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GENERAL

1. Goals.

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

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

favorable takresultS.

B. Ideally;, the consideration received by a ~~ansferor will be taxed at the lowest possible

rates {jrnot at all, while the costs incurred by adevel{jper al1dthe consideration paid
" ./ ,-', c. ,-:'

by a"nceJ1see or assi!Wee .willbedeductible in full on~currtmtbasis.

C. Also, ideiilly; 'atransferor\vill not have "phantom" income, resulting in more income

subject to tax than anticipated.

D. Finally, in ani<Jealworld, if any party to .the transactionlives.or transacts business

abr{ja.d,u() ac:lverse tax consequences :-viii there~Yarise.
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II. Variables.

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

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

· by the Treasury Department on November 21, 1996 entitl~d "Selected Tax Policy

Implications ofGlobal Electronic Commerce."

B. Initially, it is importan(to knowthekindofin1.ell~ctual property that is, its

character for tax purposes.. For example:

· L Is it a patel}t, a copyright, know-how, computer software, or a trademark?

2. In the hands of the transferor, is it a capital asset or inventory~typeproperty?

3. In the hands ofthe transferee, is the property depreciable?

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

property must determine the nature of the transaction. Specifically:

L Does the transferor retain a substantial interestintheintellectual property?

2. Is the transferee ofthe 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:

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

2. In the 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?

6. Are the payments sourced in the United States or abroad?

ACQUIRING INTELLECTUAL PROPERTY, OTHER THAN
FROM A RELATED PARTY

I. Overview.

A. There are threecoinmon ways in which intellectualproperty is acquired - that is; 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.

C. Moreover, if the taxpayer has foreign operations, it will be important to know

whether the costs are sourced in the United States or abroad.

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

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

(

D.In addition,jf the costs are paid to a foreignpersQn,the acquiring party must

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

II. Developing One's Own Intellectual Property.

A. Deductibility of Research and Experimental Expenditures.

1. Historically, the tax code has included specialprovisions benefiting taxpayers

who developtheir own intellectual property. Probably the best-known

provision is that dealing with the deductibilityof research and experimental

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

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

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

a. Section 263A, the so-called nniform capitalization provision, requires

a taxpayer to capitalize all direct and allocable indirect costs of

tangible (but not intangible) personal property produced by the

taxpayer for use in a trade or business or an activity conducted for

profit.

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

recording, videotape, book, or similar property. See Treas. Reg.

§ 1.263A-2(a)(2).

3. However, Section 1740fthe tax code gives taxpayers two basic optional .

ways to treat so-called research and experimental expenditures that are

incurred in connection with atradeor busiriessand that are reasonable (see

lnt.Rev. Code§ 174(e); added by the Revenue Reconciliation Act of 1989)

nnder the circumstances. The uniform capitalization provisions do not apply

to such research arid experimental expenditures. See Int. Rev. Code

§ 263A(c)(2); Treas. Reg. § 1.263A-I(e)(3)(ii)(P) and (iii)(B). See also

Treas. Reg. § 1.263(a)-4(b)(4), excluding such research and experimental

expenditures from coverage nnder the regulations governing the

capitalization of intangibles.

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

§ I74(a)(I» or, if they do not relate to depreciable property, they can

be amortized ratably over a period ofnot less than 60 months,

beginning with the month in which the benefits from them are first

realized (Int. Rev. Code § 174(b)(I».
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b. Hence, amortization is available only during periods when there is no

property resulting fromth~researchactivitiesthat has a determinable

useful life. For example, a taxpayer who develops a process and

begins to deduct the atte~dant research and experimental expenses

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

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

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

lat.er in this outline.

c

c. An election to amortize can be limited to a particular project (see

Treas. Reg.§ 1.174-4(a)(5); I.R.S. Private Letter Ruling 9830030,

da.ted April 28,.1998, dealing with specialized software development

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

to eXPense can;be limited toparticulartypesohesearch and

experimental expenditures (see I.R:S. PrivateLetter Ruling 9552048,

datedO<.:tober2, 1995, dealing with legal fees incurred in securing a

patent). Cf. Revenue Ruling 58-74,1958"1 Cum. Bull. 148.

d. Under most circumstances, a taxpayer's election, once made, is

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

consent. Int. Rev. Code § 174(a)(3) and (b)(2). See I.R.S. Technical

Advice Memorandum 9707003, dated October 31,1997, and I.R.S.

Private Letter Rulings 9726022 through 9726028, dated April 1,

1997. WithresPect the need to make an election to expense on an

(jriginal (in contrast to an amended) return, see I.R.S. Private Letter

Ruling 6603315940A, dated March 31,1966.
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e. However, an individual who chooses to expense his research and

experimental expenses is later permitted to elect, without the consent

of the Internal Revenue Service, to amortize some or all ofhis

subsequently incurred expenses over a period of 10 years. Ifhe does

so, 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, I.R.S.

Technical Adyice Memorandum 9607001, dated October 31, 1995,

and I.R.S. T~chnical Advice Memorandum 9746002, dated August 1,

1997 (dealing with the shareholder ofanS corporation).

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

corporations as well as individuals. See I.R.S, Private Letter Ruling

200117006, dated January 17,2001, and I.R.S. Field Service Advice

200122005, dated Februiuy 7, 2001.R.egulations under this provision

were proposed in 2004 and finalized at the end of that year. Treas.

Reg. § 59-1.

4. Whatever election a taxpayer makes, prepaid research and experimental

expenditures may remain non-deductible until the research and experimental

work is actually performed. See Treas. Reg.§ 1.461-1(a)(I) and (2); I.R.S.

Private Letter Ruling 8939004, dated June 22, 1989; cf. Treas. Reg.

§1.263(a)-4(d)(3). 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 oflicense fees, see I.R.S. Private Letter
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Ruling 9244021, dated July 13, 1992, and I.R.S. Private Letter Ruling

9249016, dated September 8, 1992.

5. The regulations define research and experimental expenditures as research

and development costs in the experimental or laboratory sense. Treas. Reg.

§1.l74-2(a)(I)... This particular language has been in effect since 1957,

although an updated definition was published in the Federal Register on

October 3, 1994.

a. Research and experimental expenditures include costs incident to the

development or improvement of a product and the cost'of obtaining a

patent, such as attorneys' fees expended in perfecting a patent

application.

b. The cost of research perforIJ:led by a third party under contract can

qualify. Treas. Reg. §.L179(a)(8).

c. However, qualified costs. do not include the cost of acquiring another

person's patentor proi::ess (Treas. Reg. § 1.174-2(a)(3)(vi); see I.R.S.

Private Letter Ruling 9449003, datedAugust 25, 1994) or the cost of

obtaining.foreign patents on inventions covered by U.S. patents and

patent applications owned and developed by others (Revenue Ruling

66-30, 1966-1 Cum. Bull. 55). See also I.R.S. Technical Advice

Memorandum 9707003, dated October 31, 1996, describing the trade

or business requirement

d. In addition, qualified costs do not include the .cost of acquiring

depreciable property used in research activities. See Ekman v.

Commissioner, T.C. Memo, 1997-318,99-1 U.S.T.C. ~50,580 (6th

Cir. 1999). See also I.R.S. Field Service Advice 200207006, dated

7
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6.

-November 1, 2001, dealing with software products used in research or

experimental actiVities.

Under regulations prop()sed in I 989, rxp~nditures incurred after the point a

product met its basic design specifications normally \V()uld 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

to reduce costs significantly or to achieve significantly enhanced

perforniaIice:ProposedTreas. Reg. §1.174i:2(a)(l) (1989). This time-line

approach was deleted from the definition ofresearch and experimental

. expenditures proposed in Marchof1993.Now, under the updated definition

published in final form in 1994:

a. A1nOlintsthat a taxpayer spends to discover information that will

eliminate lincerta.inty conceriiing the development or improvement of

a product will qualifyiftheinforniatiort already available to the

taxpayer does not establish (i)the capability or method for developing

or imptovingthe product, or (ii) the appropriate design of the product.

For this purpose, the nature of the product or improvement and the

level of technological adVance Me not relevant. Treas. Reg.

§ 1.174c2(a)(l).

b; The costoftesting to detel"l11inewhether the design of a product is

.. appropriate, in contrast to mere quality control testing, can qualify as

a research and experimental expenditure. Treas. Reg.

§1.174-2(a)(3)(i) and (4).

7. At presept,the costs of drveloping computers()ftware (whether or not it is

patented or fOrmally copyrighted) can be tr~a.ted like research and

experimeutal expenditures. See Revenue Ruling 71-248,1971-1 Cum.

Bull. 55; I.R.S. Private Letter Ruling 9551002, dated September 14,1995.
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But see LR.S.TechnicaIAdviceMemorandum 9449003, dated August 25,

1994, where the Internal Revenue Service concluded that the taxpayer had

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

Similar conclilsibils are reflected lllI.R.S. Fiehl SerVice Advice 199930016,

'dated Aprll 27, 1999. See als{) Tieas. Reg. §1.263(a)-4(b)(3)(iv).

a. Under a 1969 reyenue procedure, a taxpayer who elected to amortize,

rather thanimmediately deduct, .computer software development costs

could do so over five. yearsfi-om the cQmpletiQn of development or

over a sl;lOrterperiod where the developed software was shown to

have a shoi1;ernsefu11ife. Revenue Proc.edure69-21, 1969-2 Cum.

Bull. 303.

b. The. 1969 revenue procedure has now·been superseded by Revenue

Procedure2000-5Q, 2000-2 Cum. Bull. 601, permitting a taxpayer

(i) to expense cOlllputersoftware development costs, (ii) to amortize

them ratably over 60 months from the completion of development, or

(iii)to1llIlortizethem ratably. over 36 months from the date the

software is placed in service, •The preamble to Treas. Reg. § 1.263(a)-

.. 4 indicates that taxpayers may continue to rely on this revenue

procedure until separate guidance is issued. 69 Fed. Reg. 436, at 440.

c. This iscoI1$istentwith the fact that a taxpayer can now depreciate

(underInt. Rev; Code §).67(f)(1» the cost of depreciable computer

software to which the tax eQde provision dealing with the

amoi1;ization ofintangibles (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

(Tfea~: Reg. § 1.167(a)-14(b)(1»prospectivelYmodify the approach

taken irlthe 1969 revenug procedure, to permit a taxpayer who

9
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develops depreciable computer software in-house to amortize the

development costs ratably over a period of 36 months, beginning with

the month in which the computer software is placed in service. Note

that Section 197 does notapply to self-created computer software.

See In!. Rev. Code § I97(c)(2) and (e)(3).

d. Some concern has been expressed about the applicability ofthe

uniform capitalization rules of Section 263A to the costs associated

with the development of computer software, since the regulations

define tangible personal property to include "video tapes ... and other

similar property embodying words, ideas, concepts, images, or

sounds." Treas.Reg.§ 1.263A-2(a)(2)(ii). However, Treasury

Decision8482; 1993-2 Cum. Bull. 77, at81, confirmed that so long as

Revenue Procedure 69-21, supra, remained in effect, taxpayers would

not be required to capitalize computer software development costs.

See also the preamble to Proposed Treas. Reg. § 1.174-2(a)(l),
~ . . ,

appearing at 1993~1·CUIll. Bull. 904. Presumably, the issuance of

Revenue Procedure 2000-50, replacing Revenue Procedure 69-21, did

not alter this conclusion.

e. Note that in 1997 the Internal Revenue Service announced its position

that Year 2000 software update costs (i) could generally be treated in

the same way as softwlITe development expenditures, but (ii) normally

would not qualify for the reSearch credit. Revenue Procedure 97-50, .

1997-2 Cum. Bull. 525.

f. However, the Internal Revenue Service may treat web site

development costs as ineligible for the special treatment afforded

computer software development costs. See BNA Daily Tax Report

No. 222, at 0-2 (Nov. 16,2000).
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8.. In the past, the tax code has permitted a taxpayer to claim a research credit.

To avoid a double benefit, the deduction otherwise allowed for research and

l;lxperimentalexpenditures must be reduced by any research credit available

with respect to these .expenditures, unless the taxpayer irrevocably chooses to

reduce thl;l credit by the taxes deemedsaved by not offsetting an amount

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

280C(c).

9. With respectto the ability to increase the assets of a controlled foreign

corporation by the rese<.ltchand experimental expenditures that it incurs over

its three most.recent taJi:ableyears for purposes of determining whether the

passive foreign investment company (PFIC) provisions of the tax code apply

to its U.S. shareholders, seeIl1t.Rev.Code § 1298(e)(I), added by the

Omnibus Budget Reconciliation Act of 1993, as well as the discussion ofthis

provision later in this outline.

B. Allocating Research and Experimental Expenditures Between Domestic and Foreign

Activities.

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

the United States and abroad on t!lat 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 domesticfuxpa.yer either may deduct for U.S. tax purposes the

income taxes that the taxpayer pays abroad (lnt. Rev. Code § 164(a))

or, subject to many limitations, may credit these taxes against his or. . .

its regular U.S. tax liability (lnt. Rev. Code § 27). See Int. Rev. Code

§ 59(a) dealing with the alternative minimum tax foreign tax credit.
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~.. b. If a taxpayer chooses the credit instead of the deduction, the credit for

foreign taxes paid on income ofthe same kind - i.e., which falls

within a particular foreign tax credit basket - cannot exceed that

proportion of the taxpayer's total U.S. tax liability, which the

taxpayer's taxable income from sources outside the United States

within that foreign tax credit basket bears to the taxpayer's entire

taxable income for the same year. Int. Rev. Code § 904(a) and (d).

Hence, the taxpayer must determine the source of the items of gross

income and of the deductions shown on the taxpayer's U.S. tax return,

in order to determine the source of the taxable income shown on the

returTI. With respect to the foreign tax credit basket to which patent

royalty income belongs, see American Air Liquide, Inc. v.

Commissioner, 116 T.C. 23 (2001), affd, 2002-2 U.S.T.C. ~50,628

(9th Cir. 2002). Note also that for taxable years beginning after 2006,

there will be only two foreign tax credit baskets.

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

elects to deduct research and experimental expenditures, these expenditures

mustb~ apportioned between the taxpayer's U.S. and foreign source income

,within the class of gross· income to which the taxpayer's product research

·a6tiviiies are related. The allocation rules now in effect 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 portion of Treas. Reg. § 1.861-8

(promulgated in 1977) dealing with the allocation of research and

experimental.expenditures, but only with respect to a taxpayer's first

two taxable years beginning after August!, 1989 and during the first

six months of a taxpayer' s firs~~axable ye~beginning after August 1,

12



1991. Int. Rev. Code § 864(f)(5), as amended by the Revenue

Reconciliation Actof1990 and theTax Extension Act of 1991.

b. Thereafter, effective June 23, 1992, the Internal Revenue Service

announced that it would not require a t~payer to apply Treas. Reg.

§ 1.861~8(e)(3) during the last six months of the taxpayer's first

taxable year beginning after August 1, 1991 and during the

immediately following taxable year, provided that the taxpayer used a

prescribed transitional method of allocation based upon the expired

tax code provision (Revenue Procedure 92-56,1992-2 Cum.

Bull. 409). The Omnibus Budget Reconciliation Act of 1993
,,,,-:,':'0:,':':" .

reinstatedS~c1.ion 864(f), but only for a taxpayer's first taxable year

(beginning,on or before August 1,1994) following the last taxable

year to which Revenue Procedllfe 92-56 could have applied. See

I.R.S. Field Service Advice 199918027, dated May 7,1999.

c. To date, Section 864(f) has not been extended, althougpthe

Administration 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. Howevpr, proposed changes in

this regulation were published in the FederalRegister on May 24,

1995 and have since taken effect.

d. With respect to the allocation ofresearch and development expenses

between a parent corporation and its Pj{port subsidiaries for a different

purpose, see The Boei/'lg Co. v. United States, 537 U.S. 437 (2003).

