Notice of Proposed Rulemaking SUPPLEMENTARY INFORMATION: ing worthlessness). In other cases, such

and Notice of Public Hearing as computer software, purchased mort-
o _ Background gage servicing rights, service and supply
Amortization of Intangible Property This document contains proposed:ontracts, and certain other contracts or

~ - regulations under sections 167(f) andights with a fixed duration, other cost
REG-209709-94 197. These provisions were added to thl’fcovery methods were prescribed by
AGENCY: Internal Revenue Servicelntemnal Revenue Code of 1986 (thehe OBRA '93 amendments. In st
(IRS), Treasury Code) by section 13261 of OBRA '93,0ther cases, such as motion npicture
: : and apply to intangible property aC_ﬁlms, teIeV|s!on series, books, and
ACTION: Notice of proposed rulemak- quired after August 10, 1993 (or aftersout?]ddre(iﬁr(imgs, other fcf:osj[t rgcovs{ery
ing and notice Of pub“c hearing_ July 25, 1991, if a valid retroactive QERX ,893 at were In € eC. pr|0r 0
election to apply OBRA '93 to intan- . are more appropriate under

SUMMARY: This document contains gibles has been made pursuant t§' C'rclumSta.”CGS' SEC“O” f167(f) pro-
proposed regulations relating to the am8 1.197-1T). vides alternative methods of deprecia-

izati f certain intangibl " tion for certain of the intangibles ex-
ortization of certain INtangible property. the proposed regulations providecluded from the application of section

The proposed regulations reflect changegefinitions and rules for amortization of197.

to the law made by the Omnibus Budgejniangible property subject to sections The proposed regulations provide
Reconciliation Act of 1993 (OBRA '93), 197 and 167(f). On June 24, 1994, theyuidance for certain intangible property
and affect taxpayers who acquired intanrrs - pplished Announcement 94-9%ubject to sections 167(f) and 197. The
gible property after August 10, 1993, Of(1994 58 | R.B. 139) in theFederal section 167(f) proposed regulations pro-
made a retroactive election to appIyRegister (59 FR 32670) inviting com- vide rules for intangible property subject
OBRA '93 1o intangibles acquired after ponts ynder section 197 relating to theo the allowance for depreciation under

July 25, 1991. This document also Proymortization of goodwill and certain section 167 and specifically excluded

vides notice of a public hearing on thegihey intangibles that should be adfrom section 197. These intangible as-
proposed regulations. dressed in proposed regulations. Theets include certain computer software,
DATES: Comments must be receiveciqRS has reviewed these comments andghts to receive tangible property or
by April 16, 1997. Requests to appea as addressed certain issues raised in teervices, n_ghts of fixed duration, pat-
and outlines of oral comments to becOMMents in the proposed regulationsents, copyrights, and mortgage servicing
presented at the public hearing Scheﬁjowgver,.becags_e these comments wergghts. These proposed regulations re-
uled for May 15, 1997, must be re_recewed in anticipation of _the issuanceserve guidance on the method of de_pre—
ceived by April 24, 1997. of these proposed regulations, and beciating the cost of separately acquired

' cause these regulations are subject tdghts to receive tangible property or
ADDRESSES: Send submissions tofurther comment and a public hearingservices where the amount of the prop-
CC:DOM:CORP:R (REG-209709-94),n0 attempt has been made to describerty or services to be received is not
room 5228, Internal Revenue Service?‘” of the principal comments that arespecified. The IRS invites comments on
POB 7604, Ben Franklin Station, Wash10t reflected in these regulations or thepossible methods of depreciation in

ington, DC 20044. Submissions may hd€asons therefor. these cases. _ _

hand delivered between the hours of % . - Because section 197 provides a
am. and 5 p.m. to: CC:DOM:CORP:REXPlanation of Provisions method of amortization and, except in
(REG-209709-94), Courier's Desk, In- . the case of certain covenants not to
ternal Revenue Servicel111 Constitu- 1. General overview compete, governmental licenses, permits

tion Avenue NW, Washington, DC. Al- Sections 167(f) and 197 provide com-and other rights, and contracts for the
ternatively, taxpayers may submitPrehensive rules for the depreciation andse of section 197 intangibles, does not
comments electronically via the Interne@mortization of many intangible assetsalter the rules for determining the basis
by selecting the “Tax Regs” option of Intangible assets subject to section 193f an asset, section 197 generally does
the IRS Home Page, or by submittingdre broadly defined to include mostnot apply to amounts that would other-
comments directly to the IRS Internetintangible assets acquired in connectiomwise be deductible. For example, section
site at http:\\www.irs.ustreas.gov\prodWwith the acquisition of a trade or busi-197 does not generally apply to the
tax_regs\comments.html. The publiciess and certain other separately aeosts of advertising because, in most
hearing will be held in the Commission-quired intangible assets. The adjustedases, these costs are deductible under
er's Conference Room (Room 3313)basis of an amortizable section 19%ther provisions of the Code. See Rev.
Internal Revenue Bu||d|ngl]_]_l Consti- intangible must be amortized over aRul. 92-80 (1992—2 C.B. 57) In addi-
tution Avenue NW, Washington, DC 15-year period. Certain other intangibletion, section 197 does not apply to costs
20224. assets are excluded from section 197 fahat would not, under general principles
various reasons. In some cases, such af Federal income tax law, be included
FOR FURTHER INFORMATION stock and partnership interests, the assit the basis of a section 197 intangible.
CONTACT: Concerning the regulations,is property of a character that is notFor example, if a taxpayer borrows
John Huffman at (202) 622-3110; consubject to an allowance for depreciatiormoney to purchase the assets of a trade
cerning submissions and the hearinghecause it represents a permanent imr business (including amortizable sec-
Michael Slaughter at (202) 622-8452vestment that can only be recoveredion 197 intangibles) and incurs fees in
(not toll-free numbers). through disposition of the asset (includ-connection with the loan, these costs are



generally amortized over the term of thebusiness. The legislative history pro-computer software has not been substan-
loan rather than under the rules ofvides, however, that section 197 appliesially modified if its capitalized cost
sections 167(f) and 197. As a furtheto a covenant not to compete acquiredioes not exceed the greater of $2,000 or
example, if the amortizable section 197%vith the assets of a trade or businesd,25 percent of the price at which the
intangibles acquired in the transactiorthe stock in a corporation, or an interesunmodified version of the software is
include a favorable supply contract, thén a partnership engaged in a trade oreadily available to the general public.
amortizable basis in the contract doesusiness. Consequently, the proposed The proposed regulations incorporate
not include amounts required to be paidegulations do not provide for this ex-some of the provisions of Revenue
for goods to be received pursuant to theeption. In this regard, the proposedcrocedure 69-21 (1969-2 C.B. 303),
contract. regulations provide that for purposes ofnvolving the treatment of costs of com-
In addition, section 197 does notsection 197(f)(1)(B), the disposition orputer software, and modify other provi-
apply to any amount for which a deduccancellation of redeemed stock of asions to the extent necessary to conform
tion would be disallowed under othercorporation will not cause the covenanto the amortization rules provided under
provisions of the Code, such as sectioto be written off faster than over thesections 197 and 167(f). Consequently,
162(k) (relating to amounts paid orl5-year amortization period provided forif costs for developing computer soft-
incurred by a corporation in connectionunder section 197 (in the case of avare that the taxpayer has elected to
with the acquisition of its stock or the covenant to which section 162(k) doesreat as deferred expenses under section

stock of a related person). not apply). 174(b) result in the development of a

No inference should be drawn from . self-created intangible excluded under
any provision in the proposed regulaB. Contracts for the Use of Section 197section 197(c)(2) and subject to the
tions concerning the classification oflntangibles allowance for depreciation under section

o ey semion 18y b . Some commentators dlso requesteTe), Seuctins fr e tecoyered
treated as tar}1/gible or intangibleg prop-(‘:]u'd"jmce on the extent to Wh'Ch-Coang(f)(l) Computer sogtware costs in-
erty, for other purposes of the Codetr-a cts for the use of section 197 Intan_cluded Withoutpbein separately stated
Furt,hermore no inference should b ibles would be SUbJECt- to section 197 the,cost of the gom puter hsgrdware,
drawn from 'any provision in the pro- n some cases suggesting that an mta;?jbundled software) contir?ue to be capi-
osed regulations regarding (a) whethe(*?Ible was not subject to_section 19- lized and depreciated as part of tphe
gn sectign 197 intar? ible fqhat is not a Lniess the taxpayer ob'gamed ownershi omputer hardvf/)are The pro posed regu-
amyortizable section 1%7 intangible ma;r/bf property for Fe;dgral Income tax I-Our_latiorﬁ)s also continué to treF;t gs curren%l
be amortized or depreciated under anjj_ . However, it is sometimes difficult ductibl ft t I ()j/
ol P Mo determine whether the terms of arf€ductivie softwareé Costs propeérly an
provision of the Code other than SeCt'Orhgreement confer ownership, for Federdionsistently treated as deductible (not
197, or (b) the proper method for .dEter"mcome tax purposes, of property, andapitalized) under § 1.162-11.
nmc;nilrr:lgerggzeagﬁ\éﬁgcgeﬂé?;\tgr.frgmag)r? fhe IRS and Treasury believe that th Certain Separately Acquired
rerenc : Zpurposes of section 197 could be cir: == P y ACq
provision in the proposed regulation cumvented through the use of SucHntanglbles
faor?gcif)[g'”%rwgff;‘eﬁ@';’ésfefﬁf&,f)g 7h':'agreements. Accordingly, the proposed certain intangibles are excepted from
been purchased, leased, or licensed fsregulatlons provide that contracts for thesection 197 if they are not acquired as
Federal income tax burnoses Use of section 197 intangibles wil alsopart of a purchase of a trade or business.
purp ' be treated as section 197 intangiblesrne proposed regulations clarify that,
2. Section 197 intangibles Contracts that are so treated may, Nowrr purposes of section 197, a group of
ever, be excluded under either sectioRssets constitutes a trade or business if
~ The proposed regulations define seci97(e)(4)(B) or (D) on the basis thatiheir use would constitute a trade or
tion 197 intangibles (subject to certainthey are contracts for the receipt ofyysiness under section 1060; that is, if
exceptions) as goodwill, going concerrproperty or services, contracts having goodwill or going concern value could
value, workforce in place, informationfixed duration, or contracts having aynder any circumstances attach to the
base, know-how, customer- and supplierfixed amount and recovered on a unityssets. Temporary and proposed regula-
based intangibles, governmental licensesf-production method or other similartions under section 1060, in turn, pro-

and permits, covenants not to competenethod. vide that a group of assets constitutes a
and other similar arrangements, fran- _ _ trade or business for purposes of section
chises, trademarks, trade names, arill Intangibles excluded from section 1060 if the use of such assets would
contracts for the use of the foregoingl97 constitute an active trade or business for
assets. purposes of section 355. However, in

A. Computer Software appropriate cases, even if the use of a

Section 197 intangibles do not includegroup of assets would not constitute an
Some commentators in response teomputer software that is readily avail-active trade or business for purposes
Announcement 94-92 suggested that able for purchase by the general publicof section 355, such assets may never-
covenant not to compete relating to thés subject to a nonexclusive license, anéheless constitute a trade or business
redemption of stock or a partnershiphas not been substantially modified. Théor purposes of section 1060. See
interest from a departing stockholder oproposed regulations provide a safe ha® 1.1060-1T(b)(2).
partner should be excluded from sectioor for purposes of determining whether The IRS intends to provide additional
197 because this situation does notomputer software has been substarguidance as to the circumstances under
involve the acquisition of a trade ortially modified. Under the safe harbor,which the acquisition of a group of

A. Covenants not to Compete



assets constitutes a trade or business farile retaining other intangibles ac-acquired are added to basis at such time
purposes of section 1060 in regulationguired in the same or related transactiorand generally amortized ratably over the
under that section. Accordingly, the pro-and then selling the stock. Special rulesemaining months in the 15-year period
posed regulations do not provide subare also provided for the application ofas of the beginning of the month the
stantive guidance on this question, exthe loss disallowance provisions in caseamount is paid or incurred. However, in
cept to the extent that the considerationwhere a taxpayer has disposed of all obrder to reduce the administrative bur-
are unique to the application of sectiorthe amortizable section 197 intangibleslen that may result from a requirement
197. The IRS invites comments on theacquired in a single transaction but igo maintain separate amortization sched-
extent to which additional rules undertreated as having retained other amortizdles for each month during the 15-year
section 197 may be necessary. able section 197 intangibles solely byperiod, taxpayers are permitted to use
virtue of the retention of amortizable certain simplifying conventions. In addi-
C. Certain Contracts and Governmentalsection 197 intangibles by a relatedion, any amount that is not properly
Rights person. included in the basis of an amortizable
While section 197 intangibles include - i . section 197 intangible until after the
9 B. Transactions Involving Partnerships expiration of the 15-year period is amor-

licenses, permits, and other rights . . : ; .
grantea by'a govermental unit o an The proposed_ reguitons provige 750 ] IMedie Lpop e el
agency or instrumentality thereof (sectules and examples relating to the treat§ntan ible. The proposed requlations re-
tion 197(d)(1)(D)), certain rights grantedment of section 197 intangibles acquire(#er t09§ 1 461_f(a)F(’1) or ru?es iy
by these governmental entities are exor transferred in certain partnership the time at which an amountgma be
cluded from section 197 pursuant tdransactions, including terminations un'taﬁen into account by a taxpaver uysin
section 197(e)(4)(B) and (D), subject toder section 708(b)(1), and the applica-he cash receipts Zmd digbzrsemengt]s
the conditions and limitations therein.tion of section 197 to the special basig othod. The rgfer to § 1.461-1(a)(2)
Because a particular right may be deadjustments of partnership property forlfgr ruleé ovgrnin the time' at VT/hiCh a
scribed in two or more of these provi-which a section 754 or section 732(OI)IiabiIit isgincurredg and generally taken
sions, the proposed regulations providelection is in effect. Guidance is aISOinto ayccount (for examgle b )(reatin
guidance regarding the potential conflictorovided regarding the effect of Curativethe amount of the IiabiI[i)t ’asya ca itagll
between, or overlap with, these provi-and remedial allocations and the appli—ex enditure) by an accr)[JaI basisptax-
sions. Thus, a right that would becation of the anti-churning rules to cer- P y
subject to section 197 pursuant to sedain partnership transactions. payetr.
tion 197(d)(1)(D) may nevertheless be In the case of the termination of ag
excluded if it is also described in sec-partnership under section 708(b)(1)(B)™
tion 197(e)(4) and meets all of the(relating to a sale or exchange of an To be eligible for amortization, sec-
requirements for exclusion. Furthermoreinterest), the rules contained in the protion 197 intangibles must qualify as
a right that meets the requirements oposed regulations are based on recentbmortizable section 197 intangibles.
either section 197(e)(4)(B) or sectionproposed regulations under that sectiorGenerally, amortizable section 197 in-
197(e)(4)(D) is excluded from sectionpursuant to which the new partnership isangibles are section 197 intangibles that
197 even if it fails to meet one of thetreated as having directly acquired thewre acquired after August 10, 1993 (or
requirements for the other exclusion. Inassets of the old partnership in exchanggcquired after July 25, 1991, and for
addition, any license, permit, or otherfor the assumption of its liabilities andwhich the taxpayer made a proper elec-
right granted by a governmental unitthe issuance of interests in the newion under § 1.197-1T) and held in
that otherwise meets the definition of gpartnership. Accordingly, for purposes ofconnection with the conduct of a trade
franchise under section 197(d)(1)(F)section 197, the consequences of thgr business or an activity described in
such as an FCC broadcast license dermination of a partnership under secsection 212.
cable television franchise, is treated as tion 708(b)(1)(B) may not be the same Tpe proposed regulations provide
franchise under the regulations. Accordas the consequences of such a terminﬁhti-churning rules to prevent taxpayers
ingly, these licenses do not qualify fortion under the rules in effect at the timeqgm converting into amortizable section
any of the exceptions from section 197%ection 197 was enacted. 197 intangibles existing goodwill, going
provided under section 197(e)(4). . concern value, and any other section
C. Treatment of Contingent Payments 197 intangible for which amortization

The proposed regu|ations C|arify thaLWOU'd not have been allowable prior to
except in the case of contingent pay.OBRA '93 through the use of related
ments, amounts paid for section 19persons and certain other transactions.

