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

development or othermse) or. dlspose of mtellectual property want to secure the most

favorable tax’ results

Ideally, the cdnsider'ation received by atransferor w111be texed'at the lowest possible

tates or not at aﬂ whﬂe the costs incurred by a developer and the consideration paid

bya; hcensee or ass1gnee w1Il be deductxble in full on 2. current ba31s

Also, 1dea11y, a transferor wﬂl not have phanto'm’.? _ineome, reS'ulting in more income

subje eet to tax than ant1c1pated

Fmally, in an 1deal World if any party to the transactlon 11ves or transacts business

' abroad, no adverse tax consequenees w1ll thereby arlse - e
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II.  Variables.

A ;

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

depend upon a number of vanables See in this regard the D1scusszon Paper released

by the Treasury Department on November 21 1996 entltled “Selected Tax Policy

Implications of Global Electronic Commerce.”

Initially, it is important o know the kind of intéllectual property — that is, its

character for tax purposes. For example:

S R _IS-it_ a patent, a copyright, know-how, compu.te_r software, or a‘trademark?
.'2: I the hands of the tréuisfeﬁir, is 1t a c‘fiip‘_i.'té.f?as-set or inveﬂiotyftj}pe property?
_' 3. . Inthe hands of the nfénsferee, is the _property depreciable?

: Seeondly, the parties to a transaction involving a transfer of rights in intellectual

. property must determine the nature of the transaction. Specifically:
- _ -I._' - Does the transferor retain a _substahtial interest in the inteliéctual property?

“ 2. o Isthe tiansferee of the intellectual property related to'the transferor?

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

rendered?

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

- the consideration paid or received. For example: -

“1. - Is'the consideration to be paid in a lump sum or in installments?
2. Inthe case of an installment sale, is there stated _intcre§1;?
3. - Are payments contingent on productivity or sales?
2




. 4. Isanarm’s-length amount to be paid for the intellectual propeﬁy? o
5. 7 Are expenses being prepaid? . .~
6 Are the pa-yme:nts' eeerced in _the Uﬁited 'Statee or abroad? ) ) | |

ACQUIRING INTELLECTUAL PROPERTY OTHER 'I‘HAN :
FROM.A RELATED PARTY oL

L Overview.

| A . There are three common ways in -which-'intellectual property is-acquired — that s, it is
_ developed by the taxpayer it 1s hcensed from a thll'd party, _or 1t is received by way
of a331gnment from a third party | | '

B. A taxpéjf'er'v.\)ho wants to develop _orl"‘o'therp/is'e 'acq'uire intellectual property is

3 c'encemed about the deductibility of the acquisition costs under the tax code.”

C. ‘Moreover, if the taxpé.yer has fereigﬁ'eperaﬁt'i'on.s', it will be 1mportant to know
- ;whether the costs are sourced in the United States or abroad. - ¢

D. ... Inaddition, if the costs are paid to.a _foreign;‘pe'rsqn; the.-acquiring party must

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

I. - Developing One’s Own Intellectual Property.

Ao Deductibility of Research and Experimental Expenditures.

I."  Historically, the tax code has 1ncIuded speciei 'p‘l'evi's.ie‘n's" beﬁeﬁting.taxpayers
~ who develep their own intellectual property - Probably the best-known
provision is that dealmg with the deductlblhty of research and experlrnental

- expendltures




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

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

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

a. Sec’uon 263A the s0- called umform capltahzatlon provrsmn requires -

‘a taxpayer to capltahze aIl dlrect and allocable indirect costs of
N :tang1ble (but not mtanglble) personal property produced by the
: taxpayer for use m a trade or busmess or an activity conducted for

| .proﬁt

b. Under.Section 263A, t‘angible property includes a film, sound
recordmg, _Vldeotape book or sumlar property See Treas. Reg
s ! 263A—2(a)(2) |

. - . However, Section 174 of the tax code gives taxpayers two basic optional -
' ways to treat so-called research and experimental expenditure's that are
“incurred in connection with a trade or business'and that are reasonable (see

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

under the circumstances. The uniform capitalization prov1srons do not apply

L 10: such research and expenmental expend1tures See Int Rev Code

§ 263A(c)(2); Treas. Reg. § 1.263A-1(e)3)({(®) and (iii)(B). See also

Treas Reg § 1 263(a) 4(b)(4) excludmg such research and experlmental '
: 'expendﬂ:ures from coverage under the regulatlons govermng the

.' caprtahzatlon of mtangrbles _

a _"Th'e experiditu’re's"can be deducted currently in full (Int. Rev. Code

0 .§ 174(a)(1)) or, if they do not relate to depreciable propetty, they can
be amortized _ratably over a'petiod of not-less_ than 60 _months,.

E beginning with the month in which the benefits from them are first
realized (Int. Rev. Code § 174(b)(1)). |




" Hence, amortization is available only during periods when there is no
‘property resulting from the research-activities that has a determinable

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

N begms to deduct the attendant research and expenmental expenses

'over a penod of 60 months begmnmg Wlth the date on which the
- taxpayer ﬁrst benef ts from marketmg products that result from the
- process must stop amortlzmg aH unamortlzed amounts (and
| depre01ate them 1nstead) once the process is patented. See Treas.

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

. later in this outline. -

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

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

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

. payments made to third-parties). With respect to whether an election
-toexpense can be limited to parucular types:-of research and

- experimental expenditures (see LR.S. Private Letter R,uhng 95 52048

- -dated Qctober-2, 1995, dealing with legal fees 1ncurred in securing a

o patent)-.,_' Cf. Reven_ue_ Ru_ling 5.8-.7_4, 1958-‘1; Cum. Bull. 148.

Under most 01rcumstances a taxpayer s electlon once made, is

'blndmg - 1 e 1t can be cha.nged onIy w1th Intemal Revenue Service

'-.'Jconsent Int Rev Code § 174(a)(3) a.nd (b)(2) See LR.S. Technical

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

: :---Pz]vate Letter Rulings 9726.0,2_2;through 9726028, dated April 1,

-~ 1997... With respect the need to; make anelection to expense on an
_-original (in contrast to an amended) return, see LR.S. Private Letter
- Ruling 6603315940A, dated March 31, 1966,




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

experimental expenses is later permitted to elect, without the consent
of the Internal” Revenue Scrv1ce to amortize some or all of his
| subsequently mcurred expenses over.a per1od of 10 years. If he does
o so, he w;ll avmd any adverse unpact under the altematwe minimum
tax pr0v1su)ns pursuant to which an individual’s alternative mmlmum .
- 'taxable income must be determmed by amortizlng his research and
'expenme_ntal expenditures ratably over the_ 10—year period beginning
. . with the taxable year in which they are made unless they relate to an
.. -activity in which he materially participates. See Int. Rev. Code
~+§ 56(b)(2), as amended by the Revenue Recongciliation Act of 1989;
- § 59(e); and, with respect to the binding nature of the election, LR.S. .
_ Technical Advice Memorandum 9607001, dated October 31, 1995,
" and LR.S. Technical Advice Memdrandﬁm 9746002, dated August 1,
1997 (dealing with the shareholder of an 'S corporation).

.' £ Note that, as written, the pfox?isions of Section 56(e) are available to

R corpofations:as well as individuals. See LR.S. Private Letter Ruling
200117006, dated Janﬁary 17, 2001’,'aﬁd"'I.R.S. Field Service Advice -
200122005, dated Febmmy 7,2001. Regulations under this provision
were proposed in 2004 and ﬁnahzed at the end of that year. Treas. -
”"Reg§591 A

Whatever electlon a taxpayer makes, prepaid 1 rescarch and experimental

expenditures may remain non-deductible until the research and experlmental

“work is actually performed. See Treas. Reg. § 1.461—1(a)(1) and (2); LR.S.
' Privaté Letter Ruling 8939004, dated June 22, 1989; cf. Treas. Reg.
g § ‘1;263'(5.)-4(d)(3'). ' As 1o an accrual 'ba'sié'taxpﬁyer' 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 LR.S. Private Letter




~ Ruling 9244021, dated July 13, 1992, and L.R.S. Private Letter Ruling

S 9249_016, dated S'eptember 8,1992, -

: " .The regulatlons deﬁne research and experlmental expenditures as research

| and development costs in the expenmental or laboratory sense. Treas. Reg.
§ 1. 174 2(a)(1) Th1s partlcular language has been in effect since 1957,

.aIthough an updated deﬁmtlon Was pubhshed in the Federal Register on

| October 3, 1994 |

“'a. - Research and experimental expenditures include costs incident to the

e deveiopment or improvement of a product and the cost of obtaining a
i 'patent such as attorneys fees expended in perfecting a patent

'apphcatlon '

b The cost _of research performed by a third paﬁy under contract can
qualify. Treas. Reg. § 1.174-2(a)(8). -

e | However, qualified costs do not _incIu_de the cost of acquiring another
. person’s patent or process _(Tr_eas,_. R_eg, §1.1 74-2(a)(3)(vi); see LR.S.
 Private Letter Ruling 9449003, dated August 25, 1994) or the cost of

o_btainling.fofeign patents on inventions covered by U.S. patents and ’

patent applications owned and developed by others (Revenue Ruling |
66-30, 1966-1 Cum. Bull. 55). See aiSo LR. S. Technical Advice

Memorandum 9707003, dated October 31, 1996 descrlbmg the trade |

or busmess requlrement

d. . In add_it_ion, _qu_aliﬁed costs _d_o no't'-_inolu_c_le the cost of acquiring
-depreciable ;pro_per_ty used in research activities.. See Ekman v.
Commissioner, T.C. Memo, 1997-318, 991 U.S.T.C. 150,580 (6th

: (;i:. 19_99)_._.__ See al—s_o I.R_.S.’ Field_ Service Advice 200207006, dated -

;"/“\.




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

- experimental activities. ©-*

| _ Under regu__la._ti.o_n‘s.prqpe._sed m 1989, expe_f;;dinlree _incuﬁed after the point a
'. | ﬁfodﬁ_ct met its _besic desxgn ‘speeiﬁ;catien.s- n.onnalify.-{yquld not have qualified
‘ as ‘resee.rchend. e.xperirﬁeﬁtiel ekeendifures, uniees fhe expenditmres related to -
. modiﬁc‘a,tioﬁs' in the basic design made to cure significant defects in design or
© - to Teduce costs significantly or to achieve sigiiificantly enhanced
- performarce. - Proposed Treas. Reg. §':1;174t2(a)(1) (1989). This time-line
+~approach was deleted from the definition of research and experimental
- expenditures proposed in March of-1993. Now under the updated definition
o publlshed in final form in 1994: R

R A:r’noums-"that a taxpayer spends to discover information that will

. ‘eliminate uncertainty. concerning the :dei/elopment or improvement of
g p.rod'uct‘ will 'qualify if the information already available to the

I taxpayer does not establish ) the capability or method for developing

.+ or improving the product, or (i) the appropriate de31gn of the product. '

* For'this purpose,-the nature of the -product or mlprovement and the

 level of technological advance are not 'relevant. Treas. Reg. |

 § L174=2(a)(1).

.. obeoo . The costof testing to determine whether the design of a product is

. appropriate, in contrast to'mere quality control testing, can qualify as
" aresearch'and experimental-expenditilre. Treas. Reg. '
- § ‘1.174-2(a)(3)(i) and (4).

.. _. ‘ | At present the costs of developlng comnuter soﬁwa:re (whether or not it is
‘ :“patented or formally copynghted) can be treated like research and
'_ _"_q'expenmental expendltures See Revenue Ruhng 71-248 1971-1 Cum.
- Bull 55 IR S. anate Letter Ruling 9551002 dated September 14, 1995.




... Butsee IRS. Technical:Advice Memorandum 9449003, dated August 25, ._

1994, where the Internal Revenue Seryice.conciud_ed that the taxpayer had

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

- Similar conclusions are reflected in LR.S. Field Service Advice 199930016,

i “dated April 27, 1999, ‘Seé also ‘;ffea's‘.'"Reg.j' §1.263(2)-4(b)(3)(iv).

EOEE: N Under a 1969 revenue procedure, a taxpayer who eleoted' to amortize,

- rather than immediately deduct, .c_omputef software deveIopment costs
pe could-do so over five years.from the. completion of development or
- over a shorter’ perlod where the developed software was shown to
 havea shorter useful life. Revenue Procedure 69-21, 1969-2 Cum.
Bull. 303. - -

b " The 1969 revenue prOcedure_ has now been superseded'by Revenue

... Procedure 2000-50,:2000-2 Cum. Bull. 601, permitting a taxpayer
. (i) to-expense computer Software development costs, (ii) to amortize
.. them ratably over 60 months: from the completion of development or
- (iii) to amortize them ratably over 36 months from the date the
e ::_:,-soﬂware is pIaced in:service, The’ preamble to Treas. Reg. § 1. 263(&)—
R 4 indicates that taxpayers may contlnue to rely on this revenue:

procedure -unt11 separate guidance is issued. 69 Fed. Reg. 436, at 440.

- ¢+ - This is consistent with the fact that a taxpayer can now depreciate

‘. .. (under Int. Rev. Code. §;_1.67(f)(:1 )) the.cost of_ de'preciable computer
software to which the tax code provision dealing withthe
-amortization of’ intangibles. (Int. Rev. Code § 197) does not appiy

The deprematlon penod is 36 months from the date the property is
':rplaced in serv1ce Thus the fihal regulatlons under this provxslon
2: (Treas Reg § 1 167(a) 14(b)(1)) prospectlvely modify the approach

o taken m the 1969 revenue procedure tO pemut a taxpayer who




O

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 l)een 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

o deﬁnetan'gib'le personal property to'include “video tapes . . . and other
'--simil_a.r=prope'rty embodying words, ideas; concepts, images, or
sounds.” ‘Treas. Reg. § 1.263A-2(a)(2)(ii). However, Treasury

- _Deeision ‘8482, 1993-2 Cum. Bull.:77, at 81, confirmed that so long as

7. Revenue Procedure 69-21; supra, -re_mained:‘in effect, taxpayers would

not be required to capitalize computer software development costs.

See also the preamble to Proposed Treas Reg. § 1 174-2(a)(1)
" appeanng at 1993 1 Cum Bull. 904. Presumably, the issuance of
- Revenue Procedure 2000-50, replacing Revenue Procedure 69-21, did

. notalter this conclusion. . -

- Note that in 1997 the Internal Revenue Serv1ce e.nnounced its position
that Year 2000 soﬁware update costs (1) could generally be treated in
" the same way as software development expendltures but (ii) normally
S Would not.qualify for the researoh credit Revenue Procedure 97-50, -

. 1997-2 Cum. Bull. 525..

L l_ I_ 'However the Intemal Revenue Serv1ce may treat web s1te
- | development oosts as 1nehg1ble for the spec:1al treatment afforded
computer software development costs. See BNA Dazly Tax Report
- No. 222, at G-2 (Nov. 16, 2000).

10




8. - In the past, the tax code has permitted a-taxpayef to claim a research credit.
To avoid a double benefit, the deduction otherwise allowed for research and
- ~experimental expenditures must be reduced.by any research credit available
- with respect to these expenditureﬁ unless the taxpayer irrevecabiy chooses to
- reduce the credit by ‘the taxes deemed saved by not offsetting an amount
' equal to the credlt agamst other\mse allowable deductlons Int. Rev. Code

§ 280C(c)

SR ‘With respec_t‘t.o the abiIity- to increase the assetsof a controlled foreign
' --gorporation by the research-and experimental expenditures that it incurs over
its three most recent taxable yeafs- for purposes of determiningr whether the
-+ -passive f_or’eign investment company. (PFIC) provisions of the tax code apply
. to its'U.S. shareholders; see.'Iﬁt.‘Rev;-Code §' 1298(e)( 1), added by the -
. -Omnibus Budget Reconciliation Act of 1993, as Wel_l as the diseussion of this

- provision later in this 'ou_tline. S

-

_ B".‘ | Allocatlng Research and Exp_enmental Expend1tures Between Domestic and Forezgh _

B ' Act1v1t1es

1. Since a domestic taxpayer with foreign source income may be taxed both in
- the United States and abroad on that income the tax code permits a domestic

| ;taxpayer to reduce hlS or. 1ts U S. tax lzablllty to reflect the i income taxes (but

o not for example any value addEd taXCS) that the taxpayer pays abroad.

“a " Adomestic tixpayet either may deduct for U.S. tax purposes the |
| income taxes that ihe taxpayer pays abroad (int. Rev. Code § 164(a))
o ‘or shbj ect to many limitations, may credit credit these taxes against his or
: its regularU S tax hablhty (Int Rev Code § 27) See Int. Rev. Code

7 § 5 9(a) deahng w1th the altematlve mlmmum tax foreign tax credit.

11




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 partlcular foreign tax credrt basket — cannot exceed that
| propornon of the taxpayer s totaI U S tax habrhty which the
T taxpayer s taxable mcome from sources outside the United States
"E_.'.w1th1n that forergn tax Credlt basket bears to the taxpayer’s entire
U.taxable mcome for the same year Int Rev Code § 904(a) and (d).
Hence the taxpayer must determme the source of the items of gross
' 'mcorne and of the deductlons shown on the taxpayer s U.S. tax return,
' __ in order to determme the source of the taxable income shown on the
return W1th respect to the forergn tax crecht basket to which patent
’ royalty 1ncome belongs see Amerzcan Azr Liguide, Inc. v.
Commlsszoner 116 T. C 23 (2001) aff’d 2002-2 U.S.T.C. 50,628
o :(9th C1r 2002) Note also that for taxable years beglnmng after 2006, . |

‘. :-there will be only two fore1gn tax credit baskets.

- lf a taxpayer w1th forergn operattons elects the forelgn tax credit and also’

-' 7. elects to deduct research and expenmental expendltures, these expenditures

N must be apportloned between the taxpayer s U S. and foreign source income
o \Wlthln the class of gross 1ncome to wh1ch the taxpayer s product research

o act1v1t1es are related The allocatlon rules now in effect have a long history.

a - After years of uncertainty, allocat1on rules (Int Rev Code § 864(f)

7 were added to the fax code by the Revenue Reconc:hatron Act of
: ‘%%1989 These rules superseded that port1or1 of Treas. Reg. § 1.861-8
o (promulgated in 1977) deahng with the allocation of research and
o experimental expenditures, but only-with respect to a taxpayer’s first
... two taxable years -beginnirlg after August 1, 19_@39 and during the first
‘. _six months of a taxpayer’s first ;taxable_ year ::beginnlng after August 1,

12




«.+11991.. Int. Rev, Code § 864(f)(5), as amended by the Revenue
... ‘Reconciliation Act of 1990 and the Tax Extension Act of 1991.

: b ‘ o Thereafter effecuve June 23 1992 the Internal Revenue Serv1ce
o uannounced that 1t would not requ1re a taxpayer to apply Treas. Reg
| §1.861-8(e)(3) during the last six months of the taxpayer’s firs
- 'taxable year beglnmng after AUgUSt 1 1991 and during the
‘. unmedlately followmg taxable year, prov1ded that the taxpayer used a
; - Tlprescnbed tran31tlonal method of allocatwn based upon the expired
_ _.::ta.x code prov131on (Revenue Procedure 92-56, 1992-2 Cum.
__ ;: Buli. 409) The Omnlbus Budget Reconcdlatlon Act of 1993
o .E " rrelnstated Seetlon 864(f) but only for a ‘taxpayer’s first taxable year
| (begmmng on or before August l 1994) following the last taxable
- B year to whrch Revenue Procedure 92 56 could have applied. See
o L R S F1eld Servrce Adv1ce 199918027 dated May 7, 1999.

e _To date, Sectlon 864(f) has not been extended although the

o Admlmstration has mn the past supported a revenue—neutral extension .
‘;of thrs prov1sron Thus Treas Reg § 1. 861 8(e)(3) apphes in taxable -
‘.' -years begmmng aﬂer August 1, 1994 However proposed changes in

:_ tlns regulatlon were publlshed in the Federal Regzster on May 24,

o 1995 and have since taken effect.

