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included a multipronged attack on donors, promoters, and appraisers.
Notice 2004-7 stated that “some taxpayers that transfer patents or other
intellectual property to charitable organizations are claiming charitable
deductions in excess of the amounts to which they are entitled” and
warned that “the Service intends to disallow improper charitable
deductions claimed by taxpayers in connection with the transfer of
patents or other intellectual property to charitable organizations. i
- Although the Notice announced the government’s enforcement
campaign against and planned attack on donors, promoters, and
appraisers, it provided little guidance on the proper method of
computing a patent’s fair market value. According to the Notice, “the
fair market value of a patent must be determined after taking into
account” factors including: “(1) whether the patented technology has
been made obsolete by other technology; (2) any restrictions on the
donee’s use of, or ability to transfer, the patented technology, and (3) the
length of time remaining before the patent’s expiration.”

Unfortunately, the IRS’s enforcement campaign regarding intellectual
property donations, announced in 2003, never got off the ground. It was
rendered moot when, less than a year later in the 2004 Act, Congress
hastily eliminated the fair market value standard for contributions of
most forms of intellectual property.”” By eliminating the fair market
value standard, the 2004 Act reduces the number of negligent and
intentional overvaluations of intellectual property donations and,
correspondingly, reduces the. administrative costs and burdens
associated with overvaluations of donated intellectual property. In
addition, the 2004 Act is expected to generate hundreds of millions of

other Intellectual Property, IRS NEWS RELEASE, Dec. 22, 2003, at 1, aguailable at
http:/ /www.irs.gov/newsroom/article/0,,id=118864,00.htzml.
© 13 [RS, Notice 2004-7, 2004-3 LR.B. 310. Notice 2004-7 sets forth the following four

situations arising out of intellectual property transfers to charitable organizations that will
be closely scrutinized: (1) the transfer of a nondeductible partial interest in intellectual
property, (2) the donor’s expectation or receipt of a benefit in exchange for the contribution,
(3) inadequate substantiation of the contribution, and (4) overvaluation of the intellectual
property bemg transferred. Id. In addition to its warning to taxpayers, the Notice also
sends a warning to promoters and appraisers that certain behavior will no longer be
tolerated. Id. It states that the IRS will review promotions and appraisals of intellectual
property when it scrutinizes suspect donations. Id. If the IRS identifies a situation in which
a taxpayer abused his right to a charitable deduction, the taxpayer, promoter, and
-appraiser may all be subject to penalties. Id; see LR.C. § 6662 (2006) (penalty provision
applicable to taxpayers); id. §§ 6694, 6700, 6701 (penalty provisions applicable to appraisers
and promoters).

% LR.S. Notice 2004-7, 2004-3 LR.B. 310. _

3% See supra notes 106-21 and accompanying text for a summary of the 2004 Act.
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dollars in additional federal revenue each year.138 However, the greater
policy issue, one that has been overlooked by Congress, is whether it
adequately incentivizes socially desirable intellectual property donations
to further charitable goals:

A. Advantages of System Based on Immediate Economic Incentives

A fajr market value measuring rod for charitable deductions allows
donors to enjoy an immediate tax benefit equal to the fair market value
of donated intellectual property, even though such donors are not
required to report in their income the difference between the fair market
value of the donated intellectual property and the original out-of-pocket
costs or unrecovered basis in them.”” By eliminating any immediate
financial benefits for intellectual property contributions, the 2004 Act
will have a dramatic impact on in-kind donations of intellectual property
not targeted by the 1969 Act (e.g., donations of self-created copyrights)."
Indeed, it has been predicted that the charitable deduction system will
no longer serve as a vital technology transfer tool. Potential patent
donors, for instance, will undoubtedly opt to abandon their inventions
under the new law rather than contribute them to charities, as was

% An earlier version of the 2004 Act, which limited the initial deduction to the donor’s
tax basis, was expected to raise $385 million per year. See Brenda Sandburg, IRS Tweaks
Rules for Patent Donations (Jan. 1, 2004), available at http://www.ljnonline.com/pub/
lin_patent/4_9/news/141878-1.html (describing impact of S. 1637). The government
savings are a bit misleading, however. If private charitable giving declines as a result of
the 2004 Act, the government will need to provide increased direct subsidies to charities in
response.

™ Under the prior law, it seems that owners could donate their intellectual property
“inventories” and enjoy incredible tax advantages by attempting to wipe out a substantial
amount of income by donating a sufficiently large portion of their intellectual property
holdings. Currently, however, the Code imposeg various ceilings on the total amount that
a donor may deduct in any given year. LR.C. § 170(b). For example, donations made by
individuals directly to public charities are deductible to the extent that such contributions
do not exceed 50% of the taxpayer’s adjusted gross income. Id. § 170(b)(1}(A), (b)1I}E).
Donations made in trust for public charities or for the use of private charities are generally
subject to a general limitation of 30% of the taxpayer’s adjusted gross income for the year.-
Id. § 170(b)(1}(B)(i). For ceilings on gifts of appreciated capital gain property, see id. §
170(b)((C)({), (b)(1)(D)(i). Contributions in excess of any of these ceilings are permitted to

be carried over to the five succeeding years. Id. § 170(b)(1)(B), (b)(1)(C), b)(1)(D)(i), (dX(1).
% The 2004 Act does not affect donations of copyrights by their creators, as those

