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' GENERAL

L 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 tax results. .

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

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

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

.subject to tax than anticipated.
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D. Finally, in an ideal world, if any party to the transaction lives or transacts business

abroad, no adverse tax consequences will thereby arise.’

II. Variables.

A. The actual tax consequences of the acqui'sitidn or transfer of intellectual property
depend upon a number of variables. See in this ré'gard the Discussion Paper released
by the Treasury Department on November 21, 1996 entitled “Selected Tax Policy

Implications of Global Electronic Commerce.” - .

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

~ character for tax purposes. For example:
1. Isitapatent,a gopyright, knogyfhow, lc:.o‘mputer software, or a tradémark?
2. In the hands of the transferor, is it a capital asset or in.ventory-type_ property? -
3. Inthe hands of the transferee, is the property"dc%preciable? g

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

property must determine the nature of the transaction, Specifically:
1. " Does the transferor retain a substantial interest in the intellectual property?
2. Is the transferee of the intellectual property related to the transferor?

3. Does the transaction involve a payment of compensation for services rendered?
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D.

Finally, the tax consequences of the transaction will often depend upon the nature of

the consideration paid or recejved. Forexample: -

1. Isthe consideration to be paid in a lump sum or in installments?

12! Inthécase of an installment sale; is there stated interest? -

3.  Are payments contingent on productivity or sales? -

4, Ts 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?

AC! JUIRING INTELLECTUAL PROPERTY, OTHER THAN
7" FROM A RELATED PARTY e

Overview.

s deveIoped by the taxpayer itis licensed from a third party or it is received by way

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

' ‘of assignment from a third party L

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

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




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

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

o

D. In addition, if the costs are paid to a foreign person, the acquiring party must

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

II. Developing One’s Own Intellectual Property v,
A. Deductibility of Research and Experimental Expenditures. -..

1. Historically, the tax code has included special provisions benefiting taxpayers
who develop their own intellectual property. Probably the best-known
provision is that dealing with the deductibility of research and experimental

expenditures.

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.

-, This latter so-called- uniform 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, sound recording,
video tape, book, or similar property. See Treas. Reg. § 1.263A-2(a)(2).

:‘/‘\‘x.
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However, the tax code gives taxpayers two optional ways to treat so-called

research and experimental expenditures that are incurred in connection with a

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

~‘the Revenue Reconcﬂlatlon Act of 1989) under the circumstances. The
- unifofm capitalization prov151ons do not apply to these research and
~ experimental expend1tures See Int. Rev Code § 263A(c)(2) Treas. Reg.
§ 1 263A 1(e)(3)(11)(P) and (111)(B) '

a. The expenditures can be deducted currently in full (Int. Rev. Code
§ 174(a)(1)) or. if they do not relate to 'de'preciable' property, they can be
amortized ratably over a pefiod of not less than 60 months, beginning with
" the month in which the benefits from them are first realized (Int. Rev.

" “Code § 174(b)(1))

b. Hence, amortization is available only during periods when there is no

property resulting from the research activities that has a determinable

" useful life. For example, a taxpayer who deveiops a process and begins to

- deduct the attendant research and experimeﬂtal 'ekpen'ses 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 amortlzmg
' “all unamortized amounts (and deprec1ate them mstead) once the process is
patented See Treas. Reg §1. 174-4(a)(2) and (4) and the discussion of

‘patent depre01at10n later in this outline.

c. Anelection to amortize can be limited to a particular project (see Treas.
Reg. § 1.174-4(a)(5); LR.S. Private Letter Ruling 9830030, dated April 28,
1998, dealing 'Ewith'specialized software develojjmeﬁt' payments made to
- third pértie.s)"and an election to expense can be limited to particular types

- of résearch and ekpefimeﬁfal expenditures (see LR.S. Private Letter Ruling




19552048, _dated October 2, 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 --

S ie., "it_"can'be"change'_d' '0'nly"w;th'1nt¢ma1 Revenue Service consent. Int.
~ Rev. Code § 174(a)(3) and (b)(2). See LR.S. Technical Advice
| Memorandum 9707003, dated October 31, 1997, and L.R.S. Private Letter
Rulings 9726022 through 9726028, déted April 1, 1997.

- e.However, an individual who chooses to expense his research and

__experimental expenses is later p_er_mitted_ to e_lc_(_:t,:without the consent of

. the Internal Revenue Service, to amoﬁize some or all of his subsequently
incurred expenses over a period of 10 years. If he does so, he will aveid
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 experiniehtal

expenditures ratably over the 10-year period begiﬁxﬁng with the taxable

. year in which they are made_unléss they relate to an activity in which he

~ materially participates. See Int. Rev. Code § 56(b)(2), as amgnded by the

... Revenue Reconciliation Act of 1989; § 59(e); and, with respect to the

. .binding nature of the election, LR.S. Technical Advice Memorandum
9607001, dated October 31, _1‘995, and IRS Technical Advice
Memorandum 9746002, dated August 1, 1997 (dealing with the

shareholder of an S corporation).

Whatever election a taxpayer makes, prepaid research and experimental

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

. Wc_irk:is actually performed. See Treas. Reg. § 1.446-1(a)(1) and (2); Revenue

Ruling §0-229, 1980-2 Cum. Bull. 210., As to an accrual basis taxpayer and
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investors in a tax shelter, see Int. Rev. Code § 461(h) and (i). With respect to

payments made with borrowed funds repayable out of license fees, see LR.S.

" Private Letter Ruling 9244021, dated July 13, 1992, and LR.S. Private Letter

~ Ruling 9249016, dated September 8,1992. ~

* The regulations define research and experimental expenditutes as research and

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

- :§ 1.174-2(a)(1). " This particular language has been in effect since 1957,

although an lipdated definition was published in the Federal Register on
October 3, 1994,

‘2. Research and experimental expenditires include costs incident to the

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

" patent, such as atforneys’ fees expended in perfecting a patent application.

'b. " The cost of research performed by a third party under contract can quahfy.

Treas. Reg. § 1.174- 2(a)(8)

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

person’s patent or process (Treas. Reg. § 1.174-2(a)(3)(vi)) or the cost of
 obtaininig foreign patents on inventions covéred by US. patents and patent
applications owned and developed by others (Revenue Ruling 66-30,
1966-1 Cum. Bull. 55). See also L.R.S. Technical Advice Memorandum
i 9707003, dated October-31, 1996 describlng the trade or business

- requlrement

'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).




}Jndcr regulations proposed in 1989, expenditures incurred after the point a

~ product met its basic design specifications normally would not have qualified

. asresearch 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 signitficantly enhanced performance.
_ Proposed Treas. Reg. § 1.174-2(a)(1) (1989). This time-line approach was -

:dcleted from thg definition of research and experimental expenditures proposed

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

a.  Amounts that a taxpayer spends to discover information that will eliminate
uncertainty concerning the development or improvement of a product will
qualify if the information already avqilablé to the taxpayer does not
establish (i) the capability or method for developing or improving the
product, or (ii) the appropriate design of the product. For this purpose, the
.. nature of the product or improvement and the level of technological

advance are not relevant. Trgas..k-ch._ § 1.174-2(a)(1).

. b, The cost of testing to determine whether the design of a product is
. app_r_ppr_iate, in contrast to mere quality control testing, can qualify as a
.-;“:esearch‘a_n_d_i ex_‘p.eri_‘mental e_xpendiﬁlre., Treas. Ré_g. § 1.174-2(a)(3)(1)

... At present, the costs of developing computer software (whether or not it is
patented or formally copyrighted) can be treated like research and experimental
expenditures. See Revenue Ruling 71-248, 1971-1 Cum. Bull. 55; LR.S.
Private Letter Ruling 9551002, dated September 14, 1995. But see LR.S.

... Technical Advice Memorandum 9449003, dated August 25, 1994, where the




- Internal Revenue Service concluded that the taxpayer had purchased (not

: developed) computer software programs for computer games

a. Under a 1969 revenue procedure, a taxpayer who elected to amortlze

* rather than immediately deduct, computer software development costs
- could do so over five years from the 'compleuc'm of development or over a
~shorter period where the developed software was shown to have a shorter
useful life. Revenue Procedure 69-21, 1969-2 Cum. Bull. 303,

b. However, a taxpayer can now depreciate over a period of 36 months
(under Tnt. Rev. Code § 167(£)(1)) the cost of depreciable computer
software to which the recently enacted provision dealing with the
amortization of intangibles (Int. Rev. Code § 197) does not apply. Thus,
the regulations proposed under this provision (Propose’ctl: Treas. Reg.

1§ 1.167(a)-14(b)(1)) would pr(')sp‘ectively‘ modify the approach taken in the -
- 1969 revenue procedure, to petniit a taxpayer who 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 not
* apply to self-created computer software. See Int. Rev Code § 197(c)(2)
and(e)(3) _ S

- ¢. - ‘Some concern has been expressed about the applic:ebility of the 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 Decision 8482, 1993-2 Cum.

Bull. 77, at 81, confirms that so long as Revenue Procedure 69-21, supra,




- remains in effect, taxpayers will not be required to capitalize computer
software development costs. See also the preamble to Proposed Treas.

Reg. § 1.174-2(a)(1), appearing at 1993-1 Cum. Bull, 904.

4. Note that the Internal Revenue Service has now taken the 'bosition’ that

‘. Year 2000 softwére update coéts (i) may generally be treated in the same
way as softWare development expenditures, but (ii) normally will not

- qualify for the research credit. Revenue Procedure 97-50, 1997-45 Int.
Rev. Bull. 8.

.. In the past, the tax code has permitted a taxpayer to claim a research credit. To
.avoid a double benefit, the deductioh.o_themrise allowed for research and
- experimental expenditures must be reduced by any research credit available
| .. with respect to these expenditures, uﬁless the taxpayer irrevocably chooses to
- reduce the credit by the taxes.deemed saved by not offsetting an amount equal

. to the credit against otherwise allowable deduétions_. Int. Rev. Code § 280C(c).

.+ -With respect to the ability tq-incrcas_e_ the assets of a controlled foreign
corporation by the reécarch_and experimental expenditures that it incurs over its
- three most recent taxable years for purposes of determining whether the passive
foreigﬁ investment company (PFIC) provisions of the_tax_céde apply to its U.S.
shareholders, see Int. Rev. Code § 1297(e)(1), added by the Omnibus Budget

- ‘Reconciliation Act of 1993,.as well as the discussion of this provision later in

this outline.. 4

10
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B. Allocating Research and Experimental Expenditures Between Domestic and Foreign

Activities.

1. Sincea domestic taxpayer with foreign source income may be taxed both in the

‘United States and abroad on that income, the fax code permits a domestic
© taxpayer to reduce his or its U.S. tax liability to reflect the income taxes (but

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

“a.' A domestic taxpayer either may deduct for U.S. tax purposes the income
- taxes that the taxpayer pays abroad (Int: Rev. Code § 164(a)) or, subject to
" many limitations, may credit thiese taxes against his or its regular U.S. tax
liability (Int. Rev. Code § 27)." See Int. Rev. Code § 59(a) dealing with the

alternative minimum tax foreign tax credit.

- b: -Ifataxpayer chooses the credit instead of the deduction, the credit for
- foreign taxes paid on'income of the same kind'-- i.c., 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 Statés within that foreign tax credit basket
-+ bears to the taxpayer’s entiré 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 ordet to determine the source of the taxable income

- ‘shown on the retiirn.

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

10 deduict research and experimental expenditures, these expenditures must be
" “apportioned between the taxpayer’s U.S. and foreign source income within the




class of gross income to which the taxpayer’s.product research activities are

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

-a.  After years of unccrtainfy,"allocatiog rules (Int. Rev. Code § 864(f)) were

. 'addﬁd_.fb"fthé't'ax" code by the Revente Réconciliation Act of 1989. These
rules superseded that portion of Treas. Reg. § 1.861-8 (promulgated in
. _-‘:.}977)_ dealing with the allocation of research and experimental
expenditures, but only with respect to a taxpayer’s first two taxable years
- beginning after August 1, 1989 and during the first six months of a
. taxpayer’s first taxable year beginning after August 1, 1991. Int. Rev.
- .- Code § 864(f)(5), as amended by the Revenue Reconciliation Act of 1990
. and the Tax Extension Act of 1991.

b. Thereafter, effective June 23, 1992, the Internal Revenue Service
announced that it would not require a taxpayer 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 upo_ri the expired tax code provision (Revenue
- ...Procedure 92-56, 1992-2 Cum. Bull. 409), The Omnibus Bﬁdget
-2 Reconciliation Act of 1993 reinstated Section 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 Procedure 92-56 could
have applied. See LR.S. Field Service Advice 199918027, dated May 7,
1999.

. €. To date, Section 864(f) has not been extended, although the
- Administration has in the past supported a revenue-neutral extension of

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

12




beginning after August 1, 1994. However, proposed changes in this

regulation were published in the Federal Regzster on May 24, 1995 and

have since taken effect.

3. Pursuant to the rregtrllationsr now in effect (Treas. Reg. § 17.8671-17,7 generally -
~ applicable in taxable years beginning after 1995); which are based in part on the
Treasury Department’s study entitled The Relationship Between U.S. Research
" and Development and F. oreign Income, a study that was issued on May 19,
1995+ K

- a, Expenditures made solely to satisfy the legal requirements of a
govemmentai 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 méthod, a taxpayer may-apportion 50% of the 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 of the expenditures.must then be apportioned baéed on

sales.

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

income if the over-50% testis met. . .

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

.. taxable years..




: :.For a case applying the regulation as in effect for 1978 through 1981, see The
Perkin-Elmer Corporation v. Commissioner, 103 T.C. 464 (1994). See also
Intel Corp. v. Commissioner, 67 F.3d 1445 (Sth Cir. 1995).

. C. Crédit for Increasing Research Activities.

1L

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).

... Theresearch credit, after having been extended in 1991 to cover amounts

. paid-or ‘i:ncurred through June 30,.1992, expired in 1992; was temporarily

reinstated by the Omnibus Budget Reconciliation Act 0f 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 on or before May 31,

1997; and was extended once again by the Taxpayer Relief Act of 1997 to

 cover expenditures paid-or incurred from June 1, 1997, through June 30,

1998. -

.. The Tax and Trade Relief Extension Act of 1998 extended the credit for

" yet another year; to cover éxpenditures paid or incurred from July 1, 1998,

through June 30,1999. Although the credit has not yet been extended, its

extension has been proposed.