: d. _ Wlth reSpect to the allocatlon of resea.rch and development expenses
| -between a parent corporatlon and its export subsrdranes for a different -
’ .'purpose see. I%e Boemg Co v. Umted States 537 U.S. 437 (20()3)

o Pursuén’t -to the regulations ‘now in effect (Treas 'Reg § 1.861-17, generally
o apphcable intaxable yéars beginning aftér 1995), Whlch are based in part on
w0 the' Treasury Department s study entitled The Relationship Between US.

13
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- Research and Development and Foreign Income, astudy that was issued on

May 19, 1995

a. Expenditures rnade solely to satisfy the legal requirements of a
govemmental entlty wrth respect to the 1mprcvement or marketmg of
N Eproducts or processes are allocable to the geographrc area within
. whrch the test results are reasonably expected to generate all buta

de minimis arnount of ¢ gross mcorne

b. Under the sales method a taxpayer may apportion 50% of the
o ‘__‘taxpayer ] other research expenchturcs to U.S. (or fore1gn) source
;mcome if over 50% of the taxpayer s research activities are conducted
': _.m the U S. (or abroad) and the baIance of the expendltures must then '

be apportloned based on salcs ',

e :'Alter'natively,- a taxpayer can choose the optional gross income
- .methods of apportionment pursuant:to which 25% of the taxpayer’s
other research expenditures must generally be apportioned to U.S. (or

- foreign) sourceincome if the'over-SO% test is met.

| _ _‘_. d. ‘- : Elther rnethod chosen by a ta;xpayer must remain in effect for at least

ﬁve taxable years.

For a case applymg the regulatron as in cffect for 1978 through 1981, sce T he
_ .Perkm-Elmer Corpomtlon v. Commzsswner 103 T.C. 464 (1994) See also’ |
B Intel Corp V. Commzsszoner 67 F 3d 1445 (9th Cir.. 1995) With respect to

| _ the use of the same method of allocatlon for a.ll purposes see LR, S Field

_*_",,Semce Adv1ce 200207012 datedNovcmber 13, 2001,

“With respect to the ap'p'ortioﬂment of research and experimental'expenditures,

“to domestic production gross receipts pursuant to new Code Section 199,
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-applying the methodology set forth in the regulations now in effect under
Section 861, see LR.S. Notice 2005-14, 2005-7 Int. Rev. Bull. 498.

C.o o Credit -for.Increasing Research Activities.

1. '_ In the past taxpayers 1ncreasmg thelr research act1v1t1es during the current
year or undertakmg basrc research have been able to offset their tax liability
| by the research credlt available under the tax code with respect to certain

- qualifying expend1tures. Int. Rev. Code §.41 (formerly § 44F, and then § 30).

a N _The research credit, after havmg be_eh e_xtended in 1991 to cover
- l'anllouhts paid or inctlrred through Jﬁne 30 1992, expired in 1992; was
- temporanly relnstated by the Ommbus Budget Reconciliation Act of
1993 to cover amounts pald or mcurred through June 30, 1995; was

subsequently remstated by the Small Busmess Job Protection Act of

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

.on-or before May 31, 1997; was éxtended once agam by the Taxpayer
.+ Relief Act:of 1997 to cover expenditures pa1d or incurred from
- June 1;.1997 through June 30, 1998; and was extended by the Tax and
Trade Relief Extension Act of 1998 for yet another year, to cover
expendltures pald or mcurred from July 1,1998 through June 30,
1999. ’

| b o Leglslatron enacted in 1999 extended the research credit a again, but

thlS tlme for a longer perlod of tlme Ehglble expendltures under this

o _ leglslatlon included those pa1d or mcurred frorn July 1, 1999 through
' ‘June 30 2004 and leglslatlon enacted in 2004 extended this latter
" date to December 31 2005 TFor a discussion of the impact of the

) _.credit suspension penods.mcluded_ in the 1999 legislation, see IR.S.

. . Notice 2001-2, dated January 8, 2001, 2001-2 Int. Rev. Bull. 265, and |

“LR.S. Notlce 2001-29, 2001-29 Int. Rev. Bull. 989

15
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. .c. . - President Bush proposed a permanent extension of the credit, which

was included in the Senate amendment to the Economic Growth and
Tax Relief Reconcrhatlon Act of 2001 (HL.R. 183 6) but dropped in
* Conference. Bllls that Would extend the credit are now peudmg before

; ‘Congress

There are two components of the research credit. The first is an mcrementa}

| 'credit equal under the general rule to 20% of a taxpayer s qualified research
. expendrtures above a base amount Wthh reflects that portion of the
a taxpayer E average gross recelpts over the past four years deemed to have

. been spent on quahﬁed research

a .' The Ommbus Budget Reconcﬂratlon Act of 1993 added a special

'provrs1on dealing with the base amount for start—up companies (Int.
" Rev. Code § 41(0)(3)(B) effectwe m taxable years begmmng after
o :1993) whreh was l1berahzed by the 1996 leglslatron

¢ 'b. ' - Inanyevent; however, there is a minimum base amount, and because

o .. of the minimumm, the incremental credit undet the general rule can
--equal no more than 10% of a taxpayer’s quahﬁed research

.. expenditures for the current year. -

There 1s also an eleetlve altematrve mcremental credlt added by the 1996

1eglslat10n (Int Rev Code §4l(c)(4)) and subsequently hberahzed consisting
of the sum of three amounts all based upon the amount by which a
s taxpayer s current quallﬁed research expendltures exceed a defined portion of
.. the taxpayer’s average gross receipts over the prior four years (Y). See

Tr'e_as. Reg.-§ 1.41-8, indicating that th_eialteruative incremental credit must

be elected on Form 6765; Credit for Increasing Research Activities.
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iiras o The taxpayer must first compute three amountsi- (i) 1% of Y,

(i) 1.5% of Y, and (iif) 2% of Y.

.‘ _ b . ___Then the taxpayer must determme the extent to which the taxpayer’s

current quahﬁed research expendltures exceed (i) but not (ii)

(Amount A), (ii) but not (iif) (Amount B) and (111) (Amount C).

| ‘ | '_e. _ The altematlve credrt now equals 2. 65% of A 3 2% of B, and 3.75%

of C; and an electlon tot use it may be revoked in subsequent years
.- ‘ only w1th the consent of the Internal Revenue Ser\nee See LR.S.
Private Letter Rulmg 200019003 dated February 2, 2000.

Certam basw requrrements must be met before either the trad1t10nal or the

alternatlve mcremental researeh credlt may be claimed. Proposed regulations

4.'regardmg certam of these requlrements were 1ssued by the Internal Revenue

| .7 .7 Servwe at the end of 1998 and Were pubhshed in the Federal Regtster in final

_ form on January 3, 2001. However, the Bush Admlmstratron postponed their
ceffective date. - See LR.S. Notice 2001-19, 2001-10 Int. Rev. Bull. 784,

e, indicating that any changes would be set forthi 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 regulatlons were pubhshed in the Federal Register on

" _December 26, 2001 and w1th the exeepnon of those portmns dealmg wrth

. mternal-use soﬂware they were ﬁnahzed m Deeember of 2003, effectlve for .

: ='taxable years endmg on or after December 31, 2003

i a. - Qualified research expenses-are a prerequisite. Eligible expendifures
" - includé in-house wages attributable to résearch activities and supplies
- used in research; and 65% (or 75% in the case of payments to a
qualified research cohsortium) of amounts paid for contract reséarch

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

17
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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 Internal Revenue Service

has issued a Coordinated Issue Paper addressing whether or not

i _Qual_ifying wages include centrib_li_ti(_)ns_ made to a 401(k) plan. See
. BNA Daily Tax Report No. 75, at L1 (April 20, 1999). With respect
. to the treatment of compensation income associated with the exercise

.- of stock options, see Sun Microsystems v. Commissioner, T.C. Memo

1995-69. Wlth respect to overhead and depreciation, see LR.S. Field

. Service Advice 200219001, dated September 21, 2001.

- Queliﬁed research mﬁs_t also be int(el\'?ed. See the Internal Revenue
Service’s Coordineted _Issiie' Paper addressing whether the redesign of

| a kitchen t(')asfer_'ih've.l\'res qualiﬁed research, reprinted in BNA Daily

Tax Report No. 145, at-L-1 :(J'ully"29 1999). Among other things, the

research must be undertaken before cornmerc1al production begins for

. ..the purpose of dlscovermg technologlcal information, the apphcatlon

of which is intended to be useful i in the development of a new or

- improved business component, and the research cannot be conducted

outside the United States, Puerto Rico or any United States .

. .possession. See Int: Rev. Code‘§ 41(d). The standards set forth in the
..final but subsequently withdrawn January 3, 2001 regulatlons and, in
. partlcular the requlrement that the research be undertaken to obtam

. knowledge exceedmg, expanding, or reﬁmng “the.common

knowledge of skilled professmnals ina partlcular field of sc1ence or

engineering” were criticized. See former Treas Reg

.‘ §1.41 -4(a)(2)- (7) The final regulatlons (Treas Reg §71 41 4(&)(3)) |

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

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

the federal government. The old regulations provide that funding for
this perpose Wil_l-occur (i} if the person performing the research for
another retafns no substantial rights in the results of the research, and.

* (ii) to the extent a researcher who fefains substantial rights in the
results of the research is reimbursed for the research expenses _ |

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

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

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

+§ 1.41-4(c)(9). See Lockheed Martin Corp. v. United States, 210
F. 2d 1366 (Fed C1r 2000) aff’ g in part and rev’g in part 42 Fed.
CI 485 (1998) deahng WIth expenses incurred in 1982 through 1988

_' ) bya corporatxon that was deemed to have retained substantial rights in

the researeh 1t performed

. .The' Internal Revenue Service has treated research as having been
- funded where payment by the third party was expected and likely to
s be made. .-.See Fairchild Industries, Inc. v. United States, 30 Fed.
- Cl. 839 (Ct. CL. 1994), rev’d, 71 F.3d 868 (F. Cir. 1995), where the -
- - government’s position was rejected on appeal, and LR.S. Technical
" Advice Memorandum 9410007, dated November 30, 1993, With.
respect to research funded by a member of the same controlled group
L "(and hence not viewed as'funded research), see I.R.S. Technical
" Advice Memorandum 3643606,.dated July 23, 1986 | |

5, - Not alI expenses to whlch the research and expenmental provisions of '

Sectlon 174 apply qualify for the incremental credl See Int. Rev. Code :
8 41(d)(1)(A)
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- For example, a taxpayer:who has not begun trade or business
.. operations may be unable to claim the incremental credit, but research‘
Co expenditures incurred in eo_nnection- with a start-up business venture
-, <are generally deductible. See Int. Revi'Code § 41(b)(1).and' (4); Snow
W Cbmm,_iss‘z‘oner, 416 U.8.:500.(1974); Scoggins v. Commissioner,

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

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

PRI 'Researc_h & Development II, Ltd. v. Commissioner, 124 F.3d 1338
. (10th.Cir.-1997), in- which the requisite trade or business standard

' fjun'der__Int. -Rev-.c Code §174 was found not to have been met.

o Simllarly, product development eosts may not qualify for the

”mcremental erecht but may COHStltUte quahﬁed research or-

' expenmental expend1tures under Sectlon 174. See H.R. Rep.

No. 103-213 103rd Cong., lst Sess. 522 (1993) Eustace v.

E ‘Cammzsszoffz;er,_Bl-Z F.2d 905 (7th Cir. 2002); LR.S. Technical Advice
- .Memorandum 9522001, dated December 21, 1994; Treas. '

oo Reg.§1 -41---4(5)(1')¥ ‘

‘_ The Internal Revenue Servme has taken the position that wages pald
o employees of an m-house patent department do not qualify for the
incremental credlt even though they are eligible research or

> exper;mental expenditures-under ,__Sgectlen_ 174. See LR.S. Field

. .-Service:Advice _2_00,1 31007, dated April 23, 2001.

. In add:tlon the 1neremental credlt is not generally available with

o respect to research undertaken to develop computer software (for

o example aecountmg control SOﬁWﬂm) pnmanly for the taxpayer’s

own internal use in an activity that_ does not constitute qualified

research or a production process developed through qualified
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research: See Int. Rev. Code § 41(d)(4)(E); LR.S. Notice 87-12,
~ . 1987-1 'Cum.-'Bull;'-432; the government’s internal-use software audit
. plan published in BNA Dailp Tax Report No. 145, at L-1 (July 29,
= :1'996); 84~Tax'Norés*.1375‘ (Sept. 6;1999), referring to an ISP
- Coordinated Issue Paper dealing with oo_mmercial software packages;
- -Unfted‘Stationefs,' Inc.'v. United States, 982 F. Supp. 1279 (N.D. I11.
L '1997) aff’d, 163 F.3d 440 (7th Cir. 1998), cert. denied, June 21,

+2:1999; Tax and Accounting Software Corp. v. United Stares 301F. 3d

“ 1254 (10th Cir. 2002), rev’g and remanding 111 F. Supp. 2d 1153

~ 2t (NLD. Okla: 2000)-cert'--dem'ed ‘June 2;2003; Wicor, Inc. v. United

~ States, 116 F. Supp 2d 1028  (E. D. WIS 2000), and Norwest Corp V.
B =_.‘Commzsszoner 110 T. C 454 ¢! 998) See also Revenue
' Procedure 97 50, 1997 2 Cum Bull 525 generally precludmg a

o _' researoh eredlt for year 2000 costs '

'U'nder 'prop'o'sé"d regulations published ini the Fea’erat Register on
J_amiary 2. 1997, h'owever; the incremental credit was made available
~ with respect to internal-use software that was innovative and not
commero1ally avaﬂable for use by the taxpayer and the development -

. '_of whleh mvoived srgmﬁcant economlc risk. Proposed Treas. Reg.

§ 1 41-4(e)(5) (Jan 2 1997)

. ‘Although‘ the regula’tions defining qualiﬁed research were generally

"< finalized at the f'erid'of 2003, those portions dealing with internal-use

Software were not. Instead the Treasury Department and the Internal
- 'Revenue Serv1ee 1ssued another advanoe notice of proposed

' V‘Trulemakmg, solroltmg ﬁ.trther comments on the subject. 69 Fed

""Reg 43
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g, 0+ The currently proposed -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 com'puter. services. Proposed Treas. Reg. §1.41-4(c)(6).

" The exception in the regulations published in the Fi edefaf Register on -
January 3, 2001 for costs associated with making certain

- non-computer services available to customers has been deleted.

~The second component of the research credit is available only to corporations
e . 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 ekpenditures above a floor,
-+ adjusted upwards where the corporation’s non-research’giving to

o edﬂcationalinstitutions goes ,doWn from prior periods.

b The basm research credlt can be more advantageous than the

_ mcremental credit for orgamzatlons m existence for at least one year
in the three-year penod endlng ]ust before thelr first taxable year
R beginning after 1983 because, for them, the mlmmum basic research
amount need not equal at least 50% of the .basic research payments for

“;.the current year. .-

| - C. ) - Also, the basm research credlt is generally more advantageous

‘because the contract research payments that can be taken into account

are not 1un1ted to 65% or 75%

d.” - “'With respect to the tre'atm'ent of research grants made to a tax-exempt
| ‘recipient, see Int. 'R_ev; Code § 512(b)(8), that excludes from the

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

22




. income derived from research, not incident to commercial or
industrial operations, performed for another person. See also
‘;,R_evenu'e_ Procedure 97-14,.1997-1 Cum. Bull. 634, discussing the

circumstances under which a research agreement can result in private

. - business use under Int. Rev. Code § 141(b) and preclude a tax-_exempt '

organization from issuing tax-exempt bonds to fund its research

facilities. oo

Both components of the research: credit will reduce a taxpayer’s deduction for

research and experimental expenditures unless the:taxpayer irrevooably elects

= - -toreduce the credit by the taxes deemed saved by not offsetting an amount

equal to the credit against the otherwise allowable deductions, Int. Rev. Code
§ 280C(c). ' |

“With respee_t- to the research credit, see ge’nerally the Internal Revenue
" Service’s. MSSP Audit Technique Guide for Computers, Electronics, High
Tech Industry, publlshed in BNA Dazly Tax Report No. 167, at L-1 (Aug 28,

s ""1998) dlscussmg the tax treatment of research and development costs. With

'respect to the government s research cred1t recordkeepmg agreement .
. (RCRA) p}lot program, see I R S. Nouce 2003 11, 2004 6 Int. Rev.
~ Bull. 434. ‘ | | ’

'Proposed amendments.to Treas. Reg. § 1.41-8 (redesignated as '§ 1.41-6 by
the December 26, 2001 proposed regula’nons and entlrely reproposed in July |
Cof 2003) dealmg w1th the computatlon of the research credit available to
* members of a controlled group of corporatlons were entlrely reproposed in

March of 2005 and temporary regulations contalnmg the same provisions

=;.;-"-V.¢.r.¢ 1s_sued_at__the same time. See Temporary Treas. Reg. §§ 1.41-6T and

. .1.41-8T. For an interesting ruling dealing with the périod before the issuance

| of the proposed regulations, see LR.S. Technical Advice Memorandum
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-+ 1996in the c.I'inical ftesfing of drugs-intended to-combat rare diseases, see’Int.

1200452032, dated September 28, _2004; where a controlled gr'oup' was allowed
. ‘to-obtain more than 100% of the group:credit.

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

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

included in‘the Taxpayer Relief Act of 1997

D . Cog_‘yrightrl‘?xp. ;nd_iturés. )

' The costs that a taxpayet incurs to copyright material produced by or on
~ behalf f)f'.'the' taxpayer are g'ené'réilj}hcﬁpi.tal’ in nature and hence are not _

“ currently He’d’ucﬁbie.- Treas. Reg. §“1.26'3(a)¥2(b); cf. Treas. Reg.
L 0§ 1.263(a)-4(d)(1), dealing with certain other created inta_ngibles. Also,

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

the costs associated with a self-created"(in the traditional sens,_e),cbpyright.

. Seelnt. Rev. Code § 197(e)(2) and (€)(4)(C).

“ However, if the copyright is used in the taxpayer’s trade or business or _

% income- prodﬁéing'acti\'/ity,ﬁndﬂlese'"cﬁosts‘ aré neither deducted as research

and experimental expend1tures under Section 174 nor subject to the umform
B capltahzatlon provisions of Section 263A 1t appears that they can be |
denrecmted over the useful-hfe of the copynght ‘See Int. Rev. Code |

RN ]67(1‘)(2) which applies to- copynghts and LR.S. Technical Adv1ce

B is-Memorandum 9326043, dated Apnlz 1993.