The proposed regulations contairintangibles are treated as amountdhe proposed regulations define the
rules for the loss disallowance provi-chargeable to capital account, and théerm related person for purposes of
sions set forth in section 197(f)(1). Inentire principal amount is amortizedthese rules.
particular, the proposed regulations proratably over the 15-year amortization The proposed regulations also contain
vide that a taxpayer may not circumvenperiod beginning with the later of theprovisions for the exception to the anti-
the loss disallowance rules, for examplemonth in which the intangible is ac-churning rules in situations where the
by transferring some intangibles, whoseuired or the date on which the activeseller elects to recognize gain and
adjusted basis is greater than their faiconduct of a trade or business beginsagrees to pay a specified amount of tax.
market value, to a corporation in ex-Contingent payments for section 197The regulations reserve guidance on the
change for stock in the corporation in aintangibles paid or incurred after themanner of making this election. The IRS
transaction described in section 351taxable year in which the intangible isintends to issue a revenue procedure in

Anti-churning Rules

4. Special rules of application

A. Loss Disallowance Provisions



order to provide interim guidance tobasis to individual assets in the case of The rules of 26 CFR 601.601(a)(3)
taxpayers on the manner of making this direct acquisition of assets constitutingipply to the hearing.
election, and the final regulations will a trade or business or a deemed acquisi- Persons that wish to present oral
include the relevant provisions of thistion of assets as the result of an electiogomments at the hearing must submit
revenue procedure. under section 338. Under this system¢omments and an outline of the topics
The proposed regulations contain botlyssets in the nature of goodwill and© be discussed and the time to be
an anti-churning anti-abuse rule and oing concern value are included indevoted to each topic (in the manner
general anti-abuse rule that provide thag|ass v, while other intangible aSsetS’described in ADDRESSES) by April 16,
the Commissioner may recast any tranSyhether or not amortizable, are includedt997- A period of 10 minutes will be
action if one of its principal purposes isi, Class IIl. Each successive class jéllotted to each person for making com-
to avoid the purposes of section 197g|gcated basis under a residual methodMents: . .
subject to a fair market value limitation AN @genda showing the scheduling of
Yor all classes except Class IV. Aftergr}}e jlpeak?rs wil b_e_prepan:lc_i afterhthe
: : . ; adline for receiving outlines has
Section 197(f)(5) provides specialbasis has been allocated to each class gassed. Copies of the agenda will be
rules for section 197 intangibles resultthe aggregate, assets within each of th iable T ¢ ch he heari
ing from assumption reinsurance transfirst three classes are allocated basis gava!lable free of charge at the hearing.
actions. The proposed regulations rea proportional method. This system iSDrafting Information
serve guidance on certain aspects dghconsistent with the policies of section
these transactions. The IRS invites coml97, which prescribes uniform treatment The principal author of these regula-
ments on the extent to which additionafor all amortizable section 197 intan-tions is John Huffman, Office of Assis-
guidance on the application of sectiorgibles. Accordingly, appropriate modifi- tant Chief Counsel (Passthroughs and

6. Assumption Reinsurance Transaction

197 to these transactions may be necesations are being proposed. Special Industries), IRS. However, other
sary. personnel from the IRS and Treasury

Special Analyses Department participated in their devel-
7. Proposed Effective Dates opment.

It has been determined that this notice

The regulations for sections 167(f)of proposed rulemaking is not a signifi-
and 197 are proposed to be effective ogant regulatory action as defined in EQProposed Amendments to the Regula-
the date on which the final regulations12866. Therefore, a regulatory assessions
are published in the~ederal Register ment is not required. It also has been _ _
Regulations to implement sectiondetermined that section 553(b) of the Accordingly, 26 CFR part 1 is pro-
197(e)(4)(D) (separately acquired conAdministrative Procedure Act (5 U.S.C.Posed to be amended as follows:
tracts of fixed duration or amount) arechapter 5) does not apply to thes
proposed to be effective August 11,reglﬂ)lations), and, becausept%)é regulatio%sART 1—INCOME TAXES
1993, for property acquired after Augustdo not impose a collection of informa- Paragraph 1. The authority citation
10, 1993 (or July 26, 1991, if a validtion on small entities, the Regulatoryfor part 1 is amended by adding an
retroactive election has been made undemexibility Act (5 U.S.C. chapter 6) doesentry in numerical order to read as

* * * * *

§ 1.197-1T). not apply. Pursuant to section 7805(f) ofollows:
. the Internal Revenue Code, this notice Authority: 26 U.S.C. 788 * * *
8. Accounting Method Changes of proposed rulemaking will be submit-Section 1.197-2 also issued under 26

A change in the method of deprecia-ted to the Chief Counsel for AdvocacyU.S.C. 197(g)* * *
tion or amortization of intangibles is a Of the Small Business Administration for Par. 2. Section 1.167(a)-3 is amended
change in method of accounting thafOmment on its impact on small busi-by adding a sentence at the end to read

requires the consent of the Commis!€SS- as follows:

sioner of Internal Revenue under sectio . . .
446(e). To obtain this consent, a Forn:azomments and Public Hearing § 1.167(2)-3 Intangibles.

3115, Application for Change in AC-  pefore these proposed regulations are * * See 8§ 1.197-2 and 1.167(a)-14
counting Method, generally must beyyonieq as final regulations, considerfor amortization of goodwill and certain

filed within 180 days after the beginning 4¢ion will be given to any éommentsOther intangibles acquired after August
of the taxable year in which the pro-y\ai are submitted (in the manner delO. 1993, or after July 25, 1991, if a

posed change is to be made. Taxpayelgriped in ADDRESSES) timely to the valid retroactive election under § 1.197-
that have adopted a method of accouniRg Al comments will be available for 1T has been made.

inhg for cehrtain inta;}n%iblefs may need t‘joublic inspection and copying. Par. 3. Section 1.167(a)—6 is amended
change their method of accounting t : : y adding two sentences at the end of
comply with the final regulations. o f\hﬁ;)?"ishei‘ggg has been rscr;ﬁdﬁ:g(garagraph (@) to read as follows;

Commissioner’'s Conference Roo
(Room 3313), Internal Revenue Buil
In separate notices the IRS and Treang, 1111 Constitution Avenue NW,
sury are issuing temporary and proposeWashington, DC 20224. Because of ac- (a) * * * See § 1.167(a)-14(c)(4) for
amendments to the temporary regulacess restrictions, visitors will not bedepreciation of a separately acquired
tions under sections 1060 and 338(b)admitted beyond the Internal Revenuénterest in a patent or copyright de-
The existing temporary regulations esBuilding lobby more than 15 minutesscribed in section 167(f)(2) acquired
tablish a four-class system for allocatingoefore the hearing starts. after the date on which the final regula-

Mg 1.167(a)-6 Depreciation in special
“cases.

9. Basis Allocation Rules



tions are published in the Federal Regisil. The cost of acquiring an interest intiplying the cost of the right by a

ter. See § 1.197-2 for amortization ofcomputer software that is included,fraction, the numerator of which is the
interests in patents and copyrights thatvithout being separately stated, in theamount received or delivered during the
constitute amortizable section 197 intaneost of the hardware or other tangibleaxable year and the denominator of

gibles. property is treated as part of the cost ofvhich is the total amount to be received

e e e e the hardware or other tangible propertyor delivered (including amounts received

Par. 4. Section 1.167(a)-14 is addedpat is capitalized and depreciated undesr delivered prior to the close of the

to read as follows: other applicable sections of the Internataxable year) under the terms of the
Revenue Code. contract or governmental grant.

§ 1.167(a)-14 Treatment of certain in- (C) Certain interests or rights ac-  (jj) Rights of unspecified amount and
tangible property excluded from sectiorguired separately-(1) Certain rights 10 fjxed duration of less than 15 yearghe
197. receive tangible property or services cost of acquiring a right of an unspeci-

Overview Thi i " The amount of the deduction for afieq amount and a fixed duration of less
(a) Overview This section provides separately acquired right to receive tangan 15 years is amortized ratably over

!’U|ES .fOI' the amortization of certain gible property or services under a CONthe period of the I’ight
intangibles that are excluded from secCtract or from a governmental unit (speci- '
tion 197 (relating to the amortization offied in section 167(f)(2) and § 1.197—
goodwill and certain other intangibles).z(c)((;)) is determined as follows:
These excluded intangibles are specifi- (i) Amortization of fixed amounts
cally described in § 1.197-2(c)(4), (6),The cost of acquiring a right to receive
(7), (1%), andft (13) anddinclutt.'ir-z_ Cefiﬁina fixed amount of tangible property or(g
computer sortware and certain oth€kervices is amortized for each taxabl€e. . : :
separately acquired rights, such as rightgear by multiplying the basis (as deter-dll:ﬁlrj]msmgcﬁ)(;%l:x'Sézrrlcfn a\fvh"’l‘g‘%’ me
to receive tangible property or servicesmined under section 1011) of the rightri htgi] ired. th yf ts clearly indi-
patents and copyrights, rights of fixedpy a fraction, the numerator of which iscgte asrsgggnaeblé eipeii:ngyegf )r/enewal

duration or amount, and certain mortthe amount of tangible property or ser-" :
gage servicing rights. Intangibles forvices received during the taxable yeay (1) The mere fact that a taxpayer will

which an amortization amount is deterand the denominator of which is thehave the opportunity to renew a contract
mined under section 167(f) and intan{otal amount of tangible property orfdht or otherright on the same terms as
gibles otherwise excluded from sectionservices received or to be received un@'€ available to others, in a competitive
197 (for example, self-created intander the terms of the contract or govern@Uction or similar process that is de-
gibles described in § 1.197-2(d)(2)) arenental grant. For example, if a taxpayesigned to reflect fair market value and
amortizable only if they qualify as prop- acquires a favorable contract right td" Which the taxpayer is not contractu-
erty subject to the allowance for deprereceive a fixed amount of raw material2!ly advantaged, will generally not be
ciation under section 167(a). during an unspecified period, the tax{2Ken into account in determining the
(b) Computer software-(1) In gen- payer must amortize the cost of acquirduration of such right provided that the
eral. The amount of the deduction foring the contract right by multiplying the Pidding produces a fair market value
computer software described in sectionotal cost by a fraction, the numerator offfic€ comparable to the price that would
167(f)(1) and § 1.197-2(c)(4) is deterwhich is the amount of raw materialsP® Obtained if the rights were purchased
mined by amortizing the adjusted basiseceived under the contract during thdmmediately after renewal from a person
of the computer software using thetaxable year and the denominator ofOther than the person granting the re-
straight line method described inwhich is the total amount of raw materi-Néwal) in an arm's-length transaction.
§ 1.167(b)-1 (except that its salvageals received or to be received under the (i) The cost of a renewal not in-
value is treated as zero) and an amortieontract. cluded in the terms of the contract or
zation period of 36 months beginning (i) Amortization of unspecified governmental grant is treated as the
with the month that the computer soft-amount over fixed periodThe cost of acquisition of a separate intangible asset.
ware is placed in service. If costs foracquiring a right to receive an unspeci- (4) Patents and copyrights The
developing computer software that th€ied amount of tangible property oramount of the deduction for a separately
taxpayer properly elects to defer undeservices over a fixed period is amortizedacquired interest in a patent or copyright
section 174(b) result in the developmentatably over the period of the right. described in section 167(f)(2) and
of property subject to the allowance for (iii) Amortization in other case§Re- § 1.197-2(c)(7) is equal to the purchase
depreciation under section 167, the ruleserved] price paid or incurred during the year if
of this paragraph (b) will apply to the (2) Rights of fixed duration or the purchase price is payable on at least
unrecovered costs. In addition, this paraamount The amount of the deductionan annual basis as either a fixed amount
graph (b) applies to the cost of sepafor a separately acquired right of fixedper use or a fixed percentage of the
rately acquired computer software whereluration or amount received under aevenue derived from the use of the
these costs are separately stated and tbentract or granted by a governmentapatent or copyright. Otherwise, the cost
costs are required to be capitalized ununit (specified in section 167(f)(2) andor other basis of a separately acquired

(3) Application of renewals (i) For
purposes of paragraphs (c)(1) and (2) of
this section, the duration of a right
under a contract (or granted by a gov-
ernmental unit) includes any renewal
eriod if, based on all of the facts and

der section 263(a). § 1.197-2(c)(13)) and not covered bypatent or copyright (or an interest
(2) Exceptions Paragraph (b)(1) of paragraph (c)(1) of this section is detertherein) is depreciated ratably over its
this section does not apply to the cost ofmined as follows: remaining useful life. If a patent or

computer software properly and consis- (i) Rights of a fixed amounfThe cost copyright becomes valueless in any year
tently treated as currently deductibleof acquiring a right of a fixed amount is before its legal expiration, the adjusted
(that is, not capitalized) under § 1.162-amortized for each taxable year by mulbasis may be deducted in that year.



(5) Applicable rules and conventions (3) Workforce in place. (1) Goodwill or going concern

The period of amortization under para- (4) Information base. value.
graphs (c)(1) through (4) of this section (5) Know-how, etc. (2) Customer-based intangibles.
begins when the intangible is placed in (6) Customer-based intangibles. (3) Franchise, trademark, or trade
service. For other applicable rules, see (7) Supplier-based intangibles. name.
§ 1.197-2(f). (8) Licenses, permits, and other (i) In general.