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

applicable intaxableyearsbeginnihg afierl995), which are based in part on

thpTreasury Depiutment's study pntitled The Relationship Between Us.
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c)

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

May 19, 1995:

a. Expenditures made solely to satisfy the legal.requirements of a

governmental entity with respect to the improvement or marketing of

products or processes are allocable to the geographic area within

which the test results are reasonably expected to generate all but a

de minimis amount of gross income.

b. Under the sales method, a taxpayer may apportion 50% ofthe

taxpayer's other research expenditures to U.S. (or foreign) source

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

in the U.S. (or abroad), and the balance ofthe expenditures must then

be apportioned based on sales.

c. Alternatively, a taxpayer can choose the optional gross income

methods Df apportionment pursuantto which 25%ofthe taxpayer's

otherresearch expenditures,must generally be apportioned to U.S. (or

foreign)sourcejncome if the over-50% test is met.

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

five taxable years.

4. for a case applying the, regulation as in effect for 1978 through 1981, see The

Perkin-Elmer Corporation v. Commissioner,103 T.C. 464 (1994). See also

Intel Corp. v. Commissioner, 67 f.3d 1445 (9th Cir. 1995). With respect to

the use ofthe same lllethod of allocation for all purposes, see I.R.S. Field

Service Advice 200207012, dated November 13, 2001.

5. With respeCt to the apportiollInent of research and experimental expenditures

to domestic production gross receipts pursuant to new Code Section 199,

14



applying the methodology set forth in the regulations now in effect under

Section 861, see I.R.S. Notice 2005-14, 2005-7Int. Rev. Bull. 498.

C.Credit for Increasing Research Activities.

1. In the past, taxpayers increasing their research activities during the current

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

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

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

a. The research credit, after having been extended in 1991 to cover

amounts paid or incurred through June 30, 1992, expired in 1992; was

temporarily reinstated by the.Omnibus Budget Reconciliation Act of

1993 to cover amounts paid or incurred through June 30, 1995; was

subsequently reinstated by the Small Business Job Protection Act of

1996 to cover only amounts paid or incurred after June 30, 1996, but

onor before. May 31,1997; was extended once again by the Taxpayer

ReliefAct of 1997to cover expenditures paid or incurred from

June 1, 1997 through June 30,1998; and was extended by the Tax and

Trade ReliefExtension Act of 1998 for yet another year, to cover

expenditures paid or incurred from July 1, 1998 through June 30,

1999.

b. Legislation enacted in 1999 extended theresearch credit again, but

this time for a longer period of time. Eligible expenditures under this

legislation included those paid or incurred from July I, 1999 through

June 30, 2004; and legislation enacted in 2()04 extended this latter

date to December:31, 2005. For a discussion of the impact of the

credit suspensjon peri04sinclude4 in the 19991egislation, see I.R.S.

Notice 2001-2, datedJanuary 8, 2001,2001,2 Int. Rev. Bull. 265, and

I.R.S. Notice 2001-29, 2001-29 Int. Rev. Bull. 989.
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c. President Bush proposed a permanent extension of the credit, which

was included in the Senate amendment to the Economic Growth and

Tax Relief Reconciliation Act of2001 (H.R. 1836) but dropped in

conference. Bills that would extend the credit are now pending before

Congress.

2. There are two components of 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 receipts over the past four years deemed to have

been spent on qualified research.

a. The Omnibus Budget Reconciliation Act of 1993 added a special

provision dealing with the base amouflt for start-up companies (Int.

Rev. Code § 41 (c)(3)(B),effective in taxable years beginning after

1993), which was libenllizecl by the 1996 legislation.

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

ofthe minimum, the incrementalcredit under.the general rule can

equal no more.than 10% of a taxpayer' s qualified research

expenditures for the.current year.

CJ

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

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

ofthe sum ofthree amounts, all based upon the amount by which a

taxpayer's current qualified research expenditures exceed a defined portion of

the taxpayer's average grossreceipts over the prior four years (Y). See

Treas. Reg.§ 1.41-8, irldicating that the alternative incremental credit must

be elected on Form 6765,Creditfor Increasing Research Activities.
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a; The taxpayer must first compute three amounts- (i) 1% ofY,

(ii) 1.5% ofY, and (iii) 2% ofY.

b. Then the taxpayer must determinethe extent to which the taxpayer's

current qualified research expenditures exceed (i) but not (ii)

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

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

of (::; and an elyction to uS,e it may be reyoked in subsequent years

only with the consent of the Internal Revenue Service. See I.R.S.

Private Letter Ruling 200019003, dated February 2, 2000.

4. (::ertain basic requirements mustbe met before either the traditional or the

alternative incremental research credit may be claimed. Proposed regulations

regarding certain oftheserequirements were issued by the Internal Revenue

Service atthe end.of 1998 and were published in the Federal Register in final

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

effective·date. See I.R.S. Notice 2001-19, 2001-10 Int Rev. Bull. 784,

indicating that any changes would beset forth in proposed regulations and

. thattheregulations (other than the provisions dealing with internal-use

software) would in no event take effect before completion of their review.

New proposed regulations were published in the Federal Register on

December 26, 200 I, and, with the exception of those portions dealing with

internal-use software, they were finalized in December of2003, effective for

taxable years ending on or after December 31,2003.

a. Qualified research expenses are a prerequisite. Eligible expenditures

includeinchouse wages attributable to research activities and supplies

used inresearch, 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
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C)

bear the costs even ifthe research efforts are unsuccessful. See Treas.

Reg. § 1.41-2(e) and Int. Rev. Code §41(b)(3)(C), added by the Small

BusinessJob Protection Act of 1996. The Internal Revenue Service

has iS$ue<ia Coordinate<ilssue Paper addressing whether or not

qualifying wages include contributions made to a 401(k) plan. See

BNA Daily Tax ReportNo; 75, at VL(April20, 1999). With respect

to the treatmerit of compensation income associated with the exercise

ofstock options, see Sun Microsystems v. Commissioner, T.C. Memo

1995"69. With respect to overhead and depreciation, see I.R.S. Field

Service,Advice 200219001,.dated September 21,2001.

b. Qualified research must also be involved. See the Internal Revenue

Service's Coordinated Issue Paper addressing whether the redesign of

a kitchen toaster involves qualified research, reprinted in BNA Daily

Tax Report No. 145, atL-I (July 29, 1999). Among other things, the

research must be undertaken before commercial production begins for

the purpose of discovering technological information, the application

ofwhich is intendedto be useful in the development of a new or

improved business component, and the research cannot be conducted

outside the United States, Puerto Rico or any United States

.possession.See Int. Rev. Code§ 41(d). The standards set forth in the

final but subsequently withdrawn Janl)llTY 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 particular field of science or

engineering" were criticized. See former Treas: Reg.

§1.41-4(a)(2)-(7). Thefmal regulations (Treas. Reg. § 1.41-4(a)(3»

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

principles under Section 174.
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c. In addition, the research cannot be funded by another person, such as

the federal government. The old regulations provide that funding for

this purpose will occur (i) if the person performing the research for

another retains no substantial rights in the results of the research, and

(ii) to the extent a researcher who retains substantial rights in the

results of the research is reimbursedfor the research expenses

incurred. Treas. Reg. § 1.41-5(d), applicable in taxable years

beginning before 1986, redesignated as Treas. Reg. § 1.4l-4A(d) in

the final regulations, and made applicable currently by Treas. Reg.

§ 1.41-4(c)(9). See Lockheed Martin Corp. v.United States, 210

F. 2d 1366 (Fed. Cir. 2000), affg 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 retained substantial rights in

the research it performed.

d. The Internal Revenue Service has treated research as having been

funded where payment by the third party was expected and likely to

be rnade. See Fairchild Industries, Inc. v. United States, 30 Fed.

Cl. 839 (Ct. Cl. 1994), rev'd, 71F.3d868 (F. Cir. 1995), where the

government's position was rejected on appeal, and I.R.S. Technical

Advice Memorandum 9410007, dated November 30,1993. With

respect to research funded by a member of the same controlled group

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

Advice Memorandum 8643006, dated July 23, 1986.

5. 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)(I)(A).
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a. FQr example, a taxpayerwho has not begun trade or business

operations may be J.mable to claim the incremental credit, but research

expenditures incurred in connectiQn with a start-up business venture

are generally deductible. See Int. Rev. Code § 41 (b)(I) and (4); Snow

v.Commissioner, 416 U.S. 500(1974); Scoggins v. Commissioner,

46 F.3d 950 (9th Cir. 1995). Compare; however, I.R.S. Technical

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

Research & Dev~lopment II, Ltd. v. Commissioner, 124 F.3d 1338

(10th Cir.1997),inwhichthe requisite trade or business standard

underInt.Rev.Code§174 was Jound not to have been met.

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

incremental credit but may constitute qualified research or

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

No. 103-213, 103rd Cong., 1st Sess. 522 (1993); Eustace v.

Cpmmissioner,312F.2d 905 (7th Cir. 2002); I.R.S. Technical Advice

Memor.andum 9522001, dated December 21,1994; Treas.

Reg.§ 1.41-4(b)(l).

c.

d.

The Intemal 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

experimental expendituresunder$ection 174. See I.R.S. Field

.service Advice 2QQ131Q07,dated April 23, 2001.

In addition, the incremental credit is not generally available with. .

respect to research undertaken to develop computer software (for. .

example, accounting control software) primarily for the taxpayer's

own internal use in an activity that does not constitute qualified

research or a production process developed through qualified
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research:See Int.Rev. Code§ 41(d)(4)(E); I.R.S. Notice 87-12,

1987-1 Cum. Bull.432; the govemhlent's internal-use software audit

plan published in J3NA Daily Tax Report No. 145, at 1-1 (July 29,

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

Coordinated Issue Paper dealing with commercial software packages;

UnitedStationers, Inc. v. United States, 982 F. Supp. 1279 (N.D. Ill.

1997), ilffd, 163F.3d 440 (7th Cir. 1998), cert. denied, June 21,

1999; Tax and Accounting Software Corp. v. United States, 301 F.3d

1254 (10th Cir. 20(2), rev'gand remanding 111 F. Supp. 2d 1153

(N.D. Okla; 2000),cert.denied,June2;2003; Wicor, Inc. v. United

States, 116 F.~upp. 2d 1028(E.D. Wis.2000); and Norwest Corp. v.

Commissioner, 110 T.e. 454 (1998). See also Revenue

Procedure 97-50, 1997-2 Cum. Bull. 525, generally precluding a

research credit for year 2000 costs.

e. Underproposed regulations published in the Federal Register on

January 2, 1997, however, the incremental credit was made available

with respect to internal-use software that was innovative and not

commercially available for use by the taxpayer, and the development

of which involved significant economic risk. Proposed Treas. Reg.

§ 1.41-4(e)(5) (Jan. 2,1997).

f. Although the regulat:ions defining qualified research were generally

finalized at the end of2003, those portions dealing with internal-use

software were not. Instead, the Treasury Department and the Internal

Revenue Service issued another advance notice of proposed

rulemaking, soliciting further comments on the subject. 69 Fed.

Reg. 43.
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CJ

g.

a.

b.

c.

d.

The currently proposedregulations include the provision in the 1997

regulations noted above, as well as a provision making the credit

available with respect to the cost of software developed for use in

providing computer services. Proposed Treas. Reg. §1.41-4(c)(6).

. The exception in the regulations published in the Federal Register on

January 3, 2001for costs associated with making certain

non-computer services available to customers has been deleted.

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

adjusted upwards where the corporation's non"research·giving to

educational institutions goes down from prior 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 period ending just before their first taxable year

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

amount need not equal at least 50% ofthe 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, seeInt.R6v.Code § 512(b)(8), that excludes from the

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

circumstances under which a research agreement can result in private

business use und~r lnt. Rev. Code § l4l(b) and preclude a tax-exempt

organization fromissuing tax-exempt bonds to fund its research

facilities.

7. Bpth components of the research creditwill reduce a taxpayer's deduction for

research and eJ>perimental expenditures unless the taxpayer irrevocably elects

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

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

§ 280C(c).

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

Service'sySSP Audit Technique Guidefor Computers, Electronics, High

Tech Industry, published inBNA Daily Tax Report No. 167, at L-l (Aug. 28,

1998), discussing the tax treatment ofresearch and development costs. With

respect to the government's research credit recordkeeping agreement

(RCM) pilot prpgram, seeI.R.S. Notice 2003-11, 2004-6 Int. Rev.

Bull. 434.

9. Proposed amendments to Treas. Reg. § 1.41-8 (redesignated as § 1.41-6 by

the December 26,2001 proposed regulations and entirely reproposed in July

of2003), dealing with the computation of the research credit available to

members of a controlled group ofcorporations, were entirely reproposed in

March of 2005 and temporary regulations containing the same provisions

were issued at the Same time. SeeTemporaryTreas. Reg. §§ I.4l-6T and

1.4l-8T. For an interesting filling dealing with the period before the issuance

ofti'le proposedregulatiollS, see I.R.S. Techpical Advice Memorandum
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10.

200452032, dated September 28, 2004, where a controlled group was allowed

to obtain more than I00%ofthe group credit.

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

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

Rev. Code §45C(formerly §28). A permanent extension of this credit was

included in the Taxpayer ReliefAct of 1997.

D. Copyright Expenditures.

I. The costs that a taxpayer incurs to copyright inaterial produced by or on

behalf of the taxpayer are generally capitalin nature and hence are not

currently deductible. Treas. Reg. § 1.263(a)-2(b); cf. Treas. Reg.

§ 1.263(a)-4(d)(l), dealing With certairrother created intangibles. Also,

Section 197, dealing with the amortization ofintangibles, does not apply to

the costs associated With a self-created (in the traditional sense) copyright.

See Int. Rev. Code § 197(c)(2) and (e)(4)(C).

2. However, if the copyright is used in the taxpayer's trade or business or

income-producing activity, and these costs are neither deducted as research

andexperiIIlental expenditures under Section 174 nor subject to the uniform

cajlitalizatiolljJrovisions ofSectiori263A,it~ppears that they can be

depreciated over the useful life of the copyright. See Int. Rev. Code

§ 167(£)(2), which applies toCojJyrights,and I.R.S. Technical Advice

MemorandUlIl9326043, dated April 2,1993.

c)

a. The fygulationsunder Int. Rev. Code § 167(£)(2) (Treas. Reg.

§ 1.l67(a)-14(c)(4)) ~upport the availaQility ofdepreciation under the

circumstances. Cf. I.R.S. J:>rivate Letter Ruling 9549023, dated

September 8, 1995, in which the Internal Revenue Service declined to
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rul~on th~ availability of a depreciation deduction, noting an open

regulations project on the amortization of copyrights.

b. The r~gulationsexpressly recognize the straight-line method of

depreciation over a copyright'srerriaining useful life, as well as th~

. income forecast metllOd, consistent with th~ fact that

Section!67(g)(6), added by the Taxpayer ReliefAct of 1997,

expressly permits the use ofthe income forecast m~thod with resp~ct

to copyrights (as well as patents~lldother property specified by

regulation). See Treas. R~g. § 1.167(a)-§(a); Treas. Reg.

§ 1.167(a)-.14(c)(4); R~venueRuling89~62; 1989-1 Cum. Bull. 78;

I.R.S. Technic.al Advice Memorandum 8501006, dated Sept~mb~r 24,

1984). The computation of depreciation under the income forecast

m~thodisdiscussed in Proposed Treas. Reg. §§ 1.167(n)-1 through

1.167(n)-7.

c. Nev~rtheless, the effect of the Copyright Act of 1976 has been to

extend the depreciation period beyond one tl;1atis useful for tax

purposes where thetaxpayeLis unable to .establish a shorter useful

life. See Revenue Ruling 73-395, 1973-2 Cmn. Bull. 86. Prior to

1?98,the copyright ofa \york cr~ateda;t1:er.1977extended for the life

oftheauthorplus 50 years, or,inthe case. of a work for hire, for

75 years fromthe year.of first publication or, if sooner, 100 years

from the year ofcreation.·Tl;1eSony Bono Copyright Term Extension

Act, enacted in 1998, replaced 50,75 and 100 years with 70, 95 and

120 years, respeCtively. See Eldred v. Ashcroft, 123 S. Ct. 769

(2003), in which the Supreme Court upheld the constitutionality of

this legislation:
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c)

d. It appears that Treas. Reg. §1.167(a)-3(b)(l), which was finalized at

the end of2003, willnot permit amortization. over a deemed useful

life of 15 years.

3. The regulations provide that if a copyright becomes worthless in a year

before it expires, the taxpayer can deduct the uirrecovered costs in that year.