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

credit, equal under the general rule to 20% ofa taxpayéi‘"s qualified research

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

qualified research,

N

" a; The Omnibus Budget Reconciliation Act of 1993 added a special

- provision dealing with the base amount for start-up companies (Int. Rev.
"Code § 41(c)(3)(B), effective in taxable years beglnmng after 1993),
“:which was hberahzed by the 1996 leglsla’uon ' :

b. Inany event, however, there is a minimum base amount, and because of
the minimum, the incremental credit under the general rule can equal no
" more than 10% of a taxpayer s qualified- research expendltures for the

current year. -

*There is also an glective alternative incremental credit, added by the 1996

- legislation (Int. Rev. Code §41(c)(4)), consisting of the sum of three amounts,
* all based upon the amount by which a taxpayer’s current qualified research

' ““expenditures ¢xceed a defined portion of'the taxpayer’s average gross receipts
- over the prior four years (Y). See Proposed Treas. Reg. § 1.41-8 issued in

*-:-1998, indicating that the alternative incremental credit must be elected on

- Form 6765, Credit for Increasing Research Activities. =

‘g The taxpayer must first compute three arounts - - (1) 1% of Y, (ii) 1.5% of

Y, and (i) 2% of Y.

b, “Then the taxpayer must determine the extent to which'the taxpayer’s

curtent quialified research expenditures exceed (i) but not (i) (Amount A),

(i) but ot (i) (Amount B), and (iii) (Amount C).

15




. ¢.. The alternative credit equals 1.65% of A, 2.2% of B, and 2.75% of C; and
.an election to use it may be revoked in subsequent years only with the

consent of the Internal Revenue Service.

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

.. alternative incremental research credit may be claimed. Proposed regulations
= ;_cga;ding these requirements were issued by the Internal Revenue Service at the
end of 1998. Proposed Treas. Reg. § 1.41-4, to apply to expenditures paid or
‘incurred after the regﬁlations are published in final form in the Federal

Register.

. a.. Qualified research expenses are a prerequisite. Eligible expenditures
include in-house wages 'attriButable to research activities and supplies used
in research, and 65% (or 75% in the case of payments to a qualified

- research consortium) of amounts paid for contract research conducted on
the taxpayer’s behalf in cases where the taxpayer must bear the costs even

. ifthe rescafch efforts are unsuccessful. See Treas. Reg. § 1.41-2(¢) and

. Int. Rev. Code §41(b)(3)(C), added by the Small Business Job Protection
- Act of 1996.. The Internal Revenue_S__eryice recently proposed a
Coordinated Issue Paper addressing whether or not qualifying wages
include contributions made to a 401(k) _pI_aﬁ. See BNA Daily Tax Report
No. 75, at L-1 (April 20, 1999). With respect to the treatment of
- compensation income associated with the exercise of stock options, see

Sun Microsystems v. Commissioner, T.C. Memo.1995-69.

- b.. Qualified research must also be involved. Among other things, the

_research must be undertaken before commercial production begins for the

purpose of discovering technological information, the.application of which

16
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“is'intended to be useful in the development of a new or improvéd business

component, and the research cannot be conducted outside the United States. See Int. Rev. Code

§ 41(d). The standards set forth in the proposed regulations and, in particular, the requirement

that the research'expénd ‘the common knowledge of skilled professmnals in a particular ﬁeld of

technology or science” have been cr1t1c1zed See Proposed Treas. Reg § 1.41-4(a)(2)-(7).

C.

" In addition, the research cannot be funded by another person, such as the

" federal gcjve'rnmentf The old regulations provide that funding for this

purpose will occur (i} when a third party contractually agrees to fund the
research even though it may not result in a product that satisfies the third

party’s specific needs, and (ii) to the extent a researcher who retains

“substantial rights in the re‘sult_é; of the research is reimbursed for the
" research expenses incurred. Treas. Reg. § 1.41-5(d), applicable in taxable
.':'yea'rs beginning before 1986. See Lockheed Martin Corp. v. United

| :Stares 42 Fed. Cl 485 (1998) deahng thh expenses incurred in 1982

through 1988 by a corporat1on that was deemed to have retained

substantlal rlghts in the research it performed

The Internal Revenue Servme has treated research as havmg been funded

'Where payment by the ﬂurd party was expected and hkely to be made. See

Fairchild Industries, Inc. v. United States, 30 Fed. CL 839 (Ct. Cl. 1994),

" tev’d, 71 F.3d 868 (E. Cir. 1995), where the government’s position was
. “tejected on appeal, and LR.S. Technical Advice Memorandum 9410007,
dated November 30, 1993, With respect to research finded by a member

of the same controlled group (and hence not viewed as funded research),

" see LR.S. Technical Advice Memorandum 8643006, dated July 23, 1986.

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)(1)(A).

17




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

~ may be unable to claim the incremental credit, but research expenditures
- incurred in connection with a start-up business venture are generally

deductibl@. See Int. Re\{._Code 8 ,4_1(b)(1) 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. & Development 11,

. L V. Comm_issiogzer,_ 124 F.3d. 1338 (10th Cir. 1997), in which the

_ requisite trade or business §tandard under Int. ;Rey.l Code §174 was found

. -not to have been met.

. In _é.ddition, the incremental credit is not generally available with respect to
- tesearch undertaken to develop computer software (for example,

| -accounting control software) primarily for the_taxpayer’s own internal use
- iq_gp___z_lctivijcy that does not constitute qﬁaljﬁed research or a production
_ process de&g;lgped through .qﬁg_liﬁcd,;reségrch. See Int. Rev. Code

§ 41(d)(4)(E); LR.S. Notice §7-12, 1987-1 Cum. Bull. 432; the
- government’s infernal use software audi;[ plan published in BNA Daily Tax
IRieport No. 145_,_at L-l (July 29, _1Q96); United Stationers, Inc. v. United

. States, 982 F. Supp. 1279 (N.D. IlL. 1997), aff'd, 163 F.3d 440 (7th Cir.

L 15998), cert. denied, June 21, 1999; and Norwest Corp. v. Commissioner,

. 110 T.C.‘ 454 (1998). See also Reve__nue Procedure 97-50, 1997-33 Int. -
... Rev. Bull. 18, generally precluding a research credit for year 2000 costs.

. Under proposed regulations published in the Federal Register on January

o 2,1997, howeyqr, the incremental credit would be available with respect

to internal-use software that is innovative and not commercially available

for use by the taxpayer, and the development of which involves significant

... economic risk. Proposed Treas. Reg. §1.41-4(e)(5). .
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¢ Similarly, product development costs may not qu'alify for the incremental

credit but may constitute qualified research and experimental expenditures
" under Section 174, See HL.R. Rep. No. 103-213, 103rd Cong., 1st Sess.
522 (1993); LR.S. Technical Advice Memorandum 9522001, dated
December 21, 1994; Proposed Treas. Reg. § 1.41-4(b).

" The'second component of the research credit is available only to corporations
- that, pursuant to a written agreement, make cash grants to a qualified
“educational institution or scientific oi‘g'anjzation for basic research that has no

specific commercial objective.

- a. " “The credit is equal to 20% of qualifying expenditures above a floor,

' ‘adjusted upwards where theborp'o'ratibﬁ’s non-research giving to such

institutions goes down from prior periods.”

" 'b. The basic research credit can be more advantageous than the incremental

~ credit for organizations in existence for at least one year in the three-year
~ “‘period ending just before their first taxable year beginning after 1983
because, for them, the minimum basic research amotn need not equal at
least 50% of the basic research payments for the current year.
c.  Also, the basic research credit is generally more advantageous because the
“contract research payments that can be taken inté account are not limited

Y t065% or 75%.

-d. - With respect to the treatment of research grants made to a tax-exempt

© % recipient, see Int. Rev. Code § 512(5)'('8.)., that excludes from the unrelated

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

derived from research, not incident to commercial or industrial operations,
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- performed for another person. See also Revenue Procedure 97-14, 1997-5
~Int. Rev. Bull. 20, discussiﬁg the circumstances under which a research
agreement can result in private business use under Int. Rev. Code § 141(b)
- and preclude a _tax—eﬁempt organization from issuing tax-exempt bonds to

fund its research facilities.

~.7.. Both components of the research credit will reduce.a taxpayer’s deduction for
o research and experimental expenditures unless the taxpayer irrevocably elects
. _-_._tq.rcduce the cre_dit by the taxes deem_ed saved by not offsetting an amount
| -e.:qual to the credit against the otherwise allowable deductions, .Int. Rev. Code
§ 280C(c). See generally the Internal Revenue Service’s MSSP Audit
. Technique Guide for Compyters,_ Electronics, High Tech Indusiry, published in
. BNA Daily T ax‘Repor: No. 167, at L-1 (Aug. 28, 1998), discussing the tax |

treatment of research and development costs.

8., For the credit available for expenses incurred before 1995 and after June 30,
oo, 1996 in the ;:linical testing of drugs intended to combat rare diseases, see Int.
. o RevCode §45C (formerly § 28). A permanent extension of this credit was

. included in the Taxpayer Relief Act of 1997, |

D. Copyright Expenditures.

- 1., . The costs that a taxpayer incurs tgc_opy_righ_t matetial produced by or on behalf
of the taxpayer are generally capital in nature-and hence are not currently
deductible. Treas. Reg. § 1.263(a)-2(b). Moreover, Section 197, dealing with

... the amortization of intangibles, does apply to the costs associated with a self-
.. . created ;(in the:trédi;ipqal- sense) copyright. See Int. Rev. Code § 197(c)(2) and
@O
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.~ 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 and

experimental expenditures under Section 174 nor subject to the uniform

* capitalization provisions of Section 263A, it appears that they can be

depreciated over the usefil life of the édpj(right-. ‘See Int. Rev. Code
§ 167()(2), that applies to copyrights, and L.R.S. Techmcal Advice

‘Memorandum 9326043, dated Apl‘ll 2,1993.

a. The regulations proposed under Int. Rev. Code § 167(f)(2) (Proposed
Treas. Reg. § 1.167(a)-14(¢)(4)) suppott the availability of depreciation
‘under the dircumstances. Cf. LR.S: Private Letter Ruling 9549023, dated
September 8, 1995, in which the Internal Reventuie Service declined to rule
on the availability of a depreciation deduction, noting an oﬁen regulations

project on the amortization of copyrights.

" b. " Nevertheless, the effect of the Copyright Act of 1976 was to extend the

" depreciation perilod'béjfonél one that was useful for tax purposes where the
" ‘taxpayer was unable to establish a shorter useful life. See Revenue Ruling
"73-395, 1973-2 Cum. Bull. 86. Prior to 1998, the copyright of a work

created after 1977 extended for the life of the author plus' 50 years, or, in
the case of a work for hire, for 75 years from the year of first publication
or, if sooner, 100 years from the year of creation. The Sony Bono
'Copynght Term Extension Act, enacted in 1998, replaced 50, 75 and 100

" years with 70, 95 and 120 years respectlvely C

c. Moreover, the proposed regulations expressly recognize only the
" straight-line method of depreciation, although (i) the income forecast
" 'method may have been available under appropriate circurnstances in the

“past (see Treas. Reg. § 1.167(a)-6(a); Revenue Ruling 89-62, 1989-1 Cum.

21




y Buﬂ. 78; LR.S, Technical Advice Memorandum 8501006, dated
~ September 24, .1 984), and (ii) Section 167(g)(6), added by the Taxpayer
- Relief Act of 1997, expressly permits the use of the income forecast
_ _mgthbd with respect to copyrights (as well as patents and other property
specified by regulation).

3. Both the existing regulatioﬂs (Treas, Reg. § i_.167_(a)f6(aj) anc_l_fhe proposed
regulations (Proposed Treas. Reg. § 1.167(a)-14(c)(4)) provide that if a
- copyright becomes worthless in a year before it expires, the taxpayer can deduct
E the unrecovered costs in that year. If the copyright is abandoned, the taxpayer
.- may:also.be able to wl.rite‘ off thel_lunre_covered costs when the abandonment
ooccurs. See Revenue Ruling 73-395, supra, and Int. Rev. Code § 1234A as
. amended by the Taxpayer Relief Act 0 1997.. - |

4. Note also that the so-called uniform capitalization provisions now generally
..apply to amounts spent to secure and produce a copyright for a film, sound
- recording, video t_ap_e,__bﬁbk,} or the like, and when these rules apply, a taxpéyer
o will be required to add these amounts to the cost of producing the film or such
_other property.. See Int, Rev. Code § 263A(b)-and (h); Treas. Reg. § 1.263A-
2

E. . Irademark Expenditures.

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

trademark are treated differently from research and experimental expenditures.

.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,

2.
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B registration, or defense of a trademark not acquired by purchase, either
- separately or as part of a business) Was repealed by the Tax Reform Act of
1986. . ' .

3 B
P

" 3. The repeal of Section 177 left the tax code provision (Section 167(r)) stating
' that trademark expenditures (apparently however acquired) were not
~ depreciable, which itself was repealed by the Revenue Reconciliation Act of

1989,

4. "Thus, after the 1989 legislation, taderark expenditures with a limited useful
life became depreciable. Presumably, Congress felt that this change in the law
would not provide a significant tax benefit because that portion of the House

" Réport dealing with the repeal of Section 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 mdetermmate useful hfe ? H R. Rep. No. 101-247, 101st. Cong 1st 7

©Sess. 1350(1989) EERR AU R R R

%5, The Omnibus Budget Reconciliation Act of 1993 has changed the rules once
again. A taxpayer who dcveloos a trademark held in'connection with the
" gonduct of a trade of bisiriess ot an inéomé-pro:duoing' activity will now be able
to amortize his or its trademark expenditures over a pério:d'of 15 yeéré. See Int.
Rev. Code § 197(c)(2) and (d)(l)(F) Proposed Treas. Reg § 1.197-
2(5)(2)(111)(A) . I

Il Licensing Property from a Third Party. o

A. Instead of developing intellectual property, a taxpayer may decide to license
intellectual property r1ghts from a th1rd pa:ty in exchange for royaltIes payablc
* periodically. : _ : A
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In theory, it would seem, royalty payments should be treated just like rent --

- le, they should be deductible currently as an ordinary and necessary business

expense, when paid or accrued.

... The actual tax consequences of aroyalty arrangement, however, will depend

| upon the nature of the intellectual property involved and upon whether or not a
. saleis dcefned to have occurred, a subject that is discussed later in this outline.
See also Revenue Ruliﬁg 81—1778, 1981-2 Cum. Bull 135, distinguishing
royalties from compensation for services rendered, and Speer v. Commissiorner,
. T.C. Memo 1996-323, in which the government sought to characterize license

. payments as.a constructive _dividendQ :

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

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

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

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

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

. rqyalty payments curl;ently as an qrdiqary a.nd_\_nccessary busine_ss\gxpense is today

 less certain than it was prior to the publication of the regulations proposed under

Section 197 (discussed below).

This is notwithstanding the House Report on the Qn}nibus }?gudget
Reconciliation Act of 1993 (H.R. Rep. No. 103-111, 103rd Cong., 1st Sess.
761) indicating that Section 197 was ,ggngrgllly not intended to a_pply_to. amounts

that were not required to be capitalized under prior law.