(d) Mortgage servicing rights The rights granted by governmental units. (ii) Exceptions.
amount of the deduction for mortgage (9) Covenants not to compete and  (4) Acquisitions to be included.
servicing rights described in sectionother similar arrangements. (5) Substantial portion.
167(f)(3) and § 1.197-2(c)(11) is deter- (10) Franchises, trademarks, and (6) Deemed asset purchases under
mined by using the straight line methodrade names. section 338.

described in § 1.167(b)-1 (except that (11) Contracts for the use of, and (f) Computation of amortization de-
the salvage value is treated as zero) artérm interests in, other section 197 in-duction.

an amortization period of 108 monthstangibles. (1) In general.
Mortgage servicing rights are not depre-  (12) Other similar items. (2) Treatment of contingent
ciable to the extent the rights are (c) Section 197 intangibles; excep-amounts.
stripped coupons under section 1286. Ations. (i) Amounts added to basis dur-
event that renders mortgage servicing (1) Interests in a corporation, part-ing 15-year period.
rights wholly worthless is considered anership, trust, or estate. (i) Amounts becoming fixed af-
disposition of the rights. For purposes of  (2) Interests under certain financialter expiration of 15-year period.
determining the deduction for mortgagecontracts. (iii) Time for including amounts
servicing rights and any loss from the (3) Interests in land. in basis.
sale, exchange, or other disposition of (4) Certain computer software. (3) Determination of amounts
the rights, rights to service a pool of (@) In general. chargeable to capital account in certain
mortgages are treated as a single asset. (i) Separately acquired software.cases.
Thus, if some (but not all) mortgages in (iii) Other exceptions. (i) Covenants not to compete,
a pool prepay and the taxpayer retains (iv) Computer software defined. rights granted by governmental units,
rights to service the remaining mort- (v) Readily available to the gen-and contracts for the use of section 197
gages in the pool, no loss is recognizeéral public. intangibles.
by reason of the prepayment. The ad- (5) Certain interests in films, sound (A) In general.
justed basis of the mortgage servicingecordings, video tapes, books, or other (B) Time for taking amounts
rights is not affected by the unrecog-similar property. into account.
nized loss. (6) Certain rights to receive tan- (i) Franchises, trademarks, or
(e) Effective date This section is ap- gible property or services. trade names and licenses, permits, and
plicable on the date final regulations are  (7) Certain interests in patents orother rights granted by governmental
published in the Federal Register copyrights. units.
except that § 1.167(a)-14(c)(2) (depre- (8) Interests under leases of tan- (iii) Certain reinsurance transac-
ciation of the cost of certain separategible property. tions.
ly acquired rights) and so much (i) Interest as a lessor. (4) Transactions subject to section
of § 1.167(a)-14(c)(3) as relates to (i) Interest as a lessee. 338 or 1060.
§ 1.167(a)-14(c)(2) are applicable Au- (9) Interests under indebtedness. (g) Special rules.
gust 11, 1993 (or July 26, 1991, if a () In general. (1) Treatment of certain disposi-
valid retroactive election has been made (if) Exceptions. tions.
under § 1.197-1T). (10) Professional sports franchises. (i) Loss disallowance rules.
Par. 5. Section 1.197-0 is added to  (11) Mortgage servicing rights. (A) In general.
read as follows: (12) Certain transaction costs. (B) Certain nonrecognition
(13) Rights of fixed duration or transfers.
§ 1.197-0 Table of contents. amount. (i) Separately acquired property.
This section lists the headings thabitElc(ia)sAmortizabIe section 197 intan- - gig)mD(i;gosition of a covenant
appear in § 1.197-2. ' " OMpete.
(1) Definition. (iv) Taxpayers under common
§ 1.197-2 Amortization of goodwill and (bzl) Exception for self-created in- control.
certain other intangibles. tangibles. (A) In general. .
) (i) In general. (B) Treatment of disallowed
(a) Overview. .
(1) In general, (i) Create_d by the taxpayer. loss. _
(2) Section 167(f) propert (A) Defined. (2) Treatment of certain nonrecog-
) Y. . (B) Contracts for the use of nition and exchange transactions.
(3) Amounts otherwise ded”Ct'ble'intangibles. () In general.
(4) Relationship to other Internal (C) Improvements and modifi- (A) Transfer disregarded.
Revenue Code provisions. cations. (B) Application of general
(b) Section 197 intangibles; in gen- (i) Exceptions. rule.
eral. (3) Exception for property subject (i) Transactions covered.
(1) Goodwill. to anti-churning rules. (iii) Certain exchanged-basis

(2) Going concern value. (e) Purchase of a trade or businesgroperty.



(iv) Transfers under section (9) Exception to anti-churning (2) Section 167(f) property Section

708(b)(1). rules where gain is recognized. 167(f) prescribes rules for computing
(A) In general. () In general. the depreciation deduction for certain
(B) Termination by sale or ex- (i) Manner of making election. property to which section 197 does not
change of interest. o [Reserved] appl_y. See § 1.167(a)-14 for rules under
(C) Other terminations. ~ (iii) Determination of highest section 167(f) and paragraphs (c)(4), (6),
(D). Ar.1t|-c.hurn|ng FU|?S- marginal rate of tax. (7, (_11)_, and (13) of this section for a
. 73(2\/()d)D|str||t.)ut|ons to which sec- (A) Noncorporate taxpayers.description of the property subject to
tion applies. (B) Corporations and tax- section 167(f).
_ (vi) Curative and remedial allo- exempt entities. (3) Amounts otherwise deductible
cations under section 704(c). (iv) Special rule for pass-through Except as otherwise provided in section
(8) Application of section 754 10 gnifies. 197(f)(3) and paragraphs (b)(11) and
anqIU'i't'%nSh of arf: Interest '”h_an Intan- (v) Coordination with other pro- (f)(3) of this section, section 197 does
gible held through a partnership. visions. not apply to amounts that would be
(Atr) Treattment of certain reinsur- (A) In general. currently deductible without regard to
ance transactions. : i
(i) In general (B) Section 1374. Seal)orl]?llw'. " her | I
7 A . C) Procedural and adminis- elationship to other Interna
basi (i) Determination of adjusted trative pr(()vi)sions Revenue Code provisionSection 197
asls. ) does not apply to any amount paid or
(A) Acquisitions (other than (D) Installment method.

: e . i incurred for a section 197 intangible if a
under section 338) of specified insur-  (10) Transactions subject to bothy -, = i 7o 0 TS pe

ance contracts. anti-churning and nonrecognition rules.’. -
—_ . . : disallowed under any provision of the
ed (B) Other acquisitions. [Re- (11_) Anti-churning anti-abuse ruIe.mternal Revenue Code other than sec-
served] . . (i) [Reserved]. tion 263. (See, for example, section
(5_) Amounts paid or incurred for a () General anti-abuse rule. 162(K).)
franchise, trademark, or trade name. (k) Examples. A . . .
(6) Amounts properly taken into ) Effective dat (b) Section 197 intangibles; in gen-
(I) Effective dates. eral. Except as otherwise provided in

account in determining the cost of prop- Par

erty that is not a section 197 intangible 6. Section 1.197-2 is added taragraph (c) of this section, the term

(7) Treatment of amortizable sec.read as follows: section 197 intangibleneans any prop-
; ; ; ; erty described in section 197(d)(1). The
telcr)tr;/ 197 intangibles as depreciable ProPg 11972 Amortization of gooduil a”dfol%)wing rules and definitiong )F(Jrgvide

(i) In general. certain other intangibles. guidance concerning property that is a

(i) Exceptions and limitations.  (a) Overview—(1) In general Section S€ction |1_97_ intangible unless an excep-
(A) Unstated interest and 197 allows an amortization deductiontOn applies:

original issue discount rules. for the capitalized costs of aamortiz- (1) Goodwill. Section 197 intangibles
(B) Treatment of other parties able section 197 intangibland prohibits include goodwill. Goodwill is the value
to transaction. any other depreciation or amortizationof a trade or business attributable to the
(h) Anti-churning rules. with respect to that property. Paragraphg§xpectancy of continued customer pa-

(1) Conversions of existing good-(b), (c), and (e) of this section providetronage. This expectancy may be due to
will, going concern value, and certainrules and definitions for determiningtheé name or reputation of a trade or

other section 197 intangibles. whether property is a section 197 intanbusiness or any other factor.
(2) Amounts deductible under sec-gible, and paragraphs (d) and (e) of this (2) Going concern valueSection 197
tion 1253(d). section provide rules and definitions forintangibles include going concern value.
(3) Transition period. determining whether aection 197 in- Going concern value is the additional
(4) Exceptions. tangible is an amortizable section 197value that attaches to property by reason
(5) Special partnership provisions.intangible. The amortization deductionof its existence as an integral part of an
(i) Basis increases. under section 197 is determined byngoing business activity. Going con-
(i) Curative and remedial allo- amortizing adjusted basis ratably over &ern value includes the value attribut-
cations under section 704(c). 15-year period under the rules of paraable to the ability of a trade or business
(6) Related person. graph (f) of this section. Section 197(or a part of a trade or business) to
(i) In general. also includes various special rules pereontinue functioning or generating in-
(i) Time for testing relation- taining to the disposition of amortizablecome without interruption notwithstand-
ships. section 197 intangibles, nonrecognitioring a change in ownership, but does not
(iii) De minimis rule. transactions, anti-churning rules, andnclude any of the intangibles described
(A) In general. anti-abuse rules. Rules relating to thesen any other provision of this paragraph
(B) Determination of benefi- provisions are contained in paragraph¢b). It also includes the value that is
cial ownership interest. (g9), (h), and (j) of this section. Ex- attributable to the immediate use or

(7) Special rules for entities thatamples demonstrating the application oévailability of an acquired trade or busi-
owned or used property at any timethese provisions are contained in paraness, such as, for example, the use of
during the transition period and that arggraph (k) of this section. The effectivethe revenues or net earnings that other-
no longer in existence. date of the rules in this section iswise would not be received during any

(8) Special rules for section 338contained in paragraph (I) of this secperiod if the acquired trade or business
deemed acquisitions. tion. were not available or operational.



(3) Workforce in place Section 197 customer-based intangibles includes, foreceive tangible property or services
intangibles include workforce in place.example, any portion of the purchasdrom another person.
Workforce in place (sometimes referredorice of an acquired trade or business (8) Licenses, permits, and other
to as agency force or assembledttributable to the existence of a cusfights granted by governmental units
workforce) includes the composition oftomer base, a circulation base, an undéSection 197 intangibles include any li-
a workforce (for example, the experi-yeloped market or market growth, insur-cense, permit, or other right granted by
ence, education, or training of agnce in force, the existence of a@ governmental unit (including, for pur-
workforce), the terms and conditions quualification to supply goods or services?0S€S of section 197, an agency or

to a particular customer, a mortgagénstrumentality thereof) even if the right

: ¢t ottt "Lervicing contract (as defined in para!® grant?)(lj for an tln((jjetﬂm:)e period O(; ']?
Thus, ‘the amount paid or incurred ford"@PN ()LL) of this section), an invest- ERSURAER, BXEEE 2 8 e i
workforce. in placep ncludes. for ex. MeNt management contract, or other re: P : 9

ationship with customers involvin theCIUde’ for example, a liquor license, a
ample, any portion of the purchase pric p Wit 9 €4 xi-cab medallion (or license), an air-
uture provision of goods or services.

of an acquired trade or business attribut> . ; port landing or takeoff right (sometimes
able to the existence of a highly-skilled(S€€, however, the exceptions in pardeferred to as a slot), a regulated airline
workforce, an existing employment con-9raph (c) of this section.) In addition, ;5 te or a television or radio broadcast-
tract (or contracts), or a relationshipcustomer-based intangibles include thg,g jicense. The issuance or renewal of
with employees or consultants (includ-deposit base and any similar asset of g jicense, permit, or other right granted
ing, but not limited to, any key em- financial institution. Thus, the amountpy a governmental unit is considered an
ployee contract or relationship).paid or incurred for customer-based ingcquisition of the license, permit, or
Workforce in place does not include anytangibles also includes any portion ofpther right. (See, however, the excep-
covenant not to compete or other similathe purchase price of an acquired finantions in paragraph (c) of this section,
arrangement described in paragraphial institution attributable to the valueincluding the exceptions in paragraph
(b)(9) of this section. represented by existing checking ac¢c)(3) of this section for an interest in
(4) Information base Section 197 in- counts, savings accounts, €escrow agand, in paragraph (c)(8) of this section
tangibles include business books angounts, and other similar items of thefor an interest under a lease of tangible
records, operating systems, and angnanmal institution. However, any por- property, and in paragraphs (c)(6) and
other information base, including lists ortion of the purchase price of an acquireq13) of this section for certain rights
other information of current or prospec-trade or business attributable to accounigranted by a governmental unit. See
tive customers (regardless of the methoteceivable or other similar rights toparagraph (b)(10) of this section for the
of recording the information). Thus, theincome for goods or services providedreatment of franchises.)
amount paid or incurred for these itemd0 customers prior to the acquisition of a (9) Covenants not to compete and
includes, for example, any portion of thetrade or business is not an amount paigther similar arrangementsSection 197
purchase price of an acquired trade off incurred for a customer-based intanintangibles include any covenant not to
business attributable to the intangibledible. compete, or agreement having substan-
value of technical manuals, training (7) Supplier-based intangiblesSec- tially the same effect, entered into in
manuals or programs, data files, andion 197 intangibles include anyconnection with the direct or indirect
accounting or inventory control systemssupplier-based intangible. A supplier-acquisition of an interest in a trade or
Other examples include the cost obased intangible is the value resultindusiness or a substantial portion thereof.
acquiring customer lists, subscriptionfrom the future acquisition, pursuant toFor purposes of this paragraph (b)(9), an
lists, insurance expirations, patient oicontractual or other relationships withacquisition may be made in the form of
client files, or lists of newspaper, magasuppliers in the ordinary course of busian asset acquisition (including a quali-
zine, radio, or television advertisers.ness, of goods or services that will beied stock purchase that is treated as a
(5) Know-how, etc. Section 197 intan-sold or used by the taxpayer. Thus, th@urchase of assets under section 338), a
gibles include any patent, copyright.amount paid or incurred for supplier-stock acquisition or redemption, and the
formula, process, design, pattern, knowbased intangibles includes, for exampleacquisition or redemption of a partner-
how, format, package design, computeany portion of the purchase price of arship interest. An agreement requiring the
software (as defined in paragraph (c)(4acquired trade or business attributable tperformance of services or the provision
of this section), or interest in a film, the existence of a favorable relationshipf property or the use of property (other
sound recording, video tape, book, owith persons providing distribution ser-than property of the acquired trade or
other similar property. (See, howeveryices (such as favorable shelf or displayusiness) does not have substantially the
the exceptions in paragraph (c) of thisspace at a retail outlet), the existence afame effect as a covenant not to com-
section.) a favorable credit rating, or the exist-pete to the extent that the amount paid
(6) Customer-based intangibleSec- ence of favorable supply contracts. Theinder the agreement represents reason-
tion 197 intangibles include anyamount paid or incurred for supplier-able compensation for the services actu-
customer-based intangible. A customerbased intangibles does not include anwlly rendered or for the property or use
based intangible is any composition ofamount required to be paid for theof the property actually provided.
market, market share, or other valugoods or services themselves pursuant to (10) Franchises, trademarks, and
resulting from the future provision of the terms of the agreement or othetrade names(i) Section 197 intangibles
goods or services pursuant to contractuaklationship. In addition, see the excepinclude any franchise, trademark, or
or other relationships in the ordinarytions in paragraph (c) of this sectiontrade name. The terrfranchiseincludes
course of business with customersincluding the exception in paragraphany agreement that provides one of the
Thus, the amount paid or incurred for(c)(6) of this section for certain rights to parties to the agreement with the right



