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- GENERAL

L Goals.

_ A ) From a tax perspectlve busmesses and 1nd1v1dua1 taxpayers who acquire (by way of

development or other\mse) or dlspose of mteliectual 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.

D. Finally, i in an ideal World if any party to the transactlon hves or transacts business

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

A.

" The actual tax consequences of the acqmsmon or transfer of 1ntellectua1 property

depend upon a number of variables. See in this regard the stcussmn Paper released
by the Treasury Department on November 21, 1996 entltled “Selected Tax Policy
Implications of Global Electromc Commerce '

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

character for tax purposes. For example:

1. Isita pateﬁt, a copynght, know—how,ﬁ computer software, or a trademark?
2. In the hands of the transferor; is it a eapitel'asset or inventory-type property?

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

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

property must determine the nature of the transaction. Specifically:

‘1. Does the trarisferdlj retain a substantial "i"nt'eres't_ 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? ' '

Finallj, the tax consequenees of the transaction will often depend upon the nature of

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

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

2. In the'case of an insta_lhnent sale, is there stated if;ter_est?
3. Are payments contingent on productivity or sales?
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4, ‘Is an arm’s-length amount to be paid for the inteliectual property?

5. Are expenses being prepaid? "

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

ACOUIRING INTELLECTUAL PROPERTY, OTHER THAN

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

~ developed by the taxpayer, it is licensed from a third party, or it is received by way

of assignment from a third party.

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

o concerned about the deductibility of the ac;qﬁisit_io.n costsunder the tax code.

~ ‘Moreover, if the taxpayer has foreign operatioﬁ's', it will be 'i.mpo_rtant o know

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

-+, In addition, if the costs are paid to a foreign persoh, the-acquiring party must

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

Dev_'giidpihg_ One’s Own Intéllectgél Prop#i'ti- N -

A.

Deductibility of Research and Exberimentél'Expenditurés.:f" .

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:




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

added to basis and may or may not be amornzable or deductlble over time.
See Int. Rev. Code §§ 263(a) and 263A.

“at ! Section 263A, the so-called uniform dd’pit&diZétion provision, requires
a taxpayer to capitalize all direct and allocable indirect costs of

- tangible (but i_mf _i_nt.é;igli'tile) personal property produced by the
taxpasfér fdr usé 111 atrade or business or an activity conducted for

profit.

“b: - Under Section 263A, tangible property includes a filin, sound
" recording, videotape, book, or similar property. ‘See Treas. Reg,
§1.263A2)2. -

However, Section 174 of the tax code gives taxpayers two basic optional
* Wways to treat so-called research and experimental expenditures that are
- mcuned in connection with a trade or business and that are reasonable (see

| Int Rev Code § 174(e) added by the Revenue Reconciliation Act of 1989)

: 'under the cu‘cumstances The uniform capitalization provisions do not apply -

~ to such research and experimental expenditures. See Int. Rev. Code § -
__-263'A(6)(2)' Treas. Reg. § 1.263A-1 (e)'(3)(ii)(P)‘ and (iii)(B). ‘See also Treas.

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

expenditures from coverage under the recently promulgated regulatldns

governing the capitalization of intangibles.

- a. - Theexpenditures can be deducted c¢urrently in full (Int. Rev. Code
§ 174(a)(1)) or, if they do not relate to depreciable property, they can
... be amortized ratably over a period-of not less than 60 months,
.beginning with the month in which the benefits from them are first
realized (Int. Rev. Code § 174(b)(1)). -

.
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Hence, amortization is available only during periods when there is no
property resulting from the research activities that has a determinable
- useful life. For exaniple; a taxpayer who deizelops a process and

~ begins to deduct the attendant research and experimental expenses
over a period of 60 months, beginning with the date on which the
taxpayer first benefits from marketing products that result from the
. process, must stop amortizing all unamortized amounts (and

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

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

. l-later inthis outline;.

. An elect:lon to amortlze carl be hmlted to a particular project (see

Treas Reg § 1. 174-4(3,)(5), IR S.. anate Letter Ruling 9830030,

| ) dated Aprll 28 1998 deahng w1th specialized software development

payments made to thard partles) Wlth respect to whether an election
to expense can be limited to partlcular types of research and
experimenfal expenditures (see IL.R.S. Private Letter Ruling 9552048,
" dated October 2, 1995, dealing with legal fees incurred in securinga
- patent). -Cf. Revenue Ruling 58—-74, 1958-1 Cum. Bull. 148.

_ Under: most eircumstancee,. a fakpayer’s election, once made, is
~ binding —i.e., it can be changed only with Internal Revenue Service ‘
consent. Int. Rev. Code § 1-74(&)(3) and (b)(2). See I.R.S. Technical

- Advice Memorandum 9707003, dated October 31, 1997, and LR.S.

‘Private Letter Rulings 9726022 through 9726028, dated April 1,
- 1997. With respect the need to make an election to expense on an

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

- Ruling 66033159404, dated March 31, 1966.




However, an individual who chooses to expense his research and
“experimental expenses is later permitted to elect, without the consent
of the Internal Revenue Service, to amortize some or all of his
-+ subsequently incurred expenses over a period of 10 years. If he does
so, he will avoid any adverse impact under the alternative minimum

- tax provisions, pursuant to which an individual’s alternative minimum

- - taxable income must be determined by amortizing his research and

. - experimental expenditures ratably over the 10-year period beginning

with the taxable year in which they are made unless they relate to an
activity in which he materially p'articipates. See Int. Rev. Code

§ 56(b)(2) as amended by the Revenue Reconcﬂlatlon Act of 1989;

| § 59(e); and WIth respect to the bmdmg nature of the election, 1.R.S.
" :_Techmcal Advice Memorandum 9607 001 dated October 31, 1995,
and LR.S. Technlcal Advxce Memorandum 9746002, dated August 1,

N }907 it deal;ng wnth the sharehe;der of an S corporation).

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

" corporations:as well as individuals. ‘See LR.S. Private Letter Ruling

- 200117006, dated January 17, 2001, and LR.S. Field Service Advice
200122005, dated February 7, 2001.

Whatever election a taxpayer makes, prepaid research and experimental
- expenditures may remain non-deductible until the research and experimental

_work is actually performed: See Treas. Reg. § 1.461-1(a)(1) and (2); LR.S.

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

- §1.263(a)-4(d)(3).  As to an accrual basis taxpayer and investors in a tax
- shelter; see Int. Rev. Code § 461(h) and (i). -With respect to payments made

with borrowed funds repayable out of license fees, see I.R.S. Private Letter

Ruling 9244021, dated July 13, 1992, and LR.S. Private Letter Ruling
9249016, dated September 8, 1992.

P




5. The regulations define research and experimental expenditures as research
- ;.and development costs in the experimental or laboratory sense. Treas. Reg.
-§ 1.174-2(a)(1). This particular language has been in effect since 1957,
S " although an updated deﬁmtmn was pubhshed in the Federal Register on
.= . October 3; 1994.

a. Researchand experimental expenditures include costs incident to the
development or improvement of a product and the cost of obtaining a
. paterit, such as attorneys’ fees expended in perfecting a patent

- application. - - - .

| b | ) '_ The cost of research performed by a thll‘d party under contract can -
o lquahfy Treas Reg §1. 174-2(a)(8) |

‘e." " However, qualiﬁed costs do not include the cost of acquiring another
- person’s patent or proeess' (Treas. :Reg. § 1.174-2(a)(3)(v1)) or the cost
of obtaining foreign pe.tents on inventions covered by U.S. patents "
~ and patent applications owned and developed by others (Revenue
_ Ruling 66-30, 1966-1 Cum, Bull. 55). See also LR.S. Technical
Advice Memorandum 9707003 dated ()ctober 31, 1996, describing

the trade or busmess requlrement

. d. Inaddition, quahﬁed costs do not include the cost of acqumng
:” deprec1able property used in research activitics. See Ekman v.
| :Commzsszoner, T. C Memo, 1997 318 99—1 U S. T C. 950,580 (6th
E Cir. 1999). See also I R S Field Semce Adv1ce 200207006, dated
u 'November 1, 2001 dealmg Wlth software products used in research or _

expenmental act1v1t1es

++6. - * Under regulations proposed in 1989, expenditures incurred after the point a

- product met its basic deéign specfﬁcations normally would not have qualified




- as research and experimental expenditures, unless the expenditures related to

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

- .. to reduce costs significantly or to achieve significantly enhanced

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

approach was deleted from the definition of research and experimental

. expendltures proposed in March of 1993 Now under the updated deﬁmt:lon '

h _' pubhshed in ﬁnal form in 1994

s @ o Amounts that' a taxpayer spends to discover information that will

eliminate uncertainty concerning the development or improvement of
a product will quallfy if the information already available to the
o taxpayer does not estabhsh (1) the capablllty or method for developing
or improving the product, or (ii) the appropnate design of the product.
- For this purpose, the nature of the product or improvement and the
R ll_evel of technological advance are not relevant. Treas. Reg. |
. §1.1742(a)(1). . |

: C b o "The cost of testmg to deterrnme Whether the design of a product is
S approprlate in contrast to mere quahty control testing, can qualify as
" aresearch and experlmental expendlture Treas. Reg.
§1.174- 2(a)(3)(1) and (4).

. - At present the costs of developmg computer software (whether or not it is

| 'patented or forrnally copynghted) can be treated like research and
experlmental expendltures See Revenuc Rulmg 71-248, 1971-1 Cum.
‘Bull. 55; LR.S. Private Letter Ruhng 9551002 dated September 14; 1995.
Bui see LR.S. Technrcal Advrce Mernorandum 9449003 dated August 25,
1994, where the Internal Revenue Service concluded that the taxpayer had

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

SN,
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. .-Similar conclusions are reflected in LR.S. Field Service Advice 199930016,
. dated April 27, 1999, See also Treas. Reg. § 1.263(a)-4(b)(3)(iv).

a. Under all 969 revenue procedure, a taXpayer who elected to amortize,
_rather than immediately deduct, computer software development costs
‘could do so over five years from the completion of development or
" over a shorter period where the developed software was shown to
-have a shorter useful life. Revenue Procedure 69-21, 1969-2 Cum.
- Bull..303.

. ‘The 1969 revenue pro_oedure_has now been superseded by Revenue
~ Procedure 2000-50, 2000-2 Cum. Bull. 601, permitting a taxpayer

E (1) 1o expense computer software development costs, (1i) to amortize

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

' (111) to amortize them ratably over 36 months from the date the
software is placed in service. The preamble to recently promulgated
Treas. Reg. § 1.263(a)-4 indicates that taxpayers may continue to rely
on thi_s revenue procedure until separate guidance is issued. 69 Fed.

o - Reg. 436, at 440.

c. ‘This is coﬁsistent with the fact tl'_tz_tt a texpayer can now depreciate

(under Int, Rev. Code § I67(ﬂ(t)) the cost of depreciable computer

o -software to which the tax-code provision dealing with the

. .amortization of intangibles (Int. Rev. Code § 197) does not apply.
.The depreciation period is 36 months from the date the property is
placed in service. - Thus, the final regulations under this provision
(Treas. Reg. § 1. 167(a) 14(b)(1)) prospectlvely modlfy the approach

“ taken in the 1969 revenue procedure to perrmt 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).

" Some concern has been expressed about the applicability of the
~uniform capitalization rules of Section'263A to the costs associated

- with the development of computer software, since the 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 reqmred to capltallze computer software development costs. See

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

) "'at 1993-1 Cum. Bull 904.

Note thatin 1997 the Internal Revenu¢ Service announced its position
- that Year 2000 software update costs (i) could generally be treated in
the same way as software development expenditures, but (ii) normally
| Would not qualify for the research credlt Revenue Procedure 97-50,
©1997:2 Cum. Bull. 525.

" 'However, the Internal Revenue Service may treat web site

“development costs as ineligible for-the speécial treatment afforded
.computer software development costs.- See BNA Daily Tax Report
© No.222, at G—2'(N0v. 16, 2000). o

_ In the past, the tax code has perrmtted a taxpayer to claim a research credit.
| To av01d a double beneﬁt the deductron otherwrse allowed for research and
. experrmental expendltures must be reduced by any research credit available

with respect to these expendltures unless the taxpayer irrevocably chooses to

10
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.. reduce the credit by the taxes deemed saved by not offsetting an amount
equal to the credit against otherwise allowable deductions. Int. Rev. Code
- § 280C(c). - |

.. 9  With tespect to the at)ilitj to increase .the assets of a controlled foreign
o oxporatlon by the research and experxmental expendltures that it incurs over
| its three most recent taxable years for purposes of determining whether the
| passwe fore1g11 mvestment company (PF IC) prov1smns of the tax code apply
to its U.S. shareholders see Int. Rev. Code § 1298(e)(1), added by the
- Omnibus Budget Reconciliation Act of 1993, as well as the discussion of this

.-+ proviston later in this outline.

‘B.,_ AI Allocatlng Research and Expenmental Expendltures Between Domestlc and Foreign

Act1v1t1es

I Since a domestic taxpayer with foreign source 'income may be taxed both 111
o the United States and abroad on that income, the tax code permits a domestic
o taxpayer to reduce his or its U S. tax 11ab111ty to reflect the i 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
E incor_ne’ taxes that the taxpayer pays abroad {Int. Rev. Code § 164(a))
or, subject to many limitations, may ggc_d_jt-these taxes against his or.
* its regular U.S. tax liability (Int. Rev. Code § 27). See Int. Rev. Code

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

.b. ~ Ifa taxpayer chooses the credit instead of the deduction, the credit for
" foreign taxes paid on income of the same kind — i.e., which falls
“within a particular foreign tax credit basket — cannot exceed that
3 proportion of the taﬁpayer’s'tetal U.S. tax liability, which the

taxpayer’s taxable income from sources outside the United States

11




- within that foreign tax credit basket bears to the taxpayer’s entire
taxable income for the same year. Int. Rev. Code § 904(a) and (d).

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

income and of the deductrons shown on the taxpayer S U S. tax return,

in order to determme the source of the taxable income shown on the
" return. W1th respect to the forelgn tax ered1t basket to which patent

| _royalty income belongs, see American Air quuzde Inc. v.
| Commzsszoner 116 T C 23 (2001) aft’d 2002—2 US.T.C. 150,628
- ‘(9th CII‘ 2002) .

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

elects to deduct research and experrmental expenditures, these expendltures

' mustbe apportloned between the taxpayer sU.S. and forergn source income

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

. activities are related_. The alloca_t_ron_ tules now in effect_._have a long history.

| a © O After years of uncertamty, allocation rules (Int Rev. Code § 864(f))
o "were added to the tax code by the Revenue Reconcﬂratron Act of
1989, These rules superseded that portron of Treas. Reg. § 1.861-8
 (promulgated in 1977) dealing with the allocation of research and
T e_xperimental expenditures, but only with respect to a taxpayer’s first
. two _taxable years beginning after August 1, 1989 and during the first
six.rnont_hs of a taxpayer’s first taxable year beginning after Au.gust 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
an_nourtc_ed 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

12.
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- immediately following taxable year, provided that the taxpayer used a

- prescribed transitional method of allocation based upon the expired

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

-~ Bull. 409). The Omnibus Budget'Reconcﬂiation 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

"yea;f to which Revenue Procedure .9'2-'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 beginning after Aué,rlisf 1 , 1994, ‘However, proposed changes in

L this regulation were published in the Federal Register on May 24,
- 1995 and have since taken effect.

With respect to the allocation of résearch and de_Velopment expenses

" between a parent corporation and its export subsidiaries for a different
 purpose, see The Boeing Co. v. United States, 537 U.S. 437 (2003).

Pursuant to the regulations now in effect (Treas. Reg, § :1'.876."‘1:—'17, generally

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

the Treasury Departhlent’s _sfudy entitled The Relationship Between U.S.

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

a .

~ May 19, 1995:.

Expenditures made solely to satisfy the legal requirements of a

governmental entity with respect to the improvement or marketing of -

products or processes are allocable to the geographic area within

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

. de minimis amount of gross income. ..

13




b, : - Under the sales method, a taxpayer may apportion 50% of the

¢ taxpayer’s other research expenditures to U.S. (or foreign) source
income if over 50% of the faXpayer’s-reseaieh activities are conducted
-+ in the U.S. (or-abroad), and the balance of the expenditures must then

- ‘be apportioned based on sales. -

“ c. . _Alternatlvely, a taxpayer can choose the optlonal gross income

. :methods of apportlonment pursuant to which 25% of the taxpayer’ s
other research expenditures must generally be apportioned to U.S. (or

.. foreign) source income ‘1f the over-50% test is met.

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

ﬁve taxable years.

Fora case applymg the regulat;lon as in effect for 1978 through 1981 see The

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

o Intel Corp V. Commlsszoner 67 F.3d 1445 (9th Cir. 1995). With respect to
‘the use of the same method of allocatlon for all purposes, see LR.S. Field

: _.Serv1ce Adv1ce 200207012 dated November 13 2001.

- €. Credit for Increasing Research Activities. .