Treas. Reg. § 1.167(a)-6(a); Treas. Reg. § 1.167(a)-14(c)(4). If the copyright

is abandoned, the taxpayer may also b.e able to write Off the unrecovered

costs when the abandonment occurs. See Revenue Ruling 73-395, supra; lnt.

Rev. Code § 1234A, as amended by the Taxpayer ReliefAct of 1997.

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

applyto amounts spent to se.cure .and produce 11 copyright for a film, sound

recording, videotape, book, or the like, and when these rules apply, a

taxpayer will be required to add these.amo\lPts to the cost ofproducing the

. film or such other property, See lnt. Rev. Cocie §263A(b) and (h); Treas.

Reg. § 1.263A-2(a)(2)(ii).

E. Trademark Expenditures.

1. Capital expenditures connected with the development and registration of a

trademark are treated differently from research and experimental

expenditures.

a. Capitalization is required under general principles of tax law.

b. Note that Treas. Reg. § 1.263(a)-4(d)(I), regarding the requirement to

capitalize amounts paid to create certain intangibles, does not appear

to require capitalization, although it is clear from Treas. Reg.

§ 1.263(a)-4(t)(3) that some Section 197 intangibles are impacted by

the regulation.
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2. Since 1986, it has not been posSible to amortize trademark expenditures over

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

expenditure directly connected with the acquisition, protection, expansion,

registration, or defense of a trademark not acquired by purchase, either

separatelyor as part of a business) was repealed by the Tax Reform Act of

1986.

3. The repeal ofSection 177 left the tax code provision (Section 167(r)) stating

thattrademitrk expenditures (apparently however acquired) were not

depreciable,whichitselfwas repealed by the Revenue Reconciliation Act of

1989.

4. Thus, aftetthe 19891egislatioll, trademark expenditures with a limited useful

life became deprecia.ble: Presumably, Congress felt that this change in the

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

House Report dealing with the repeal ofSection 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, WIst Cong., 1st Sess. 1350 (1989).

5. The Omnibus Budget Reconciliation Act of 1993 changed the rules once

again. A taxpayer who develops a trademark held in connection with the

conduct of a trade or business or an income-producing activity can now

amortize his or its trademark expenditures over a period of 15 years. See Int.

Rev. Code § 197(c)(2) and (d)(l)(F); Treas.

Reg. §1.l9'7~2(d)(2)(iii)(A).
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III. Licensing Property from a Third Party.

A. Instead of developing intellectual property, a taxpayer may decide to license

intellectual property rights from a third party in exchange fdrroyalties payable

periodically;

I. In theory, it would seem, royalty payments.should betreated just like rent

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

business expense, when paid or accrued.

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

upon the nature of the intellectual property involved and upon whether or not

a sale is deemed to have occurred, asubject that is discussed later in this

outline. See also Revenue Ruling 81-178,1981-2 Cum. Bull 135,

distinguishing royalties from compensation for services rendered, and Speer

v. Commissioner, T.C.Memo1996·323, in which the government sought to

characterize license payments.as a.constructive dividend.

3. Note that evenif there is also an up-front, lump sum payment, a transaction

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

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

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

purchased an asset. However, the abilityofthe taxpayer to deduct any annual

royalty payments currently as an ordinary and necessary business expense is

impacted by Section 197 and the regulations finalized thereunder (discussed below).

1. Although the House Report on the Onmibus Budget Reconciliation Act of

1993 (H.R. Rep. No. 103-111, 103rd Cong., 1st Sess. 761) indicates that

Section 197 was generally not intended to apply to amounts that were not

required to be capitalized under prior law,.as a general rule, Section 197
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applies to any right to use an intangible that, if acquired outright,would have

been covered by Section 197. See Treas. Reg. § 1.1 97-2(b)(1 I).

2. . Unless an exception applies, a taxpayer who licenses certainintellectual

property will be unable to deduct the license fees when paid:· There are three

exceptions in the final regulations, one developed pursuant to Section

197(e)(4)(I».

a. In general, the first exception covers licenses ofknow-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 a license relating to a patent, copyright,

know-how, oisimilar pr()perty,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 interest in all, substantial rights to the underlying

pr~perty. Treas. Reg. § 1.1\17-2(t)(3)(ii).

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

trade or business, so long as the license itself is not deemed to involve

a sale or exchange. Treas. Reg. §1.197-2(t)(3)(iii). See I.R.S.

Private L~tter Ruling 2()0137013,dated June 8, 2001.

3.·. As a result of these exceptions, all fees paid by a taxpayer who takes a

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

a copyright ofknow-how should~ in general, cOlltinue to be deductible when

paid. The actual timing of a deduction may dependupon the taxpayer's

method of accounting. See Treas. Reg. § 1.167(a)-14(c)(2) and Treas. Reg.

§ 1.197-2(a)(3).
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4. However, if the consideration due consists in whole or in part of an up-front

lump-sum payment, the taxpayer will presumably be required to amortize the

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

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

stock warrants granted to a licensor of techrtology.

Cj

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

each annual royalty paymerit to the cost of the asset, in the production of

which the patent, copyright, or know-how is used. See Treas.

Reg. §1.263A-l(e)(3)(ii)(U) and the discussion below relating to trademarks.

With respect to the capitalization ofpatent royalty payments and their

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

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

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

trade or business must todayalso foCus upon the impact ofSection 197.

1. In the past, a taxpayer who licensed 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: § 1.162cll, dealing with rental payments. See

Revenue Procedure 69-21, supra.

2. The regulations under Section 167 recognize this 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, ifpurchased outright, would not have been

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

approach is reflected in Revenue Procedure 2000-50, supra.
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3. On the other hand, if the consideration under the same circumstances consists

of a single up-front lump-sum payment, the regulations could be read to

require the taxpayer to amortize the payment ratably a period of 36 months,

unle$s expensing is available under Sectioll 179. See Treas. Reg.

§ 1.167(a)-14(b)(I).

a. Cf. Treas. Reg. § l.263(a)-4(c)(2), stating that amounts paid for a

non-exclusive license of re<idily available .software will be deemed to

have been paid to purchasethe property.

b. See also I.R.S. Publication 946 (How to Depreciate Property, for use

in preparing 2004 returns), at page 16, indicating that the cost of

off-the-shelf computer software is now eligible for expensing under

Section 179 if it is purchased for use in the taxpayer's business. This

reflects the provisiolls of Section 179(d)(l )(A)(ii), relating to

computer software pl<icedin service in a.taxable year beginning after

2002 and before 2006. Regulations under this provision were issued

in Augustof2004. Temporary Treas. Reg. § 1.179-6T.

c·

D. If the license rela.tes to a trademark, a relatively complex set of rules in the tax code

will apply instead. Significant changes were made in these rules in 1989. lnt. Rev.

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

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

sale for tax purposes (see Int. Rev. Code § 125:3(a) and (b)(2), discussed later

in this outline) "1011 be able to deduct his or its TOyaltypayments currently as

an ordinary and necessary bU$iness expense if the royalty payments made

.under the trademark license:

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

trademark;
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b. Are payable at least annually throughout the term of the transfer

agreement; and

c. Are substantially equal in amountor payable under a fixed formula.

InL Rev. Code § 1253(d)(1), as amended by the Revenue Reconciliation Act

ofl989.

2. Prior to the Omnibus BudgefR.econciliation Act of 1993, different rules

applied to all other non-exClusive licenses. LtiIl\.p sum payments ofup to

$100,000 were amortizable over no Illorethan 10 years; a series of

substantially equal payments made in discharge of a lljl11p sum totaling no

more than $100,000, if payable over more than 10 years or the term of the

license agreement, were deductiblewhen paid; certain other amounts were

amortizable at the taxpayer's election over a period of 25 years; and

otherwise, the taxpayer was required to capitalize the. royalty payments and

was able to depreciate them over the useful life of tge acquired property if a

. limited life was ascertainable. InL Rev. Code§ l25~(d)(2)and (3), as in

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

Budget Reconciliation Act of 1993. For a case decided under the law as in

effect in 1982 and 1983, see Nabisco Brands, Inc. v. Commissioner, T.C.

Memo 1995-127.

C)

3. The 1993 budget legislation greatly simplified the provisions of

Section 1253. All payments, other than those to which the provisions of

Section l253(d)(I) apply, must no", be capitalized (lnL Rev. Code

§ l253(d)(2) as now in effect), and the capitalized amount can be amortized

over a period of 15 years. See InL Rev. Code § 197(c)(2), (d)(I)(F), and

(f)(4)(C); Treas. Reg. § 197c2(b)(10).
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a. This provision applies, for example, to the cost ofrenewing a license

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

b. Although the statute states that, to the extent provided by regulation,

Section 197 will not apply 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», tile final regulations do notextend this exception to a

trademark licens.ethatextends for less than 15 years. Treas. Reg.

§ 1.l97-2(c)(l3)(i)(B).

4. Note, however, that, in general, urid~r the uniform capitalization provisions

of Section 263A, a taxpayer who produces tangible personal property or a

taxpayer with signifi~ant gross receipts who acquires property for resale must

capitalize (as part of the cost of the property) all direct and indirect costs

associated with the production or acquisition of the property; Int. Rev. Code

§2ll3A(a)and(b)(2). Indirect costs include the fees incurred to secure the

right to us~ a tradelllark associated with property produced or acquired for

re~ale. Treas. Reg. § 1.263A-l(e)(3)(ii)(U). Presumably, any such fee will, .

to the extent currentiy deductible under Section l253(d)(1) or 197, be subject

to the provisions of Section 263A.

E. Like a taxpayer with foreign source income who incurs research and experimental

expendiinrd, a non-exclusive licensee with both foreign and domestic operations

mustd6tenlline the source ofthe li~ensee'sroyalty payments, in order to determine

·thefor~igntax credit available to offsefhis or its U.S. tax liability (see the discussion

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 deductions must be apportioned first to the items of gross income to
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which they relate, and then, to the extent a definite allocation cannot be

made, ratably among alLitemsofgross income. Expenses and deductions

allocated to gross income deemed to be sourced abroad will reduce foreign

solirce income, and, conversely, expenses and deductions allocated to gross

income deemed to be sourced in the United States will reduce U.S. source

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

2; . For certain rules allocating deductions, see Treas. Reg;§ 1.861-8 and

TemporaryTreas.Reg.§ 1.861-8L

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

claimed by any member of an affiliated group, see lnt. Rev. Code § 864(e).

F. A non-exclusive licensee who is not deemed to have purchased intellectual property

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

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

to be withheld from each payment.

1. If the payments constitute a royalty for the use of, or the privilege ofusing, a

patent, copyright (see Revenue Ru1ing 72-232, 1972-1 Cum. Bull. 276),

secret process and formula, or trademark in the United States (see lnt. Rev.

Code §§ 861(a)(4), 871(a)(1)(A), and 881(a)(1)), withholding at the statutory

rate of 30% or at the lower treaty rate will be required (see lnt. Rev. Code

§§ 1441 and 1442; SDI Netherlands B. V. v. Commissioner, 107 T.C. 161

(1996)) unless the payments are. effectively connected with the licensor's

conduct of a trade or business in the United States and are thereby includable

in the recipient's U.S. tax base under Section 871(b) or 882(a) (see lnt. Rev.

Code§ 864(c)(2)). With respect to licenses of computer software, see I.R.S.

Field Service Advice 200222011, dated February 26, 200 I, and a discussion

of the position taken by Mexico in BNA Daily Tax Report No. 126, at 0-5

(Ju1y I, 2003).
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a. Note that under most treaties to which the United States is a party,

royalties will be taxed at less than 30% unless the

limitation-on-benefits article precludes use ofthe lower rate (see

I.R.S. Publication 901, U.S. Tax Treaties). See, e.g., Article 12 ofthe .

U.S.-Japan Conventionfor Avoidance ofDouble Taxation, signed

November 6, 2003.

b. Note also that for withholding tax purposes, the right to use

know-how has been described as being not materially different from

the right to use a trademark or secret process and formula. Revenue

Rilling 55~17, 1955-1 Cum. Bull. 388.

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

preambles to the final regulations under Int. Rev. Code §§ 1441 and

1442 published in the Federal Register on October 14,1997 and the

amendments thereto 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.

2. 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 (seeInt. 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 ofbusiness within the United States. See Int.

Rev. Code § 864(c)(4)(B)(i).

3. 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 of the United States. Revenue Ruling 55-17, supra. See

Miller v.Commissioner, T.C.Memo 1997-134.
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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 "nomesident alien."

b. Note that treaties typically include special rules discllssing the extent

to which a treaty partner may tax col11pensation earned,within its

jurisdiction. See, for example, Article XV ofthe U.S.-Canada income

tax treaty.

4. Note [mally thatsome have argued that shrink-wrapped computer software

liCensed to retail consumers who have. no right to reproduce the software

should not be deemed to have been licensed for purposes ofthe withholding

tax provisions. See 91 TaxNotes Today 237-51 (Nov. 20,1991); 92 Tax

Notes Today 199-75 (Oct. I, 1992).

a.. With the adoptiop. of the 1995 protocol amending the U.S.-Canada

income tax treaty, however, the problem sought to be eliminated by

this approach has beengealt withjn a different way.

b. See also the pre~ble to Proposed Treas. Reg. § 1.861-18, published

in the Federal Register on Noyember 13, 1996, stating that the

transfer of a computer program on a disk subject to a shrink-wrap

license constitutes the sale ofa copyrighted article, not the transfer of

a copyright right. Compare as well (i) the aPIiroach taken in the

temporary regulations promulgated under the foreign sales

corporation ("FSC") provisions (Temporary Treas.

. . Reg. § 1.927(a)-IT(f)(3)), With (ii) the change inlnt. Rev. Code

§ 927(a)(2)(13) madeby the TaxpayerRelief Act of1997, extending

the benefit of the FSC provisions to exporters ofmaster copies of

computer software. Cf. I.R.S. Private Letter Ruling 9633005, dated

August 16, 1996.
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0. With respect to the treatment of an amountequal to three times the annual royalties

paid by a controlled foreign coroorationforthe use ofintangible property as an asset

of the corporation for purposes of determining whether the passive foreign

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

.seeln{.Rev. Code § 1298(e)(2), added by the Onmibus Budget Reconciliation Act of

1993, as well as the discussion ofthis provision later in this outline.

H. 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,

1976~2 Cum; Bull. 178; andRevenue Ruling 81~178, supra. See also I.R.S. Private

Gitter Rulihg 9717021, dated January22, 1997, andLR.S.l'rivate Letter Ruling

9816027, dated January 20, 1998.

1. In a recent private letter ruling, the Internal Revenue Service declined to treat

royalties paid to a scientific research organization as unrelated trade or

business income al1(iconcluded thatthe research conducted at the

organization's facility did not c()nstitute an unrelated trade or business. I.R.S.

·Priv~fe Letter Ruling 200326035,datedApriI4, 2003.

2. Compare, however, Revenu~Ruling 73-193, 1973-1 Cum. Bull. 262, where a

tax-exempt organization was deemed to have received taxable compensation

for patent development and management services.

IV. Securing an Assignment oflntelIectualProJ!erty from a ThirdPartv.

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

taxpayer takes an assignment ofthe pr?perty ()r enters into an exclusive license to

use the property, different rules will deteill1ine the deductibility of the consideration

paid if a sale is deemed to have occurredJor tax purposes and the transaction does
, J./

not involve a tax~free like-kind exchange of intellectual property to which the
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.provisions of Section 1031 apply (seethe discussion of Section 1031 later in this

outline).

I. In general, a taxpayer will be deemed to have purchased intellectual property

(i.e., there will have been a sale for tax purposes) ifthe transfer includes all

substantial rights to the property, inclucling the right to use it for its full

remaining life and the right to prevent its unauthorized disclosure. See

E.LduPonf/ltfNernours & Co. v.United States, 288 F.2d 904 (Ct. CI. 1961);

Revenue Ruling5:;-540,.1955-2 Cum. Bull. 39; Revenue Ruling 60-226,

1960-ICum.:Bull. 26; Revenue Ruling 2003-28, 200~"11 Int. Rev. Bull. 594

(dealing with the contribution ofapatent to a upiversity). See also Treas.

• ~eg. Sec. 1.861-18(£)(1),indi~ating thatthe transfer of a copyright right in a

computer program will constitutea.sale forthe purposes set forth in the

regulatiol\ if all substantial rights in the rightare transferred.