- donations were targeting by the 1969 legislation. See supra note 125. As noted above, the

1969 Act reduced the amount of a charitable deduction for copyright donors from fair
market value to tax basis in the donated copyright. See supra notes 125-27 and
accompanying text. The 2004 Act achieves horizontal equity by treating copyright donors
and patent donors the same. This Article argues, however, that the 2004 Act went in the
wrong direction in achieving horizontal equity.


http:declb:i.es
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common under the old law. As one commentator predicted: “80-90% of
the brainpower of the U.S. will be left on corporate shelves.”"
According to the Intellectual Property Owners Association, eliminating a
fair market value deduction will “effectively end the opportunity for
academic and scientific professionals at nonprofit research institutions
and universities to develop valuable technologies acquired through
patent donations from U.S. companies for which the technology is no
longer a part of their strategic business plans.”**

The predicted decline in in-kind charitable giving of intellectual
property, particularly patents, will most likely prove accurate when one
considers the dramatic impact that the Tax Reform Act of 1969 had on
copyright donations by copyright creators. As discussed above, the 1969

“Act eliminated the fair market value approach for donations of
copyrights by copyright creators. After the amendment, far fewer gifts
were made by writers, artists, and photographers to museums, libraries,
universities, and other charitable organizations.” Libraries and
museums, in particular, reported significant reductions in and, in some
cases, complete losses of gifts from noted authors, composers, and

‘artists. The Museum of Modern Art in New York, for example,
reportedly received 321 gifts from artists in the three years prior to the
1969 amendment, but only twenty-eight gifts from artlsts in the three
years following the amendment — a 90% decrease.”” Another account
shows that the Museum of Modern Art received forty-seven gifts from
artists in the year 1969 but only one gift in the two years following the
1969 amendment.” The Library of Congress, which annually received
fifteen to twenty large gifts of manuscripts from authors prior to 1969,
received only one gift in the four years after the 1969 amendment. &

1 See LAYTON & BLOCH, supra note 103, at 6.

2 (CCH, AMERICAN JOBS CREATION ACT OF 2004: LAW, EXPLANATION AND ANALYSIS 432
(2004} (quoting association’s comments regarding earlier, similar version of bill).

¥ See supra notes 125-27 and accompanying text.
. ™ For the effect of the 1969 Act, see Douglas J. Bell, Changing I.R.C. § 170(EX1)(A): For
Art’s Sake, 37 CASE W. RES. L. REV. 536, 547 (1987); William A. Drennan, Charitable Donations
of Intellectual Property: The Case for Retaining the Fair Market Value Deduction, 2004 UTAH L.
REV. 1045, 1127 (2004) (providing chart showing decline in copyright donations by
copyright creators); Pamela J. Lajeunesse, Tax Incentives for Support of the Arts: In Defense of
the Charitable Deduction, 85 DICK. L. REV. 663, 668 n.27 (1981); Larry D. McBennett et al., Art
Update: Tax Deductions for Self-Created Works of Art, 30 FED. B. NEWS & J. 342, 342-43 (1983).

“- g 1889, 108th Cong. (2003) (imparting Senator Patrick Leahy’s statements
introducing Artist-Musewm Partnership Act of 2003); see also ACF Newsource, Artists’ Gift,
www.acfnewsource.org/art/artists_gift.html (last visited Apr. 10, 2006).

" See Lajeunesse, supra note 144, at 668 n.27.

W See S. 1889; see also The “Community Solutions Act of 2001": Joint Hearing Before the


www.acfnewsource.org/art/artists__gift.html
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More strikingly, whereas the Library of Congress annually received a
total of 230 self-created musical manuscripts and 179,000 self-created
literary manuscripts before 1969 it ‘received none in the two years
following the 1969 amendment.” Many of the musicians and artists who
planned to date their papers and artworks to the Library of Congress
instead sold them after the 1969 amendment."”

Under the 2004 Act, for a charity to obtain ownership of intellectual
property and for a donor to receive any immediate tax benefit, the
intellectual property owner would have to sell the intellectual property
to a third party, pay a tax on resulting gains, and then contribute the
after-tax cash to the charitable organization. The charity, in turn, would
have to use the donated cash to attempt to purchase the intellectual
property from the third party purchaser. Most intellectual property
owners and charities would not engage in such maneuvering; the related
transactional costs and the risk that the charity may not be able to obtain
the intellectual property upon acceptable terms and conditions would be
too high in most cases. Moreover, as noted by one commentator,
corporate inventors would not have an incentive to sell their patents and
contribute after-tax cash because corporations pay federal income tax at
the same rate on long-term capital gains and ordinary income.”
Companies only have an incentive to make an in-kind donation of a
patent rather than sell the patent and donate the after-tax proceeds.”™

Although the new legislation has eliminated an immediate deduction
for charitable intellectual property contributions, it does permit donors
to take future deductions if the donated intellectual property generates
income to the charitable donee.” The government presumably believes
that a charitable contribution system solely providing donors with
uncertain, declining, future economic incentives will adequately .
encourage intellectual property donations. But this premise is flawed.
Even if a charitable donee licenses donated intellectual property, the
potential future deduction will not be substantlal First, it may take a

Subcomm. on Human Res. & Subcomm. on Select Revenue Measures, 107th Cong. 190-91-(2001)
(statement for the record of Assoc. of Art Museum Dirs.) [heremafter Assoc. of Art
Museum Dirs. Statement]; ACF Newsource, supra note 145.