to distribute, sell, or provide goods, (c) Section 197 intangibles; excep-cense, and has not been substantially
services, or facilities, within a specifiedtions The termsection 197 intangible modified for the user. Computer soft-
area. (See section 1253(b)(1).) The terrdoes not include property described irware will not be considered to have
includes distributorships or other similarsection 197(e). The following rules andbeen substantially modified if its cost
contractual arrangements pursuant t@efinitions provide guidance concerningdoes not exceed the greater of 125
which the transferee is permitted orProperty to which the exceptions apply:percent of the price at which the un-
licensed to operate or conduct a trade or (1) Interests in a corporation, part- modified version of the software is
business within a specific area. The ternff€rship, trust, or estate Section 197 readily available to the general public or
trademark includes any word, name, intangibles do not include an interest in$2,000. For the purpose of determining
symbol, or device, or any combination® cerporation, partnership, trust, or _eswhether_ computer software has been
thereof, adopted and used by a manufaddte: Thus, for example, amortizationsubstantially modified— o
turer o'r merchant to identify goods Orunder section 197 is not available fo_r (A) Integrated programs acquired in a
services and distinguish them from thoséhe cost of acquiring _stock, partnershlppackage from a single source are treated
manufactured or sold by others. Thdnterests, or interests in a trust or estat@s a single computer program; and
term trade name includes any name whether or not the interests are regularly (B) Any cost mcu_rred to install the
used by a manufacturer or merchant t(Braded on an estabhshed market. (Seeomputer software is not treated as a
identify or designate a particular traden_aragraph (g)(3_) of this section for spe-<ost of the software. _
or business or the name or title used b ial rules_ applicable to property of a (||)_ Separa_tely f'icquwed software
a person or organization engaged in artnersh|p when a section 754 eIect|or$ec_t|on 197 intangibles do not mclud_e
trade or business. A license, permit oS in effect for the partnersh!p.) _ ~an interest in computer software that is
other right granted by a gdvernmeﬁtal (2) Interests under certain financial not acquired as part of a purchase of a
unit is a franchise if it otherwise meetscontracts Section 197 intangibles do nottrade or business within the meaning of
the definition of a franchise. A trade-'nCIUde an interest gnder an emstmgaarqgraph (e) of th|§ section. .
mark or trade name includes any tradef_utures contract, fqrelgn currency con- (i) Other exceptlonsNelther section
mark or trade name arising under statutact. notional principal contract, interestl97 nor section 167(f) apply in the
or applicable common law, and anyrate swap, or other S|m|lar.fmanuallfollowmg cases:
similar right granted by coﬁtract. Thecontract, whether or not the interest is (A) Any amount of the cost of an
renewal of a franchise. trademark 0'regularly traded on an est_abllshed marinterest in computer s_oftware that is
trade name is treated as an acquiéitiohet' However, this exception does notfncluded, without being separately
of the franchise. trademark. or tradeappl_y_to an interest under a mort.gz.agestated, m_the cost of the hardware or
name ' ' servicing contract, credit card serV|C|'ngother tangible property will be treated as
. . . i contract, or other contract to servicepart of the cost of the hardware or other
pr(()l\ll)i d':(cj)tmtgztgg:gpgh ;[E)ekl(%%;'n(')tf'otrr‘l?sanother person’s indebtedness, or atangible property.

interest under an assumption reinsurance (B) Any amount of the cost of an

section, any amount that is paid Ofgniract. (See paragraph (g)(4) of thisnterest in computer software that would

incurred on account of a transfer, salegection for the treatment of assumptiorbe deductible under any provision other
or other disposition of a franchise, trade;einsyrance contracts. See paragraghan section 167(f) or 197 may be
mark, or trade name and that is subjec{)11) of this section and § 1.167(a)-deducted and is not required fo be
to section 1253(d)(1) is not included in14(q) " for the treatment of mortgagecapitalized.
the basis of a section 197 intangiblegeryicing rights.) (iv) Computer software definedror
(See paragraph (g)(5) of this section.) (3) |nterests in land Section 197 in- purposes of this section, computer soft-
(11) Contracts for the use of, andtangibles do not include any interest irware is any program or routine (that is,
term interests in, other section 197|and. For this purpose, an interest imany sequence of machine-readable code)
intangibles Section 197 intangibles in- Jand includes a fee interest, life estatethat is designed to cause a computer (as
clude any right under a license, contracttemainder, easement, mineral right, timdefined in section 168(i)(2)(B)(ii)) to
or other arrangement providing for theper right, grazing right, riparian right, perform a desired function or set of
use of property that would be a sectiomjr right, zoning variance, and any othefunctions, and the documentation re-
197 intangible under any provision ofsimilar right, such as a farm allotment,quired to describe and maintain those
this paragraph (b) (including this para-quota for farm commodities, or cropprograms. It includes all forms and
graph (b)(11)) after giving effect to all acreage base. An interest in land doesmedia in which the software is con-
of the exceptions provided in paragrapthot include an airport landing or takeofftained, whether written, magnetic, or
(c) of this section. Section 197 intan-right, a regulated airline route, or aotherwise. Computer programs of all
gibles also include any term interestranchise to provide cable televisionclasses, for example, operating systems,
(whether outright or in trust) in suchservice. The cost of acquiring a licenseexecutive systems, monitors, compilers
property. permit, or other land improvement right,and translators, assembly routines, and
(12) Other similar items Section 197 such as a building construction or usautility programs as well as application
intangibles include any other intangiblepermit, is taken into account in the samgrograms, are included. Computer soft-
property that is similar in all material manner as the underlying improvementware also includes any incidental and
respects to the property specifically de- (4) Certain computer software(i) In ancillary rights that are necessary to
scribed in section 197(d)(1)(C) andgeneral Section 197 intangibles do noteffect the acquisition of the title to, the
paragraphs (b)(3) through (7) of thisinclude any interest in computer soft-ownership of, or the right to use the
section. (See paragraph (g)(4) of thisvare that is (or has been) readily availcomputer software, and that are used
section for special rules regarding cerable to the general public on similaronly in connection with that specific
tain reinsurance transactions.) terms, is subject to a nonexclusive li-computer software. Such incidental and



ancillary rights are not included in theparagraph (c)(4)(iv) of this section) isa transaction with any other intangible
definition of trademark or trade namenot treated as other property similar to groperty, a portion of the total purchase
under paragraph (b)(10)(i) of this secdilm, sound recording, video tape, orprice may be allocable to the interest as
tion. For example, a trademark or tradéook. (See section 167 for amortizatiorn lessee based on all of the relevant
name that is ancillary to the ownershipof excluded intangible property or inter-facts and circumstances.

or use of a specific computer softwaressts.) ; ;
program in the taxpayer’s trade or busi- (6) Certain rights to receive tangible In(z)erlwgtrzrlessttsactlijg: e{g;ﬂdﬁ%ﬁ;ﬂﬂﬁ:ﬁl)do
ness and is not acquired for the purposproperty or servicesSection 197 intan- not include any interest (whether as a
of marketing the computer software isgibles do not include any right to re- . y .

included in the definition of computer ceive tangible property or services undef;red'tc.’r or debtor) under an indebted-
software and is not included in thea contract or from a governmental unit’€SS N existence when the interest was
definition of trademark or trade name.f the right is not acquired as part of adcduired. Thus, for example, the value
Computer software does not include anpurchase of a trade or business. Anftiributable to the assumption of an
data or information base described imight that is described in the precedingndebtedness with a below-market inter-
paragraph (b)(4) of this section unlessentence is not treated as a section 1%t rate is not amortizable under section
the data base or item is in the publidntangible even though the right is alsol97. In addition, the premium paid for
domain and is incidental to a computedescribed in section 197(d)(1)(D) andacquiring a debt instrument with an
program. For this purpose, a copyrightegharagraph (b)(8) of this section (relatingabove-market interest rate is not amor-
or proprietary data or information baseto certain governmental licenses, pertizable under section 197. See section
is treated as in the public domain if itsmits, and other rights) and even thougH.71 for rules concerning the treatment
availability through the computer pro-the right fails to meet one or more ofof amortizable bond premium.

gram does not contribute significantly tothe requirements of paragraph (c)(13) of (ii) Exceptions For purposes of this
the cost of the program. For example, ithis section (relating to certain rights ofparagraph (c)(9), an interest under an
a word-processing program includes dixed duration or amount). (Seeexisting indebtedness does not include
dictionary feature used to spell-check & 1.167(a)-14(c)(1) and (3) for appli-the deposit base (and other similar
document or any portion thereof, thecable rules.) items) of a financial institution. An
entire program (including the dictionary (7) Certain interests in patents orinterest under an existing indebtedness
feature) is computer software regardlessopyrights Section 197 intangibles doincludes mortgage servicing rights, how-
of the form in which the feature is not include any interest (including anever, to the extent the rights are stripped
maintained or stored. interest as a licensee) in a patent, pategbupons under section 1286.

(v) Readily available to the generalapplication, or copyright that is not (10) professional sports franchises
public. Computer software will be acquired as part of a purchase of a tradgection 197 intangibles do not include
treated as readily available to the gener business. (See § 1.167(a)-14(c)(4dny franchise to engage in professional
eral public if the software may be for applicable rules.) baseball, basketball, football, or any
obtained on substantially the same terms (8) Interests under leases of tangibleyther professional sport, and any item
by a significant number of persons thaproperty—(i) Interest as a lessorSec- (even though otherwise qualifying as a
would reasonably be expected to use thion 197 intangibles do not include anysection 197 intangible) acquired in con-
software. The requirements of this parainterest as a lessor under an existingection with such a franchise.
graph (c)(4)(v) can be met even thoughease or sublease of tangible real or
the software is not available through gersonal property. In addition, the COSEion 197 intangibles do not include any
system of retail distribution. of acquiring an interest as a lessor ir]’ight described in section 197(e)(7)

(5) Certain interests in films, soundconnection with the acquisition of tan'(concerning rights to service indebted-
recordings, video tapes, books, or othegible property is taken into account 8% ass secured by residential real property
similar property Section 197 intangibles part of the cost of the tangible Properys -+ are not acquired as part of a
do not include any interest (including anFor example, if a taxpayer acquires urchase of a trade or business). (See
interest as a licensee) in a film, soundghopping center that is leased to tenanEs 1.167(a)-14(d) for applicable rﬁles)
recording, video tape, book, or otheroperating retail stores, any portion of the” . k '
similar property (such as the right topurchase price attributable to favorable, (12) Certain transaction costsSec-
broadcast or transmit a live event) if thelease terms is taken into account as pafP" 197 intangibles do not include any
interest is not acquired as part of af the basis of the shopping center andf€S for professional services and any
purchase of a trade or business. A filmin determining the depreciation deduc{ransaction costs incurred by parties to a
sound recording, video tape, book, otion allowed with respect to the shop-iransaction in which all or any portion
other similar property includes any inci-ping center. (See section 167(c)(2).Pf the gain or loss is not recognized
dental and ancillary rights (such as a (i) Interest as a lesseeSection 197 under part Il of subchapter C of the
trademark or trade name) that are necedtangibles do not include any interesttérnal Revnue Code. .
sary to effect the acquisition of title to,as a lessee under an existing lease of (13) Rights of fixed duration or
the ownership of, or the right to use thetangible real or personal property. Fo@mount (i) Section 197 intangibles do
property and are used only in connecthis purpose, an airline lease of arotinclude any right under a contract or
tion with that property. Such incidentalairport passenger or cargo gate is a leagdly license, permit, or other right
and ancillary rights are not included inof tangible property. The cost of acquir-granted by a governmental unit if the
the definition of trademark or tradeing such an interest is taken into acfight—
name under paragraph (b)(10)(i) of thiscount under section 178 and § 1.162— (A) Is acquired in the ordinary course
section. For purposes of this paragraptil(a). If an interest as a lessee under af business and not as part of a pur-
(c)(5), computer software (as defined irlease of tangible property is acquired irchase of a trade or business;

(11) Mortgage servicing rights Sec-



(B) Is not described in sectionstaxpayer or by another person under assets). See § 1.1060-1T(b)(2). For this
197(d)(1)(A), (B), (C)(ii), (iv), or (vi), contract with the taxpayer, the existingpurpose, all the facts and circumstances,

(E), or (F); and intangible and the improvements orincluding any employee relationships
(C) Either— other modifications are treated as sepahat continue (or covenants not to com-
(1) Has a fixed duration of less thanrate section 197 intangibles for purposepete that are entered into) as part of the

15 years; or of this paragraph (d). transfer of the assets, are taken into

(2) Is fixed as to amount and the (i) Exceptions (A) The exception account in determining whether good-
adjusted basis thereof is properly recovfor self-created intangibles does not apwill or going concern value could attach
erable (without regard to this section)ply to any section 197 intangible de-to the assets.
under a method similar to the unit-of-scribed in section 197(d)(1)(D) (relating (2) Customer-based intangibles

production method. to licenses, permits or other rightsWhether or not a group of assets is
(i) See 8 1.167(a)-14(c)(2) and (3)granted by a governmental unit),otherwise described in paragraph (e)(1)
for applicable rules. 197(d)(1)(E) (relating to covenants notof this section, a group of assets consti-

(d) Amortizable section 197 intan-to compete), or 197(d)(1)(F) (relating totutes a trade or business or a substantial
gibles—(1) Definition. Except as other- franchises, trademarks, and trad@ortion thereof if the assets include any
wise provided in this paragraph (d), thenames). Thus, for example, capitalizedustomer-based intangibles (as defined
term amortizable section 197 intangiblecosts incurred in the development, regisin paragraph (b)(6) of this section) or
means any section 197 intangible actration, or defense of a trademark orare acquired in a transaction or series of
quired after August 10, 1993 (or aftertrade name do not qualify for the excep+elated transactions that involve the cre-
July 25, 1991, if a valid retroactive tion and are amortized over 15 yearstion of any customer-based intangibles.
election under § 1.197-1T has beemnder section 197. (3) Franchise, trademark, or trade
made), and held in connection with the (B) The exception for self-created in-name—(i) In general The acquisition of
conduct of a trade or business or amangibles does not apply to any sectiom franchise, trademark, or trade name
activity described in section 212, 197 intangible created in connectionconstitutes the acquisition of a trade or

(2) Exception for self-created intan-with the purchase of a trade or businesbusiness or a substantial portion thereof.
gibles—(i) In general Except as pro- (as defined in paragraph (e) of this (ii) Exceptions For purposes of this
vided in paragraph (d)(2)(iii) of this section). paragraph (e)(3)—
section, amortizable section 197 intan- (C) If a taxpayer disposes of a self- (A) A trademark or trade name is
gibles do not include any section 197created intangible and subsequently redisregarded if it is included in computer
intangible created by the taxpayer (aacquires the intangible in an acquisitiorsoftware under paragraph (c)(4) of this
self-created intangible). described in paragraph (h)(4)(ii) of thissection or in an interest in a film, sound