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. I.R.S. National Office Legal Advice

20Q234039,datedMay 17,2002.

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

occur if the transferee agrees to allow the transferor to exploit the

property in the sameterritory (see Revenue Ruling 69-156,1969-1

Cum.. :Bull. 10I) or if the transferee itself cannot use the property, at

least where the right to use is a substantial one (see Waterman v.

Mackenzie, 138o.S. 252 (1891), involving a transfer of the right to

"make, use, and vend"). See also Broadcast Music, Inc. v. Hirsch,

I 04F.3d 1163 (9th Cir. 1997), discussing whether a transfer of

copyright ownership had occurred.
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c. Onthe other hand; the pre-1954 precedents indicating that a sale can

occur even ifthe rights transferred extend only to a particular

territory, or industry, may remain in effect. See United States v.

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

C~\

2. NOrnlally, an exclusive licensetomake, use, and sell property will be treated

as a salefortax purposes (see Myers v. Commissioner, 6 T.C. 258 (1946),

eveilif the licensor retains certain protections such as the right to terminate

the agreement if the licensee does not meet certain performance standards

(seeWatsonv. United States, 222 F.2d 689 (10th Cir.1955); Newton Insert

Co. v: .Commissioner, 61T.C. 570 (1974), so long as the exclusive right

'remairis in effect for the fulrremainil1g life of the property to which it relates

(see Revenue Ruling84~78,1984-1 Cum. Bull.H3). But see an article in

Forbes (Oct. 24, 1994, at 92) suggesting that the Justice Department might

preclude a patent holder from. licensing a patented product on an exclusive

basis if the license had the effect of reducing competition in violation of the

U.S. anti-trust laws.

a. Note, however, that certain special provisions in the tax code may

determine whether or not asale has occurred for tax purposes or may

indirectly influence the analysis. These are discussed later in this

outline.

b. Note also that Treas. Reg.§ 1.861-18(:t) indicates that the sale of a

copyrighted computer program, as distinguished from the sale of a

copyright right, will be deemed to have occurred for tax purposes

only if sufficient benefits and burdens of ownership are transferred.

B. Thereglliationsnow explicitly provide that a taxpayer mustcapitalize the cost of

purchased intangibles, including patents, copyrights, computer software, trademarks,

and trade names, unless the cost is includible in the recipient's income as
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compensation for services rendered. Treas. Reg. §§ 1.263(a)-4(c)(I)(vii), (viii) and

(xiv) and 1.263(a)-4(c)(3).

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

deductthe purchase price over a period of years under the current version of

the ACRS system that was introduced in 1981, and that hassince been

modified. Int. Rev. Code § 168.

2. Intangibles, however, are treated differently.

C. The Omnibus Budget Reconciliation Act of1993 added to the tax code a provision

(Int. Rev. Code§ 197) that deals specificallY with the amortization of intangibles
,.,-' - . . .,,' - " ':0,", .. .. .. , ........ '

acquired (other than incertain anti-chllTIling transacti\Jns) after August 10,1993,

when the provision »'asenacted (or, on an elective basis, after July 25,1991), and

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

activity. See Temporary Treas. Reg!§1.197"IT;I.R.S. Notice 94-90,1994-2 Cum.

Bull. 561

1. The entire adjusted basis of an intangible to which Section 197 of the tax

code applies (excluding from basis any amounts that represent either

compensation fofservices rendered orimputed interest) can be deducted

ratablyoveraperiodof15 years, beginning with the month of acquisition.

The final regulations published in the Federal Register on January 25,2000

discuss the mechamcs of amortization, including the date on which

amortization begins and the treatment ofcontingent payments. See Treas.

Reg. § 1.197-2(f).

2. Patents and copyrights used in a trade or 1Jusiness or an income-producing

activity and acquired in connection with the acquisition of assets constituting

a trade or business or asubstantialportion'of a trade or business are covered
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under Section 197. S~e 1nt. Rev. C04e §}97(d)(1)(C)(iii) and (e)(4)(C);

Treas. Reg. § 1.197-2(b)(5) and (c)(7).

3. Any purchased "fonnula, process, design, pattern, know-how, fonnat, or

other similar item"is also covered ifitwas Ilotproduced for the taxpayer

UJlder a contract ents:red into before the intangible was produced (i.e., if it is

not a self-created intangible) or, if it was, it was creats:d 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)(l){C)(iii); Trs:as. Reg. § 1.197~2(b)(5) and (d)(2)(iii)(B).

4. C(jmputer software (that is, in general, any prograIIl designed to cause a
. .

computer to perform a desired function) is covered (see Int. Rev. Code

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

a. His customized (that is, it isnot readily available forpJIrchase by the

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

substantially modified); and, in addition,

,b. It is deemed tOllave been purchass:d in connection with the

aCqJlisitionof assets. constituting a trade or business or a substantial

portion of a trade or business (note that the Ho.use Report on the

Omnibus Budget ReconciliationAct ofl99J.(H.R. Rep. No. 103-111,

103rd Gong" 1st Sess. 766 (1993) andTreas. Reg. § 1.197-2(e)(2)(i)

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

the acquisition of a trade or business()r a substantial portion thereof,

although Treas. Reg. § 1.197-2(e)(2)(ii) adopts certain exceptions to

this general rule); and based onthe legislative history,

c. The capital c()st of thesoftware is notrequired to be taken into

account as part of the cost of computer hardware or other tangible
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property (see H.R.Rep. No. 103-213, 103rd Cong., 1st Sess. 680

(1993».

All trademarks are covered unless the current law provision dealing with the

deductibility of contingent payments (Int. Rev. Code § 1253(d)(l» applies.

See Int. Rev. Code § 197(d)(I)(F) and (f)(4)(C); Treas. Reg.

§ 1.197-2(b)(l 0). Note, also, that th<; cost ofrenewing a trademark must be

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

Reg. § 1.197-2(f)(4)(i).

D. Patents to which the provisions ofSection 197 do not apply (because they are not

acquired in connection with the acquisition ofallor a substantial portion of a trade or

business) remain depreciable under Section 167, as amended by the Omnibus Budget

Reconciliation Actof 1993. See Int. Rev. Code §§ 167(f)(2) and 197(e)(4)(C); I.R.S.

Private Letter Ruling 200416002, dated December 19,2003,

I. In 1945, the Tax Court concluded that, where the acquisition price of a patent

consists ofperiodic payments contingent on use, the actual payments made

may be deducted as depreciation. Associated Patentees, Inc.v.

Commissioner, 4 T.C. 979 (1945).

a. This principle (the variable contingent payment method of

depreciation) holds true today. See Newton Insert Co. v.

Commissioner, supra, and Revenue Ruling 67-136,1967-1 Cum.

Bull. 58.. Note that the ruling relates to amounts paid to acquire both

patents and patent applications relating to inventions on which a

patent would be issued in th<; normal course.

b. The House Report on Sectioll 197in effect directed the Treasury

Department to issue regulations providing that "if the purchase price

of aPI.\~ent is payable on a11annua1 basis as a fixed percentage of the
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revenue derived from the use of the patent, then the amount of the

depreciation deduction allowed for any taxable year with respect to

the patent equals the amount ofthe royalty paid or incurred during

such year." See H.R. Rep. No. 103-111, I03rd Cong., 1st Sess. 769

(1993).

c. The Ianguage in the House Report has been reflected in the final

regulations under Section 167(f)(2).

(

2. If the Associated Patentees principle does not appIy, the purchase price of a

patent.can be deducted over its remaining useful life under the final

regulations promulgated under Section 167 (asunder the oldregulations).

Treas.Reg.§ 1.167(a)-6(a); Treas.Reg. § 1.167(a)-14(c)(4). Thus, when a

fixed, lump sum price is paid for a patent, it will normally be amortizable

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

a. In the case of a design patent, the statutory life is 14 years from date

of issue.

I(
\

b. In the case of a utility patent, the statutory life is 17 years from date of

issue for patents filed before June 8, 1995 and 20 years from date of

filing for patents filed on or after June 8, 1995.

c. The safe harbor IS-year amortization provision in Treas. Reg.

§ 1.167(a)-3(b)(l) does not appear to impact purchased patents.

3.· In the past, it was recognized that special circumstances might call for a

different treatmentof the purchase price paid for a patent.

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

circumstancesfound to be deductible ratably over the remaining

useful life ofthe most significant patent or the average remaining life
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. ofthe acquired patents, or based upon the percentage of days of

expiring life in aparlicular year to the total annual days of unexpired

life for the entire group. See Hazeltine Corp. v. Commissioner;

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

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

Commissioner, 75 T.C.t03 (1980).

. b. Also, under appropriate circUmstances,. the income forecast method

rather than the straight-line method ofdepreciation was stated to be

available. Revenue Ruling 79-285, 1979-2 Cum. Bull. 91. For a

discussion of this method, see I.R.S. Technical Advice Memorandum

9603004, dated October 4, 1995.

c. The regulations iriitiallyproposedunder Section 197 appeared to

recogriize 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

by the Taxpayer Relief Act of 1997, makes the income forecast

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

otherproperty.~pecified;by regt4ation), and this provision is reflected

in the fm~l regulations. See also Proposed Treas. Reg. §§ 1.167(n)-1

through L161(n)-7, disc;llssing the;il1c9IIle forecast method.

4. If a paterltbecomes worthlesslri a year before it expires, the taxpayer can

dedu~tilis or its umecoveredcost~inthatyear. Treas. Reg. § 1.167(a)-6(a);

Treas.],teg. §1.l67(a)-J4(c)(4). .

a. The new limitations under Section197 on the ability of a taxpayer to

claim a worthless l~~s deduction do ndt apply to depreciable patents.

See Int. Rev. Code §197(Q(1)(A).
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b. Also,ifthe taxpayer abandons the patent instead, presumably an

abandonment loss will becorneavailable at that time. See Revenue

Ruling 73'-395, supra; Int. Rev. Code § 1234A as amended by the

Taxpayer Relief Actofl997.

E. The price that a taxpayer pays to pur~hase a copyright ,to which the provisions of

Section 197 do not apply (because the copyright is not acquired in connection with

the acquisition of all or a substantial portion of a trade or business) will be treated in

the same way as the capitalized costs that a taxpayer incurs to copyright material

produced by oron behalf of the taxpayer.

I. Thus, the price can be depreciat~dover the re~aining useful life of the

copyright. See Int. Rev. Code §§ 167(t)(2) and 197(e)(4)(C); Treas. Reg.

§ 1.167(a)"14(c)(4).: See also; however, Treas.Reg. § L263(a)-2(b), that

,refers to the uniform capitalization provisions mentioned above. It appears

that the IS-yearsafe harborarnortizationprovisions in Treas. Reg. '

.,§.1.167(a)-3(b)donotapply to .purchasedcdpyrights.

2. There may, howeyer, be addition[jl relevant factors.

a. Iffue purchase price consists ofperiodic payments contingent on use,

. the actual payments Will be deductible as depreciation under the

Vllriable contirtgentpayffierit method of depreciation. See Revenue

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

specificall¥ endorsing this tnethodof depreciation.

b. Moreover, it may be necessal-y to divide the pUrchase price between

the. copyright1 itself, and any tangible property in which the copyright

resides1 since different tax law principles govern the deductibility of

the costoftaH:gibleproperty. Ste,in thi~ regard, Treas. Reg.

§ 1.861-18 that, although not directly relevant, describes four
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copyright rights: .the right to make copies for distribution to the

public, the right to prepare derivative works, the right to perform

publicly, and the right to display publicly. See also I.R.S. Field

Service Advice 200019021, dated May 12,2000, distinguishing

copyrights from film characters viewed as trademark rights.

F. The provisions of Section 197 in effect permit apurchaser of know-how (that is, any

formula, process, design, patterri, 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-createdother than in connection with the acquisition of a trade or

business is treated differently).

I. However, as noted above, the statute (Int. Rev. Code § 197(e)(4)(D)) gives

the government the authority to promulgate regulations excluding from the

term "section 19Tintangible" 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 thisprovision, a taxpayer may be able to

amortize the cost of some purchased know-how over a period of less than 15

years. See H.R. Rep. No. !O3-lll, !03rd Cong., 1st Sess. 771 (1993); Int.

Rev. Code § 167(f)(2); Treas. Reg. §§ 1.197-2(c)(13) and 1.167(a)-14(c)(2).

2. Under prior law, know-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.

a. 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,
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b. In. an unusual 1983 victory for the taxpayer, however, the Court of

Claims permitted a corporation to depreciate the price that it paid for

a secret formula thatwas.determined under the circumstances to have

a limited useful life. LiquidPaper Corp. v. United States, 2 Fed.

Cl. 284 (Ct. Cl. 1983).

c

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

paid for property includes. the cost of separately identifiable know-how,

where the property to which the know-how relates is depreciable over a

periQ(l other than. 15 years.

a. In an analogous situation, the Internal Revenue Service, upon the

audit of a company that acquired satellite transponders, sought at the

District level to allqcate some portion of the purchase price to two

intangible assets, charact~riz;ed by the District as neighborhood effect

and protecteq status, in an effort to reduce the .amount eligible for an

investment tax credit. See I.R.S. TechnicalAdvice Memorandum

9317001, dated JaIl-uary 12, 1993.

b. Note also, in this regard, Treas. Reg. § 1.861-18 that expressly

recognizes the distinction between know-how and a copyrighted

article.

G. The cost ofpurchased computer software, used in a trade or business or an
. .

income-producing activity, to which the provisions of Section 197 do not apply is

now depreciable on a straight-line basis over a period of36 months. Int. Rev. Code

§.l(i7(f)(l). See Revenue Procedure 2000-50, supra, and Treas. Reg.

§1.263(a)-4(c)(2).

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

.Revenue Procedure 69-21, supra, pursuant to which a taxpayer could
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2.

amortize the separately stated cost of computer software ratably over a period

of five years or, ifless, the usefuHife of the software in the hands of the

taxpayer. See, however, Sprint Corp. v. Commissioner', 108 T.C. 384 (1997),

in which software loads acquired with digital switches were found to be

depreciable as tangible personal property.

The amortization period begins with the month in which the computer

software is placed in service. Treas. Reg. § 1.167(a)"14(b)(I). With respect

to the amortization ofpurchased enterprise resource planning software, see

LR.S.Private Letter Ruling 200236028, datedJooe 4, 2002.

3. Howeve~, according to the House Report on the Omnibus Budget

Reconciliation Act of 1993 and the regulations, a taxpayer who acquires

computer hardware and computer software for a single stated price must

continue to treat the total purchase price as a paymentfor depreciable

hardware. SeeR-R. Rep. No. J03~lll, 103rd Cong., 1st Sess. 767 (1993);

Treas; Reg. §1.167(aH4(b)(2).

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

Tax. Court characterized certain computersoftware as tangible personal

property eligible for the investment tax credit.

H. The Omnibus Budget Reconciliation Act of 1993 also 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.

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

disposition of the trademark and is payabl~ throughout the term of the

transfer agreement in at least annual installments that are either substantially

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

non-exclusive licensee under the same circumstances) will be able to deduct
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each installment payment as an ordinary and necessary business expense. Int.

Rev. Code § 1253(d)(l),as amended by the Revenue Reconciliation Act of

1989. See, however, Treas. Reg, § 1.263A-I(e)(3)(ii)(U).

2. 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

value than theforriler ability to depreciate a trademarkover its actual useful

life, which was often indeterminate. Int. Rev. Code § 197(d)(I)(F) and (t)(4);

Treas.Reg. § 1.197-2(b)(l0). See also I.R.S. Private Letter Ruling 9630015,

clatedApriI26,1996; Treas. Reg. § 1.263A-1(e)(3)(ii)(U).

3. Since Section .197also permits ataxpayer to amortize goodwill over the same

period of time. (see Int. Rev.Code§ 197(d)(I)(Ary), separating the cost of

goodwill from the cost ofatrademarkwhen assets constituting a trade or

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

a. Note that the House Report on the 1993legislation in effect directed

the Treasury Department to treat all amortizable Section 197

in~angibles as Class IV assets under Sectionl060(~eeH.R. Rep. No.