Essentially, if a taxpayer enters into a non-exclusive license agreement in

connection with his or its acquisition of a trade or business, the taxpayer will,
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under the proposed reguIatlons apparently be required to amortize the present
value of the license fees over a period of 15 years. See the preamble to the

| proposed regulations and Proposed Treas. Regs. § 1.197-2(b)}11).

3. Even payments due under a non-exclusive license for' the use of know-how
 entered into other than in connection with the acquisition of a trade or business
" appear, under the proposed regulations, to be presumptively subject to the
' 15-year amortization provisions of Section 197 (Propose'd Treaa. Regs. § 1.197-
" 2(b)(11)), although the ‘ﬁxed-contract-right exception in the statute (Int. Rev.
*‘Code § 197(e}(4)) as interpreted in the proposed regulatlons (Proposed Treas.
Regs. § 1.197-2(c)(13)) should enable the taxpayer to deduct royalty payments
cuitently, although the amount of the annual deduction is not ent1re1y clear (see

" Proposed Treas. Reg. § 1.167(a)-14(c)(2)).

4. Periodic fees due under a non-exclusive license to'which the provisions of
- “Section 197 do not apply (because the license relates to the use of a patent or a
: copyrlght and is entered into other than in connection with the acquisition of a
- trade or busmess) will be deductible cunently, but if the consideration due
consists in whole or in part of an up-front lump-sum payment, the taxpayer will
' presumably be reqmred to amortize the payment ratably over the term of the

' hcense

5. Moreover, under appropriate circumstances, the taxpayer may be required to
add each annual royalty payment to the cost of the asset, in the productlon of
'i;WhICh the patent, copyrrght or know-how is used. See Treas. Reg § 1.263A-
U 1()G3)(H)(U) and the discussion below relatmg to trademarks

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

trade or business must today also focus upon the impact of Section 197.
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1. In the past, a taxpayer who licensed computer software on a non-exclusive
basis for use in 4 trade or business was able to deduct the lease payments

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

 Revenue Procedure 6921, sipra.

2. The relgu_lati_ons proposed un_de:_' Section 167 recognize this provision (Proposed
: _‘T_r_s:_as.l Reg. _§‘ l.167(a)-_14(b)(2))? so ‘_that presumably a taxpayér who licenses
cor_ﬁputer software on a nomcxc_l}.tsive basis fo_r_ useina tr?.dg or business or an

- incomg-ﬁrodqcing activity will be treated just like a business lessee for tax
... purposes if the consideration is payabl_e in thé form of an annual royalty,
| : provided fhat the computer soft_wa;e,_ if pl_zrc_h.a_s__ed oﬁtright,_ ‘would not have

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

3. Onthe ‘_(_)the; ha;:xd, if the con_sideration‘unc_ler the same ci_ljcu_mstances con_sists
- of a single up-front Jump-sum payment, it appears that under the proposed
.. regulations the t_a);pg_yer will be required to amortize the payment ratably a

| periq_d of 36.months._ ‘See Proposed Treas. Reg. § 1.167(a)-14(b)(1).

'_ D. Ifthe license relates to a trademark? a relatively complex set of rules in the tax code
will apply instead. Significant changes were made in these rules in 1989. Int. Rev.

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

.. 1. Ataxpayer \-zthEen:ters_ into a license to use a trademark that is not treated as a
- sale _fo_l_' tax purposes (see Int. Rev. Code §,]_253(a) qnd.(b)(g), discussed later in
| this-outline) will be able to deduct his or _i_ts royalty payments currently as an
ordinary and necessary business expense if the royalty payments made under

.. the trademark license:

26,
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“a Are contihgent on the productivity, use, or disposition of the trademark;

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

agreement; and

" 'c. Are substantially equal in amount or payable under a fixed formula.

IntRev. Code § 1253(d)(1), as amended by the Revenue Reconciliation Act of
loge. b il

* Prior to the Omnibus Budget Reconciliation Act of 1993 different rules applied

to all other non-exclusive licenses. Lump sum payments of up to $100,000
were amortizable over no more than 10 years; a series of substantially equal

payments made in discharge of a lump sum totaling no more than $100,000, if

"“payable over more than 10-years or the term of the license agreement, were

" deductible whei paid; certain other amounts were amortizable at the taxpayer’s
“election over a period of 25 years; and otherwise, thé taxpayer was required to

capitalize the royalty payments and was able to depreciate them over the useful

“life of the acquired property if a limited life was ascertainable. Int, Rev. Code

§ 1253(d)(2) and (3), asin effect after the Reventie Reconciliation Act of 1989

*“arid before the Omnibus Budget Reconciliation Act of 1993. For a case decided

“under the law as in‘cffect in 1982 and'1983, see Nabisco Brands, Inc. v.

Commissioner, T.C. Memo 1995-127. |

" The 1993 budget legislation greatly simplified the provisions of Section 1253.
Al payments, other than those to which the provisions of Section 1253(d)(1)
" apply, must now be capitalized (Int. Rev. Code § 1253(d)(2) as now in effect),

and the capitalized amount can be amortized overa period of 15 years. See Int.
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....Rev. Code § 197(c)(2), (d)(1)(F), and (HA)(C); _Proposed Treas. Reg. § 197-2(b)(10). / '

.. a.. This provision applies, for example, to the cost of renewing a license to

use a trademark. See Int. Rev. Code § 197(D(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)), the
- proposed regulations do not extend this exception to a trademark license
e _J_-‘_th‘at-_e_xtends_forcl_e:_ss_.than.,l 5 years. Proposed Treas. Reg. § 1.197-
L 203)H®). .

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

- Section 2634, a taxpayer..Who.prqduces tangible personal property or a
.tgx_;;)ayer with significant gross receipts who acquires property for resale must
 capitalize (as part of the cost of the property) ﬁll___direct,rand. indirect costs
. asAs_c‘_);.;i;_l‘tedrlw‘iPthhe production or acquisition of the property. Int. Rev. Code
. § 263A(a).and (b)(2). Indirect costs include the fees incurred to secure the right
. . to.use a trademark associated with property produced or acquired for resale.
. Treas. Reg. § 1.263A-1(e)(3)(ii)(U). Presumably, any such fee will, to the
. extent.currently deductible under Section 1253(d)(1) or 197, be subject to the

provisions of Section 263A. -

... Like a taxpayer with foreign source income who incurs research and experimental
_expenditures, a non-exclusive licensee with both foreign and domestic operations
- must determine the source of the licensee’s royalty payments, in order to determine

«the foreign tax credit ayailable to.offset his or its U.S. tax liability (see the

discussion above).
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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 which they

- relate, and then, to the extent a definite allocation cannet be made, rafably

T

- among all'items of gross income.  Expenses and dediictions allocated to gross
“income deemed to be sourced abroad will reduce foreign source income, and,
conversely, expenses and deductions allocated to gross income deemed fo be
sourced in the United States will reduce U.S. source income. Int. Rev. Code

0§86 861(b), 862(b), and 863(ayand (b).

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

Temporary Treas. Reg. § 1.861-8T.

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

* ¢laimed by any member of an affiliatéd group, see Int. Rev. Code § 864(e).

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

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

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

* -to be withheld from each payment.

©1:" If the payments constituite a royalty for the use of; or the privilege of using, a

B -pat’ént, copyright (see Revenue Ruling 72-232,1972-1 Cumn. Bull, 276), secret
process and formula, or trademark in the United States (see Int: Rev. Code
§§ 861(a)(4), 871(a)(1)(A), and 881(a)(1)), withholding at the statutory rate of
30% or at the lower treaty rate will be required (see Int. Rev. Code §§ 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
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. 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 Int. Rev. Code § 864(c)(2)).

a. . Note that under most treaties to, which the United Sta_tés is a party,
. royalties will be taxed at less than 30% unless the limitation-on-benefits
article precludes use of the lower rate (see I.R.S. Publication 901, U.S. Tax

.. Treaties).

b.  Note also that for withholding tax purposes, the right to use know-how has
been described as being not materially different from the right to use a
- trademark or secret process and formula, Revenue Ruling 55-17, 1955-1

Cum. Bull. 388.

_c.. - For a general discussion of the withholding requirements, see the preamble .
... to the final regulations under Int.‘-.Rev.;Code.§§ 1441 and 1442 published
in the Federal Register on October 14, 1997. Pursuant to LR.S. Notice
. - 98-16, 1998-15 Int. Rev. Bull. 12, these regulations will take effect with

- respect to payments made after 1999.

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

patent, copyright, secret process and formula, or trademark outside the United

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

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

. -or it maintains a fixed place of business within the United States. See Int. Rev.

- Code § 864(cX4)(B)(D).

. '+ Also, to the extent any payments are found to represent compensation for

- services rendered, no. withholding will be required if the services were
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performed outside of the United States. Revenue Ruling 55-17, supra. See
- Miller v. Commissioner, T.C. Memo 1997:134.

7 @, ““With respect to the source of compensation income generally, see Int. Rev.

. Code § 861(&)(3) See alsoInt: Rev. Code § 7701(b) deﬁmng the term

“nonresident alien.”

b, Inaddition, treaties typlcally include spe01a1 rules discussing the extent to
' 'whrch a treaty partner may tax compensatton earned within 1ts jurisdiction.

See, for example, Article XV of the U.S.-Canada income tax treaty.

. "Note finally that some have argued that shrlnk-wrapped computer soﬂrware
1 :ltcensed to retall consumers who have no right to reproduce the software should
N not be deemed to have been hcensed for purposes of the mthholdmg tax
B prov151ons See 91 Tax Notes Today 237—51 (Nov 20 1991), 92 Tax Notes
§ 'Taday 199 75 (Oct 1 1992)

“a. With the adoptioh of the 1995 protocol amendmg the U.S.-Canada income
tax treaty, however, the problem sought to be ehmmated by ’[hlS approach

" "has been dealt with in a dlfferent way.

__ b See also the preamble to Proposed Treas Reg § 1 861 18 publlshed in
‘_ rlthe Federal Reglster on November 13 1996 statmg that the transfer of a“
.computer program on a disk sub] ect to a shrmk—wrap 11cense constitutes
_ .the sale of a copyrtghted artlcle, not the transfer ofa copynght nght
_ _. Compare as well ) the approaeh taken in the temporary regulatlons
.. promulgated under the forelgn sales corporatlon (“FSC”) provrstons
(Temporary Treas. Reg. § 1.927(a)-1T(f)(3)), with (ii) the change in Int.
Rev. Code § 927(a)(2)(B) made by the Taxpayer Relief Act of 1997,
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extending the benefit of the FSC provisions to exporters of master copies

of computer software. Cf. LR.S. Private Letter Ruling 9633005.

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

- paid by a controlled foreign corporation for the use. of intangible 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, see Int. Rev. Code § 1297(e)(2), added by the Omnibus Budget

- Reconciliation Act of 1993, as well as the discussion of this provision later in this

. outline.

As to_the e_xcludabiliry of royalties from the unrelated business taxable income of a

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

| , _7.1976-2 Curn Bull 178 and Revenue Ruhng 81- 178 supra. See alsoIRS Private

Letter Ruling 9717021, dated January 22, 1997, and LR.S. Private Letter Ruling

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

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

received taxable compensation for patent development and management services.

IV. “Securing an Aesignment of:inteileetuai_l’roberty from a Third_ Pdrtv.

A
o taxpayer takes an assignm en t of the property or enters into an M\JQJM_SE to

If mstead of hcensmg mtellectual property rrghts on a non- exclusrve basis, a

use the property, drfferent rules will detemune the deductrbrhty of the consideration

'pald if'a salé is deemed to have occurred for tax purposes and the transaction does

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

) provrsrons of Sect1on 1031 apply (see the drscussron of Sectron 1031 later in this

o outhne)
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* In general, a taxpayer will be deemed to have purchased intellectual property

- (i.e., there will have been a sale for tax purposes) if the transférincludes all

" substantial rights to the property, including the right to use it for its full
remaining life and the right to prevent its unauthorized disclosure. See E.I

" duPont de Nemours & Co. v. United States, 288 F.2d 904 (Ct. Cl. 1961);
‘Revenue Ruling 55-540, 1955-2 Cun. Bull. 39; Revenue Ruling 60-226,

1960-1 Cum. Bull. 26; Treas. Reg.’§ 1.861-18(f)(1). See also final Treas. Reg.

" Sec.'1.861-18(f)(1), indicating that the transfer of a copyright right in a
" computer program will constitute a sale for the purposes set forth in the

" ‘regulation if all substantial rights in the right are transferréd. *"

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.”

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

- the transferee agrees to allow the transferor to exploit the property in the '
same territory (see Revenue Ruling 69-156, 1969-1 Cum. Bull. 101) or if

 the transferee itself cannot use the property, at least where the right to use
is a substantial one (see Waterman v. Mackenzie, 138 U.S, 252 (1891),

' invblving- a transfer of the right to “make; use, and vend’"’). "Seealso

" Broadcast Music, Inc. v. Hirsch, 104 F.3d 1163 (9th Cir. 1997), discussing

- whether a transfer of copyright ownership had occurred.

c.  On the other hand, the pre-1954 precedents indicating that a sale can occur
‘even if the rights transferred extend only to a particular territory, or
“industry, may remain in effect. See Unifed States v. Carruthers, 219 F.2d

21 (9th Cir. 1955). 3
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. .. Normally, an exclusive license to make, use, and sell property will be treated as

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

agreement if the licensee does not meet :certai:n performance standards (see

- Watsonv. United States, 222.F.2d 689 (10th Cir. 1955); Newton Insert Co. v.

Commissioner, 61 T.C. 570.(1974)), so long as the exclusive right remains in
L reffect_for the full remaining__lifp:of the property to which it relates (see Revenue
- Ruling 84-78, 1984- 1 Cum. Bull. 173).. But see an article in Forbes (Oct. 24,
1994, at 92) which suggests t’ha‘_[‘t_l_'-xe Justice Department may preclude a patent
holder from licensing a patented pl_foduc_t on.an exclusive basis if the license has

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 a sale has occurred for tax purposes or may

indirectly influence the analysis. These are discussed later in this outline.

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

sufficient benefits and burdens of ownership are transferred.

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

. the purchase price over a period of years under.the current version of the ACRS

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

Code § 168. Intangibles, however, are treated differently.

- The Omnibus Budget Reconciliation Act of 1993 added to the tax code a provision

- (Int. Rev. Code § 197) that deals specifically with the amortization of intangibles

acquired (other than in certain anti-churning transactions) after August 10, 1993,
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when the provision was enacted (or, on an elective basis, after July 25, 1991), and

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

activity, See Temporary Treas. Reg. §'1.197-1T; LR.S. Notice 94:90, 1994-2 Cum.

~ Bull. 561.

