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VILLANOVA LAW REVIEW

Before proceeding to the next issue, a comment about the
plight of the artist or author is necessary. As evidenced by Gen-
eral Counsel Memo 39252, the artist is in a kind of limbo. One of
his battles is that the service may argue that his transfer is not a
sale.'54 In another, he must fight that his transfer is in fact a sale
and, therefore, not earned income.'55 Furthermore, he (as well as

Counsel Memo 39252 relied on Revenue Ruling 60-31 and also cited Tobey v.
Commissioner, in which the court held that the income from the sale of some
paintings was earned income for the purpose of I.R.C. section 911. G.C.M.
39252, 24 TAX NOTES at 363 (citing Tobey v. Commissioner, 60 T.C. 227
(1973)).

The Tax Court in Tobey focused on the distinction between income derived
from the taxpayer's personal efforts and income that represents a return of capi-
tal. Tobey v. Commissioner, 60 T.C. 227 (1973). In so doing, the court rejected
two earlier cases which had used the product test to determine whether earned
income existed. Id. at 232 (citing E. Phillips Oppenheim v. Commissioner, 31
B.T.A. 563 (1934); Frank L. Kluckhohn v. Commissioner, 18 T.C. 892 (1952)).

The product test looked to the distinction as to whether there was a prior
contract or order for the product. Note, Robida and Tobey: The New Test for Section
911 Earned Income, 27 TAx LAw 492, 495 (1973). If a contract existed whereby
the author had contracted or was employed to write a book, then the payments,
either in lump sum or royalties, were for personal services actually rendered
and, therefore, came within the term "earned income." If, on the other hand,
the product was in existence at the time the contract was agreed upon, then the
payments were for the sale or use of the property. Therefore, they were not
within the term "earned income." Id. (citing G.C.M. 236, VI-2 (C.B. 27 (1927)).
This General Counsel Memo was superceded by Revenue Ruling 71-315, 1971-2
C.B. 217, which restated the Service's position.

The Tobey court clearly rejected the earlier distinction which was based on
the terms of the contract that the taxpayer-artist had entered. Tobey v. Commis-
sioner, 60 T.C. 227, 235 (1973). Instead, the Tax Court adhered to the view
that the earned income requirement is designed merely to prevent the exclusion
of passive income, such as rental income, interest, and dividends, from section
911. Id. at 232.

After Tobey was decided, the Service issued Revenue Ruling 80-254 wherein
the principle enunciated in Tobey was applied to authors as well as artists. Rev.
Rul. 80-254, 1980-2 C.B. 222. Once the author or artist has the transaction
characterized as earned income, then he may defer payment of taxes until this
income is actually received.

According to General Counsel Memo 39252, therefore, an artist or author
can have income from the sale of his creation treated as earned income for the
purpose of deferred compensation. G.C.M. 39252, 24 TAX NOTES at 363. This
enables an artist to fall within section 453 of the Code to get installment sales
treatment. I.R.C. § 453 (1982 & Supp. III 1985). Section 453, as amended in
1980, removes the impediment of the old law to installment sales treatment of
copyrights in exchange for royalties. Now the rule that proceeds of a sale of
property are to be valued and taxed currently will not be applied. G.C.M.
39252, 24 TAX NOTES at 363. For a further discussion of G.C.M. 39252, see
supra notes 126-29 and accompanying text.

154. See TeLinde v. Commissioner, 17 T.C. 91 (1952). For a further discus-
sion of TeLinde, see supra notes 130-36 and accompanying text.

155. See Tobey v. Commissioner, 60 T.C. 227 (1973). For a further discussion
of Tobey and the earned income problem, see supra note 153 and accompanying
text; infra notes 157-58 and accompanying text.
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COPYRIGHTS AND PATENTS

the person acquiring the copyrighted property) must argue that
the contract rights he receives in exchange for his copyrighted
work are themselves income-producing property. 56 Otherwise,
he argues that his contract rights are in fact for future income. In
some respects, the artist can manipulate this lack of certainty to
his advantage.

The artist's plight is well illustrated by Tobey v. Commis-
sioner.157 The Tax Court inTobey stated, in dicta, that an artist is
usually a "hard-working, trained, career oriented individual ...
[who] has keen competition from many other artists who must
create and sell their works to survive."'' 58

Usually, artists lack the time, money and inclination to at-
tempt a contrived form of doing business (such as the creation
and sale of contract rights or classifying their income as earned
income to fall within the rubric of I.R.C. section 911) in order to
avoid paying excessive taxes, only to find that in their particular
situation, the form does not work. There is too much uncertainty
for the artist in the Tax Code. This environment does not foster
creativity. Consequently, we all lose. An inventor, on the other
hand, does not face any of this uncertainty. Once he gets the Ser-
vice to accept his invention as one which comes under the rubric
of section 1235, he is home free.

Mandatory Holding Period

The next issue is the mandatory holding period of section
1222. A taxpayer must hold the asset for more than six months
before he transfers it in order to realize long-term capital gain. 159

Under the Deficit Reduction Act of 1984, property acquired be-
tweenJune 22, 1984 and Decmber 31, 1987 must be held for six
months and one day. 160 In contrast, the "holder" of a patent has
no holding period under section 1235: "a transfer of property...
by any holder shall be considered the sale or exchange of a capital

156. See Ferrer, 304 F.2d 125 (2d Cir. 1962); Benny v. Commissioner, 25
T.C. 197 (1955). For a further discussion of Ferrer, see supra notes 87-103, 138-
44; infra note 265 and accompanying text. For a further discussion of Benny, see
infra notes 266-68 and accompanying text.

157. 60 T.C. 227 (1973). For a further discussion of Tobey, see supra note
153.