. 1. A

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

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

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

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

‘2. The research credit, affer having been extended in 1991 to cover |

amounts paid or incurred through June 30, 1992, expired in 1992; was
*temporarily reinstated by the Omnibus Budget Reconciliation Act of
1993 to ‘cover amounts paid or incurred through June 30, 1995; was

subsequently reinstated by the Small Business Job Protection Act of

14
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1996 to cover only amounts paid or incurred after June 30, 1996, but
on-or before May 31, 1997; was extended once again by the Taxpayer
- Relief Act of 1997 10 cover expenditures paid or incurred from
June 1, 1997 through June 30, 1998; and was extended by the Tax and
Trade Relief Extensmn Act of 1998 for yet another year, to cover
- expendltures pald or 1ncurred from July 1,1998 through June 30,
1 999

: 'b... . Legislation enacted in 1999 extended the research credit again, but

- this time for a longer period of time. Eligible expenditures now
. include those paid or incurred from July 1, 1999 through June 30,
. 2004. For a-discussion of the impact of the credit suspension periods
included in the 1999 Ieglslatlon see I. R S. Notice 2001-2, dated
 January 8, 2001 2001-2 Int. Rev. Bu11 265 and LR.S. Notice
2001-29, 2001-29 Int. Rev. Bull. 989.

"¢ President Bush proposed e'pennanent extension of the credit, which.

" was included in the Senate amendment to the Economic Growth and
 Tax Relief Reconciliation Act of 2001 (HLR. 1836) but dropped in

_conference.

L There are two compeﬁents to the research credit. The first is an incremental
credit, equal under the general ruI 10 20% of a taxpayer s qualified research
| expendltures 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. -

o a. | " The Ommbus Budget Reconcﬂlatlon Act of 1993 added a special

a pr0v1310n deallng with the base amount for start~up companies {(Int.
" Rev. Code § 41(c)(3)(B) effective in taxable years beginning after -
o 1993), which was liberalized by the 1996 legtslatton.

15




" b. © . In any 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

. expenditures for the current year.

There is also an electlve alternatlve 1ncrementa1 credrt added by the 1996

1eg1slat10n (Int Rev. Code §41(c)(4)) and subsequently liberalized, consisting
of the sum of three amounts, all based upon the amount by which a

taxpayer’s current qualified research expenditures exceed a defined portion of
~ the taxpayer’s average gross receipts over the prior four years (Y). See.

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

.. beelected on Form 6765, Credit for Increasing Research Activities.

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

b. ~ Thenthe taxpayer must determine the exterit to which the taxpayer’s
. current quahﬁed research expendltures exceed (i) but not (ii)
7 _ (Amount A), (11) but not (111) (Amount B) and (iii) (Amount C).

c. ~ The alternative credit now equals 2.65% of A 3.2% of B, and 3.75%
of C; and an electlon to use it may be revoked in subsequent years
. onIy W1th the consent of the Intemal Revenue Service. See LR.S.
o Private Letter Ruhng 200019003 dated February 2, 2000.

"~ Certain basic reg uirements must be met before either the traditional or the
alternative incremental research credit may be claimed. Proposed regulations
) regardmg certaln of these requ1rements were issued by the Internal Revenue
| :‘Serv1ce at the end of 1998 and were pubhshed in the Federal Register in final

R 'form on January 3,2001. However, the Bush Adm1n1strat1on postponed their
| _. | effect_lvel da_te. See IRS Not1oe 2001 1‘9,‘2001. 10 Int. Rev. Bull. 784,
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indicating that any changes would be set forth in proposed regulations and
. that the regulations (other than the provisions dealing with internal-use

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

++ New proposed regulations were published in the Federal Register on

. ‘December 26,2001, and, with the exception of those pbrtions dealing with

-internal-use software, they were finalized in December of 2003, effective for

. taxable years ending on or after December 3 1,2003.

a. | Q.V ﬁaliﬁed .r.esearch-exﬁ enses are a prerequisite. Eligible expenditures -
. | include in-house wages at_tribﬁtablé_ to research activities and supplies
used in research, and 65% (or 75% in the case of payments to a
. "qualiﬁed .rese‘ér.ch consorﬁuinj of aﬁlounts paid for contract research
conducted on the taxpayer’s behalf in cases where the taxpayer must
- bear the costs even if the research efforts are unsuccessful. See Treas.
. Reg. § 1.41-2(e) and Int. Rev. Code §41(b)(3)(C), added by the Small
Business Job Protection Act of 1996. The Iﬁtemal Revenue Service
. has proposed aCoordinated Issue Paper addressing Whether_ or not
- qualifying wages include contributions made to a 401(k) plan. See
- BNA Daily Tax Report No. 75, at L-1 (April 20, 1999). With respect
- to the treatment of compensation income associated with the exercise
... of stock options, see Sun ﬂ/ficrosystehzs‘v; aCommissionef, T.C. Memo
©-1995-69. With respect to overhead and depreciation, see L.R.S. Field
‘Service Advice 200219001, dated September 21, 2001.

| _b.. '_ o Qualiﬂed r'ésearch‘mus‘t élso be involved. See a proposed

: Coordinated Issue Paper addressing_whether the redesign of a kitchen
toaster involves quéliﬁeci research, reprinted in BNA Daily Tax Report
No. 145, at L-1 (July 29, 1999). Among other things, the research
- must be undertaken before commercial production begins for the

- purpose of discovering technological informaﬁon, the application of - -
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- which is intended to be useful in the development of a new or
L .improx}ed business component, and the research cannot be conducted

- outside the Unifed States, Puerto Rico or any United States
-.-possession. : See Int.-Rev. Code §_4I(d). - The standards set forth in the
- final but subsequenﬂy'withdf'awn' January 3, 2001 regulations and, in

..~ particular, the requirement that the research be undertaken to obtain

- knowledge exceeding, expanding or refining “the common knowledge

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

' were criticized. See former Treas, Reg. § 1.41-4(a)(2)-(7). The final
- 'regulaf‘i.ons (Treés. Reg. § 1.41 -4(a5(3)5 drop the so-called discovery

test and rlelyl'i.nstead on the"diseovefy principles under Section 174.

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

the federal government. The old regulations provide that funding for

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

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

-.-(ii) to the extent a researcher who retains substantial rights in the .
... -results-of the research is reimbursed for the research expenses

incurred. Treas: Reg. § 1.41-5(d), 'appli'cable in taxable years

- beginning before 1986, redesignated as Treas. Reg. § 1.41-4A(d) in

“the final regulations, and made applicable currently by Treas. Reg.
-§ 1.41-4(c)(9). See Lockheed Martin Corp. v. United States, 210
F. 24 1366 (Fed. Cir: 2000), aff’g in part and rev’g in part 42 Fed.
Cl. 485 (1998), dealmg with expenses incurred in 1982 through 1988
- by a corporatlon that was deemed to have retamed substantlal rights in

K the research it performed

- The Internal_Revenue Service has treated research as having been
-~ funded where payment by the third party was expected and likely to
. be made. See Fairchild Industries, Inc. y.. United States, 30 Fed. '
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Cl. 839 (Ct. Cl. 1994), rev’d, 71 F.3d 868 (F. Cir. 1995), where the
- government’s position was rejected on appeal, and L.R.S. Technical
- Advice Memorandum 9410007, dated November 30, 1993. With
* respect to research funded by a member of the same controlled group
(and hence not viewed as funded fesearch), see LR.S. Technical
Advice Memorandum 8643006, dated July 23, 1986.

.-, 5. . .Not all expenses to which the research and experimental provisiohs of

Sectlon 174 appIy qualify for the incremental credit. See Int. Rev. Code
§41A)1)A). |

a. | For exardple a ta.xpayer who hes not oegun trade or business |
| ) operatlons may be unable to claim the incremental credit, but research
expend1tures mcuxred in connectmn Wlth a start-up business venture

| are generally deductible. See Int. Rev Code § 41(b)(1) and (4) Snow

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

o 46 F.3d 950 (91:h Cir. 1995) Compare however, I.R.S. Technical

| 'Adv1ce Memorandum 9604004 dated October 17, 1995, and LDL

) | Research & Development v/ Ltd v. Commissioner, 124 F.3d 1338

'(1 Oth Cir. 1997), i in w}uch the requlsne trade or business standard

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

'b.  Similarly, product development costs may not qualify for the
' incremental credit but may constitute qualified research or
- experimental expenditures under Section 174. See HLR. Rep.
No. 103-213, 103rd Cong., 1st Sess. 522 (1993); Eustace v.
~ Commissioner, 312 F.2d 905 (7th Cir. 2002); LR.S. Technical Advice
. | ‘Memorandum 9522001 dated December 21, 1994; Treas.
- Reg § 1.41- -4©)(1).
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~ The Internal Revenue Service has taken the position that wages paid

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

incremental credit, even though they are eligible research or

- experimental expenditures under Section 174. See LR.S. Field
-Service Advice 200131007, dated April 23, 2001.

In addition, the incremental credit is not generally available with

- respect to research undertaken to develop computer software (for

.. example, accounting control software) pritharily for the taxpayer’s

own internal use in an activity that does not constitute qualified

research or a productlon process developed through qualified

" rescarch. See Int. Rev. Code § 41(d)(4)(E); LR.S. Notice 87-12,

© 1987-1 Cum. Bull. 432; the government s internal-use software audit
plan pubhshed in BNA Dazly Tax Report No. 145, at L-1 (July 29,
| 1996) 84 Tax Noz‘es 1375 (Sept 6, 1999), referring to an ISP s

Coordmated Issue Paper dealmg Wlth commercial software packages;

" United Statzoners, Inc. v. United States, 982 F. Supp. 1279 (N.D. 11l

o 1997), aff’d 163 F.3d 440 (7th C1r 1998) cert. denied, June 21,
‘::'1999 Tax and Accounnng Software Corp v. United States, 301 F.3d
1254 (10th Clr 2002), rev’g and remanding 111 F. Supp. 2d 1153
”"(N D. Okla. 2000), cert. denied, June 2, 2003; Wicor, Inc. v. United

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

C’ommissioner, 110 T.C. 454 (1998). - Se_e_also Revenue

.- Procedure 97-50, 1997-2 Cum Bull.. 523, generally precluding a

- research credit for.year 2000 costs. -

| _Under proposed re gulatlons pubhshed in the Federal Register on
" 'January 2, 1997 however the 1ncremental credit was made avallable
with respect to internal-use software that was innovative and not

| commercially available for use by the taxpayer, and the development

P
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_of which involved significant economic risk. Proposed Treas. Reg.
§ 1.41-4(e)(5) (Jan. 2, 1997).

£ Although the regulations dcﬁnmg_qualiﬁed research were generally
. finalized at the end of 2003, those portions dealing with internal-use
software were not. Instead, the Treasury Department and the Internal
Revenue Service issued another advance notice of proposed
rulemaking, soliciting further comments on the subject. 69 Fed.
‘Reg.43. | S

g. .. The currenily ﬁroposed regulations include the provision in the 1997
regulations noted above, as well as a provision making the credit
.. available with respect to the cost of software developed for use in
. providing computer sen}ic_es. Proposed Treas. Reg. §1.41-4(c)(6).
The_exception in the regulations published in the Federal Register on

.. January 3, 2001 for costs associated with making certain

non-computer services available to customers has been deleted.

6. 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 organization for basic research that has no

- specific commercial objective.

a. The credit is equal to 20% of qualifying expenditures above a floor,
adjusted upwards where the corporation’s non-research giving to

. -educational 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 béfore their first taxable year

o be_ginning after 1983 b'é'caiisé, for them, the munmum basic research.

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

the current year

¢, Also, the basic research credit i$ generally more advantageous
“becauise the contract research payments that can be taken into account

" are not limited to 65% or 75%.

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

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

" income derived from research, not incident to commercial or
" industrial operations, performed for another person. See also
“ Revenue Procedure 97-14, 1997-1 Cum. Bull. 634, discussing the
' circumstances under which a res’eﬁrch'agreement can result in private
* business use uhder Int. Rev. Code § 141(b) and preclude a tax- exempt
* organization frorn issuing tax-exempt bonds to fund its research

- facilities.

" Both components of the research credit will reduce a "te:;(payer’s deduction for

o ‘researeh'and experimental'expehditures unless the taxpﬁyer irrevocably elects

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

equal to the credit against the otherwise allowable deductions. Int. Rev. Code
$280C()

“With respect to the research credit, se¢ generally the Internal Revenue
Service’s MSSP Audit Technique Guide for Computers, Electronics, High
Tech Industry, published in BNA Dazly Tax Report No. 167, at L-1 (Aug. 28,
| 1998) drscussmg the tax treatment of research and development costs. With
| _. respect to the government s research credrt recordkeepmg agreement
| (RCRA) prlot program, see I R. S Not1ce 2003-11, 2004-6 Int. Rev.
‘Buli 434. See also the proposed amendments to Treas. Reg. § 1.41-8

22
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| (redesignated as § 1.41-6 by the December 26, 2001 proposed regulations and
 entirely reproposed in July of 2003), dealing with the computation of the

| research credit available to members of a controlled group of corporations.

| For the credlt avaﬂable for expenses 1ncurred before 1995 and after June 30,
1996 in the chmcal testmg of drugs 1ntended to combat rare diseases, see Int.

_Rev Code §4SC (formerly § 28). A permanent extension of this credit was

1ncluded in the Taxpayer Relief Act of 1997.

- D. - Copyright Expenditures.

3

.. The costs that a tagpayer incurs to copyright material produced by or on

_behalf of the taxpayer are generally capital in nature and hence are not

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

§ 1.263(a)-4(d)(1), dealing with certain other creeted intangibles. Also,

Section 197, dealing with the amortization of intangibles, does not apply to

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

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

. 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 useful life of the copyright. See Int. Rev. Code
- § 167(£)(2), which applies to copyrights, and LR.S. Technical Advice
. Memorandum 9326043, dated April 2, 1993.

Ca  The regli_latione under nt. Rev. Code § 167(f)(2) (Treas. Reg.

s 1. 167(a)- 14(0)(4)) s'ul‘)port. the “a\.railability of depreciation under the
circumstances. Cf. LR.S. Private Letter Ruling 9549023, dated
September 8, 1995, in which the Internal Revenue Service declined to
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“ rule on the availability of a depreciation deduction, noting an open
" regulations project on the amortization of copyrights.
The regulations expressly _recognize the straight-line method of

depreciation over a eopyfighf’s remaining uSéful life, as well as the

" income forecast method cons1stent with the fact that

Section 167(g)(6) added by the Taxpayer Relief Act of 1997,
expressly permits the uise ‘'of the income forecast method with respect
to copyrights (as well as patents and other property specified by
regulation). See Treas. Reg. § 1.167(a)-6(a); Treas. Reg.

4§ 1.167(a)-14(c)(4); Revenue Ruling 89-62, 1989-1 Cum. Bull. 78;

“LR.S. Technical Advice Memorandum 8501006, dated September 24,

. 1984). The computation of depreciation under the income forecast

- method is discussed in Proposed Treas Reg §§ 1.167(n)-1 through
SR R 167('1)-7 '

Nevertheless, the effect of the Copynght Act of 1976 has been to
extend the depreciation penod beyond one that is useful for tax

" purposes where the taxpayér is 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’-fhe:.jr:ear of first publication o, if sooner, 100 years
from the year of creation. The Sony Bono Copyright Term Extension
 Act, enacted in 1998; replaced 50, 75 and 100 years with 70, 95 and
- 120 years, respectlvely See Eldred v. Ashcroﬁ 123 S. Ct. 769

- ‘_(2003) in whlch the Supreme Court upheld the constitutionality of

B thls leglsla‘uon o
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d. - - Query whether Proposed Treas. Reg. § 1,167(a)-3(b)(1) will permit

- . -amortization over a deemed useful life of 15 years.

‘_ The:, regulations provide that 1f a eopyﬁght beeomes_woﬁhless in a year

before it expires, the f_axpayer can deduct the unrecovered costs in that year.

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

is abandoned, the taxpayer may also be able to write off the unrecovered

| costs when the abandonment occurs. See Revenue Ruling 73-395, supra; Int.
~ Rev. Code §1234A; as’ amended by the Taxpayer Relief Act of 1997

Note also that the so-called umform capltaJLZatlon pr0v1310ns now generally

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

« s recording, videotape;l book; or the like, and when these rules apply, a
. taXpaYer-will be required to-add these amounts to the cost of producing the
- film or such other property. See Int. Rev. Code § 263A(b) and (h); Treas.
- Reg. § 1 263A-2(a)(2)(11)

_ E 7 Trademark Exgendlture |

L.

Capital expenditures connected with the dévelopment and registration of a

trademark are treated dlfferentiy from research and experimental

_' expendxtures
Car Capltahzatlon is requ:red under generaI principles of tax law.

b. Note that Treas. Reg § 1.263(a)- 4(d)(1), regarding the requirement to

capitalize amounts paid to_ create certain intangibles, does not appear
to require capitalization, although it is clear from Treas. Reg.

§ 1.263(a)-4(f)(3) that some Section 197 mtanglbles are impacted by
the regulation. _ . ‘
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* - 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 d1rectly connected with the aeqmsmon protection, expansion,

‘ .'reglstratton or defense of a trademark not acqulred by purchase, either

| "separately or as part ofa busmess) was repealed by the Tax Reform Actof
1986 ' '

o -The-repeal of Section 177 left the tax code: provision (Seetion 167(r)) stating

-« that trademark ‘expenditures (apparently however acquired) were not

depre(:lable, Wthh 1tself was repealed by the Revenue Reconc111at1on Act of

.__.1989

S Thus, after the 1989 legislation, trademark 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 Report dealing with the repeal of Section 167(r) states that “[i]t is
expected that no deductlon will be allowed . for any amount that is
payment for an asset with an mdetermmate useful life.” HR. Rep No.

-101-247, 101st Cong., 1st Sess..1350 (1989).