¥ See Lajeunesse, supra note 144, at 668 n.27.

¥ See- McBennett et al., supra note 144, at 342-43 (discussing music composer Igor
Stravinsky who sold papers to private foundation in Switzerland instead of donating them
to Music Division of Library of Congress); see also S. 1889; ACF Newsource, supra note 145;
Assoc. of Art Museum Dirs. Statement, supra note 147.

- ¥ See Drennan, supra note 144, at 1082-83.

Cast Id.
12 See supra notes 110 21 and accompanymg fext.
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whereas the main monvahon for fundamental or pure research is the
advancement of knowledge.' Favoring one type of intellectual property
over another based solely on its capability for generating money shows
that the government fails to comprehend that both types of intellectual
property are important. |

[M]ost scientists believe that a basic, fundamental understanding of
all branches of science is needed in order for progress to take place.
In other words, basic research lays the foundation for the applied
science that follows. If basic work is done ﬁrst then applied spin-
offs often eventually result from this research.'®

Moreover, the new law favors commercially-driven donees over other
donees. The commercially-driven donees are those that can use the
intellectual property in ways that will directly generate income. The
troublesome implication from such favoritism is that donees that
emphasize education and basic research are not as worthy as the
commercially-driven donees because their utilization of the donated
“intellectual property will not directly generate income. This favoritism
also rewards donees that are endowed with the physical facilities,
financial resources, and personnel capabxhty to exploit intellectually
property solely for direct financial results." In other words, the new law
favors the “have-donees” over the “have-not donees.” This may serve to
~ create and perpetuate the imbalance between the two groups of donees
for intellectual property donations.

Ultimately, the new law places the burden on donors to search for

funding availability for basic research, and the growth of industry funding to finance
applied research are at the heart of the debate. See Lawrence Berkeley Labs, Basic v.
Applied Research Webpage, http://www.Ibl.gov/Education/ELSI/research-main.html
(last visited Apr. 10, 2006).

' On the other hand, basic research has “no obvious commercial value to the
discoveries that result from basic research” because the main motivation is “to expand man’s
knowledge.” WhatIs Basic Research?, supra note 163.

% Id. (“People cannot foresee the future well enough to predict what's going to
develop from basic research. If we only did applied research, we would still be making
_ better spears,”). Other commentators such as C.H. Llewellyn Smith, former Director-

General of CERN have argued that “governments have a special responsibility to fund
basic science while applied science can generally be left to industry.” C.H. Llewellyn
Smith, What's the Use of Basic Science?, http://public.web.cern.ch/public/Content/
_Chapters/ AboutCERN /WhatIsCERN /BasicScience / BasicScience2 / BasicScience2-en. html )
* (last visited Apr. 10, 2006).

% Moreover, universities. that have the facilities and resources still devote much of
their efforts to many valuable “innovations that fail to generate substantial income returns
but nevertheless advance the greater public good and are therefore commensurate with
university missions.” BethLynn Maxwell et al., Overview of Licensing Technology from
Universities, 762 PLI/PAT 507, 513-14 (2004) :
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donees capable of utilizing the intellectual property for the direct
production of income. Donors must conduct their own research and due
diligence to determine, with a high degree of certainty, whether a
particular donee will use the intellectual property donation directly to
yield monetary results. The new law assumes that all intellectual
property donations have inherent earning potential that can be
translated into immediate income for the donees. However, this
assumption is false because many intellectual property donations are
orphan and have very little immediate commercial value.'” If these
intellectual properties are commercially valuable, the donors would keep
~and use the intellectual property for their own benefit.'® After all, the
creators and owners of these intellectual properties are often more
capable of exploiting the intellectual property than the potential donees
are.’® FPurthermore, donors. could have sold a valuable piece of
intellectual property and given the money or part of it to donees, rather
than make a charitable donation.

It is bad policy to create tax law that favors money-generating
intellectual property donations over non-money-generating intellectual
property donations, as both types of donations contribute to society as a
whole. The increased burden placed on donors to find commercially-
driven donees is unwise, and many potential donors may choose to
allow these intellectual properties to die out at the expiration of the legal
protection term instead. Researchers, investigators, students, and society
as a whole will suffer the loss because the tax system fails to encourage
the dissemination of orphan intellectual property.