103-11 1, 103rd Cong., 1st Sess. 776 (1993», and the instructions to
• . . I

Form 8594 (Rev. 1-96) tookthis position.

b. However, the temporary regulations under Sections 338 and 1060

published in January of 1997 cre~i~d two intangible classes:

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

nature of goodwill and going concern value), whether or not

amortizable under Section 197, and Class V, consisting of the

goodwill~d going concern value ex61~ded from Class IV.
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c.

Temporary. Treas. Reg. §§ l.338(b)-2T(b)(2) and1:1060-IT(d)(2).

Form 8594 (Rev. 7-98) reflected this position.

The final regulations under Sections338 and 1060 published in

Februaryof200l place all Section 197intangibles (except goodwill

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

concern value (whether or not qualifYing as Section 197 intangibles)

in a newClass VII, and characterize Class V as the residual class.

Treas. Reg. §§l.338-6(b)(2) and 1.1060-l(a)(I). Form 8594

(Rev. 10-2002) reflects this position.

d. With respect to the allocation among partnership assets, including

intangibles, of an adjustment to the basis of partnership assets incident

to the sale Or exchange of a partnership interest or the death ofa

partner, see T.D. 9059, 68 Fed. Reg.34293.

1. A taxpayer with business operations both in the United States and abroad who is

deemedto have purchasedintellectual 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).

1. The deduction sourcing rules applicable to a taxpayer who licenses

intellectual property on a non-exclusive basis apply to a purchaser of

intellectual property as well.

2. However, to the extent any portion of the purchase price is recharacterized as

interest (see the discussion below of the transferor's tax treatment), special

sourcing rules applicable to interest payments will also apply. See Treas.

Reg. § 1.861-10; Temporary Treas. Reg. §§ 1.86l-9T through 1.86l-l3T.

J. A purchaser who acquires intellectual property from a seller who is a non-resident.

alien individual, a foreign corporation, or a foreign partnership must determine
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whetherU.S. taxes are required to be withheld from the purchase price. The buyer's

withholding obligations are dependent upon the nature of the payments.

L The payments madeto a,sellermay include compensation for services

performed and unstated interest on that portion of the price not payable when

the sale occurs.

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

partnership sells apatent, copyright, secret process and formula, trademark,

or similar property in exchange for payments contingent on the productivity,

use, or disposition of the property transferred and thereby realizes gain

sourced in the United States because the property sold is to be used in the

United States (see Int. Rev. Code §§ 861(a)(4), 865(d)(I)(B), 871(a)(l)(D),

and 881 (a)(4», withholding at the statutory rate 000% or at the lower treaty

rate will be required (see Int.Rev. Code §§ 1441 and 1442), generally unless

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

business in the United States and therebyincludable in the seller'sU.S. tax

base under Section 871(b) or 882(a) (see Int. Rev. Code § 864(c)(2». For a

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. ofAmerica, 140 F.2d339 (D.C. Cir. 1944).

3. Other gains, however, will be exempt from withholding, assuming that

back-up withholding at the rate of28% is not required (see Int. Rev. Code

§§, 3406,6041, and 6045).

a. Nevertheless, these othergains 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

S.tates for at least 183 days.. See Revenue Ruling 78-253, 1978~1

Cum. Bull. 220, and the proposed repeal of this provision in the
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JUIIlpstart Our Business Strength Act passed by the Senate on

May 11,2004 (H.R. 1637).

b. Such gains may be includable in the seller's U.S. taX base should the

seller maintain a fixed place of business in the United States through

which the sale is made (see Int. Rev. Code §865(e)(2), dealing with

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

§ 864(c)(4)(B)(iii).

4. If any portion of the purchase price is viewed as interest, withholding on the

interest portion may notbe required ifit is viewed as original issue discount

on portfolioindebtedrtess;SeeInt. Rev. Code §§ 871(a)(I)(A) and (C),

871 (h)(2), 881(a)(l) and (3), and 881(c)(2).. For a situation involving original

issue discount associated with the acquisition ofpatent rights, see I.R.S. Field

Service Advice 199922024, dated June 4,1999.

5. Nor, to the extent the payments are found to constitute compensation for

services rendered, will withholding be required if the 'services were

perforined outside of the United States. See Revenue Ruling 55-17, supra,

and Proposed Treas. Reg. § 1.861c4(b), discussing the source of income from

services performed partly .within and partly outside of the United States.

TRANSFERRING INTELLECTUAL PROPERTY TO
AN UNRELATED THIRD PARTY

I. Nature ofthe Income..

A. While the person acquiring intellectual propertyis concerned about the deductibility

'of the consideration paid; the transferor wants to know how the payments received

will be taxed.
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B. If there are foreign operations, the transferor ofintellectual property will want to

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

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

is also important to know wheth~rtht;considerationpaid to the transferor of

intellectual property is capital or ordinary in nature.

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

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

previously was able to depreciate or amortize the cost of the asset. Int. Rev.

Code·§J245. Intangible property, the cost ·ofwhich is now amortizable over

a period of 15 years, is treated as depreciable property for this PUfPose. See

1m.Rev. Code § 197(f)(7); Treas. Reg.§ Ll97~2(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

underSection 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

Rwing85-186, 1985c2 Cum. Bull. 84;rejectingthe applicability ofthe

sOccalled 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.

§ LlOIM(j)(dealing with Section IZ4(b) amounts), and Int. Rev. Code

§ 1016(a)(20) !lndLR;S.PrivateLetter Rilling 200117006, dated January 17,

200I (dealing with Section 59(e) amounts).

D. :Even in a worldin which, ordinary income.and capital gains are taxed at the same

rate, the nature of the considerationInaybeimportant.

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
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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 ofroyalty income for foreign tax credit

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

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

gain, is, in effect, tainted or, conversely, afforded favorable treatment.

1. For example, the consideration 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 tax code as amended in 1993, at the rate of39.6% in

taxable years beginning after 1992 but before 2001) on its undistributed

personaI holding company income. Tnt. Rev. Code § 541. See Tomerlin

Trust, Transferee v. Commissioner, 87 T.C.876 (1986). The current rate on

undistributed personal holding company income is 15%, reflective of the

changes in the taxation of dividends made by the Jobs and Growth Tax Relief

Reconciliation Act of2003.

a.

b.

Personal holding company income does not include gain from the sale

of intellectual property, but it generally includes royalties received for

the privilege ofusing patents, copyrights, secret processes and

formulas; trademarks, and similar property. lnt. Rev. Code

§ 543(a)(I); Treas. Reg. § 1.543-1(b)(3). See I.R.S. Private Letter

Ruling 8450025, dated September 7, 1984.

However, personal holding company income does not include

copyright royalties that comprise at least 50% of a corporation's

ordinary gross income, provided that theroyalties do not derive from

works created in whole or ill part by any shareholderof the
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corporation and certain other statutory conditions regarding the

makeup of the corporation's business deductions and non-copyright

royalty income are met. Int. Rev. Code § 543(a)(4). See Treas. Reg.

§ 1.543-1(b)(l2)(iv) regarding whether copyright protection is

required both in the United States and abroad.

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

computer software royalties, derived by a corporation actively

engaged in the business of developing, manufacturing, or producing

computer. software, haye also been excluded from personal holding

company income.. Int. Rev. Code § 543(a)(l)(C). To qualify for this

exclusion, the computer software. royalties must comprise at least

50% of the corporation's ordinary gross income and a number of

other statutory requirements relating to the dividends paid by the

. entity and the nature of its tax deductions must be met. Int. Rev.

Code § 543(d).

2. An S corporation, more than 25% ofwhose gross receipts for a period of

three consecutive taxable years consist ofpassive 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

Scorporation with accumulatedeat11ings and profits at the end ofanyone of

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

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

tax. Int. Rev. Code § 1375.

a. The passive inv()stment income of an S corporation does not include

gain fi:omthe sale of intellectual property, but it generally includes

royalties for the privilege ofusing patents, copyrights, secret
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processes and fonnulas, trademarks, and similar property. lnt. Rev.

Code § 1362(d)(3)(C)(i); Treas.Reg. § L1362-2(c)(5)(ii)(A)(l).

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 perfonns significant services or incurs
• "" < ";.,

substantial costs, nor (ii) copyright royalties and active business

computer software royalties that are not treated as personal holding

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

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

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

is characterized as a royalty.

a. If the royalty is viewed as passive in. nature because the taxpayer does

not materially participate in the trade or business activity from which

ids derived, the income can be offset for tax purposes by passive

losses. See Treas. Reg.§§ 1.469-2T(c)(3)(iii)(B) and 1.469-2T(f)(7).

b. Conversely, pure royalty income not derived in the ordinary course of

a trade or business (and gain derived from the sale or exchange, other

than in the nonnal course of the taxpayer' s trade or business, of

intellectual property that yielded pure royalty income) will generally

.. uotbe treated as passive income and hence cannot be offset by

passive losses (lnt. Rev. Code §469(e)(I)(A)).

c. ~ote that under the passive activity provisions, a trade or business

includes any activity involving research or experimentation (Int. Rev.

Code § 469(c)(5)).
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4; The nature of the consideration received by a foreign corporation with U.S.

shareholders may similarly determine whether these shareholders will be

taxable currently on all or some portion of the corporation's net income.

Under current law, an at-least-l O%-U.S. shareholder of a so-called controlled

foreign corporation is taxable on his or its share of certain items of income

(Subpart F income) realized by the corporation, including so-called foreign

personal holding company income (see Int. Rev. Code § 951). Also, until

enactment ofthe American Jobs Creation Act of 2004, a U.S. shareholder of

a so-called foreign personal holding company was subject to tax on his or its

share of the corporation's undistributed foreign personal holding company

incOlne (see former lnt. Rev. Code.§ 551).

a. Under Section 954(c), gain derived from the sale of intellectual

property not sold in the ordinary course of a corporation's trade or

business may under some circumstances be treated as foreign personal

holding.company income; but .royalties derived from unrelated parties

incident to the .active conduct of a trade or business or, in general,

;from a related.person for the use of, or the privilege of using, property

within the same country in which the recipient was formed, will not

constitute foreign personal holding company income.

b. Under the former foreign personal holding company provisions,

foreign personal holding company income did not include gain from

the sale of any intellectual property, but it generally included all

royaltiesi Only active business computer software royalties

(described above) were excluded.

5. The natuie of the income thafaforeign corporation with U.S. shareholders

receives may also determine whether these shareholders will be required to

pay a deferral charge for in effect electing not to report their share of
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corporate income on a current basis.

a. Royalties, as well as gain from the sale ofintellectual property not

sold in the ordinary course of a trade or business, can cause a foreign

corporation to be characterized as a so-called passive foreign

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

income. If a U.S. shareholder of a PFIC does not elect to include in

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

earnings and net capital gain, distributions subsequently received by

the shareholdeifromthe 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 foreign personal holding company income under

Section 954(c), discussed above, and, in addition, royalties paid by a

related person and allocable'to that person's non-passive income. lnt.

Rev. Code.§ 1296(b).

6. See also lnt. Rev. Code § 956A, added by the Omllibus 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.

II. Licensing Intellectual Property to a Third Party.

A. Ifthe 0WIler ofa patent, a copyright, know-how,.or computer software licenses it to a

thirdparty on a basis that is not treated as a saleJor tax purposes, the income

received by the licensor will besubject to tax at ordinary income rates.

1. Revenue Procedure 2004-34, 2004-22 lnt. Rev. Bull. 991, addresses the

ability of an accrual method taxpayer to defer the reporting of advance

license fees for the use of intellectual property and computer software.
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2. For two interesting rulings dealing with the tax treatment of non-exclusive

licenses on the death of the author of various copyrighted literary works,

iIlcludiI:tg the creationofa new tax basis on death, see I.R.S. Private Letter

Ruling 9326043, dated April 2,1993, and I.R.S. Private Lett"r Ruling

, 9549023 dated September 8, 1995.

c

3, For a case finding ordinary income where a taxpayer licensed technology to a

Japanese corporation pursuant toa 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 Pickrenv. UnttedStates, 378F.2d 595 (5th Cir.

1967).

4. For an interesting case dealing with.the licensing of broadcasting rights, see

The Philadelphia Eagles Football Club, Inc. v. City ofPhiladelphia,

823 A.2d 108 (Pa. S.C. 2003), in which the Court treated the license

payments as copyright royalties.

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

non-exclusive basis. However, they produce the same result,whether or not the

royalty payments are contingent on the productivity, use, or disposition ofthe

trademark.

'1. To the extent the royalty payments are c6ntingent onthe productivity, use, or

disposition of the trademark, the transferor will be treated as having received

income from the sale or other disposition ora non~capitalasset~ that is,

ordinary income. Int. Rc;:v. Code § 1253(c). With rc;:spect to prior law, see

Dairy Queen o/Oklahoma, Inc. v.Commissioner, 250F.2d 503

(10th Cir. 1957).
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2. If the transferor retains any significant power, right, or continuing interest in

the trademark, but does not receive payments contingent on the productivity,

use, or disposition of the trademark, it is reasonable to conclude that all

income will also be treated as ordinary income by reason of Section l253(a),

which states that the transaction will not be treated as a sale or exchange of a

capital asset. Under this provision, for example, a sale will not be deemed to

have occUIT7d if the transferor retains. the right:

a. To set quality standards for the products to which the trademark is

~ffixed (Ihf. Rev; Code § l253(b)(2)(C)), or

b. To requireothe transferee to advertise only the licensor's products (Int.

Rev. Code § 1253(b)(2)(D)), where, according to the Tax Court, the

retained rightis cOCtlxtensive Withth~ durati()n ofthe illterest

transferred. Stokely [j,S,A"Inc. v.C;ommissioner, IOOT.C. 439

(1993).

c. Atr:itJ.sferor with business operationsboth within the United States andabroad must

determine the source of any royalty income derived from licensi6.gintellectual

proper,ty,in order to determinethe foreign tax/creqit available to offset his or its U.S.

tax liability (see the discussionllbove). Special sourcing fllles apply to royalty

income, assuming it does not in fact represent compensation for services rendered

(see Revenue Ruling 84-78, supra), n0n.naIly sourced wh.ere the services were

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

LRoyalties paidforu~eintheUnitedStates Of, orfor.the privilege of using in

the United States, patents, copyrights, secret processes and formulas,

trademarks, and like proper,ty are sourced in the United States. Int. Rev.

.Code § 861(a)(4). ·N()te, ill dllsregard, the distinction drawn inTreas. Reg.

§ L861-18betweenthefeai;e()f a copyrighted computerprogram (generating
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rental income) and the license of the copyright right itself (generating royalty

income).

2. Royalties paid for use abroad of, or for the privilege of using abroad, patents,

copyrights, secret processes and formulas, trademarks, and like property are

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

3. Thus, the place where the licensee uses oris entitled to use the intellectual

property is controlling. See Revenue Ruling 68-443,1968-2 Cum. Bull. 304;

Revenue Ruling 72-232, supra, and Rev~nue~uling74-555,1974-2 Cum.

Bull. 202; and Sanchez v. Commissioner, 6 T.C. 1141 (1946), dealing with

trademark,copyright, and patent royalties; respectively.

III. Assigning Intellectual PropertY to a Third Party.

A. .ConVersely, if a taxpayer aSsigns his or its entire interest in intellectual property to a

third party, or licenses the property on an exclusive basis toa third party, a sale will

typically bedeemed to havpoccurred for tax purposes, but the !es\llting income may

·l1ot il1\\Tays be capital in nature.

B. Note that ifthe transa.ctioilinvolves cross-licenses ofproperty not terIhinable at will

.. by either party, it may qllalifyas alike"klnd exchange.

1. nen, dependirlg upon thefacts, l1either party to the transaction may be

required to recognize any taJ{able income. See Int. Rev. Code § 1031,

pursuant to which the properties involved must be held for productive use in

a.1:J:ade oibusinessor for investnJ.ent; I.R.S. TechnicalAdvice Memorandum

9222005,datedJanllary 10, 1992.

2. Todctermine whetherintangiblepropei1:ies are oflike kind, the regulations

focus. upon the namre or character ofbot!} the rights involved and the

underlying properties to which the intangibles relate. For example, a
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(1
copyright on a novel and a copyright on a song are not deemed to be of like

kind. Treas. Reg. § 1.l031(a)-2(c).