158. Tobey, 60 T.C. at 235.
159. I.R.C. § 1222(3) (Supp. III 1985). For the text of section 1222(3), see

supra note 4.
160. Deficit Reduction Act of 1984, Pub. L. No. 98-369, 98 Stat. 494 (1984)

(codified at I.R.C. § 1222(1)-(4) (Supp. III 1985)). See H.R. REP. No. 861, 98th
Cong., 2d Sess. 757, reprinted in 1984 U.S. CODE CONG. & AD. NEWS 1445, 1952.
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asset held for more than 6 months ..... 161

Investment Purpose v. Business Purpose

The Supreme Court, in Burnet v. Harmel,'62 stated that the
policy of taxing capital gains at a lower rate than ordinary income
is "to relieve the taxpayer from.., excessive tax burdens on gains
resulting from a conversion of capital investments, and to remove
the deterrent effect of those burdens on such conversions."'163

The Supreme Court reiterated this policy in Corn Products Refining
Co. v. Commissioner.164 The Court, in Corn Products, stated that
Congress intended the profit from the everyday operation of busi-
ness to be considered as ordinary income.' 65 The preferential
treatment of the capital gains provisions of the Code is to apply
only "to transactions in property which are not the normal source
of business income."' 66  Furthermore, the Court stated that

161. I.R.C. § 1235(a) (Supp. III 1985). For the full text of section 1235, see
supra note 6.

162. 287 U.S. 103 (1932).
163. Id. at 106 (citing H.R. REP. No. 350, 67th Cong., 1st Sess. 10 (1921)).

In Burnet, the Court held that a lessor's receipts from an oil and gas lease were
taxable not as gain from the sale of capital assets, but, rather, as ordinary in-
come. Id. at 106. Despite the transfer of the ownership of oil and gas from
lessor to lessee which accompanies such a lease, the Court found the receipts to
be similar to rental payments. Id. The taxation of the lessor's receipts as in-
come, therefore, did not produce the type of hardship involved in the conver-
sion of assets which the capital gains provision seeks to void. Id.

The Burnet Court's enunciation of the policy behind the capital gains provi-
sion was further delineated in the legislative history to I.R.C. § 1221. For a dis-
cussion of this legislative history, see infra notes 197-202 and accompanying
text.

164. 350 U.S. 46 (1955). For a further discussion of Corn Products, see supra
note 104.

165. Id. at 52. In Corn Products, the Court held that the petitioner's partial
"hedging" transactions involving purchases and sales of corn futures to insure
against loss by unfavorable changes in the market price of a commodity did not
constitute capital asset transactions. Id. at 47, 49-50. Finding the transactions to
be an integral part of the petitioner's manufacturing business, the Court held
that they did not deserve the capital asset treatment accorded property which is
not the normal source of business income. Id. at 51-52. The resulting gains and
losses from the transactions, therefore, were to be treated as ordinary income
and ordinary deductions. Id. at 47.

The Court's decision in Corn Products has given rise to what has been termed
the "Corn Products doctrine": partial hedging by a manufacturer whose raw
materials are a commodity being traded are to be treated as if they were inven-
tory and not as a capital asset. Traditional capital assets, therefore, will be taxed
as ordinary assets based on the taxpayer's purpose in acquiring them. For a
further discussion of "hedging" and the "Corn Products doctrine," see 3BJ. MER-
TENS, supra note 15, § 22.14; Note, Taxation of Commodity Futures Used as Hedges, 13
TAX L. REV. 87 (1957); Javaras, Corporate Capital Gains and Losses-The Corn Prod-
ucts Doctrine, 52 TAXES 770 (1974).

166. 350 U.S. at 52.

966 [Vol. 3 1: p. 931

36

Villanova Law Review, Vol. 31, Iss. 3 [1986], Art. 4

https://digitalcommons.law.villanova.edu/vlr/vol31/iss3/4



COPYRIGHTS AND PATENTS

"since [section 117] is an exception from the normal tax require-
ments of the Internal Revenue Code, the definition of a capital
asset must be narrowly applied and its exclusions interpreted
broadly."' 167 Essentially, therefore, a capital transaction must be
for an investment purpose as opposed to a business purpose.

The enactment of I.R.C. section 1235 occurred prior to the
Corn Products decision, but after Burnet v. Harmel. Corn Products
clearly affirmed the Court's position on the policy of relieving tax
burdens which are due as a result of investments in contrast to
profit from business.' 68 Yet, in enacting section 1235, Congress
seemingly went against its own stated policy and that of the
Supreme Court. 169 Through section 1235, Congress allowed an
inventor, who may be in the business of inventing, to shield a sub-
stantial portion of his business profits under the capital asset clas-
sifications for patents and inventions with its deemed sale and
holding period.' 70

Capital Gain Treatment for Appreciation of Purchased Property

One final important factor which has influenced the charac-
terization of a transaction is the tax policy to treat appreciation in
the value of a capital asset as a capital gain upon the asset's sale.
This policy was initiated to lessen the hardship of taxation which
occurs when the appreciation which has accumulated over the
years is realized in the year of conversion.' 7 1

167. Id. In thus narrowly applying the definition of capital assets and
broadly interpreting the exclusions of section 117, the Court expressly sustained
the exclusion from capital assets of futures dealt in for hedging purposes. Id.

