- - Although mere contributions to the capital of a domestic corporation may be
. tax-free, contributions to the capital of a foreign corporation will normally be
“taxed. See Revenue Rulmg 64-155, 1964-1 (Pt 1) Cum. Bull. 138; L.R.S.
'anate Letter Rull.ng 9343 009 dated July 21 1993 See also Nestle

Holdmgs v. Commzsszoner T C Merno 1995 441 remanded (on a different

| =.rssue) 152 F.3d 83 (2d C1r 1998) where the taxpayer sought to treat a sale

| as 111 part a caprtal contnbutlon

- a. Ifthe 80% voting control requirement of Section 351 is met, the

provisions of Section 367 will apply as though the transferor had
. recerved stock of the foreign corporatlon equal in value to the
‘. property transferred See Int Rev, Code § 367(c)(2), reversing the
| _ . posmon taken in Abegg V. Commzsszoner, 50 T.C. 145 (1968).

-~b. 0 -Otherwise, under current law, the transferor will be required to

include any built-in gain in his or its U.S. gross income, as though the
| property had actually been sold if so provrded in regulatlons

. '_‘promulgated by the Internal Revenue Serwce Int Rev. Code

-~ §367(.

o c. | Prlor to the Taxpayer Rehef Act of 1997, however different rules

applied. Bwlt—m gain was taxable at 35% when a U.S. citizen,
resident, corporation, partnership, estate, or trust contributed property
to a taxable foreign corporation as paid-in surplus or as a contribution

" tocapital. 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.

- Rev. Code § 1494(c), added by the Small Business Job Protection Act
0f 1996. See LR.S. Notice 96-60, 1996-2 Cum. Bull. 227; IR.S.

o1




Notice 97-18, 1997-1 Cum. Bull. 389; L.R.S. Notice 97-42, 1997-2
Cum. Bull. 293; and LR.S. Notice 98-17, 1998-1 Cum. Bull. 688.

.' dr. | To evoid, this excise .tax under priorlle_iw, the_ treneferor either had to
e 'eleet to have principles simila.r.to those of Section 367 applied to the |
 transaction, or had to elect under Sectron 1057 (also repealed by the
B Taxpayer Relief Act of 1997) to 1nclude any gam in his or its U.S.
gross income, as though the property had actually been sold. Int. Rev.
- Code § 1492. See LR.S. Technical Advice Memorandum 9647004,
. dated August 2, 1996, .. .

e &_ | Note thnt the Tax Reforrn Act of =1984"c1eleted the ability of a taxpayer
o to avoid the former excise tax by estabhshrng 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.

o 7. " “Fot ce certaln reportmg reqmrements see Int Rev Code § 6038B and Treas.
- _ Reg § 1.6038B-1 requn‘mg in certam mstanoes the use of Form 926, Return
| by Transferor of Property to a Forergn Corporatron

a. Note that the reporting requirements apply to transfers of intellectual
- property made by aU.S. person that are not viewed as taxable

' oontnbutlons to caprtal

b. There are significant penalties for failure to comply — i.e., the lesser
“of $100,000 (absent intentional disregard of the law) or 10% of the
value of the property transferred.

L. Transfers 't.o a._.F.oreign Partnership.

“ A.7 " Under the law in éffect prior to the Taxpayer Relief Act of 1997:
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. A'U.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
- .ataxpayer transfers property to a partnership in exchange for.an interest in
 the partnership, Int. Rev. Code § 1491, as in effect prior to August 5, 1997.
See LR.S. Technical Advice Memorandum 9618003, dated January 17, 1996,
' and, with réspect to’ the defimtlon of “property,” Umted States v.

Stafford, 727 F.2d 1043 (1 1th C1r 1984).

To avoid this’ excuse tax the transferor was able to take elther of the two steps

o descnbed above, avaﬂable to a 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 L.R.S. Technical Advice Memorandum 9704004, dated

_ October 23, 1996; LR.S. Private Letter Ruling 9741037, dated July 14, 1997.

' "Under current law, (i) by regulatlon ridles comparable to those in Sectlon 367(d) may
':apply, or (11) 1mmed1ate gain recogmtlon will be requzred to the extent provided in

. "regulatlons promulgated by the Internal Revenue Serv1ce if gam ‘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 recognition 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
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_respect to transfers made after'August 5, 1997. Reporting will be required if the

- transferor holds at least a 10% interest'in the partnership after the transfer, or if the

- transferred property and any other property transferred to the same partnership by the
. same person or a related person within the 12-month period end1ng on the date of the

most recent transfer is worth motre than $1 OO 000.

” 1.._ 7' For s1mp11ﬁed reportmg rules apphcable to transfers made before January 1,
| 1998 see LR. S, Notlce 98 17, supra. .

2. With respect to transfers made on or after January 1, 1998, see Treas. Reg.
.. _. ' .' § 1.603 8B—2 drrectmg that reportable transfers of property to foreign
_‘ ‘ partnershrps be reported on Form 8865 Return of U S. Persons With Respect
a to Certam Forelgn Partnershlps

"3, The penalties for noncompliance are substantial. First, there is a monetary

" penalty equal fo 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 requlred to mclude in gross income any unrealrzed gam mherent in

.. the property
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