(i) Created by the taxpayer(A) De- section, the exception for self-createdecording, video tape, book, or other
fined A section 197 intangible is createdintangibles does not apply to the reacsimilar property under paragraph (c)(5)
by the taxpayer to the extent the taxquired intangible. of this section; and
payer makes payments or otherwise in- (3) Exception for property subject to (B) A franchise, trademark, or trade
curs costs for its creation, productionanti-churning rules Amortizable section name is disregarded if its value is
development, or improvement, whethed97 intangibles do not include any prop-nominal or the taxpayer irrevocably dis-
the actual work is performed by theerty to which the anti-churning rules ofposes of it immediately after its acquisi-
taxpayer or by another person under aection 197(f)(9) and paragraph (h) otion.
contract with the taxpayer entered intahis section apply. (4) Acquisitions to be includedThe
before the creation, production, develop- (e) Purchase of a trade or businessassets acquired in a transaction (or se-
ment, or improvement occurs. For ex-Several of the exceptions in section 197ies of related transactions) include only
ample, a technological process develapply only to property that is not ac-assets (including a beneficial or other
oped specifically for a taxpayer underguired in (or created in connection with)indirect interest in assets where the
an arrangement with another person pui transaction or series of related transaédnterest is of a type described in para-
suant to which the taxpayer retains altions involving the acquisition of assetsgraph (c)(1) of this section) acquired by
rights to the process is created by theonstituting a trade or business or dhe taxpayer and persons related to the
taxpayer. substantial portion thereof. Property actaxpayer from another person and per-

(B) Contracts for the use of intan- quired in (or created in connection with)sons related to that other person. For
gibles A section 197 intangible is not such a transaction or series of relategurposes of this paragraph (e)(4), per-
created by the taxpayer to the extentransactions is referred to in this sectiorsons are related only if their relationship
that it results from the entry into (oras property acquired as part of (ofis described in section 267(b) or 707(b)
renewal of) a contract for the use of arcreated in connection with) a purchaser they are engaged in trades or busi-
existing section 197 intangible. Thus,of a trade or business. For purposes afesses under common control within the
for example, the exception for self-section 197 and this section, the applicameaning of section 41(f)(1).
created intangibles does not apply tdility of the limitation is determined (5) Substantial portion The determi-
legal and other professional fees inunder the following rules: nation of whether acquired assets consti-
curred by a licensee in connection with (1) Goodwill or going concern value tute a substantial portion of a trade or
the entry into (or renewal of) a contractA group of assets constitutes a trade dousiness is to be based on all of the
for the use of know-how or similar business or a substantial portion theredhcts and circumstances, including the
property. if their use would constitute a trade ornature and the amount of the assets

(C) Improvements and modifications business under section 1060 (that is, iacquired as well as the nature and
If an existing section 197 intangible isgoodwill or going concern value couldamount of the assets retained by the
improved or otherwise modified by theunder any circumstances attach to th@ansferor. The value of the assets ac-



quired relative to the value of the assetsidpoint of the period (for example, this section will be included in adjusted
retained by the transferor is not determiannual, semi-annual, or quarterly) sebasis under the rules of paragraph (f)(2)
native of whether the acquired assetkcted. of this section.
constit_ute a substantial portion of a trade (i) Amounts becoming fixed after ex- (i) Franchi_ses, trademar.ks, or trade
or business. piration of 15-year periodAny amount N@mes and licenses, permits, and o_ther
(6) Deemed asset purchases undetrhat is not properly included in the basi ights granted by governmental units
section 338 A qualified stock purchase f tizabl tion 197 intanaibl he costs paid or incurred for the
that is treated as a purchase of asse?%an amortizab’e section IMangibie cnewal of a franchise, trademark, or
. til after the expiration of the 15-year . .
under section 338 shall be treated as 4. - . ) . _trade name or any license, permit, or
transaction involving the acquisition ofpe.rIOd d'escrllbed In parag'raph (f.)(l)(') .Ofother right granted by a governmental
assets constituting a trade or businedd!iS section is amortized in full immedi- i o “an “agency or instrumentality
only if the direct acquisition of the &ly upon the inclusion of the amounipereot are amortized over the 15-year
assets of the corporation would havd" the basis of the intangible. period that begins with the month of
been treated as the acquisition of assets (i) Time for including amounts in renewal. Any costs paid or incurred for
constituting a trade or business. basis See 8§ 1.461-1(a)(1) for rulesthe issuance, or earlier renewal, continue
(f) Computation of amortization de- governing the time at which an amounto be taken into account over the re-
duction—(1) In general Except as pro- may be taken into account by a taxpayemaining portion of the amortization pe-
vided in paragraph (f)(2) of this section,using the cash receipts and disbursegiod that began at the time of the
the amortization deduction allowable unments method, and § 1.461-1(a)(2) foissuance, or earlier renewal. Any amount
der section 197(a) is computed as folrules governing the time at which apaid or incurred for the protection, ex-
lows: _ _ liability is incurred and generally takenpPansion, or defense of a trademark or
() The adjusted basis (for purposesnto account (for example, by treatingt’ade name and chargeable to capital
of d_etermmln_g ganj) of_ an amprnzablethe amount of the liability as a capitalf"‘ccoum is treated as an amount paid or
section 197 intangible is ?‘mort'ze.d r,at'expenditure) by an accrual basis tax'—nCH.”ed for a renewal' .
ably over the 15-year period beglnnlngpayer (iii) Certain reinsurance transactions
on the later of— ' L See paragraph (g)(4)(ii) of this section
(A) The first day of the month in (3) Determination of amounts charge-to special rules regarding the adjusted
which the property is acquired; or able to capital account in certain pagis of an insurance contract acquired
(B) In the case of property held incases—(i) Covenants not to competeinrough an assumption reinsurance
connection with the conduct of a tradeights granted by governmental units.transaction.
or business, the first day of the month irand contracts for the use of section 197 (4) Transactions subject to section
which the active conduct of the trade ofntangibles—(A) In general In the case 338 or 1060 In the case of a section
business begins. of a covenant not to compete or otheng7 intangible deemed to have been
(i) Except as otherwise provided inSimilar arrangement described in paragcquired as the result of a qualified
this section, adjusted basis is determineéiraph (b)(9) of this section, any licensestock purchase within the meaning of
under section 1011 and salvage value igermit, or other right granted by asection 338(d)(3), the basis shall be
disregarded. governmental unit or an agency or in-determined pursuant to section 338(b)(5)
(i) Property is not eligible for amor- strumentality thereof described in paraand the regulations thereunder. In the
tization in the month of disposition. graph (b)(8) of this section, or a contractase of a section 197 intangible acquired
(iv) The amortization deduction for afor the use of a section 197 intangiblein an applicable asset acquisition within
short taxable year is based on the nunflescribed in paragraph (b)(11) of thishe meaning of section 1060(c), the
ber of months in the short taxable yearsection, the amount chargeable to capitafasis shall be determined pursuant to
(2) Treatment of contingent amountsaccount includes all amounts required t@ection 1060(a) and the regulations
—(i)) Amounts added to basis duringbe paid pursuant to the agreement Othereunder.
15-year period Any amount that is right, whether or not any amount would (g) Special rules—(1) Treatment of
properly included in the basis of anbe deductible under section 162 if thegertain dispositions-(i) Loss disallow-
amortizable section 197 intangible afte@greement or right were not a sectiomnce rules—(A) In general No loss is
the first month of the 15-year period197 intangible. recognized on the disposition of an
described in paragraph (f)(1)(i) of this (B) Time for taking amounts into ac- amortizable section 197 intangible ac-
section and before the expiration of thiscount For purposes of this paragraphquired in a transaction or series of
period is amortized ratably over the(f)(3), in applying the provisions of related transactions in which the tax-
remainder of the 15-year period. For thi8 1.461-1(a)(1) (in the case of a taxpayer acquired other amortizable section
purpose, the remainder of the 15-yeapayer using the cash receipts and dist97 intangibles if, after the disposition,
period begins on the first day of thebursements method of accounting) anthe taxpayer retains any of the other
month in which the basis increase oc§ 1.461-1(a)(2) (in the case of a taxamortizable section 197 intangibles, or
curs. Any reasonable convention may bg@ayer using an accrual method of acthe right to use, or an interest in, any of
used to determine the month in whichcounting), all amounts required to bethe other amortizable section 197 intan-
the basis increase incurs, provided thgtaid under an agreement described igibles (the retained intangibles). Except
the method selected is used consistentlyaragraph (b)(9) or (11) of this sectionas otherwise provided in paragraph
for all amortizable section 197 intan-shall be treated as amounts payablég)(1)(iv)(B) of this section, the adjusted
gibles acquired in the same transactionnder the terms of a debt instrumenbasis of each of the retained intangibles
(or series of related transactions) andssued in exchange for property. Continis increased by the product of the loss
that it does not result in any amountgent payments made under an agreemetiitat is not recognized solely by reason
being added to basis earlier than theescribed in paragraph (b)(9) or (11) ofof this rule and a fraction, the numerator



of which is the adjusted basis of thetion) from an acquired mortgage poolwhich all other retained intangibles have
retained intangible on the date of thenor the worthlessness of only somebeen disposed of or become worthless.
disposition and the denominator ofinformation from an acquired data base (2) Treatment of certain nonrecogni-
which is the total adjusted bases of altonstitutes the disposition of a sepation and exchange transactiongi) In
the retained intangibles on that date. Theately acquired intangible. general—(A) Transfer disregardedEx-
abandonment of an amortizable section (i) Disposition of a covenant not to cept as otherwise provided in paragraph
197 intangible, or any other event ren- (h) of this section, if a section 197
. . ; . compete If a covenant not to compete: Lo X ;
dering an amortizable section 197 intan- intangible is transferred in a transaction

gible worthless, is treated as a disposi(—)r any other arrangement having SUbaescribed in paragraph (g)(2)(ii) of this

tion of the intangible for purposes of.St"’mt""1I|y the same effect is entered 'mtosection, the transfer is disregarded in
determining—

this paragraph (g)(1), and the abandonéf co_nn_ecnon Wlth_the dlre_ct or indirec

or worthless intangible is disregardecﬁcqy's't'on of an interest in a trade or 1y \whether, with respect to so much

(that is, it is not treated as a retained@Usiness, the disposition or worthlessys the intangible’s basis in the hands of

ness of the covenant or other arrangéne yransferee as does not exceed its

intangible) for purposes of applying this . ;
paragraph (g)(1) to the subsequent digh€nt will not be considered to occurpagis in the hands of the transferor, the
intangible is an amortizable section 197

position of any other amortizable sectiort'Ntil the disposition or worthlessness o
197 intangible. all interests in that trade or business. Foi'htangible; and

(B) Certain nonrecognition transfers example,_ a covenant not to compete (2) The amount of the deduction un-
The loss disallowance rule in paragraptgntered into in connection with theyer “section 197 with respect to such
(@)(1)()(A) of this section also applies Purchase of stock continues to be amorg,gjg.
when a taxpayer transfers an amortiziZ€d on a 15-year straight-line basis gy appiication of general rulelf the
able section 197 intangible from an(€Ven after the covenant expires or bejangible described in  paragraph
acquired trade or business in a transa%omeS worthless) unless all the trades qf)(2)(i)(A) of this section was an amor-
tion in which the intangible is PusSinesses in which an interest wagzapie” section 197 intangible in the
transferred-basis property and, after th@cauired through the stock purchase (Qiands of the transferor, the transferee
transfer, retains other amortizable secdll the purchasers interests in thosg continue to amortize its adjusted
tion 197 intangibles from the trade ortf@deés or businesses) also are disposglqis 1o the extent it does not exceed
business. Thus, for example, the transféll O become worthless. the transferor's adjusted basis, ratably
of an amortizable section 197 intangible (iv) Taxpayers under common congpyer the remainder of the transferor’'s
to a corporation in exchange for stock inffol—(A) In general Except as provided 15-year amortization period. If the intan-
the corporation in a transaction dein paragraph (g)(1)(iv)(B) of this sec-gible was not an amortizable section
scribed in section 351, or to a partnertion, all persons that would be treated agg7 intangible in the hands of the
ship in exchange for an interest in thed single taxpayer under section 41(f)(L}ransferor, the transferee’s adjusted ba-
partnership in a transaction described @€ treated as a single taxpayer undejis, to the extent it does not exceed the
section 721, when other amortizabldhis paragraph (g)(1). Thus, for exampletransferor's adjusted basis, cannot be
section 197 intangibles acquired in thed loss is not recognized on the disposiamortized under section 197. In either
same transaction are retained, followedon of an amortizable section 197 intanevent, the intangible is treated, with
by a sale of the stock or partnershigible by a member of a controlled grouprespect to so much of its adjusted basis
interest received, will not avoid theOf corporations (as defined in sectionin the hands of the transferee as exceeds
application of the loss disallowance pro#41(f)(5)) if, after the disposition, anotherits adjusted basis in the hands of the
vision to the extent the adjusted basis offember retains other amortizable secransferor, in the same manner for pur-
the transferred intangible at the time ofion 197 intangibles acquired in theposes of section 197 as an intangible
the sale exceeds its fair market value giame transaction as the amortizable segcquired from the transferor in a trans-
that time. tion 197 intangible that has been disaction that is not described in paragraph

(i) Separately acquired property posed of. (9)(2)(ii) of this section. The rules of
Paragraph (g)(1)(i) of this section does (B) Treatment of disallowed losdf this paragraph (g)(2)(i) also apply to any
not apply to an amortizable section 19tetained intangibles are held by a persoaubsequent transfers of the intangible in
intangible that is not acquired in aother than the person incurring the disala transaction described in paragraph
transaction or series of related transadewed loss, only the adjusted basis ofg)(2)(ii) of this section.
tions in which the taxpayer acquiresintangibles retained by the person incur- (ii) Transactions coveredThe trans-
other amortizable section 197 intan+ing the disallowed loss is increasedactions described in this paragraph
gibles (a separately acquired intangible)and only the adjusted basis of thos€g)(2)(ii) are—
Consequently, a loss may be recognizethtangibles is included in the denomina- (A) Any transaction described in sec-
upon the disposition of a separatelftor of the fraction described in para-tion 332, 351, 361, 721, or 731; and
acquired section 197 intangible. How-graph (g)(1)(i)(A) of this section. If (B) Any transaction between corpora-
ever, the termination or worthlessness ofione of the retained intangibles are heltions that are members of the same
only a portion of an amortizable sectionby the person incurring the disallowedconsolidated group immediately after the
197 intangible is not the disposition of aloss, the loss is allowed ratably, as aransaction.
separately acquired intangible. For exdeduction under section 197, over the (iii) Certain exchanged-basis prop-
ample, neither the loss of several cusremainder of the period during whicherty. This paragraph (g)(2)(iii) applies to
tomers from an acquired customer listthe intangible giving rise to the lossproperty that is acquired in a transaction
the termination of several mortgagesvould have been amortizable, excepsubject to section 1031 or 1033 and is
(not qualifying for the exception setthat any remaining disallowed loss ispermitted to be acquired without recog-
forth in paragraph (c)(11) of this sec-allowed in full on the first date on nition of gain (replacement property).