A ‘The regufanons under Int Rev Code § 167(t)(2) (Treas Reg

-8 ___1_7.’1_6"7_(59 _14(_c_)(4§))_.s,upport_the availability of depreciation under the
circumstances. Cf. LR.S. Private Letter Ruling 9549023, dated
September 8, 1995, in which the Internal Revenue Service declined to -
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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 re'cognize.-the straight-line method of

.-,depreci_ationiover-a'copyright’ts-remaining. useful life, as well as the

.income forecast méthod, consistent with the fact that
Section. 167(g)(6), added by the Taxpayer Relief Act of 1997,
expressly permits the use of the income forecast method with respect”

to copyrights (as well as patents and }(E)ther- property specified by

— réguiation) See Treas. Reg. § 1.167(a)-6(a); Treas. Reg.
8L I67(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 0fdeprec1at10n_under the income forecast

e .':: method .is‘discﬁss_e_:d in Proposed Treas. Reg. §§ 1.167(n)-1 thrbugh
. L167(n)-7. .. ' '

Neverth:eléSs, the effect of theCopyrlght Act of 1976 has been to
U éxten_d the depreciation period beyond one that'is useful for tax

- ', ;PU@OSQS where jt_he_ taxpayer is unable to establish a shorter usefil
... life.. See Revenue Ryling_73-395',,1973:2' Cum. Bull. 86. Prior to

o 1998, the copyright of a work creegted-aﬂer‘1977-.e)§tendéd for the life

.of the.author plus 50 years, or, in the :Ca:S,ﬁ,:__Q_f a work for hire, for
15 yeérs from the year of first publication-or,-_if sooner, 100 years
 from the yeai' of creation.: The Sony Bono Copyright Term Extens.ion
Act, enacted in 1998, replaced 50,75 and 100 years with 70, 95 and |

e ‘;..:‘.120 years, respectlvely See Eldred v. Asheroft, 123 S. Ct. 769

":'(2003) in which the Supreme Court upheld the constlmtlonahty of
thlS leglslatlon SR ' '
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. d .. -It appears that Treas. Reg: § 1.167(a)-3(b)(1), which was finalized at

_the_ end of 2003, will not .pennit'amortization,over a deemed useful

.. lifeof15 years. -

| .The regulanons prov1de that 1f a copynght becomes worthless in a year

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

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

.1s 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 uniform capitalization provisions now generally

_ apply to amounts spent to secure and produce a-copyright for a film, sound
. - recording, videotape, book, or the like, and wh.en these rules appty, a
R _;taxpayef will be reciuired to add these amounts to the cost of producing the
-A _,ﬁlm or such other property See Int. Rev. Code § 263A(b) and (h) Treas.
. Reg. § 1. 263A-2(a)(2)(n)

: _Trademark EXoendituree. -

Cap1ta1 expend1tures connected w1th the development and registration of a

tradernark are treated differently from research and experlmenta.l

) expendltures

'o".a. . Capitalization is required under general principles of tax law.

b. Note‘ttaat Tfeae.' Reg § 1 263(a)—4(d)( i‘), tegarditlg the req‘uitemen't to -
capitalize amounts paid to 'oreate: eertain tntah;gibles, does not appear
to require capitalization, although it is clear from Treas. Reg.

§ 1.263(a)-4(f)(3) that some Section 197 intangibles are impacted by
the regulation. ' '
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- Since 1986, it has not beeii'_po'ssible to amortizé trademark expenditures over
 aperiod of 60 moriths or miore. Section 177 (that dealt with any capital
‘expenditure directly connected with the'aequisition protection, expansion,
. registration, or defense of a trademark not acqulred by purchase, either
- :tseparately or as part of a busmess) was repealed by the Tax Reform Act of

. 1986

" The ‘repeal-of Section 177 left the tax code provisiba (Section 167(r)) stating

*'that trademark expenditures (apparently however acquired) were not

depreciable, which itself was repealed by the Revenue Reconciliation Act of |

O 4 T

“Thus, after the 1989 legislation, trademark ‘expenditures with a lirnited useful
- life became depreciable. Presumably, Congress felt that this change in the
+ “law would'not provide a significant tax benefit becaus'e'that pbrtibn of the
- House Report deating with the répe'al of Section 167(r) states that.“_[i]t is
expected that no deduction will be allowed ;. . for any ‘amount that is
payment for an asset with an mdetermmate useﬁ.ll life.” H R Rep No.
101-247 101st Cong Ist Sess. 1350 (1989) '

| wThe Ommbus Budget Reconc1hat10n Act of 1993 changed the rules once

o again. A taxpayer who develops a trademark held n conneetlon with the

conduct of a trade or business or an mcome—producmg activity can now

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

_ Rev. Code§ 197(0)(2) and (d)(l)(F) Treas
Reg §1 197—2(d)(2)(111)(A) o
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III.  : Licensing Property from a Third Party.

A.

Ins-t'ead of developing intellectual property, a 'tanpayer rnay decide to license
-lntellectual property nghts from a third party in’ exchange for. royalt1es payable
3 penodteally ' ' SRR

.. In theory, it would seemn, royalty payments should be treated Just like rent —

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

- business expense, when paid or accrued.

The aetual tax consequences of a royalty arrangement however, will depend
| ‘upon the nature of the mtellectual property mvolved and upon whether or not

 asaleis deemed to have occurred a sub]ect that is discussed later in this

outline. See also Revenue Rul1ng 81 178, 1981-2 Cum. Bull 135

,, -d1st1ngursh1ng royaltres from compensanon for services rendered, and Speer' _

Y Commzss:oner T.C. Memo 1996-323, in Wthh the government sought to

characterize license payments asa constructrve dividend.

“ Note that even 1f there 1s also an up—front lump sum payment, a transaction ,

can be charactenzed asa 11cense rather than asale for tax purposes

If a taxpayer takes a non—excluswe lrcense under a paten Or secures a non-exeluswe

- '_ hcense to use 2 copynght or know-how the taxpayer Wﬂl not be deemed to have

'purchased an asset However the ablhty of the taxpayer to deduct any annual
royalty payrnents currently as an ordmary and necessary business expense is

1mpact_e.d by_Sectton 197-and the regulatlons.ﬁnahzed thereunder (dlscussed below).

Although the House Report on the Ommbus Budget Reconcrhatlon Act of
_1993 (H R Rep No 103 1 1 1, 103rd Cong Ist Sess 761) indicates that

| _ Sectmn 197 was generally not mtended to apply to amounts that were not

requ1red fo be capltahzed under pnor law as a general rule Sect1on 197
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applies to any right to use an intangible that, if acquired outright, would have

been covered by Section 197. See Treas. Reg. § 1.197-2(b)(11).

Unless;an_except-ion'applies, a taxpayer who licenses certain intellectual

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

exceptlons in the ﬁnal regulatmns, one developed pursuant to Section

197(e)<4)(D)

a. In general the first eS(ceptiOn covers licenses of know-how {or certain
other 1ntang1bles) entered mto in the ordlnary course of business and
h ot a as part of the acqmsltlon of a trade or busmess Typlcally these
' -hcenses ca:nnot exceed 15 years in duratlon Treas Reg.

§L 197—2(0)(13)

bee - Assécond 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, substantlal nghts to the underlying

: 'property Treas Reg § 1 197 2(f)(3)(11)

c. A ﬁnal exeeptlon covers hcenses unconnected w1th the purchase of a

'l"'trade or busmess SO long as the hcense 1tself is not deemed to involve
_ “a sale or exchange Treas Reg § 1 197—2(f)(3)(111) See LR.S.
 Private Letter Ruhng 200137013 dated June 8, 2001.

7+ As aresult of these exceptions,.all fees paid by ataxpayer who takesa

non-excluswe hcense under a patent OF Secures a non-excluswe license to use

- a copyrlght or know—how should 111 generai contmue to be deductible when
| patd The actual timmg of a deductlon may depend upon the taxpayer’s
:'method of accountmg See Treas Reg § I 167(&) 14(0)(2) and Treas. Reg.

sl 197—2(a)(3)
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" 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

: p_ayment' ratabiy over the term of the license. See I.R.St Field Service Advice
7199941018 dated July 12, 1999, dealing with the amortization of the value of

stock warrants granted to a iicensor of techhdlogy. '

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

each aunual 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)(11)(U) and the dlscussmn below relatmg to trademarks.

o Wlth respect to the cap1tahzat10n of patent royalty payments and their
 inclusion in endlng 1nventory, see Plast:c Engmeermg & Techmcal Services,

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

S A taxp’ayer who licenses computer software on a non-exclusive basis for use ina

" trade or business rn_ustt'oc-lay’ellso-focu's upon the imp'ac_t of Section 197.

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

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

. currently under Treas Reg: §1.162-11, dealmg w1th rental payments See’

‘Revenue Procedure 69-21 Supra

; The regulations under Section 167 recognize this provision (Treas. Reg. |

' "'§ 1:167(a)-14(b}(2)), so that a taxpa"yer who licenses computer software on a

non-'exclusivebasi_s for use in a‘trade or business or an'i'ncome-producing :
“activity will typically be treated 'just like a business léssee for tax purposes if |

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

the computer software, if purchased outright, would not have been

. amortlzabie only under Sectlon 197 (see the dlscussmn 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,
-1 _unless expensing is available under Section 179. . See Treas. Reg. |
§ 1.167(a)-14(b)(1). | |

... . Cf. Treas. Reg. § 1.263(a)-4(c)(2), stating that amounts paid for a
_ .‘:'non-exc'lusive license of re_adity _av_ailabl_e software will be deemed to

have been paid _to pur_eh_ese the property.

o b. '5S_e'e' also LR.S. Ptiblie_atioﬁ 946 (How .to' Deptectate Property, for use
. in preparmg 2004 returns) at bege -16 indiceting that the cost of
_ off-the- shelf computer software is now ehgtble for expensing under .. |
' Sectlon 179 if it is purchased for use in the taxpayer s business. This
. reflects the provisions of Section 179(d)(1)(A)(i1), relating to . . -
. computer:so_ﬁwafe placed in service in a taxable year beginning after : &
2002 'and_before 2006. Regulations under this provision were issued o

in August'of 2004. Temporary Treas. Reg. § 1.179-6T.

If the license relates to a trademark, a relatively complex set of rules in the'tax code
will apply instead. Slgmﬁcant changes were made in these rules in 1989, Int. Rév.

Code § 1253 as amended by the Revenue Reconcihatton Act of 1989

LA taxpayer who enters into a hcense to use a trademark 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 hlS or its royalty payments’ currently as

| ._an ordinary and necessary business expense if the royalty payments made -

> under the trademark hcense '

a j Are contmgent on the productmty use, or dlsposmon of the

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

agreement; and - .

¢, Are substantially equal in amount or payable under a fixed formula.

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

. Prior to the Omnibus'Bndget"-R’econeiliation' Act of 1993, different rules

+appliedto all other non-exclusive licenses. Lump sum payments of up to

$100,000 were amortizable over no more than 10 yearS' a series of

. rsubstantlally equal payments made in dlscharge of a lump sum totaling no
o 'more than $100 000 1f payable over more than 10 years or the term of the
.'hcense agreement were deducttble when paxd certam other amounts were
. '_: : "amortlzable at the taxpayer S electton over a penod of 25 years; and
| .'otherw1se the taxpayer was requtred to capttahze the royalty payments and
.was abIe to deprec:late them over the useful ltfe of the acqulred property if a
| 11m1ted hfe was ascertalnable Int Rev Code § 1253(d)(2) and (3), as in

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

Budget Reconmhatlon Act of 1993 For a case demded under the law as in

"effect in 1982 and 1983 see Nabzsco Brands ]nc . Commlssmner T.C.

Memo 1995- 127.

The 1993 budget Ieglslatton greatly mmphﬁed the prov131ons of

a Sectton 1253 AH payments other than those to whtch the prov1510ns of
- Section 1253(d)(1) apply, must now be capxtahzed (Int Rev Code

o : § P 53(d)(2) as now in effect) ‘and the capltahzed arnount can be amortized

overa period of 15 years. See Int. Rev. Code § 197(c)(2) (d)(l)(F) and

(D(4)(C); Treas. Reg. § 197-2(b)(10).
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~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). |

e b = Although the statute states that; to the extent prov1ded by regulatlon
' . .Sectlon 197 will not appIy to any right acqulred other than i in
connectlon w1th the acqulsmon of a trade or business, under a
contract that has a fixed dutatlon of less than 15 years (Int. Rev. Code
. § 197(e)(4)(D)), the ‘ﬁ.na:l regulatiohs do not extend this exceptionto a
-, trademark license that extends for less than'15 ye'ars. Treas. Reg.
< § L197:2(e)(13)@(B). -

4 '"Note however that in general under the umform camtahzatlon prov151ons

- of Sectlon 263A a taxpa}’er who pr oduces tanglble P ersona.l property or a
. taxpaYer with SIgmﬁcant gross recetPtS WhO acqmres property for resale-must

' capltalzze (as part of the cost of the property) all d1rect and indirect costs

N '.assocmted w1th the productlon or acqmsmon of the property Int. Rev Code

§ 263A (a) and (b)(2) Indlrect costs 1nclude the fees mcurred to secure the
nght to use a trademark assoc1ated Wlth property produced or acquired for
ot resale TreaS Reg § 1 263 A 1(3)(3)(11)(U) Presumably, any such fee w111

i to the extent currently deductlble under Sectlon 1253(d)( 1) or 197, be subj ect '

" o the prowsmns of Sectlon 263A

~ Likea taxpayer w1th forelgn source mcome who incurs. research and experlmental

L expend;tures a non—excluswe hcensee w1th both forelgn and domestlc operations

- "j."ﬁmust determme the source of the hcensee S royalty payments 1n order to determine

" the forelgn tax credlt avallable to offset hlS or 1ts U S. tax hablhty (see the dlSC“SS‘On B

o ﬁ'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

33

C




| c

)

. which they relate, and then, to the extent a definite allocation cannot be
-made, ratably among all items.of gross income. Expenses and deductions
i -;alljocated.toi 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) |

-+ 2.+ For certain rules allocating _deductions, see Treas. Reg: § 1.861-8 and

.+ Temporary Treas. Reg. 5§ 1.861-8T.

3. _ | For prowsmns fo be apphed when determmlng the source of the deductions

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

_ 'A non—excluswe hcensee Who is not deemed to have purchased intellectual property

and who makes yal Y payments to a non- resrdent al1en individual, a foreign

- corporatlon ora forergn Dartnershm must determme whether U.S. taxes are required

| :}'to be Wlthheld from each payrnent

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

_ patent copyrlght (see Revenue Ruhng 72—232 1972 1 Cum. Bull 276),
secret process and formula, or trademark in the United States (see Int. Rev..
| WCode §§ 861(a)(4) 871(a)(1)(A) and 881(a)(1)), w1thhold1ng at the statutory
i rate of 30% or at the Iower treaty rate Wlll be requlred (see Int. Rev. Code
B :'_§§ 1441 and 1442 SDINetherlands B.V. v. Commissioner, 107 T.C. 161
- :(1996)) unless the payments are effectlvcly connected w1th the hcensor s
conduct of a trade or business in the United States and are thereby includable
. in the recipient’s U.S. taxbase under Section 871(b) or 882(a) (see Int. Rev.
Code § 864(c)(2)).- With respect to licenses of computer software, see LR.S.
Field Service Advice 200222011, dated February 26, 2001, and a discussion
- of the position taken by Mexico in BNA Daily‘ Tax Report No. 126, at G-5 |
* (July 1,2003). I o

34




e

:.ia. - Note that under most treaties to which the United States is a party,

- royalties will -be ta)red-at less than 30%. unless the
-+ limitation-on-benefits article precludes use of the lower rate (see
- LR.S. Publication 901, U.8. Tax Treaties). See, e.g., Article 1_2 of the
_ U.S.-Japan Convention for Avoidance of Double Taxation, signed

‘November 6, 2003.-

‘b.. i Note also that for.WitthIdin}z tax purposes, the right to use
' know-how has-been described as being not materially different from
the right to use a trademark or secret process and formula Revenue

_:Ruhng 55-17, 1955 ICum Buil 388,

c. Fora general drscussmn of the Wlthholdmg requlrements, see the
) preambles to the ﬁnal regulatrons under Int Rev. Code 88 1441 and
1442 pubhshed in the Federal Regzster on October 14 1997 and the

ST .

‘amendments thereto pubhshed 1r1 the F ederal Regzsrer on May 22,
2000. The regutatlons took effect on January 1, 2001, as set forth in
L T D. 8856, 2000-3 Int. Rev. Bull. 297.

- _If the payments constitute a royalty for the use of or the pr1v1lege of using, a
' patent copynght secret process and formula, or trademark outside the United
. States (see Int. Rev Code § 862(&)(4)), \mthholdmg w1ll not be required,
"although the recrprent may be taxed on the payments in the Umted States if

* _ he or 1t mamtalns a ﬁxed plaee of busmess wrthm the Umted States. See Int.

Sl "-:Also, ‘to the extent any payments are found to.represent compensation for

“. services rendered, no-withholding will be required if the services were

.+ performed outside of the United States. Revenue Ruling 55-17, supra. See
+ Miller v.. Commissioner, T.C. Memo 1997-134.; .« = '
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- Withrespect to the source of compensation income generally, see Int.

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

- -4 the term “nonresident alien.”

b.. | Note that treatles typlcally mclude speclal ruies dlscussrng the extent

- to whrch a treaty partner may tax compensatron earned within its
‘_ ]unsdrct:on See, for example, Artlcle XV of the U.S.-Canada i income

t_axt_reaty._.- ST

B _Note ﬁnally that sorne have argued that shrmk-wrapped computer software

o _' l1censed to reta.rl consumers Who have 1o rlght to reproduce the software

should not be deemed to have been llcensed for purposes of the withholding

tax provrsrons See 91 Tax Notes Today 237 51 (Nov. 20, 1991) 92 Tax
T Notes Today 199-75 (Oct 1, 1992)

- a ;L | ':'.Wrth the adoptron of the 1995 protocol amendmg the U.S. Canada

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

e ) :-4 thls approach has been dealt w1th ina dlfferent way.

b See also the preambie to Proposed Treas Reg § 1 861 18 published

) ‘111 the Fedeml Reglsz‘er on November 13 1996, statmg that the
B _transfer ofa computer program on a drsk subj ect to a shrink-wrap
';"hcense constitutes the sale of a COpyTi ghted article not the transfer of
i ."a'-(:opyrrght right. ‘Compare as, well (i) the approach taken n:the '
temporary regulatlons promulgated under the forergn sales .
' corporatmn (“FSC”) provrslons (Temporary Treas.
B Reg § 1 927(a) 1T(f)(3)} with (11) the change m Int. Rev. Code
o ‘§ 927(a)(2)(B) made by the Taxpayer Rehef Act of 1997 extending
N the beneﬁt of the FSC prov1srons to exporters of master coples of
| H::comput_er software. Cf. LR.S. Private Letter Ruhng 9633005, dated
August 16, 1996. SR
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-+ - With respect to the treatmént 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

1nvestment company (PFIC) prov151ons of the tax code apply to its U.S. sharcholders,

T see Int Rev ‘Code § 1298(e)(2) added by the Omnlbus Budget Reconciliation Act of

R 1993 as weli as the dlscusswn of thls provrslon later in thlS outlme

As to the excludability of rOYaIties from the unrelated business taxable income ofa

tax-exempt orgamzatlon see Int. Rev. Code § 512(b)(2), Revenue Ruimg 76-297,

| 1976-2 Curn Bull 173 and Revenue Ruhng 81 178 supra See also LR.S. Private
e Lettel‘ Ruhng 9717021 dated January 22 1997 and IR. S anate Letter Ruhng

L 9816027 datedJanuary 20 1998

1. In a recent private letter ruhng, the Iriternal Revénue Service declined to .tre'at_
royalttes paidtoa SCIentiﬁc research organlzatlon as unrelated trade or

&&&& 'busmess 1neome and concluded that the research conducted at the
'orgaruzatlon s fa0111ty dld not consntute an unrelated trade or business. LR.S.

""anate Letter Riling 200326035, dated Apnl 4, 2003.

SR j2',( .._Compare however Revenue Ruhng 73 193 1973 1 Cum Bull. 262, where a

o tax-exempt orgamzatron was deemed to have recelved taxable compensation

" for patent development and management serv1ces '

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

A.