In addition, the new law’s sole focus on future economic benefits

7 Moreover, most non-orphan patents owned by universities do not directly generate
much income. Kapczynski, supra note 69, at 1088 (stating that university technology
offices’ management of patents “tend to remain money-losing endeavors "}. Kapczynski
further observes:

The number of schools that make money from technology transfer is small, and
those that profit tend to do so from a limited number of highly successful
patents. Licensing revenues are typically equivalent to just 4% of a university’s
research funds, and this figure decreases significaritly when the costs of patent
and license management, as well as the inventors’.share of royalty income, are
subtracted. When patent royalties are compared to total university revenue, they
appear quite small, constituting only 0.5 to 2% of revenues, even for the subset of
universities that are patent-productive.

Id : ' :
¥ See Burk, supra note 2, at 8 (explaining that firms, as holders of intellectual property
assets, possess knowledge and capability to coordmate development and exploit
proprietary rights).

16 Id
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imposes heavy administrative burdens, including modified and
expanded record-keeping requirements, on both intellectual property
donors and charitable donees. Because the new law allows donors to
take deductions over a period of years that will be determined based on
the income derived from the donated property, the donor and the donee
organization must communicate with one another and the IRS for several
years following a qualified contribution. The 2004 Act requires donors to
inform charitable donees of their intent to treat the contribution as a
“qualified intellectual property contribution” and take additional
charitable deductions in subsequent years based on the income accrued
from the donated property.” ‘In turn, the 2004 Act requires charitable
donees to provide donors with written substantiations explaining the
amount-of i income derived from the donated intellectual property during
the taxable year.”" Furthermore, charitable donees must file an annual
information return re;)ortmg their qualified donee income and other
specified information.’ _

7 LRC. § 170(m)(8)(B) (2004) (as amended by American Jobs Creation Act of 2004);
H.R. REP. NO. 108-755, § 882 (2004), as reprinted in 2005 U.S.C.C.A.N. 1341. In May 2005, the.
IRS released new guidelines concerning the notification requirements that donors must .
follow to claim additional deductions for.contributions of qualified intellectual property.
LRS. Notice 200541, 2005-23 LR.B. 1. Under Notice 2005-41, donors of qualified
intellectual property must deliver to the charitable donee, at the time of donation, a written
statement containing: (1) the name, address, and taxpayer information of the donor; (2) a
description of the qualified intellectual property in enough detail that it can be identified
by the donee; (3) the date of the charitable contribution; and (4} a statement saying that the
donor intends to treat the contribution as a qualified intellectual property contribution
under section 170(m) and section 6050L. Id. The IRS has asked for public comment on
- Notice 2005-41. See Comment Request for Notice 2005-41 70 Fed. Reg. 32706 (June 3, 2005).

7 LR.C. § 6050L(b).

7 Id. (“[E]ach donee with respect to a qualified intellectual property contribution shall
make a return . . . with respect to each specified taxable year of the donee showing (A) the
name, address, and TIN of the donor, (B) a description of the qualified inteltectual property
contributed, (C) the date of the contribution, and (D) the amount of net income of the donee
for the taxable year which is properly allocable to the qualified intellectual property”). In
May 2005, the IRS published proposed regulations, simultaneously released as temporary
regulations, which provide guidance for the filing of information returns by recipients of
qualified intellectual property contributions. See Information Returns by Donees Relating .
to Qualified Intellectual Property Contributions, 70 Fed. Reg. 29 460, (May 23, 2005) (to be
codified at 26 C.F.R. pt. 1) (proposed regulations); T.D. 9206, 70 Fed. Reg. 29450-01 (May 23,
2005) (temporary regulations). The regulations, effective May 23, 2005, affect charitable
donees receiving net income from qualified intellectual property contributions made after
June 3, 2004. Under the regulations, a charitable donee is required to file an information
return any taxable year of the donee that includes any portion of the 10-year period
beginning on the date of the contribution, but not for taxable years after the expiration of
the legal life of the qualified intellectual property: Temp. Treas. Reg. § 1.6050L-2T(a)

*(2005). The return must be filed on or before the last day of the first full month following
- the close of the donee’s taxable year. : Temp. Treas. Reg. § 1.6050L-2T(d)(2). See IR.C. §



1764 University of California, Davis [Vol. 39:1721

By allowing future deductions based on income received or accrued
by the charity from the donated property itself, rather than mcome
‘stemming from the activity in which the donated property is used,” the
new law places a difficult burden on charities to track specific
intellectual property assets. Each donated patent or copyright may have
a different legal protection period depending on when each was
invented or created. Monitoring individual intellectual property assets
and the extent to which each is generating income is a monumental task.

Moreover, considering the future tax deductions at stake under the
new law, donors will incur substantial monitoring costs. Specifically, the
new law will require donors to expand resources to monitor the donee’s
income-generating activities directly related to a specific donated patent
or patents. The burden is on the donor to come to an agreement with the
donee prior to donation to ensure that the donee will cooperate and
submit all documents relating to the commercialization of the donated
patents or financial documents to assist the donor in obtaining future
dedictions based on a specified percentage of the qualified donee
income. .Future costs associated with these monitoring activities may
outweigh any future tax benefits, due to the sliding-scale nature of the
future deduction scheme, and discourage donors from giving their
intellectual property.