.' The Omnibus Budget Rec0n01l1at10n Act of 1993 has changed the rules once
again. A taxpayer who develops a trademark held in connection with the
conduct of a trade or business or an income-producing activity will now be
able to amortize his or its trademark expenditures over a perlod of 15 years.

_ See Int. Rev. Code § 197(c)(2) and’ (d)(l)(F), Treas

-;‘?Reg §1. 197-2(d)(2)(111)(A)
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L. - Licensing Property from a Third Party.

A.
IR intellectual property rights from a third party in exchange for royalties payable

1L

Instead of developing intellectual propérty, a taxpayer may decide to license

periodically.

In theory, it would seem,;r_oyalty_ payments should be treated just like rent —

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

‘business expense, when paid or accrued.

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

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

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

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

' distinguishing royalfies from compensation for services rendered, and Speer
'y, Commissioner, T.C. Mémo 1996-323, in which the government sought to

 characterize license payments as a constructive dividend.

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

royalty payments currently as an ordinary and necessary business expense is

“impacted by Section 197 and the regulations récént'l}f; finalized thereunder (discussed |

" below).

. Although the House Report on the Omnibus Budget Reconciliation Act of

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

required to be capitalized under prior law, as a general rule, Section 197
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-applies to any right to use an 1ntang1b1e that, if acquired outright, would have
been covered by Section 197. See Treas. Reg § 1.197- 2(b)(1 1).

'_Unless_an exceptlon;apphes, ataxpayer who_; hcenseseertam intellectual -

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

go basis. There are three excenuons in the final regulatlons one developed

R pu:rsuant to Section 197(e)(4)(D)

a. In general,_the first exception covers licenses of know-how {or certain
other intangibles) entered into in the ordinary course of business and
- not as part of the acquisition of a trade or business. Typlcally these
* licenses cannot exceed 15 years in duration.’ Treas. Reg.

C§1.197-2(c)(13).

b, Asecond exception covers a license relating to a patent, copyright,

. know—how or similar property, so long as the license fees are
“ arm’s-length in amount and the license does not involve a transfer of
| all, or an undivided interest in all, substantial rlghts to the underlying
o property Treas. Reg § T. 197-2(1)(3)(11) '

c | 4A ﬁnal exceptmn covers licenses unconnected with the purchase of a
.- “trade or business, so long ‘as the license itself is not deemed to involve
- “a'sale or exchange. Treas. Reg. § 31'.'197-'2(ﬂ(3)(iii). See LR.S. -
Private Letter Ruling 200137013, dated June 8, 2001.

| As a xesﬁi__t _of these ex_ceﬁiohs, all fees paid by a taxpayer who takes a
.nonu-.ef{.c'lusive licehse uﬁder a patent or secures a non-exclusive license to use
“a copyright or know-how should continue to be deductible on an essentially

- pay-as-you go basis. The actual timing of a deduction may depend upon the

‘ 'taxpayer s method of aeeountmg See Treas. Reg §1. 167(a) -14{(c)(2) and

- Treas. Reg. § 1.197- 2(a)(3)
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4. ... However, if the consideration-due consists in whole or in part of an up-front
lump-sum payment, the taxpayer will presumably be required to amortize the '

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

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

stock warrants granted to a licensor of technology.

... 5. .. Also, under appropriate circumstances, the taxpajfer may be required to add
_.each apilual royalty payment to the cost of the asset, in the production of
which the patent, copyright, or know-how is used. See Treas.
Reg. § 1 263A-1(e)(3)(ii)(U) and the discussion below relating to trademarks.
- With respect to the capltahzatlon of patent royalty payments and their
: mclusmn in ending mventory, see Plastzc Engzneermg & Technical Services,

- Ine., TC Memo 2001-324,

C.' - A taxpayer who 11censes computer software on a non-exclusive basis for use in a

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

.. 1. Inthe past, a taxpayer who licensed computer software on a _non-'exclusix{e
- basis for use in a trade or business was able to deduct the lease payments
-+ currently under Treas. Reg. § 1.162-11, dealing with rental payments. See

Revenue Procedure 69-21, supra.

2. . The r_egulations;under Section 167 rséognizc this provision (Treas. Reg.
.- § 1.167(a)-14(b)(2)), so-that a taxpayer who licenses computer software on a
- non-exclusive basis for use in a trade or business or an income-producing |
activity will typically be trsated just like a business lessee for tax purposes if
the cons1derat10n is payable in the form of an annual royalty, provided that
the computer software, if purchased outright, would not have been
amortizable only under Section 197 (see the discussion below). This

approach is reflected in Revenue Procedure 2000-50, supra.
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3. Onthe other hand, if the consideration under the same circumstances consists
- of a single up-front lump-sum payment, the regulations could be read to
- require the taxpayer to amortize the payment ratably a period of 36 months,
- unless expensing is available under Section 179." See Treas. Reg. |

§1.167(a)-14(bX(1).

‘a. ~ Cf Treas. Reg. § 1.263(a)-4(c)(2), statihg'thati‘éimounts paid for a
‘non-exclusive license of readily available software will be deemed to

“have been paid to'purchase the property. -

b.  SeealsoLR.S. ?ubliéatio:; 94_6 (How to D_ei:reciate Property, for use
o .. in preparing -2l003 returns), at page 15; indicating that the cost of
off;the—éhelf éomputg:r software is now eligible for expensing under
Section 179. This reflects the provisions of Section 179(d)(1)(A)(ii),
- relating to computer software placed in service in a taxable yeai'

. beginning after 2002 and before 2006. -

- If the license relates to a trademark, a‘relatively complex set of rules in the tax code

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

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

1. A taxpayer who enters into a Hcense tolﬂﬁée a tradérnark that is not treated as a
" sale .for'tax purposes (see Int. Rev. Code § 1253(a) and (b)(2), discussed later
~in this outline) will be able'to deduct his or its royalty payments currently as
- an ordinary and necessary business expense if the royalty payments made

“under the trademark liceise:

. a . Are conf_ingent on the p:o.dqgtivity, use, or disposition of the
: ‘trademarl_(_; o |
b “Are payable at least annu:ally throughout the term of the transfer
- agreement; and
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. .¢. - Are substantially equal in amount or payable nnder a ﬁxed formula.

o Int. Rev. Code § 1253(d)(1) as amended by the Revenue Reconciliation Act
”of1989

- Prior to the Omnibus Budget Reconciliation Act of 1993, different rules
.. applied to all other non-exclusive licenses. Eump sum payments of up to
$100,000 were amortizable over no more than 10 years; a series of
substantlally equal payments made in d1scharge of a lump sum totaling no

more than $1 00, OOO if payable over more than 10 years or the term of the

' hcense agreement were deductlble when pald certam other amounts were

" amortizable at the taxpayer s election over a PeﬂOd of25 years; and

othervnse the taxpayer was requlred to capltahze the royalty payments and

" was able to deprec1ate them over the useﬁll life of the acquired property if a

limited hfe was ascertamable nt. Rev. Code § 1253(d)(2) and (3), asin

effect aﬁer the Revenue Reconcﬂlauon Act of 1989 and before the Omnibus
' Budget Reconciliation Act of 1993. “For a case dec1ded under the law as in
~effect in 1982 and 1983 see Nabzsco Brands, Ine. v. Commlsswner, T.C.
Memo 1995-127. |

" The 1993 budget leglslatlon greatly s1mphfied the prov1310ns of
- 'Sectlon 1253 All payments other than those to which the provisions of
Sectlon 1253(d)( 1) apply, must now be capltahzed (Int Rev Code
§ 1253(d)(2) as now in effect), and the capltahzed amount can be amortized
over a period of 15 years. See Int. Rev. Code § 197(0)(2), (d)(l)(F), and
()(4)(C); 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(f)(4)}(B).
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~b.. . Although the statute states that, to the extent provided by regulation,
| Section 197 will not apply to any right acqurred other than i in
.connectron with the acquisition of a trade or busmess, under a
contract that has a fixed duration of less than 15 years (Int. Rev. Code
§ 197(e)(4)(D)), the final regulations do not-extend this exception to a
. trademark license that extends for less than 15 years. Treas. Reg.
1§ 1.197-2(c)(13)D(B). |

h '_ 4 o Note, however that in general under the unrform cagrtahzatron provisions
o of Sectron 263A a taxpayer who produces tangrble personal property or a
. taxpayer wﬂh srgmﬁcant gross recerpts who acqulres property for resale must
caprtahze (as part of the cost of the property) all direct and indirect costs
_ ' _assocrated with the productron or acqursrtron of the property. Int. Rev. Code
) § 263A(a) and (b)(2) Indrrect costs mclude the fees mcurred to secure the
) nght to usea tradenark assocrated wrth property produced or acquired for
' | resale Treas Reg § 1 263A—1(e)(3)(11)(U) Presumably, any such fee will,
‘. to the extent currently deduct:lble under Sectron 1253(d)(1) or 197, be subject
.‘ to the prov1s1ons of Sectron 263A.

Likea taxpayer with forergn source 1ncome who i incurs research and experimental

' "expendltures a non excluswe hcensee Wrth both forergr_r and domestrc operations
_must determine the source of the hcensee s royalty payments in. order to determine

' the forelgn tax credrt avarlable to offset hrs or its U S tax lrabrhty (see the discussion

‘. above)

1. Here, there are no special rules.  Instead, the licensee must seek guidance
under the general tax code provision pursuant to which, in general, expenses
- and deductions must be apportioned first to the items of gross income to
* which they relate, and then, to the extent a definite allocation cannot be

made, ratably among all items of gross income. Expenses and deductions
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., allocated to gross income deemed to be sourced abroad will reduce foreign
'source income, and, conversely, expenses-and deductions allocated to gross

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

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

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

Temporary Treas. Reg._ § 1.861-8T.

For prov181ons to be apphed when detenmmng the source of the deductions

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

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

| _ | patér_;?,_eopyright (see Revenue Ruling 72-232, 1972-1 Cum. Bull. 276),

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

- to'be withheld from each payment.

It t_he peyl;ieqts conétitute a roy'el:ty f_cSr the use of, or the privilege of using, a

Code §§ 861(2)(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 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)). With respect to licenses of computer software, see LR.S.
Field Servu:e Advice 200222011, dated February 26,2001, and a discussion

B of the p031t10n taken by Mexmo in BNA Dazly T ax Report No. 126, at G-5
o (JuIy 1 2003)
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- ar  Notethat-under most treaties to which the United States is a party,

© - royalties will be taxed at less than 30% unless the
- limitation-on-benefits article pfecludes use of the lower rate (see
' "LR.S. Publication 901, U:S. Tax Treaties). *See, ¢.g., Article 12 of the
- U.s. -Japan Conventlon for Av01dance of Double Taxatlon signed
" November 6,2003.

b.  Note also that for w1thhold1ng tax purposes, the right to use

_ know—how has been descnbed as bemg not matenally different from
_ ‘the rlght to use a trademark or secret process and formula. Revenue
+ ~Ruling55-17,-1955-1: Cum. Bull: 388. . -

CC e For a general disc'uss'ionioff tile withholding requirements, see the
preambiles to the final regulations under Int. ReV.Code'§§ 1441 and
1442 published in the Federal Reglster on October 14, 1997 and the

_ : amendments thereto pubhshed in the Federal Regtsrer on May 22,

B 2000. The regulatlons took effect on January 1 2001 as set forth in

' T.D. 8856, 2000-3 Int. Rev. Bull 207.

_If the payments constitute a royal_tytfor the use of, or the privileg'e 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 en the payments in the United States if -

- he orit maintains a fixed place of business within the United States. See Int.
. Rev.Code § 864_(0)(4)(B)(i).

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

.semces rendered no mthholdmg will be requlred 1f the services were

- performed outside of the United States. Revenue Ruhng 55-17, supra. See
Miller v. Commissioner, T.C, Memo 1997-134. |
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- With respect to the source of compensation income generally, see Int,

Rev. Code § 861(a)(3). See also Int, Rev. Code § 7701(b) deﬁnmg

"' the term nonres1dent ahen

' Note_ .that treaties_typically, in_clude special rules discussing the extent

.. to which a treaty partner may tax compensation earned within its

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

tax treaty

. Note ﬁnally that some have argued that shrink-wrapped computer software

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

should not be deemed to have been licensed for purposes of the withholding
tax provisions. See 91 Tax Notes Today 237-51 (Nov. 20, 1991); 92 Tax

a. .

- Notes Today 199-75 (Oct. 1, 1992)

Wlth the adoption of the 1995 protocol amending the U.S.-Canada

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

this approach has been dealt with in a different way.

'_ _ See also the preamble to Proposed Treas. Reg. § 1.861-18, published
~ in the Federal Register on November 13, 1996, stating that the

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

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

- 4 copyright right. Compare as well (i) the approach taken in the

temporary regulations promulgated under the foreign sales

_ corporation (‘fFS_C’__’)_ provisions (Temporary Treas.

Reg. § 1_.927(a)-1T(f)(3)), with (ii) the _change in Int. Rev. Code

8 927(2)(2)(B) made by the Taxpayer Relief Act of 1997, extending

the benefit of the FSC provisions to exporters of master copies of

- computer software. Cf. LR.S. Private Letter Ruling 9633005, dated .

August 16, 1996.
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G o 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,
se¢ Int. Rev. Code § 1298(c)(2), added by the Omnibus Budget Reconciliation Act of

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

H. | As to the excludability of royalties from the unrelated business taxable income of a
tax-exempt organization, see Int. Rev. Code § 512(b)(2); Revenue Ruling 76-297,
©+1976-2 Cum. Bull. 178; and Revenue Ruling 81-178, supra. See also L.R.S. Private
" Letter Ruling 9717021, dated January 22, 1997, and LR.S. Private Letter Ruling
9816027, dated January 20, 1998. o '

1. Ina récent private letter ruling, the Internal Revenue Service declined to treat
royalties paid to a scientific research organization as unrelated trade or
‘Pusiness iicome and conicluded that the fesearch conducted at the . |

 organization’s facility did not constitute an unrelated trade or business. LR.S.
" Private Letter Ruling 200326035, dated April 4, 2003. |

2. - Compare, however, Revenue Ruling 73-193, 1973-1 Cum. Bull. 262, where a
' tax-éxempt organization was deemed to have received taxable compensation

for. patent development_ and management services.

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

A 1f, instead of l'icénsin‘g intellectual 'property rights on a non-exclusive basis, a

taxpayer takes an'assiggmén't of the property or enters into an exclusive license to
use the propei'ty, different rules will determine the deductibility of the consideration
paid if a sale is deemed to have occurred for tax purposes and the transaction does

' not involve a tax-free like-kind exchange of intéllectual property to which the
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prov1510ns of Sectlon 1031 apply (see the dlscussmn of Section 1031 later in this

outhne)

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

(e, there will have been a sale for tax purposes) if the transfer includes all -

. substantial rights to the property, including the right to use it for its full
.‘_‘-Ijelf_naining life and the right to prevent its unauthorized disclosurc. See
_ EI duPont de Nemours & Co. . United States, 288 F.2d 904 (Ct. C1. 1961);
~ Revenue Ruling 55-540, 1955-2 Cum. Bul. 39; Revenue Ruling 60-226,
- - 1960-1 Cum. Bull. 26; Revenue Ruling 2003-28, 2003-11 Int. Rev. Bull. 594
- (dealing with the contribution of a patent to a university). See also Treas.
_Reg., Sec. 1.861-18(f)(1), indicating that the transfer of a copyright rightin a
... computer program will constitute a sale for the purposes set forth in the

re gulatlon if all substantial nghts in the right are transferred.

a. The extént to which rlghts must be transferred in order to insure a
o sale, however, remains unclear, glven the apparent differences in
approach taken in court dec1310ns rendered before and after enactment
of the 1954 tax code. Cf. LR.S. National Office Legal Advice
200234039, dated May 17, 2002. . .

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

occur if the transferee agrees to allow the transferor to exploit the
- p:;operty in the same territory (see Revenue Ruling 69-156, 1969-1
- Cum. Bull. 101) or if the transferee itself cannot use the propetty, at
. least where the right to use is a substantial one (see Waterman v.
Mackenzie, 138 U.S. 252 (1891), involving a transfer of the right to
“make, use, and vend”). See also Broadcast Music, Inc. v. Hirsch,
©©104 F.3d 1163 (9th Cir. 1997), d1scuss1ng whether a transfer of
: -copynght ownershlp had occurred. '
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¢.  Onthe other hand, the pre-1954 precedents indicating that a sale can
occur even if the rights fransferred extend only to ’é;‘particular
. territory, or industry, may remain in effect. See United States v.
 Carruthers, 219 F.2d 21 (9th Cir, 1955).

© 2" 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 ni'eet'ceﬁaih'peffonnance standards
' (se'é Watson v. United Sta’tes,'222%.2ii 689 (IOth Cir. 1955); Newtorn Insert
~Colv. Commissionér, 61 T.C. 570 (1974)), so long as the exclusive right
" remains in.éfféct for the full remainihg life of the pr'op:erty to which it relates
B (see Revenue Ruling 84-78, 1984-1 Cum. Bull. 173). But see an article in
" “Forbes (Oct. 24,1994, at 92) that suggests that the Justice Departmént might
- preclude a patent holder from licensing a patented product on an exclusive
“b_a_s,is if t,hé_ lideﬁse has the .efcht o_f fedﬁging competition in violation of the

US anﬁf_u'ust _lalw_s, o

““ar 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

__ Outlingf

“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

'o‘n‘ly if sufficient beﬁeﬁtg and burdens of ownership are transferred.