168. Id.
169. For a discussion of Congressional reasons behind the enactment of

section 1235, see infra notes 242-49 and accompanying text.
170. For the full text of section 1235, see supra note 6.
171. Commissioner v. Gillette Motor Transp., Inc., 364 U.S. 130, 134

(1960). The Supreme Court had recognized the Congressional purpose to af-
ford capital gain treatment "in situations typically involving the realization of
appreciation in value accrued over a substantial period of time, and then to ame-
liorate the hardship of taxation of the entire gain in one year." Id.; see also Holt
v. Commissioner, 35 T.C. 588 (1961) (finding "[tihe leniency [toward] taxation
of capital gains has its genesis in the theory that it would be inequitable to tax all
the increase in value of a capital asset, which has occurred over a number of
years, in the year in which it is converted"), aff'd, 303 F.2d 687 (9th Cir. 1962).
For a discussion of the Congressional policy affording capital gain treatment
only in situations involving appreciation in value which has accrued over a sub-
stantial period of time in order to ease the hardship of taxing the entire gain in
one year, see W. KLEIN, POLICY ANALYSIS OF THE FEDERAL INCOME TAX 75-78
(1976). For a further discussion of Holt, see smpra notes 107-14 & 146 and ac-
companying text.
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B. Provisions Other than I.R.C. Section 1235 Which Specifically
Benefit Inventors

In addition to the capital gains provisions of the Code, many
other provisions discriminate in favor of inventors and patentees
and against artists and authors. One such provision is section
174172 which governs the treatment of research and experimental
expenditures. Under section 174, a taxpayer may either deduct
or amortize the research and experimental expenditures which
were paid or accrued "in connection with his trade or busi-
ness."173 In order to take advantage of section 174, however, sec-
tion 162 requires that the taxpayer be "engaged in carrying on a
trade or business." 74 The taxpayer may take the deduction or he
may elect to amortize his expenses.' 75 A patent need not have
been issued nor even applied for because even the business-re-
lated expenses for self-development of know-how qualify for de-
ductions under section 174.176

The Treasury Regulations define "research and experimental
expenditures" to mean "research and developmental costs in the
experimental or laboratory sense."' 177 The term includes gener-

172. I.R.C. § 174 (1982). For the relevant text of section 174(a), see supra
note 18.

173. I.R.C. § 174 (1982).
174. Id. § 162 (1982 & Supp. III 1985). Section 162(a) provides, in perti-

nent part: "there shall be allowed as a deduction all the ordinary and necessary
expenses paid or incurred during the taxable year in carrying on any trade or
business .... ." Id. For a discussion of the distinctions between section 162
requirements and section 174 requirements, see Morreale, supra note 46, at 564.

175. I.R.C. § 174 (1982). Should the taxpayer elect to amortize his re-
search or experimental expenses, he may write them off over a period of not less
than sixty months, beginning with the month in which benefits are first realized.
Id. § 174(b)(1).

Expenditures treated as deferred expenses under section 174(b)(1) are
chargeable to capital account and increase the basis of the property to
which they relate. The basis so adjusted is reduced by the amount of
[research or experimental expenses] allowed as deductions which re-
sults in a reduction of the taxpayer's taxes, but not less than the amount
allowable for the taxable year and prior years.

4 FED. TAXES (P-H) 16,206 (1986); see also I.R.C. § 1016(a)(14) (1982).
176. For a discussion of the deductability under section 174 of business

related expenditures for the self-development of know-how, see Morreale, supra
note 46, at 564-65.

177. Treas. Reg. § 1.174-2(a) (1960). The regulation provides, in pertinent
part:

(a) In general.
(1) The term "research or experimental expenditures", as used

in section 174, means expenditures incurred in connection with the tax-
payer's trade or business which represent research and development
costs in the experimental or laboratory sense. The term includes gen-
erally all such costs incident to the development of an experimental or

[Vol. 3 1: p. 931968
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ally all such costs incident to the dvelopment of an experimental
or pilot model, a plant process, a producer, a formula, an inven-
tion, or similar property, and the improvement of an already ex-
isting property of the type mentioned. 178 Furthermore, the term
includes costs incurred in securing a patent, such as attorney's
fees.' 79 The regulations specifically exclude, however, the ex-
penses paid or incurred for research in connection with literary or
historical projects.180

The Code also provides a credit in section 30 for research
and experimental expenditures paid or incurred after June 30,
1981.181 This credit is available regardless of whether the tax-

pilot model, a plant process, a product, a formula, an invention, or sim-
ilar property, and the improvement of already existing property of the
type mentioned. The term does not include expenditures such as those
for the ordinary testing or inspection of materials or products for qual-
ity control or those for efficiency surveys, management studies, con-
sumer surveys, advertising or promotions. However, the term includes
the costs of obtaining a patent, such as attorneys' fees expended in
making and perfecting a patent application. On the other hand, the
term does not include the costs of acquiring another's patent, model,
production or process, nor does it include expenditures paid or in-
curred for research in connection with literary, historical, or similar
projects.

(2) The provisions of this section apply not only to costs paid or
incurred by the taxpayer for research or experimentation undertaken
directly by him but also to expenditures paid or incurred for research
or experimentation carried on in his behalf by another person or or-
ganization (such as a research institute, foundation, engineering com-
pany, or similar contractor). However, any expenditures for research
or experimentation carried on in the taxpayer's behalf by another per-
son are not expenditures to which section 174 relates, to the extent that
they represent expenditures for the acquisition of improvement of land
or depreciable property, used in connection with the research or exper-
imentation, to which the taxpayer acquires rights of ownership....

Id.
178. Id.
179. Id.
180. Id.
181. I.R.C. § 30 (Supp. III 1985) (renumbering I.R.C. § 44F (1982)).

I.R.C. section 30 provides, in pertinent part:
(a) General Rule-There shall be allowed as a credit against the tax
imposed by this chapter for the taxable year an amount equal to 25
percent of the excess (if any) of-

(1) the qualified research expenses for the taxable year, over
(2) the base period research expenses.