IV. PROPOSALFOR AN ELECTIVE CHARITABLE DEDUCTION REGIME

Concern over intellectual property valuation abuses is not adequate
justification for a complete paradigm shift from a charitable deduction
system that provides certain and immediate economic incentives to one
that provides only uncertain future financial incentives. To prevent the
foreseeable loss of dissemination of intellectual property for the

- 7701(a)(23) for the definition of “taxable year.” The information required to be provzded on
the return includes: (1) the name, address, taxable year, and identification number of the
donee; (2) the name, address, and taxpayer identification number of the donor; (3) a
description of the qualified intellectual property; (4) the date of the contribution; (5) the
amount of net income of the donee for the taxable year that is propetly allocable to the
qualified intellectual property; and (6) such other information as may be specified by the
form or its instructions. Temp. Treas. Reg. § 1.6050L-2T(b)(1)-(6). The donee must provide
a copy of the information return to the donor of the property on or before the date the
donee is required to file the return with the IRS. Temp. Treas. Reg. § 1.6050L-2T{c)(1).

. The IRS issued (and asked for public comment on) new Form 8899, on which
charitable donees will report qualified donee income, See Comment Request for Form 8899,
70 Fed. Reg. 37006 (June 27, 2005). The donee must provide a copy of the information
return to-the donor. LR.C. § 6050L(c) (1984), amended by Pub L. No. 108-357, § 882(c)(1),
(2004). A

- ? L R.C. 8§ 170(m)(3) (amended by 2004 Act)
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maximum social good, it is critical that the §overnment repeal the 1969
Act (which targeted copyright donations)” and the 2004 Act (which
targeted all other intellectual property donations)” and adopt a fair
market value deduction for all intellectual property contributions. A fair
- market value approach would necessarily require the imposition of strict
statutory and administrative safeguards to minimize the potential for
valuation conflicts but not discourage valuable intellectual property .
donations. Most importantly, the government should formalize and
articulate a standard approach to determine the fair market value of
different types of intellectual property for charitable deduction purposes.

With respect to donations of artistic works, the government has
created a system for obtaining fair, objective valuations. For example,
the IRS has set up an Art Advisory Panel.” Composed of twenty-five
persons, including nationally prominent art dealers, museum curators,
and auction house experts, the Panel reviews and evaluates the
acceptability of art appraisals for income tax purposes.” The Art
Advisory Panel conducts an automatm review of any work of art with a
claimed value of $20,000 or more.” The recommendation of value by the
Panel thereby becomes the IRS’s position as to valuation.”” The IRS has
also implemented a valuation safeguard procedure whereby a taxpayer
can request a “Statement of Review” for a work of art that has been
~appraised at $50,000 or more.”™ Although significant guidelines exist for
valuing works of art, few guidelines exist for valuing intellectual
property intangible assets such as copyrights and patents.” The -

¥ For a summary of the 1969 Act, see supra notes 125-30 and accompanying text.

" For a summary of the 2004 Act, see supra notes 106-21 and accompanying text.

% Anne-Marie Rhodes, Big Picture, Fine Print: The Intersection of Art and Tax, 26 COLUM.
J.L. & ARTS 179, 197 (2003) (describing the panel).

77 The Art Advisory Panel conducts an automatic review of any work of art with a
claimed value of $20,000 or more. Rhodes, supra note 176, at 197. The Art Advisory.Panel
works in closed meetings so as to protect taxpayer prlvacy and ensure objectivity and
reviews works in alphabetical order by artist so as to minimize recognitior of a taxpayer’s
collection. Id.

% Seeid. :

” The Panel recommendation is reviewed by the Apprmsal Serv1ce Office and then
sent to the IRS. In 2003, the Panel reviewed 637 works of art with an aggregate claimed
valuation over $200 million. The panel recommended adjustments on 51% of the reviewed
appraisals (total adjustments equaled $68 million). ART ADVISORY PANEL OF THE COMM'R
OF THE INTERNAL REVENUE, ANNUAL SUMMARY REPORT FOR 2003 (2003).

® Rev. Proc. 96-15, 1996-1 C.B, 627. The statement can be requested after the donahon
but before the filing of the tax return reporting the transfer and must be submitted with a
qualified appraisal and appropriate user fee. Id. o

¥ See Parkwood Corp. v..Comm'r, 9 T.C.M. (CCH) 748 (1950). For IRS guidelines on
valuing intangibles, see Rev. Rul. 79-432, 1979-2 C.B. 289; Rev. Rul. 59-60, 1959-1 C.B. 237

M
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government would necessarily have to formulate valuation guldehnes to
back up the fair market value approach.'® Such guidelines could, for
example, require appraisers of donated patents to take into
cons'ideration, and document, the existence of related inventions or
“prior art,” which can decrease a patent’s value.'®

To enforce proper valuations and to prevent fraudulent or collusive
behavior, the government should require increased accountability on the
part of charitable donees. The governiment’s approach, historically, has
been to place accountability on individual and small corporate donors.
Prior to the enactment of the 2004 Act, if an individual or small corporate
donor claimed a charitable deduction in excess of $5000, the donor was
required to obtain a “qualified appraisal” for the property contributed,™
obtain and attach a fully completed “appraisal summary” to the tax
return on which the deduction was first claimed (which described the
fair market value of the property on the date of contribution),”™ and
maintain the records prescribed by the regulations.”™ Further, if the IRS
identified a situation in which a taxpayer abused his right to a charitable
deduction, the taxpayer and appraiser could be subject to penalties,’™
while the charity could escape government penalty. While it is true that
a charitable donee must sign and date an appraisal summary, such an act
merely acknowledges receipt of the donated property and does not
indicate that the charity agrees with the amount claimed as a deduction
by the donor."® Legislative reform is needed to ensure that both the
donor and charitable donee are responsible for accurate valuation.'” The

(providing methods of valuing intangibles of a business); see also Rev. Rul. 68-609, 1968-2
C.B. 327 (discussing allocation of basis on purchase of lithograph and copyrights thereto).