B.. . The regu_l_a_tions now explicitly provide that a taxpayer must capitalize the cost of
purchased intangibles, incluéiing patents, copyrights, computer software, trademarks, -

and trade namies, unless the cost is includible in the recipient’s income as
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- compensation for services rendered. Treas. Reg. §§ 1.263(a)-4(c)(1)(vii), (viii) and
(xiv) and 1.263(a)-4(c)(3). :

- 1... - Generally, a taxpayer who acquires tangible property in a sale transaction can
-deduct the purchase price over a period of years l.mder-the current version of
. --the ACRS system that was introduced in 1981, and that has since been
- modified.. Int. Rev. Code § 168.

2 _ Infang_ibles, ]ﬁowevef_,l are ﬁeeted differently.. |

The Omnibus Budget Reconciliation Aet of 1993 'edded to the tax code a provision
(Int. Rev. Code § 197) that deals specifically with the amortization of intangibles

- acqulred (other than 1n eertam anti- chummg transactlons) aﬂer August 10, 1993,

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

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

- activity. See Temporary Treas. Reg. § 1.197-1T; LR.S. Notice 94-90, 1994-2 Cum.
«« - Bull. 561

1. The entire ‘adjusted basis ef anllintangi.ble fo WMch Section 197 of the tax
| code 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 final regulations published in the Federal Register on January 25, 2000
. discuss the mechanics of amortization, including the date on which
.. amortization begins and the treatment of contingent payments. See Treas.
‘Reg. § 1.197~2(t).

2. . Patents and copvngh_ s used in a trade or business or an income-producing
activity and acquired in connection with the acquisition of assets constituting

*.atrade or business or a substantial portion of a trade or business are covered
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.. sunder Section 197. See Int. Rev. Code: § 197(d)(1)(C)(111) and (e)(4XC);
- 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 Wes produced (i.e., if it is
not a self-created intangible) or, if it was, it-was created in connection with
the acquisition of assets constituting a trade or business or a substantial
portion of a trade of business. See Int. Rev. Codé § '1-97(0)(2). and
@O Treas. Reg. § 1.197-2(b)(5) and (D).

4 Comnuter soﬂware (that is, in general any program de31gned to cause a
computer to perform a desired functlon) is covered (see Int Rev Code

§ 197(e)(3) and Treas Reg. §1 197-2(0)(4)) 1f

“ 4. . Itis customized (that is, it is not readily available for purchase by the
general public or it is subject to an exclusive license or it has been

substantially modified); and, in addition,

~ b. . Itis deemed to have been purchased in connection with the
-~ acquisition of assets constituting a trade-or business or a substantial
- portion of a trade or husines's (note that the House Report on the
.- Omnibus Budget Reconciliation Act of 1993 (HL.R. Rep. No. 103-111,
~103rd Cong., 1st Sess. 766 (1993} and Treas. Reg. § 1.197—2(e)(2)(t)

. provide that the acquisition of a trademark or a trade name constitutes
the acquisition of a trade or business or a substantial portion thereof,
although Treas. Reg. § 1. 197—2(e)(2)(11) adopts certain exceptions to

k “thrs general rule), and based on the leglslatrve history,

~c.. .. The capital cost of the software is not required to be taken into

account as part of the cost of computer hardware or other tangible
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-property (see HL.R. Rep. No. 103-213, 103rd Cong., 1st Sess. 680
(1993)). ‘

5. o All trademarks are covered unless the current Iaw provision dealing with the

| deductlblhty of contlngent payments (Int Rev. Code § 1253(d)(1)) applies.
See Int. Rev. Code § 197(d)(1)(F) and (f)(4)(C); Treas. Reg.
§ 1.197-2(b)(10). Note, also, that the cost of renewing a trademark must be
amortized over-15 years, beginning with the month of renewal. See Treas.
Reg. § 1.197-2())(4)(D).

. . - Patents to which:the provisions of Section 197 do not apply (because they are not
‘acquired in connection with the acquisition.of all or a substantial portion of a trade or

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

Reconciliation Act of 1993. See Int. Rev. Code §§.167(f)(2) and 197(e)(4)(C); LR.S.

- Private Letter Ruling 200416002, dated December 19, 2003.

1.. - In 1945, the Tax Court concluded that, where the acquisition price of a patent
- consists of periodic payments contingent on use, the actual payments made
may be deducted as depreciation. Assocmted Patentees Inc. v. |
a C’ommzsszoner 4T. c 979 (1945) | '

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

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

patents and patent applications relaﬁhg .t.o inventions on which a |

~ patent would be issued in the normal course.

b.  The House Report on Section 197 in effect directed 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
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. revenue dérived from the use of the patent, then the amount of the
depreciation deduction allowed for any taxable year with respect to
the pétent equals the amount of the royalty paid or incurred during

such year.” See HLR. Rep. No. 103-111, 103rd Cong., 1st Sess. 769

.(1993). ‘_ SRt et St feied

- The language in the House Report has been reflected in the final
regulations under Section 167(H)(2).-

If the Associated Patentees principle does not applj, .t.he purchasé price of a
patent can be deducted over its remaining useful life under the final ¢
_ fegulations recently promulgated under Section 167 (as under the old
- regulations). Treas. Reg. § 1.167(a)-6(a); Treas. Reg. § 1.167(a)-14(c)(4).

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

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

“4. - - Inthe case of a design patent, the statutory life is 14 years from date

. .of issue.

In the case of a utili_ty..paient, the statutory life is 17 yeérs from date of
issue for patents filed before June 8, 1995 and 20 years from date of
. filing for patents filed on or after June'8, 1995. -

| The safe __h.z_u“borr 1_5—year. _amortizati_:on p__fovision of Proposed Treas.
Reg. § 1.167(a)-3(b)(1) will presumably not impact purchased

 patents,

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

~ different treatment of the purchase price paid for a patent.

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

circumstances found to be deductible ratably over the remaining

42




- useful life of the most significant Iiatent or the average remaining life

-of the acquired patents, or based upon the percentage of days of

- expiring life in a particular year to the total annual days of unexpired

life for the entire group. See Hazeltine Corp. v. Commissioner,
89 F.2d 513 (3rd Cir. 1937); Kraft Foods Co. v. Commissioner,
21T. C. 5 13 (l 954) Szmmonds Preczszon Products Inc V.
Commzsszoner 75 T. C 103 (1980)

Also, under appropriate circumstances; the income forecast method

- rather than the straight-line method of depreciation was stated to be
avaﬂable Revenue Ruling 79 285 1979-2 Cum. Bull. 91. Fora
discussion of this method see LR.S. Techmcal AdV‘lce Memorandum

9603004, dated October 4, 1995.

.+ . The regulations initially proposed under Section 197 appeared to

.. recognize only straight-line depreciation. See Spencerv.

. Commissioner, 110 T.C. 62 (1998), dealing with the amortization of
contract rights under Section 167. However Section 167(g)(6), added
by the Taxpayer Relief Act of 1997, makes the income forecast
method available with respect to patents (as well as copyrights and

other property specified by regulation), and this provision is reflected

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

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

" fa pafeﬁt becomes worthless in a year before it expires, the taxpayer can

deduct his or its unrecovered costs in that year. Treas. Reg. § 1.167(a)-6(a);
Tr.eas_. Reg. §:1.167(a)-14(c)(4). -

" The néw limitations under Secﬁbn -1.97'0'11 the ability of a taxpayer to

" claim a worthless loss deduction do not apply to depreciable patents.

" See Int. Rev. Code § 197(D(1)(A).
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b, - Also, if the taxpayer abandons the patent instead, presumably an

abandonment loss will become available at that time. See Revenue
- Ruling 73-395, supra; Int. Rev. Code § 1234A as amended by the
' Taxpayer Relief Act-o,f 1997. '

The pnce that a taxpayer pays to purchase a copyri gh 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

1

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

- produced by or on behalf of the taxpayer. e

:'Thus, the price can be deprec1ated over the rema1n1ng useful life of the
| copyrlght See Int. Rev Code §§ 167(f)(2) and 197(e)(4X(C); Treas. Reg,

§ 1.167(a)-14(c)(4). See also, however Treas. Regg,r § 1.263(a)-2(b), that

- refers to the uniform capitalization provisions mentioned above. Note that
- the 15-year safe harbor amortization provisions of Pi'oposed Treas. Reg,

. §1.167(a)-3 (b) will presumably not apply to purchased copyrights.
_ There I‘hay,' however, be addit_ionat re'lev__alit factors.

- a.- Ifthe purchase price consists of periodic payments contingent on use,

the actual payments will be deductible as depreciation under the
' . variable contingent payment method of depreciation. See Revenue
“Ruling 60-226, supra, and Treas. Reg. § 1.167(a)-14(c)(4), |

specifically endorsing this method of depreciation.

b. ~ Moreover, it may be necessary to divide the purchase price between
the copyright, itself, and any tangible property in which the copyright
re51des since different tax law pr1n01ples govern the deductibility of
the cost of tanglbie property See in thls regard, Treas. Reg
B §1.861-18 that although not dlrectly relevant describes four
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-copyright rights: the right to make copies for distribution to the

- public, the right to prepare derivative works, the right to perform
publicly, and the right to display publicly. See also LR.S. Field
‘Service Advice 200019021, dated May 12, 2000, distinguishing

copyrights from film characters viewed as trademark rights.

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

. amortize the purchase price overa period of 15 years, whether the know-how is
‘acquired separately or in connection with the acquisition of a trade or business (only
know-how self-created other than in connection w1th the acquisition of a trade or

busmess is treated dlfferently)

' i‘l. - ... However, as noted above, the statute (Int. Rev. Code § 197(e)(4)X(D)) gives
the government the authority to 'pl_'omulgate regulations excluding from the

- term “section 197 intangible” any contract right extending over a period of

. Jess 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 a period of less than 15

years. See H.R. Rep No. 103- 111 103rd Cong, st Sess. 771 (1993); Int.

" Rev. Code § 167(f)(2), Treas. Reg §§ 1. 197-2(0)(13) and 1.167(a)-14(c)(2).

2. Under prior law, know—how was genera]ly not deprecuable because the
| regulatmns prov1de that an asset Wlth an unlnmted useful hfe cannot be

o depre01ated Treas Reg § 1. 167(2)- 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 Jonger Sub_] ect to protectlon under apphcable law. See Revenue
- Rulmg 71-564, 1971-2 Com. Bull. 179.
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' 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
I alirnited.useﬁﬂ life. Liquid Paper Corp. v. United States, 2 Fed.
- Cl1.284 (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 property to which the know-how relates is. depreciable over a

- -period other than 15 years.

a.. o In an anal‘ogoua situatiorl, tho Interrlal Revenue Soﬁioe, upon the
- audit of a company that acquired satellite transporrdcrs, souglit at the
District level to allocate some portion of the purchase price to two
- Intangible assets, characterized by the District as neighborhood effect
- and protected status, in.an effort to reduce the amount eligihle for an
.investment tax credit. See L.R.S. Technical Advice Memorandum
9317001, dated January 12, 1993. -

' . b Note also, in thls regard Treas Reg § l 861- 18 that expressly
h recogmzes the dlstlnctlon between know—how and a copyrighted
article. '

“The cost of phrchased computer éoftwarle,'used .in a trade or business or an
- 1ncome-producmg actrvrty, to whrch the prov1srons of Sectlon 197 do not apply is
now depreciable on a su'mght—lme basis over a period of 36 months Int. Rev. Code
- § 167(H(1). See Revenue Procedure 2000-50, supra and Treas. Reg.

- §.1:263(a)-4(c)(2). -

L Thrs approach replaces the approach taken by the Internal Revenue Servrce in

Revenue Procedure 69- 21, supra, pursuant to whicha taxpayer could
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~..amortize the separately stated cost of computer software ratably over a period
- of five years or, if less, the -useful life of the software in the hands of the
taxpayer. See, however, Sprint Corp. v. Commissioner, 108 T.C. 384 (1997),

in which software loads acqmred with dlgital sw1tches were found to be

) '_ " depremable as tangibie personal property

* The amortization period begins with the month in which the computer

- software is placed inservice. Treas, Reg. § 1.167(a)-14(b)(1). With respect
- to the amortization of purchased enterprise resource planning software, see

~ . LR.S. Private Letter Ruling 200'236028, dated June 4, _2002.

However accordmg to the House Report on the Omnibus Budget

" Reconciliation Actof 1993 and the regulatlons a taxpayer who acquires

computer hardware and computer software for a single stated price must

. continue to treat the total purchase price ds a payment for depreciable
- hardware. : See H.R. Rep. No.-103-111, 103rd Cong.; lst Sess. 767 (1993)
.- Treas. Reg § 1:.167(a)-14(b)(2).

| See also Norwest Corp. v. Commissioner, 108 T.C. 358 (1997), in which the
‘Tax Court characterized certain computer software as tangible personal

~ property eligible for the investment tax credit.: -

| The Omnibus Budget Reconciliation Act of. 1993 has changed the tax treatment of

'the price paid fora trademark but as under prior law, trademarks continue to be

treated dlfferently from patents copyri ghts and know—how

o dlsposmon of the trademark and 18 payable throughout the term of the

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

| transfer agreement in at least annual 1nsta11ments that are either substantially

equaI in amount or payable under a fixed formula, the purchaser (just as a

, ‘non-excluswe licensee under the same czrcumstances) will be able to deduct
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~_each installment payment as an ordinary and necessary business expense. Int.
- Rev: Code § 1253(d)(1), as amended by the Revenue Reconciliation Act of
oo 1989. - See, however, Treas, Reg. § 1.263A-1 (e)(3)(ii)(U).-

Under the pr0v1srons of Sectlon 197 the purchase price w1ll in all other

cases (whether or not the trademark is acqu:lred separately) be amortizable

. ._ ' ratably. over.a period of 15 years, shorter than the elective 25-year period

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

SONE -§-.1253(d)(3), added by the Revenue Reconciliation Act of 1989) and of more
- value than the former ability to depreciate a trademark over-its actual useful

life, which was often indeterminate. Int. Rev. Code § 197(d)(1)(F) and (£)(4);

| “Treas Reg § 1. 197-2(b)( 10) See aIso I R S anate Letter Ruling 9630015,
‘dated Aprﬂ 26 1996 Treas Reg § 1 263A l(e)(3)(11)(U)

- -Since Section 197 also petmits a taxpayer to-amortize goodwill over the same
©_period of time (see Int. Rev. Code § 197(d)(1)(A)), separating the cost of
goodwill from the cost of a trademark when assets constituting a trade or

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

-ii-a.- - - Note that the House Report on the 1993 legislation in effect directed
the Treasury Department to treat all amortizable Section 197
1nta11g1bles as Class IV assets under Section 1060 (see HR. Rep No

03 111, 103rd Cong 1t Sess. 776 (1993)), and the 1nstruct10ns to .

o Form 8594 (Rev 1-96) took this p051t10n '

b. However, the temporary regulations under Sections 338 and 1060
S publlshed inJ anua.ry of 1997 created two 1ntang1ble classes
. Class v, cons1st1ng of all Sect1on 197 mtanglbles (except those in the
" nature of goodwﬂl and gomg concern value) whether or not
amortizable under Sect10n 197 and Class V, cons1st1ng of the

- goodwﬂl and’ gomg concern value e_xcluded from Class IV.
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- Temporary Treas. Reg. §§ 1.338(b)-2T(b}2) and 1.1060-1T(d)(2).
. Form 8594 (Rev. 7-98) reflected this position. .

..~ - The final regulations under Sections 338 and 1060 published in
. February of 2001 place all Section 197 intangibles (except goodwill

and going concern value) in a new Class VI, place goodwill and going

concern value (whether or not qualifying as Section 197 infangibles)

" in a new Class VII and characterize ClaSs V as the residual class.
“Treas. Reg §§ 1 338- 6(b)(2) and 1.1060- I(a)(l) Form 8594
o '(Rev 10- 2002) reﬂects ﬂns posmon '

. With respect to the allocation among partnership assets, including
. intangibles, of an adjustment to the basis of partnership assets incident
- - to the sale or exchange of a partnership interest or the death of a
- partner, see T.D. 9059, 68 Fed. Reg.. 34293,

o 'A taxpayer w1th busmess operatlons both in the Umted States and abroad who is
. deemed to have purchased 1ntellectual property will need to determme the source of

'the purchase prlce when deductlble in order to determme the forelgn tax credit

avarlable to offset his or rts U.S. tax l1ab111ty (see the dlscussmn above).

1.

The deduction sourcing rules applicable to a taxpayer who licenses
1ntellectua1 property ona non-exclusrve basrs apply to a purchaser of

mtelIectual property as weH

However, to the extent any portion of the purchase price is recharacterized as
_ interest (see the discussion below of the transferor’s tax treatment), special
| .sourcmg rules apphcable to 1nterest payments will also apply. See Treas.
| . Reg § 1 861 10 Temporary Treas. Reg §8 1.861-9T through 1.861-13T.

" A purchaser'who acquires intellectual property from a geller who is a non-resident

- ‘glien-individual, a foreign corporation, or a foreign partnership must determine
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- whether U.S. taxes are required to be withheld from the:purcllase price. The buyer’s

withholding obligations are dependent upon the nature of the payments.

R

The payments made to'a seller may include compensation for services

+ - performed and unstated interest on that portion of the price not payable when

‘the sale occurs.