Except as otherwise provided in parasation of activities by a partnership), the (3) Application of section 754 to ac-
graph (h) of this section, replacementerminated partnership is treated as theuisitions of an interest in an intangible
property is treated as if it were thetransferor and the distributee partner ifield through a partnership Any in-
property by reference to which its basidreated as the transferee with respect torease in the basis of partnership prop-
is determined (the predecessor propertygny section 197 intangible held by theerty under section 734(b) (relating to the
in determining whether, with respect toterminated partnership immediately preoptional adjustment to the basis of un-
so much of its basis as does not exceetkding the termination. distributed partnership property) or sec-
the basis of the predecessor property, the (D) Anti-churning rules See para- tion 743(b) (relating to the optional
replacement property is an amortizablgraph (h) of this section for the applica-adjustment to the basis of partnership
section 197 intangible and the amortization of the anti-churning rules. property) is taken into account under
tion period under section 197 with re- (v) Distributions to which section section 197 by a partner as if the
spect to such basis. Thus, if the predef32(d) applies Paragraph (g)(2)(i) of increased portion of the basis were
cessor property was an amortizablehis section applies to a distribution of aattributable to the partner’'s acquisition
section 197 intangible, the taxpayer willsection 197 intangible to which sectionof the underlying partnership property
amortize the adjusted basis of the re732(d) (relating to special partnershipand as if the property were acquired
placement property, to the extent it doedasis to transferee) applies. For purposdeom the distributee partner on the date
not exceed the adjusted basis of thef section 197, any increase in the basisf the distribution (in the case of a basis
predecessor property, ratably over thef the distributed intangible under secdincrease under section 734(b)) or from
remainder of the 15-year amortizatiortion 732(d) is taken into account by athe transferor of the partnership interest
period for the predecessor property. Ipartner as if the increased portion wer®n the date of the transfer (in the case
the predecessor property was not aattributable to the partner's acquisitionof a basis increase under section
amortizable section 197 intangible, theof the underlying partnership property743(b)). (See paragraph (h) of this sec-
adjusted basis of the replacement propn the date of distribution from thetion for the application of the anti-
erty, to the extent it does not exceed théransferor of the partnership interest ochurning rules.)
adjusted basis of the predecessor prophe deceased partner, as the case may(4) Treatment of certain reinsurance
erty, may not be amortized under sectioe. For purposes of the effective dat@ransactions—(i) In general Section
197. In either event, the replacemenand anti-churning rules (paragraphl97 applies to any insurance contract
property is treated, with respect to sdd)(1) and (h) of this section), theacquired from another person through an
much of its adjusted basis as exceedstangible is treated as having beemssumption reinsurance transaction. For
the adjusted basis of the predecessarcquired by the transferee partner at thgurposes of section 197, an assumption
property, in the same manner for puriime of the transfer of the partnershipreinsurance transaction is—
poses of section 197 as property acinterest described in section 732(d). For (a) Any arrangement in which one
quired from the transferee in a transacpurposes of determining the amortizaynsyrance company (the reinsurer) be-
tion that is not subject to section 1031tion period under section 197 with re-comes solely liable to policyholders on
or 1033. (See paragraph (h) of thisspect to any increased basis, howevegontracts transferred by another insur-
section for the application of the anti-the intangible is treated as having beeRnce company (the ceding company);
churning rules.) acquired by the transferee partner at thgnq

(iv) Transfers under section 708(b)-time of the distribution described in
(1>—(A) In general Paragraph (g)(2)(i) section 732(a). (See paragraph (h) Oéo
of this section applies to transfers ofthis section for the application of the
section 197 intangibles that occur or arenti-churning rules.) (i) Determination of adjusted basis
deemed to occur by reason of the termi- (vi) Curative and remedial alloca- A) Acquisitions (other th{am under sec-
nation of a partnership under sectiortions under section 704(cjor purposes (A) 3:?8 f ified i
708(b)(1). of paragraph (g)(2)(i) of this section, if 10N 338) of specified insurance con-

(B) Termination by sale or exchangea section 197 intangible is transferred t%;acts The amOLfmt tatken Tg)? aCCOLtJQt
of interest In applying paragraph a partnership in a transaction describe dr puré)ozes_ 0 fsec |or!f. d i as the
(9)(2)(i) of this section to a partnershipin section 721, the basis of the intan Juste asis Od fspec; Ied insurance
that is terminated pursuant to sectiomgible in the hands of the transferorcontracts (as_ deme in_section
708(b)(1)(B) (relating to a sale or ex-includes the amount of any curative of-o(€)(1)) acquired in an assumption
change of an interest), the terminatedemedial allocations of amortization that SlNsurance transacrtllon tha_t IS n?t th-
partnership is treated as the transferaare made to a noncontributing partneFC”bed in paragraph (g)(4)()(B) of this
and the new partnership is treated as thaith respect to the contributed intan-S€ction Is equal to the_ excess of—
transferee with respect to any sectiomible under the curative or remedial (1) The amount paid or incurred (or
197 intangible held by the terminatedmethods for making allocations undefr®ated as having been paid or incurred)
partnership immediately preceding thesection 704(c). Thus, for example, if aPy the reinsurer for the purchase of the
termination. (See paragraph (g)(3) ofontributed intangible is not an amortiz-contracts (as determined under § 1.817—
this section for the treatment of in-able section 197 intangible in the hand4(d)(2)); over -
creases in the basis of property of thef the transferor, any remedial alloca- (2) The amount of the specified
terminated partnership under sectiotions of amortization made to a nonconolicy acquisition expenses that are at-
743(b).) tributing partner with respect to thetributable to the reinsurer’s net positive

(C) Other terminations In applying intangible are not amortizable underconsideration for t_he reinsurance agree-
paragraph (g)(2)(i) of this section to asection 197. See § 1.704-3(c) and (dyent (as determined under § 1.848-
partnership that is terminated pursuanfor a description of the curative and2(f)(3)).
to section 708(b)(1)(A) (relating to ces-remedial methods. (B) Other acquisitions [Reserved]

(B) Any acquisition of an insurance
ntract that is treated as occurring by
reason of an election under section 338.



(5) Amounts paid or incurred for a as having sold, exchanged, or otherwiseection 197 intangible in the hands of
franchise, trademark, or trade nam#é disposed of property in a transaction fothe seller (or transferor), but only if the
an amount to which section 1253(d)purposes of any provision of the Internalcquisition by the taxpayer or sale by
(relating to the transfer, sale, or otheRevenue Code solely by reason of théhe seller (or transfer by the transferor)
disposition of a franchise, trademark, ompplication of paragraph (g)(7)(i) of thiswas not part of a transaction or a series
trade name) applies is described in secsection to any other party to the transacef related transactions in which the
tion 1253(d)(1)(B) (relating to contin- tion. seller (or transferor) previously acquired
gent serial payments), the amount is (h) Anti-churning rules—(1) Conver- the intangible or interest therein.
deductible under section 1253(d)(1) andions of existing goodwill, going con- (5) Special partnership provisiops
is not included in the adjusted basis otern value, and certain other section(i) Basis increases In determining
the intangible for purposes of sectionl97 intangibles Except as otherwise whether the anti-churning rules of this
197. Any other amount, whether fixedprovided in this paragraph (h), goodwill,paragraph (h) apply to any increase in
or contingent, to which section 1253(d)going concern value, or any other secthe basis of partnership property under
applies is chargeable to capital accourtion 197 intangible for which a depre-section 732, 734, or 743, the determina-
under section 1253(d)(2) and is amortizeiation or amortization deduction wouldtions are made at the partner level and
able only under section 197. not have been allowable prior to theeach partner is treated as having owned

(6) Amounts properly taken into ac-enactment of section 197 may not bend used the partner's proportionate
count in determining the cost of prop-amortized as an amortizable section 198hare of the partnership property. Thus,
erty that is not a section 197 intangible intangible if the section 197 intangiblefor example, the anti-churning rules do
Section 197 does not apply to ans acquired by a taxpayer after Augushot apply to an increase in the basis of
amount that is properly taken into ac-10, 1993 (or after July 25, 1991, if apartnership property under section
count in determining the cost of prop-valid retroactive election pursuant to743(b) that occurs upon the acquisition
erty that is not a section 197 intangible§ 1.197-1T has been made) and eief an interest in a partnership that has
The entire cost of acquiring the otherther— made a section 754 election if the
property is included in its basis and (i) The taxpayer or a related persorperson acquiring the partnership interest
recovered under other applicable Interheld or used the intangible or an intereseither is not related to the person trans-
nal Revenue Code provisions. therein at any time during the transitionferring the partnership interest or ac-

(7) Treatment of amortizable sectionperiod; quired the interest upon the death of the
197 intangibles as depreciable prop- (ii) The taxpayer acquired the intan-former partner. Similarly, the anti-
erty—(i) In general An amortizable gible from a person that held the intanchurning rules do not apply to a con-
section 197 intangible is treated as propgible at any time during the transitiontinuing partner’s proportionate share of
erty of a character subject to the allowperiod and, as part of the transactionan increase in the basis of partnership
ance for depreciation under section 167the user of the intangible does notproperty under section 734(b) that oc-
Thus, for example, an amortizable secehange; or curs upon the distribution of property of
tion 197 intangible is not a capital asset (iii) The taxpayer grants the right toa partnership that has made a section
for purposes of section 1221, but if helduse the intangible to a person (or &54 election if the continuing partner is
for more than one year, it generallyperson related to that person) that heldot related to the distributee partner.
qualifies under section 1231 as propertyr used the intangible at any time during (ii) Curative and remedial allocations
used in a trade or business. Also, athe transition period. under section 704(c) In determining
amortizable section 197 intangible is (2) Amounts deductible under sectiorwhether the anti-churning rules of this
section 1245 property and section 1239253(d) For purposes of paragraphparagraph (h) apply, any curative or
applies to any gain recognized upon itgh)(1) of this section, deductions allow-remedial allocation of amortization
sale or exchange between related peable under section 1253(d)(2) or deducmade to a noncontributing partner under
sons (as defined in section 1239(b))tions allowable pursuant to an electiorthe curative or remedial methods for

(i) Exceptions and limitatiors-(A) under section 1253(d)(3) (in either casenaking allocations under section 704(c)
Unstated interest and original issue dis-as in effect prior to the enactment ofis treated in the same manner as a
count rules In the case of the acquisi-section 197) are treated as deductionsoncurative or nonremedial allocation of
tion of any amortizable section 197allowable for amortization. amortization. Thus, for example, if the
intangible in a transaction that would (3) Transition period For purposes of anti-churning rules would apply to a
not be treated as the sale or exchange tifis paragraph (h), the transition periochonremedial allocation of amortization
property by the person from which thebegins on July 25, 1991, and ends omo a noncontributing partner, the anti-
intangible was acquired, paragraptAugust 10, 1993, except that for taxpay<hurning rules apply to any remedial
(9)(7)(i) of this section shall not apply ers that made a valid retroactive electiorallocation of amortization. See § 1.704—
(and the amortizable section 197 intanpursuant to § 1.197-1T, the transitior8(c) and (d) for a description of the
gible shall not be treated as propertyperiod is July 25, 1991. curative and remedial methods.
for purposes of— (4) Exceptions The anti-churning  (6) Related persor-(i) In general

(1) Section 483(c) (relating to pay-rules of this paragraph (h) do not applyExcept as otherwise provided in para-
ments on account of the sale or exto— graph (h)(6)(iii) of this section, a person
change of property); and (i) The acquisition of an intangible is related to another person for purposes

(2) Section 1274(c) (relating to debtby a taxpayer if the basis of the intan-of this paragraph (h) if—
instruments given in consideration forgible is determined under section (A) The person bears a relationship
the sale or exchange of property). 1014(a); or to that person that would be specified in

(B) Treatment of other parties to (ii) The acquisition of an intangible section 267(b) (determined without re-
transaction No person shall be treatedby a taxpayer that is an amortizablegard to section 267(e)) and, by substitu-



tion, section 267(f)(1), if those sectionstion period and that is no longer intaxpayer acquires the intangible, then
were amended by substituting 20 perexistence is deemed to be in existencthe anti-churning rules described in this
cent for 50 percent; or for purposes of determining whether theparagraph (h) only apply to the extent

(B) The person bears a relationship tdaxpayer that acquired the property ighe taxpayer’s adjusted basis in the
that person that would be specified irelated to the corporation, partnershipintangible exceeds the gain recognized.

section 707(b)(1) if that section wasor trust. (i) Manner of making election[Re-
amended by substituting 20 percent for (8) Special rules for section 338served]
50 percent; or deemed acquisitionsin the case of a (i) Determination of highest mar-

(C) The persons are engaged imualified stock purchase that is treatedjinal rate of tax For the purpose of
trades or businesses under common coas a deemed sale and purchase of assestermining the highest marginal rate of
trol (within the meaning of section pursuant to section 338, the corporatiotax applicable to the person from which
41(f(1)(A) and (B)). that is treated as selling its assets as the taxpayer acquires the intangible, the

(i) Time for testing relationshipg=or result of an election thereunder (oldfollowing rules shall apply:
purposes of this paragraph (h), a persotarget) is not considered related to the (A) Noncorporate taxpayersin the
is treated as related to another person dorporation that is treated as purchasingase of an individual, estate, or trust, the
the relationship exists— the assets (new target) if stock of oldhighest marginal rate of tax shall be the

(A) In the case of a single transac-target meeting the requirements of sediighest marginal rate of tax in effect
tion, immediately before or immediatelytion 1504(a)(2) is, or is deemed to havainder section 1, determined without re-
after the acquisition of the intangiblebeen, acquired by purchase after Julgard to section 1(h).
involved; or 25, 1991. See § 1.338-2(d). Thus, for (B) Corporations and tax-exempt en-

(B) In the case of a series of relatecexample, if a corporation (the purchastities. In the case of a corporation or an
transactions, at any time during theng corporation) makes a qualified stockentity that is exempt from tax under
period beginning immediately before thepurchase of the stock of another corposection 501(a), the highest marginal rate
earliest acquisition and ending immedi+ation (target) from unrelated third par-of tax shall be the highest marginal rate
ately after the last acquisition of anyties in July 1997, and a section 338f tax in effect under section 11, deter-
intangible acquired in the series ofelection is made by the purchasing cormined without regard to any rate that is
transactions. poration, the deemed asset purchaselded to the otherwise applicable rate in

(iii) De minimis rule—(A) In general shall not be considered as an acquisitionrder to offset the effect of the gradu-
Two corporations shall not be treated abetween related persons solely by virtuated rate schedule.
related persons for purposes of thiof the fact that old target and new target (iv) Special rule for pass-through en-
paragraph (h)(6) if— are treated as the same corporation fdities. In the case of a partnership or S

(1) The corporations would (but for certain other purposes of the Code ocorporation, the election under para-
the application of this paragraphthat old target and new target are thgraph (h)(9)(i) of this section—
(h)(6)(iii)) be treated as related personsame corporation under the laws of the (A) Shall be made by the entity
solely by reason of substituting “more state or other jurisdiction of its organi-rather than by its owners or members;
than 20 percent” for “more than 50 zation. However, the anti-churning rulesand
percent” in section 267(f)(1)(A); and of this paragraph (h) may nevertheless (B) Shall constitute an election by