If, instead of licensing.intelleetuaiproperty rights on a non~exc1uSive basis, a

'taxpayer takes an ss1gnmen of the property or enters 1nto an exclusive license to
' "_use the property, dlfferent rules w1ll deterrmne the deductlblhty of the con51derat10n
pard 1f a sale is deerned to have occurred for tax purposes and the transaction does

'not 1nvolve a tax-ﬁ'ee l1ke-k1nd exchange of mtellectual property to Wthh the
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Apr_ovisions of Section 1031 apply (s.ee_ the discussion of Section 1031 later in this

L _out_line)_. o

B ™ general a taxpayer will be deemed to have purchased intellectual property

- {Le., there w111 have been a Sale for tax purposes) if the transfer includes all

- substantial r_rghts to the property, 1ne1u_d1ng the right to use it for its full
remaining._life and the right to prevent its unauthorized disclosure. See
ElL __a’uPor;r_;gie;_Nernours & CQ.‘_ V. =_U_nired States, _2_“88‘ F.2d 904 (Ct. CL 1961);
_ _._Reye_nue Ruling 55-540, 1955-2 Cum. Bull. 39;‘:Reve_r_1ue Ruling 60-226, |
1960-1 Cum. Bull. 26; Revenue Ruling 2003-28, 2003-11 Int. Rev. Bull. 594
.. (dealing with the oontri-bution of a patent to a university). See also Treas.
y Reg. Sec. 1.861-18(f)(1), indicating that the transfer of a copyright right in a
. computer program will constitute a sale for the purposes set forth in the

- regulation if all substantial rights in the right are transferred.

o o SRR a - The extent o wh1ch nghts must be transferred in order to insure a
----- e sale, however femains unelear grven the apparent drf’ferenees in

approach taken in court demsmns rendered before and after enactment
L of the 1954tax code.. Cf._I.R.S.-Nationai Ofﬁce_‘Legal Advice

200234039, dated May 17, 2002.

. ::b. It séems reasonably clear that under any analysis, a sale wﬂl not

- oceur if the transferee agrees to allow the transferor to exploit the

_ property in the sameterrltory_(see_;Revenue Ruling 69-156, 1969-1

-, -Cum. Bull. 101) or if the transferee itself cannot use the property, at
_ ._Ieast_ where the right to use is a substantial one (sec Waterman v. |

.. ‘Mackenzie,.138 U.S. 252 (1 891),.involving a transfer of the right to

_ “make, use, and vend”). See also Broadcast Music, Inc. v. Hirsch,

© 7104 F.3d 1163 (9th Cir. 1997), dzseussmg whether a transfer of

L copynght ownershlp had occurred
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c. ~ Oncthe other hand, the pre- 1954 precedents indicating that a sale can -
occur even if the rights transferred extend only to a particular

temtory, or mdustry, may remain m effect See Umted States v.

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

~ 2. = Normally, an exclusive licénsé to make; use, and-sell property will be treated
" as'a sale for tax pirposes (see Myers v. "Commis&ion:ér, 6 T.C. 258 (1946)),

.= even if the licensor retains certain protections such-as the right to terminate

. “the agreement if the licensee does not meet cértain performance standards
' (see Watson v. United States, 222 F.2d 689'(10th Cir. 1955); Newton Insert
“Co.v. Commissioner, 61-T.C. 570 (1974)), so'long as the exclusive right
.+ ‘remaitis in effect for the full remaining lifé of the property to which it relates
! (Soe Revenie Ruling 84-78, 1984-1 Cum. Bull, 173), But see an article in
Forbes (Oct. 24, 1994, at 92) suggesting that the Justice Department might
R preclude a patent holder from hcensmg a patented product on an exclusive
| lbasw if the license had the effect of reduclng competltlon in violation of the

U S antl-trust Iaws :

a. Note, however, that certaln special pr0v131ons in the tax code may
determme whether or not 4 sale has occurred for tax purposes or may
| 1nd1rectly mﬂuence the analys1s These are d1scussed later in this

' outhne

- b, "'Note also that Treas. Reg. § 1. 861 18(f) mdlcates that the sale of a
R c0pynghted computer program ‘as dlstmgmshed from the sale of a
:copynght right, will be deemed to have occurred for tax purposes

" only if sufficient benefits and burdens of ownership are transferred.

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

and trade names, unless the cost is includible in the recipient’s income as
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- compensation for services rendered. * Treas. Reg. §§ 1 263(&)—4(0)(1)(v11) (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 under the current version of
" the ACRS system that was introduced in 1981, and that has since been
" modified. ‘Int. Rev. Code § 168. |

2 1Inté:_1gibles, however, ére ti_:eatcdld_if‘f@rgntly._ .

The‘Omﬁ:i.bﬁs ..Bu‘d"g"et Réébﬁciliatioxi Act.. of 1993 ad.d.éd‘to. the tax code a provision

(Int. Rev Code § 197) that deals specxﬁcally with the amortlzatlon of intangibles

_ acquired (other than in certam antl-churnmg transactlons) after August 10, 1993,

when the provision was. @nacted (or, on an elective basls, after July 25, 1991), and

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

- activity. ‘See Ternporary Treas. ch § 1.197- 1T I.R.S. Notice 94-90, 1994-2 Cum;
~ Bull. 561 : : '

1. The entir_e ﬁdjﬁSted bas_ié of an inténgible to which Section 197 of the tax
'+ code applies (excluding from basis any amounts that represent either
‘ cdmpe’nsation fof’.S'efviCes rendered or imputed interest) can be'deduc-:'ted
i ‘ratablyiovera'period'of 15 Y‘earé, bégiﬁning with the month .(_)f aéqﬁisition. _
- The final regulations published in the Federal Reg_fster on January 25, 2000 -
“rdiscuss the mechanics f amottization, inclﬁding the date on which .
“ ‘amortization beglns and the’ treatment of contmgent payments See Treas ,

“Reg:§ 1. 197-2(t)

2. Patents_g.nd_copyngh_ts us_ed in a trade or business or an income-producing

activity and acquired in connection with the acquisition- of assets cbﬂstituting

. ‘atrade or business or a substantial portion‘of a trade or business are covered
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'-,under_-Sectioa 197. See-Int.. Rev. Code §.197(d)(1 )} C)(ii1) and (e)}(4)(C);
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
o u;_id_er a contract entered into before the:intangible was produced (i.e., if it is

nota self-created intangible) of if it was, it was created in conﬁection with

the acquisition of assets constituting a trade or business or a substanhal '

portlon ofa trade or business. See Int. Rev. Code § 197(c)(2) and
 (@()(CKii; Treas. Reg. § L197:26)(3) and YD),

e Computer software (that 1s, in general any program designed to cause a

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

§ 197(e)(3) and Treas. Reg § 1. 197—2(0)(4)) lf

cra, oo 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

. substantlaliy modlﬁed) and in addltlon

b Itis deemed to ;have _been-purehascd in connection with the
.- acquisition of assets constituting a trade _or-buéiness or a substantial
 portion of a trade or business (note that the House Report on the
- Omnibus Budget Reconciliation Act of 1993 (H.R. Rep. No. 103-111,
- 103rd Cong., Ist Sess. 766 (1993) and Treas. Reg. § 1.197-2(e)(2)(i)
- pr.os:ride 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 certam exceptlons to
o thls general rule) and based on the leglslatlve hlstory,

c 5 The capltal cost of the soﬁware is not requlred to be taken into

account as part of the cost of computer hardware or other tanglble
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_property (see H.R..Rep. No. 103-213, 103rd Cong.., 1st Sess. 680
(1993)). ' '

5. All frademerks are eove;ed.unless the curfer;t_:law provision dealing with the

‘ deducfibility of cohtinéent payments (Int; -Rey, Code § 1253(d)(1)) applies.
See Int. Rev. Code § 197(d)(1)(F) and (f)(4)(C)..;.' Treas. Reg.

. '§ 1.197-2(b)(10).: Nete, aisb,'that the cost of renewing a trademark must be

amortized over 15 Years,r beginning'with the month of renewal. See Treas.

Reg. § 1.197-200(4)(0).

- Patents to which the provisions of Section 197.do-not apply (becaﬁse they are not

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

- business) remain depremable under Section 167, as: amended. by the Omnibus Budget -
o Reconmhahon Act of 1993. See Int. Rev. Code §§ 167(f)(2) and 197(e)(4)(C); L.R. S.
.anate Letter Ruling 200416002 dated December 19, 2003:

1 Ind 945, 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. Assoczated Patem‘ees Inc.v.
Commtsszoner 4 T C.979 (1945). |

a. - This pri’nciple (the variable conting' ent p' a.yment method of
deprematlon) holds true today. See Newton Insert Co. v.
"'Commzsswner supra, and Revenue Ruhng 67- 136 1967-1 Cum.
| "Bull. 58. Note that the ruling relates to amounts pald to acquire both
.. patents and patent applications re_iatiﬁg fo, inventions on which a

. patent would be issued in the normal course.

- | b The House Report on Section 197.in effect directed the Treasury

5 Department o lssue regulations pr0v1d1ng that “if the purchase price

- ofa patent is payable on an annual bas1s as a fixed percentage of the
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© - revenue dertved from'the use of the patent, then the amount of the

depreciation deduction allowed fo_r any taxable year with respect to
the patent equals the amount of the royalty paid or incurred during

" “such year See H R. Rep No 103 11 1 103rd Cong 1st Sess. 769
“"(1993) |

: _The language in the House Report has been reﬂected in the ﬂnal
- regulations under Section 167(f}(2). -

If the Associated Patentees princ.iple does not appiy, the purchase price of a

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

- . regulations promulgated under Section 167 (as under theold: regulatlons)
‘Treas. Reg.-§ 1 167(a)-6(a); Treas. Reg. §1.167(a)-14(c)(4).. Thus, when a

o fixed, lump. sume pnce is paid for a patent, it will normally be amortlzable

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

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

~of issue.

In the case of a ut111ty patent the statutory hfe is 17 years from date of
issue for patents filed before June 8, 1995 and 20 years from date of
ﬁl;n_g for patents filed on or after June 8, 1995.

'The safe harbor 15-year amortlzatlon prov1s1on in Treas. Reg.

o § 1 167(a) 3(b)(1) does not appear to nnpact purchased patents

" In the past, it was re'(:Ogmzed that spemal’ cucum’stances might call for a

| different t_réatme'ntiof the"purchase'price paid for a patent.

The price paid for patents acquired asa group was under appropnate
cucumstances found to be deductible’ ratably over the remammg
“useful life of the most 31gn1ﬁcant patent or the average remaining life
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. 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 eritire group. :See Hazeltine Corp. v. Commissioner,

89 F.2d 513 (31d Cir. 1937)"Kraﬁ Foods Co. v. Cornmissioner,

21 T.C. 513 (1954) Simmonds Preczszon Products Inc .

o Commlsszoner B5TC 103 (1980)

- Also, under appropriate circumstances,:the income forecast method

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

available. Revenue-Ruling-79—28-5 1979-2 Cuam. Bull. 91. Fora

_d1scussmn of th.lS method see I R S Teohmcal Adwce Memorandum

S '9603004 dated October4 1995

.. “The regulations iitially proposed 'junder Section' 197 appeared to
-+ recognize only straight-line depreciation.. See Spencer v. -
... Commissioner; 110 T.C. 62 (1998), dealing with the o.mortization of
. -contract rights-'under Section 167 -However, Se'etion 167(g)(6) added
by the Taxpayer Rehef Act of 1997, makes the income forecast
_ | ‘imethod avallable Wlth respect to patents (as well as copyrlghts and -
.. other property specified by regulation), and this provision is reflected |
. inthe final regulations. See also Proposed Treas. Rog. §§ 1.167(n)-1
' . fhro_ugh_ 1.1 67(n)47,"dison'_$‘sing theéi_noorne foreeast method.

| ‘If a patent becomes worthless in a year before 1t expires, the taxpayer can
" deduct his or its unrecovered Costs in that year Treas. Reg. § 1. 167(a) 6(a);
- Treas. Reg. §.1 .167@-14(@)(4) e

The new lnmtatlons under Sectlon 197 on the ability of a taxpayer to

clann a worthless loss deduction do not apply to depre(nable patents.

£ See Int Rev Code § 197(f)(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
o Ruli-ng_:73=395, supra; Int. Rev. Code § 1234A as amended by the
‘ Taxpayer"Relief Actof1997. -~ - ¢ |

The prlce that a taxpayer pays 1o purchase a opynght to which the provisions of

‘Section 197 do not apply (because the copyrrght is not acqu1red in connection with

- the-acquisition of all ora substantral portion of a trade or business) will be treated in

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

. ':prddﬁbed..by r'on-behalf of the taxpayer. - .

h 1 . Thus the prlce ean be depremated over the remalmng useful life of the
B copyright. See Int. Rev. Code §§ 167(6(2) and 197(e)(4)(C); Treas. Reg
- § 1.167(a)-14(c)(4).: See .also,- however-, Treas. Reg. § 1.263(a)-2(b), that
- «refers to th'e uniform capitalization provisions mentioned above. It appears-
.* thatthe : 15-year safe harbor amortization provisions in Treas Reg

' _...§ 1. 167(a) -3(b) donot apply to. pu.rchased copynghts
| 2 The_re[n}ay? hoyveyer, be ac‘l_eh_tlorlgeil_ rele_vant f_actors.

©a. " If the purchase price consists of periodic payments contingent on use,
~“the 'actﬁai‘oayments?vtfill be deductible as depreciation under the.
e -3-'Variable" contingent paymeént method of depreciation. See Revenue
‘_Ruhng 60-226, , Supra, and Treas Reg § L. 167(a) 14(c)(4) |

:..._specrﬁcally endorsmg thlS method of depreeratlon

b. . Moreover, it may be ne'cess%trst to divide the purchase price between

_the copyrlght 1tself and any tanglble property in which the copynght

| the cost of tanglble property See in thls regard Treas. Reg.
§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

s pubi'ie, the right to prepare derivative works, the right to perform
publicly, and the right to display publicly. See also L.R.S. Field
' Sentice Ad_vibe‘ 200019021, dated May 12, 2000, distinguishing

copyrights from filin characters viewed as trademark rights.

‘The provisions of Section 197 in effect permit a E‘pur‘cha‘s_e.r of know-how (that is, any
- formula, process, design, pattern, know-how, format, orother similar item) to

: »'*'E:lmc)rtize"-the purchaee'price over @ period of 15 years, whether the know-how is

acqujred separately or in connection with th‘eg‘acqmsition ofh trade or business (only -

know-how self—created other tha;n in connectlon w1th the acqm31t1on of a trade or

. busmess i3 treated dlfferentiy)

B FESE -fHOW'e'v'er, as noted above, the statute (Int. Rev. Code § 197(e)(4)(D)) gives -

= the government the authority to promulgate regtilations excluding from the
4 term “section 197 intangible” any ‘contract right extending over a period of
" less than 15 years that was not acquired in connection with the acquisition of -
a trade or business. By reason‘of thiS'proviéibh ‘a taxpayer may be able to |
_' _ amortxze the cost of some purchased know-how over aperiod of less than 15
' years See H R. Rep No 103 | 11 103rd Cong 1st Sess. 771 (1993); Int.
| VRev Code § 167(f)(2), Treas Reg. §§ 1 197 -2(c)(13) and 1 167(a) 14(0)(2) |

2. Under prior Iaw know-how was generally not deprec1ab1e because the
i regulatlons prov1de that an asset with an unllmlted useful llfe cannot be |
deprecxated Treas Reg § I 167(&)—

- a Trade -secrets, for example, were found to-have anf’indeﬁnite 'useﬁll
life —until they beeame publie knowledge, at which point they were -
.. mo longer subject to protectlon under apphcable law. See Revenue
o Ruling 71-564, 1971-2 Cum. 2 Bul: 179, |
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~..b. . .Inanunugual 1983 victory for the taxpaYer, however, the Court of
- Claims perm_itteda corporation to depreciate the price that it paid for
'a'_sgeer,e_t formula that was determined under the circumstances to have
a limited useful life. _quuid Paper Corp. v. United States, 2 Fed. |
- CI. 284 (Ct. Cl. 1983). |

| ;3. Under current law, it may still be necessary. to determine whether the prioe-
. paid for property includes the cost of separately identif__iable._ know-how, |
-~ where the property to which the know-how relates is depreciable over a

 period other than 15 years. - -

. a In an analogous 51tuatlon the Internal Revenue Servme upon the
audit of a company that acqu1red satellite transponders sought at the
Dlstnct level to allocate some. portion of the purchase price to two
.. intangible assets, characterized by the District as neighborhood effect
. and protected status, in an effort to reduce the _amount eligible for an ( '\
~investment tax credit. See LR.S. Technical Advice Memorandum | “
- 9317001, dated_Jauuary_lL’:? 1993, . |

c b 'Note also in this regard Treas Reg § 1.861- 18 that eXpI‘BSSly
" recognizes the dlstmctlon between know—how and a copyrighted

~ article.

' The cost of purchased computer soﬁware used ina trade or business or an

mcome—producmg act1v1ty, to whlch the provxsxons of Sectlon 197 do not apply is
now depreciable on a stralght-hne ba515 over a perlod of 36 months Int. Rev. Code
-8 1-67(1)(1) See Revenue Procedure 2000-_5_0, supra, and Treas. Reg.. = -

8L 263(a) 4(0)(2)

1. Tl:ns approach repiaces the approach taken by the Internal Revenue Serv1ce in
- 'Revenue .Proeedure 69- 21, supra, pursuant to whjch a taxpayer could
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'_ _ 3 ij_. | _KHowever aceordmg to the House Report on the Ommbus Budget

h 4 '. Se'e also Norwest Corp. . Commissioner; 108 TC 3.5.8.-(1997), in which the

The Ommbus Budget RCCOIlClhatIOIl Act of 1993 also changed the tax treatment of

’ the price pard for a trademark but as under prlor law, trademarks continue to be

L ,“If the prlce paud for a trademark is contmgent on the PIOdUCtMty’ use, or

. -amortize the separatély stated cost of co’mputer.software ratably over a period
= -of five years or, 1f less, the useful'life of the-software' in the hands of the

taxpayer.: See, hciwever-. Sprint Corp. v. Commissioner, 108 T.C. 384 (1997),

in which soﬂware loads acqurred Wlth dlgrtal sw1tches were found to be _ | |

o _depreclable astangrble personal property

2. ‘-The amortization period begins with the month in which the computer

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

L

Recon(:lhatlon Act of 1993 and the regulattons a taxpayer who acquires
cornputer hardware and computer software for a smgle stated price must
... continue to treat the total purchase: pl‘ICC as-a payment for depreciable
- hardware. See H.R. Rep. No. 103-111,-103rd Cong., 1st Sess. 767 (1993);
- Treas: Reg. § 1. 167(a) 14(b)(2). - '

- Tax.Court characterized certain computer software as tangible personal

L pro'perty eligibie--for the investment tax credit. -

treated differently from patents copyrlghts aud know-how

" dlSpOSlthl’l of the trademark and is payable throughout the term of the
: transfer agreement m at least annual 1nstallments that are either substantlaliy
'. equal in amount or payable under a ﬁxed formula, the purchaser (justasa

_' nou—excluswe hcensee under the same cucumstances) 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

1989. . See, however, Treas Reg. § 1.263A- l(e)(3)(11)(U)

: Under the provrsrons of Sect10n 197 the purchase prrce w1ll in all other
cases (whether or not the trademark is acquired separately) be amortizable
ratably over a period of 15 years, short_er than the elective 25-year period
-available in some circumstances under prior law (former Int. 'Rev.- Code_ :

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

-~ value than the former ability to depreciate a trademark over its actual useful

llfe which was often 1ndeterm;nate Int. Rev Ccde § 197(d)(l)(F Y and (£)(4);

e Treas Reg § 1. 197—203)(10) ‘See also LRS. Pr1vatc Letter Ruhng 9630015
- "”"dated Aprrl 26 1996 Treas Reg §1263A-1(e)(3)(u)(U)

S_ince Section 197:also permits a taxpayer to amortize goodwill over the same

' :period of time (see:Int. Rev. Code § 197(d)(1)(A)), separating the cost of -

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

'busi.ness are acquired may be less critical than it has been in the past.