2 GSeg, eg, Drennan, supra note 144, at 1093-1106 (recommending special
considerations when valumg patent, and describing possible modifications to current
valuation rules).

% See Patent Sting, NEW SCIENTIST Oct. 18, 2003, at 6; see also Michael S. Fuller, The
Create Act Will Undo the Federal Circuit’s Construction of 35 U.5.C. § 103 in Oddzon, and Help

Promote Research Collaborations, 5 CHL-KENT J. INTELL. PROP. 106, 106 (2000) (citing DONALD '

- 5. CHISUM, CHISUM ON PATENTS, Scope (2005) (stating prior arts are “documentary sources
(patents and publications from anywhere in the world) and non-documentary sources
(things known, used, or invented in the United States”)).

™ Treas. Reg. § 1.170A-13(c)(1), (c)(2)(i)(A) (1996). For the deﬁmtlon of “qualified
appraisal,” see Treas. Reg. § 1.170A-13(c)(3). -

% Treas. Reg. § 1.170A-13(c)(1), (c)(2)(3)(B). For the deﬁmhon of ”appra1sal summary,
see Treas. Reg. §1.170A-13(c)(4). -

¥ Treas. Reg. § 1. 170A-13(c)(2)(1)(C)

W See LR.C. § 6662 (donor penalty provision) (2006) id. §§ 6694 6700, 6701 (appralser
penalty provisions).

'™ Treas.Reg.§1. 170A—13(c)(4)
¥ Although charitable donees should have increased accountablhty the govemment ‘
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government provides tax exempt status to charitable organizations.
What the government giveth, the govemment can taketh away in cases
of valuation abuses.

‘A fair market value standard for charitable deduction purposes is
based on what the market dictates in an arm’s-length transaction.” To
encourage in-kind philanthropic giving of intellectual property as
opposed to sales or licenses of intellectual property in the private market '
a fair market value standard could utilize valuation premiums.”
Valuation premiums would provide donors with additional economic
incentives, recognizing that intellectual property is very important to the
development and growth of the economy and society; that donating -
intellectual property rights to charitable organizations is significantly
valuable for future research, investigation, education, and publication
purposes; and that giving up intellectual property rights prematurely

should also continue fo impose restraints on donors, but apply such restraints equitably to
all donors of intellectual property. As discussed above, the restraints historically imposed
on donors (e.g., the requirement to obtain qualified appraisal and attach an appraisal
summary) were imposed only on individuals and small corporations. See supra notes 184~
86 and. accompanying text. Any restraints to minimize valuation conflicts should be
imposed on corporate donors as well.
% See supra note 124 and accompanying text.
¥ Premiums for interests in property are not uncommon in determining fair market
value under a willing-buyer, willing-seller standard. For example, a “control premium” for
-estate and gift valuation is common in valuing conitrolling interests in a business entity.
That means a willing buyer will often pay a greater amount for a controlling interest in a
" business entity than for its proportional value because it provides the buyer unfettered
control over business affairs. RICHARD B. STEPHENS ET AL., FEDERAL ESTATE & GIFT -
TAXATION { 10.02{2][c], 10-57 (7th ed. 1997). For example,

[Wlhen the subject property is an 80% interest in a closely held business, a

" willing buyer might pay more than 80% of the total fair market value of the
business. The willing buyer will pay extra to guarantee unfettered control over
the business. With an 80% interest, the willing buyer would control the election
of officers, the timing and amount of distributions including liquidation, all votes
of the owners, hiring and salary decisions, and all other aspects of the business.

Id q 4. 02[4][B] 4-33 (citing Estate of Murphy v. Comm'r, 60 T.C.M. (CCH) 645, 658-59
(1990)).

Likewise, a “swing vote premium” for estate and gift valuatlon may be appropriate
in valuing a minority interest (e.g., 2% interest) of stock of a closely-held business under the
" presumption that a willing buyer might be willing to pay a premium above the price that
would normally be paid for a minority interest if the owner of the minority interest would
have the opportunity to have a sxgmﬁcant part in management and distributions. Id.
4.02[4][B], 4-36.