(b) Qualified Research Expenses-For purposes of this section-
(1) Qualified Research Expenses-The term "qualified research
expenses" means the sum of the following amounts which are paid
or incurred by the taxpayer during the taxable year in carrying on
any trade or business of the taxpayer-

(A) in-house research expenses, and
(B) contract research expenses.
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payer has elected under section 174 to deduct or amortize ex-

(2) In-house Research Expenses-
(A) In General-The term "in-house research expenses"
means-

(i) any wages paid or incurred to an employee for quali-
fied services performed by such employee,
(ii) any amount paid or incurred for supplies used in the
conduct of qualified research, and
(iii) any amount paid or incurred to another person for
the right to use personal property in the conduct of quali-
fied research.

Clause (iii) shall not apply to any amount to the extent that the
taxpayer (or any person with whom the taxpayer must aggregate
expenditures under subsection (0(1)) receives or accrues any
amount from any other person for the right to use substantially
identical personal property.

(B) Qualified Services-The term "qualified services" means
services consisting of-

(i) engaging in qualified research, or
(ii) engaging in the direct supervision or direct support
of research activities which constitute qualified research.

If substantially all of the services performed by an individual
for the taxpayer during the taxable year consists of services
meeting the requirements of clause (i) or (ii), the term "quali-
fied services" means all of the services performed by such indi-
vidual for the taxpayer during the taxable year.
(C) Supplies-The term "supplies" means any tangible
property other than-

(i) land or improvements to land, and
(ii) property of a character subject to the allowance for
depreciation.

(D) Wages-
(i) In General-The term "wages" has the meaning
given such term by section 3401(a).
(ii) Self-Employed Individuals and Owner-Employees-
In the case of an employee (within the meaning of section
401(c)(1), the term "wages" includes the earned income
(as defined in section 401(c)(2)) of such employee.
(iii) Exclusion for Wages to Which New Jobs or Win
Credit Applies-The term "wages" shall not include any
amount taken into account in determining the targeted
jobs credit under section 51(a).

(3) Contract Research Expenses-
(A) In General-The term "contract research expenses"
means 65 percent of any amount paid or incurred by the tax-
payer to any person (other than an employee of the taxpayer)
for qualified research.
(B) Prepaid Amounts-If any contract research expenses
paid or incurred during any taxable year are attributable to
qualified research to be conducted after the close of such taxa-
ble year, such amount shall be treated as paid or incurred dur-
ing the period during which the qualified research is
conducted.

(c) Base Period Research Expenses-For purposes of this section-
(i) In General-The term "base period research expenses"
means the average of the qualified research expenses for each year
in the base period.
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penditures.18 2 To qualify, the taxpayer must pay or accrue
expenses during the taxable year "in carrying on any trade or
business."18 3 In defining "qualified research expenditures," the
Code specifically excludes any research "in the social sciences or
humanities."' 8I 4 Also, under the Accelerated Cost Recovery Sys-
tem ("ACRS") for depreciation, machinery and equipment used
for experimentation and research (as defined in I.R.C. section
174) is given a three year recovery period as opposed to the
longer five, ten, or eighteen year periods used previously. 8 5

Furthermore, the Code's treatment of compensatory dam-

(2) Base Period-
(A) In General-For purposes of this subsection, the term
"base period" means the 3 taxable years immediately preced-
ing the taxable year for which the determination is being made
(hereinafter in this subsection referred to as the "determina-
tion year").
(B) Transitional Rules-Subparagraph (A) shall be applied-

(i) by substituting "first taxable year" for "3 taxable
years" in the case of the first determination year ending
afterJune 30, 1981, and
(ii) by substituting "2" for "3" in the case of the second
determination year ending after June 30, 1981.

(3) Minimum Base Period Research Expenses-In no event shall
the base period research expenses be less than 50 percent of the
qualified research expenses for the determination year.

(d) Qualified Research-For purposes of this section the term "quali-
fied research" has the same meaning as the term research or experi-
mental has under section 174, except that such term shall not include-

(1) qualified research conducted outside the United States
(2) qualified research in the social sciences or humanities, and
(3) qualified research to the extent funded by any grant, contract,
or otherwise by another person (or any governmental entity) ...

Id.
182. 4 FED. TAXES (P-H) 16,206 (1986). For a further discussion of a

taxpayer's ability to deduct or amortize research and experimental expenditures,
see supra note 175 and accompanying text.

183. I.R.C. § 30(b)(1) (Supp. III 1985). For the text of section 30(b)(1), see
supra note 172.

184. I.R.C. § 30(d)(2) (Supp. III 1985). For the text of section 30(d)(2), see
supra note 181.

185. Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, 95 Stat. 172
(codified at I.R.C. § 168 (1982 & Supp. III 1985)). This Act created the Acceler-
ated Cost Recovery System (ACRS) for depreciable property. Id. § 201. Under
ACRS, the capital cost of property is written off over statutory recovery periods.
I.R.C. § 168. For personal property such as machinery and equipment used for
research and experimentation under I.R.C. § 174, ACRS provides a three-year
recovery period. Id. § 168(c)(2)(A). As an option, however, a taxpayer may re-
cover costs using the straight line method of depreciation rather than using the
recovery periods provided by ACRS. Id. § 168(f)(2)(C). The enactment of
ACRS sought to provide investment stimulus in the face of the decreasing value
of depreciation deductions due to inflation. For a further discussion of ACRS,
see S. REP. No. 97-144, 97th Cong., 1st Sess. 39-68, reprinted in 1981 U.S. CODE
CONG. & AD. NEWS 145-173; 4 FED. TAXES (P-H) 16,206 (1986).
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ages for patent infringement is preferential. Before I.R.C. section
1304 was repealed in 1964, a taxpayer was allowed to treat the
damages payment as if it had been ratably received over the years
during which the infringement occurred. 86 Under the present
tax structure, the taxpayer who is awarded damages for patent
infringement may consider those payments as if they were pay-
ments for the transfer of the patent (i.e., as capital gain).' 87 Since
copyrighted property does not fit within I.R.C. section 1235, the
Code contains no specific provision for the humanities concern-
ing compensatory damages received from infringement cases as it
does with patents. Furthermore, a Tax Court memorandum deci-
sion concerning copyrights held that the proceeds of a settlement
resulting from an exploitation of a radio program package were to
be treated as ordinary income. 88