. -a - . Notethat the House Report on.the,-_l99.3.leg.islaticn in effect directed
the Treasury Department to treat all amortizable Section 197
: mtanglbles as Class IV assets under Sect10n 1060 (see HR. Rep. No.
" 103- 111, 103rd Cong lst Sess 776 (1993)) and the 1nstruct10ns to
o Form 8594 (Rev 1- 96) took thls posrtlon

b. .“'However the temporary regulatlons under Sect10ns 338 and 1060
i publishe dim Januﬂry of 1 997 created twc mtanglble classes
o Class IV ccns1stmg of all Sectlon 197 mtanglbles (except those in the
nature of goor dwill and gomg concem value) whether or not
' amortlzable under Sectton 197 and Class V c0n51st1ng of the

goodwﬂl and going concern value excluded 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. - L

¢ ..~ The final regulations under Sections 338.and 1060 published in
- -F ebrua_ry' of 2001 place all Section 197 intangibles (except goodwill
and going concern value) in anew Class VI, place goodwilil and going
concern value (Whether or not qualrfymg as Section 197 intangibles)
" inanew Class VII and charactenze Class V as the residual class
' Treas. Reg. §§ 1.338- 6(b)(2) and 1. 1060- l(a)(l) Form 8594
o (Rev 10-2002) reﬂects thrs posrtron N

do .W"rth;respect to the aIlocati_on among partnership assets, including | ‘
. intangibles, of an adjustment to the basis of partlrership assets incident
" to the sale or exchange of a parmership interest or the death ofa
partner, see T.D. 9059, 68 Fed.-Reg;:34293‘;

N At taxpayer wrth busmess operatlons both in the Un1ted States and abroad who is
o -deemed to have purchased 1ntellectual property wril need to determme the source of
the purchase pnce when deductrble in order to determme the forelgn tax credit

| avarlable to offset hlS or 1ts U. S tax lrab111ty (see the dJscusswn above).

1. . The deduction sourcing rules applicable toa taxpayer who licenses -

' 1ntellectual property ona non-exclusrve basrs apply to a purchaser of

| 'IntelIectuaI property as well

2. ._ However, to the extent any portion of the purchase price is recharacterized as
interest (see the dlSCUSSlOIl below of the transferor § tax treatment), special
B sourcrng rules apphcable to 1nterest payments will also apply. See Treas.
- _ Reg § I 861 10 Temporary Treas Reg §§ 1 861 oT through 1.861-13T.

-+« A'purchaser who a‘cquires- intellectual property from'a-séller whoisa non-resident_ |

-alien individual, a foreign corporation, or a foreign partnership must determine
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1. . whether:U.8S. taxes are required to be withheld from the purchase price. The buyer’s
~ ‘withholding obligations are dependent upon the nature of the payments. '

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

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

: 'the sale occurs. .

.. If a non-res1dent ahen 1nd1v1dual a foreign corporatlon ora fore1gn

7 | partnersh1p sells a patent copynght secret process and formula trademark,
or smular 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(@)(1)(Dy,
 ~and 881(a)(4)), withholding at the statutory fate of 30% or at the lower treaty -
rate will be required (sée Int. Rev. Code §§ 1441 and 1442) generally unless

the payments are effectwely connected w:th the seller s eonduct of a trade or

o busmess in the United States and thereby mcludable n the seller s U.S, tax

base under Section 871(b) or 382(3) (see Int Rev Code § 864(0)(2)) Fora

’ " d1scuss1on of th1s prov1s1on and the law in effect before 1967 see Revenue
Rulmg 71-231, 1971 1 Cum. Bull. 229. See also Commzsszoner V. Celanese '

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

7‘ Z:Other gams however w1ll be exempt from w;thholdmg, assuming that
“back-up withholding at the rate of 28% is not required (see Int. Rev. Code
- §§ 3406, 6041, and 6045). '

o _': _Nevertheless these other gams may be taxable under the tax code
B :pr0v1s1on (Int Rev Code § 871(a)(2)) dealmg w1th U.S. source
o cap1tal gains realized by non-resxdent aliens present in the United
v __S‘ta.tes for at least-._l.83_. days.. See Revenue Ruling .78;253, 1978-1
_ Cum 'Bull,__220, and the proposed repeal of this j)rovis_ibn in the
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- Jumpstart Our Business Strength Act passed by the Senate on
. May 11,2004 (H.R. 1637). o '

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

the sale or exchange of a cap1tal asset) See also Int. Rev. Code

h 538 864(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 viswed as original issue discount
on portfolio indebtedness: See'Int. Rev. Code §§ 871(a)(1)(A) and (C),
871(h)(2)', 881(a)(1) and (3), and 881(c)(2). For a situation involving original
1ssue dISCOUIlt assomated w1th the acqulsmon of patent nghts see LR.S. Field

o Semce Adv1ce 199922024 dated June4 1999

5.0t Nor, to' the extent thefpayments are found to 'c'onS'titt_lte compensation for
: services rendered, will withholding be required if the'services were '
- i performed outside of the United States. See Révenue Ruling 55-17, supra,
and Proposed Treas. Reg. § 1'.861_--:4(!3‘), discussing the:source of income from

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

. TRANSFERRING INTELLECTUAL PROPERTY TO
"~ AN UNRELATED THIRD PARTY

Nature of the Income.

CA " While the person aéquiﬁng intellectual property?is'cohcémcd about the deductibility |
1of the consideration péid;’ the transferor wants'to know ho'w_ the -I'SayIﬂents received_ '

_ _Mw_ill be:_ta_xe,d._ _
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B. - If there are foreign operations, the transferor of intellectual property will wantto .

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

. C..o.  Inaworldin which ordinary income and capital gains are taxed at different rates, it
- is also important to know whether'the":consideratio_n paid to the transferor of

- intellectual property 1is capital or ordinary in nature. ..,

- 1 “ Note however that even 1f the transferor 1s deemed to have sold a capltal

' asset there will be some ordmary so-called recapture income if the transferor

previously was able to depreciate or amortize the cost of the asset. Int. Rev.
~++./Code§.1 245. Intangible property, the coet-of which is now amortizable over
Cwtea periad of 15 years, is treated as depreciable property for this purpose. See
Int. Rev. Code §. 1-,97(f)(7); Treas. Reg. § 1.197-2(g)(R).

o 2 - .On the other hand an amount equal to the research and experimental
expendltures traceable to the property sold that a taxpayer elects to expense
b under:Section 174(a) will not be subject -to. taxation at ordinary income rates
- when the taxpayer later sells the resulting technoIogyé. at a gain. ‘See Revenue
:Ruling 85-186, 1985-2 Cum. Bull._84;-: rejecting the applicability of the ’

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

research and experimental expend_it_ures that a taxpayer elects to deduct over a
period of time, see Int. Rev. Code § 101 6(a)(14) and Treas. Reg.
§ 1. 1016-5(]) (dealmg w1th Sectlon 174(b) amounts) and Int. Rev. Code
§ 1016(&)(20) and L.R. S Prlvate Letter Ruling 2001 17006 dated January 17
o 2001 {dealing with Section 59(e) amounts).

D. . Evenina World, in which ordinary income:and capital gains are taxed at the same

--:rate; _the-n_ature_"o,f the consideration may be important.- . .

1. Ifthe transferee of intellectual property is a non-r'e'sitleﬁt alien individual or a

~ foreign entity and there is a tax treaty in effect between the United States and
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. the'transferee’s home country, the label ascribed to the consideration may
. affect the tax treatment of the transaction. See Boulez v. Commissioner,

83 T.C. 584 (1984).

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

purposes, see American Air Liquide, Inc. v. Commissioner, supra.

E. Slm1larly, under certam tax code provisions, rovaltv income, in contrast to capital

g 1s in effect tamted or, conversely, afforded favorable treatment.

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

: treatéd as a so-called persotial 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 yeéfs"béginning-éﬁer 1992 but before 2001) on its undistributed
' personal holding company income. Int. Rev. Code § 541. See Tomerlin
“Trust, annsﬁréé V. 'Co'm'mz.'sSioner, 87 T.C.'876 (1986). The current rate on
undistributed personal holding company income is 15%,. reflective of the
:'changes in the taxation of dividends made by the Jobs and Growth Tax Relief
) _ | Reconc111at10n Act of 2003

a. " Personal holding company income does not include gain from the sale
of intellectual pro'perty; but it generally includes royalties received for
the privilege of using patents, copyrights, secret prooééses and
" formulas; trademarks, and similar property. Int. Rev. Code
§ 543(a)(1); Tre‘as'.jRe_g. § 1.543-1-(b)(3}. See LR.S. Private Letter
Ruling 8450025, dated September 7,1984. ~© |
b. However, personal holding:company income does not include
' copyﬁght royalties that cbmprioe'at least 50% of a corporation’s
L Ordinary'groSs income, provided that the royalties 'do not derive from

‘works created-in whole or in 'part' by any sharcholder of the
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. corporation and certain other statutory conditions regarding the
- 'makeup of the corporation’s business deductidns-an’d non-copyright
royalty income are met. Int. Rev. Code § 543(a)(4). See Treas. Reg.
§ 1. 543 I(b)(12)(1v) regardlng whether copynght protectlon is
. 'requu‘ed both in the United States and abroad '

c. Since the Tax Reform Act of 1986, so-called active busmess
" "computer software royaltxes derlved by a corporatlon actlvely
.'engaged in the business of developmg, manufacturlng, or producmg
- computer software, have _al_so__been excluded from personal holding
.. company income: Int Rev. Code §:543(a)(1X(C). To qua'lifyr for this
axciUSidn, the 'oompater software royalties must comprise at least
50% of the corporation’s 6rd_-ina1_'y.; 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.

C0d9_§_ 543 ). -

| An S comoranon, more than 25% of whose gross recelpts fora pemod of
three consecutive taxable years con51st of passive investment income, and
- that has accumulated earnings and profits (ear;__led before it elected
.S corporasion stat_as) at the ¢f.1.§1 of each of these three taxable years, will cease
.. to be an S corporation. Int. Rev. Code § 1362(d)(3). Moreover, an
S corporation with accumulated earnings and.-profits at the end of any one of
-its taxable years that also derives more than 25% of its gross recéipts from
passive-investment mcome during the same year may be requlred to pay a

tax. Int Rev. Code§ 1375

.. -_The pa_ss_ive.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. R_ev.
. Code § 1362(d)(3)(C)(i); Treas.,Reg. § 1.1362-2(c)5)(i(A)(1).

b However passwe mvestment income 1ncludes nelther (i) royalties

" denved by an S corporatron in the ordmary course of its business of
ilcensmg property that 1t created or w1th respect to the development or
}' .marketmg of wh1ch 1t performs mgmﬁcant serv1ces or incurs
_'substanual costs nor (11) copynght royaltles and active business
- computer software royaltles that are not treated as personal holding
A company 1ncome Treas Reg § I, 1362-2(c)(5)(11)(A)(2) and (3).

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

(PAL) prov131ons of Sectron 469 apply may be adversely affected if income

' 'xs charactenzed as a royalty

a. - . Ifthe royaltyf is viewed aspassive in nature because ‘the taxpayer does
: rrot.- materially participate in the trade or business activity from which
woeditis deriifed, the income can be offset for tax purposes by passive
- losses. See Treas. Reg. :§§"1.469-2T(c)(3)(iii)(B) and 1.469-2T(E)(7).

| b. o V.Conversely, pure royalty income not derlved in the ordinary course of

a trade or business (and gam ‘derived from the sale or exchange, other
p .-than in the normal course: of the taxpayer’s trade or business, of
-~ intellectual property that :y-ielded pure royalty income) will generally
- inot’be treared_ as passive-ineorrie and hence cannot be offset by
.. passive losses (Int. Rev. Code § 469(e)(1)(A))..

C. Note that under the passive activity provisions, a trade or business

includes any actrvrty mvolvmg research or expenmentatlon (Int Rev..

-.~Code § 469(0)(5))
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. ¥+ The nature of the consideration received by a foreign corporation with U. S

S shareholders may snmlarly determme whether these shareholders will be

N taxable currently on all or some portton of the corporatton s net income.

o Under current law an at-least—l()%—U S shareholder of a so- called controlled

forelgn corporatlon 1s taxable on hts or 1ts share of certain items of income

' (Subpart F 1ncome) reahzed by the corporatlon mcludmg so-called foreign
_ ' 'personal holdmg company 1ncorne (see Int Rev Code § 951). Also, untzl
| ' enactment of the Axnencan J obs Creatzon Act of 2004,a U.S, shareholder of

', 2 so—called fore1gn personal holdmg companv was subject to tax on hlS or its

" share of the corporauon s undistributed fore1gn personal holding company

.. income (see former Int. Rev. Code § 551). -7

a - Under Sectlon 954(c) gam denved from the sale of mtellectual

propeity not sold in the ordmary course of a corporatlon s trade or

oo business may_under some circumstances be treated as foreign personal ( -

.+ holding company income; but royalties derived from unrelated parties R

 incident to the active conduct of a trade or business or, in general,
. from a related person for the use of, or the privilege of using, property
within the same country in Wthh the reclplent was formed, will not

o 'constitute foretgn personal holdlng company income.

o by oo Under the former foreign personal -holding company provisions,

+ . foreign personal holding company income did not include gain from
- .-the sale of any intellectual property, but it generally included all '

" . royalties.: Only active _business computer software royalties |

| (described above) were excluded.

- The nature of the income that'a foreign corperation with U.S. shareholders
receives may also determine whether these shareholders will be required to

E pay a deferral charge for in effect electing not to_repolt their share of
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corporate income on a current basis.

- _Royai:tiesa_:as w_ell as . gain. __from the sgle of. intel_lectual property not

. sold in the ordinary course of a trade or business, can cause a foreign

corporation to be c,haracteri,zed as a so-called passive foreign -

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

income. If a U.S. shareholdér of a PFIC doés not elect to include in

- income currently his or its'shate of the COrpoi'ation’s current ordinary
' carnings and net capital gain, distributions subsequently received by
the shateholder from the corporation will be subject to a deferral
“charge (see Int. Rev. Code'§§ 1291, 1293).-"

_ Roya_lties, fot_ this purpose, ho_wevel_‘, do not _ir_lel'ude 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 allocableto that person’s non-passive income. Int.

_"Rev Code§ 1296(b)

| See also Int. Rev Code § 956A, added by the Ommbus Budget ‘
Reconciliation Act of 1993 and subsequently repealed, .deahng with the
taxation of a:1.S. shareholder currently on his or its‘share of the exces"s'

‘passive assets of a coatrolled forsign corporation.

o A', -

i Licensil_l‘.i_r Intellectugl Property to a Third Party.

If the owner of a vatent a conVtht know—how or computer software. hcenses ittoa

- thlrd party ona basm that is not treated as a sale. for tax purposes, the income

recelved by the hcensor will be subj ect to tax at ordmary income rates.
'Revenue_ Procedure 2004-34, 2004-22 Int. Rev. Bull. 991, addresses the
N ability of an accrual method taxpayer to defer the reporting of advance |

license fees for the use of intellectual propeﬁy and cemf)uter software.
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For two interesting rulings dealing with the tax treatment of non-exclusive
licenses on the death of the author of various copynghted hterary works,

B mcludmg the crea‘uon of anew tax basis ¢ on death see LR.S. Private Letter
: 'Ruhng 9326043 dated Apnl 2 1993 and I R.S. Private Letter Rulmg

e ‘-9549023 dated September 8,1995.

.~ For a case ﬁnding o_rdix__lary,income where a taxpayer licensed technology to a
o Japanese corperati_oﬁ, pursuant to-a technology transfer agreement that was

. terminable at will after 10 years (befolfe the end of the useful life of the

_ technol(_)gy involved) and that did not thereafter preclude the taxpayer from
disclosing the know-how..to others in the transferee’s exclusive territory, see
Henry Vogt Machine Co. v. Commissioner, T. C Memo 1993-371. Also with

_ respect to know-how see chkren v, Umted States 378 F.2d 595 (Sth Cir.

"-1967) B SRR

. For an interesting case dealing with the l_i_censing of broadcasting rights, see.
.Th'e Philadelphia Eagles Football Club, Inc. v. City of Philadelphia
823 A.2d 108 (Pa S.C. 2003), in whlch the Court treated the 11cense

,_«4\ 2
s :

'payments as copynght royaltles )

- -More complex statutory provisions apply when a trademark:is licensed ona

non-exclusive basis. However ‘they produce the same result -whether or not the

royalty payments are contmgent on the product1v1ty, use, or dlsposmon of the | '

trademark

" To the extent the royalty paymerits arc contingent on the pi'oductivity' use, or

.‘ _ ': d15p0$1t10n of the trademark the transferor w1lI be treated as havmg rece1ved

“income from the salé or other dlsposmon of a non-cap1ta1 asset — that i is,
: _ordmary income. Int. Rev. Code § 1253(c). With respect to prior law, see
.. Dairy Queen of Oklahoma Inc. v. Commissioner, 250 F2d503
| . ‘(10‘*‘ Cir. 1957).
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- 2¢ .+ If the transferor retains any significant power, right, or continuing interest in

the trademark, but does not receive payments contingent on the productivity,

use, or dtsposxtlon of the trademark, it is reasonable to conclude that all

-' ""mcome w111 also be treated as ordlna.ry 1ncome by reason of Section 1253(a),

* which states that the transactton wﬂl not be treated asa sale or exchange of a
‘. cap1taI asset Under thls pr0v151on for example a sale will not be deemed to

- have_.qeeurred if the transferor tetam_s the right:

o e.. "To set quallty standards for the products to whlch the trademark is -
= ”afﬁxed (Int Rev. Code $ 1253(b)(2)(C)), or

b, To requjre the transferee to advertise only the licensor’s products (Int.
| Rev. Code § 1253(b)(2)(D)) where, accordmg o the Tax Court the
retained right is co-extensive with the duration of the inferest
E— Etransferred Stokely US. A, Inc. v. Commzss:oner 100 T.C. 439
S (1993)

SA transferor w1th busmess operatlons both Wlthln the Umted States and ‘abroad must

determine the source of any royalty i income derived from llcensmg mteHectual
propetty, in otder to determine the foreign tax credit available to off_set- his orits U.S.
tax liability (see the discussion above).. Special sourcing rules apply to royalty

income, assuming it does not in fact represent compensation for services rendered -

“(see Revenue Ruling 84-78, supra), '.no'rzmél'ly:' sourced Wlt‘ere ttae s"ervicies were

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

| 1.-. . _Royaltles pa1d for use in the United States of, or for the pnvﬂege of usmg in

' _' the United States, patents copyrights,. secret processes.and formulas,
~ trademarks, and_llke property are sourced in the United States. Int. Rev. _
.Code § 861(a)4). Note, in this regard, the distinction drawn in Treas. Reg.
-8 1.86 1218 between the Tease of a eopyﬁghted' computer program (generating




m.

o rental 1ncome) and the hcense of the copyrlght right itself (generating royalty

mcome)

| 2 : fRoyaltres pald for use abroad of or for the pr1v1lege of usmg abroad patents

copyrlghts secret processes and formulas trademarks, and like property are

" sourced out51de of the Umted States Int Rev Code § 862(3)(4)

3. Thus, the place whete the licensee usés or is entitled o use the intellectual

~ property is controllrng See Revenue Ruling 68-443, 1968- 2 Cum. Bull. 304;

. "Revenue Rulmg 72—232 supra and Revenue Rullng 74-555, 1974-2 Cum.
Bull. 202 and Sanchez v. Commz.s‘sroner 6 T C. 1141 (1946), deahng with
.- trademark, copyright, and patent royalties; respectively:

Assigning 'I-_;nte’l;lectual Proper_'tv _’to ar’r_I“l.'lird Partv. ” _l |

--'iConversely, ifa taxpayer ass1gns ins or its entire interest in mtellectual property toa -
 third party, or licenses the property on an exclusive basis to-a third party, a sale will

- typ1cally be deemed to have occurred for tax PuUIpOses, but the resultmg income may

| : """'not always be capltal in nature B

Note that if the transéction rnvolves cross-llcenses of property not terminable at will

by either party it may quahfy asal 1ke-k1nd exchang

' : 1 . Then dependmg upon the facts, nerther party to the transaction may be

required to recognize any taxable income. See Int. Rev. Code § 1031,

~ pursuant to which the properties involved must be held for produetrve use in -

‘a trade of business or for mvestment 1 R S Techmcal Advice Memorandum

9222005, dated January 10, 1992,

~:2.. . To determine whether intangible _propert_ies,_ are of like kind, the regnlations

y 5.‘,__.:;foc_us_ upon the nature or-character of both the rights involved and the

- underlying properties to which the intangibles rclate. For example, a
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.. copyright on a novel and a copyright on a song are not deemed fo be of lilte
kind. Treas. Reg. § 1.1031(a)-2(c).