Unlike these control and swing vote premiums, which are designed to determine
what a willing buyer should pay a willing seller in an arm’s length transaction, the
valuation premiums recommended here would encourage the donations of mtellect'ual
property with modest market value. -
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throtuigh philanthropy is more profound than the donation of tangible
property. Tangible, physical property can be qu.lcldy destroyed or
damaged whereas rights to intellectual property cannot.””” A patent or a
copyright is the confluence of limited monopolistic rights recognized in
the Constltuhon for a certain duration of time and scope as decided by
Congress.”” Patents and copyrights are the foundations that give rise to
copies of the physical embodiments of the invention, reghca’aons of
methods, or reproductions of creative works of authorship.™ Giving up
- a patent or a copyright relinquishes the monopolistic rights recognized

~ under the Constitution. Hence, donors could receive a deduction equal

to fair market value, but with an added premium, for their intellectual
property donations. Moreover, when a potential donor is contemplating
a donation of its intellectual property that is of little commercial use or
value to the donor, the fair market price for such intellectual property at
‘the time of donation is most likely modest. However, such intellectual
property may be important to a potential donee and its researchers due
to the unquantifiable knowledge value of the intellectual property.-
Valuation premiums, which equate that knowledge value, could serve as

¥z Burther, when the copyrighted or patented object is destroyed, the.firm can use the
copyright or patent to create more copies of the physical objects embodying the intellectual
property. The firm’s rights, however, are not absolute, as clearly dictated in the
Constitution and the relevant federal statutes and regulations. See Herbert Hovenkamp,
Antitrust and the Regulatory Enterprise, 2004 COLUM. BUs. L. REV. 335, 336-37 (considering
intellectual property rights as form of government regulation as evidenced by federal
statutes and “the maze of technical rules 'promulgated under them. . . . The range of
government estimation that goes on in the IP system is certamly as great as in regulation of,
say, retail electricity or telephone service.”).

» See Mark A. Lemley, Property, Intellectual Property and Free Riding, 83 TEX. L. REV.
1031, 1031 (2005) (stating that intellectual property rights are granted under federal law
only when mVentbrs and authors have met statutory requirements and rights are limited in
time and scope).

" For example, the copyright owner has the exclusive reproducnon right without
limitation to the quantity of the copies. See 17 U.S.C. §106 (2006) (“[Tlhe owner of
copyright under this title has the exclusive rights to do and fo authorize [individuals] to
reproduce the copyrighted work in copies or phonorecords.”). Any copies made without
the authorization of the copyright owner infringe the exclusive right. The copyright statute
defines “copies” as “material objects . . . in which a work is fixed,” where “fixed” means
embodied for “a period of more than transitory duration.” 17 U.S.C. § 101 (2004). In the
software context, a copy is made when the user downloads the copyrighted software,
which then functions in the service of the computer or its user so that the copying is no
longer of a transitory nature. See, e.g., Vault Corp. v. Quaid Software Ltd., 847 F.2d 255, 260
(5th Cir. 1988). With the arrival of the Internet, copies of copyrighted content “[have]
move[d] from an unwieldy, fixed, tangible form to easily manipulated, flexible digital
formats.” Craig A. Grossman, From Sony to Grokster, The Failure of the Copyright Doctrines of
Contributory Infringement and Vicarious Liability to Resolve the War Between Content and
Destructive Technologies, 53 BUFF. L. REV. 141, 170 (2005).
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the enhancement that encourages the donor to give up its monopolistic
legal rights in the intellectual progerty, despite losing the positive signals
these assets send about the firm."

Although not advocated here, the government could choose to apply-
different premiums depending on the type of intellectual property
donated and the type of charitable recipient. The government might
choose, for instance, to apply a higher premium to gifts of patents as
opposed to copyrights, add a higher premium to gifts of art held by
collectors or investors as opposed to creators, or apply a higher premium
to gifts to public charities as opposed to private foundations. With a fair

. market value standard that incorporates- appropriate premiums, the
government could incentivize social giving and, at the same time,
maintain some of the distinctions that it recognized prior to the
enactment of the 2004 Act.™

As an alternative to a system that solely provides current incentives, a
charitable deduction system could give donors a choice: allow them to
elect to take a single fair market value deduction in the year of
contribution or, instead, take future deductions based on income.
Congress has a history of enacting economic stimulus provisions that
allow taxpayers to elect to enjoy early the amount of their otherwise
allowed deductions to encourage desired behavior. For example, the
government has developed an elaborate cost-recovery system, under
which taxpayers deduct the cost of acquiring various assets over
prescribed recovery - penods through applicable depreciation and
amortization allowances.” The goal behind permitting taxpayers to take
depreciation or amortization deductions over time is to achieve a fair
allocation of the costs of acquiring an asset to the period in which the

¥ See supira note 5 and accompanying text.

¥ As noted above, the 1969 Act created a distinction between patents and copynghts
See supra notes 128-29 and accompanying text. It maintained a fair market value deduction
for donations of patents, but eliminated the fair market value deduction for donations of
self-created copyrights. Id. The 1969 Act also created a distinction between copyright
creators and collectors. Tax Reform Act of 1969, Pub. L. No. 91-172, § 201(a), 83 Stat. 487,
555. In contrast to copyright creators (who could receive little or no charitable deduction
for gifts of their creations), investors who purchased copyrights or received copyrights
from decedents and who did not hold the copyrights primarily for sale in the ordinary
course of trade or business remained eligible for a full fair market value deduction. Id.