--1. " The entire adjusted basis of an intangible to which this provision applies

(excluding from basis any amounts that represent either compensation for
services rendered or imputed interest) can be deducted ratably over a period of
15 years, beginning with the month of acquisition. The proposed regulations
(Proposed Treas. Reg. § 1.197-2(f)) discuss the mechanics of amortization,
“including the 'daté on which amortization begins and the treatment of contingent

payments.

#i:00,  Patents and copyrights used in a trade or business or an ihcome-producing

' ‘aCtivity'and'a'cquired'in connection with the a_cqtiisitibnof assets constituting a
trade or business or a substantial portion ofa trade or business-afe covered
| under Section 197. See Int. Rev. Code § 197(d)(1)(C)(iii) and ©)(4)(C);
“Proposed Treas. Reg, § 1.197-2(b)(5) and (c)(7):" '

3. Any purchased “formula, process, design, pattern, know-how, format, or other
similar item” is also covered if it was not produced for the taxpayer under a
* Contract entered into before the intangible was ISrodu‘ced (ie., ifitisnot a
" self-created intangible) or, if it was; it was created in connection with the
acquisition’of assets constituting a trade or business or a substantial portion of a
- 'trade or business. See Int. Rev. Code § 197(c)(2) and (d)(l)(C)(ul) Proposed
"~ Treas. Reg § 1.197- 2(b)(5) and (d)(2)(111)(B) '
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4.  Computer software (that is, in general, any program designed to cause a
. .computer to perform a desired function) is covered (see Int. Rev. Code

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

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

~ substantially modified); and, in addition, : -

b, Itis deemed to have been purchased in connection with the acquisition of
-assets constituting a trade or business or.a substantial portion of a trade or
. business (note that the House Report on the Omnibus Budget
Reconciliation Act of 1993 (H.R. Rep. No. 103-111, 103rd Cong., 1st
Sess. 766 (1993) and Proposed Treas. Reg. § 1.197-2(8)(3)(i) provide that
.. the acquisition of a trademark or é trade name constitutes the acquisition
... of a trade or business or a substantial portion thereof); and based on the

legislative bistory, . .

c.  The capital cost of the software-is not required to bcr,takgnz.;'into account as
part of the cost of computer hardware or other tangible property (see H.R.
‘Rep, No. 103-213, 103rd Cong., Ist Sess. 680 (1993)).

. 5. All trademarks are covered unless the current law provision dealing with the
.. deductibility of contingent payments (Int. Rev. Code:§ 1253(d)(1)) applies. See
 Int. Rev. Code § 197(d)(1)(F) and ()(4)YC); Proposed Treas. Reg.
- §1.197-2(b)(10). Note, alsb, that although the cost of renewing a trademark
nﬁust be amortized over 15 years, the applicability of this provision to renewal

fees paid to the federal government is not clear. See Proposed Treas. Reg.

§ 1.197-2(H(3)(i).
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+"Patents to which the provisions of Section 197 do not apply (because they are not

acquired in connection with the acquisition of all ot a substantial portion of a trade

or business) remain depreciable under the old rules, until such time as the proposed

; regulatlons are promulgated in final form. See Int. Rev. Code §§ 167(f)(2) and
' "'197(c)(4)(C) Proposed Treas. Reg. § 1:.167(a)-14(e). ' '

1. Under both current law and the proposed regulations, the purchase price of such
‘a patent can be deducted over its rémaining useful life. Treas. Reg.

§ 1.167(a)-6(a); Proposed Treas. Reg. § 1.167(a)-14(c)(4).

2. In 1945, the Tax Court concluded that, where the 'aeqﬁisition price of a patent

" consists of periodic payments contingent on use, the actual payments made may
be deducted as depreciation. Associated Patentees, Inc. v. Commissioner,

4T.C. 979 (1945).

a.  This principle (the variablé 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
'relatmg to mventlons on which'a patent ‘would be issued in the normal

' course

b. The House Report on Section 197 in effect ditects the Treasury
" Department to issue regulations providing that “if the purchase price of a
- patent is payable on an annual basis as a fixed percentage of the revenue
derived from the use of the patent, then the amount of the depreciation
“deduction allowed for any taxable year with respect to the patent equals
" the amoimt of the royalty pald or incurred durmg such year.” See H.R.
o ‘Rep: No. 103-11 1, 103td Cong.; Ist Se's_s. 769'(1993);
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¢.  The language in the House Report has been reflected in the regulations

proposed under Section 167(f)(2).

-On the other hand, 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. .. Inthe case of a design patent, the statutory life is 14 years from date of

issue.

- b.Inthe case of a utility patent, the statutory life is 17 years from date of
is_s_ue for patpnt_s_'ﬁled_.before Jl_me 8, 1995 and 20 years from date of filing

.. for patents filed .(_m.or' after June 8, 1995. .

In the past, it was recognized that special circumstances mlght call fora

- different treatrnent of the purchase price paid for a patent.

& a . The price paid for patents acquired as é group was under appropriate
circumstances found to be deductible ratably over the remaining useful life
of the most significant patent or the average remaining life of the acquired
patents, or based upon the percentage of days of expiring lifein a
particular 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);

~ Kraft Foods Co. v. Commzsszoner 21 T.C.513(1 954), Simmonds
._Precwlon Products, Inc V. Commzsszoner 75 T.C. 103 (1980).

- ... b... Also, under appropriate circumstances, the income. forecast method rather
.. than the straight line method of depreciation was stated to be available,

Revere Ruling 79-285, 1979-2 Cum. Bull. 91. For a discussion of this
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* ‘method, see LR.S. Technical Advice Memorandum 49603004,'<‘itated
October 4, 1995. R o

T Thé'régulétidns proposed unae; Section 197, however, appear to recognize
L only Strdig’ﬁf—li’rié dépfééiatio'n,' so that at least some of these special
- ambftizaﬁdn\guideliﬁéés may cease to bé relevant once the i‘egulations are
 finalized.” See Spencer v. Commissioner, 110 T.C. 62 (1998), dealing with
the amortization of contract rights under Section 167. Note, however, that
Section 167(g)(6), added by the Taxpayer Relief Act of 1'997, makes the
income forecast method available with respect to patents (as well as

= copyrights and other property specified :b?t‘regumﬁo.fﬁl)-

"5, Both the current and the proposed regulatxons provide that if a patent becomes
e Worthless ina year before it expires, the taxpayer can deduct his or its
unrecovered costs in that year. Treas. Reg. § 1.167(a)-6(a); Proposed Treas.

Reg. § 1.167(a)-14(c)(4).

4. The new limitations under Section 197 on the ability of a taxpayer to claim
a worthless loss deduction do not apply to depremable patents. See Int.

-"’Rev Code§ 197(f)(1)(A)

"'b.  Also, if the taxpayer abandons the patent instead;'preSumany an
" abandonment loss will become &vailable at that time. See Revenue Ruling
73-395, supra, and Int. Rev Code § 1234A as amended by the Taxpayer
| RehefAct of 1997 | | - |

“E. The price that a taxpayer pays to purchase a copyright to which the provisions of

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

the acquisition of all or a substantial portion of a trade or business) will be treated in
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. the same way as the capitalized costs that a taxpayer incurs to copyright material

produced by or on behalf of the taxpayer.

1 Thus, the price can be depreciated OVfcr__thc; remaining useful life of the
copyright. See Int, Rev. Code §§ 167(5)(2) and 197(e)(4)(C); Proposed Treas.
Reg. § 1.167(a)-14(c)(4). See also, however, Treas. Reg. § 1.263(a)-2(b), that

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

a. | If f_he purchase éﬁce_ consist.s;o:f P_criodic payments bontingent on use, the
actual péyménts should be dedué:tible as depreciation under the variable
- contingent payment method of depreciation. See Revenue Ruling 60-226,
- Supra, and Proposed Trgas._...Rég: § 1.167(a)-14(c)(4), specifically

. endorsing this method of depreciation.

b.  Moreover, it may be necessary to divide the Itﬁurcha.se price between the
- copyright, itself, and any tangible property in which the copyright resides,
_ §iﬁg§: different tax law principles govern the deductibility of the cost of
tangible bropertyQ See, in this regard, Treas. Reg. § 1.861-18 that,
although not directly relevant, deécribes four copyright rights: the right to
- make copies for distribution to the public, the right to prepare derivative '

- works, the right to pc;fqnn.public_ly, and the right _to,__display publicly.

The provisions of Section 197 in effect permit a purchaser of know-how (that is, any
formula, process, design, pattern, know-how, format, or other similar item) to

. amortize the purchase price over a period of 15 years, whether the_knq}v-how is

~_acquired separately or in connection with the acquisition of a trade or business (only -
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- know-how self-created other than in‘connection with the acquisition of a trade or

business is treated differently).

1. . 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 197 intangible” any contrdct right extending over a period of less than
15 years that was not acquired in connection with the acquisition of a trade or
business, By reason of this provision, a taxpayer may be able to amortize the
- cost of some purchased know-how over & period of less than 15 years. See
H.R. Rep. No. 103-111, 103rd Cong., 1st Sess. 771 (1993); Int. Rev, Code
- §167(H(2); Proposed Treas. Reg. §§ 1.197-2(¢)(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 proteetion under applicable law. *See Revenue Ruling 71-564,

1971-2 Cum. Bull. 179. -

b, Inanunusual 1983 victory for the taxpayer, however, the Court of Claims
“permitted a corporation to depreciate the price that it paid for a secret
- formula that was determined under the circumstances to have a limited
useful life. Liguid Paper Corp. v. United States, 2 Fed. Cl. 284 (Ct. CL
1983).

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

for property includes the cost of separately identifiable know-how, where the
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- property to-which the know-how relates is depreciable over a-period other than

15 years.

- a. . :In an analogous situation, the Intcmal_Revenﬁe;Service, upon the audit of
- ‘a.company;that acquired satellite transponders, sought at the District level
"+ «to allocate some portion of the purchase price to two intangible assets,
= characterized by the District as neighborhood effect and protected status,
.i-in an effort to reduce the amount eligible for.an investmént tax credit. See

: ,_*I.R.S.,Techni'c‘al;iAdvice Memorandum 9317001, dated January 12, 1993.

+ .+ by > 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 of purchased 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 of 36 months. Int. Rev. Code

§-167(5)(D). -

.+ 1. In effect; this approach replaces the approach taken by the Intema_l Revenue
Service in Revenue Procedure 69-21, supra, pursuant to which a taxpayer could
amortize the separately stated cost of computer software ratably over a period

- of five years or, if less, the useful life of the soﬂWar_e 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 per,s.onal property..

2. Under the proposed regulations, the amortization period begins with the month

- in which the computer software is placed in service. Proposed Treas. Reg.

~ § L167@-140)(1).
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" 3." However, according fo the House Report on the Omnibus Budget
o Reconcﬂrat}on Act of 1993 and the proposed regulatlons a taxpayer who
acquires computer hardware and computer software for a smglc stated price
must continue to treat the total purchase prlce as a payment for depreciable
hardware. See H.R. Rep. No. 103-111, 103rd Cong 1st Sess 767 (1993),
o 'Proposed Treas. Reg § 1. 167(a) 14(b)(2) |

4. See also Norwest C’orp V. Commzsszoner 108 T.C. 358 (1997) in which the
" Tax Court characterized certain computer softwaré as tangible personal

propetty eligible for the investment tax credit.

H The Ommibus Budget Reconciliation Act of 1993 has’ changed the tax treatment of
- the price pa1d for a trademark but, as under prlor Iaw tradernarks continue to be

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

1. If the price pa1d for a trademark is contingent on the product1v1ty, use, or
' dlsposmon of the trademark and is payable throughout the term of the transfer
| agreement in at least annual installments that are elther substantially equal in
" amount or payable undera ﬁxed formula the purchaser (just as a non-exclusive
' "'11censee under the same en‘cumstances) will be able to deduct each installment
paymient as an ordinary and necessary busmess expense. Int. Rev. Code
§ 1253(d)(1), as amended by the Revenue Recoriciliation Act of 1989. See,
however, Treas. Reg. § 1.263A-1(e)(3)(ii)(U).

2. Under the provisions of Section 197, the pu'rchase'pr'ice will, in all other cases
| (whether or not the trademark is acquired separately), be amortizable ratably
overa perlod of 15 years shorter than the elective 25-year perlod available in
 somie circumstances under prior law (forrner Int. Rev. Code § 1253(d)(3), added

by the Revenue Reconciliation Act of 1989) and of more value than the former
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ability to depreciate a trademark over its actual useful life, which was often ST

* indeterminate. Int. Rev. Code § 197(d)(1)(F) and (£)(4); Proposed Treas. o

 Reg.§ 1.197-2(b)(1 0). .See also I.;R.Si. Private Letter Ruling 9630015, dated
” Apr1126, 1996, and Treas. Reg. § 1.263A-1(e)(3)(iD)(V).

3. Slnee Secnon 197 also penmts a taxpayer to amornze goodwﬂl over the same
period of time (see Int. Rev. Code § 197(d)(1)(A)), separating the cost of
o g:qlodwﬂl from the cost of a trademark when assets constituting a trade or

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

a. Note that the House Report o‘n.tﬁe 1.993 legislation in effect directs the
~ Treasury Department to treat all amortlzable Sectlon 197 mta.nglbles as
__Class IV agsets under Sectlon 1060 (see H. R Rep. No. 103-111, 103rd
- Cong., 1st Sess. 776 (1993)) and the 1nstruct10ns to Form 8594 (Rev.

1-96) took this position,

b ) T_h.e‘ tempgraljj ‘regulation's ﬁnder_ _E‘Seet_ions,:_sﬁ 8 and 1060, however, create
- two additienal c_lasées of as_sets: Class 1V, consisting of all Section 197
,intaltlgil.)les: (exeept go‘odvs.rill,iand going concern value), whether or not
_amortizable under Se_c;._tion 197, and Class V, consisting of goodwill and
_going con_cer.n. value. Temporary Treas. Reg. §§ 1.338(b)-2T(b)(2) and

1.1‘()60-4_1‘T(d)(2). Form 8594 (Rev. 7-98) reflects this position.

A taxpayer with business operati.on.s both ih the United States and abroad who is
 deemed to have purchased intellectual property will need to determine the source of
. | t.he_: pu;ehaee price, When, deduc;ible, 1n er_de_r te_deterngi_ne the fe_l_'eign tax credit

| _l ayailablc to p?_t"fset, his_ or its U.S. tax liabiiify (see the é-l_iscu:ssioni above). The

'de.giucf:ioﬁ seurcil_lg rules applicable to a taxpayer who lieense_s intellectual property

. onanon-exclusive basis apply to a pureha_se_r of intellectual property as well.
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" However, to the extent any portion of the purchase price is recharacterized as interest

(see the discussion below of the transferor’s tax treatment) spec1al sourcing rules

applicable to interest payments will also apply. See Treas. Reg. § 1.861-10;

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

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

whether U.S. taxes aré require'd to be withheld from the purchase price. The buyer’s

withholding obligations are dependent upon the nature of the payments.