3. The In~.emal Revenue Serviceh'lS concludedthat a taxpayer could swap FCC

broadcast station licenses on.a tax-free basis, even though one related to radio

and the other to television. I.R.S. Technical Advice Memorandum

200035005, dated May 11,2000. See also I.R.S. Technical Advice

Memorandum 200224004, dated November 29, 2001.

C. Note also that, if the transaction involves a gift to charity, special rules will apply.

See I.R.S. Notice 2005-41, 2005-23 lnt. Rev. Bull. 1.

D. Different rules apply to the sale ofpatents, copyrights, computer software,

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

not involve a like-kind exchange or a gift to chari~.

E. Patents:

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

an individual holder of a patent (see Juda v. Commissioner, 90 T.C. 1263

(1988), regarding partners) who transfers to an unrelated party all substantial

rights to the patent or an undivided interest inall rights to the patent will

realize long-term capital gain (or loss) regardless of whether or not the

payments received in exchange are (i) payable periodically over a period

generally co-terminus with the assignee's use of the patent (but see the

discussion below), or (ii) contingent on the productivity, 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,
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T.C. Memo 1984-447. Also both U.S. and foreign patents are

covered.

b. . The holder of a patent will,· according to the regulations, not be

deemed to have disposed of all substantial rights to the patent if, for

exarnple, the transferee's rights are limited geographically within the

country ofissue(aprovision found to be invalid in Rodgers v.

Commissioner, 51 T.C. 927 (1969), butlater found by the Tax <;ourt

to be valid), the transferee's rights do not extend throughout the

remaining life of the pate(lt, or the transferee is granted rights in fields

ofuse within trades or industries that are less than all of the valuable

. rights covered by the patent. Treas.Reg. § 1.1235-2(b)(I) and (c).

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

individual whose efforts created the property, or any other individual

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

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

patent for consideration before the invention was actually reduced to

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

to practice once "it has been tested and operated successfully under

operating conditions," but in no event later than when commercial

exploitation occurs. Treas. Reg. § 1.1235-2(e). With respect to the

treatmentofpartne;s as holders, see I.R.S. Private Letter Ruling

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

200219017, dated February 6, 2002.

d. Nevertheless, an employee hired to invent will realize ordinary

income and not capital gain if he is bound to assign to his employer

all patents that he obtains and all patentable inventions that he

conceives in the course ofhis employment. See Treas. Reg.
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(J
§ 1.1235-1(c)(2); McClain v.Commissioner, 40 T.C. 841 (1963);

I.R.S. Technical Advice Memorandum 200249002, dated August 8,

2002. Note in this regard that the IntemalRevenue Service has in the

past focused on equity-type compensation arrangements entered into

with employees who invent. See BNA Daily Tax Report No. 79, at

G-5 (April 24, 1998).

2. Ifthe 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 Gum. Bull. 164. The

availability of capital gains treatment will depend initially upon whether a

sale is deemed to have occurred for tax purposes, applying principles of law

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

provi~ions,itmaybe important to bear in mind why the safe-harbor provision

does not apply. Even if a sale is deemed to have occurred, however:

a. A professional inventor who is in the business of inventing and selling

patents will realize ordinary income (see Avery v. Commissioner,

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

b. A seller who used the patent in the ordinary course ofhis or its trade

or business will derive either a capital: gain or an ordinary loss under

the provisions ofSection 1231 (see InI. Rev. Code § 1221(2),

indicating that depreciable property used in a trade or business does

notconstitute a capital asset).

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

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

actually reduced to practice (see Bunte v. Commissioner, 43 T.G. 252

(1964)) - that is, before property rights in the patent come into being

(see Diescher v. Commissioner, 36 B.T.A. 732 (1937)).
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3. However, if the patent was depreciable,. an amo.Unt of gain equal to the

depreciation deductions available to the assignor before the transfer occurred

(whether or not claimed) will be treated asordihary income and not capital

gain. Int.Rev. Code § 1245.

c

4. In addition, even if the transferor of a patent realizes capital gain, some

portion of the transfer price, ifpayable over time, may be treated as interest

under the imputed interest provisions in the tax codeifthere is no stated

interest or if the interest to be paid falls short of the statutory safe-harbor

amount.

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

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

transferred, the imputed interest provisions will not apply. Int. Rev.

Code §§ 483(d)(4) <'lIld 1274(c)(3)(E). Although the Internal Revenue

Service has held that a transfer is described in Section 1235(a) even

.though Section 1235 does not apply b.ecause the recipient of the

property isa related party (Revenue Ruling 78-124,1978-1 Cum.

Bull. 147), the Senate Report on the Tax Reform Act of 1984

indicates that a transfer that does not actually qualiry for capital.gains

treatment under Section 1235 will be subject to the imputed interest

provisions. See S. Rep. No. 98-169 (Vol. I), 98th Cong., 2d Sess.

258, n. 15 (1984).

b. In all other cases, one of two imputed' interest provisions (Section 483

or 1274) may apply. If the consideration paid totals no more than

$250,000 (a fact that may be difficult to ascertain when the price is

contingent), the provisions of Section 1274 will not apply. Int. Rev.

Code § 1274(c)(3)(C). Instead, under Section 483, some portion of

each paymdnt due more than six months after the sale will be
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c.

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

provided for is less than the statutory safe-harbor amount (see Int.

Rev. Code §§ l274(d) and l274A(a) and (d)(2)), and some portion of

the price is payable more than one year after the sale occurs.

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

discqunt will be imputed ifthe interest provided for is inadequate

(underInt.Rev. Code.§ l274(d) or l274A(a) and (d)(2)), and the

transferor will berequired to include some portion of this original

issue discount in gross income, as ordinary income, each year while

the traru;fer 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.

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

alSo determine when the property's tax basis, if any, can be recovered

tax-free.

()

a. If the sale price is fixed in amount and duration and the taxpayer

chooses to report gain on the installment method (Int. Rev. Code

§ 453), the taxpayer will merely recover his or its basis in the property

transferred proportionately as payments ofprincipal are made. Note

thatthe provision limiting the use of the installment method to cash

method taxpayers (Int. Rev. Code § 453(a)(2), as arnendedby the

Ticket to Work and Work Incentives Improvement Act of 1999) was

repealed by the Installment Tax Correction Act of2000. However,

the tax attributable to depreciation recapture must be paid in the year
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of sale. Also, with respect to the deferral charge that may be due if

installment reporting is selected, see Int.Rev. Code § 453A.

b. If the purchase price is contingent in amount or in duration, or both,

the proration formula under the installment method can work only if

certain assumptions about the price are made. The regulations

indicate what to do when either (i) a stated maximum selling price can

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 (ii) the maximum period over which payments can

be made is fixed.· The regulations go on to provide for the recovery of

basis ratably over a period of 15 yearsifthere is neither a stated

maximum selling price nor a fixed payout period. When any

contingent payment sale occurs, however, the taxpayer may seek

permission from the Internal Revenue Service to use a different basis

recovery method. SeeTreas. Reg. § 15A.453-1(c) thatalso.

recognizes the income forecast method for basis recovery under

appropriate circumstances; andAMC Partnership v. Commissioner,

T.C. Memo 1997-115.

c. The so-called open transaction method ofreporting a transaction,

pursuant to which a taxpayer elects out ofinstallment sale reporting

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

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

extraordinary cases involving sales for a contingent payment

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

reasonably be ascertained will the taxpayer be entitled to assert that

the transaction is 'open.''' Treas.Reg. § 15A.453-1(d)(2)(iii). See

Burnet v. Logan, 283 U.S. 404 (1931).
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F. Copyrights.

I. There is less question 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 render~d. See Revenue Ruling 84-78, supra; Revenue Ruling

75-202, 1975-1Curn. Bull.'170; Revenue Ruling 60-226, supra; BouZez v.

Commissioner, supra. In the BouZez 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.

2. The tax code specifically states that the term "capital asset" does not include

a copyright held by the person whose personal efforts created it or to whom it

\-Vas assigned by the creator ina caITY0v~rbasis transaction (for example; as a

gift). lnt. Rev. Code § 1221 (3),applicable to any property eligible for

copyright protectioll under statute or common law, bllt not applicable to a

design that may be protected solely under the patent law;. See Treas. Reg.

§ 1.122l-l(c)(I).

a. The income derived from the sale of a copyright that is not a capital

asset for this reason will always be ordinary in nature. See lnt. Rev.

. Code §123l(b)(l)(C), that prevents any such gain 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~tatute does not negate

"sale or exchange" treatment.

()
3. In other cases, the transferor will realize capital gain, provided that:
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a. The copyright was not held for sale to customers in the ordinary

course ofthe transferor's trade or business (see Int. Rev. Code

1221(1); Desilu Productions, Inc. v. Commissioner, T.C. Memo

1965-307);

b. 'The copyright was notllsed in the transferor's trade or business (see

lnt. Rev. Code § 1221(2)), or,ifit 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 pricds imputed.asjnterestHl1der the provisions of

Section 483 or Section 1274 discussed above.

G. Computer Software.

1. In view ofthe fact that some computer software is noWcopyrightable and

patentab1~, it is not clear Whether the side ofcompuier software must be

analyzed as though it were th~ sale ofa copyright or patent. The regulations

JiliderSectioIi 1221 confuse the issue by specifically excluding from the term

"capital asset" any property eligible for copyright protection, presumably

Whether or not formal copyright protection is,sought. Treas. Reg.

§1.1221-1(c)(I). Cf. MicrosoftCorfJ. v. COmmissioner, 311 F.3d 1178

(9thCir. 2002), dealing with the tax treatn'1ent for other purposes ofmaster

copies ofMicrosoft computer software.

2. Nor is it clear whether, without the benefit of copyright or patent status,

computer software can qualifyas propertyan<ihence a capital asset, at least

when itis not 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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3. The final regulations promulgated under Section &61 are helpful, but not

determinative, on the subject ofwhat a transfer of computer software actually

entails. These recognize that the transfer of a computer program may involve

one or more of the following: the transfer of a copyright right in the

program, the transfer ofa copy of the computer program, the provision of

services forthe development or Illodification of the program, and the

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

R.eg. § l.861-1&(b),

4. In any event, sales of computer software in the consumer market will

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

licensefortax puiposes.See Int. Rev. Code §§ 1221(1) and 1231(b)(1)(A).

5. Moreover, under certain circUIllstances, computer software may be deemed

nono have been transferred separately, leaving the tax consequences of the

transferdepehdent upon the tax impact ofthe underlying transaction. For

example, inSyflcsort,lnc. v.UnitedStates, 31 Fed. Cl. 545 (Ct. Cl. 1994),

dealing with certain: 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 infortnation .iU1d trade secrets, the court viewed the entire

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

H. Know-How.

(i
~./

1.

2.

There are no statutory provisions dealing specifically with the disposition of

know-how.

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

capital asset or may qualifY for favorable tax treatment under Section 1231,
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so that when a sale is deemed to have occurred, 11 taxpayer wh& disposes of

know-how can realize capital gain.

a. Ofprimary concern here is whether kno~-howconstitutes property.

If it does not, it cannot qualify as a capital asset (Int. Rev. Code

§ 1221) or as an asset eligible for the benefits of Section 1231.

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

property (see Revenue Ruling 71~564, supra, dealing with the transfer

of trade secrets to a corporation), leaving doubt about the nature of

other technol()gical infonnation. .See also Pickren v. United States,

supra, describing secret formulas as capital assets.

c. Nevertheless, prior case law supports property characterization under

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

suprg (in which confidential, lIllpatcllted techn()logy was viewed as

J?roperty), and 0fria v. Commissi()ner, nT.C. 524 (1981) (where

engineering proposals were found to incorporate "trade secrets,

know-how, or unpatented technology protectable as a form of

property").

d. Moreover, the final regulations under Section 197 treat an amortizable

SectioIl197 intangible held by a taxpayer for more than one year as

an asset eligible for the benefits of Section 1231, See Treas. Reg.

§ 1.197-2(g)(8), and compare Int. Rev. Code § 197(f)(7), treating any

amortizable Section 197 intangible as "property" subject to the

allowance for depreciation. See also Proposed Treas. Reg.

§ 1.197-2(g)(7)(ii)(B), which declined to treat know-how to which the

provisions of Section 197 apply as property for all purposes under the

tax code.
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c)

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

treated as property wilLrecognize capital gain unless (i) the know-how is

deemed to have been sold to customers in the ordinary course of the

taxpayer's trade or business, (ii) the gain is in effect recharacterized as

ordinary income under Section 1231, or (iii) the taxpayer is a professional

inventor or an employee who is. obligated to sell all inventions to his

employer. Seeiayl~r-lYinjieldCorp.v. Commissioner, 57 T.e: 205 (1971).

4. If the taxpayer has.anybasis in the transferred know-how, it will reduce the

taxpayer's income either currently or over time (see.thediscussion above).

5. By way of footnote, however, it is important to note that, under certain

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

transferred, leaving the tax consequences ofthe transfer dependent upon the

tax impact ofthe Underlying transaction. See Syncsort, Inc. v. United States,

supra.

I. Trademarks.

1. The nature of the income that a taxpayerreceives upon disposing of a

trademark without retaining any significant power, right, or continuing

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

the nature of the consideration paid.

a. The tax code states that if the taxpayer receives amount~ contingent

on the productivity, use, or disposition of the trademark, these

amounts will be treated as receivedfrom the sale or other disposition

ofa non-capital asset. Hence, there will be ordinary income. Int.

Rev. Code § l253(c). However, since Section l253(c) does not

negate the occurrence of a "sale or exchange," the taxpayer will

presumably not be taxed on his or its basis in the property 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 trademarkand all of the other assets used in

the taxpayer's business in exchange for alump-sum amount.

2. On the other hand, a ta){payer who disP9se~ of a trademark and retains any

significant power, right, ot continuing interest with respect to the subject

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

have sold or exchanged acapitalasset(InLRev.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 oia 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 determining whether or not the

transaction gives rise to personal holding company income, the

transaction may still be regarded as a sale. See Tomerlin Trust,

Transferee v. Commissioner, supra.

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

determine the source ofhis or its income derived from assigning or licensing

.in.tellectual property in a transaction that is viewed as a sale for tax purposes, in order

to determine the foreign tax credit available to offset his or its U.S. tax liability (see

the discussion above).
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I. There is a special tax code provision, added by the Tax Refonn Act of 1986,

dealing with the source ofincome that a taxpayer realizes when personal

property is sold.

2. In general, from the sale of personal property, a U.S. resident taxpayer:

a. Will realizeU.S. sourc~ income. if the property is neither inventory

nor depreciable and ifth~ taxpayer does not maintain a fixed place of

business abroad to which the sale can be attributed. See International

Multi/oods Corp. v. Commissioner, 108 T.C. 25 (1997).

b. May realize foreign source income if the property is inventory or

depreciable or if thetaxpayer maintainsa fixed place of business

abroad to which the sale can be attributed. Int. Rev. Code § 865(a)

through (c), (e). See LR.S. Private Letter Ruling 9612017, dated

December 20, .1995.

3. Intangibles, on the otherhand,inchidingpa.tents, copyrights, secret processes

or fonnulas, and trademarks, are tr~ated differently from other personal

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

circumstances, the Internal Revenue Servi~~ may regard the transfer of an

intangible as incidental to the transfer of other personal property, in which

case the special sourcing rules for intangibles will not apply. See Revenue

Ruling 75-254, 1975·1 Cum, Bull. 243, dealing with the sale ofa

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. Ifthe consideration.received by a taxpayer for an intangible (not

deemed to have been transferred incident to the transfer of other

personal prop~rty) is not contingent on the productivity, use, or

74



dispqsitiqn of the il)t;mgible, the gel)eral rules under Section 865

noted above (exceptforSection 865(c.;)(2),relating to gain in excess

of depreciation) will normally apply.

b. On the other hand; any cqnsideration contingent on the productivity,

use, or disposition of the intangible will normally be treated as a

royalty, and the sp~Ciai royalty sourcing rules described earlier in this
, .

outline will apply, but only to the extent that the gain exceeds any tax

depreciation allowable with respect to the property sold.

c. Under either of these two alternatives, gain equal to the allowable

depreciation will be divided betweenD.S. and non-U.S. source
, ,

income, based upon the proportionate amount of the depreciation

adjustments allocable to each sourc.;e, if tax depreciation was

all6wabie with respect to the property sold. For this purpose,

depreciation may include any deductions for research and

experimental expenses claimed under Section 174.

d. Notwithstanding these provisions, however, a taxpayer may elect the
. , ....•

benefits oiSection 865(h), pursuant to which gain derived from the
. ,

sale of an intangible will be sourced outside ofthe United States if,

under a treatyobiigation, it w01.lld be sourced abroad.