3 The Intemal Revenue Servme has concluded that a taxpayer conld swap FCC

broadcast station l1censes oon a tax-free basis, even though one related to radio
..and the other to televrston. LR.S. Technlcal.Advrce Memorandum o
| . 200035005, dated May 11, 2000.. See also L.R.S. Technical Advrce
.. Memorandum 200224004, dated November 29, 2001.

| Note also that, if the transaotlon mvolves a g1ﬁ to charlty, special rules will apply.
o See LR.S. Notice 2005-41 2005-23 Int. Rev Bull L

: Different rules a'pply to the sale of patents copyrights, computer software,

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

not nwolve a llke—klnd exohange ora glﬁ fo chanty

Patents:-. ...

- 1 | -There isa statutorv Safe harbor that was adopted in 1954 ‘pursuant to which -

' 'an mdmdual holder of a patent (see Judav. Commzsszoner 90 T.C. 1263
| I_ ; (1988) regardlng partners) ‘who transfers to an unrelated party all substantial = -
rlghts to the patent or an undtvrded interest in all rights to the patent will

- N reahze long—term capttal gatn (or loss) regardless of whether or not the
| . : payments recelved in exchange are (1) payable periodically over a period
- generaIly co termmus w1th the assrgnee s use of the patent (but see the
discussion below) or (i) contlngent on the product1v1ty, use, or disposition

of the patent Int. Rev. Code§ 1235(a)

| a .‘ The regulattons 1nd1cate that tlns safe-harbor provrsmn can apply even
_' | 'before a patent has been granted or before a patent application has
' _ been ﬁled (Treas Reg § I 1235 2(a)) but the consequences, should a

patent never issue, are not dlscussed See Gzlson V. Commzsszoner
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" T.C. Memo 1984-447. Also both 11.8. and foretgn patents are

- covered.

s The holder of a patent will, according to the regulations, not be

" deemed to have disposed of all substantial rights to the patent if, for
'~ example, the transferee’s rights are limited geographically within the
' country of issue (a provision found to be invalid in Rodgers v. |
" Commissioner, 51 T.C. 927 (1969), but later found by the Tax Court
: _to be valld), the transferee’s nghts do not extend throughout the
| remammg life of the patent, or the transferee is granted rlghts in fields
of use within trades or industries that are less than all of the valuabie

+-rights covered by the patent. Treas. Reg. §-l.‘l235-2(l))(1) and (c).

| ..U‘n.de.r thestatutory sat'e—ha_rl_to_r p.x_'ovi:s"ion, tlle holder of a.patent is the
individual n.fhose efforts ereated the property, or an.j.( other individual
unrelated to the inventor, such as a financial backer, who is not the o '(.\__, .
_inventor’ s employer and who acqu1red the mventor s interest in the |
'_ . 'patent for con31derat1on before the 1nvent10n was actually reduced to
practlce Int Rev Code § 1235 (b) and (d) An 1nvent1on is reduced
h to practlce once it has been tested and operated successfully under
- operatmg condmons ” but 1n no event later than when commercial
B explonatlon oecurs Treas Reg § l 1235 2(e) With respect to the
. treatment of partners as holders see I R. S anate Letter Ruling
N _200135015 dated May 31, 2001 and LRS. anate Letter Ruling
200219017, dated February 6 2002 o

: Nevertheless, an employee hlred to invent will reahze ordinary

o " concetves in the course of hlS employment See Treas Reg

' :mcorne and not cap1tal gam 1f he 1s bound o aSSIgn to his employer

- all patents that he obtams and all patentable inventions that he
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T 2 1.1235-1(c)(2);McCIain v."Commissioner, 40 T.C. 841 (1963); |
- LR.S. Technical Advice Memorandum 20024-9002, dated August §,
- 2002. Note in this regard that the Internal Revenue Service has 1n the
past focused on equity-type compensation arrangements entered into
~with employees who 1nvent See BNA Dally T ax Report No. 79, at
o G—S (Aprll 24 1998) |

- If the safe-harbor provisionr 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
_ avallablllty of caprtal galns treatment wxll depend initially upon whether a
. " sale 18 deemed to have occurred for tax purposes applylng prmcrples of law
.:1n effect before 1954 as they have evolved smce that time. In applying these
prov151ons 1t rnay be unportant to bear in mmd why the safe-harbor provrsron

o does not apply Even 1f a sale is deemed to have occurred, however:

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

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

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

._ b A selIer who used the patent in the ordmary course of his or its trade

o .or busmess wdl derive either a capltal gain or an ordinary loss under
 the provrstons of Sect1on 1231 (see Int. Rev. Code § 1221(2) _
indicating that deprecmble property used in a trade or busmess does

~not’ constrtute a capital asset). -

o c | Fmally, vvhlle an amateur mventor wrll realize capital galn the gain

‘ wﬁl be short term in nature if the sale occurs before the patent is
_ | actually reduced to practlce (see Burde v. Commissioner, 43 T1.C. 252
i ( 1964)) —_— that is, before property rlghts n the patent come 1nt0 bemg |
E:.(see Dzescher V. Commzsszoner 36 B.T.A. 732 (1937))
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= . However, if the patent was depreciable, an amount of gain equal to the

‘depreciation deductiens available to the assignor before the transfer occurred

" . (whether or not.olairned) will be treated as.ordinary income and not capital

. gain., Int.;Rev. Code § 1245.

In addltlon even 1f the transferor of a patent reahzes capital gain, some
portion of the transfer price, if payable over tlme 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.

o a-: ._ | .If the transfer is descnbed in Sectlon 1235(a) and the consideration is

| contingent on the product1v1ty, use or chsposutmn of the property
.. transferred the nnputed interest pr0v131ons w111 not apply Int. Rev,
| Code §§ 483(d)(4) and 1274(0)(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 quahfy for capital gains
treatment under Sectton 1235 will be subject to the imputed mterest
. N :pl'OVISIOIlS See S. Rep No 98 169 (V 01 I, 98th Cong 2d Sess
o ';"253 n. 15 (1984)

b. In all other cases, one of two imputed:interest provisions (Section 483
or 1274) may apply. If the con31derat10n paid totals no more than -
o "$250 000 (a fact that may be dlfﬁcult to ascertain when the price is
R " r'contrngent), the prov1srons of Sectlon 1274 will not apply. Int. Rev.
.' Code § 1274(0)(3)(C) Instead under Sectron 483, some portion of

each payment due more than six months after the sale will be
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- recharacterized as interest if the sale price exceeds $3,000, the interest
-, provided for is less than the statutory safe-harbor amount (see Int.
Rev. Code §§ 1274(d) and 1274A(a) and (d)(2)), and some portion of

* the price is payable more than one year after the sale oceurs.

~..¢.. 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. C_ode.§ 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 prio_e remains outstanding, without regard to when
. payrrrents are actually made. Int. Rev. Code §§ 1272 and 1273,

- However, under some circumstances, a special election to report |
~_imputed interest as payments are made may be”available. See Int. -
Rev. Code § 1274A(c) and (d); Revenue Ruling 2002-79,

© 2002-48 Int. Rev. Bull. 908. | |

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

' also determine when the propert_y’_s tax basrs, if any, can be recovered -

tax-free.

aOIf the sale prrce is ﬁxed in amount and durat1on and the. taxpayer

chooses to report gam on the mstallment method (Int. Rev. Code
- § 453), the taxpayer will merely recover his or its basis i in the prop.erty
_transferred proportmnately as payments of prmmpal are made. Note |
: .that the provrslon hmmng the use of the installment method to cash
| method taxpayers (Int Rev. Code § 453(a)(2) as amended by the
Tlcket to Work and Work Incentlves Improvement Act of 1999) was
| repealed by the Installrnent Tax Correctlon Act 0f 2000. However

the tax attrlbutable to deprec1atron recapture must be pmd 1n the year
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~ of sale. Also, with respect to the deferral charge that may be due if
installment reporting is selected, see Int..Rev. Code § 453A.

" If the purchase pnce is. contmgent in amount or in duration, or both,
T the proranen formula under the installment method can work only if .
‘certain assumptions about the price are made. The regulations -
indicate-What'to do when either (i) a stated maximum selling price can
- be ascertained by assuming all contingencies are rnet in a manner that

-will maximize the price and accelerate payments to the earliest

e '.pernutted time, or (ii) the maximum period over which payments can

- ’be made-is fixed. The regulations go on to prov1de for the recovery of

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

- maxi_mrim selling price nor a fixed payout period. Whenany

. . contingent payment sale occurs, however, the taxpayer may seek

~permission from the Internal Revenue Service to use a different basis L

recovery method. See Treas. Reg. § 15A.453-1(c) that also

_ recognizes the income forecast method for basis recovery under =
- approprlate cucumstances and AMC Partnersth V. Commlsszorser
' T.C. Memo 1997-115. |

- The s0- called oDen' transaction method of reporting a transaction

pursuant to whrch a taxpayer eIects out of installment sale reporting

RS and recovers basm ﬁrst is 11kely to be challenged by the Internal

| Revenue Serv1ce The regulatmns state “Only in those rare and -

o extraordrnary cases 1nvolv1ng sales for a contlngent payment

o obhgatlon in which the faJr market value of the obligation . . . cannot
:reasonably be ascertamed wrll the taxpayer be entitled to assert that
the transactlon is open o Treas Reg §15A.453- 1(d)(2)(111) See
| Burnet v Logan 283 0. s 404 (1931 )
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.. Copyrights..

" :There is less questton about the nature of mcome . derived from the transfer of

a copynght once the transaetlon has been determmed tobea saIe for tax

purposes rather than a non-exclusive hcense ora payment of cornpensatlon '

. _for services rendered._ See Revenue Ruhng 84-78, supra; Revenue Ruling

.. 75-202,1975-1.Cum. Bull..170; Revenue Ruling 60-226, supra; Boulez v.

- Commiss,ioner,_ Supra._ In the Boulez case, applying the “works for hire” fule,

the Tax Court found that the taxpayer had no copyrightable property interest

in the recordmgs he made fora recording company, and that hence he

" Tealized compensatlon income.

The tax code specifically states that the term “capital asset” does not include

~ a copyright held by the person whose pers.onalseff'oi‘te'c'reated it or to whom it
. Wwas assigned 'by the creator in a carryover basis transaction (for example, as a
.glft) Int. Rev Code § 1221(3) apphcable to any property cligible for '

' copynght protection under statute or common law, but not applicable to a

| | . demgn that may be protected solely under the patent law See Treas. Reg.

§ 1. 1221 1(eXD)-

‘a ?'The'in'c'orne derived from the sale of a copyright that is not a capital

: 'asset for this reason will always be ordlnary in nature See Int. Rev.
o Code § 1231(b)(1)(C) that prevents any such gam from being treated
as capltal in nature, and Meisner v. United States, 133 F.3d 654
. (@"Cir1998). | |

b, However, the transferor should be ablé to feéover his or its cost basis

*‘tax-free because, under the c1rcumstances the statute does not negate

“sale-or exchange treatment. '
In other cases, the transferor will realize capital gain, provided that:
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a. ' The copyright was not held for sale to customers in the ordinary
~ course of the transferor s trade or busrness (see Int. Rev. Code
‘§ 1221(1) Deszlu Productzons Inc V. Commzssmner T.C. Memo
| ""1965 307

N Thébopj;right ‘was notr-used in the transferor’s trade or business (see
-+ Int, Rév. 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-

L nature; and

c. . No portron of the price is lmputed as mterest under the provrslons of

Section 483 or Section 1274 drscussed above.

G : . ._‘.(_‘?Io_rnnoter_‘sor'tware. o
ST Inview of the fact that some computer software is now copyrightable and
EE patentabie it is not clear whether the sale of computer software must be
‘analyzed as though it were the sale of a copyrlght or patent The regulations
" \nder Section 1221 confuse the issue by speclﬁcally excludmg from the term
“capital asset” any property eligible for copyri ght protectlo_n, presumably
.. .whether or not fomtal copyright protection is sought. Treas. Reg.
o §,1}122'1,-_1(c)(_1_). Cf. Microsoﬁ Corp. v. Commissioner, 311 F3d 117‘8
(9th Cir. 2002) dealing with the tax treatrnent for-other purposes of master

L coples of Mrcrosoﬁ computer software

2. Nor isit clear whether, without the"b'erieﬂt of copyright or patent status,
- cornputer softwar_e can qualify as .pr_o.perty‘,ahd_hence a capital asset, at least
. ‘_when it is not viewed by the owner as a trade secret' See the discussion of

know~how below Note, however that Sectlon 167(f) treats the computer

software to which it apphes as property.
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.., The final regulations promulgated under Section 8-61 are helpful, but not

‘determinative, on the subject of ‘what a transfer of computér software actually

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

one or more of the foIlowmg the transfer of a copyri ght right inthe
: 'program the transfer of'a copy of the computer program, the prov131on of
* services for the development or modrﬁcatron of the program, and the
. provision of know-how relating to computer prograr_nmlng techniques. Treas.

 Reg. § 1.861-18(b). .

In any event, sales of computer software in the consumer market will
' generate ordinary income, ‘whether the transactlon is viewed as asaleora

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

'.'Moreover under certain c1rcumstances computer software may be deemed
" not to have heen transferred separately, leavmg the tax consequences of the
. 'transfer dependent upon the tax nnpact of the underlymg transactlon For
- example in Syncsort Ine. v. Umted States, 31 Fed. CL. 545 (Ct. CL 1994),

| deahng with certain license agreements pursuant to which the taxpayer

_ granted' each licensee an eirelusive license to exploit its computer program in

a speclﬁed geo graphic area and agreed to permrt the licensees to use certain

technological information and trade secrets, the court viewed the entire

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

- "Kno{:ir-How.

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

- know-how. . .

"Under appropnate crrcumstances however know-how may be classified as a -

'_'capltal asset or may quahfy for favorable tax treatment under Sectron 1231
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‘so that when a sale is deemed to have occurred, a taxpayer who disposes of

“ know-how can realize capital gain. -

a. ' Of pmnary concern here is whether know how constitutes property.
N If it does not, 1t cannot quahfy as a capital asset (Int. Rev. Code
: § 122_1) or as an a_sset, eligible for the benefits of Section 1231.

g b, " Inthe p'as't','the"Internél Revenue Service treated trade secrete as
‘property (see Revenue Ruling 71-564, supra, dealing with the transfer
_ of trade secrets to a corporation), leaving doubt about the nature of |
| emer _techn_o}pgical ‘in.forn}ari:on._ See also, Pigkren v. United States,

supra, describing secret formulas as capital assets.

. .€.  Nevertheless, prior case law ‘suppotrts property charaeterization under
o "other crrcumstances See Henry Vogt Machine Co. v. Commzsszoner
- supra (m Wthh conﬁdentral  unpatented technology was viewed as
property) and Ofriav. Commzsszoner 77 T.C. 524 (198]) (where
engineering proposals were found to mcorporate ‘trade secrets,

; ;_If_now-how, or unpatent_e_d technolo gy_pro_t_eet_a_ble as a form of

‘. . ' property”).

o ‘d. " Moreover, the final regulatlons under Sectlon 197 treat an amortizable

“Section 197 1ntang1ble held by a taxpayer for more than one year as
an asset eligible for the benefits of Section 1231. See _Treas. Reg.
§ 1.197-2(g)(8), and co_mpére Int. Rev. Code § 197(f)(7), treating any
amortizable Section 197 intangible as “property” subject to the
alloWance for depreciation. See also Proposed -Treés Reg.
- § 1 197—2(g)(7)(11)(B) which declmed to treat know—how to which the
- _provrsrons of Secuon 197 apply as property for all purposes under the-

o .tax code .
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"~ Assuming there is no imputed interest, a taxpayer who sells know-how that is
o treated as property will recognize capital gain unless (i) the know-howis
~ :deemed to have béen-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 (1i1). the taxpayer is a profeesional

inventor or an employee who is. obhgated to sell all 1nvent10ns to his

e !"\empioyer See T aylor-%nf eld Corp V. Commzsszoner 57 T.C. 205 (1971)

. - If the-taxpayer h‘as-._any basis in the transferred know-how, it will reduce the -

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

By way of footnote; hoWever, itis irriportant to note that, under certain
- circumstances, know-how may be deemed not to have been separately
- transferred, leaving the tax consequences of'the transfer dependent upon the -

- *tax impact of the underlying transaction. See Syncsort, Inc. v. United States,

Supra. -

Tradernarks.

':The nature of the income that a taxpayer recelves upon disposing of a
B trademark w1thout retammg any 51gn1ﬁcant power right, or contmumg

1nterest with respect to the sub_] ect matter of the trademark will depend upon

the nature of the con31derat1on pald

L V'a". o The tax code states that 1f the taxpayer receives amounts contmgent

| , on the productlwty, use or dlsposmon of the trademark these
- 'amounts w111 be treated as recelved frorn the sale or other dlsposmon '
. of a non- capltal asset. Hence there w1Il be ordmary income. Int.
Rev. Code § 1253(c). However smce Sectlon 1253((:) 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.

.. -




.. b. . Otherwise, the-general tax principles distinguishing ordinary income
.- ‘from capital gain,:which';a;re discussed above,‘ will apply. These
i general principles will apply, for example, when a taxpayer
unconditionally sells a trademark and all of the: other assets used in

- the takpayer’s busmess n exchange for a'j}ump-sum amount.

2 . On the other hand a taxpayer Who dlsposes of a trademark and retains any .

o 31gruﬁcant power, rrght or contmumg mterest mth respect to the subject
‘matter of a trademark (such as guality:control nghts) will not be deemed to

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

and hence w111 reahze ordmary incore.

a; w7 Note thata taxpayer-will be deerne'd'to have retained a significant
< continuing interestin a tradé_mark when a substantial portion of the
.+ consideration-consists of a right to 'pay'ments contingent on the |
productivity, use, or disposition of the trademark, - See Int. Rev. Code
§ 1253(0)2)(F). |

b. Nevertheless for purposes of deterrnmrng whether or not the
| ) transactlon glves rtse to personal holdmg company income, the
| transactlon may stlll be regarded as a sale See Tomerlin Trust,

N Tmmjﬂzree w. Commzsszoner supm

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

' determme the Source of hlS or its mcorne denved from asmgnmg or licensing

| lmtellectual property ina transactron that 1s vrewed as a sale for tax putposes, in order

h Ito determrne the foreign tax credit avallabIe to offset hrs orits U.S. tax liability (see

'the dlscussmn above) '
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. There is a special tax code provision, added by the Tax Reform Act of 1986,

¢ dealing with the source of i in¢ome that a taxpayer realizes when personal

property is sold.