Ifa non—re31dent ahen 1nd1v1dual a fore1 gn corporauon or a foreign

_ partnershlp sellsa patent copynght secret process and formula, trademark,

or similar property in exchange for payments contmgent on the productivity,

use, or disposition of the property transferred and thereby realizes gain

- :sourced in'the United States because the property sold is to be used in the
‘United States (see Int. Rev. Code §§ 861(a)4), 865(d)(1)(B), 871(a)(1)(D),
 -and 881(a)(4)), withholding at the statutory rate of 30% or at the lower treaty

rate will be required (s¢e Int. Rev. Code §§ 1441 and 1442), generally unless

| the payments are effec’uvely connected w1th the seller s conduct of a trade or

busmess in the Umted States and thereby 1ncludable in the seller s U.S. tax

o :“‘ base under Sectlon 871(b) or 882(a) (see Int, Rev Code § 864(c)(2)) Fora

'dlscussmn of thrs prov1sxon and the Iaw in effect before 1967 see Revenue
Ruhng 71 231 1971-1 Cum. Bull. 229 See also Commzsszonerv Celanese
.Corp. of America, 140 F—.2d--33_9 (D.C. Cir. 1944). -

| Other gams however W111 be exempt ﬁ'om Wzthholdmg, assuming that

back-up withholding at the rate of 31% is not requlred (see Int. Rev. Code

| §§ 34006, 6041 and 6045),

a _Nevertheless, these other galns may be taxable under the tax code

‘prov151on (Int, Rev. Code § 871(a)(2)) deallng Wlth U.S. source
capital gams realized by non-resident aliens present in the United
“States for at least 183 days.. See Revenue Ruling 78-253, 1978-1

_ Cum. Bull. 220, and the proposed repeal of this provision in the
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. Jumpstart Our Business Strength Act passed by the Senate on
- .May 11,2004 (H.R: 1637).

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

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

- §864(c)(4)(B)(m)

4. .. 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 disboun_t :
- on portfolio indebtedness. See Int. Rev. Code §§ 871(a)(1)(A) and (C),
871(h)(2), 881(a)(1)and (3), and 881(c)(2). For a situation involving original
issue discount assomated mth the acqmsmon of patent rights, see LR.S. Field
o 'Semce Adee 199922024 dated June 4, 1999.

- 5.. - Nor, to the extent the payments 'are found to constitute compensation for
. services rendered, will withholding be required if the services were
.. performed outside of the United States. See'Revenue Ruling 55-17, supra,
and Proposed Treas. Reg. § 1.861-4(b), disc¢ussing the source of income from

“. services performed partly within and partly outside of the United States.

TRANSFERRING INTELLECTUAL PROPERTY TO
. ANUNRELATED THIRD PARTY

I. . Nature (ﬂ' the Income.

AL :Whilef 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.
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B. - Ifthere are foreign operations, the transferor of intellectual property will want to

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

<« C.. . In-a world 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

intellectual property is capital or ordinary in nature. .

1. Note, howe{fer, that even if the transferor is deémed 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
“aperiod of 15 years, is treated as depreciable property for this purpose. See
- Int. Rev.-Code § 197(f)(7); Treas. Reg..§ 1.197-2(g)(8).

| 2 _F: .On the 6the_r h_and; ar_l., amquﬁt equal to fhe r_eséarcﬁ and _.ezixperimental
expendiﬁés traceablé to the propérfy: sold thaf a taxpafér elects to expense
- umder Section 174(a) will not be subject to taxation at ordinary income r;':ltes
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 thé
_so-called tax benefit doctrine under these circumstances. With respect to
- research and experimental expenditures that-a taxpayer elects to deduct overa
period of time, see Int. Rev. Code § 1016(a)(14) and Treas. Reg.
§ 1.1016-5(j) (dealing with Section 174(b) amounts),-and Int. Rev. Code
§ 1016(a)(20) and LR.S, Private Letter Ruling 200117006, dated January 17,
2001 (dealing with Section 59(e) amounts). |

D.  Eveninaworldin which ordinary income and capital gains are taxed at the same

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

1. If the transferee of intellectual property is a non-residénf alien individual ora

foreign entity and there is a tax treaty in effect between the United States and
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the transferee’s home country, the label ascribed to the consideration may

. -affect the tax treatment of the transaction. - See Boulez v. Commissioner,

83 T.C. 584 (1984).

' With respect to the charactenzatmn of royalty income for foreign tax credit
purposes see Amerzcan Azr quuzde Inc. v. Commissioner, suprd.
E. Snmlarly, under certam tax code provrsrons rovaltv income, in contrast to capital

g n, rs, 1n effect tamted or, conversely, afforded favorable treatrnent

- For example, the consideration received may cause a corporation to be

.treated as a so—Calledoersonel holding company that 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 but before 2001) on its undistributed
... - personal holding company income. Int. Rev. Code § 541. See Tomerlin

~Trust, Transferee v. Commissioner, 87 T.C.:876 (1986). The current rate on

undistributed personal holding company income is 15%, reflective of the

changes in the taxatlon of drwdends made by the J obs and Growth Tax Relief

o :RBCOI‘ICIllatIOIl Act of 2003.

. 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 and
~-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 September 7, 1984.

b. However, personal holding .cornpany income does not include

. copyright royalties that comprise at least 50% of a corporation’s
ordinary gross income, provided that the royalties do not derive from

‘works created in whole or in part by any ‘shareholder of the
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‘corporation and certain other statutory conditions re garding the

makeup of the corporation’s business deductions and non-copyright

royalty income are met. Int. Rev. Code § 543(a)(4). See Treas. Reg.

- §1.543- I(b)(l 2)(iv) regardmg whether copyright protecuon is
'requlred both in the Umted States and abroad

~ Since the Tax Reform Act of 1986 so-called active business

h computer soﬁware royaltles derived by a corporatlon actively

engaged in the business of developmg, manufacturmg, or producing
computer sofiware, have also been excluded from personal holding

company income. :Int. Rev. Code § 543(2)}(1)(C). To qualify for this

-exclusion, the computer software royalties must comprise at least

.<::50% of'the corporation’s ordinary gross income and a number of

~..~-other statutory requirements relating to the dividends paid by the

. - entity and the nature of its tax deductions must be met. Int. Rev.
Code § 543(d). . . '

.A:‘n S 'com.” o—ratio.n.,' iﬁbie than25% of whose g‘_.ross"roc_oi_pts for a period of

three consecutive taxable years consist of f)assive in?éétment income, and

that has accumulated earnings and profits (earned before it elected

'S corporation status) at the end of each of these three taxable vears, will cease
- to-be an S corporation.- Int. Rev. Code § 1362(d)(3). Moreover, an

- S corporation with accumulated earnings and profits at the end of any one of

. its taxable years that also derives more than 25% of its gross receipts from

passive investment income during the same year may be required to pay a

tax. Int. Rev. Code § 1375. _

- The passive investment income of an S corporation does not include
gain from the sale of intellectual property, but it generally includes

- royalties for the privilege of using patents, copyrights, secret
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- processes and formulas, trademarks; and similar property. Int. Rev.
Code §: 1-362(d)(3)(¢)(i); Treas. Reg. § 1 .1362-2(0)(5)(ii)(A)(1).

'_ b. : ” __However passwe 1nvestment income mcludes neither (1) royalties
o _,derlved by an § corporation in the ordlnary course of its busmess of
_ _Ilcensmg property that it created or with respect to the development or
: marketmg of which it performs mgmﬁcant services or incurs
. substantial costs, nor (ii) eopynght royalties and active business
o 'eo_r_nputefs_c_).ftwe.l“e r()}"_a.l_t_ies_;‘_that are not'trea_ted,_as personal holding
. company income. Treas, Reg. § 1.1362-2(c)(5)EAX2) and (3).

An individual or a closely held corporation to which the passive activity loss
. (PAL) prowsmns of Sectlon 469 apply may be adversely affected if income

_15 characterlzed asa royalty

‘a. - Iftheroyalty is viewed ds'p"ass’i've' in nature because the taxpayer does
" not niate:ri'all'y participate in the trade or business activity from which
it is derived, 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(f)(7).

b, Conversely, pure royalty income not derived in the ordinary course of
‘a trade or busitiess (and . gam derived from the sale or exchange, other

© thani in the fiormal course of'the taxpayer s trade or business, of
intellectual property that yielded pirte royalty income) will generally

“*‘not be freated as passive income and hence cannot be offset by
‘passive losses (Int. Rev. Code § 469(e)(1)(A)).

.. ¢ Note that under the passive activity provisions, a trade or business
includes any act1v1ty 1nv01v1ng research or expenmentatlon (Int. Rev.
" Code § 469(0)(5)) N -
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- The nature of the consideration received by a foreign corporation with U.S.

. shareholders may similarly determine whether these shareholders will be

taxable currently on all or some portion of the corporation’s net income.

"‘_ Undet current law, a U S. shareholder of a so-called forelgg personal holding
 ¢ompa }g is subj ect to tax on his or 1ts share of the corporation’s undistributed -
foréign personal holdmg company income (see Int. Rev. Code § 551), while

an at-least—lO% U.S. shareholder of a so called controlled foreion

- omoratlon is taxable on his or its share of certain items of income (Subpart
F 1ncome) reallzed by the corporatlon mchldmg so-called foreign personal

o holdmg company income (see Int. Rev. Code § 951).

g Under Section 553, foreign 'p'ersonal' holding company income does

" not include gain from the sale of any intellectual property, but it
generally includes all royalties. Only active business computer
.. Software royalties (described above) are excluded. Note also that the
o _foreign personal holding ‘co‘mpa'n'y: provisions would be repealed by
o the Jumpstart Our Business Strength Act passed by the Senate on |
. May 11,2004 (HLR. 1637).

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

'jintellectual property not sold in the ordinary cotirse of 4 corporation’s

trade or busmess ‘may under some circumstances be treated as foreign
_ personal holdrng company mcome, but royalties derived from
unrelated parties incident to the active conduct of a trade or business
S oo, in-_generai, from a related person for the use of, or the privilege of
using, property within the same country in which the recipient was

formed, will not constitute foreign personal holding company income.

The nature of the income that a foreign corporation with U.S. shareholders

receives may also determine whether these shareholders will be required to
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© . 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
L f-‘sold in the ordinary course of a trade or business, can cause a foreign
~.corporation to be characterized as a so-called passive foreign

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

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

.. b. - . Royalties, for this purpose, however, do not includé those that are not
treated as foreign personal holding company income under
., . Section 954(c), discussed.above, and, in addition, royalties paid by a
related person and-allocable to that person’s non-passive income.  Int.
Rev. Code § 1296(b). |

6. Seealso Int. Rev. Code § 956A, added by the Omnibus Budget

—.-..Reconciliation:Act of 1993 and subsequently repealed, dealing withthe -
taxation of a U.S. sharcholder currently on his or its share of the excess

- passive assets of a controlled foreign corporation. B

II_._'-_ - Licensing Intellectual Property to 2 Third Party. - .

A Tfthe o owner of a Datent a copvrl ht, know-how or comvuter software licenses itto a
thlrd party ona ba51s that is not treated as a sale for tax purposes, the income

‘rece1ved by the 11censor W111 be subject to tax at ordlnary income rates.

i. For two interesting rulings dealing with the tax treatment of non-exclusive

licenses on the death of the author of various copyrighted literary works,
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-including the creation of a new ta); basis on death, see LR.S. Private Letter
Ruling 9326043, dated April 2; 1993, and LR.S. Private Letter Ruling
9549023 dated September 8, 1995. . '

- 2.-. - Foracase ﬁnding ordinary income where a taxpayer licensed technology to a
- Japanese corporation pursuant to a technology transfer agreement that was
- terminable at will after 10 years (before the end of the useful life of the
... technology involved) and that did not thereafier preclude the taxpayer from
disclosing the know-how to others in the tranisferee’s exclusive tetritory, see
- Henry Vogt Machine Co. v. Commissioner, T.C. Memo 1993-371. Also with
.+ tespectto know-how, see Pickren v. United States, 378 F.2d 595 (5th Cir.
1967). o - _

- 3. -+ For an interesting case dealing with the licensing of broadcasting rights, see.
- .- The Philadelphia Eagles Football Club, Inc. v. City of Philadelphia,
.- 823°A.2d 108 (Pa. S.C. 2003), in which the Court treated the license
- payments as copyright royalties. = - 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 produétivit\y, use, or disposition of the

. trademark. - -

I. To the é)‘(t‘enfthé fojélty .péyllnents afe cont.iﬁgent 611 the productivity, use, or
disposition of the trademark, the transferor will be treated as having received
- income from the sale or other dlSpOSItl()n ofa non-cap1ta1 asset that is,
ordlna;ry income. Int Rev Code § 1253(0) Wlth respect to przor law, see
Datry Queen of Oklahoma Inc v Commlsszoner 250 F 2d 5 03
o™ Cir. 1957).
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2. Ifthe transferor retains any significant power, right, or continuing interest in

the trademark, buf does not receive payments contingent on the productivity,
 use, or d1spos1t10n of the trademark it is reasonable to conclude that all

~ income wﬂl also be treated as ordmary income by reason of Section 1253(a),

| ' _whlch states that the transactlon wﬂi not be treated as a sale or exchange of a

.T;"capltal asset. Under th1s prov151on for example a sale will not be deemed to

“have occurred if the transferor retains the right:

a. Toset quahty standards for the producté to which the trademark is
 affixed (Int. Rev. Code § 1253(b)2)(C)), or |

b. ©  Torequire the transferee to advertise only the licensor’s products (Int.
Rev. Code § 1253(b)(2)(D)) where, accordmg to the Tax Court the
retained right i is co-extensive w1th the duration of the 1nterest |

- transferred. Stokely_..USA., Inc..v. Commissioner, 100°T.C. 439
- (1993).

A transferor with business operations both within the United States and abroad must

determine the source of any royalty income derived from licensing intellectual

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

tax 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, supr.d)" ‘normally sm-xrced:where the services were
1 'performed (see Int. Rev Code §§ 861 (a)(3) and 862(a)(3))

-1 | _ Royaltles 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, and like property are sourced in the United States. Int. Rev.

" Code § 861(a)(4). Note, in this regard, the distinction drawn in Treas. Reg.
o § I..861—18‘_betWE:en the lease of a cop'jrri ghted conipu‘ter program (generating
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- rental income) and the license of the copyright nght itself (generating royalty

.. -income).

2. N Royaltles pald for use abroad of or for the prrvﬂege of using abroad, patents,

'. _ COpynghts secret processes and formulas trademarks and like property are
N sourced outsrde ofthe United States Int. Rev Code § 862(2)(4).

3. Thus, the place where the licensee uses or is entitled to use the intellectual
~ Dproperty is controllmg See Revenue Ruhng 68-443, 1968-2 Cum. Bull. 304;
" :Revenue Rulmg 72 232 supra and Revenue Ruhng 74 555, 1974-2 Cum.
“Bull. 202; and Sanchez 2 Commzsszoner 6T.C. 1141 (1946), dealing w1th
trademark, copyright, and patent royalties, respectively.

UL  Assigning Intellectual Property to a Third Party.

AL

- Conversely, if a taxpayer assigns his or its entire interest in intellectual property to a

third party, or licenses the property on an exclusive basis to a third party, a sale will
typrcally be deemed to have occurred for tax purposes but the resultmg income may

" ot always be cap1ta1 in nature o

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

e _-by either party, it may quallfy as-a-like-kind-exchange

| 1. __Then, dependlng upon the facts nelther party to the transacuon may be
required to recognize any taxable income.. See Int. Rev. Code § 1031,
pursuant to which the pror)erties ihvolved must be held for productive use in
. a trade or business or for investment; LR.S. Technical Advice Memorandum

9222005, dated January 10, 1992.~

2. | To determme whether mtangrble propertles are of like kind, the regulatlons

‘ focus upon the nature or character of both the rights involved and the

underlymg properties to which the mtangrbles relate. For example, a
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copyright on a novel and a copyright on a song are not deemed to be of like
- kind. Treas. Reg. § 1.1031(a)-2(c). '

l' 3 .. | The Intemal Revenue Serwce has concluded that a taxpayer could swap FCC
o _ | broadcast stat10n hcenses on a tax-free ba51s even though one related to radio -
: and the other telewsmn L R S Techmeal Advice Memorandum 2000350035,
| dated May 11 2000. See also LR. S Techmcal Adv1ce Memorandum
200224004 dated November 29 2001.

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

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

not mvolve a hke-kmd exchange
~Patents. - -

| I_ L. ‘_ .There isa statufogy safe-harbor, that was adopted in 1954, pursuant to which

| . an indiyidual holder of a patent (see Juda v. Commi&sioner, 90 T.C. 1263

.. (1988), regarding partners) who transfers to.an unrelated party all substantial
'r_ig_hits to the patent or an undivided interest in all rights to the patent will

- realize long-term capital gain (or loss) regardless of whether or not the

. . payments received in exchange are (i) payable periodically over a period
generally co-terminus with the assignee’s use of the patent (but see tﬁe
discussion below), or (ii) contingent on the productivity, use, or disposition

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

~a..  Theregulations indicate that this safe-harbor provision can apply even
- before a patent has been granted or before a patent application has
been filed (Treas. Reg. § 1.1235-2(a)), but the consequences, should a
. patent never issue, are not discussed. See Gilson v. Commissioner,
,‘-T C. Memo 1984-447. Also both U.S. and forelgn patents are

- covered.
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. 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 1ssue (a prov131on found to be invalid in Rodgers V.

o Commzsszoner 51 T C.927 (1969), but later found by the Tax Court

“to be valld), the t_lfansferee $ nghts do not extend throughout the
.'remaining life of the ﬁatent, or the transferee is granted rights in fields
of use within trades or industries that are less than all of the valuable

_ rights_:__c_:__overed by the pe}tent. Tregs..Rgeg. § 1._12_35.—_2(b)(1) and (¢).