Another significant tax discrimination against artists oc-
curred when Congress passed the Tax Reform Act of 1969.189
Prior to the passage of that Act, an artist could make a charitable
contribution of his work and realize no income either upon its

186. I.R.C. § 1304 (1958), repealed by Revenue Act of 1964, Pub. L. No. 88-
272, 78 Stat. 19, reprinted in 1964 U.S. CODE CONG. & AD. NEws 22. The original
section 1304, which was in effect between 1954 and 1964, provided in pertinent
part:

If an amount representing compensatory damages is received or
accrued by a taxpayer during a taxable year as the result of an award in
a civil action for infringement of a patent issued by the United States,
then the tax attributable to the inclusion of such amount in gross in-
come for the taxable year shall not be greater than the aggregate of the
increases in taxes which would have resulted if such amount had been
included in gross income in equal installments for each month during
which such infringement occurred.

Id.
187. Treas. Reg. § 1.1235-1(c)(1) (1960). For the full text of section

1.1235-1(c) (1), see supra note 20.
188. See Kurlan v. Commissioner, 22 T.C.M. (CCH) 1445, 1448 (1963),

aff'd, 343 F.2d 625 (2d Cir. 1965). In Kurlan, the petitioner, an independent
writer and producer of radio and television programs, submitted to Columbia
Broadcasting System, Inc. (CBS) a sample recording for a radio program based
on characters from a literary property known as "my Sister Eileen." After refus-
ing to buy the program from the petitioner, "CBS subsequently produced a
weekly television program . . . entitled "My Friend Irma," which petitioner al-
lege[d] was similar to [his] radio program .. " 22 T.C.M. at 1446. The peti-
tioner commenced an action against CBS alleging infringement of his property
rights in the radio program. Id. at 1446-47. He ultimately settled with CBS for
$75,000. Id. at 1446.

Finding the settlement payment to be compensation to the petitioner for
any possible wrongful use by CBS of his radio program, the Tax Court held that
the $75,000 was to be treated as ordinary income since rights to compositions of
a literary nature are "not property which falls within the section 1221 definition
of capital asset .. " Id. at 1448.

189. Tax Reform Act of 1969, Pub. L No. 91-172, 83 Stat. 487 (1969).
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1986] COPYRIGHTS AND PATENTS 973

contribution or upon later disposition of the work by the do-
nee.' 90 The artist was further "entitled to a charitable deduction
. . .equal to the fair market value of the work transferred."' 9'
The Tax Reform Act of 1969 reduced the deduction for all gifts
of property by the amount that would have been ordinary income
if the donor had sold the property at its fair market value. 192 As a
result, the artist may now deduct only the actual costs of his can-
vas and oils. Additionally, the artist may not claim that the chari-
table contribution was a necessary business expense, deductible
under section 162, even if the gift was intended to promote the
artist's sales. l93 Collectors of art, on the other hand, may deduct
the full fair market value of their charitable dispositons. Their
deduction is not limited to the cost of the work. 194

190. Beghe, The Artist, The Art Market and Income Tax, 29 TAx L. REV. 491,
505, 514 (1974) (footnotes omitted). President Nixon, in fact, donated his vice
presidential papers and got the full fair market value as a deduction before the
passage of the Tax Reform Act of 1969. Id. at 516 (footnotes omitted).

191. Id. at 514. For a discussion of the applicability of the charitable contri-
bution deduction to a donor artist, see Beghe, supra note 83, at 514. Professor
Beghe noted three benefits to the donor artist prior to the Tax Reform Act of
1969: 1) the artist realized no income on disposition; 2) the artist could deduct
the fair market value of the transferred work; and 3) if the work was produced in
a previous year, the amount of the deductions was not reduced by previously
claimed deductions. Id. (Footnote omitted); see also Rudick & Gray, Bounty Twice
Blessed: Tax Consequences of Gifts of Property to or in Trust for Charity, 16 TAX. L. REV.
273 (1961) (noting the latter two benefits).

192. Tax Reform Act of 1969, Pub. L. No. 91-172, § 201(E)(1)(A), 83 Stat.
487, 555 (1969). In the 1969 Act, Congress amended I.R.C. § 170(e) to limit
the charitable contribution deduction. See I.R.C. § 170(e)(1)(A) (1982). Section
170(e)(1)(A) currently states:

(1) The amount of any charitable contribution of property other-
wise taken into account under this section shall be reduced by ...
(A) not have been long-term capital gain if the property contributed

had been sold by the taxpayer at its fair market value (determined
at the time of such contribution)....

Id.
193. See Edelstein and Mott, Tax Problems, in LEGAL AND BUSINESS

PROBLEMS OF ARTISTS, ART GALLERIES AND MUSEUMS 659 (1973).
194. See Speiller, The Favored Tax Treatment of Purchasers of Art, 80 COLUM. L.