1. The payments made to a seller m'ay' include compensation for services

B performed and unstated interest on that portlon of the prrce not payable when

""" the sale cecurs.

2. Ifanon-resident alien individual, a foreign corporation, or a foreign partnership

 sellsa patent copyrrght secret process and formula, trademark, or similar
. property in exchange for payments contlngent on the product1v1ty, use, or
" disposition of the property transferred and thereby realizes galn sourced in the
" United States because the property sold is to be used in the United States (see
Int. Rev. Code §§ 861(a)(4), 865(d)(1)(B), 871(a)(1)(D), and 881(a)(4)),
withholding at the statutory rate of 30% or at the lower treaty rate will be
requ1red (see Int. Rev. Code §§ 1441 and 1442), generally unless the payments
" dre effectrvely cormected with thé seller’s conduct of a trade or business in the
United States and thereby includable in the seller’s U.S. tax base under Section
871(b) or 882(a) (sce 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. Seec also Commissioner v. Celanese Corp. of America,
140 F.2d 339 (D.C. Cir. 1944).
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- ., Other gains, however, will be exempt from \_yi_thholding, assuming that back-up

o withhglding at the rate of 31% is not required (see Int. Rev. Codc_ §& 3406,
_604_1,_ @nd 6945). _

a. Nevertheless these ofher gains may be taxable under the tax code provision
; (Int Rev. Code § 871(a)(2)) dealing with U.S. source cap__ital gains realized
. . by liogn—re_s_ident aliens present in the United States for at least 183 days.
 See Revenue Ruling 78-253, 1978-1 Cum. Bull. 220.

b.  Or they 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
g_alf; is made (see Int. Rev. Code § 865(¢)(2), dealing wnh the sale or
exchange of a capital asset). See also Int. Rev. Code § 864(c)(4)(B)(ii1).

If any portion of the purchase price is viewed as interest, withholding on the

. _ interest portion may not be required if it is viewed as original issue discount on

~_ portfolio indebtedness. - See Int. Rev._Cogle_§§_S_?I(_a)_(l)(A) and (C), 871(h)(2),
- 881(a)(1) and (3), and 881(c)(2). For as_ituqtidn involving Qrigjnal issue
discount associated with the acquisition of patent rights, see LR.S. Field

. Service Advice 199922024, dated June 4, 1999.
... Nor, to the extent the payments are found to constitute cgmpgnsation for

services rendered, will withholding be required if the services were performed

outside of the United States. See Revenue Ruling 53-17, supra.
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TRANSFERRING INTELLECTUAL PROPERTY. TO
| AN UNRELATED THIRD PARTY :

I.  Nature of the Income.
A.  While the person acquiring intellectual property is concerned about the deductibility
" of the consideration paid, the transferor wants to know how the payments received

‘will be taxed.

B. If there are foreign operations, the transferor of intellectual propetty will want to

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

'C. Inaworld in which ordinary income and capital gains are taxed:at different rates, it
is also important to know whether the consideration paid to the transferor of

L intelléctual Propei’ty is capital‘or ordinary in nature; =

701, Nete, however, that even if the transferor is deemed to have sold a capital asset,
" there will be some ordinary so-called recapture income if the transferor
~ previously was able to depreciate or amortize the cost of the asset. Int. Rev.
Code § 1245. Intangible property, the cost of which is now amortizable over a
period of 15 years, is treated as depreciable property for this purpose. See Int.
Rev. Code § 197(f)(7); Proposed Treas: Reg. § 1.197-2(g)(7)().

-2, On'the other hand, an amount equal to the research and experimental
- expenditures traceable to the property sold that a taxpayer elects to expense
" under Section 174(a) will riot be subject to taxation at ordinary income rates
when the taxpayer later sells the resulting technology at-a gain. See Revenue
Ruling 85-186, 1985-2 Cum. Bull. 84, rejecting the applicability of the

so-called tax benefit doctrine under these circumstances. With respect to
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research and experimental expenditures that a taxpayer elects to deduct over a
period of 60 months, see Int..Rey..Code:§ 1016(a)(14) and Treas. Reg.
§ 1.1016-5()).

Even in a world in which ordinary income and capital gains are taxed at the same

... rate, the nature of the consideration may be important.. If the transferee of

.- -intellectual property-is a non-resident alien individual or a foreign entity and there is

a tax treaty in effect between the United States and the transferee’s home country,

the label ascribed to the consideration may affect the tax treatment of the transaction.

.. See-Boulez v. Commissionier, 83 T.C..584 (1984).

Similarly, under certain tax code provisions, rovalty 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 thaf is required to pay an additional
- tax (under the tax code as amended in 1993, at the rate of 39.6% in taxable
.. years beginning after 1992) on its undistributed personal holding company
- income.. Int.Rev. Code § 541. See Tomerlin Trust, Transferee V.
- .Commissioner, 87 T.C. 876 (1986). . |

a.  Personal holding company income does not include gain from the sale of
intellectual property, but it generally includes royalties received for the
_ privilege of using patents, copyrights, secret processes émd formulas,
~trademarks, and similar property. Int.Rev. Code § 543(a)(1); Treas. Reg.
-§ 1.543-1(b)(3). See LR.S. Private Letter Ruling 8450025, dated
-i September 7,1984. .. ... . .
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b. However, personal holding company income does not include copyright

royalties that comprise at least 50% of a CDrpor.at'i'oh”s ordinary gross
income, provided that the royalties do not defive from works created in
"whole or in part by any sharcholder of the oo'fporation and certain other
statutory conditions reégarding the ni&kétiia of the 'c'ofporation’s business
deductions and non—copyright royalty income are met. Int. Rev. Code
§ 543(a)(4) See Treas. Reg. § 1.543-1(b)(12)(iv) regardmg whether
B copynght protectlon is requlred both in the United States and abroad.

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

‘software royalties, derived by a corp'o.r.ation actively engaged in the

" busineéss of developmg, manufacturmg, or producmg computer software
have also been excluded from personal holdmg company income. Int.
Rev. Code § 543(2)(1)(C). To qualify for this exclusion, the computer

2 software royalties must comprise at least 50% of the =c"'(:>r1:>oratio.11.’s

" ordinary gross iricome and a nuimber of other statutory requirements
relating to the dividends paid by the entity and the hature of its tax
deductions must be met. Int. Rev. Code § 543(d). |

AnS corporation, more fhan 25% of whose gross recelpts for a period of three

' "consecutlve taxable years consist of | passwe investment income, and that has

accumulated earmngs and proﬁts (eamed before it elected S corporation status)
at the end of each of these three taxable years, will cease to be an S corporation.
Int. Rev. Code § 1362(d)(3) Moreover an S corporauon w1th accumulated

earmngs and pr’oﬁts at the end of any one of its ‘taxable years that also derives

" more than 25% of its gross receipts from passive investment income during the

same year may be requlred to pay atax. Int. Rev. Code § 1375.
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The passive investment income of an S corporation does not include gain

.. from the sale of iﬁteIlectuaI property, but it generally includes royalties for

. the privilege of using patents, copyrights, secret processes and formulas,

‘ ,- _gtraQemarks:, and similar property. Int. Re_v,‘._;Code_‘§.1362(d)(3)(D)(i);
. Treas. Reg.§ LI3622QE)GEAD.

- 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 dévelopment or marketing of

which it performs significant servipeg or incurs substantial costs, nor (ii)

_ .: ‘_ 'c;:.opyright r_oyalties and active business computef éoftware royalties that are
not tfeated as personal holding company income. Treas. Reg.
| . § :_1.1_36252_(c)(5)(ii)(A)(2) v‘and.(_B),. _

. An individual ora 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.

If the royalty is viewed as passive in nature because the taxpayer does not

~ materially participate in the trade or business activity from which it is
L ,deri.vegl_,_ the income can be offset for tax purposes by passive losses. See

Treas. Reg. §§ 1.469-2T(c)(3)(ii)(B) and 1.469-2T(H)7).

- Conversely, pure royalty income not derived in the ordinary course ofa
. trade or business (and gain derived from the sale or exchange, other than

. in the normal course of the taxpayer’s trade or business, of intellectual

. property that yielded pure royalty income) will gcnerally not be treated as

passive income and hence cannot be offset by passive losses (Int. Rev.

Code § 469(e)(1)(A)).
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- c. - Note that under the passive activity provisions, a trade or business includes

~ any activity involving research or experimentation (Int: Rev. Code

§ 469(c)(3)).

The nature of the consideration received by a foreign corporation with U.S.

shareholders may similarly determine whether thése sharcholders will be

~taxable currently on all or some portion of the corporation’s net income. A .
TU.S. shareholder of a so-called foreign pérsonal holding company is subject to
‘tax on his or its share of the corporation’s undi'stributedforéign personal

- holding company income (see Int. Rev. Code §551), while an

i at-least-10%-~1.8. shareholder of'a $o-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-calleéd foreign personal holding

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

7 a, - Under Section 553, foreign personal holding comparty income does not

'+ “include gain from the ‘sale of any intellectual property, but it generally
" includesall royalties. Only active business computer software royalties

- (described above) are excluded.

*b."Under Section 954(c), on the other hand, gain derived from the sale of

intellectual propérty not sold in the ordinary course of a corporation’s
‘-trade or'business may under sonte 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.
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.. The nature of the income that a foreign corporation with U.S. shareholders

- receives may also determine whether these shareholders will be required to pay

a deferral charge for in effect electing not to report their share of corporate

income on a current basis.

-a.- Royalties, as well as gain from the sale of intellectual property not sold in
. the ordinary course of a trg;tde 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 shareholder from the
. corporation ' will be subject to a deferral charge (see Int. Rev. Code
§§ 1291,1293).- -+ = .-

b.... Royalties, for this purpose, however, do not include those that are not
 treated as foreign personal holding company income under Section 954(c),
_d_isc.ugse_d above, and, in ‘-ad'dition;,royal‘ties paid by a related person and

allocable to that person’s.non-passive income. Int. Rev. Code § 1296(b).

- See also Int. Rev. Code § 956A, added by the Omnibus Budget:Reconciliation
-Act.of 1993 and subsequently 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. .
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II.

Licensing Intéllectual Property to a Third Party.

A.

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

* athird party on a basis that is not treated asa sale for tax purposes, the income

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

1. For two interésting rulings dealing with the tax treatment of non-exclusive

licenses on the death of the author of various copyrighted literary works,

* “including the création of a new tax basis on death, see LR.S. Private Letter
Ruling 9326043, dated April 2, 1993, and L.R.S. Private Letter Ruling 9549023
dated September 8, 1995. |

2. For a case finding ordinary income where a taxpayer licensed technology to a
Japanese corporation pursuant to a technology transfer agreement that was
" terminable at will after 10 years (before the end of the useful life of the
e 'feéhnology involved) and that did not thereafter prectude the taxpayer from
" disclosing the know-how to others in the transferee’s exclusive territory, see
Henry Vogt Machine Co. v. Commissioner, T.C. Memo 1993-371. Also with
respect to know-how, see Pickren v. United States, 378 F.2d 595 (5th Cir.
C1ee7). o L N R

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

exclusive basis.' However, they produce the same result, whether or not the royalty

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

1. To the extent the royalty payments are contingént on the productivity, use, or
disposition of the trademark, the transferor will be treated as having received
income from the sale or other disposition of a non-capital asset -- that is,

ordinary income.  Int. Rev. Code § 1253(c). With respect to prior law, see
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Dairy Queen of Oklahoma, Inc. v. Commissioner, 250 F.2d 503 (10th Cir.
1957). '

2. . If the transferor retains any significant power, right, or continuing 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 1253(a) which states
. that the transaction will not be treated as a sale or exchange of a capital asset.
Under this provision, for example, a sale will not be deemed to have occurred if

- the transferor Tetains the right:

a. To set quality standards for the products to which the trademark is affixed
(Int. Rev. Code § 1253(b)2)(C)), or - |
. b. - To require the transferee to advertise only the licensor’s products (Int.
Rev. Code § 1253(b)(2)(D)), where, according to the Tax Court, the
. retained right is co-extensive with the duration of the interest transferred.

. Stokely U.S.4., Inc. v. Commissioner, 100 T.C. 439 (_1993‘)‘.'

C. A transferor with business operations both within the United States anci abroad must
' determine the sourbe of any royalty income derived from licensing intellectual
property, in order to determine the foreign tax credit available to offset his or its U.S.
- tax liability (see the discussion above). Special sourcing rules apply to royalty
- income, assuming it does not in fact represent compensation for services rendered
(see Revenue Ruling 84-78, supra), normally sourced where the services were

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

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

.. - United States, patents, copyrights, secret processes and formulas, trademarks,
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" and like property arc sourced in the United States. Int. Rev. Code § 861(a)(4),
dealing with royalties from property located in the United States. Note, in this
regard, the distinction drawn in Treas. Reg. § 1.861-18 between the lease of a

- copyrighted computer program (generating rental income) and the license of the

' 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) dealmg with

‘ royaltles from property located out51de the United States.

3. Thus, the place where the licensee uses or is entitled to use the intellectual
property is controlling. See Revenue Ruling 68-443, 1968-2 Cum. Bull. 304;
Revenue Ruling 72-232, supra, and Revenue Ruling 74-555, 1974-2 Cum.
Bull. 202; and Sanchez v. Commissioner, 6 T.C. 1141 (1946), deahng wﬂh

 trademark, copynght and patent royaltles reSpectlver

L -ﬁﬁs:i'gni“l:lg Intellectnal Property to a Third Party.

A. Conversely, ifa tdxpaYei' aSsi‘g'ns his or its entire interest in intellectual property to a
' third party, or licenses the property on an exclusive basis to a third party, a sale will
' typically be deemed to have occurred for tax purposes but the resulting income may

"~ not always be capital in nature.

1. Note that if the transaction involves cross-licenses of property not terminable at
* will by either party, it may qualify as alike-kind exchange. Then, depending
. "updn the facts, neither party to the transaction may be required to recognize any
" “taxable income. ‘See Int. Rev. Code § 1031, pursuant to which the properties

involved must be held for productive use in a trade or business or for
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 investment; I.R.S. Technical Advice Memorandum 9222005, dated January 10,
1992,

2. - To determine whether intangible properties are of like kind, the regulations

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

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

not involve a like-kind exchange.

Patents.

1. There is a statutory safe-harbor, that wa.s:adopt,e:d. in 1954, pursuant to which an

individual holder of a patent (see Juda v. Commissioner, 90 T.C. 1263 (1988),

- regarding partners) who _traﬁsfgrs to an unrelated party. all substantial rights to .
the pﬁtent or an undivided interest in all rights to the patent will réaiize
long-term capital gain (or loss) regardless of whether or not the payments

. -received in exchange are (i} payable periodically over a pén'_od generally

. co-terminous with thc.assighe;c?sl use.of the.patcnt (but see the discussion

below), or (ii) contingent on the productivity, use, or:di_spos_itign-oif ‘the patent.