(2) The beneficial ownership interestapply to a deemed asset purchase resutach of the owners or members of the
of one corporation in the stock of theing from a section 338 election becausentity (rather than the entity itself) to
other corporation represents less than 16ld target and new target are otherwis@ay a tax, determined as provided in this
percent of the total combined votingtreated as related parties within thearagraph (h)(9), on the portion of the
power of all classes of stock entitled tomeaning of paragraph (h)(6) of thisgain properly allocable to each such

vote and less than 10 percent of theection. owner or member.
total value of the shares of all classes of (9) Exception to anti-churning rules (v) Coordination with other provi-
stock outstanding. where gain is recognized(i) In gen- sions—(A) In general For purposes of

(B) Determination of beneficial own- eral. If a taxpayer would not be subjectapplying any provision of chapter 1 or
ership interest For purposes of this to paragraph (h) but for the substitutionchapter 6 of the Code other than section
paragraph (h)(6)(iii), the beneficial own-of 20 percent for 50 percent underl97(f)(9)(B), both the amount of gain
ership interest of one corporation in theparagraph (h)(6)()(A) of this sectionsubject to the tax determined under
stock of another corporation shall beand the person (whether or not subjegparagraph (h)(9)(i) of this section and
determined under the principles of secto Federal income tax) from which thethe amount of the tax shall be disre-
tion 318(a), except that— taxpayer acquires the intangible elects tgarded. Thus, for example, the amount

() In applying section 318(a)(2)(C), recognize gain on the disposition of theof the gain shall not be reduced by any
the 50 percent limitation containedintangible and, notwithstanding anynet operating loss deduction under sec-
therein shall not be applied; and other provision of the Internal Revenuetion 172(a), any capital loss under sec-

(2) Section 318(a)(3)(C) shall be ap-Code, agrees to pay an amount thation 1212, or any other similar loss or
plied by substituting “20 percent” for when added to any other Federal incomdeduction. The amount of tax deter-
“50 percent”. tax, equals the gain on the dispositiormined under paragraph (h)(9)(i) of this

(7) Special rules for entities that multiplied by the highest marginal ratesection shall not be reduced by any
owned or used property at any timeof tax imposed by section 1 (for indi- credit of the taxpayer. In computing the
during the transition period and that are viduals, estates, or trusts) or 11 (foramount of any net operating loss, capital
no longer in existenceA corporation, corporations), whichever is applicableJoss, or other similar loss or deduction,
partnership, or trust that owned or usedor the taxable year in which the gain isor any credit that may be carried to any
property at any time during the transi-realized by the person from which thetaxable year, any gain recognized, and



any tax paid, under paragraph (h)(9)(iof which is to avoid any of the anti- 197(d)(1)(D) and paragraph (b)(8) of this section
of this section shall not be taken intochurning rules for intangibles describecfd: as such, may not be treated as self-created

. : . Iintangibles eligible for exclusion under section
account. in paragraph (h)(1) of this section. Thusg7(c)e2).

(B) Section 1374 No provision of for example, if section 197 intangibles Example 3. Advertising cost€i) Q manufac-
paragraph (h)(9)(iv) of this section shallare acquired in a transaction (or seriesires and sells consumer products through a series
preclude the application of section 1374f related transactions) in which options°f Who'esf"ers fa_’t‘d d'sg'b‘:t%rs- In OV;’er.ntO "
(relating to a tax on certain built-in to acquire stock are issued to a party t§ oo Igia?tsy Pl S:gd;'gts o anpang. e
gains of S corporations) to any gainthe transaction, but the option is NOlaie of the goodwill, trademarks, and trade
with respect to which the election de-treated as having been exercised fafames of the business, Q advertises its products to
scribed in paragraph (h)(9)(i) of thispurposes of paragraph (h)(6) of thighe consuming public. It regularly incurs costs to
section is made. Neither paragraptsection, this paragraph (h)(11) may ap%ﬁ‘é‘z':pcgii’;o'gfr']‘z:;'@”'cg:gs‘t’r'g‘ft Z?Y‘]’F‘flg';eeé“igtsst's
(h)(9)(iv) nor paragraph (h)(9)(v)(A) of ply to the transaction. and amounts paid to independent advertising agen-
this section shall be treated as preclud- (i) [Reserved]. cies. Q also incurs costs to run these advertise-
ing a taxpayer from applying the provi- (j) General anti-abuse ruleThe rules ments in the various media for which they were
sions of section 1366(f)(2) (relating toin this section shall be interpreted and‘e‘c’gc')?]p'sl%7'5>;ﬁ2‘;tefzgstthse Vegszbfeagf("'i‘;?r';”agg
treatment of the tax imposed by sectiorapplied as necessary and appropriate cessary expenses deductible under section 162.
1374 as a loss sustained by the $revent avoidance of the purposes of (i) The advertising costs are not subject to
corporation) in determining the amountsection 197. If one of the principal amortization under section 197 pursuant to para-
of tax payable under paragraph (h)(9)(ipurposes of a transaction is to achieve Q{ﬁph _(a)(j)d Oft,g*l“s section because they are

H H H H H : otherwise deductipble.
of this section. I o ~tax result that is inconsistent with th_e Example 4. Covenant not to compete acquired

(C) Procedural and administrative purposes of section 197, the COommMisy connection with stock redemptior(i) R, a
provisions For purposes of subtitle F,sioner can recast the transaction fogorporation, redeems all of its stock owned by A,
the amount determined under paragrapRederal tax purposes as appropriate ten individual. R and A have no business relation-
(h)(9)(i) of this section is treated as aachieve tax results that are consistengl'}:'loS with each other except for the corporate-

: . - . ._shareholder relationship. In connection with the
tax imposed by section 1 or 11, aswith the purposes of section 197, ing redemption, R and A enter into an agreement

appropriate. _light of the applicable statutory andcontaining a covenant not to compete. Under this
(D) Installment method The gain regulatory provisions and the pertinentgreement, A agrees that A will not compete with
subject to the tax determined undefacts and circumstances. the business of R within a prescribed geographical

; ; ; . _territory for a period of three years after the date
paragraph (h)(9)(i) of this section may (k) Examples The following ex on which the stock redemption is completed. In

not be reportgd under the method deamples illustrate the application of thisexchange for this agreement, R pays A consider-
scribed in section 453(a). Any such gairsection: ation in addition to the amount paid for the stock
that would, but for the application of Example 1. Computer softwaré) X purchases redeemed by R.
this paragraph (h)(9)(v)(D), be takenall of\;heO assefts hof an etxisting _tra(cjje_ or IIbu?ir\l(ess (ii) Btgcause_trt]htihagreemen} '\;\_/as (Entel;?ed ifnt_c; in
; f rom Y. One of the assets acquired is all of Y'sconnection wi e reacquisition by of its
Into accoun_t under seCtlor.] 453(a) Shal3ights in certain computer software previouslystock, section 162(k) provides that no deduction
be taken IDIO accou'nt in the Sam%sed by Y under the terms of a nonexclusiveshall be allowed for any amount paid or incurred
manner as if an election under sectiofcense from the software developer. The softwar@ursuant to the agreement. Accordingly, pursuant
453(d) (relating to the election not towas developed for use by manufacturers to mainto paragraph (a)(4) of this section, section 197
app|y section 453(a)) had been madé:clin a comprehens_iv_e accounting system, includindoes not apply to these amountg.
(10) Transactions subject to bothgene'ral and subsidiary ledgers, payroll, accounts Example 5. Substantial portion of trade or
: . . receivable and payable, cash receipts and disburseusiness (i) S owns and operates 100 restaurants
anti-churning and nonrecognition rules ments, fixed asset accounting, and inventory cosh various locations. Each of these restaurants is
If a person acquires a section 197ccounting and controls. The software was nobperated using a well-established trade name made
intangible in a transaction described insubstantialicy modifie(:] Io)r( L;(s;e tf)th within thedgvailable to S undeé the ter[jns of a franchise
; ; meaning of paragraph (c)(4)(i) of this section andagreement with F. S determined to cease operating
paragraph (9)(2) of this Sec“of‘ from aWas acquired directly by Y from the developer.oge of the franchised restaurants. Accordiﬁgly, S
person in whose hands the intangiblenhe developer does not maintain wholesale osold to B all of the assets that it had used
was an amortizable section 197 intanretail outlets but markets the software directly toexclusively in connection with the operation of its
gible, and as a result of the transactiomlti_mate users. Y’s Iicen;e of_ the software .isrestaurant at that location. B agreed to extend an
the person is or becomes related to an |t_ed to an entltyfthzt;\t is actively engaged |n0':‘ferI of e_mplcéyment_ tc:j all qf hthe en;\plc}yeesh_at
. - usiness as a manufacturer. that location. B acquired no rights to the franchise
pe_rson dgscnbed_ In pa_l’agraph (h)(l) 0 (ii) Notwithstanding these limitations, the soft- or to any of the trademarks or trade names that
this section, the intangible ceases t0 b&are is considered to be readily available to théhad been used by S.
an amortizable section 197 intangible irgeneral public for purposes of paragraph (c)(4)(i) (i) The transaction between B and S is a
the hands of the transferee unless the this section. Accordingly, the software is not atransaction involving the acquisition of assets
; ; ; section 197 intangible. constituting a trade or business or a substantial
eﬁ(cjp-t-lonf t[?]ItOVIde(tZI. In ?_araglrfaph Example 2. Governmental rights of fixed dura-portion thereof within the meaning of paragraph
( )( )(”) 0 . IS sec |o.n app 'e,s' a tion. (i) City M operates a municipal water (e) of this section, notwithstanding that B did not
person acquires a section 197 intangibleystem. In order to induce X to locate a newacquire a franchise from S or that the assets did
in anticipation of becoming related tomanufacturing business in the city, M grants X thenot represent a substantial portion of the assets
any person described in paragraph (h)(lr)ght toqurchaselwatclerffor 16 ydear?hat a sp;ech;ienilsed by IS in that trade or business.ff it
i ; ; ; ; price. incurs legal fees and other costs for Example 6. Separate acquisition of franchigi
of thls. section, Fhe |ntang|ble .IS npt an rofessional services in the amount of $10x inS is a r;‘ranchisoe of reta(iql outlets for specialty
amortizable section 197 intangible in thefcjonnection with its efforts to obtain these rights.coffees. On July 1, 1997, G enters into an
hands of the transferee. (i) The rights granted by M are described inagreement with S pursuant to which G is permit-
(11) Anti-churning anti-abuse rule section 197(e)(4)(B) and paragraph (c)(6) of thiged to acquire and operate a store using the S
Section 197 does not apply to anyse(_:tion and,_ thus, are not a s_ection 1_97 intangiblegrademark and trade name at the location specified
intangible acquired by a taxpayer if theTh'S exclusion applies notwithstanding that thein the agreement. G agrees to pay S $100,000
. . : . rights may not qualify for exclusion under sectionupon execution of the agreement and also agrees
taxpayer acquires the intangible in & 97(e)4)D) and paragraph (c)(13) of this sectiorto pay, on a monthly basis throughout the term of
transaction one of the principal purposesr that they also may be described in sectiorthe franchise, a specified percentage of gross sales



from the store. The agreement contains detailed (i) Under paragraph (g)(1)(iii) of this section, tized over the 10 years remaining in the original
specifications for the construction and operation ofhe covenant is not treated as having been dist5-year amortization period for the intangible.
the business, but G is not required to purchasgosed of (or becoming worthless) because C has Example 12. Acquisition of an interest in part-
from S any of the materials necessary to construdtot disposed of all interests in the trade omership with a section 754 electiofi) The facts
the improvements at the location specified in theusiness acquired in the same transaction as tlege the same as in Example 11, except that a
franchise agreement. covenant. The covenant is not a contingent incomsection 754 election is in effect for 2003.
asset within the meaning of § 1.1060-1T(f)(4)(i). (ii) Pursuant to section 197(f)(9)(E) and para-
N ) .~ Accordingly, B must decrease the adjusted basis afraph (h)(5)(i) of this section, for purposes of
within the meaning of paragraph (b)(10) of thlsany asset acquired from C by $90,000 at thesection 197, D is treated as if P owns two assets.
section. The f_ranchlse does not guallfy_ for thebeginning of the third year of the agreement in theD's proportionate share of P’s adjusted basis in
exclusion relating to self-created '”tang'b'hes detnanner provided by § 1.1060-1T(f)(3)(). To theone asset is $1,000, which continues to be amor-
S?'E?‘d in s_ectlkc))n 197(0)(h2) ]:amd Egragraz (d)k()z tent that any decrease is allocated to an amortizized over the 10 years remaining in the original
i?\ tséitigidg;( d?(cla)\tJFS)e tlneaégﬂﬁ)rlsebclescafssgnthe le section 197 intangible, B must reduce thel5-year amortization period. For the other asset,
acquisition of the francﬁise constitut,es the ac uiS?_amo_unt of its deduction for amortization underD's proportionate share of P’s _adj_usted basis is
tioﬂ of an interest in a trade or business %r asectlon 197 accordingly. $600 (the amount of the basis increase under
Example 9. Loss disallowance rules involvingsection 743 as a result of the section 754 election),

substantial portion thereof, the franchise may not 8 o : )
bl; exclddeg ulnder section 197(6)(4)I Thusy thielated persons (i) Assume that X and Y are Which is amortized over a new 15-year period
; ‘. freated as a single taxpayer for purposes dpeginning January 2003. With respect to B and C,

franchise is an amortizable section 197 intangible ) - . g .
the cbasé?s sof which mus? be r(écovered ovger Daragraph (g)(1)(iv) of this section. In a singleP’s remaining $2,000 adjusted basis in the intan-
15-year period. However, the amounts to be paidf@nsaction, X and Y acquired from Z all of the gible continues to be amortized over the 10 years
by G computed as a percentage of gross sales apgSetS used by Z in a trade or business. Z hd@ma('jmng in_the original 15-year amortization

not subject to the provisions of section 197 byoPerated this business at two locations, and X andernog. iy

reason Jof section p197(f)(4)(c) and paragrap)l/?{ each desired to acquire the assets used by Z atExample 13. Payment to a retiring partner by

(b)(L0)(ii) of this section one of the locations. Three years after the acquisPartnership with a section 754 electiorti) The

- o tion, X sold all of the assets, including amortizablefacts are the same as Example 11 except that a
Example 7. Acquisition and amortization ofsection 197 intangibles, to an unrelated purchaséection 754 election is in effect for 2003 and,
covenant not to compete(i) As part of the ¢ 5455 of $120,000. instead of D acquiring A's interest in P, A retires
acquisition of a trade or busme§§ from C, B and C (i) Because X and Y are treated as a singlérom P. A, B, and C are not related to each other
enter into an agreement containing a covenant not oo T ™ Sce o e s disallowancdVithin the meaning of paragraph (h)(6) of this
to compete. Under this agreement, C agrees that it " =<' . 197(f)(1) and paragraph (g)(1) of€ction. A receives a payment under section 736
will not compete with the business acquired by By i " 00 may not recognize its loss on thdfom P of $1,600, all of which is in exchange for
within ‘a prescribed geographical territory for a_ /= " 0 o o e sion 197 intangibles’XS_interest in the intangible asset owned by P.
period of three years after the date on which th nder paragraph (g)(1)(iv) of this section, X must' (i) Pursuant to paragraph (h)(5)(i) of this sec-
business is sold to B. In exchange for this o\ o o5 dicallowed loss under section 197, andon, because of the section 734 adjustment, P is
agreement, B agrees to pay C $90,000 per year f may not increase its adjusted basis in itsreated as having two amortizable section 197
each year in the term of the agreement. The oo e section 197 intangibles by the amouriitangibles, one with a basis of $3,000 and a
agreement further provides that, in the event of %f the realized loss of X that is disallowed. X remaining amortization period of 10 years and the

breach by C of his obligations under the agree, = 1oic ihe disallowed loss over the remain©ther with a basis of $600 and a new amortization

mgﬂitthanr;agf ttﬁém;;?’triert‘?se digr?ﬁg;gggerce;sgler of the amortization period for the amortizablePeriod of 15 years.