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

. a.  Willrealize U.S. source income if the property is neither inventory

_nor depreeiable .and if the taxpayer does not maintain a fixed pIace of
_business abroad to whlch the sale can be attnbuted See International
Multifoods Corp v. Commzsswner 108 T.C. 25 (1997).

b - May reahze forelgri source 1ncome 1f 'the property is inventory or
| ‘deprecrable orif the taxpayer malntams a fixed place of business
labroad to whlch the sale can be attnbuted Int. Rev. Code § 865(a)
‘.:th_rough (c), (e). Se_e_ LR.S. _Prrvate Letter Ruling 9612017, dated
. December20,1995.

“Intangibles, on the other hand, including patents, copyrights, secret processes

or formulas and trademarks are treated dlfferently from other personal

property Int. Rev. Code 3§ 865(d) Note however that under certain

c1rcumstances the Internal Revenue Servme may regard the transfer of an -

mtanglble as 1n01dental to the transfer of other personal property, in which
. . case the special sourcing rules for 1ntang1bles will not apply. See Revenue |
i Ruling 75-254,1975-1 Cum. Bull. 243, dealing with the sale of a
* trademarked product. Note also that Treas. Reg. § 1:861-18 treats the

" transfer of a copy of a'computer program as the transfer of a copyrighted

article, not the transfer of a copyright right. -+

‘a. . 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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1 .. disposttion 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.

«:.b. .+ “On the other hand; any consideration contingent on the productivity,
use, or'dispoeitioh of the intangible W}'dl normally be treated as a
Troyalty, and the spec:lal royalty 'Sou:cioé rules described earlier in this -

S outline will api)'ljf; but (‘::ml.yj to the extent that the gain exceeds any tax

B "'deprreciat.ion.kalloWabl'e with respect to the property sold.

c. Under either of these two alternatives, gain equal to the allowable
SR :déprec'iatioh {Jvill B'e"dividedibetwe'en US. and ﬁon-U S. source
| mcome based upon the proportmnate amount of the depreciation
o _' adJustrnents allocable to each source if tax deprec1at10n was'
allowable with respect to the property ‘sold. For this purpose,
deprecxatlon may include : any deducnons for research and E b

'exper;megl_tal_ expenses eimmedonder Sectl_on 174.

. o " Notw1thstand1ng these provmlons however a taxpayer may elect the
" benefits of Section 86S(h) pursuant to which gam derived from the
‘sale of an mtanglble will be sourced out31de of the United States if,

- _un_der a treaty obllgatlon, it would be _sourced abroad. -

- Forrules dealing with the sourcing of any portlon of the purchase prlce
- recharacterized as interest or compensation, see: Int Rev. Code §8 861(a)(1)

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

(asto compensatlon)

-~ Note that,.in some situations, the inventory sourcing rules (see Treas. Reg.
- §1.863-3 and Treas. Reg. § 1.86 1—7(3)) will apply. This can occur if the
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‘ F;\‘\_ _- - :

_property in question is deemed to be a copyrighted ar'ti_olc, rather than a
copyright right, pursuant to-Treas. Reg. § 1.861-18. '

RELATED PARTY TRANSACTIONS

1. . Intercompanv Transactions

A Intercompany Pricing.
fon 1 ..+ Section 482 broadly states that the-:Intemal Revenue Service may distribute,
-apportion, or allocate gross income,;dedu_cti'Ons credits, or allowances |
between or among two or more orgamzatlons trades, or businesses (whether
or not 1ncorporated afﬁhated or orgamzed in the Umted States) that are
| 'owned or controlled by the same 1nterests 1f it determmes that such a
dlstrlbutlon appomonment or allocatlon is necessary to prevent the evasion
" of taxes or clearly to reflect i mcome See generally the Internal Revenue
‘Service’s Forezgn Controllea’ Corpomtzorz Non- CEP Transfer Przcmg Audit
o .Guzde made available in 1998 and L. R S. Pubhcauon 3218 Report on the
Applzcatzon and Admmzstrarzon of Sectton 482 B '

o wThé ';Sefl}'ioé will apply an arm’ s’-l;élh' standard to determine whethef
e a transactlon produces results cons1stent with those that would have
been reahzed if uncontrolled taxpayers had engaged in a comparable -
.. transaction under comp_a;alqle- circumstances. Treas. Reg.
§ 1.482-1A(b)(1); Treas. Reg. § 1.482-1(b)(1). Under the final
regulations issued on July. ,1.,, 1994, co_mparébility will be evaluated by
. taking into ,aocogot functions, contractual ferrns, ris_ki economic .
. -,oonditions,. and the nature of the pr_oporty or services. . Treas. Reg.
- § LA82-1(d)(D).
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+b. . uoThe Service need not establish fraud, improper accounting, or tax
- avoidance. Treas. Reg. § 1.482-1A(c); Treas. Reg. § 1.482-1(H)(1)(i).

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

© o the like-‘kind.exchange' provisiona of Section'1'031 apply.

: Should the Sectton 482 adjustment made by the Internal Revenue Service be

7 substantlai (that 1s, for any year begmmng aﬂer 1993, the price shown on a

retum 1s at least 200% more than or 50% less than the amount determined to

' be correct or there is a net Sectlon 482 transfer pnce ad_]ustment of more than

| _$5 m1ll10n or, 1f less, 0% of the taxpayer S gross recelpts), the taxpayer may

: .be subject toa 20% (or 40%, in the case of a gross valuatlon rmsstatement)

aecuracv related penaltv under Sectlon 6662

oA There are actually two types of Sectlon 482 penaltzes under thIS

. prov1s1on——a“transact10nal penalty and a “net adjustment penalty.”
See Treas Reg § l 6662-6(a)(1) '

b, ' The former penalty 'appIies‘When a transaction between persons
i "describedﬁfin"S'eetion"482‘ involves a valuation misstatem_ent. For a
& “recent case in‘'which the 40% 1")':ena'1tf,r imposed as the result of a
7 trademark’ adjustment was reversed on appeal see DHL Corp. v.

' Commzsszoner 285F.3d 1210 (9th C1r 2002)

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

an alloecation ander Section 482. Tt can be ayoided 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 existence
‘when the applicable tax return was filed, substantiating that the price
- 'was determined using a specific pricing method prescribed by
: reguiation, and that the selection and application of the method
- chosen was reasonable.' See Treas. Reg. § 1.6662-6(d). See also
o Revehue- Procedure 94-33; 1994-1 Cum. Bull. 628; LR.S.

Announcement 96-16, 1996-13 Int. Rev. Bull. 22.

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

The old regulations under Section 482 included a section dealing specifically
. 'with the transfer-or use of .intangibie'broPeﬂy'(Treas. Reg. § 1.482-2A(d),
- applicable in taxable years beginning on or before April 21, 1993). In 1986,

Sh however, Section 482 was.expanded to provide that whenever an intangible,

such as a patent, copyright, know-how, or trademark, is Iicensed or

.- transferred, the income earned must be commensurate with the income

B attrib’utab_le to the intangible. This-is the so-called “super-royaltv” provision.

Ca. Hence 1f one member of a controHed group 11censes Or assigns .

| mtellectual property to another member of the group, the
consideration paid cannot be based simply on mdustry norms or other
- unrelated party transactions. See Treas. Reg. §.1.482-4(f)(4) (to be |
- renumbered as:§' 1.482-4(£)(5) upon the adoption of proposed
= ,regulationszunder Section 482 published 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.

. §§ L.4R2-4(f)(2) (dealing with periodic adjustments) and 1.482-4(f)(5)

: :(de.aling with lump sum payments), to be renumbered as =~
- § 1.482-4(£)(6) upon the, ad_Optior_l of proposed regulations under
+Section 482 published in the Federal 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 typlcally be 1mputed See Treas. Reg
o ‘_§ 1. 482 4(f)(l) ER

More generally, under the ﬁnal regulatlons, one of four methods must
. be applied to determine whether the conmderation satlsﬁes the general

» . arm’s-length standard:_ the so-called compar_ab’le uncontrolled L

. = {ransaction (CUT)_ method, the comparable-profits method (CPM), the

profit split method, and any other method (an unspecified method)
.. that satisfies lhe.criteria :set-forth'in the regulations. Treas. Reg.

- § 1.482-4(a). The method chosen mustbe epplied in accordance with
the general requirement thaI the results of the transaction in qll'estion
not fall outside of an arm’s- length range of results achieved in
.comparable transactlons mvolvmg uncontrollecl taxpayers See Treas

Reg § 1 482 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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- 'assumptions. Treas. Reg. § 1.482-1(c); see, e.g:, Treas. Reg.
SURTEER 30 .482-4‘(_c)(.2)(-i). :

' _- f Con51stent w1th thlS approach the ﬁnal regulatlons generally view the

; comparable proﬁts method as a method of last resort. See Treas. Reg
-§ 1.482-5; Treasury Decision 8552, 1994-2 Cum. Bull_. 93, at 109.

g Wlth rosi)éct totho ownershlp of;:inténgible property for Section 482
) purposes, see Treas Reg § 1. 482 4(f)(3), Proposed Treas. Reg.
9 .‘§ 1 482—4@(3) and Medzeval Attractzons NV, v. COmmz ssioner.
T C Memo 1996-455 | |

 h. With respect to the‘imputation of an agréement relating to the use of a

o trademark or the marketlng of an Intangxble see Proposed Treas. Reg.
| j_"§1482 4(f)(4) |

""" Bonafide research and deVelop"mentcost-'shar'in'g anéngements aro still
<+ permitted, to the extent they are consistent with the purpose of the
- amendment to Section 482,‘ h_amély-, “that the income allocated among the
177 “parties reasonably reflect the actual economic activity undertaken by each.”
o ‘H.R. Rep: No. 99:841 (Vol. ), 99th Cong., 2d Sess. [I-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 comiection with the development of
*  intellectual property in which each’ w111 have an‘interest. The
arrangement dlffers froma partnershlp (see Treas. Reg. § 301. 7701 -3)
* " in that once the property-_1s developed, each party bears the costs of
-+ ‘producing and marketing its interest in the property and retains the

{ benefits of its own efforts, =
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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 |

' _unsuccessﬁll products at all relevant stages of development

i :'HR Rep NO 99 841 (Vol H) 99th Cong 2d Sess. [1-638 (1986).

" Ind anuary of 1992, the Treasury Department issued a proposed

'regulatlon (Proposed Treas. Reg. § 1.482- -2(g)) on the subject of

i ‘ cost sharlng arrangements that mcorporated the

) 'conunensurate-\mth-mcome standard and that has since been

B ﬁnahzed Treas Reg § 1. 482 7 as amended by Treasury De01310n

8670, published in the F. ederal Regzster on May 13, 1996, applicable

. intaxable years beginning after.1995.

Under the final cost-sharing regulaﬁbﬁ;'the Internal Revenue Service

will not disturb the way in which the parties to a cost-sharing

o

_'arrangement agree to-share the costs of developlng intangibles, so
long as their agreement qualifies under the standards set forth in the |
. regulation, and the Service finds it unnecessary to adjust a controlled

- :participant’s share of costs to cause them to -equal that participant’s
. share of the reasonably anticipated direct or indirect benefits derived

from the intangibles. Cf. Treas. Reg. § 1.482-7(d), ‘dealing with the

B treatment of stock—based compensatlon under a cost sharing

‘ an'angement

See LR.S. Field Service Advice 200001018, dated January 7, 2000,

RS .and LR.S. Field Serv1ce Adv1ce 200023014, dated February 29, 2000

.. discussing: costnshanng arrangements Note that cost-sharlng

- spayments.for the right to use 1ntang1b1es;have been held to be
ineligible for Section 174 treatment. See LR.S. Field Service Advice
200122005, dated February 1, 2001. In addition, 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, date'd November-'l3‘, 2001.

Several consohdated U S. Tax Court cases mvolvmg Nestle Holdmgs Inc.

and transfer pncmg issues commonly faced by those who license intellectual

property from a related party received Wlde pubhclty in 1994.

. ar _Among the issues that the court was asked to address were the

: deductlblhty of royaltles pald and the reasonableness of research and

| :development fees See Tax Couft Docket Nos. 21558-90 through
o 21562-90 and 12245 91 and BNA szy Tax Report No. 195 at G-2
o (Oct 12, 1994).

b The cases were ‘\:Ni:de'ly publicized in 1994 because of a letter that the

office 6f the North A'tlant'icRegiona‘l Counsel sent to several large
_rnanufact_l_lring_comparlie_s requesting information relevant to the
) ._ iss.ues raised such as identiﬁcation of the companies’ unsuccessful
N . _attempts 10 hcense thelr trademarks See BNA Daily Tax Report
.No 66 atJ-1 (Aprll 7, 1994) Note that the Internal Revenue Service
) ~+has in the past lndlcated that under appropnate circumstances, it will
.use its sumimons authonty to obtain comparable information from
) thlrd partles See BNA Daily Tax Report No 220, at G-3 (Nov. 17,
1994)

For spe(:lal rules dealing w1th the tax treatment of the mtanglble property

" income of a U.S. possessmns corporatlon see Int, Rev. Code § 936(h) and-
- Altama Delta Corp. v. Commzsszoner, 104 T.C. 424 (1995).

L

- A numbser of programs have been developed to ‘address transfer-pricing

_ mafters. .

82




‘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 Revenue Procedure 2004-40 2004-29 Int Rev. Bull 50. The

small busmess taxpaver APA Progra.m is now addressed in this

' revenue proeedure

For earlier discussions of the APA Program, see L.R.S. Announcement
| '_'96'-124 1996-49 Int. Rev. Bull. 22; LR'S. Notice 98-10, 1998-1 Cum.
" Bull. 424 and LR.S. Manual Chapter (42)(10)00 issued

| January 22, 1997 See also IR S Announcement 2004-98, 2004-50 |
-‘Int Rev. Bull, 983 announcmg a pubhc hearing on the APA
Program, and a report appearing in BNA Daily Tax Report No. 11, at
-G- 1 (Jan. 20, 2003), indicating that APA cases :were not being

. processed pending a Senate review of the program. - ,{f =

' :":'Earl'y: in 1999 the Internal Revenue Service agreed that redacted
‘ APAS were subJ eet to dlsclosure See BNA Duaily Tax Report No. 69
CatGe (Apnl 12 1999) dlscussmg the posmon of the government in
 light of 11t1gatlon 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

 information as conﬁdentlal Thus ne1ther is subject to public
-disclosure, but the Treasury Department is required to prepare an
.- annual report prov1d1ng information about APAs. See Int. Rev. Code
.88 6103(b)(2)(C) and 6110(b)(1), as amended' LR.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 seeond
- such report); LR.S. AnnounCem‘ent 2002-40,'2002—15 Int. Rev. _
- Bull. 747 (the third such report);_ LR.S. Announcement 2003-19,

.
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- 2003-15 Int. Rev. Bull. 723 (the fourth such report); LR.S.
R Announcement.2004—26.’ 2004-15 Int. Rev. Bull. 743 (the fifth such
. report) and I R S. Announcement 2005—27 2005 16 Int Rev. Bull.
- _ i . 918 (the most recent report) '

" For a discussion of another program available to taxpayers seeking to
resolve. Section 482 disputes with the Service, See Revenue
‘Procedure 94-67,71994-2 Cuin. Bull; 800, dealing with the AIR

(Accelerated Issue Resolution) program.

- See also Revenue Procedure 96-13, 1996-1 Cum. Bull. 616, dealing
- with requests for assistance of the U.S. competent authority under the

- ““provisions of a tax treaty-to.whie}i'the United States is a party.

Conversion of Capital Gain into Ordinary Income.

1 '_ | VA"llthough the income that a taxpayer realizes when intellectual property is

i soId may be treated as capltal gain for tax purposes, there are several tax code

'provrsions that convert what lmght otherwn‘.e be capital gain into ordinary

1ncome when the parties to the transactlon are related.

The spemal prov1sron pursuant to whlch the holder ofa paten can realize

- . ;cap1tal gam when he sells the patent does not apply if the purchaser isa
related party See Int. Rev Code § 1235(d) Soﬁ‘i‘on v. Commissioner,
35TC 787 (1961) C o SURTUREY

o a

Capltal gams treatrnent may strll be ava1labie under general principles

of tax law. See Revenue Ruhng 69—482 supra.

" However; the governmient will be reluctant to allow capital gains
" - treatment where the transferor would have realized ordinary income

- had he, instead of the related party, exploited the patent. See Van
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‘ .Drlle. Corp, v.:Commissioner, 59 T.C: 390 (1972), where the
: .-gove_r_nment sought to.apply Section 482 (discussed above).

rUnder Sect1on 1239 a taxpayer who sells property to a related person will

realize ordinary income if the property is depreaabl ¢ in the hands of the

... transferee, the concern here being with a taxpayer’s ability to generate

= . ordinary deductions in the future (through a related party) by paying currently

_atax-at favorable capital gainrates. < - -

a. A patent appllic_ation"fs deented o be'd_epreciable 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

i date of ﬁlmg, query. whether under current law, patent apphcattons

have become depremable in any event.

b. Note also that mstallment sale treatment will generally not be
o "":"avallable under these c1rcumstances See Int Rev Code § 453(g),
© ““whi¢h extends the deﬁmtton of “related persons “beyond that in

. Sectlon 1239

c. For a recent pr1vate letter ruhng in which the appheablhty of
" “Section 1239 to the transfer of a trademark was con31dered see LR.S.
'E:Prlvate Letter Rullng 199944045 dated August 11 1999,

N Similariy, property_that is not a capital asset'in the ha'n‘ds of the buyer (and

v generate ordmary Income for the seller when the sale or exchange transactlon

that, if Iater sold by the buyer will thus normally yiéld ordinary income) will

 involves either two partnershlps controlled by the same persons, or a_

- partnership and a partner who directly or indirectly owns more than a 50%

.. interest in the partnership. Int. Rev. Code § 707(b)(2).
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" 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

‘ j' § 1249. Control for this purpose means the direct or indirect ownership of

more than 50% of the voting stock of the entity.

. Dlsallowance or D.efer'ral_ ofl_,osses and Other Dedueféions.

~

Because of the ability of related parties to credte uneconomic tax losses or

 deductions, a number of tax code prov131ons and administrative
- ] interpretatwns of the law spec1ﬁcally preclude taxpayers from deriving a

 current tax benefit from aloss realized in a transaction involving a related

party and place restrictions upon the ablhty of taxpayers to deduct amounts

- paid to a related party.