" Under the statutory safe—harbor prov1smn the holder of a patent is the |
individual whose efforts created the property, or any other 1nd1v1dua1
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 'épératéd“' successfully under
~ operating conditions,” but in no event later than when commercial
exploitation occurs. Treas. Reg. § 1.1235-2(¢e). With respect to the
- treatment of partners as holders, see LR.S. Private Letter Ruling
: 200135015, dated May 31, 2001, and LR S. Private Letter Ruling
200219017, dated Februaty 6, 2002. |

Nevertheless, an employee hired to invent will realize ordinary
income and not capitél gain if he is bound to assign to his employer
‘all patents that he obtains and all patentable inventions that he.

~ “conceives in the course of his employment. See Treas. Reg.

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

" "LR.S. Technical Advice Memorandum 200249002, dated August 8,

2002. Note in this regard that the Internal Revenue Service has begun
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- to focus on equity-type compensation arrangements entered into with
employees who invent. See BNA Daily Tax Report No. 79, at G-5
(April 24, 1998).

If the safe-harbor provision does not apply, capital gains treatment may still

be available under.general tax principles distinguishing capital assets from

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

availability of capital gains treatment will depend initially upen 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. Tn applying these -
h "prov151ons it may be 1mportant to bear in rmnd why the safe-harbor provision

a 'does not apply Even ifa sa.le 15 deemed to have occurred, however:

.a. . ' A professional inventor who'is in the business of inventing and selling

patents will realize ordinary income (see Avery v. Commissioner,

47B.T.A. 538 (1942)).

h , | b. | _‘A seller who used the patent in the ordinary course of his or 1ts trade

‘ | Hor busmess w111 derive elther a capltal gain or an ordinary loss under
| . the pr0v131ons of Sectlon 1231 (see Int, Rev. Code § 1221(2)
 indicating. that depre(:lable propetty used ina trade or business does -

not constitute a capital asset).

. Finally, while an al_nateu:_r inventor will realize capital gain, the gain

will be shoﬁ-ferm ih nature if the sale occurs before the patent is

: actually reduced to practlce (see Burde v. Commissioner, 43 T.C. 252

'(1964)) — that is, before property nghts in the patent come into being
| ', (see Dzescher v. Commzsszoner 36 B. T A. 732 (1937)).

" However, if the patent was depreciable, an amount of gain equal to the

++ depreciation deductions available to the assignor before the transfer occurred
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~{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 interest provisions in the tax.code if there is no stated

- interest or if the interest to be paid falls short of the statutory safe-harbor

- amount.

a | | If the transfer is descrlbed in Sectmn 1235 (a) and the consideration is
o contlngent on the product1v1ty, use, or dlsposmon of the property
| transferred the tmputed 1nterest prov1510ns will not apply. Int. Rev.
: Code §§ 483(d)(4) and 1274(c)(3)(E) Although the Internal Revenue
~Service has held that a transfer is described in Section 1235(a) even
- though 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 Sectlon 1235 will be subject to the imputed interest
‘ dprov1s:ons See S Rep No 98 169 (V ol D), 98th Cong 2d Sess.
'258,n. 15 (1984) T

b In all other cases, one of two 1rnputed interest provisions (Section 483
or 1274) may apply If the conmderatlon paid totals no more than
$250,000 (a fact that may be dlfﬁcult to ascertam when the price is

- 'contmgent) the prov151ons of Sectlon 1274 will not apply. Int. Rev.

Code § 1274(0)(3)(C) Instead under Sectlon 483, some portlon of
each payment due more than six months after the sale will be
. reeharactetlzed as interest if the sale price exceeds $3,000, the interest

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

the price is payable more than one year after the sale occurs.

~:€..- . 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 actuélly made. Inf. Rev: Code §§ 1272 and 1273.
‘However, under some circumstances, a special election to report
- . ‘imputed interest as payments are made may be available. See Int.
‘Rev.'Code '§. 1274A(c) and (d); Revenue=Rulh1g 2002-79,
'+ 2002-48.Int. Rev. Bull. 908.

‘When some'p.art of the trather price is payable over time, the transferor must

also determme when the property s tax basm if any, can be recovered

tax-free '\ '

a. If the sale price is fixed in amount and duration and the taxpayer, if

. permitied to do so, chooses to report gam on the mstallment method

~ (Int. Rev. Code § 453), the taxpayer wﬂl merely recover his or its
) .ba51s in the property transferred proportlonately as payments of
| | pnn(:lpal are made Note that the prov1s1on limiting the use of the
| mstallment method to cash method taxpayers (Int. Rev. Code
8 453(&)_(2),_515 amended by the Ticket to Work and Work Incentives
 Improvement Act of 1999) was repealed by the Installment Tax
~ Correction Act 0f 2000. However the tax attributable to depreciation

"recapture must be pald in the year of sale Also, with respect to the
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--deferral charge that may be due if installment reporting is selected,
-see Int. Rev, Code § 453A. ¢

- If the purchase price is contingent in.amount or in duration, or both,

.- the proration formula under the instaliment method can work only if

. certain assumptions about the price are made. The regulations
indicate what to do when either (i) a stated maximum selling price can
- be ascertained by assuming all contingencies are met in a manner that

‘will maximize the price and accelerate payments to the earliest

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

- - basis ratably over a‘period. of 15 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
perm1ss1on from the Internal Revenue Semce tousea different basis
a recovery method. See Treas. Reg § ISA 453 l(c) that also

reco gnizes the income forecast method for bas1s recovery under
appropriate circumstances; and AMC Parmersth v. Commissioner,
~ T.C. Memo 1997-115. | |

" 'The'so—ealled'oben* transaction method of reporting a transaction,

" pursuant to which a taxpayer elects out of installment sale reporting

" and recovers basis first, is l1kely to be challenged by the Internal

- “Revenue Service. The regula’flons State | “OHIY in those rare and

' extraordmary cases involving sales for a contmgent payment

B obhgauon in thch the fair market value of the obli gatmn . cannot

| 1easonably be ascertamed will the taxpayer be entitled to assert that
 the transaction is “open.”” Treas. Reg. § 15A.453-1(d)(2)(iii). See
" Burnetv. Logan, 283 U.S. 404 (1931).
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1. There is less questlon about the nature of income derived from the transfer of
h a copynght once the transaction has been determined to be a sale for tax
purposes rather than a non-exclusive hcense or a payment of compensatxon |
- for services rendered. See Revenue Ruling 84-78, supra; Revenue Ruling
75-202, 1975-1 Cum. Bull. 170; Revenue Ruling 60-226, supra; Boulez v.
- -Commissioner; supra. In the Boulez case, applying the “works for hire” rule,
the Tax Court found that the taxpayer had no copyrightable property interest
m the recordmgs he made for a recordmg company, and that hence, he -

' reahzed compensahon mcome '

2. The tax code specifically states that the term ¢ capltal asset” does not include
a copyright held by the person whose personal efforts created it or to whom it
. wes assigned by the creator in a carryover 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
| - design that may be protected solely under the patent law. See Treas. Reg.
| §LI2HEO.

""a.  Theincome derived frcm the sale of a .:ccpyright. that is not a capital
o asset for this reason w111 aIways be ordlnary in nature. See Int. Rev..
Code § 123 l(b)(l)(C) that prevents any such gam from being treated
as capital in nature, and Meisner v. United Sz‘ates 133F.3d 654
(8" Cir. 1_998).

b 'However, the transferor should be able to recover hlS or its cost basis
' tax-free because, under the clrcumstances the statute does not negate

': “sale or exchange treatment

3. - Inother cases, the transferor will realize capital gain, provided that:
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.a. The copyright was not held for sale to customers in the ordinary

course of the transferor s trade or busmess (see Int, Rev. Code
§ 1221(1), Deszlu Productzons Inc y. Commzsszoner T.C. Memo
" 1965 307) | |

~ b, o The copjrrig'ht 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 .

e No portlon of the pnce 1s 1mputed as 1nterest under the provisions of

Section 483 or Sechon 1274 dlscussed above

. Computer Software.'

~ In'view of the fact that some computer software is "nonv'copyrightable and

" ‘patentable, it is not clear whether the sale of"cornputer software must be

- analyzed as though it were the salé of a copyright or patent. The regulations
 tinder Section 1221 confuse the'issue by specifically eiicluding from the term

“capital asset” any property eligible for copyri'ght' protection presumably

~ whether or not formal copyrrght protect1on is sought Treas. Reg _
" _§ 1. 1221 l(c)(l) Cf. Mzcrosoﬁ Corp v. Commzsszoner 311 F 3d1178
| (9th C1r 2002), deahng Wlth the tax treatment for other purposes of master

"‘ c0p1es of Mrcrosoft computer soﬁware

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

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

When it is not vrewed by the owner as a trade secret See the discussion of

know—how below. Note however that Sect1on 167(f) treats the computer
software to which it apphes as property
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The final regulations promulgated under Section 861 are helpful, but not
determinative, on the subject of what a transfer of computer software actually

entails. These recognize that the transfer of a computer program may involve

" one or moreé of the followmg ‘the transfer of a copyright right in the

program, the transfer of a copy of the computer program, the provision of

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

of know-how relating to computer programming techniques. Treas.

| Reg § 1.861-18(b).

. I any event, sales of computer software i 111 the consumer market will

" generate ordmary income, whether the transactron is viewed as a sale or a

license for tax purposes. ‘See Int. Rev. Code 8§ 1221(1) and 1231(b)(1)(A).

" 'Moreover under certarn crrcumstances computer software may be deemed

not to have been transferred separately, leavmg the tax consequences of the

transfer dependent upon the tax 1mpact of the underlymg transaction. For

"example, in Syncsort Inc. v. United States 31 Fed CL 545 (Ct. CL. 1994),

| dealmg wrth certarn 11cense agreements pursuant to which the taxpayer

granted each licensee an excluswe hcense to explort its computer program in

a specified geographic area and agreed to permlt the licensees to use certain
 technological information and trade secrets, the court viewed the entire

~ transaction as a franchise, handled_ like trademarks under the tax code.
. B KnoW-HoW.

- There are no statutory provisions dealing specifically with the disposition of

know-how. . °

'_Under appropriate 'circumstances, however, know-how may be classified as a

" capital asset or may qualify for favorable tax trea_tmen_t under Section 1231,
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~ so that when a sale is deemed to have occiirred, a taxpayer who disposes of

-know-how can realize capital gain,

a. Of prlmary concern here is whether know-how constitutes property.
o I it dos not, it cannot qualify as a capital asset (Int. Rev. Code
" § _12_21). or_ as an asset ehgr_ble_for the benefits of Section 1231.

"B " In the past, the Internal Revenue Service treated trade secrets as
property (see Revenue Ruling 71 -564' supra tdéaliug,r with the transfer
~ oftrade secretsto a corporatron) Ieavmg doubt about the nature of
7 other technologlcal mformatlon See also chkren v. United States,

. .suprq, de_scrrb__mg secret form_ul_as_as _cap1t_a1: assets.

C. . Nevertheless prlor case law supports property characterization under
- .other 01rcumstances See Henry Vogt Machme Co. v. Commissioner,
;_ | supra, (in whlch conﬁdentlal unpatented technology was viewed as
| property), and Oﬁza v. Commtsszoner 77 T C 524 (1981) (where
engrneermg proposals were found to mcorporate “trade secrets

‘ hknow—how, or unpatented technology protectable as a form of

| 'pr0perty”)

d.  Moreover, the final regulations under Section 197 treat an amortizable
* “Section 197 intangible héld by a taxpayet for more than one year as
an asset eligible for the beneﬁts of Section 1231. . See Treas' Reg.
§ 1.197-2(g)(8), and compare Int. Rev Code § 197(f)(7) treating any
~amortizable Section 197 intangible as property’-’ subject to the
allowance for depreciation. See also Proposed Treas. Reg.
§ 1 197-2(g)(7)(11)(B), whlch declmed to treat know—how to which the
provrs1ons of Sectron 197 apply as property for all purposes under the
tax code.
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3. Assuming there is no imputed interest, a taxpayer who sells know-how that is

- treated as property will recognize capital gain unless (i) the know-how is
deemed to have Eeen 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 obhgated to sell all inventions to his
employer See Taylor-Wmf eld Corp v. Commzsszoner 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).
. N

5. By way of footnote, hewever,' it is important to note that under certain
.circumstances, know-how may be deemed nof 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.
~.. Trademarks.
1. The nature of the income that a taxpayer receives upon disposing of a

trademark Wlthout retammg any sxgmﬁcant power, right, or contmulng
interest w1th respect to the subj ect matter of the trademark will depend upon

the nature of the consideration paid.

a _ The.‘ tax eode states thaf if 'tl.ie.taxpayer reeeives ameu.nts contingent
o .‘ on the productwlty, use, or dlsposmon of the trademark these
_ amounts will be treated as received from the sale or other disposition
ofa non-capltal asset. Hence, there will be ordlnary income. Int.
Rev. Code § 1253(c). However, since Section 1253(0) does not
‘negate the occurrence of a “sale or exchange,” the taxpayer will

presumably not be taxed on his or its basis in the property transferred.
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..b.  _-Otherwise, the general tax principles distinguishing ordinary income
.+ from capital gain, which are discussed -above, will apply. - These
... general ‘principles will apply, for example, when a taxpayer
~.“unconditionally sells a trademark and all of the other assets usedin

the taxpayer’s business in exchange for a lump-sum amount,

. 2. | On the other hand a taxpayer Who dlsposes of a trademark and retams any
o s1gmﬁcant power, rlght or eontmulng interest w1th respect to the subject

- matter of a trademark (such as quality control rights) will not be deemed to
- have sold or exchanged a capital asset (Int. Rev. Code § 1253(a) and (b)(2),

and hence will realize ordinary income.

-a.. - .Note that a taxpayer will be deemed to have retained a significant
~continuing interest in a trademark when a substantial portion of the
-consideration consists of a right to payments contingent on the

productivity, use, or disposition of the trademark. See Int. Rev. Code
§ 1253(b)(2)(F).

b Nevertheless, for purposes of determmmg whether or not the
| transaet;lon glves rise to personal holdlng company income, the
transactlon may st111 be regarded as a sale See Tomerlin Trust,

T ran.sferee v. Commzsszoner, supra

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

determine the souroe of his or its income derived from assigniﬂg or licensing
: 1ntellectua1 property in a transaction that is Viewed as a sale for tax purposes, in order
'to determme the fore1gn tax ered1t avallable to offset hlS or its U.S. tax liability (see

o the dlscussxon above)
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- There is a special tax code provision, added by the Tax Reform Act of 1986,
.- dealing with the source of income that a taxpayer realizes when personal |

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

a. will realize US. Source ineome if the property is neither inventory

nor deprecrable and if the taxpayer does not maintain a fixed place of
busrness abroad to whrch the sale can be attributed. See International
' _' Multtﬁ)ods Corp. V. Commzsszoner, 108 T.C. 25 (1997).

b May realize forelgn source income 1f the property is inventory or

.depre(:lable orif the taxpayer mamtams a fixed place of business
abroad to which the sale can be attnbuted Int, Rev. Code § 865(a)

7 'through (c) (e) See LR. S anate Letter Ruling 9612017, dated
Deeernber 20, 1995

Intangibles, on the-otherf-hand""including patents, copyrights, secret processcs

or formulas, and trademarks are treated dlfferently from other personal

1 property Int Rev Code § 865(d) Note, however that under certain
crrcumstances the Internal Revenue Servrce may regard the transfer of an
o 1ntang1b1e as mcrdental to the transfer of other personal property, in Whmh o
4:‘ case the special sourcing rules for 1ntang1bles will not apply. See Revenue
.. Ruling 75-254, 1975-1 Cum. Bull. 243, dealing with the sale of a
trademarked product. Note also that Treas. Reg. § 1.861-18 treats the
- ._transfer of a copy of a computer program as the transfer of a copyrighted

article, not the transfer of a copyright right.

- & Ifthe consideration received by a taxpayer for an intangible (not

- deemed to have been transferred incident to the transfer of other -

personal property) is not contingent on the productivity, use, or
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" disposition of the intangible, the general rules under Section 865

noted above (except for Section 865(c)(2), relating to gain in excess

of depreciation) will normally apply.

"' On the other hand, any consideration contingent on the productivity,
use, Or dlsposmon of the 1ntang1ble w111 normally be treated as a

royalty, and the spec1al royalty sourcmg rules described earlier in this

o outlme W111 apply, but only o the extent that the gain exceeds any tax

' deprecratron aIlowable wrth respect to the property sold.

Under elther of these two alternatives, gain equal to the allowable
- deprec1at1on will be d1v1ded between U.S. and non-U.S. source
income based upon the proport1onate amount of the depreciation

) | ad_]ustments allocable to each source, | if tax depreciation was
| taIlowable with respect to the property sold For this purpose,

depreciation may include any deductions for research and

experimental expenses claimed under Section 174.

' :Notwithstaﬁding these proyisions .bowever ataxpayer may elect the

beneﬂts of Sectlon 865(h), pursuant to Whlch galn derived from the

i 'sale ofan int ang1ble will be sourced outs1de of the United States if,

'under a treaty obhgatron, 1t would be sourced abroad

For rules dealing with the sourcing of any portion of the purchase price

.- recharacterized as interest or compensation, see Int. Rev. Code §§ 861(a)(1)
and 862(a)(1) (as to interest) and Int. Rev. Code §§ 861(a)(3) and 862(a)(3)

(as to compensation); -

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

RELATED PARTY TRANSACTIONS

1. : Intercompany Transactions.