- - Section 197 intangibles it sold. Accordingly, X Example 14. Termination of partnership under
g\ljzrjllejif)learl?r/ldg:hggp:i?:%atk)lleolrav:/s qxgzglrie rfgg;edtﬁ ; ust amortize the disallowed loss at the rate ofection 708(b)(1)(B)(i) A and B are partners with
amounts payable to C under the agreement repr%;lo'ooo per year (or $833 per month) for each ofual shares in the capital and profits of general

sent the value of C’s obligations to B pursuant to' ¢ 12 years remaining in the 15-year period. ~ Partnership P. P's only asset is an amortizable
the covenant and that the present fair market value Example 10. Disposition of retained intangiblesSection 197 intangible, which P had acquired on
January 1, 1994. On January 1, 1999, the asset

of B's rights under the agreement is $225,000. Th&Y related person(j) The facts are the same as in 2 "7 07 o ot 2e of $100 and a basis o P
aggregate consideration paid for all assets acquirdgx@mple 9 except that 10 years after the acquisi- e "~ o dave A sells his entire partnership
in the transaction other than the covenant exceed®n of the assets by X and Y and seven years) ~° ' " <" i ™ elaied to A, for $50
the sum of the amount of Class | assets and thafter the sale of the assets by X, Y sells all of the t the time of the sale. the basis of each of A and
aggregate fair market value of all Class |l and3ssets acguired from Z, including amortlzablﬁ in their respective r;artnership interests is $25
Class Il assets and all Class IV assets other tha#ection 197 intangibles, to an unrelated purchaser. (i) The sale causes a termination of P under
the covenant. (if) U_pon the sale of assets by Y, .X may section 708(b)(1)(B). Under section 708, the trans-
(i) Because the covenant is acquired in arfécognize a loss equal to the unamortized 10SS,q4ion js treated as if P transfers its sole asset to a
applicable asset acquisition (within the meaning of\ccordingly, pursuant to paragraph (9)(1)(V) of e\ hartnership in exchange for the assumption of
section 1060(c)), the basis of B in the covenanthis section, X may recognize a loss in the amouniq iapjjities and the receipt of all of the interests
cannot exceed its fair market value. See § 1.10602f $50,000, the amount obtained by reducing th§, the new partnership. Immediately thereafter, P
1T(e)(1). Under section 197(f)(3) and paragraphé0ss on the sale of the assets at the end of the yoaeq as if it is liquidated, with B and C each
((3)()) and (4) of this section, the adjusted basighird year ($120,000) by the amount of amorizaycejying their proportionate share of the interests
of B in the agreement, determined as of the dattion allowed for the fourth through the tenth yearsi, e new partnership. The contribution by P of
on which the agreement is entered into, is($70,000). its asset to the new partnership is governed by
$225,000. B’'s deduction for amortization with Example 11. Acquisition of an interest in part-section 721, and the liquidating distributions by P
respect to the amounts to be paid under thaeership with no section 754 electioi) A, B, and  of the interests in the new partnership are gov-
agreement is $1,250 per month, or $15,000 pe€ each contribute $1,500 for equal shares irrned by section 731. However, C does not realize
year, for each year in the 15-year period beginningeneral partnership P. On January 1, 1998, B special basis adjustment under section 743 with
on the date on which the agreement is enteredcquires as its sole asset an amortizable sectiGBspect to the amortizable section 197 intangible
into. The excess of the amounts payable pursuadf7 intangible for $4,500. P still holds the intan-ynless P had a section 754 election in effect for its
to the agreement over the amount allocated to thgible on January 1, 2003, at which time thetaxable year in which the deemed transfer of the
covenant under § 1.1060-1T(e)(1), or $45,000, isntangible has an adjusted basis to P of $3,00Qsset to the new partnership occurred.
allocated to Class V assets. and A, B, and C each have an adjusted basis of (jjj) Under section 197, if P had a section 754

Example 8. Breach of covenant not to compet&1,000 in their partnership interests. D (who is nokjection in effect for its taxable year in which the
subsequent to acquisition(i) The facts are the related to A) acquires As interest in P for $1,600.deemed transfer of the asset to the new partnership
same as inExample 7 except that at the end of NO section 754 election is in effect for 2003. occurred, C is treated as if the new partnership
the second year of the agreement, C breaches the(ii) Pursuant to paragraph (h)(5)(i) of this sec-had acquired two assets from P immediately
agreement by competing against B. B and C entdion, there is no change in the basis or amortizapreceding its termination. Even though the ad-
into a settlement of all claims arising under thetion of the intangible and D merely steps into thejusted basis of the new partnership in the two
agreement and the subsequent breach by C Ishoes of A with respect to the intangible. D'sassets is determined solely under section 723,
agreeing that B is not obligated to pay C the finalproportionate share of P’s adjusted basis in théecause the transfer of assets is a transaction
installment of $90,000. intangible is $1,000, which continues to be amordescribed in section 721, the application of sec-

(i) The franchise is a section 197 intangible



tions 743(H ard 754 to P immediatey before its
termination causs P to be treatel as if it held two
assets for purpose of sectim 197, at this time.
B's and C's proportiona¢ shae of the new
partnershifs adjustel bass is $25 ead in one
assetwhich continues to be amortizel over the 10
yeas remainirg in the origind 15-yea amortiza-
tion period For the othe asset C's proportionate
shae of the new partnershifs adjustel bask is
$25 (the amoun of the bass increag resulting
from the application of sectil 743 to the sak or
exchang by A of the intere$ in P), which is
amortizel over a new 15-yea periad beginnirg in
Januay 1999.

(iv) If Pdid not hawe asectim 754 election in
effect for its taxabk yea in which the sak of the
partnerstp intere¢ by A to C occurred the
adjustel bass of the new partnershh in the
amortizabé sectim 197 intangibk is determined
solely unde sectim 723 becaus the transfe is a
transactio describé in sectim 721, ard P does
not haw a basg increag in its section 197
intangible Unde sectim 197(f)(2 and paragraph
(9)(2) of this section the new partnershp contin-
ues to amortiz the amortizabé sectiom 197 intan-
gible over the 10 yeas remainirg in the original
15-yea amortization period No additiona amorti-
zation is allowabke with respet to this assé under
sectiom 197.

Exampé 15. Disguisel sale to partnership (i)
Assure tha E ard F are individuals who are
unrelatel to ead othe within the meanig of
paragrap (h)(6) of this section E has been
engagd in the active condu¢ of a trade or
busines as a sole proprieta since 199Q E and F
form EF Partnership E transfes all of the assets
of the business having a fair marke value of
$100x to EF, ard F transfes $4x of cas to EF.
E receives a 60 percen interes in EF and the
$4x of cas contribute by F, and F receives a40
percen intere¢ in EF, unde circumstance in
which the transfe by E is treatel as a sak of
propery to EF unde § 1.707-3(b).

(i) Unde § 1.707-3(a)(1) the transactio is
treatel as if E had sold to EF a 40 percen interest
in ead assé for $40x ard contributel the remain-
ing 60 percen intere$ in eadh assé to EF in
exchang solely for an interes¢ in EF. Becaus E
ard EF are relatal persos within the meanimg of
paragrap (h)(6) of this section no portion of any
transferrel sectim 197 intangibe tha E held
during the transition periad (as defined in para-
graph (h)(3) of this section) is an amortizable
section 197 intangible pursuan to paragrap (h)(1)
of this section Sectiom 197(f)(9)(B ard paragraph
(h)(5) of this section do not apply to ary portion
of the sectim 197 intangibk in the hand of EF
becaus the bass of EF in thee assed was not
increasd unde ary of sectiors 732 734, or 743.

Exampé 16. Acquisition by related persm in
norrecogniticn transaction (i) A owns a
nonamortizat® intangibke tha A acquirel in 1990.
In 1997 A sels a one-hal interes in the intan-
gible to B for cash Immediatey after the sale A
ard B, who are unrelatel to eadh othe, form
partnerstp P as equa partners A and B each
contribue their one-hal interes in the intangible
to P,

(ii) P has atransferré bass in the intangible
from A ard B unde sectim 723 The nonrecogni-
tion transfe rule unde paragrap (g)(2)(i) of this
sectim applies to A's transfe of its one-half
interes$ in the intangible to P, ard consequenyl P
stes into A’s shoes with respet to A's
nonamortizabkd transferrel basis The anti-
churnirg rules of paragrap (h)(1)()) of this sec-
tion apply to B’s transfe of its one-hal interes in
the intangibk to P, becaus A, who is related to P

undeg paragrap (h)(6) of this section held B's
one-hal interes in the intangibe during the
transitin period Pursuahto paragrap (h)(10 of
this section thes rules apply to B's transfe of its
one-hal interes to P even thoudh the nonrecogni-
tion transfe rule unde paragrap (g)(2)(i) of this
sectim would hawe permitted P to step into B's
shoes with respet to B’s otherwig amortizable
basis Therefore P's entire bass in the intangible
is nonamortizable.

Exampé 17. Acquisitin of partnershp interest
following formation of partnership (i) The facts
are the sane as in Exampk 16 excep that in
1996 A formed P with an affiliate and contributed
the intangibke to the partnershp and excep that
thereafte in an unrelatel transaction B purchases
a 50 percen intere$ in P. P has a sectim 754
electi in effect.

(ii) For the reasos se forth in Exampé 14(iii),
B is treatel as if P owns two assets B's
proportiona¢ shae of P's adjustel bass in one
asse is the sarre as A's proportiona¢ shae of P's
adjustel bass in tha asset which is not amortiz-
able unde section 197. For the othe asset B's
proportiona¢ shae of the remainirg adjustel basis
of Pis amortizel over a new 15-yea period.

Exampé 18. Acquisitian by related corporation
in norrecognitio transaction (i) The facts are the
same as Exampe 16, excep tha P is a corpora-
tion.

(i) P has atransferre bask in the intangible
from A and B unde sectim 362 Pursuah to
paragrap (h)(10) of this section the application
of the nonrecognitio transfe rule unde paragraph
(9)(2)()) ard the anti-churnimg rules of paragraph
(h)(1)(i) of this sectim to the facts of this
Exampé 18 is the sane as in Exampé 16. Thus,
P's entire bass in the intangible is nonamortizable.

Exampé 19. Acquisition from corporation re-
lated to purchase through remot indired interest
(i) X, Y, ad Z are eah corporatios tha have
only ore class of issual ard outstandig stock X
owns 25 percen of the stok of Y and Y owns 25
percet of the outstandig stok of Z. No other
shareholdeof arny of thes corporatiors is related
to ary othe shareholdeor to any of the corpora-
tions On Jure 30, 1997 X purchase from Z
sectim 197 intangibles that Z owned during the
transition periad (as defined in paragrap (h)(3) of
this section).

(ii) Pursuah to paragrap (h)(6)(iii))(B) of this
section the beneficid ownershp interes of X in Z
is 6.25 percent determineé by treatirg X as if it
owned a proportionag (25 perceny interes in the
stodk of Z tha is actualy owned by Y. Thus even
thouch X isrelatad to Y and Y is related to Z, X
ard Z are not considerd to be related for
purposs of the anti-churnirg rules of sectilm 197.

Exampé 20. Gain recognitiom election (i) B
owns 25 percen of the stok of S, a corporation
tha uses the calenda yea as its taxabk yea. No
otha shareholde of B or S is relatal to each
othe. Sis not a membe of a controlled groyp of
corporatios within the meanirg of section
1563(a) S has sectim 197 intangibles tha it
owned during the transition period and was not
permittal to amortiz or deprecia¢@ unde any
othe provision of the Code S had a bass of
$25,0® in the intangibles In 1997, S sells these
intangibles to B for $75,000 S recognize again
of $50,0® on the sak ard has no othe items of
income deduction gain or loss for the yea,
excepp tha S also has a ne operatirg loss of
$20,0® from prior yeass tha it would otherwise
be entitled to use in 1997 pursuah to section
172(b) As patt of the transactio with B, S agrees
to make the gain recognition electin pursuan to
sectian 197(f)(9)(B).

(if) If the gain recognition election had not been
made S would hawe taxabk income of $30,000
for 1997 and a tax liability of $4,500 As the
resut of the election S mug pay a totd tax
liability for the yea of $17,5@ (35 percem of
$50,000) consistig of the sum of its regula tax
liability of $4,5@ ard the additiona amour of
$13,0® pursuan to section 197(f)(9)(B).

(iii) Pursuah to paragrap (h)(9)(v)(A) of this
section S determing the amoun of its net
operatig loss deductia in subsequenyears with-
out regad to the gain recognize on the sak of
the section 197 intangible to B. Accordingl, the
entire $20,0@ net operatig loss deduction that
would hawe been availabk in 1997 but for the
gain recognition election may be usa in 1998,
subjet to the limitations of sectim 172.

(iv) B has abass of $75,0® in the section 197
intangibles acquire from S. As the resut of the
gain recognition election by S, B may amortize
$50,0@ of its bass unde sectim 197. The
remainirg bass may not be amortizel by B.

Exampeé 21. Sectiom 338 election (i) P corpora-
tion makes a qualified stodk purchas of the stock
of T corporatim from two shareholdes in July
1997 ard a sectimm 338 electim is mace by P
Ore of the selling shareholdey is an individual
who owns 25 percen of the totd value of the
stod of ead of the T ard P corporation No other
shareholdeof eithea T or P owns stod in both of
thee corporations and no othe shareholde is
relate to arny othe shareholde of eithe corpora-
tion.

(i) Old target ard new target (as thes terms
are defined in 8 1.338-1(c)(13) are membes of a
controlled growp of corporatios unde section
267(b)(3) as modified by sectilm 197(f)(9)(C)(i),
and ary sectim 197 intangibke held by old target
at ary time during the transitim periad is not an
amortizabé section 197 intangibk in the hand of
new target Howeve, a gain recognition election
unde paragrap (h)(9)(i) of this section may be
mace with respet to this transaction.

(I) Effectie dates This section is
applicabé on the datke final regulations
are publishal in the Federd Registe,
excep tha § 1.197-2(c)(13B (exception
from section 197 for separatel acquired
rights of fixed duration or amounj is
applicabé Augug 11, 1993 (or July 26,
1991 if a valid retroactie electin has
bee mace unde § 1.197-1T).

Margard¢ Milner Richardson,
Commissioneof Internd Revenue.

(Filed by the Office of the Federd Registe on
Januay 9, 1997 2:53 p.m, and publishal in the
isue of the Federd Registe for Januay 16, 1997,
62 F.R. 2336)