REV. 214 (1980). Professor Speiller examines the law and practice by which
purchasers of art can take advantage of the benefits of favorable tax treatment.
The author notes that a great benefit is the availability of a charitable deduction
for the appreciated value of an art work at the time of the gift. Id. at 216-17
(footnotes omitted); see also Mansfield & Groves, Legal Aspects of Charitable Contri-
butions of Appreciated Property to Public Charities, in 4 COMMISSION ON PRIVATE PH-
LANTHROPY AND PUBLIC NEEDS, U.S. DEPT. OF THE TREASURY, RESEARCH PAPERS

2551, 2551-52 (1977) (discussing history of permitting charitable contribution
deduction of appreciated fair market value).
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III. LEGISLATIVE HISTORIES

Having examined in detail the current laws that are pertinent
to copyrights and patents, a discussion of the relevant legislative
history to those laws is now in order. The examination of the
legislative histories will reveal why Congress enacted these laws,
or at least, what Congress has chosen to state as its reasons for
their enactment.

A. Capital Gain Concept

Congress introduced the concept of capital gain into the Tax
Code in the Revenue Act of 1921.195 In the general comment is-
sued by the House Ways and Means Committee, the House of
Representatives stated that the purpose of the Act was to reduce
rather than shift the tax burden because "[t]he reduction of tax
burdens is essential to business recovery ... "196

The predecessor to the present I.R.C. section 1221 was sec-
tion 206(a)(6) of the 1921 Code. 197 This section defined a "capi-
tal asset" to include property acquired and held by the taxpayer
for more than two years as an investment or for profit, whether or
not connected with his trade or business, but not property held
for personal use or inventory.' 98 The report of the Ways and

195. Revenue Act of 1921, Pub. L. No. 67-98, 42 Stat. 227 (1921).
196. H.R. REP. No. 350, 67th Cong., 1st Sess. 1 (1921). In setting forth the

purpose of the Revenue Act, the committee stated:
With few minor exceptions, new tax levies . . . have been avoided. In
the opinion of your committee the exacting of the present excessive
sums of taxes from the country contributes in no small degree to the
depressing influences under which business and industry in general are
staggering as an aftermath of the World War. The cost of the war, the
extent of its destruction, and the financial cost it occasions, is felt, not
during the period of combat but after the cessation of hostilities, at
which time the demand for war supplies terminates, with a resulting
shrinkage of values. The Nation is now passing through the trying pe-
riod of liquidation and readjustment. The reduction of the tax burdens
is essential to business recovery. ...

Id.
197. Revenue Act of 1921, Pub. L. No. 67-98, § 206(a)(6), 42 Stat. 227, 233

(1921); see I.R.C. § 1221 (1982) Revenue Act of 1921, Pub. L. No. 67-98,
§ 206(a)(6), 42 Stat. 227, 233 (1921).

198. Id. This section provided in full:
The term "capital assets" as used in this section means property

acquired and held by the taxpayer for profit or investment for more
than two years (whether or not connected with his trade or business),
but does not include property held for the personal use or consump-
tion of the taxpayer or his family, or stock in trade of the taxpayer or
other property of a kind which would properly be included in the inven-
tory of the taxpayer if on hand at the close of the taxable year.
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Means Committee stated that this section was necessary because
sales were retarded. 99 The gain earned over a number of years
was taxed as a lump sum in the year of realization.200 The pur-
pose of section 206(a)(6) was to permit a transaction to be com-
pleted without the prohibitive tax.20 ' The Senate Finance
Committee's report reiterated this purpose and added that this
section limited the rate of taxation on gain derived from a sale of
a capital asset by providing that only forty percent of the net gain
derived would be taxed.202

The congressional discussions which followed the presenta-
tion of this provision and other related provisions serve to illumi-

199. H.R. REP. No. 350, 67th Cong., 1st Sess. 10 (1921), reprinted in SEID-

MAN'S LEGISLATIVE HISTORY OF FEDERAL INCOME TAX LAWS 1938-1961 at 813
(1938). In its report, the committee found that "[t]he sale of farms, mineral
properties, and other capital assets is now seriously retarded .. " Id.

200. Id. The committee stated that the reason for the retardation of sales
was:

that gains and profits earned over a series of years are under the pres-
ent law taxed on a lump sum . . . in the year in which the profit is
realized. Many such sales, with their possible profit taking and conse-
quent increase of the tax revenue, have been blocked by this feature of
the present law.

Id. at 10-11, reprinted in SEIDMAN'S LEGISLATIVE HISTORY OF FEDERAL INCOME TAX
LAWS, 1938-1961, at 813 (1938).

201. Id. at 11, reprinted in SEIDMAN'S LEGISLATIVE HISTORY OF FEDERAL IN-
COME TAX LAWS 1938-1961, at 813 (1938). The committe explained:

In order to permit such transactions to go forward without fear of a
prohibitive tax, the proposed bill, in section 206, adds a new section...
to the income tax, providing that where the net gain derived from the
sale or other disposition of capital assets would, under the ordinary
procedure, be subjected to an income tax in excess of 15 per cent, the
tax upon capital net gain shall be limited to that rate. It is believed that
the passage of this provision would materially increase the revenue, not
only because it would stimulate profit-taking transactions but because
the limitation of 15 per cent is also applied to capital losses. Under
present conditions there are likely to be more losses than gains.

Id.
202. S. REP. No. 275, 67th Cong., 1st Sess. 12 (1921), reprinted in SEIDMAN'S

LEGISLATIVE HISTORY OF FEDERAL INCOME TAX LAWS 1938-1961, at 814 (1938).
The Senate Committee stated that:

Section 206 limits the rate of taxation upon gain derived from the sale
of capital assets. Under the present law many sales of farms, mineral
properties, and other capital assets have been prevented by the fact that
gains and profits earned over a series of years are ... taxed as a lump
sum and the amount of surtax excessively enhanced thereby. In order
to permit such transactions to take place without fear of prohibitive tax,
section 206 provides that only 40 per cent of the net gain derived from
the sale or other disposition of capital assets shall be taken into account
in determining the net income upon which the income tax is imposed.
This automatically reduces the rate of taxes applicable to such income
by 60 per cent.