4. For rules dealing with the sourcing of any'portion ofthe purchase price

recharacterized as interest or compensation, see Int. Rev. Code §§ 861 (a)(l)

and 862(a)(1) (as tq interest) andInt. Rev. Code §§ 861(a)(3) and 862(a)(3)

(as to compensation).

5. ' Note that,in some situations,.the inventory sourcing rules (see Treas. Reg.

§ 1.863-3 and Treas. Reg. § L861-7(c)) will apply. This can occur ifthe
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property in question is deemed to be a copyrighted article, rather than a

copyright right, pursuant toTreas. Reg. §. L86lc18.

RELATED PARTY TRANSACTIONS

I. Intercompany Transactions.

A. InteicompllnY Pricing.

L Section482 broadly states that the1nternal Revenue Service may distribute,

apportion, or allocate gross income, deductions, credits, or allowances

between or among two or more organizations, trades, or businesses (whether

or not incorporated, affiliated, or organized in the United States) that are

owned or controlled bythe same interests ifit determines that such a
, ", ...•

distribution, apportionnient, or allocation is necessary to prevent the evasion

of taxes or ch:iarly to reflect income. See generally the Internal Revenue

Service's Foreign Controlled Corporation Non-CEP Transfer Pricing Audit

Guide, made available in 1998, and I.R.S.Public~tigll:32l8,Report on the

Application and AdministrationbjSection 482.

a. The Sen:ice win apply an 3rIl{'s-length standardto determine whether
. .

a transaCtion produces results consistent with those that would have

been realized ifUncontrolled taxpayers had engaged in a comparable

traIlsactionund.er compaI;able circumstances. Treas. Reg.

§ L482-1A(b)(1);Treas. Reg.§ L482-1(b)(1). Under the final

regulatiqns issued on Julyl, 1994, cOInparability will be evaluated by

taking intoacco~tfunction~,.contractual terms, risks, economic

conditions, and the nature of the property or services. Treas. Reg.

§ L482-l(d)(l).
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b. The Service need not establish fraud, improper accounting, or tax

avoidance. Treas. Reg. § 1.482~lA(c); Treas. Reg. § 1.482-l(f)(1)(i).

c
c. With respect to the control requirements of Section 482, see

WI. Gore &Associates, Inc. v. Commissioner, T.C. Memo 1995-96,

and I.R.S. Field Service Advice 200230001, dated March25,2002.

See also I.R.S. Technical Advice Memorandum 9222005, dated

January 10, 1992, in which the Service took the position that

Section 482 can apply evell to cross-licensing arrangements to which

thelikeckind exchange provisions of Section 1031 apply.

2. SJ10uld the Section 482 adjustment made by the Internal Revenue Service be

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

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

be correct, or there is a net Section 482 transfer price adjustment ofmore than

$5 illillion or, if less, 10% ofthe taxpa:yer's gross receipts), the taxpayer may

be subjeGt to.a 20% (or 40%, in the case of a gross valuation misstatement)

accuracy-related penalty un~er Section 6662.

a.There are actually two types of Section 482 penalties under this

provision - a "transactional penalty" and a "net adjustment penalty."

See Treas. Reg.§ 1.6662-6(a)(I).

b. The former penaltyappliesWhen a transaction between persons

described in section 482 illvolves a valuation misstatement. For a

recent case in which the40% penalty imposed as the result of a

tradelllarkadjustment was reversed on appeal, see DHL Corp. v.

Commissioner, 285F.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
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defined circumstances - for example, if the taxpayer produces, within

30 days ofbeing asked for it, documentation 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 selectionartdapplication of the method

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

Revenue Procedure 94-33, 1994-1 Cum. Bull. 628; I.R.S.

Announcement 96-16, 1996-131nt. Rev. Bull. 22.

d. .However, the net adjustment penalty cannot be avoided under the

general statutory exception for reasonable cause. See 1nt. Rev. Code

§§ 6662(e)(3)(D) and 66(54(c). Cf. Treas. Reg. § 1.6662-6(b)(3);

Temporary Treas. Reg. § 1.6664-4T(f).

3. The old regulations under Section 482 included a section dealing specifically

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

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

however, Section 482 was expanded to provide that whenever an intangible,

such as a patent,copyright, know-how, or trademark, is licensed or

transferred, the income earned must be commensurate with the income

attrilmtableto the intangible. This is the so-called "super-royalty" provision.

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

intellectual property to another member of the group, the

consideration paid cannot be based simply on industry norms or other

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

renumbered as § 1.482-4(f)(5) upon the adoption ofproposed

regulations'under Section 482 published in the Federal Register on

September 10, 2003).
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b. Moreover, the consideration paid in a related party transaction may

need to be adjusted over time to reflect the actual profits ofthe

transferee attJjbutable to the intangible in question. See Treas. Reg.

§§ 1.482-4(f)(2) (dealing with periodic adjustments) and 1.482-4(f)(5)

(dealing with lump sum payments), to be renumbered as

§ 1.482-4(f)(6) upon the adoption of proposed regulations under

Section 482 published in the Federal Register on September 10, 2003.

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

receives nothing or only nominal consideration in exchange, an

ann's-length royalty will typically be imputed. See Treas. Reg.

§1.482-4(f)(1).

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

be applied to determine whether the consideration satisfies the general

.ann'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 regulations. Treas. Reg.

§ 1.482-4(a), The method chosen mustbe applied in accordance with

the general requirement that the results of the transaction in question

not fall outside of an ann's-length range ofresults achieved in

comparable transactions involving uncontrolled taxpayers. See Treas.

Reg. § 1.482-i(e).

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

reliable measure of an ann's-lengthresult under the facts and

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

method), taking into account comparability and the quality of data and
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f.

g.

h.

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

§ 1.482-4(c)(2)(i).

Consistent with this approach, the final regulations generally view the

comparable profits method as a method of last resort. See Treas. Reg.

§ 1.482-5; Treasury DeCision 8552,1994-2 Cum. Bull. 93, at 109.

With respect to the ownership of intangible property for Section 482

purposes, see Treas. Reg. § 1.482-4(£)(3), Proposed Treas. Reg.

§ 1.482-4(£)(3), and Medieval Attractions N. V. v. Commissioner,
i-

T.C. Memo 1996~455.

With respect to theirilputatiori oHm agreement relating to the use of a

tradem\ITk or themarketing of an intangible, sey Proposed Treas. Reg.

§ 1.482-4(£)(4).

c)

4. Bonafide research and developfuentcost-sharing arrangements are still

perrriitted, to the extenttheyare consistentwith the purpose of the

amendment to Section 482, namely, "that the iricome allocated among the

parties reasoriably reflect theaCt1.lal economic activity undertaken by each."

RR Rep, No. 99"841 (VoLlI), 99th Cong.; 2d Sess. lI-638 (1986).

a. A cost-sharing arrangement i.s a .Wtten arrangement pursuant to

which two or more members pi a .colltrolled group agree upon the

costs and risks they will bear in connection with the development of

iritellectualproperty iri which each will have aniriterest. The

arrangement differs from a partrtership (see Treas. Reg. § 301.7701-3)

in that once the property is developed, each party bears the costs of

producirig and marketing; its interest iri the property and retains the

benefits of its own efforts.
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b. According to the Conference Report on the 1986 Act, a cost sharer

must bear its portion ofthe costs of developing both successful and

unsuccessful products at all relevant stages of development.

H.R. Rep. No. 99:841 (Vol. II), 99th Cong., 2dSess. II-638 (1986).

c. In Janu<lf)' of1992, the Treasury Department issued a proposed

regulation (Proposed Treas. Reg. § 1.482-2(g)) on the subject of

cost-sharing arrangements, that incorporated the

commensurate-with-income standard and that has since been

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

8670, published in the Federal Register on May 13, 1996, applicable

inJax!lple years beginning after 1995,

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

will not disturb the way in which the parties to a cost-sharing

arrangementagree to share the costs of developing intllIlgibles, so

long as their agreement qualifies under tl1e standards set forth in the

regulation, and the:: Service finds it unnecessarY to adjust a controlled

participant's ~hare ofcosts to cause them to·equ,al that participant's

sh!lfe ofthereason:;tbly anticipated,direct or illdirect benefits derived

from the intangibles. Cf. Treas. Reg. § 1.482-7(d), dealing with the

treatment of stock-based compensationunder a cost sharing

arrangement.

<e. See I.R.S. Field Service Advice 200001018, dated January 7, 2000,

and I.R.S. Field Service Advic.e 20()02~()14, dated February 29,2000,

discussing cost-sharing arrangements. Note that cost~sharing

paymentsJor the right to use intangibles have been held to be

ineligible for Section 174 treatrnent,See I.R.S. Field Service Advice

200122005, dated February 1,2001. In addition, research or
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C)

experimental expenditures covered by cost-sharing payments are not

.' eligible for Section 174 treatment. See I.R.S. Field Service Advice

200207012, dated November 13, 2001.

5. Several consolidated u.S. Tax Court cases involving Nestle Holdings, Inc.

and transfer pricing issues commonly faced by those who license intellectual

property from a related party received wide publicity in 1994.

a. Among the issues that the court was asked to address were the

deductibility ofroyalties paid and thexeasonableness ofresearch and

development fees. See Tax Court Docket Nos. 21558-90 through

21562-90 and 12245-91 and BNA Dqily Tax Report No. 195, at G-2

(Oct. 12, 1994).

b. The cases were widely publicized in 1994 because of a letter that the

office ofthe North Athintic RegionalCounsel sent to several large

manufacturing companies requesting information relevant to the

issues raised,such as identification of the companies' unsuccessful

attempts to license their trademarks. See BNA Daily Tax Report

No. 66, atJ-l (April 7,1994). Note that the Internal Revenue Service

,has in the past indicated that under appropriate circumstances, it will

use its summons authority to obtain comparable information from

third parties. See BNA Daily Tax Report No. 220, at Gc3 (Nov. 17,

1994).

6. For special rules dealing with the tax treatIn.ent of the intangible property

income of a U.S. possessionscorporation, see Int. Rev. Code § 936(h) and

A/tama Delta Corp. v. Commissioner, 104 T.C. 424 (1995).

~

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

matters.
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a. For a discussion of the government's advance pricing agreement

. (APA) program pursuant to which a taxpayer imd the Internal

Revenue Service can agree in advance on a transfer pricing method,

see Revenue Procedure 2004-40, 2004-29 Int. Rev. Bull. 50. The

small business taxpayer APA Program is now addressed in this

revenlie procedure.

b.

c.

For earlier discussions of the APA Program, see I.R.S. Announcement

96-124,1996-49 Int.Rev. Bull. 22; I.R.S. Notice 98-10,1998-1 Cum.

Bull. 424; and I.R.S. Manual Chapter (42)(10)00, issued

January 22,1997. See also I.R.S. Announcement 2004-98,2004-50

Int. Rev. Bull. 983, announcing a public hearing on the APA

Program, and a report appearing in BNA Daily Tax Report No. 11, at

G- 1 (Jan. 20,2003), indicating that APA cases were not being

processed pending a Senate review ofthe program.

Early in 1999, the InternalRevenue Service agreed that redacted

APAs were subject to disclosure. See BNA Daily Tax Report No. 69,

at G-l (April 12, 1999), discussing the position of the government in

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

However, the Ticket to Work and Work Incentives Improvement Act
~ , '.

1999 amended the statute to treat APAs and related background

information as confidential. Thus, neither is subject to public

disclosure, but the Treasury Department is required to prepare an

annual report providing infonnation about APAs. See Int. Rev. Code

§§ 6103(q)(2)(C) and ~110{b)(l), as amended; I.R.S. Announcement

2000-35, 2000cl Cum. Bull. 922 (the first such report); I.R.S.

Announcement 2001-32,2001-17 Int. Rev. Bull. lIB (the second

such report); I.R.S. Announcement 2002-40,2002-15 Int. Rev.

Bull. 747 (the third such report); I.R.S. Announcement 2003-19,
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d.

2003-15 Int. Rev. Bull. 723 (the fourth such report); I.R.S.

Announcement2004-26; 2004"15 IIit. Rev. Bull. 743 (the fifth such

report); and I.R.S. Announcement 2005-27, 2005-16lrlt. Rev. Bull.

918 (the most recent report).

For a discllssionof another program available to taxpayers seeking to

resolve Section 482 disputes with the Service, see Revenue

Procedure 94-67, 1994-2 CUIn. Bull. 800, dealing with the AIR

(Accelerated Issue Resolution) program.

C)

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

with requests for assistance of the U,S. competent authority under the

provisions of a tax treaty to which the United States is a party.

B. Conversion of Capital Gain into Ordinary Income.

Alth()}lgh the income that a taxpayer realizes Wilen intellectual property is

sold may be treated as capital gain for t~ 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.

2. The speci~l provision pursuant to which the holqer of a patent can realize

capitalgain when he sells the patent does not apply ifthe purchaser is a

related party. See Int. Rev. Code § I235(d); Saffron v. Commissioner,

35T.C.787(1961).

a. Capital gains treatment may ~till be available under general principles

of tax law. See Revenue Ruling 69-482, supra.

b. . However, the governrrient will be reluctant to allow capital gains

treatment where the transferor would have realized ordinary income

had he, instead of the related party, exploited the patent. See Van
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Dale Corp. v.Commissioner, 59 T.C:390 (1972), where the

government ~ought to apply Section 482 (discussed above).

3. D~der Section 1239, a taxpayer who sells property to a related person will

realize ordinary income if the property is depreciable in the hands of the

transferee,the.concem here being withaJaxpayer's ability to generate

.ordinary deductions in the futl.ire (through a related party) by paying currently

~taxat favorai:>le capital gainrates.

a. A patent application is deemed to be depreciable for this purpose.

Howevyr, since patents with respect to which an application is filed

on or aft.er June 8, 1995 now have a statutory life of 20 years from

,date offiling, 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. Seef~t. Rev. Code § 453(g),

whitl1 extends the definition of"i~latedpersons"beyond that in

Section 1239.

c. For a recent private letter ruling in which the applicability of

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

Private Letter Ruling 199944045, dated Auguhtl1, 1999.

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

that, iflater sold by the buyer, will thus normally yield ordinary income) will

generat~ 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 partnyr who directly or iIldirectly owns more than a 50%

interest in the partnership. Int. Rev. Code § 707(b)(2).
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5. Finally, a U.S. taxpayer who sells a patent; copyright, secret process or

fonnula, or similar property to a foreign corporatioll that the taxpayer

controls will realize ordinary incomt: rather than capital gain. Int. Rev. Code

§ 1249. Control for this purpose means the direct or indirect ownership of

more than 50% of the voting stock of the entity.

C. Disallowance or Deferral of Losses and Other Deductions.

I. Because of the ability ofrelated parties 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 oftaxpayers to deduct amounts

paid to a related party.

.' 2. Thus, should a taxpayer sell intellectual property at a loss to a person related

. tp the taxpayer, t1Je loss, as such, will nonnallynot be deductible currently.

Int. Rev. Code § 267(a)(I) and, with respect to transactions involving

'partnerships orllpartner and a partnership, Int. Rev. Code § 707(b)(1).

a. If the transferor and the transferee are members of the same controlled

group of corporations, the loss wiIl typically be deferred. Int. Rev.

Code § 267(f). The regulations under .this provision (Treas. Reg.

§ J.267(f)-I) apply consolidated return principles. Cf. UnionBanCal

Corp. v. commissioner, 305 F.3d 967 (9th Cir. 2002).

b. Otherwise, the transferee may reduce his or its subsequent gain by the

amount of the loss disallowed on the initial sale. Int. Rev. Code

§ 267(d).

c)
3. Similarly, the provisions of Section 197 dealing with the amortization of

intangibles generally will not apply to intangibles acquired by a taxpayer

86



<from a person ,elated to the taxpayerin certain types of transactions if a

depreciation or Illllortization decluctioll woll1cl not otherwise be available.

a. Transfers ofknow"how, for example, may be affected by this

provlSlon.

b. See the "anti-churning" rules in lnt. Rev. Code § 197(£)(9); Treas.