A.  Intercompany Pricing.

1. "~ Section 482 broadly states that the Internal Revenue Service may distribute,
apportion, or allocate gross income, deductions, credits, or allowances
L between or among two or more orgamzatlons trades or businesses (whether
. ~or not mcorporated afﬁhated or orgamzed in the Umted States) that are
N owned or controHed by the same interests 1f it determmes that such a
| dlstnbutron apportmnment or allocatlon Is necessary to prevent the evasion
of taxes or clearly to reﬂect income. See generally the Internal Revenue
:. Semce s Forezgn Controlled Corpomtton Non—CEP 73 ransfer Pricing Audit
Gmde made avallable in 1998 and LR.S. Pubhcation 3218 Report on the
Application and Admzmstratzon of Sectzon 482 '

| a B " The Serv1ce will appIy an arm s-length standard to determine whether
S .a transactlon produces results consistent w1th those that would have
been realized if uncontrolled taxpayers had engaged in a comparable
transaction under comparable circumstances. Treas. Reg.
-:§1.482-1A(b)(1); Treas. Reg.'§ 1.482-1(b)(1). Under the final
regulations issued on July 1, 1994, comparability will be evaluated by
. taking into account functions, contractual terms, risks, economic
conditions, and the nature of the property or services. Treas. Reg.
§ 1.482-1(d)(1). '
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_b._. . The Service need not establish fraud, improper accounting, or tax
~-avoidance.  Treas. Reg. § 1.482-1A(c); Treas. Reg. § 1.482-1{f)(1)(1).

c. With respect to the control requirements of Section 482, see
W.L. Gore & dssociates, Inc. v. Commissioner, T.C. Memo 1995-96,
and LR.S. Field Service Advice 200230001, dated March 25, 2002.
See also LR.S. Technical Advice Memorandum 9222005 dated
January 10, 1992, in which the Service took the posmon that

- Section 482 can apply even to cross-licensing arrangements to which

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

L Shdﬁlﬁ the Section 4"82.adji15tmeﬁt made by the Intemal Revenue Service be

substantlal (that 1s, for any yea:r begmmng 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 Sectlon 482 transfer prlce ad_]ustment of more than

85 mllhon or, if less, 10% of the taxpayer S gross recelpts) the taxpayer may

'be subjec {16 220% (or 40%’ in the case of 2 gross valuatlon misstatement)

_‘accuracv-related penaltv under Sectlon 6662

a. There are actually two types of Section 482 penalties under this
| - prov1s10n —a “transaetlonal penalty” and a “net adjustment penalty.”
- See Treas Reg § 1 6662 6(a)(1)

~~b. - The former penalty applies When a transaction between persons

described in section 482 involves a valuation misstatement. For a
recent case in which the 40% penalty imposed as the result of a
. .~ trademark adjustment was reversed on appeal, see DHL Corp. v.
- Commissioner, 285 F.3d 1210 (9th Cir: 2002).

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

an allocation under Section 482. It can be avoided under certain-
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“defined circumstances — for example, if the taxpayer produces, within
30 days of being asked for it, documentation that was in existencer
- when the applicable tax return was filed, substantiating that the price
-.:-was.determined using a specific pricing method prescribed by
= . regulation, and that the selection and application of the method
~chosen was reasonable. See Treas. Reg. § 1.6662-6(d). See also
+ “Revenue Procedure 94-33, 1994-1 Cum. Bull. 628; LR.S.
Announcemt_:nt 96-16, 1996-13 Int. R__t_:v. Bull. 22. -

- d. “However; the net adjustment penalty cannot be avoided under the

7 +general statutoty exception for reasonable cause. See Int. Rev. Code
§8 6662(e)(3.)(D) and 6664(c). Cf. Treas. Reg. § 1.6662-6(b)(3);
Tempor;uy Tfeas:_ Rgg.. § _1 .666{}-4T(f).

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

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

- - applicable in taxable years beginting on or before April 21, 1993). In 1986, .

-+ ~however, Section 482 was expanc'i%d to provide that whenever an intangible,

-..such as a patent, copyright, know-how, or irademark, is licensed or
transferred, the income eatned must be commensurate with the income

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

a..h ) _He.ﬂéc,‘ if one fn_enriber (_)f a cOnt,rolle'adgr.oup licenses or assigné
| i1.ntellec’cual prbperty to another .m_e.mber. of the group, the
consideration paid cannot beg‘Based simply on industry norms or other
1. unrelated party transactions. ‘See Treas. Reg. § 1.482-4(D(4) (to be
- renumbered as § 1.482-4(£)(5) upon the adoption of proposed
regulations under Section 482 publishe‘d in the Federal Register on
‘September 10, 2003), =
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-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()(2) (dealing with periodic -adjustmenté) and 1.482-4(f)(5)
- (dealing with lump sum payments), to be renumbered as
. § 1.482-4(f)(6) upon the adoption of proposed regulations under _
- Section 482 published in the F éderal ‘Register on September 10, 2003.

If the transferor retains a substantial interest in the property and
receives nothing. or only nominal consideration in exchange, an

_arm’s-length royalty. will typically be imputed. See Treas. Reg.

. §1.482-4(H)(1).

More generally, under the ﬁnal regulatlons one of four methods must
- be applied to.determine whether the consideration satisfies the general
: arm s~length standard: the so-called comparable uncontrolled

- transaction (CUT) method, the-comparable profits method (CPM), the
. profit split met'.hod,. -and any other method (an-unspecified method)

. -that satisfies the criteria set forth in the regulations. Treas. Reg.

§ 1.482-4(a). The method chosen must be applied in accordance with_
the general requirement that the results of the transaction in question
not fall outside of an arm s-length range of results achieved in
" comparable transactions 1nvolv1ng uncontrolled taxpayers See Treas.

) Reg §1482 l(e)

A taxpayer is required to choose that method which produces the most
. reliable measure of an arm’s-length result under the facts and
- . circumstances of the transaction under review (the so-called best '.

method), taking into account comparability and the quality of data and
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* assumptionis. ‘Treas. Reg. § 1.482-1(c); see, e.g., Treas. Reg,
| '§ 1-.482-4(c)(2)(i).

comparable proﬁts method asa method of last resort. See Treas. Reg.
- § 1:482-5; Treasury Decision 8552, 1994-2 Cum, Bull. 93, at 109.

g _Wlth respect to the: ownersh1p of 1ntang1ble property for Section 482

- . purposes, see Treas. Reg. § 1.482-4(£)(3), Proposed Treas. Reg.
. § 1.482-4(£)(3), and Medt‘evql Attra_ctions N.V.v. Commissioner,
T.C. Memo 1996-455. '

h.  With respect to the imﬁuféiﬁon of an agreement relating to the use of a
- trademark or the marketing of an intangible, see Proposed Treas. Reg.
§ 1.482-4(0)(4). |

Bona fide research and development cost-sharing arrangements are still

* permitted, to the extent they are consistent with the purpose of the
" amendment to Section 482, namely, “that the income allocated among the
parties reasonably reflect the actual economic activity undertaken by each.”
" HR. Rep. No. 99-841 (Vol. II, 99th Cong., 2d Sess. IT-638 (1986).

..a . A cost-sharing arrangement is a written arrangement pursuant to

which two or more members of a controlled group agree upon the
costs and risks they Will bear in connection with the development of
' mtellectual property in Wh1ch each w111 have an interest. The
| arrangement differs from a partnershlp (see Treas. Reg. § 301.7701- 3)
' in that once the property is developed, each party bears the costs of |
N producmg and marketmg its 1nterest in the property and retains the

. :beneﬁts of its own efforts B
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. According to the Conference Report on the 1986 Act, a cost sharer
must bear its portion of the costs of developing both successful and
unsuccessful products at all relevant stages of development. |

' 'H.R. Rep. No. 99-841 (Vol. If), 99th Cong,, 2d Sess. 11-638 (1986).

~In January of 1992, the Treasury Department issued a proposed
regulation (Proposed Treas. Reg. § 1.482-2(g)) on the subject of

L cost—shanng arrangements that mcorporated the

commensurate-with-income standard and that has since been
“finalized. Treas. Reg. § 1.482-7, as amended by Treasury Decision
8670, published in the Federal Régister on May 13, 1996, applicable

. In taxable years beginning after 1995.
* Under the final cost-sharing regulation, the Internal Revenue Service
will not disturb the way in which the parties to a cost-sharing

Aarrangement agree to share the costs of developmg intangibles, so

| : :_ long as then' agreement quahﬁes under the standards set forth in the .

_regulatlon and the Service finds it unnecessary to adjusta controlled
. partlclpant s share of costs to cause them to. equal that participant’s
h share of the reasonab_ly ant__le1p_ated_ direct or indirect benefits detived
* from the intangibles. Cf, Treas. Reg. § 1.482-7(d), dealing with the
- treatment of stock-based compensation under a cost sharing

' arr'angement. .

B SeeLR. s F1e1d Servme Advice 200001018, dated January 7, 2000,

~ and LRSS. Ficld Service Advice 200023014, dated February 29, 2000,

| _ dlseussmg cost-sha:rmg arrangements. Note that cost-sharing

payments for_the right to use 1nt_a.ng1b1es have been held to be
ineligible for Sectioﬁ 174 tfeah_nent. ‘See LR.S, Field Service Advice

200122005, dated Februery 1,2001. Inaddition, research or
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- experimental expenditures covered by cost-sharing payments are not
-eligible for Section 174 treatment.’ See LR.S. Field Service Advice
~200207012, dated November -13, 2001.

| __A_Several consolrdated U S Tax Court cases 1nvolv1ng Nestle Holdings. Inc.

N and transfer pr1c1ng 1ssues commonly faced by those who license intellectual

- property _ﬁ_om a rela_ted party received wide publicity in 1994.

R Among the issues that the court was asked to address were the
deductibility of royalties paid and the reasonableness of research and
development fees See Tax Court Docket Nos. 21558-60 through

_ .21562 90 and 12245 91 and BNA Dazly Tax Report No. 195, at G-2

(Oct. 12, 1994).

- b. The cases were widely publicized in 1994 because of a letter that the
ofﬁee of the North Atlantic Regronal Counse] sent to several large _
_ manufacturmg compames requestlng information relevant to the
_' 1ssues ra;lsed such as 1dent1ﬁcat10n of the companies’ unsuccessful
| _ attempts to hcense thelr trademarks See BNA Daily Tax Report ‘
- No. 66, at J-1 _(Aprll 7, 1994). Note that the Internal Revenue Service
: ‘..'hE.lS in the past indicated rhat under appropriate- circumstances, it will -
_ ose its summons authority to obtain comparable information from
~ third partres See BNA Dazly T ax Report No. 220, at G-3 (Nov. 17,
| 1994).

* 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).

- A number of programs have been_deVelopec_l.to_-address t_:ransfer-pricing

matters.
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- For a discussion of the government’s advance pricing agreement
- (APA) program pursuant to which a taxpayer and the Internal
‘Revenue Service can agree in advance on a transfer pricing method,
~ see LR.S. Announcement 96-124, 1996 49 Int. Rev. Bull. 22;

" Revenue Procedure 96-53, 1996-2 Cum. Bull. 375; and LR.S. Manual
| -Chapter (42)(10)00 1ssued January 22 1997 See also a report

'appeanng in BNA Dazly Tax Report No. 11 at G-1 (Jan. 20, 2003),

~ indicating that APA cases were not being processed pending a Senate

.. ~.review of the program. . -

For a discussion of the_".s.mall.bﬁeieeés"taxpayer APA Program, see
LRS. Notice 98-10, 1998-1 Cum. Bull. 424, and LR.S. Notice 98-65,
1998-2 Cum. Bull. 803. -

Early in 1999 the Internal Revenue Serv1ce agreed that redacted
'APAs were SubJect to dlsclosure See BNA Daily Tax Report No. 69,
atG-1 (Aprﬂ 12, 1999) dlscussmg the posmon of the government in

.' hght of l1t1gat10n brought by BNA seekmg public disclosure of APAs.

o However the Ticket to Work and Work Incentives Improvement Act

- 1999 amended the statute to treat APAs and related background
- "1nf0rmat10n as conﬁdentlal Thus, neither is subject to public

' ':dlsclosm'e but the Treasury Department is required to prepare an

B annual report providing mformatlon about APAs. See Int. Rev. Code

§§ 6103(b)(2)(C) and 6110(b)(1), as amended; L.R.S. Announcement
2000-35, 2000-1 Cum. Bull. 922 (the first such report); LR.S.
Announcement 2001-32, 2001-17 Int. Rev. Bull. 1113 (the second

- such report); LR.S. Announcement 2002-40, 2002-15 Int. Rev.

Bull. 747 (the third such report); L.R.S. Announcement 2003-19,
-2003-15 Tnt. Rev. Bull. 723 (the fourth such report); and LR.S.

82




B.

- .- Announcement 2004-26, 2004-15 Int. Rev. Bull. 743 (the fifth such
- report).

For a dlscussmn of another pro gram avaﬂable to taxpayers seeking to

”resolve Sectlon 482 dlsputes w1th the Serv1ce see Revenue Procedure

94-67, 1994-2 Cu:m. Bull. 800, dealing with the AIR (Accelerated

Issue Resolution) program.:

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

Wlth requests for asmstance of the U S. competent authority under the

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

- Conversion of Capital Gain into Ordinary Income.

1. - Although the income that 4 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 mi ght otherwise be capital gain into ordinary

~ income when the parties to the transaction are related.

‘The special prov1s1on pursuant to which the holder of a patent can realize

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

‘related party. See Int Rev Code§ 1235(d) Sojj‘i’on v. Commissioner,”
35 T. C 787 (1961)

a.

' Capital gains treatment may still be available under general principles

of tax law. See Revenue Ruling 69-482, supra. -

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).
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Under Section 1239, a taxpayer who sells property to a related person will
realize ordinary income if the property is depreciable in the hands of the

transferee, the concern here bemg with a taxpayer s ability to generate

o -"ordmary deductions in the future (through a related party) by paymg 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 after June 8 1995 now have a statutory life of 20 years from
" date of ﬁlmg, query whether under current law, patent applications

" have become depre01able in any event.

b. Note also that installment sale treatment will geuerzilllfy not be
... available under these circumstances.. See Int. Rev. Code § 453(g),
.. which extends the definition of © related persons” beyond that in

Section 1239. - .

. ¢. " Forarecent priuate letter rullngm which the applicability of
~Section 1239 to the transfer of a-trademark was considered, see LR.S.
Private Letter Ruling 1999440435, dated August 11, 1999.

) Slmllarly, property that is not a eapital asset in the ha.nds of the buyer (and
that, if later sold by the buyer, will thus normally yieldlordinary income) will
- generate ordinary income for the seller when the sale or exchange transaction
involves either two partnerships controlled by the same persons, or a
partnership and e partner who directly or indirectly owns more than a 50%

" interest in the partnership. Int. Rev. Code §‘70.7(b)(2). '

- Finally, a U.S. taxpayer who sells-a patent, copyright, secret process or
- formula, or similar property to a foreign corporation that the taxpayer

.controls will realize ordinary income rather than capital gain. Int. Rev. Code
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~ § 1249, Control for this purpose means the direct or indirect ownership of
more than 50% of the voting stock of the entity.

~C. . Disallowance or:Deferral of Losses and Other Deductions. -

.' 1.‘ Because of the ability of related parties to _éfcate uneconomic tax losses or
deductions, a number of tax code provisions and administrative
*_interpretations of the law specifically preclude taxpayers from deriving a
- current tax benefit from a loss realized in a transaction involving a related
party and place restrictions upon the ability of taxpayers to deduct amounts
| paid to a related party. '

2. Thus, should a taxpajrer sell intellectual property at a loss to a person related

:td' the:t:axp'ayer, the' loss, as suéh, will normaﬂy not be deductible currently.
Int. Rev_.'Code § 267(a)( 1 and, with respect to transactions involving
o partnerships or a partner and a partnership, Int. Rev. Code § 707(b)(1).

a.  Ifthe transferor and the transferee are members of the same controlled
group of corporatzons the loss will typically be deferred. Int. Rev.
| Code § 267(f) The regulatlons under this provision (Treas. Reg.
§ 1 267(t) 1) apply consohdated return prmc1ples Cf. UnionBanCal
Corp V. Commzsszoner 305 F 3d 967 (9th Cir. 2002).

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

-3, - Similarly, the provisions of Section 197 dealing with the amortization of

. intangibles generally will not apply to intangibles acquired by a taxpayer
from a person related to the taxpayer in certain types of transactions if a

depreciation or amortization deduction would not otherwise be available.
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- .a. . - Transfersof know-how, for example may be affected by this

provision.’

b. . See the “anti- -churning” rules in Int. Rev. Code § 197(£)(9); Treas.
" Reg. § 1. 197-2(h) and 1 R S anate Letter Ruhng 9630015, dated
Aprll 26, 1996 |

+ . €. . Forarecent ruling_d:aling with the application of the anti-churning
_rules to partnerships, see Revenue Ruling 2004-49, 2004-21 Int. Rev.
Bull. 1. '

Moreover, if a taxpayer licenses intéileéfual .D.ropértv. from a related party

a Thé royalties willl.no't Be deducﬁble to fhe extent thej are determined
, _by the Internal Revenue Serwcc to be unreasonable in amount. See
- »IRevenue Rulmg 69 513 1969~2 Cum Bull 29; Podd v.

| ‘Commzsszoner T C. Memo 1998-231 Dharma Enterprises v.
- Commissioner, 194 F. 3d --‘13'16-(9th Cir. 1999)

| b. _‘ Nor wﬂl the royaltles be deduc’nble untll the payee is required to
B 1nclude them m gross mcome under the so-called matching principles
- m Sectlon 267(a)(2) Th15 prov1smn precludes an accrual method
licensee from taking atax deducnon 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.