9751986]

45

Cantor: Tax Policy: Copyrights and Patents

Published by Villanova University Charles Widger School of Law Digital Repository, 1986



VILLANOVA LAW REVIEW

nate the capital gain concept generally. Senator Walsh of
Massachusetts had difficulty understanding why a lawyer or any
other professional person who derived a fee from a large case was
taxed for the full amount, while a speculator who derived the
same amount of income from the New York Stock Exchange
would only be taxed on forty percent. 203 He continued to state
that if this proposal had any merit at all, then fairness to other
taxpayers demanded that there should be a required holding
period. 20 4

B. The Revenue Act of 1950: Exclusion of Copyrights From Definition
of Capital Asset

The Revenue Act of 1950 made several amendments to the
capital asset definitional sections of the Code which were particu-
larly harmful to authors and artists. These amendments formed
the backdrop for Congress' enactment of section 1235, in 1954,
which once and for all evidenced Congress' desire to benefit in-
ventors at the expense of authors and artists.20 5

Prior to the enactment of the Revenue Act of 1950, the main
hazard an author or artist faced in qualifying for capital gain treat-

203. 61 CONG. REC. § 6575 (1921) (statement of Senator Walsh). In his
remarks to the Senate, Senator Walsh specifically stated:

... [t]he abuses that can grow out of the proposed change would seem
to argue very strongly against the insertion of this clause without some
modification in the pending bill. There is no distinction made between
increased value in tangible or intangible property extending over a
long period of years and that sudden and speculative increase that de-
velops within a short period of time. Under this amendment the stock
speculator who buys early in the year stocks at a small valuation and
sells them later at a much enhanced value would have to pay a tax on
only 40 per cent of the gain from such sales, while gains in income from
every other source of income would be taxed to the full amount.

Under the proposed amendment and bill a lawyer or any other
professional man who derived as a fee from a large case or a merchant
who through a substantial increase in sales derived an income of, say,
$100,000 per year is taxable upon the full amount of income. The
speculator who derives an income of $100,000 a year upon the New
York Stock Exchange or in any other manner would be taxable only on
40 per cent of his net income, or $40,000.

Id. (statement of Senator Walsh).
204. Id. Senator Walsh proposed that:
[I]n all fairness and equity to taxpayers other than those who are mak-
ing money in a speculative way upon sudden increases in the value of
property which they hold that there should be a limit in the time al-
lowed for holding capital assets before the reduced rate of taxation
would be applicable .... a time limit of at least three years.

Id. (statement of Senator Walsh).
205. For a discussion of the purpose and history of section 1235, see Mott,

supra note 24, at 151-52; see also supra note 6 (Text of I.R.C. § 1235).
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ment when he disposed of his property was the provision which
withheld capital gain treatment for property held by the taxpayer
"primarily for sale to customers in the ordinary course of busi-
ness." 20 6 A professional author or inventor was deemed to hold
the products of his efforts as goods for sale in his business so that
he was, therefore, not eligible for capital gain treatment when he
transferred that property. 20 7 On the other hand, an amateur au-
thor or inventor in the field who produced and sold only a few
works might be deemed to realize capital gain on the sale or ex-
change of his works since he was not "in the business" of produc-
ing and selling his works.208

To avoid this loophole which was available to amateur au-
thors and artists, the Revenue Act of 1950 specifically excluded
from the definition of capital asset all copyrighted property (and
all property which might be entitled to copyright protection)
which was held by a taxpayer whose personal efforts created the
property or by a taxpayer in whose hands the basis of such prop-
erty is determined by reference to the basis in the hands of the
creator.2 0 9 Section 206(a)(6) of the 1921 Code had come under
the rubric of section 117 of the 1939 Code: Capital Gains and
Losses.2 10 The 1950 bill which finally passed through the House
amended the definition of "capital asset" to read: "The term
'capital assets' does not include...

206. Revenue Act of 1942, Pub. L. No. 77-753, § 151(b), 56 Stat. 798, 846
(1942) (enacting I.R.C. § 117(j)). Under I.R.C. § 117(j)(1) (the predecessor sec-
tion to section 1231(b)), "property held by the taxpayer primarily for sale to
customers in the ordinary course of his trade or business was expressly excluded
from the statutory definition of "property used in the trade or business." Reve-
nue Act of 1942, Pub. L. No. 77-753, § 151(b), 56 Stat. 798, 846. Such property,
therefore, was denied the benefits of section 117(j)(2) which treated a taxpayer's
gains and losses from dispositions of section 1170) business assets as long-term
capital gains and losses if the total gains exceeded the total losses. Id. The
current I.R.C. section 1231(a) makes similar provisions for such treatment of
business assets. See I.R.C. § 1231(a) (Supp. III 1985).

207. 3BJ. MERTENS, supra note 15, at § 22.19.
208. Id.; see also Herwig v. United States, 105 F. Supp. 384 (Ct. Cl. 1952)

(author realized capital gain on the sale of her novel since she did not hold such
property primarily for sale to customers in the ordinary course of business); Te-
Linde, 18 T.C. 91 (1952) (author realized capital gain upon the sale of his work);
Filpel, TAX LAW., supra note 60. For a further discussion of the TeLinde case, see
supra notes 130-136 and accompanying text.