Reg. § 1.1 97-2(h); and I.R.S. Private Letter Ruling 9630015, dated

April 26,1996.

c. For a recent ruling dealing with the application of the anti-churning

rules to partnerships, see Revenue Ruling 2004-49,2004-21 Int.Rev.

Bull. 1.

4. Moreover, if a taxpayer licenses intellectual property from a related party:

a. 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; Poddv.

Commissioner, T.C. Memo 1998-231 ; Dharma Enterprises v.

Commissioner, 194 F. 3d 1316 (9th Cir. 1999)

b. Nor will the royalties be deductible until the payee is required to

include them in gross irtcomeUnderthe so-called matching principles

in Section 267(a)(2). This provision precludes an accrual method

licensee from takirtg a tax deduction for amounts payable, but not yet

paid, toa related licensor who, as a cash-method taxpayer, reports

income only upon receipt. For the applicability of this provision to

amounts due a foreign payee, see Treas. Reg. § 1.267(a)-3.

c. See also Charlotte's Office Boutique, Inc. v. Commissi()ner, 121 T.C.

89 (2003), indicating that a payment to a related party designated as a
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5.

royalty may in fact constitute compensation subject to employment

tax withholding.

For comparableprovisiolls that apply to corporations filing consolidated tax

returns, see Treas. Reg. § 1.1502-13, dealing with intercompany transactions.

(j

II. Transfers to a Controlled Corporation.

A. Transfers to a Domestic Corporation.

T. In general, when a taxpayer transfers intellectual property to a domestic

corporation that the taxpayer controls ilIllnediately after the transfer, there

will be no gain or loss for tax purposes.

a. Note, however, that in 1995 theTreasllry Department and the Internal

Revenue Service began an informal study of the treatment of transfers

of intellectuaLproperty under Section 351, and the President's fiscal

year 2000 budget proposal on the subject, discussed below, may

reflect $e outcome ofthatstudy. See 69 Tax Notes 952 (Nov. 20,

1995).

b. With respect to the transfer by a tax-exempt organization of

intellectual propertyrights to a taxable subsidiary, see I.R.S. Private

Letter Ruling 9705028, datedNovember 5, 1996.

c. With respect to a mere non-.exclusive license of a patent to a

controlled corporation, see Revenue Ruling 58-260, 1958-1 Cum.

BulL 126.

2. The statutory requirements for non-recognitiOliappear in Section 351 ofthe

tax code. In general:
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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.

b. The transferor must, alone or with other transferors, own immediately

after the exchange stock possessing at least80% of the corporation's

voting power and at least 80% of all other classes. 9f corporate stock.

3. Section. 351 applillsonlyto transfersofpropertv, See generally I.R.S. Private

LetterRuling 8432073, dated May 8,1984,

a. Patent rights have been determined to be property under Section 351.

Jreas. Reg.§ 1.351-1(a)(2), ex. (1).

b. With respect to computer software, see Revenue Procedure 74"36,

1974-2 Cum. Bull. 491; with respect to copyrights and trademarks,
'. . ....,.,.,..

sef! Revenue Procedure 83-59, 1983-2 Cum. Bull. 575; and with

respect to tradf!marks alone, see I.R.S. Private LetterRuling 9710018,

dated December 5, 1996.

N()te that the Internal Revenue Service has concluded that the right to

receive license fees in the future is not property. I.R.S. Field Service

Advice 200149019; dated August 31, 2001.

d. Also, ifataxpayer transfers assets to a newly formed corporation in

exchange for ~l1of its stock and,at the same time, grants to the

corporation a mere license to use atrade name on a non-exclusive

basis, a portion of the transaction may be taxable. Specifically, some

portion of the stock may be deemed t9 have been issued for the

license and hence may be taxed. See I.R.S. Private Letter Ruling

9421014, dated February 23,1994.
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4. The government's characterization ofknow~how for purposes of Section 351

is less certain than its characterization of other forms of intellectual property.

a. Know-how is discussed in Revenue Ru1ing 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 trarisferor and those confidential

employees who need to have knowledge of the know-how so that they

can apply it for its intended use, and (ii) adequate safeguards are taken

to guard against unauthorized disclosure. See I.R.S. Private Letter

Ruling 8502024, dated October 15, 1984.

c. 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 regulation only if, among other

requirements, it is furnished under conditions preventing its

unauthorized disclosure and it is considered property subject to trade

secret protection.

5. A transfer is also required under Section 351.

o

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

under Section 351. The question that the Service asks is whether the

transa.ction, iftaxable, would be treated as'a sale for tax purposes
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rather than as a mere1icense. See Revenue Ruling 69-156, supra;

I.R.S. Private Letter Ruling 9810010, dated December 3,1997. But

see I.R.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.

b. Thus, under Internal Revenue Service rulings guidelines, a

conveyance of all substantial rights in patents and patent applications

is required; all rights, title, and interests in a copyright, in each

medium ofexploitation, must be transferred; and, in the case ofa

trademark, the transferor cannot retain any significant power, right, or

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.

c. The courts, on the other hand, have been more liberal. See

£.1, duPont de Nemours & Co. v.United States, supra, involving a

. non-exclusive license.

d. Note also that the Administration has in the past proposed eliminating

the "all substantial rights" requirement, provided that both parties to

the transaction treat it in the same manner. See Description of

Revenue Provisions Contained in the President's Fiscal Year 2000

Budget Proposal prepared by the staff ofthe}oint Committee on

Taxation, at page 225. The same proposal appeared in the

Administration's Fiscal Year 2001 Revenue Proposals, and legislation

to the same effect has been introducedsince then.

6. Notwithstanding the general rule, if the intellectual property was developed

specifically for the transferee, the stOck received in exchange may be
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C)

7.

.. regarded as taxable compensation for services rendered; See Int. Rev. Code

§ 351(d); Treas. Reg. § l.351-1(a)(1)(i); Revenue Procedure 69-19, supra.

Compare Blum v. Commissioner, 11 T.C. 101 (1948), with Chilton v.

Commissioner, 40 T.C. 552 (1963).

However, ancillary services rendered by atransferor incident to the transfer

of property will typically be disregarded, so that no portion of the stock

received by the transferor will be viewed as taxable compensation income.

See Revenue Ruling 64c56, 1964-ICum. BulL133.

CJ

8. Also, where no stock is actually issued to the transferor in exchange, the

transfer ofintellectual 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.

1. Ifthe transferee of intellectual property is a foreign corporation, rather than a

domestic corporation, the provisions ofSection 351 of the tax code will not

protect the U.S. transferor .from taxation.

2. Under Sedion367(a)(I), to which transfers of copyrights not treated as

capital assetS are subject (seeInt. Rev. Code § 367(a)(3)(B)(i)), the U.S.

transferor will realize ordinafy income when thetninSfer occurs to the extent

the transferorwould have realiied ordinary income hadthe property been

sold instead. See TemporafyTreas. Reg.§§ 1.367(a)-lT, l.367(a)-5T(b)(2),

and l.367(d)-lT(b).Notethat the provisions ofTreas. Reg.§ 1.861-18 apply

. for purposes ofdeterminirtgthe iJnpact of Section 367upon the transfer of a

computer program.

3. Section 367(d),addedby the Tax Refonn Act of 1984, deals with the transfer

(lfother intangibles (including patents, know~how, trademarks, and other
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copyrights)toaforeign corporation in a transaction to which Section 351

would otherwise apply.

a. Overturning prior law (see Revenue Procedure 68-23, 1968-1 Cum.

Bull. 821), this provision, which will apply unless regulations provide

to the contrary, does not distinguish between transfers of U.S. and

foreign intangibles, nor does it focus upon the nature of the business

in which the intangibles areto be used.· On its face, the provision

applies not only to intangibles transferred to a foreign entity that will

manufacture goods for the U.S. market, but also to intangibles to be

used to produce abroad a produ6t for consumption abroad. See

Temporary Treas. Reg. §§ 1.367(a)-lT(d)(5)(i) and l.367(d)-IT(b).

b. Moreover, the Service will seek to apply this provision under certain

circumstances whenever intahgibles are simply licelJSed for alimited

period of time.. See TlllllPorary Treas. Reg.. § 1.367(d)-IT(g)(4)(ii).

4. .Under Section 367(d). a U.S'. taxpayer will be deemedto have transferred the

intangibles in question in exchange for payments that are contingent on the

productivity, use, or disposition ofthe property, and, notwithst~nding the

actlllli cpnsidllration paid,willbe deemed toreceive each year over the useful

life of the property (or,ifless,)Oyears) an amount commensurate with the

incqmeattributable to the intangibles. See TelllPorary Treas. Reg.

§ l.367(d)-IT(c)(3).TheTro<:payerReliefAct ofl997 repealed the treatment

pfthis .deemed prdinary income liS U.S. source income, so that the regular

royalty sourcing rnl.es willnQw.apply.Jnt. Rev. Code § 367(d)(2)(C), as

amended effective August 5, 1997.

a. Under the temporary regulatipns, however, an electionto treat the

transaction liSa sale can.bemade.under certain circumstances - for

example, when operating intangibles (e.g., studies) are transferred or,
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in general, when at leasthalfofthejJroperty that the U.S. transferor

transfers consists ofilltangibles 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% ofthe transferee, a newly

formed entity, at least 40% of which is owned by unrelated foreign

persons. Temporary Treas. Reg.§§ 1.367(a)-lT(d)(5)(ii) and

1.367(d)-IT(g)(2).

b. Then the taxpayer will be taxed at ordinary income rates on the

built-in gain, which, under the temporary regulations, will be treated

as U.S. source income.

5. The extent to which trademarks are covered by Section 367(d) is not clear.

a. Section 367(d) applies to transfers of intangible property referred to in

Section 936(h)(3)(B), including "any trademark, trade name, or brand

name."

b. However, the General Explanation of the 1984 Act prepared by the

Joint Committee on Taxation states: "The Act contemplates that,

ordinarily, no gain will be recognized on the transfer of ...

marketing intangibles (such as trademark;s or trade names) developed

by a foreign branch to a foreign corporation."

c. On the other hand, the Conference Report on the 1984 Act states:

"The conferees wish to clarify that, as under present law, gain will

generally be recognized under section 367(a) on transfers of

marketing intangibles (such as trademarks...) for use in connection

with a U.S. trade or business, or in connection with goods to be
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manufactured, sold, or consumed in the United States." H.R. Rep.

No, 98-861, 98th QOIlg., 2d Sess.955 (1984).

d. The Treasury Department appears to have resolved the ambiguity by

taking the position that foreign marketing intangibles (including

trademarks) developed by a foreign branch and transferred to a

foreign corporation before May 16, 1986 are not subject to

Section 367(d). See Temporary Treas. Reg. §§ l.367(a)-IT(d)(5)(iv)

and 1.367(d)-lT(b).

6. 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 Ruling 64-155, 1964-1 (Pt. 1) Cum. Bull. 138; I.R.S.

Private LetterRuling 9343009, dated July2l; 1993. See also Nestle

Holdings v. Commissioner, T.C. Memo 1995-441, remanded (on a different

issue), 152 F.3d 83 (2d Cir. 1998), where the taxpayer sought to treat a sale

as in part a capital contribution.

a. If the 80% voting control requirement of Section 351 is met, the

provisions of Section 367 will apply as though the transferor had

received stock of the foreign corporation equal in value to the

property transferred.. See Int.Rev. Code § 367(c)(2), reversing the

position taken in Abegg v. Commissioner, 50 T.C. 145 (1968).

b. 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 beensold, if so provided in regulations

promulgated by thei~temalRevenhe Service. Int. Rev. Code

§ 367(t).
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c.

d.

e.

Prior to the Taxpayer ReliefAct of 1997, however, different rules

, applied. Built"in 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

to capital. Int. Rev. Code §§ 1491 and 1492(1) and (2)(A), as in

effect prior to August 5, 1997. For failme to file a return reflecting

such a contribution made after August 20, 1996, a penalty equal to

35% of the gross reportable amountcouldh,!ve beenimposed.nnt.

Rev. Code § 1494(c), added by the Small Business Job Protection Act

of 1996. See I.R.S. Notice 96-60,1996-2 cum. Bull. 227; I.R.S:

Notice 97~18, 1997-1 Cum. Bull, 389; I.R.S. Notice 97-42,1997-2

Cum. Bu11.293; andI.R.S.Notice 98-17, 1998-1 Cum. Bull. 688.

To avoid this exCise tax underprior law, the transferor either had to

elect to have principles similar to those ofSection 367 applied to the

transaction, or had to elect under Section 1()57 (also repealed by the

Taxpayer Relief Act of 1997) to include any gain in his or its U.S.

gross income, as though the property had actually been sold. Int. Rev.

Code § 1492. See I.R.S. Technical Advice Memorandum 9647004,

dated August 2, 1996.,

Note that the Ta.x Reforlll ACt of 1984 deleted the ability of a taxp~yer

to avoid the former excise tax byestablishing in advance that the

transfer would not be in pursuance ofaplan having as one of its

principal purposes the avoidartce offederal income taxes.

7. For certain reporting requirements, see Int. Rev. Code § 6038B and Treas.

Reg. §1.6038B-l,i~quiring in certain installces the use ofForm 926, Return

byTransferorofProperty to a FOl"eign Corporation.
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a. Note that the reporting requirements apply to transfers of intellectual

property made by a U.S. person that are,not viewed as taxable

contributions to capital.

b. There are significant penalties for failure to comply - i.e., the lesser of

$100,000 (absent intentional disregard ~fthe law) or 10% ofthe value

of the property transferred.

III. Transfers to a Foreign Partnership.

A. Pnder the law in effect prior to the Taxpayer ReliefAct of 1997:

1. 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 proyisions of Section 721 that impose no tax when

a taxpayer transfers property to apartnership in exchange for an interest in

the partnership. InL Rev. Code §1491, as in effect prior to August 5, 1997.

See I.R.S. Technical Advice Melllorandum 9618003, dated January 17, 1996,

ljl1d,with respect t~ the definition of"property," United States v.

Stafford, 727 F.2d 1043 (11th Cir. 1984).

2. To avoid this excise tax, the transferor was able to take either of the two steps

descrir,e<l above, available.toa taxpayer who.contributed to the capital of a

taxable foreign corporation in atransaction that failed the 80% voting control

requirementofSectiQn 351. InL Rev. Code § 1492, as in effect prior to

,Augllst 5,1997.. Seel.l~,S. Teslu)ical Advice Memorandum 9704004, dated

October 23, 1996; I.R.S. Private Letter Ruling 9741037, dated July 14, 1997.

B. Under.current law, (i) by re:gulation, rules comparabkto tb,ose in Section 367(d) may

apply, or (ii) immediate.gainrecognition will berequire<ltQ the extent provided in

regulations promulgated by the Internal Revenue Service if gain would otherwise be

recognized later by a non-U.S. person.
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c 1. See Int. Rev. Code §§ 721(c) and (d) and 367(d)(3), added by the Taxpayer

Relief Act of 1997.

2. 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.

C. In addition, the reporting requirements under Section 6038B have been extended to

cover certain transfers made by U.s. persons to foreign partnerships, effective with

respect to transfers made after August 5, 1997. Reporting will be required if the

transferor holds at least a 10% interest in the partnership after the transfer, or if the

transferred property and any other property transferred to the same partnership by the

same person ora related person within the l2-month period ending on the date of the

most recent transfer is worth more than $100,000.

c .. )~/

1.

2.

3.

For simplifiedreporting rules applicable to transfers made before January 1,

1998, see I.R.S. Notice 98-17, supra.

With respect to transfers made on or after January 1,1998, see Treas. Reg.

§ 1.6038B-2, directing that reportable transfers ofproperty to foreign

partnerships be reported on Form 8865, Retum of U.S. Persons With Respect

to Certain Foreign Partnerships.

The penalties for noncompliance are substantial. First, there is a monetary

penalty equal to the lesser of$100,000 (absent intentional disregard of the

law) or 10% ofthe value of the property transferred. Secondly, the transferor

will be required to include in gross income any unrealized gain inherent in

the property.
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