Int. Rev. Code § 1235(a).
-~ a.. The regulations indicate that this safe-harbor provision can apply even

... before a patent has been issued or before a patent application has been

- .- filed (Treas. Reg. § 1.1235-2(a)), but the consequences, should a patent
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" - never issue; are not discussed. See Gilson v. Commissioner, T.C. Memo

1984-447.

. 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 example, the
transferee’s rights are limited geographically within the country of issue (a
- ‘provision found to be invalid in Rodgers v. Commissioner, 51 T.C. 93
' (1969)), the transferee’s rights do not extend throughout the remaining life
" of the patent, or the transferee is granted rights in fields of use within
“trades or industries that are less than all of the valuable rights covered by
-the patent. Treas. Reg. §-1 123520 and ©). -

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).

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 ke conceives in the course of his

‘employment. See Treas. Reg. § 1:1235-1(c)(2); McClain v.

Commissioner, 40 T.C. 841 (1963). Note in this regard that the Internal

Revenue Service has begun to focus on equity-type compensation
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.arrangements entered into with employees who invent. See BNA Daily

Tax Report No. 79, at G-5 (April 24, 1998).

- . 1f the.safe-harbor provision does not apply, capital gains treatment may still be

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

- availability of capital gains.treatment will depend initially upon whether a sale
-is deemed to have occurred for tax purposes, applying principles of law in '

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

. . provisions, it may be important to bear in mind why the safe-harbor provision

does not apply. Evenif a sale is dg:em;:d to have occurred, however:

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

~ATB.T.A.538(1942)). = .

- b.. A seller who usedthe patent in the ordinary course of his or its trade or _
... ‘business will derive either a capital gain or-an ordinary loss under the
....provisions of Section 1231 (see Int. Rev. Code §.1221(2), indicating that
- .. depreciable property used in a trade or business does not constitute a

capital asset).

- .¢.-. Finally, while an amateur inventor will realize capital gain, the gain will
be short-term in nature if the sale occurs before the patent is actually
- reduced to practice (see Burde v.: Commissioner, 43 T.C. 252 (1964)) --
_ that is, before property ri_‘ght__s,i_n the patent come into being (see Diescher

.. Commissioner, 36 B.T.A. 732 (1937)). . .
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However, if the patent-was depréciable, an amount of gain equal to the

" depreciation deductions available to the assignor before the transfer occurred

(whether or not claimed) will be treated as ordinary income and not capital

gain. Int. Rev. Code § 1245.

.- In addition, even if the transferor of a patent realizes capital gain, some portion

of the transfer price, if payable over time, may be treated as interest under the

'imputed jnterest provisions in the tax code if there is no stated interest or if the

interest to bepaid 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
8§ 483(d)(4) and 1274(c)(3XE). Although the Internal Revenue Service
has held that a traﬁsfer is described in Section 1235 (a) even though
- Section 1235 does-not apply because the recipient of the property is a
' 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 qualify for capital gains treatment under Section 1235 will be
“subject to the imputed interest provisions.‘See'S. Rep. No. 98-169
“(Vol. I), 98th Cong:, 2d Sess.’258, n. 15(1984).

'b. " In all other cases; oric of two imputed interest provisions (Section 483 or

1274) may apply. If the considera’tion-paid'totﬁls 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 payment due more than
~'six months after the sale will be recharacterized-as interest if the sale price

- exceeds $3,000, the interest provided for is less than the statutory
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. safe-harbor amount (see Int. Rev. Code §§ 1274(d) and 1274A(a) and
.. {d)(2)), and some portion of the price is payable more than one year after

... the sale oceurs.

c. In general, if the provisions of Section 1274 apply, original issue discount
- -will be imputed if the interest provided for is inadequate (under Int. Rev.
- Code § 1274(d) or 1274A(a).and (d)(2)), and the transferor will be
‘required to include some portion of this original issue discount in gross
. income, as ordinary income, each year while the transfer price remains
outstanding, without regard to when payments are actually made. Int. Rev.
. Code §8§ 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 97-56, 1997-52
. Int. Rev..Bull. 10.: : o

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, Ifthe 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 of principal are made. However, if the
purchase price is-contingent in amount or in duration, or both, the
proration formula can work only if certain assumptions about the price are
.. made. (With respect-to the deferral charge that may be due if installment
-reporﬁng-i_s selected, see Int. Rev. Code § 453A.) -

b. The installment sale regulations indicate what to do when either (i) a stated

... maximum selling price can be ascertained by assuming all contingencies
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are met in a manner that will maximize the price and accelerate payments

" to the earliest permitted time, or (ii) the maxinium period over which
payments can be made is fixed. The regulations go on to provide for the
recovery of basis ratably over a period of 15 years if there is neither a
stated maximum selling price nor a-fixed payout period. When any

" " contingent payment sale occurs, however, the taxpayer may seek
permission from the Internal Revenue Service to use a different basis
recovery method. See Treas. Reg. § 15A.453-1(c), that also recognizes the
income forecast method for basis recovery under appropriate
circumstances; and AMC Partnership v. Commissioner, T.C. Memo

1997-115.

“ ¢. - The so-called open transaction method of reporting a transaction, pursuant

to which a taxpayer elects out of installment sale reporting and recovers
" basis first, is likely to be challenged by the Internal Revenue Service. The
" regulations state: “Only ii those 'raré“ and extraordinary cases involving
sales for a cbntingent payment obligation in which the fair market value of
~ the obligation . . . cannot reasonably be ascertained will the taxpayer be

299

" entitled to assert that the transaction is ‘open.”” Treas. Reg.

' § 15A.453-1(d)(2)(iii). See Burnetv. Logan, 283 U.S. 404 (1931).
D.  Copyrights.

1; Thereis 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
pirposes rather than a non-exclusive license or'a payment of compensation for
' ‘services rendered. See Revenue Ruiling 84-78, supra; Revenue Ruling 75-202,
1975-1 Cum. Bull. 170; Revenue Ruling 60-226, supra; Boulez v.

Commissioner, supra. In the Boulez case, applying the “works for hire” rule,
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the Tax Court found that the taxpayer had no copyrightable property interest in
.]the recordigg,s_he made for a recording company, and that hence, he realized

. compensation income.

... The tax code specifically states that the term “capital asset” does not include a
' éopyright held by the person_whosé personal efforts created it or to whom it
‘was assigned by the creator in a.carryqve_r.basis transaction (for example, as a
gift).. Int. Rev. Code § 1221(3), applicable to any property eligible for
- copyright protection under statute or.common law, but not applicable to a
__‘des:ign that may be protected solely under the patent law. See Treas. Reg.
§ 1.1221-1(c)(1). |

.8 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 Int. Rev. Code 4
- §1231(b)(1)(C), that prevents any such gain from being treated as capital
in natu_rc,._and.‘Meisné_r_ 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 circums_ﬁances the statute does not negate “sale
or exchange” treatment. The basis recovery issues faced by a transferor
who receives some portion of the transfer price over time are discussed

above.
... In other cases, the transferor will realize capital gain, provided that:
- a, The copyright was not held for sale to customers in the ordinary course of

.. : ... thetransferor’s trade or business (see Int. Rev. Code § 1221(1); Desilu

- ~Productions, Inc. v. Commissioner, T.C. Memo.1965-307),
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- -b... - The copyright was not used in the transferor’s trade or business (see Int.

. Rev. Code § 1221(2)), or, if it was, the provisions of Section 1231 do not

in effect cause the income to be recharacterized as ordinary in nature; and

1 se.r - No'portion of the price is imputed as interest under the provisions of

. ‘Section 483 or Section 1274 discussed above.. . .

E. Computer Software. i -

. In view of the fact that some computer software is now copyrightable and
- patentable, it'is not clear whether the sale'of computer software must be
..analyzed as though it were the sale of a copyright or patent. - The regulations
- under Section 1221 confuse the issue by specifically excluding from the term
2. “capital asset” any,prbperty eligible for éopyright'prgtection, presumably

... whethier or not formal copyright protection is:sought. Treas. Regs.

§ 1.1221-1(c)(1).

Nor is it clear whether, without the benefit of copyright or patent status, -

computer software can qualify as property and hence a capital asset, at least

- u--when it is 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.

" The final regulations promulgated:inder Section 861 are helpful, but not

«. - determinative, on the subject of what a transfer of computer software actually

entails. These ré.cognize 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 of a copy of the computer program, the provision of services for the
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.. ‘development or modification of the program, or the provision of know-how

_relating to computer programming techniques.- Treas. Reg. § 1.861-18(b).

4. In any event, sales of computer software in the consumer market will generate
sordinary income, whether the transaction is viewed as a sale or.a license for tax
purposes. See Int. Rev. Code §§ 1221(1) and 1231(b)(1)(A).

5. Moreover, under certain circumstances, computer software may be deemed not
to have been transferred separately, leaving the tax consequences of the transfer
- “dependent upon the tax impact of the underlying transaction. For example, in
.. Syncsort, Inc. v.. United States, 31:Fed. Cl. 545 (Ct. CL.-1994), dealing with
+: certain license agreements pursuant to which the taxpayer granted each licensee
-“an exclusivelicense to exploit its computer program’in a specified geographic
- area and-agreed to permit the licensees to use certain technological informaﬁon
- and trade secrets, the.court viewed the entire transaction as a-franchise, handled

like trademarks under the tax code.
F. - Know-How, "

:1:: . There are no statutory provisions dealing spé,ciﬁcally with the disposition of

= know-how, "

2.  Under appropriate circumstances, however, know-how may be classified as a
.., ‘capital asset or may qualify for favorable tax treatment under Section 1231, so
- that when a sale is deemed to have occurred, a taxpayer who disposes of

- - know-how can realize capital gain.
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a."Of primary concern here is whether know-how constitutes property. Ifit
~ 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. Inthe 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
technological information. See also Pickren v. United States, supra,

‘describing secret formulas as capital assets.

c.  Nevertheless, prior case law supports property charactérization under other
- circumstances. See-Henry Vogt Machine Co. v. Commissioner, supra (in
which confidential, unpatented technology was viewed as property), and
Ofria v. Commissioner, 77 T.C. 524 (1981) (where engineéring proposals
were found to incorporate “trade secrets, know-how, or unpatented '

" technology protectable as a form of property™). =~

“'d. ~ Moreover, the regulations proposed under Section 197 (Proposed Treas.
Reg. § 1.197-2(g)(7)(i)) rtreat an amortizable Section 197 intangible held
by a taxpayer for more than one year as an asset eligible for the benefits of

© *Section 1231, even though the regulations decline to treat know-how to |
which the provisions of Section 197 apply as property for all purposes

-under'the tax code. See Proposed Treas: Reg. § 1.197-2(g)(7)(i)(B), and

" compare Int. Rev. Code § 197(f)(7), treating any amottizable Section 197

" intangible as “property” subject to the allowance for depreciation.

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

deemed to have been sold to customers in the ordinary course of the taxpayer’s




_ trade or business, (ii) the gain is in effect recharacterized as ordinary income

under Section 1231, or (iii) the taxpayer is a professional inventor or an
employee who is obligated to sell all inventions to his employer. See

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

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

~ taxpayer’s income either currently or over time (see the discussion above).

By way of footnote, however, it is important to note that under certain
circumstances, know-how may be deemed not to have been separately

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

.. impact of the underlying transaction.. See Syncsort, Inc. v. United States, supra.

The nature of the income that a taxpayer recetves 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 amounts contingent on the

.. productivity, use, or disposition of the trademark, these amounts will be
t_reated-‘a.ts_l_jeceiv.ed from the sale or other disposition of a non-capital asset.
- Hence, there will be ordinary income. .. Int. Rev. Code § 1233(c).

. However, since Section 1253(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 distinguishihg ordinary income from
-capital gain, which are discussed above, will apply. These general
principles will apply, for example, when a taxpayer unconditionally sells a
trademark and all of the other assets used in the taxpayer’s business in

- exchange for a lump-sum amount: - - ... .-

2. . On the other hand, a taxpayer who disposes of a trademark and retains any
significant power, right, or continuing interest with respect to the subject matier
.. of a trademark (such as quality control rights) will not be.deemed to have sold
or exchanged a capital asset (Int. Rev. Code:§ 1253(a)-and (b)(2)), and hence

will realize ordinary income.

. -.a. . Note that a taxpayer will be deemed to have retained a significant
. :’continuing interest in a trademark when a substantial portion of the
consideration consists of a right to payments contingent on the
productivity, use or disposition of the trademark. See Int. Rev. Code

§ 1253DDE).

'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.

~..:H. A taxpayer who conducts business both in the United States and abroad must

... _determine the source of his or its-income derived from assigning or licensing
intellectual 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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~There isa special tax code provision, added by the Tax Reform Act of 1986,

- dealing with the source of income that a taxpayer realizes when personal

.. property is sold.
In general, from the sale of personal property, a UJ:S. resident taxpayer:

a. . Will realize U.S. source income if the property is neither inventory nor
depreciable and if the taxpayer does not maintain a fixed place of business
-abroad to which the sale can be attributed.’ See International Multifoods
‘. Corp. v.-Commissioner, 108 T.C. 25(1997); and

b. May realize foreign source income if the property is inventory or
“depreciable or if the taxpayer maintains a fixed place of business abroad to
--which the sale can be attributed. Int. Rev. Code § 865(a) through (c), (e).

- See'L.R.S. Private Letter Ruling 9612017, dated December 20, 1995.

Intangibles, on the other hand, including patents, copyrights, secret processes or
formulas, and trademarks, are treated differently from other personal property.
“Int. Rev. Code § 865(d); Note, however, that under certain circumstances; the
. “Internal Revenue Service 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 of a trademarked product, and Proposed Treas.
‘Reg. § 1.861-18(b)(2). Note also that Treas. Reg. § 1.861-18 treats the transfer
‘of'a copy.of a computer prdgram 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 property)
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is not contingent on the productivity, use, or-t:iiSposition of the intangible,
the general rules under Section 865 (except for Section 865(0)(2) relatlng

to gain in excess of depreciation) will normally apply.

b.  On the other hand, any consideration contingerit on the productivity, use,
or disposition of the intangible will normally be treated as a royalty, and
" ‘the special royalty sourcing rules described éarlier in this outline will
" apply, but only to the extent that the gain exceeds any tax depreCIatlon
* allowable wﬂh respect to the property sold. ‘

¢."* ‘Under either of these two alternatives, gain equ'all to the'allowable
i depreciation will be divided between U:S. and non-U.S. source income,
~ " based upon the pfopbrtionate-'afhount of the depreCiatidnfadjustinents
“allocable to each so"uree; if tax depreciation was allowable with respect to
 the propf':rtyﬁseld. For this purpose, dépreciation may include any
deductions for research and _expe'fiir’iental expenses claimed under Section

174.

d.  Notwithstanding these provisions, however, a taxpayer may elect the

‘benefits of Section 865(h), pursuant to which gain derived from the sale of
an intangible will be sourced outside of the United States if, under a treaty

S 'obhga’uon it would be sourced abroad.