209. Revenue Act of 1950, Pub. L. No. 81-814, § 210, 64 Stat. 906, 932-33,
reprinted in 1950 U.S. CODE CONG. SERVICE 509-10 (amending Internal Revenue
Code of 1939, Pub. L. No. 76-1 § 117(a)(1), 53 Stat. 1, 50 (1939)) (emphasis
added).

210. Revenue Act of 1921, Pub. L. No. 67-98 § 206(a)(6), 42 Stat. 227, 233
(1921); Internal Revenue Code of 1939, Pub. L. No. 76-1, § 117, 53 Stat. 1, 50
(1939).
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(C) a patent [deleted] or copyright; an invention
[deleted] or design [deleted] a literary, musical, or artis-
tic composition; or similar property; held by-

(i) a taxpayer whose personal efforts created
such property .... 211

The report of the House Ways and Means Committee reveals
that Congress intended to exclude from the definition of a capital
asset all property held by any taxpayer whose personal efforts had
created it.212 Patents as well as copyrights were added to the ex-
clusion of section 117 and, therefore, excluded from the defini-
tion of "capital asset."213  The House did away with the
distinction between an amateur author or inventor and a profes-
sional author or inventor, stating that "a person who devises an
invention or who writes a book or creates some other sort of artis-
tic work will be taxed at ordinary income rates .... whether it is
his first product in the field or not." 21 4 The House apparently
wanted to close the loophole which allowed any amateur, whether
author or inventor, to realize capital gain.

The Senate Finance Committee referred to the 1950 bill as

211. Revenue Act of 1950, Pub. L. No. 81-814, § 210(a), 64 Stat. 906, 932
(1950), reprinted in SEIDMAN'S LEGISLATIVE HISTORY OF FEDERAL INCOME AND Ex-
CESS PROFITS TAX LAWS: 1953-1939, at 1763 (1954) (emphasis added).

As a point of interest, the amendment to close the "amateur" loophole has
been referred to as the "Eisenhower Amendment" because its introduction was
stimulated by the capital gain realized by General Eisenhower as an amateur
author on the sale of his book, Crusade in Europe. 3BJ. MERTENS, supra note 15, at
§ 22.19 n.7; see also Mott, supra note 24, at 150-51, Pilpel, TAX LAW, supra note
60, at 76.

212. H.R. REP. No. 2319, 81st Cong., 2d Sess. 92 (1950), reprinted in SEID-
MAN'S LEGISLATIVE HISTORY OF FEDERAL INCOME AND EXCESS PROFITS TAX LAWS:
1953-1939, at 1764 (1954) (emphasis added). The Committee Report stated:

The definition of the term "capital assets" has been ... amended
to exclude certain property created by the personal efforts or exertions
of the taxpayer. Under the committee amendment a person who de-
vises an invention or who writes a book or creates some other sort of
artistic work will be taxed at ordinary income rates, rather than at capi-
tal gains rates, upon gain from the sale of the work....

Id.
213. Id. The Committee Report further explained that:
. . . the bill lists specifically patients [sic], copyrights, inventions, de-
signs, and literary, musical, or artistic compositions as property in-
tended to be excluded from the capital asset category. The amendment
will also exclude any property similar to that specifically named; for ex-
ample, a formula or a radio program which has been created by the
personal efforts of the taxpayer.

Id.
214. Id.
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one which included many "loophole-closing measures.- 21 5 This
was particularly important since there was a need at that time to
raise taxes because of the war in Korea. 21 6 However, the Senate,
in its report, did not include patents in the exclusionary language
of section 117 and, therefore, did not exclude patents from the
definition of a capital asset. Rather, it spoke only of the person
"in the profession of writing books or creating other artistic
works" and stated that the income from the sale of products cre-
ated by personal effort should be taxed as ordinary income. 21 7

The Senate Finance Committee agreed that the policy of taxing
the products of an artist's personal efforts should apply to the am-
ateur artist as well, who, under the present tax structure, could
avail himself of a loophole if he held his creation for six
months. 218 He could then sell it and realize capital gain treat-
ment. 2 19 Furthermore, to avoid another loophole, any gain real-
ized by a person who acquired the artistic work as a gift from the
artist could be taxed as ordinary income. 220

When the Senate Finance Committee report finally made
mention of patents and inventions, it was to say that the proposed
House bill wrongly excluded those assets from the definition of
capital asset. The Finance Committee believed that the "desira-
bility of fostering the work of such inventors outweight[ed] the

215. S. REP. No. 2375, 81st Cong., 2d Sess. 1 (1950), reprinted in 1950 U.S.
CODE CONG. SERVICE 3053.

216. Id. The Senate Finance Committee found that "[m]ilitary action in Ko-
rea coupled with substantial increases in defense and related expenditure has
made it necessary to convert the excise tax reduction bill passed by the House in
June of this year into a bill to raise revenues." Id.

217. Id. at 3097. The committee stated that:
When a person is in the profession of writing books, of creating

other artistic works, his income from the sale of the products of his
work is taxed as ordinary income. This is true whether he receives roy-
alties from the use of his products or sells them outright, since the
products of his work are held by him "primarily for sale to customers in
the ordinary course of his trade or business" and are, therefore, not
treated as capital assets.

Id.
218. Id.
219. Id. The Finance Committee Report explained that:

If an amateur receives royalties on his book or other artistic work,
they are treated as ordinary income, but if he holds his book or other
artistic work for 6 months . . . and then sells it outright he can avail
himself of a loophole which treats such a sale as the sale of a capital
asset, not held primarily for sale to customers in the ordinary course of
the taxpayer's trade or business. As a result the taxpayer receives long-
term capital gain treatment on the product of his personal effort.

220. Id.
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