¢. - Seealso Charlotte’s Office Boutigue, Inc. v. Commissioner, 121 T.C.,
-89 (2003), indicating that a payment to a related party designated as a
royalty may in fact constitute compensation subject to employment

. tax withholding..- = .~
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. 5.. .. For comparable provisions that apply to corporations filing consolidated tax

~ . ‘returns, see Treas. Reg. § 1.1502-13, dealing with intercompany transactions.

II. - Trans'fer's to a Controlled .Corporation'. o

A. - Transfers to a Domestic Corporation.

1. _ In general when a taxpayer transfers intellectual property to a domestic
- corporatron that the taxpayer controls 1mmed1ate1y after the transfer, there

~ will beno garn or loss for tax purposes _

| | -_ a'._ | Note, however that in 1995 the Treasury Department and the Internal
R Revenue Service began an rnformal study of the treatment of transfers
of 1ntellectual property under Sectron 351, and the President’s fiscal
year 2000 budget proposal on the subJ ect, discussed below may
reflect the outcome of that study See 69 Tax Notes 952 (Nov. 20,
- -1995). -

b, :'_ B Wlth respect to the transfer by a tax-exempt organization of
mtellectual property nghts to a taxable subsidiary, see LR.S. Private
Letter Ruling 9705028, dated November 5, 1996.

e With respect to a mere nonexclusive license of a patent to a controlled
. .- corporation, see Revenue Ruling-_58-260, 1958-1 Cum. Bull. 126.

2 _ The statutory requlrements for non—recogmtron appear in Section 351 of the

- tax code In general

a.  Property must be transferred in exchange for stock; the receipt of
_ _securltles is 1o longer perrmtted Moreover under Section 351(g),
_ added by the Taxpayer Rehef Act of 1997, the rece1pt of certain

_ preferred stock 1s no longer permrtted ona tax-free basis.
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oo ‘The transferor must, alone or with other transferors, own immediately

“ - after the exchange stock possessing at least 80% of the corporation’s

voting power and at least 80% of all other classes of corporate stock.

Section 351 applies only to transfers of propertz See generally I R. S Private
Letter Ruling 8432073, dated May 8 1984. '

o a ': Patent nghts have been determmed to be property under Sectron 351.
T Fres. Reg §1 351- @), ex. (1) h

b. Wlth respect to computer scftwa:re see Revenue Procedure 74-36,
e _ | _1974 -2 Cum. Bull 491; with respect to copyrlghts and trademarks,
- see Revenue Procedure 83-59, 1983-2 Cum Bull. 575; and with
‘ 'respect to trademarks alone, see I R S anate Letter Ruling 9710018,
| '_ dated December 5 1996

c. Note that the Internal Revenue Service has concluded that the right to
receive license fees in the future is not property. LR.S. Field Service
Adv1ce 200149019 dated August 31 2001

- The government’_s.characterization of know:how for purposes of Section 351

s less certain than its characterization of other forms of intellectual property.

a . Know-how is discussed in Revenue Ruling 71-564, supra, and
Revenue Procedure 69- 19 1969 2 Cum. Bull 301, in which the
" Internal Revenue Serv1ce appeared to v1ew secrecy as an essential
_element of the technologlcal information to which the provisions of

- Section 351 can apply. -

B b ' The Internal Revenue Servrce has characterrzed know-how as secret
"where (1) itis known only to the transferor and those confidential

B 'employees who need to have knowledge of the know-how so that they
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-.can apply it for its intended use, and (ii) adequate safeguards are taken
* .- to guard against unauthorized disclosure. See LR.S. Private Letter
. Ruling 8502024, dated October 15, 1984,

e Note also that Treas. Reg. § 1.861-18, dealing with the tax treatment
- of certain transfers of computer programs, states that information
concerning a computer program will-be treated as know-how for
purposes of applymg the regulanon only if, among other
B requlrements, it 1s furmshed under conditions preventing its
nauthorized dlsclosure and it is con51dered property subject to trade

N 'secret protec’uon
- A transfer is also required under Section 351. :

a _"' ' Fer rl_iliﬁgs purposes the 'Serv.i'ee_heis. taken a restrictive posture
S L'_regarding_ _the'e)itent. of the righrs in intellectual property that must be
 transferred in order te saﬁsfy the requirements for non-recognition
- +.under Section:351. . The question that the Service asks is whether the
. fransaction, if taxable, would be treated as a sale for tax purposes
rather than as a mere license. - See Revenue Ruling 69-156, supra;
- LR.S. Private Letter Ruling 9810010, dated December 3, 1997.. But.. ...
- see LR.S. Private Letter Ruling.'2002'1'7051, dated January 28, 2002,
- dealing with the contribution of less than all substantial rights in |
. certain intellectual property to a corporation.

b Thﬁs, under Intemal Revenue 'Servic.e rulings guidelines a
R conveyance of a11 substantial rights in patents and patent apphcatrons .
s reqmred all rights, title, and interests in a copyright, in each
medium of exploitation, must be transferred; and, in the case of a

trademark, the transferor cannot retain any significant power, right, or
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. continuing-interest in the property. :See Revenue Procedure 83-59,
 supra, and the preamble to final Treas. Reg. Sec 1.861-18
(T-D. 8785), discussing the “all substantial rights™ test.

¢c. .~ 'The courts, on the other hand, have been more liberal. See
o' +E.I duPont de Nemours & Co: v. United States, supra, involving a

non-exclusive license. :.- -

. d _ .l 'Note aIso that the Adlmmstratmn has in the past proposed eliminating
o . | _the “all substantlal rlghts” reqmrement provided that both parties to
the transactlon treat it in the same manner. See Descrzptzon of
Revenue Provisions Contamed in the Preszdent s Fiscal Year 2000
| Budget Proposal prepared by the staff of the Joint Committee on
Taxation, at page 225 The same proposal appeared in the
'Admmlstratlon s Flscal Year 2001 Revenue Proposals, and legislation

'.'to the same effect has been mtrodueed since then.

~Notwithstanding the general rule, if the intellectual property was developed
.- specifically for the transferee, the'stock ree'eived in exchange may be

. regarded astaxable compensation for services rendered. See Int. Rev. Code
- 8 351(d); Treas. Reg. § 1.351-1{a)(1)(i); Revenue Procedure 69-19, supra.

. - Compare Blum v. Commissioner, 11 T.C. 101 (1948), with Chilton v.

- .»Commissioner, 40 T.C. 552:(1963).

However, ancillary services rendered by a transferor incident to the transfer

of property will typlcaIly be dlsregarded 50 that no portion of the stock
_recelved by the transferor will be v1ewed as taxable compensation income.
' 'See Revenue Rulmg 64- 56 1964 1 Cum BulI 133
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Also, where no stock is actually issued to the transferor in exchange, the

- transfer of intellectual property to a corporation may instead be treated as a

tax-free contribution to capital. See Int. Rev. Code §§ 118 and 362(c).

. 'B. - Transfers to a Foreign Corporation. -

1

If the transferee of intellectual property is a foreign corporation, rather than a
-~ domestic corporation, the provisions of Section 351 of the tax code will not

| protect the U.S. transferor from taxation."

.ﬂnder. Secﬁon 367(a)(1), tok which .transfers of l opyrights not treated as
- capltal assets are subject (see Int. Rev Code § 367(a)(3)(B)(i)), the U. S.
| transferor wﬂl realize ordinary income when the transfer occurs to the extent
| ‘the transfero_r would have realized orghnary income had the property been
_ r‘f.s‘old insfead See Temporary Treas. Reg. §§ 1. 367(a) 1T, 1.367(a)- -STB)(2),
i .and 1 367(d) lT(b) Note that the prov1smns of Treas. Reg. § 1. 861-18 apply

for purposes of determlnmg the nnpact of Section 367 upon the transfer of a

computer program.

1

| _‘Séctrion 367(d), added by. the Tax Réforfn Act of 1984, deals with the transfer

of other 1ntan91bles (mcludmg patents know-how trademarks and other

““copynghts) to a forelgn corporatlon ina transactlon to which Section 351

- _ ..would otherwise ap_ply.

a Overturning prior law (see Revenue Procedure 68-23, 1968-1 Cum.
Bull. 821), this provision, which will apply unless regulations provide
" 1o the contrary, does not distingﬁiSh between transfers of U.S. and
foreign intangibles, nor does it focus upon the nature of the business

~ in which the mtanglbles are to be used. On 1ts face, the prov151on

apphes not only to mtanglbles transferred to a fore1gn entity that will

manufacture goods for the U.S. market, but also to intangibles to be
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- used to produce abroad a product for consumption abroad. See
Ternporary Treas. Reg. §§ 1.367(a)-1'T(d)(5)(i) and 1.367(d)-1T(b).

b Moreover, the Ser\;rce ur'illse:ek 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)(ii).

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

intangibles in question in exchange for payments that are contingent on the

“productivity, use, or disposition of the property, and notwithstanding the

N actual con81derat10n paid, will be deemed to recerve each year over the useful

h life of the property (or if less 20 years) an amount commensurate with the
‘income attnbutable to the 1ntang1bles See Temporary Treas. Reg.
§1. 367(d) 1T(c)(3) The Taxpayer Rehef Act of 1997 repealed the treatment
of this deemed ordinary i mcome as U.S. source 1ncome so that the regular
. -royalty sourcmg rules will now apply Int Rev. Code § 367(d)(2)(C) as
" amended effective August 5, 1997.

a. Under the temporary regulaﬁons, however, an election to treat the
- 'transaction'.as a sale can be made under certain .e'i.rcumst'ances—m for
example, when operating intangible's (‘e".é., 'sfudies) are transferred or,
i general, when at least half of the jsroperfiz 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.
: transfe_ror receives between 40% and 60% of the transferee, a newly
. formed entity, at least 40% of which is owned by unrelated foreign
_persons. Temporary- Tre.as. Reg. §§ 1.367(a)-1T(d)(5)(ii) and
1367-1T@Q). - '
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“ b

. Then the taxpayer will be taxed at ordinary income rates on the

~built-in gain, which, under the temporary regulatlons, will be treated

as U.S. source income.

“ The extent to which tradé_marks are covered by Section 367(d) is not clear.

" Section 367(d) apphes to transfers of 1ntang1ble property referred to in
Section 93 6(h)(3)(B), mcludlng “any ttademark, trade name, or brand

. hame.”

" However, the Géneral'Expléhatiori-of the 1984 Act prepared by the
* Joint Committee on Taxation states: “The Act contemplates that,

- 'ordinarily, no gain will be recognized on the transfer of . . . marketing
' iﬁtaogibleé; (such as trademarks or trade names) developed by a

_ f_orei_gn branch to a foreign corporation.”

| On'the' other hand, the Conference f{epon on the 1984 Act states:

“ “The conferees wish ‘to'olarify that, as under present law, gain will

generally be recognized under section 367(a) on transfers-of
marketing intangibles (such as trademarks. . .) for use in connection

with a U.S. trade or busmess or in connectlon with goods to be

B ”manufactured sold, or consumed in the United States.” HR. Rep
_ ~ No. 98-861, 98th Cong., 2d Sess. 955 (1984).

The Treasury Department appear's to have resolved the ambiguity by

' taklng the position that forelgn marketing intangibles (including
o trademarks) developed by a foreign branch and transferred to a

' forelgn corporatlon before May 16, 1986 are not subject to

Section 367(d). See Temporary Treas Reg §8 1.367(a)-1T(d)(5)(1v)
and 1. 367(d) IT(b) o
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Although mere contributions to the capital of a domestic corporation may be

- tax—_ﬁ'ee, contributions to the capital of a foreign corporation will normally be

taxed. See Revenue Ruling 64-155, 1964-1 (Pt. 1) Cum. Bull. 138; LR.S.

| Private Letter Ruling 9343009, dated July 21, 1993, S¢_e also Nestle

Holdings v. Commissioner, T.C. Memo 1995-441, remanded (on a different

s a.

issue), 152 F.3d 83 (2d Cir. 1998), where the taxpayer sought to treat a sale

.as in part a capital contribution.

If the 80% voting control requirement of Section 351 is met, the

. provisions of Section 367 will apply as though the transferor had
_re{ceiv_ed_. stock of the foreign corporation equal in value to the
* property transferred, See Int. Rev. Code § 367(c)(2), reversing the
| " posif_ion takén in Abegg v. Qammis;ibner, 50 T.C. 145 (1968).

Otherwise, under éurrent'law; ‘the transferor will be required to

~include any built-in gain in his or its U.S. gross income, as though the
_property had actually been sold, if so provided in regulations |
~.promulgated by the Internal Revenue Service. Int. Rev. Code

§ 367(0).

* Prior to the Taxpayer Relief Act of 1997, however, different rules
“applied. Built-in gain was taxable at 35% when a U.S. citizen,
3 fesident, corpo’rﬁtion; parfﬁérship,'estate, or trust contributed property
. to ataxable 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 August 20, 1996, a penalty equal to

- 35% of the gross reportable amount could have been imposed. Int.

Rev. Code § 1494(0), added by the Small Business Job Protection Act
of 1996. See LR.S. Notice 96-60, 1996-2 Cum. Bull, 227; LR.S,
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Notice 97-18, 1997-1 Cum. Bull. 389; LR.S. Netice__97-42, 1997-2
Cum. Buil. 293; and LR.S. Notice 98-17, 1998-1 Cum. Bull. 688.

d.  Toavoid this excise:tax under prior law, the transferor either had to
elect to have principles similar to those of Section 367 upplied to the
| t:r'anseietion,udr had to elect under Sectien' 1057 (also repealed by the
| Taxpayer Relief Act of 1997) t6 include sny galn in his or its U.S.

gross income, as 'thougﬁ'the propeﬁj} had.a'c’fually been sold. Int. Rev.
o Code § 1492. See LR.S. Techmcal Adv1ce Memorandum 9647004,
A 'dated August 2, 1996

e. Note that the Tax Reform Act of 1984 deleted the ability of a taxpayer
to avoid the former excise tax by establishing in advance that the
transfer would not be in pursuance ofa plan havmg as one of its

" pnnc:lpal_ purposes the avoidance of federal income taxes.

... For certain reporting requirements, see Int. Rev. Code § 6038B and Treas.

- Reg. § 1.6038B-1, requiring in certain instances the use of Form 926, Return
- by Transferor of Property to a Foreign Corporation. - | |

a. .. Note that the reporting requirements apply to transfers of intellectual
' property made by a U.S. person that are not viewed as taxable

- contributions.to capital. -

b. There are significant penalties for failure to eonlply - i.e; the lesser of
+$100,000 (absent intentional disregard of the law) or 10% of the value
of the property transferred.
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1L . Transfers to a Foreign Partnership. -

A Under the 1aw in effect prior tothe Taxpayer Relief Act of 1997:

o « contrrbuted property to a forergn partnerslup was taxed at 35% on the built-in

A U S cltlzen re51dent corporatwn, partnershrp, estate, or trust who

gam notmthstandmg the prov131ons of Sectlon 721 that impose no tax when

a taxpayer transfers property to a partnershlp in excha.nge for an interest in

the partnersh1p Int. Rev. Code § 1491 as in effect prior to August 5, 1997.

~ See LR.S. Technical Adv1ce Memorandum 9618003 dated January 17, 1996,
- and, with respect to the deﬁmtmn of “property,” United States v.

Stafford, 727 F.2d 1043 (1 1th Cir. 1984)

_ To avmd thls excise tax the transferor was able 1:0 take either of the two steps
' descnbed above, avallable to a taxpayer who contrlbuted to the eap1ta1 ofa

taxable forelgn corporatlon in a transaction that failed the 80% voting control

requirement' of Section 351. Int. Rev. Code § 1492, as in effect prior to

. August 5, 1997. See LR.S. Technical Advice Memorandum 9704004, dated

October 23, 1996; LR.S. Private Letter Ruling 9741037, dated July 14, 1997.

- B.. . Undercurrent 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 anon—U.S. person'. o

-See Int. Rev. Code §§ 721(c) and (d) and 367(d)(3), added by the Taxpayer

Relief Act of 1997.

Note that it is not yet clear whether immediate gain recognition will be
required with respect to transfers of property to domestic as well as foreign
partnerships. It appears, however, that the statute as worded gives the

government the authority to do so.
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In addition, the r_eporting requirements under Section 6038B have been extended to
cover certain transfers made by U.S. persons to foreign partnerships, effective with
respect to transfers made after August 5, 1997. Reporting will be required if the
transferor holds at least a 10% interest in the partnership after the transfer, or if the
tranéferred property and ény 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. -

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

2. With respect to transfers made 011. or after January 1, 1998, see Treas. Reg.
§ 1.6038B-2, directing that reportable transfers of property to foreign
partnerships be reported on Form 8865, Return of U.S. Persons With Respect
to Certain Foreign Partnerships. | '

3. The pehalties 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 tr_ansferréd. Secondly, the transferor
will be required to include in gross income any unrealized gain inherent in

__theproperty. -
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