For rules dea.ling with the sourcing of any portion of the purchase price

recharacterized as interest or compensation, see Int. Rev. Code §§ 861(a)(1)

and 862(a)(1) (as to 1nterest) and Int. Rev. Code §§ 861(a)(3) and 862(a)(3) (as

to compensatlon)
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... RELATED PARTY TRANSACTIONS
Infercdmpanx Transactions. .

so B, Intercompany Peicing. s

: 1 ., Section 482 broadly states that.the Internal Revenue Service may distribute,
.- apportion, or allocate gross income, dedﬁctiqns, .c;edits,.or allowances between
or among two or more organizations, tr_z_tdes;, or businesses (whether or not

incorporated, affiliated, or organized in the United States) that are owned or
. controlled by the same interests if it determines that such a distribution,
apportionnient, or allocation is necessary to prevent the evasion of taxes or
. clearly to ‘r__e_:ﬂeqtjncpme.ﬁ_See generally the Internal Revenue Service’s Foreign
- Controlled Cbrporation Non-CEP Transfer Pricing Audit Guide, made
. available in 1998, and L.R.S. Publication 3218, Report on the Application and
- Administration. of Section. 482. |

a. The Service will apply an arm’s-length standard to determine whether a
transaction produces results consistent with those that would have been
-realized if uncontrolled'taxpay'ers had _‘e-ngaged in a comparable transaction
~under comparable circumstances.. Treas. Reg. § 1.482-1A(b)(1); Treas.
Reg. § 1.482-1(b)(1). Under the ﬁna_l.regulaﬁons issued on July 1, 1994,
comparability will be evaluated by taking into account functions,
- contractual terms, risks, economic conditions, and the nature of the

‘property or services. Treas. Reg. § 1.482-1(d)(1). .

b.  The Service need not establish fraud, improper accounting, or tax

avoidance. Treas. Reg. § 1.482-1A(c); Treas. Reg. § 1.482-1(f)(1)(i).
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. For a recent case dealing with the control requirements of Section 482, see
- W.L. Gore & Associates, Inc.v. Commissioner, T.C. Memo 1995-96. See
- also LR.S. Technical Advice Memorandum 9222005, dated January 10,

1992, in which theService took the position that Section 482 can apply

even to cross-licensing arrangements to which the like-kind exchange

“provisions of Section 1031 apply.-

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

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

return is at least 200% more than or 50% less than the amount determined to be

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

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

subject to a20% (or 40%, in the case of a-gross valuation misstatement)

g

“ageuracy-related penalty under Section 6662, -

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)(1).

The former penalty applies when a transaction between persons described

' in section 482 involves a valuation misstatement.- For a recent case in

which the 40% penalty was impesed as the result of a trademark

adjustment, see DHL Corp. v. Commissioner, T.C. Memo 1998-461.

The latter penalty applies when taxable income increases by reason of an

- .+ allocation under-Section 482. It can.be avoided under certain defined

. circumstances -- for example, if the taxpayer produces, within 30 days of

being asked for it, documentation that was in existence when the

applicable tax return was filed, substantiating that the price was
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- determined using a specific pricing method prescribed by regulation, and

. -that the selection and application of the method chosen was reasonable.

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

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

The old regulations under Section 482 included a section dealing specifically

- with the transfer or use of intangible property (Treas. Reg. § 1.482-2A(d),
.. -applicable in taxable Years-beginning on or before April 21,,1993). In 1986,
however, Section 482 was expanded to provide:that whenever an intangible,
such as a patent, copyright, kn;w-how, or trademark, is licensed or transferred,
the income earned must be commensurate with the income attributable to the

. intangible. - This is the so-called “super-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).. -

b. Moreover, the consideration paid in a related party transaction may need to
be adjusted over time to reflect the actual profits of the transferee
- attributable to the intangible in question. ‘See Treas. Reg. §§ 1.482-4(f)(2)
»(dealing with periodic adjustments) and 1.482-4()(5) (dealing with Iump

., -Sum-payments).
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And if the transferor retains a substantial interest in the property and

- receives nothing or only nominal conSidération in exchange, the transferor
" will typically be deemed to have received an arm’s- length royalty. See
Treas Reg. § 1.482- 4(f)(1) ' '

More generally, under the final regulations, one of four methods must be
applied to determine whether the consideration satisfies the general
" arm’s-length standard:" the so-called compatable uncontrolled transaction

' (CUT) method, the comparable profits miethod (CPM), the profit split

" method, and any other method (ari ﬁﬁspéciﬁed‘ méthbd) that satisfies the

" criteria set forth in th:(ia'régula;cions Treas. Reg § 1.482-4(a). The method

chosen must be apphed in accordance with the getieral requirement that
*the results of the transaction in question not fall outside of an arm’s-length
range of results achieved in comparable transactions involving

* uncontrolled taxpayers. Sce Treas. Reg. § 1.482-1(e).

| ‘A:ta)'c'payei' is required to choose that method which produces the most

" reliable measure of an arm’ s—'leng"ltﬁ result under the facts and
circumstances of the transaction under review (the so-called best method),
takmg into account comparablhty and the quality of data and assumptions.
" Treas. Reg § 1.482- l(c) see, . g Treas. Reg § 1.482-4(c)(2)(i).

' lCo'nsisteht ‘with this appfo'ach, 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

' "'.'p'u:rposes, see Treas. Reg. § 1.482-4(f)(3) and Medieval Attractions

"NV, v. Commissioner, T.C. Memo 1996-455.
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Bona fide research and development cost-sharing arrangements are still
_permitted, to the extent they are consistent with the purpose of the amendment
tb. Section 482, namely, “that the income allocated among the parties
reasonably reflect the actual economic activity undertaken by each.” H.R. Rep.

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

. .a. A cost-sharing arrahgemegt is a written arrangement puréuant to which
| two or more m_embers gf a cc_)ntro_ll_ed group agree upon the costs and risks
- they will bear in _c,:on.,nec_:ti.bn Wit_h_the developﬁlent_of_ intellectual property
. in which gqch will have an_intgrest. The arrangement differs from a
- partnership (sce Treas. Reg. § 301.7701-3) in th:'cﬁ_ 6nce the property is
_jdeve_lope_d,ﬁ each party bears fnhg: costs of produc;ing and marketing its

 interest in the property and retains the benefits of its own efforts.

b. ‘Accdrdi,_n_g to the Co_nfgren;:e Report on the. 1__986 Act, a cost sharer must
Bear its porﬁon of the costs of developing both successful and
.. unsuccessful products at all relevant stages of d__e_v_e_:iopment. H.R. Rep.
 No. 99-841 (Vol, I1), 99th Cong., 2d Sess. 11-638 (1986).

- €., In January of 1992, the Treasury Department issued a proposed regulation
| (Proposed.Tr__e_:as. Reg. § 1.48"2-_25(g.)_) on the sﬁbject of C(_)st-sharing
arréngementi that incorﬁorated the comﬁtmensurate-with—income standard
. and that has since been finalized. Treas. Reg. § 1.482-7, as amended by
o Tfeas'l,.ujriDecision 8670, publishgd,iﬁ the Federal ‘Registér on May 13,
- 1996, applicable in taxable years beginning after 1995.

- d.. Under the final cost-sharing ‘regulati._o_r‘ll, the Intemal Revgr_lue Service will
- . not disturb the way in which the parties to a cost-sharing arrangement

agree to share the costs of developi_ng_intapgibles, .soll-long as their
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~ agreement quali'ﬁes under the standards set forth in the regulation, and the
Servrce ﬁnds it unnecessary to adjust a controlled partrclpant s share of
| costs to cause them to equal that parttc1pant s share of the reasonably

| _ antlclpated dlrect or 1nd1rect beneﬁts derlved from the intangibles.

o " " 5. " Several consohdatedUS Tax Court cases anOIVIH Nestle Holdings, Inc. and

E tra.nsfer prlcrng issues commonly faced by those who hcense intellectual

| property from a related party recelved w1de pubhc1ty in 1994

e 'Among the 1ssues s that the court was asked to address were the
=deductlblhty of royaltles pald and the reasonableness of research and
development fees. See Tax Court Docket Nos 21558 90 through

21562:90 and 12245 91 and BNA Dally T ReportNo 195, at G-2
(Oct. 12,1994).

b. The cases were wrdely pub11c1zed in 1994 because of a letter that the office
. 'of the North Atlantlc Reglonal Counsel sent to several large manufacturing
compames requestmg 1nformat10n relevant to the 1ssues raised, such as
 identification of the compames unsuccessful attempts to license their
trademarks. See BNA Daily Tax Report No 66 at J-1 (April 7, 1994).
Note that the Internal Revenue Serv1ce has in the past indicated that under
) appropriate c1rcumstances 1t w111 use its summons authonty to obtain
: ‘comparable mformatlon from thrrd partles See BNA Dally Tax Report
" No. 220, at G-3 (Nov. 17, 1994), -

6. For special rules dealing with the tax treatment of the intangible property

income of a U.S. possessions corporation, see Int. Rev. Code § 936(h) and

Altama Delta Corp. v. Commissioner, 104 T.C. 424 (1995).
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A number of programs have been developed to address transfer pricing matters.

. For a”disoussion of the government’s adyance pricing agreement (APA)

| pro gram pursuant to Wh1ch a taxpayer and the Internal Revenue Service

can agree in advance on 4 transfer pnung method see LR.S.

) ‘Announcement 96-124, 1996-49 Int. Rev. Bull 22; Revenue Procedure
96 53, 1996-2 Cum Bull 375; andIRS Manual Chapter (42)(10)00,
o _. _1ssued J anuary 22 1997 ‘The Serv1ce has recently agreed that redacted

APAs are subJect to dlsclosure See BNA Dazly Tax Report No. 69, at G-1

o (Aprll 12, 1999) dlscussmg the p051t10n of the government in light of
| . - httgatton brought by BNA seekmg pubhc d1sclosure of APAs.

| For a drscussmn of the small busmess taxpayer APA Program see LR.S.

Notice 98- 10 1998 6 Int. Rev Bull 9 and LR. S Notrce 98-65, 1998-52
Int. Rev. Bull. 10.

. For a drscussmn of another program ava1lable to taxpayers seeking to
. resolve Sectlon 482 drsputes wrth the Servrce see Revenue Procedure

9467, 1994-2 Cum. Bull. 800, deahng wrth the AIR (Accelerated Issue

Resolutron) program .

” d. See also Revenue Procedure 96 13 1996 1 Cum Bull 616, deallng with
| _ requests for assrstance of the U S. competent authorlty under the

a provrslons of a tax treaty to whrch the Umted States 1s a party.
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‘Conversion of Capital Gain into Qrdinary Income.

Although the income that a taxpayer realizes when intellectual property is sold

may be treated as capital gain for tax purposes, there are several tax code

- provisions that convert what might otherwise be capital gain into ordinary

" income when the parties to the transaction are related.

The special provision pursuant to which the holder of a patent can realize

- "capltal gain When he sells the patent does not apply if the purchaser is a related
- party. See Int Rev Code§ 1235(d) Soﬁ?on v, Commzssroner 35T.C.787
'(1961) - | |

“a.  Capital gams treatment may still be avallable under general pr1n01ples of

tax law. See Reverue Ruhng 69- 482 supra

b, However, the government 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 Dale Corp. v.
" Commissioner, 59 T.C. 390 (1972) ‘where the government sought to apply

Section 482 (discussed above).

Under Section 1239, a taxpayer who sells proper‘cy to a related person will
realize ordinary income if the property is depreclabl ¢ in the hands of the

transferee, the concern here berng with a taxpayer’s ability to generate ordmary

* deductions in the future (through a related party) by paying currently a tax at

" favorable caprtal gam rates

" a A patent application is deemed to be depreciable for this purpose.

However, since patents with respect to which an application is filed on or
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after June 8, 1995 now have a statutory life of 20 years from date of filing,
query whether under current law, patent applications have become

.. depreciable in any event. .. . .

" b . Note also that mstallment sale treatment w1ll generaily not be available
under these mrcumstances See Int. Rev. Code § 453(g), which extends

-the definition of “related persons” beyond that in Section 1239.

_ Simﬂarly, property that is nota capital asset in the hands of the buyer (and that,
if l_ater sold by the buyer, will thus normally yield'_o_rdine&lry income) will
generate ordinary income for the selier when the sale or exeha.nge transaction
involves either two partnerships controlled by the same persons, or a
_ _partnershxp and a partner who directly or 1nd1rectly owns more than a 50%
interest in the partnership. Int. Rev. Code § 707(b)(2).

. F _i_h_ally, a U.S. taxpayer who sells a patent, copyright, secret process or formula,
: or similar property to a foreign corporation that the.taxpayer controls will
realize. ordmary income rather than capItal gain. Int. Rev. Code § 1249. |
. Control for thls purpose means the direct or indirect ownership of more than

50% of the. votlng stock of the entity.

C. Disallowance or Deferral of Iosses and Other Deductions..

. . Because of the ability of rel;at_ed_:p.artie_s:to create uneconomic tax losses or

. deductions, a number of tax code provisions and adrninis.trariye‘interpretations
of the laW specifically preclude taxpayers from deriving a current tax benefit
from a loss realized in a transaction involving a related party and place
restrictions upon the ability of taxpayers to. deduct amounts paid to a related

party. . .
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~Thus, should a taxpayer sell intellectual property at a loss to a person related to

‘the taxpayer, the loss; as such, will normally not be deductible currently. Int.
" Rev. Code § 267(a)(1) and, with respect to transactions involving partnerships
" or a partner and a partnership, Int. Rev. Code § 707(b)(1)."

“a. " ~If the transferor and the transferee are members of the same controlled
group of corporations, the loss Willltypically be deferred. Int. Rev. Code
§ 267(f). The regulations under this provision (Treas Reg §1. 267(f) 1)
apply consolidated return pI'lnClpleS

b. Otherwise, the transferee may reduce his or its subsequent gain by the 7
amount of the loss disallowed on the initial sale. Int. Rev. Code'§ 267(d). -

Similarly, the provisions of Section 197 dealing with the amortization of -

intangibles generally will not apply to intangibles acquired by a taxpayer from a

' petson related to the taxpayer in certain types of transactions if a depreciation

ot amortization deduction would not otherwise be available. Transfers of
know-how, for example, may be affected by this provision: See the
“anti-churning” rules in Int. Rev. Code § 197(f)(9); Proposed Treas. Reg.