RS Thus, should a taxpayer sell intellectual property at a loss to a person related
- 1o the taxpayer, the loss, as such, will normally-not be deductible currently.
" Int. Rev. Code § 267(a)(1) and, with respect to transactions involving
. +partnerships or a partner and a partnership, Int. Rev. Code § 707(b)(1).

a, - If fhe trahs.ferc')ri and the tl'ahsfel'ee are members_ of the same controlled
o group of eorpdratio’n.s,-the-loss-wi_ll typically be deferred. Int. Rev.
Code § 267(f). . The regulations under this provision (Treas. Reg.
. §1.267(f)-1) apply consolidate(l return princ.‘iples. Cf. Uni‘oannCal
,_]corp.: v. Commissioner, 305 F.3d 967 (9th Cir. 2002).

o '. b _ | Otherw1se the transferee may reduce hlS or its subsequent gain by the

' ":'amount of the loss d1sallowed on. the 1mt1al sale. Int. Rev. Code
§ 267(d) ' :

" Similarly, the prov1s1one of Seclioo 197 _d.ezli_liri'gwith the amortization of

" intangibles generally will not apply to intangibles acquired by a taxpayer
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.--from a person related to the taxpayer in certain types of transactions ifa -

- .depreciation or _arnortization de_du,ction" would not otherwise be available.

g a o Transfers of know—how for example may be affected by this

pI'OVlSIOIl

' b. See the “ann churmng rules i in Int Rev. Code § I97(f)(9) Treas.
:'L”Reg § 1. 197 2(h) and I R.S. anate Letter Rullng 9630015 dated
- April 26,-1996.

c. For a recent rulmg deahng w1th the apphcatlon of the anti-churning
_ rules to partnerslups see Revenue Ruhng 2004 49 2004-21 Int. Rev.
| Bull L

Moreover, if a taxpayer licenses intellectual property from a related party:

" a. - The royalties will not be'deductible to the extent they-are determined

' by the Internal Revenue SetV’ic_e to be unreasonable in amount. See
-~ Revenue Ruling 69—513;.1969—2"(‘_3i1m. Bull: 29; Podd v.
. ‘Commissioner, T.C. Memo 1998-231; Dharma Enterprises v.
o ‘ Cc‘)mmiss_ior_z.er,-_l% F. 3d’ 1316 (9th Cir. 19.99)‘

© bt - Ner will the royalties be deductible until the payee is required to

- include them in gross income under the so-called matching principles
in _Se'ctidn 267(a)(2). This provision pre_clﬁdes an accrual method
. licensée from taking a tax-deduction for amounts paj(able, but not yet
paid, to a related hcensor who asa eash—method taxpayer, reports
) 1ncome only upon recelpt F or the apphcablhty of this provision to

* amounts due a foreign | payee see Treas Reg. § 1. 267(a) 3.

c. See also Charlotte s Offi ce Bouttque Inc. v. Commtsszoner 121 T.C.
R 89 (2003) 1ndlcat1ng that a payment to a related party des1gnated asa
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' royalty may in fact constitute compensation subject to employment

- tax withholding.

N 5 | For eo_mparabie.pr_ovis-ious: that apply to. oorp'orations filing consolidated tax

retums, see Treas. Reg.'§ 1.1502-13, dealing with intercompany transactions.

I _ Tﬁransfers to_ a 'C"oln_t_rolled Corporation.
A. " Transfers to 2 Domestic Corporation.
R R ') general when a taxpayer transfets intellectual property toa domestlc

corporation that the taxpayer controls 1mmed1ately after the transfer, there

will be no gain or loss for tax purposes. e

a. Note, However; that in 1995 the'-"I'reasur?yr Department and the Internal
- Revenue Service began an mformal study of the treatment of transfers
| ‘ | of 1ntellectual property under Sectlon 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 ) Wlth respect to the transfer by a tax-exempt organization of
o '_ | 1ntellectual property rlghts toa taxable sub51d1ary, see LR.S. Private
Letter Rulmg 9705028 dated November 5, 1996

- c .Wlth respect to amere non—excluswe license of a patent to a
- controlled corporatlon see Revenue Ruhng 58-260, 1958 1 Cum '
. Bull 126.

D207 The statutory requlrements for non—recogmtlon appear in Sectlon 351 of the

- taxcode: In general
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& - - Property must be transferred in exchange for stock; the receipt of
securities is no longer permitted. Moreover, under Section 351(g),
added by the Taxpayer Relief Act of 1997 the receipt of certain

) preferred stock is no longer perm1tted ona tax—free basis.

b. The transferor must, alone or with other transferors, own 1mmed1ately
- after the exchange stock possessmg at least 80% of the corporatlon s

voting power and at least 80% of all o,t\her..elasse_s; of corporate stock. -

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

a _ _Patent right's"have been determined to be property under Section 351.
. Treas. Reg. § 1.351-1(@)(2), ex. (I). -

b With respect te computer software { eeé'ReVCHUC Procedure 74-36,

I

1974 2 Cum Bull. 491 ‘with respect to copyrlghts and trademarks, i
" seé Revenue Procedure 83-59, 1983 2 Cum. Bull. 575; and with
o respect to trademarks alone see L. R S anate Letter Ruling 9710018,

dated December 5, 1996.

¢ ' Note that the Intemal Revenue Serv1ce has concluded that the rlght to
| receive | hcense fees in the future 1s not property L.R.S. Field Service |
 Advice 200149019, dated August 31, 2001.

Ta .‘j {'Also ifa taxpayer transfers assets to a newly formed corporation in
R 'exchange for all of its stock and at the same time, grants to the
corporation a mere license to use a trad_e name on a non-exclusive
)  basis, a ﬁonion of the transaction may be taxable. Specifically, some
_7 portion of the stock may be deemed to have been issued for the
license and heﬁce may be taxed. See LR.S. Private Letter Ruling
9421014, dated February 23, 1994, - ' ( |
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. The government’s characterization of know-how for purposes of Section 351

- _is less certain than its characterization of other forms of intellectual property.

Know-:how. is ciiéc;tiésed iﬂ.I'{'evenue Rulihg 71-564, supra, and

" Revenue Procedure 69-19, 1969-2 Cum. Bull. 301, in which the
Tnternal Revenue Service appeaféd to view secrecy as an essential
: element of the technologxcal information to which the provisions of -

_Sectlon 351 can apply

‘The Internal Revenue Service has characterized know-how as séc_ret-
- where (i) it is known only to the transferor and those confidential
- employees who need to have knowledge of the know-how so that they

" “'can apply it for its intended use; and (ii) adequate safeguards are taken

to guard against unauthorized disclosure. See LR.S. Private Letter

* Ruling 8502024, dated October 15, 1984.

" Note also that Treas. Reg: § 1.861-18, dealing with the tax treatment

of certain transfers of computer programs, states that information

concerning a computer program will be treated as know-how for

purposes of applying the regulation bnly if, among other

'requirements it is furnished under cbnditions preventing its

unauthonzed dlsclosure and it is con31dered property subject to trade

g secret protectlon
- A transfer is‘also required under Section 351.

_For rulings purposes the Service has taken a restrictive posture

~ regarding the extent of the rights in intellectual property that must be

transferred in order to satisfy the requirements for non-recognition

* under Section 351. ‘The question that the Service asks is whether the

: tra‘nsa'ction, if taxable, would be trea_ted as a-sale for tax purposes
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- 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 Ruhng 200217051 dated January 28,2002,
4deahng with the contrlbutlon of less than all substantial rights in

o 'eertam mtelleetual property to a corporatlon

b. R Thus under Internal Revenue Servwe rulings guidelines, a
| conveyance of all substantlal nghts in patents and patent apphcatlons
-8 required; all rights, trtle, and interests in a copyright, in each
- medium of exploitation, must be transferred; and, in the caSe ofa
. trademark, the transferor cannot retain any significant power, right, or
* continuing interest in the property. See Revenue Procedure 83-59,
supra, and the preamble to final Treas. Reg. Sec 1.861-18 |
(T.D. 8785), discussing the “all substantial rights” test. |

.. ¢. . .. The courts, on the other hand, have been more liberal. See _ o
. EIL duPont de Nemours & Co. v. United States, supra, involving a
..~ non-exclusive license.

=

o .d.:. | rNote also that the Admnnstratlon has in the past proposed ehmmatmg
) 'the “all substantlal rlghts” requlrement provrded that both parties to
the transaction treat itinthe _sarne manner. See Descrzpnon of
Revenue Provisions Contained in 'the.President 's Fiscal Year 2000
- Budget Proposal_prepared by the staff of __th-e_Jloint Com_r_nitte_e on
~ Taxation, at page 225. The same proposal appeared in the :
| Admlnlstratlon s Fiscal Year 2001 Revenue Proposals and legislation

L tO the same effect has been mtrod‘uced since then.

C6. '_ Notwithstanding rthe. general rule, if the' inte'liectual property was de_\}elop_ed, '

. specifically for the transferee, the stock received in exchange may be
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" regarded as taxable compensation for services rendered.: See Int. Rev. Code

§ 351(d); Treas. Reg. § 1.351-1(a)(1)(1}; Revenue Procedure 69-19, supra.

i} Compare Blum v. Commzsszoner 11 T.C. 101 (1948) with Chilton v,
. Commtss:oner 40 T c 552 (1963) |

However, ancillary services rendered by atransferor incident to the transfer

wooof property will typically be disregarded, so thatno portion of the stock
o received by the transferor will be viewed as taxable compensation income.

" See Re\}enue 'Ruling: 64-56, 1964'—1:Cum. Bull. 133.

: Also where no stock is actuaIly 1ssued to the transferor in exchange, the

transfer of mtellectual property toa corporatlon may mstead be treated asa

tax—free contrlbutlon to capltal See Int. Rev. Code §§ 118 and 362(c).

. Transfers to a Forgign Corporation.

f the transferee of intelléctual 'property is a foreign corporation, rather than a
o domestte corporanon the pI'OVISlonS of Seetron 351 of the tax code will not

_ proteet the U S transferor from taxatlon -

X Under Section 3 67(a)(1), to'which transférs of copyrights not ireated as
4 capital assets-are subject (seé Tnt. Rev. Code § 367(2)(3)B)(1)), the U.S.
transferor W’ill'realize'-ordiriafy"ﬂiheome when the transfer occurs to the extent
e the'tran‘sferorWOold have realized ordinary incomé had the property been
sold instead. - See Temporary Treas. Reg: §§ 1.367(a)-1T, 1.367(a)-5T(b)(2),
and 1.367(d)-1T(b). Note that thé provisions of Treas: Reg. § 1.861-18 apply

e for purposes of dete‘rmi‘ning-the impact of Section 367-upon the transfer of a

computer program.

. Section 3 67(d), added by the Tax Reform Act of 1984, deals with the transfer

“of other intafigiblés (including patents, know-how, tradema_rk's, and other |
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* - copyrights) to a foreign corporation in a transaction to which Section 351

‘would otherwise apply.

| a o ‘:Overturnmg pnor law (see Revenue Procedure 68-23, 1968- 1 Cum
Bull. 821), this prov1510n which W111 apply unless regulatlons provide
- .to the.contrary, does not distinguish between transfers of U.S. and.
+ . . foreign intangibles, nor does it focus upon.the nature of the business
--in -which the intangibles are to be used.: oﬁ its face, the provision .
. applies not only to intangibles transferred to a foreign entity that will
manufacture goods for the U.s. ‘market, but also to rntangibles to be
used to produce abroad a product for consumptron abroad. See

"':Temporary Treas Reg §§ 1 367(a) 1T(d)(5)(r) and 1.367(d)-1T(b).

b. Moreover, the Service wril seek to apply this provrslon under certain -
crrcumstances whenever mtanglbles are sm'lply llcensed for a limited

-period of tlme See Ternporary Treas Reg. § 1.367(d)-1T(g)(4)(ii).

i :Under Sectron 367( d) a U S taxpayer wrll be deemed to have transferred the

intangibles in quest1on in exchange for payments that are contingent on the

| e prodrrctrylty,_use_,_-or disposition of the property, and, notwithstanding the -

. -actual consideration paid, will be deemed to receive each year over the useful

.. life of the property (or, if less, 20 years) an amount commensurate with the

.. income.attributable to the intangibles. See Temporary T reas. Reg.

-§ 1.367(d)-1T(c)(3). The Taxpayer. Relief Act of 1997 repealed the treatment

.-of this deemed ordinary income as U.S. soutce income, so that the regular
- royalty. sourcing rules -wiliLno_w.rapply,_,_;dlnt.‘ Rev. Code § 367(d}(2)(C), as
amended effective Augixst 5,1997. '

- a.. -+ Under the temporary regulations, however, an election to treat the
;. transaction as a sale can be made under certain circumstances - for

| example, when operating intangibles (e. g., studies) are transferred or,
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~“in general, whenat least-half of the property that the U.S. transferor
. ‘transfers consists of intangibles to be used abroad in the active |
- conduct of a busmess not 1nvolv1ng the manufacture or sale of
- products in the Umted States or for the U.S. market and the U.S.
. transferor reoelves between 40% and 60% of the transferee, a newly

: E:formed ent:ty, at least 40% of whlch is owned by unrelated foreign

h persons. Temporary Treas Reg §§ 1.367(a)-1T(d)(5)(ii) and
1.367(d)- 1T(g)(2)

b.. Then the taxpayer will be taxed at ordmary income rates on the

- burlt-m gam whlch under the temporary regulatlons W1H be treated

as U S. source 1ncome

- The extent to which trademarks are covered by Section 367(d) is not clear.

_ a._ : Section 367(d) applies to transfers of intangible ‘prope_rty referred to in

Section 936(11)(3)(}3), including “any trademark, trade name, or brand

_name.”

b However the General Explanation of the 1984 Act prepared by the

Joint Commﬂtee on Taxatlon states: “The Act contemplates that
o .ordmardy, no gain wﬂl be reeogmzed on the transfer of .
- marketing 1ntang1bles (such as trademarks or trade names) developed

by a forelgn branch to a forelgn corporatlon

: e.r . On the other hand the Conference Report on the 1984 Act states:

. f"Ihe. conferees _w1sh _to clarlfy that, as under present law, gain wﬂl
- generally be recognized under section 367(a) on transfers of
marketing intangibles (such as tradet_narke. ..) for use in connection

- with a U.S. trade or business, or in connection with goods to be
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- manufactured, sold, or consumed in the United States.” H.R. Rep.-
No. 98-861 , 98th Cong., 2d Sess. 955 (1984).

T - _.The Treasury Department appears to have resolved the ambiguity by
o 'takmg the posmon that forelgn marketmg intangibles (including
_ | :trademarks) developed by a forexgn branch and transferred toa -
_ h forelgn corporatlon before May 16, 1986 are not subject fo
" Section 367(d) See Temporary Treas Reg §8 1.367(a)-1T(d)(5)(iv)
and 1. 367(d) 1T(b).

| Although mere eontnbutlons to the camtal of a domestle corporation may be

' tax—ﬁee contnbutlons to the capltal of a forelgn 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. See also Nestle
Holdmgs v. Commissioner, T. C Memo 1995 441 remanded (on a different

S 1ssue) 152 F 3d 83 (2d Cir. 1998) where the taxpayer Sought to treat a sale -

" as in part a capital contribution. -

a. If the 80% voting control requiremeot of Section 351 is met, the
I 'p'royisio'ﬁs‘of Secfion 367 ..wiil appl.ya's though the transferor had
received stock of the fofeign oofjjofatioo'equai in value to the
pmperty transferred. See Int. Rev. Code § 367(c)(2), reversing fhe
h -posmon taken in Abegg V. Commzsszoner 50 T.C. 145 (1968)

b. Otherwise, under current law, the transferor will be required to
" include any bﬁilt-in "'g:ain' in his or its U.S. gross income, as though the
*property had actually been'sold, if SO i)rovided in regulations
.promulgated by the Internai Revenue Service. Int. Rev. Code

§ 367(f)
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Prior to the Taxpayer Relief Act of 1997, however, different rules

-« applied. Built-in gain was taxable: at 35% when a U.S. citizen,

resident, corporation, partnerslnp, estate, or trust contributed property

to a taxable forelgn corporatlon as pald in surplus or as a contribution

o to capltal Int. Rev Code §§ 1491 and 1492(1) and (2)(A) asin-
" effect prior to August 5 1997 F or fallure to file a return reﬂectlng

such a contribution made aﬁer August 20, 1996, a penalty equal to
35% of the grose reportable amount could have been imposed.: Int.
Rev. Code § 1494(0) added by the Small Busmess Job Protection Act '_

of 1996 ‘See LR. S. Notice 96-60, 1996-2 Cum. Buil 227, LR.S.
o Notxce 97—18 1997-1 Cum Bull 389 IRS Notice 97-42, 1997 2
_ " 'Cum Bull 293 andIR S. Not1ce 98 17, 1998-1 -Cum. Bull. 688.

" To avoid this'e_ieiSe tax un_def_‘pr'i'of law, the transferor cither had to
- elect to have:princ'iplefsf similar to fhose of Section 367 applied to the
i f""transactlon, or had fo elect under Section 1057 (also repealed by the
* Taxpayer Relief Act of 1997) to include any gain in his or its U.S.

* gross income, as though the property had actually been sold. Int. Rev

Code § 1492. See LRS. Techmeal Adv1ce Memorandum 9647004,

dated August 2, _1996._,:{
" Note that the Tax Reform Act of 1984 deleted the ability of a taxpayer
" to avoid the former excise tax i)y'establishio;g in advance that the
“transfer would not be m pursuance ofa plan having as one of its

B principai‘ porpo'éeethe' avoxdance o’f .fedei:'a'l'i'ricome taxes.

For certam reportmg reqmrements see Int Rev Code § 6038]3 and Treas

" Reg. §1.6038B-1, requn'mg in certam instances the use of Form 926, Return :
o ‘-""by Transferor of Property toaF orelgn Corporatlon o
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-.a. - Note that the reporting r_equirements- apply to transfers of intellectual
-property made by a-U.8. person that are not viewed as taxable

- contributions to- capital.

i b _ There are srgmﬁcant penaltres for farlure to comply —i.e., the lesser of
| $100 000 (absent intentional drsregard of the law) or 10% of the value
k- of the property transferred

1L - '-:T_ranéfers toa Foreign-Partnership.'

A | I_ Unde‘r.th.e_ law in effect prior to the Ta_xpaye_r 'Relief Act of 1997:

1. 'A'US.citizen, res;dent corporatlon, partnershrp, estate, or trust who
contributed property toa foreign partnershrp was taxed at 35% on the built-in
_ galn notwrthstandlng the provrsrons of Section 721 that impose no tax when
.ra taxpayer transfers property toa partnershrp in exchange for an interest in
-. _l.,lthe partnershrp Int Rev. Code § 1491, as in effect prior to August 5, 1997.
See LR.S. Techmr:al Advice Memorandum 9618003, dated January 17, 1996,
_ and wrth respect to the definition of “property,” United States V.
| Staford 727F.24 1043 (11th Cir. 1984),

2. - To avoid this excise tax, the transferor wos able to take' either of t}re two eteps _
_ ‘descrrbed above avarlable to a taxpayer who contributed to the capital of a
_ taxable forelgn corporatlon 1n a transaction that. failed the 80% voting control
,, ‘__requrrement of Sectron 351 Int. Rev. Code § 1492, as in effect prior to
~ August5,1997. See LR.S. Technical Advice Memorandum 9704004, dated
| .‘?October 23, 1996, ILR.S. Private Letter Ruhng 9741037, dated July 14, 1997.

. - B. . _ Under current law (1) by regulatron rules comparable to those in Section 367(d) may
apply, or (i1) 1mmed1ate gain recognition will be requlred to the extent provided in
regulatrons promulgated by the Internal Revenue Service if gam would otherwise be

'~ recognized later by a non-U.S, person.
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1. See Int. Rev. Code §§ 721(c) and (d) and 367(d)(3), added by the Taxpayer .
Relief Act of 1997. '

2. Note that it is not yet clear whether immediate gain recognition will be

-required with respect to transfers of property to domestic as well as foreign
partnerships. It appears, however, that the statute as worded gives the

government the authority to do so.

In addition, the reporting requirements under Section 6038B have been extended to
cover certain tfansfe_rs made by U.S. persons to foreign partnerships, effective with

rcépect to transfers made after August 5, 1997. Reporting will be required if the

* transferor holds at least a 10% interest in the p_értnership after the transfer, or if the

transferred property and any other property transferred to the same partnership by the
same person or a related person within the 12-month period ending on the date of the

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

1. For simpliﬁed‘repo'rﬁng rules appllicabl_e' to transfers made before January 1,
1998, see L.R.S. Notice 98-17, supra. ;

2. With respect to transfers made on 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, Refurn of U.S. Persons With Respect
to Certain Fdreign Partnerships.

3. The penalties for noncompiiancé are substantial. First, there isa monetary
penalty equal to the lesser of $100,000 (absent intentioneﬁ disregard of the
law) or 10% of the value of the property transferred. Secoridly, the transferor

‘will be required to include in gross income any unrealized gain inberent in |

the property.
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