7 See, eg., LRC. § 167 (2005) (authorizing cost recovery deductions, such as
depreciation and amortization allowances; for certain types of ‘property); id. § 168
(prescribing depreciation methods and applicable recovery periods for depreciable tangible
property); id. § 197 (providing ratable, 15-year amortization method for “section 197 -
intangibles”). :
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taxpayer realizes income from the asset.” The government has been
willing to give up this tax policy goal of clear reflection of income by
creating accelerated methods of cost recovery to incentivize taxpayer
behavior for maximum social good. For example, to encourage
acquisitions of certain tangible property for certain utilizations that
would stimulate the economy, the government has authorized more
rapid cost recovery by permitting taxpayers to elect larger deduction
allowances in early years and smaller deductlon allowances in the later
years of an asset’s statutory recovery perlod. To provide even greater;
immediate financial incentives to taxpayers who engage in certain
acquisitive transactions, the government has enacted provisions allowing
taxpayers to elect to immediately expense 100% of the acqulsmon costs,
rather than to capitalize and deduct those costs over time.” Consistent
with its historical approach of incentivizing' desired behavior, the
government could allow donors to elect to take an immediate tax
deduction for their donations in lieu of taking future tax deductions
based on income generated by the donated intellectual property.”

% See, e.g., Comm r V. Idaho Power Co., 418 U.S. 1, 11-12 (1974) (explaining purpose of
cost recovery system).

¥ The default “applicable depreciation method” for most tangible property is the 200%
declining balance method (which permits more rapid cost recovery than, for example, the
straight-line method). IR.C. § 168(b)(1). Section 168(k), énacted in 2002, allows a
purchaser of “qualified property” to take an additional cost recovery deduction equal to
30% of the property’s cost in the first year (commonly known as “additional first year
depreciation”). Id. § 168(k)(1). In 2003, section 168(k) was amended to allow a taxpayer to
elect to increase the amount of the additional first-year cost recovery deduction under
- section 168(k)(1) to 50% of the cost of “qualified property” (commonly known as “50%
bonus depreciation”). Id. § 168(l<)(4) As a result of these immediate financial incentives, a
taxpayer who purchases qualified property, otherwise recoverable over long statutory .
recovery periods, could elect to immediately deduct 50% of the cost in the first year and
. deduct the unrecovered remammg 50% over time through the applicable deprecmhon

method.

™ Section 179 of the Code, for example allows taxpayers to elect to deduct currently
the cost of acquiring certain depreciable business assets (e.g., computers, equipment, and
off-the-shelf software) rather than deduct those costs over statutorily prescribed recovery
periods. Id. § 179(a) (2004). The maximum allowable deduction for all qualifying property
placed in service is $100,000 (for taxable years beginning after 2002 and before 2008). LR.C. -
§ 179(b) (as amended by American Jobs Creation Act of 2004). The $100,000 amount is
reduced dollar-for-dollar (but not below zero) by the amount by which the cost of .

- qualifying property placed in service during the tax year exceeds $400, 000 in the case of
taxable years beginning after 2002 and before 2008. Id.

* The examples provided above deal with tangible property acquisitions. Another
example relates to research and development. Section 174 allows taxpayer to elect either
(1) to deduct research and development costs ih the year paid or incurred or (2) to defer
and amortize ratably such costs over five years. LR.C. § 174(a)-(b) (1989) .
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By providing an election, the proposal implicitly recognizes that
donors, especially the new breed of donors today, are sophisticated and
results-oriented. Today’s donors want maximum social impact in return

“for what they d.onate.202 The donors want to be in control of their
decisions and have choices, such as to elect to take a large deduction in
the year of contribution or take future, post-contribution deductions
based on income in subsequent years. The donor is the party with the
intimate knowledge about the value of the intellectual property that it
- wants to donate. - The proposed election regime would allow the donor
 to decide whether to incur the risks and monitoring costs associated with
the future deduction option based on the value of the intellectual
property to the donee or to incur the appraisal costs and overvaluation
risks associated with the certain current deduction option. While the
election regime would provide an option to donors that give applied
research to commercially-driven donees, it would create a necessary,
economic incentive to donors that give basic, purely scientific research to
noncommercially-driven donees.

CONC‘LUSION

The intersection between intellectual property and taxation meets at
the act of giving by the firm. Giving intellectual property must be
encouraged for the benefit of the firm as the donor, the charitable
organization as the donee, and society as the ultimate benefactor. As
‘economists have advocated, the best way to encourage giving is not by .
relying solely on moral or soc1a1 incentives, but by providing strong,
economic incentives as well.™

™ See supra notes 24-28 and accompanying text (describing new breed of donors).

* See generally STEVEN D. LEVITT & STEPHEN J. DUBNER, FREAKONOMICS: - A ROGUE.
ECONOMIST EXPLORES THE HIDDEN SIDE OF EVERYTHING 19-23 (2005) (discussing three basic
flavors of incentive — economic, social, and moral — and noting that “[v]ery oftert a single-
incentive scheme will include all three varieties”; also noting problems with substituting
one incentive for another, which “can produce drastic and often unforeseen results”)