~ § 1.197-2(h); 4nd LR.S. Private Letter Ruling 9630015, dated April 26, 1996.

Méreover, if a taxpayer licenses intellectual property from'a related party:
- 2. 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 o ‘ : '
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- b. . Nor will the royalties be deductible until the payee is required to include
.- them in gross income under the so-called matching principles in Section
_.267(a)(2). This provision precludes an accrual method li_censeé from
taking a tax deduction for amounts payable, but not yet paid, to a related
licensor who, as a cash-method taxpayer, reports income only upon
.. receipt. For the applicability of this provision to amounts.due a foreign

. payee, see Treas. Reg. § 1.267(a)-3.

5. For comparable provisions that apply to corporations filing consolidated tax

returns, see Treas. Reg. § 1.1502-13, dealing with intercompany transactions.
I ... -’I_fra_nsfer_s to a Controlled Corporation. . . = .

A.. Transfers to a Domestic Corporation. . -

1. In-general, when a taxpayer transfers intellectual property to a domestic
... corporation that the taxpayer controls immediately after the transfer, there will

-+ beno.gain or loss for tax purposes. .

.. a . Note, ;howevér, that in 1995 the Treasury Deﬁartnge_nt and the Internal
Revenue Service began an informal study of the tfeatment of transfers of
. _.intelleqtugl property under Section 351, and the President’s fiscal year
2000 budget proposal on the subject, discussed below, may reflect the
.outcome of that study.. See.69 Tax Notes 952 (Nov. 20, 1995).

- . b.. -Also, with respect to the transfer by a tax-exempt organization of |

intellectual property rights to a taxable subsidiary, see LR.S. Private Letter
Ruling 9705028, dated November 5, 1996. |

80-




. The statutory requirements for ndn-récoghiﬁdn appear in Section 351 of the tax

code. In general:

a.” Property must be transferred in exchange for stock; the receipt of securities
- is no longer permittéd, 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 trérisferors, own immediately after
the exchange stock possessing at least 80% of the corporation’s voting

‘power and at Teast 80% of all other classes of corporate stock.

Section 351 applies only to transfers of property. See generally LR.S. Private
Letter Ruling 8432073, dated May 8, 1984. ~ |

a. Patent rights have been determined to be property: unider Section 351,

Treas. Reg. § 1.351-1(2)(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, see Revenue
Procedure 83-59, 1983-2- Cum. Bull. 575; and with respect to trademarks

-alone, see LR.S. Private Letter Ruling 9710018, dated December 5, 1996.

.~ The government’s characterization of know-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 Ruling 71-564, supra, and Revenue

- . :Procedure 69-19, 1969-2 Cum. Bull. 301, in which the Internal Revenue

. :Service appeared to view secrecy .as an essential element of the
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technological information to which the provisions of Section 351 can

apply.

b ' The Internal Revenue Service has characterized know-how as secret where
.. ;. (1) it is known only to the transferor and those confidential employees who
need to have knowledge of the know-how so that they can apply it for its
intended use, and (ii) adequate safeguards are taken to guard against
unauthorized disclosure. See L.R.S. Private Letter Ruling 8502024, dated
October 15, 1984..

-¢.. Note also that Treas. Reg. § 1.86'1—178,_ dealing with the tax treatment of
certain transfers of computer programs, states that information concerning
.. acomputer 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, . . . .

4. A transfer is also required under Section 351.

- a.  For rulings purposes the Service has taken a restrictive posture regarding
.. the extent of the rights in intellectual property that must be transferred in
order tosatisfy the requirements for non-recognition under Section 351.
The question that the Service asks is whether the transaction, if taxable,
- would be treated as a sale fortax purposes rather than as a mere license.
- = See Revenue Ruling' 69-156, supra, and LR.S. Private Letter Ruling
9810010, dated December 3, 1997.

b.  Thus; under Internal Revenue Service rulings guidelines, a conveyance of

. all substantial rights in patents and patent applications is required; all
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“rights, title, and interests in a copyright in each medium of exploitation,

" 'must be transferred; and, in the case of a trademark ‘the transferor cannot

retain any signiﬁcant pow'er, 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.

" ¢.* The courts, on the other hand, have been more liberal. See E.I duPont de

Nemours & Co.'v. United States, supra, involving a non-exclusive license.

d. Note also that the Administration has proposed eliminating the “all
' substantial rights” requirement, provided that both parties to the
‘fransaction fréat it in the same manner. See Description of Revenue
" Provisions Contained in the President’s Fiscal Year 2000 Budget
i "Proposal prepared by the staff of the J 01nt ‘Committee on Taxatlon at

- page 275.

" Notwithstanding the general rule, if the intellectual prop'eity'was developed

specifically for the transferee, the stock received in exchange may be regarded

as taxable compensation for services rendered. Sece Int. Rev. Code § 351(d);

- Treas. Reg § 1.351- 1(&)(1)(1) Revenue Procedure 69- 19 supra Compare

" Blumv. Commlssmner 11 T.C. 101 (1948), w1th Chilton v. Commissioner, 40

SUT.CL 552 (1963).

However, ancillary services rendered by a transferor 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
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7. . Also, where no stock is actually issued to the transferor in exchange, the
transfer of intellectual property to a corporation may instead be treated as a tax-

free confribution 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 corporatjon, the provisions of Section 351 of the tax code will not

protect the U.S. transferor from taxation.

2. Under Section 367(a)(1), to which transfers of copyrights not treated as capital
- -assets are_subjeq:(see Int. Rev. C__odc §.367(2)(3)(B)(1)), the U.S. transferor will
_-_fea_}jze Qrdinary.incomc ‘when the transfer occurs to the extent the transferor
. would haye:_ realized ordinary-income had the property been sold instead. See
Témporary Treas. Reg. §§ 1.367(a)-1T, 1.367(a)-5T(b)(2), and 1.367(d)-1T(b).
Note that the provisions of Treas. Reg. § 1.861-18 apply for purposes of
 determining the impact of Section 367 upon the transfer of a computer

program.

3. Section 367(d), added by the Tax Reform Act of 1984, deals with the transfer
of other intangibles (includiqg_ patents, know-how, trademarks, and other
copyrights) to a foreign corporation in a transaction to which Section 351

would otherwise apply.

_' -a. . Overturning prior law (see Revenue Prpéedux;e_68-23, 1968-1 Cum.
~ Bull. 821), this provision, which will apply unless rcgulations provide to
the contrary, does not distinguish between transfers of US and foreign
intangibles, nor does it focus upon the nature of the business in which the

. intangibles are to be used. On its face, the provision applies not only to
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“intangibles transferred to a forelgn entlty ‘that will manufacture goods for
the U.S. market, but also to 1ntang1bles t6 be used to produce abroad a
product for consumption abroad. See Temporary Treas Reg

581 367(a) 1T(d)(5)(1) and 1. 367(d) lT(b) -

~b. Moreover, the Service will seek to apply this provision under certain
circumstances whenever intangibles are simply licensed for a limited

- period of time. See Temporary Treas. Reg. § 1.367(d)-1T(g)(4) ).

. Under Section 367(d), a U.S. taxpayer will be deemed to have transferred the

‘jntangibles in question in exchange for payments that are contingent on the
productivity, use, or disposition of the property, and, ﬁotﬁ}ithstanding the actual -
consideration paid, will be deemed to receive each year over the useful life of
the property (oi', if leés, 20 years) an amount commensurate with the income
attributable to the intangibles. See Temporary Treas. Reg. § 1.367(d)-1T(c)(3).
“The Taxpayer Relief Act of 1997 repealed the treatment of this deemed
‘ordinary income as U.S. source income, so that the regular royalty sourcing
rules will now apply. Int. Rev. Code § 367(d)(2)(C), as amended effective
August 5, 1997.

‘a.  Under the temporary regulations, however, an election to treat the
" transaction 2s a sale can be made under certain circumstances -- for
example, when operating intangibles (e.g., studies) are transferred or, in
general, when at least half of the property that the U.S. transferor transfers
consists of intangibles to be used abroad in the active conduct of a
business not involving the manufacture or sale of products in the United
States or for the U.S. market and the U.S. transferor receives between 40%
" -and 60% of the transferee, a newly formed entity, at least 40% of which is
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- owned by_unrelated foreign persons. Temporary Treas. Reg. §§ 1.367(a)-
T and LIFTA-TERD

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)?_includirrg “any trademark, 'trade_n_ar_r;e, or brand

name.”

b However the General Explanatlon of the 1984 Act. prepared by the Joint
Committee on Taxation states: “The Act contemplates that, ordinarily, no
- gain will be. recogmzed on the transfer of . . marketmg intangibles (such
... as trademarks or trade nar_nes) deyel_op_ed_b_y: a _ferex_gn _:branch toa forelgn

~ Corporation.” - . .

¢.  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 ;67@) on transfers of marketing intangibles
. (such as trademarks. . .) for use in connection with a U.S. trade or
.. business, or in conneef_io_nyvi,th good_s to be ._rnanpfectl_lred, sold, or
_consumed in the United States.” H.R. Rep. No. 98-861, 98th Cong., 2d
 Sess. 955 (1984).

.- d.. The Treasury Department appears to have -res_olved__the ambiguity by
taking the position that foreign marketing intangibles (including
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' trademarks) developed by a foreign branch and transferred to a foreign

* corporation before May 16, 1986 are not subject to Section 367(d). See

" Temporary Treas. Reg. §§ 1.367(a)- 1T(@(5)(v) and 1.367(d)-1T(b).

e Alth:ough" mere contributions to the cép'itel of a domestic eorporation 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; L.R.S.
- Prtvate Letter Ruhng 9343009 dated July 21 1993. See also Nestle Holdings

a.

'v Commzsszoner T.C. Mémo 1995-441 remanded (on a d1fferent issue),
152 F.3d 83 (2d C1r 1998) where the taxpayer sought 10 treat a sale as in part a

a capltal contnbutlon

Ifthe 80% vot1ng control requ1rement of Sect1or1 35 l is met, the
provisions of Section 367 will apply as though the transferor had received

stock of the foretgn corporat1on equal in value to the property transferred.

" See Int Rev Code § 367(0)(2) reversmg the p051t1011 taken in Abegg v.
o Commms;oner 50 T C. 145 (1968)

Otherwise, under current law, the transferor will be required to include any

_bullt-m gam in his or its U.S. gross mcome as though the property had
) ' ; actually been sold 1f 50 provrded in regulatlons promulgated by the
' Internal Revenue Servme Int Rev. Code § 367(t)

- Priorto the Taxpayer Relief Act of 1997, however, different rules applied.

: Bu11t-1n gam was taxable at 35% when a U S. c1tlzen re51dent

corporation, partnersh1p, estate, or trust contnbuted 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 failure to file a return reflecting such a contribution made after
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. August 20, 1996, a penalty equal to 35% of the gross reportable amount
could have been imposed. Int. Rev. Code § 1494(c), added by the Small
‘Business_J_ob Protection Act of 19_96. See LR.S. Notice 96-60, 1996-2
Cum. Bull. 227; I.R.S. Notice 97-18, 1997-10 Int. Rev. Bull. 35; LR.S.

. Notice 97-42, 199729 Int. Rev. Bull, 12; and LR S, Notice 98-17,
. 1998-11Int Rev.Bull 6.

- | d. _‘:To avoid this erccise tart under prior_la\&, the-transferor either had to elect
to have princ_ip_les s_irnilar to those of _Section 367 applieri to the
| transactlon or had to elect under Sectlon 1057 (also repealed by the
Taxpayer Rehef Act of 1997) to 1nc1ude any gam in hlS or its U.S. gross
income, as though the property had actually been sold. Int. Rev. Code
~ §1492. Seel. R S Techmcal Adv1ce Memorandum 9647004 dated
o 'August 3, 1996

- & e | Note that the Tax Reform Act of 1984 deleted the ablhty of a taxpayer to
o aV01d the former exc1se tax by estabhshmg n advance that the transfer
would not be in pursuance ofa plan havmg as one of its prmcrpal purposes

~ the avoidance of federal income taxes.

N 7.7 For certaln reportlng requlrements see Int Rev Code § 6038B and Treas. Reg.
§ 1 603 8B 1 requlrmg in certam 1nstances the use of Form 926, Return by

Transferor of Property toa Forelgn Corporatton
" a. Note that the reporting requﬁements apply to transfers of intellectual

pr0pe1ty made bya U. S person that are not viewed as taxable

i contnbutmns to cap1ta1

88 .




Y

b.  There are significant penalties for failure to comply - i.e., the lesser of
$100,000 (absent intentional disregard of the law) or 10% of the value of
the property transferred.

III. - Transfers to a Foreign Partnership.
A. Under the law in effect prior to the Taxpayer Relief Act of 1997.

1. - A U.S. citizen, resident, corporation, partnership, estate, or trust who

contributed property to  foreign parinership was taxed at 35% on the built-in

“gain, notwithstanding the provisions of Section 721 that impose no tax when a

* taxpayer transfers property to a partnership in exchange for an interest in the

~partnership. Int. Rev. Code § 1491, as in effect prior to Aﬁgusf 5,1997. See

“I.R.S. Technical Advice Memoranduth 9618003, dated January 17, 1996, and,
with respect to the definition of “property,” United States v. Stafford 727 F.2d
1043 (11th Cir. 1984). '

2. To avoid this excise tax, the transferor was able to take either of the two steps
described above, available to a taxpayer who contributed to the capital of a
taxable foreign corporation in a transaction that failed the 80% voting control

“requirement of Section 351. Int. Rev. Code § 1492, as in effect prior to
‘August 5,1997." See LR.S. Technical Advice Menioi‘ahdum9704004, dated
October 23, 1996, and LRS. Private Letter Ruling 9741037, dated July 14,
1997.

B Under current law, (i) by regulation, rules comparable to'those in Section 367(d)
" may apply, or (ii) immediate gain recognition will be required to the extent provided
- in regulations promulgated by the Internal Revenue Service if gain would otherwise

be recognized later by a non-U.S. person.
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- 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 transters of property to domestic as well as foreign partnerships. .
It appears, however, that the statute as worded gives the government the

authority to do.so.. . -

In addition, the reporting r_equiremé_n_ts 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 or a related person within the.12-month period ending on the date of the

-most recent transfer is worth more than $100,000.

1. For simplified reporting rules applicable to transfers made before January 1,
.. ..: 1998, see LR.S. Notice 98-17, supra. -

2. Withrespect to transfers-made on or after January 1,.1998, see Tréas. Reg.
- § 1.6038B-2,-directing that reportable transfers of property to foreign
L ﬁartnerships be reported on Form 8865, Information Return of U.S. Persons
.- With Respect to Certain Foreign Partnerships. : - -

3. 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% of the 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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