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TAX TREATMENT OF INTANGIBLE ASSETS

TUESDAY, APRIL 28, 1992

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 9:33 a.m., in

room SD-215, Dirksen Senate Office Building, Hon. Lloyd Bentsen
(chairman of the committee) presiding.

Also present: Senators Moynihan, Pryor, Daschle, Packwood,
Danforth, Symms, and Grassley.

[The press release announcing the hearing follows:]
[Press Release No. U-10, April 9, 1992)

BENTSEN CALLS HFAWNO ON "INTANGIBLES," CHAIRMAN WANTS TO EXAMINE

POSSIBLE SOLUTIONS

WAStUNOTON, DC--Senator Lloyd Bentsen, Chairman of the Senate Finance Com-
mitee, Thursday announced a hearing on simplifying the tax treatment of intangi-
ble assets acquired in business purchases.

The hearing will be at 9:30 a.m., Tuesday, April 28, 1992 in Room SD-215 of the
Dirksen Senate Office Building.

Bentsen (D., Texas) said he wants to explore possible solutions to the controversy
between taxpayers and the Internal Revenue Service regarding intangible assets.

'Under current law intangible assets--such as customer lists, technical know how
and subscription lists--acquired when a business is purchased can be amortized
only if cer conditions are met. These assets must have a limited useful life over
which the value can be depreciated and they must be distinguishable from "good
will," Bentsen said.

"A number of taxpayers consider current laws affectig intangibles to be unfair
and confusing and require costly appraisals that could be avoided if the laws were
simplified," 13entsen said.

'In considering this question, we want to take a close look at legislation that Con.
gresman Rostenikowski has introduced and consider the potential Impact of a case
the Supreme Court has agreed to hear concerning the treatment of intangible as-
sets."

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SEN.
ATOR FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMIT.
TEE
The CHAIRMAN. This hearing will come to order. The Internal

Revenue Code allows taxpayers to amortize the cost of "wasting"
assets over the useful lives of those assets. In the case of acquired
intangible assets, there has been a great deal of controversy, legal
costs and delays regarding the tax treatment of these assets-de-
termining whether the intangible asset is a "wasting" asset, what
the appropriate recovery period is, and so on.

Chairman Rostenkowski, on the House side, has introduced legis-
lation to try to bring some reason to this area and to resolve the
differing interpretations. He introduced H.R. 3035 in an attempt to
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reduce those controversies and simplify the taxation of acquired in-tangibles.The bill provides that the cost of goodwill and other acquired in-

tangble assets would be amortized over a single 14-year period. A
modified version of Mr. Rostenkowski's bill was included in the
House version of the economic recovery tax bill, and, ultimately, in
the conference agreement. However, we all know what happened to
that tax bill: it was vetoed by the President.

When you try to resolve something like this by choosing an arbi-
trary line, such a 14-year period, you are obviously going to have
winners and losers. We have learned in the Congress that we will
soon hear from the losers. On the other hand, those that had over
the 14-year period are quite pleased with what has been done.

Every group that thinks it has equity on its side in justifying a
shorter recovery period is going to try to get an exception from the
rule, and that is understandable. The problem we face in that re-
gard is the cost. In a time of budgetary constraints, how do we take
care of that? Do we change the yard stick? Do we make exceptions?
And then how do we pay for them if we do?

The Chairman has had a rule in this committee to see that we
pay for what comes out of the committee. And that has led to painfrom time to time, and difficulty in getting a consensus.

I do not think what we have seen in the House legislation is the
final wo'd on the intangibles isrue. And that is why I have called
today's hearing. I want this committee to have the opportunity to
explore the issues surrounding the tax treatment of acquired intan-
gible assets, and, in doing so, to take a close look at the House in-
tangibles bill.

I certainly applaud the goals of the House legislation in trying
to simplify end reduce the controversies in this area. I am certainly
an advocate. of meaningful simplification. Yet, this is an exceed-
ingly difficult area of the tax law. There are hard questions for
which there are no clear cut answers.

So, I think it is important that this committee examine the pros
and cons of this legislation. Fortunately, I believe we can do it with
the excellent list of witnesses that we have testifying before us
today.

Finally, in a recent development, the Supreme Court earlier this
month agreed to review the Tlhird Circuit's decision in the Newark
Morning Ledger case to determine whether certain customer lists
could be amortized for tax purposes or whether-as the Third Cir-
cuit decided-they should be treated as goodwill that cannot be am-
ortized. I will be interested in hearing from the witnesses as to the
potential impact of that case as well.

We are fortunate to have with us this morning Hon. Fred Gold-
berg, Jr., the Assistant Secretary for Tax Policy, Department of
Treasury. And he is accompanied by Abraham N.M. Shashy. I do
not want to mispronounce tlat name. Why don't you give it to me?
Is it Shashy?

Mr. SHASY. Shashy. Yes, sir.
The CHAiRMAN. All right. He is the Chief Counsel for the Inter-

nal Revenue Service. We are glad to have you back. Will you pro-
ceed with your testimony?



STATEMENT OF HON. FRED T. GOLDBERG, JR., ASSISTANT
SECRETARY FOR TAX POLICY, DEPARTMENT OF THE TREAS.
URY, ACCOMPANIED BY ABRAHAM N.M, SHASHY, CHIEF
COUNSEL, INTERNAL REVENUE SERVICE
Assistant Secretary GOLDBERG. Thank you, Mr. Chairman. It is

a pleasure to be here today to present the views of the administra-
tion on proposals to amend the tax laws to provide certainty con-
cerning the tax treatment of purchased intangible assets, I am ac-
companied by "Hap" Shashy, the Chief Counsel of the IRS.

Last October, Hap and I, together with my predecessor, Ken Gid-
eon, provided administration testimony in support of H.R. 3036, a
measure introduced by Chairman Rostenkowski to simplify the tax
treatment of intangibles. A modified version of H.R. 3035 was in-
cluded in H.R. 4210, as adopted by the Congress.

My statement today focuses on the differences between these two
bills; a more extended discussion of the administration's views on
the importance and parameters of intangibles legislation is con-
tained in our prior testimonies, copies of which are being provided
for the record.

Before turning to the specific differences between HR. 3036 and
H.R. 4210, I would like to offer a number of general observations.

Having seen the tax system now from a number of perspectives--
as a practitioner, as Chief Counsel and Commissioner of the IRS,
and as Assistant Secretary for Tax Policy-I regard the legislation
concerning intangibles as the most important simplification meas-
ure under consideration by the Congress.

The current regime for taxing purchased intangibles results in.
substantial uncertainty and the unequal treatment of similarly sit-
uated taxpayers.

It imposes needless transaction costs and administrative costs on
taxpayers and the government. It leads to frequent and expensive
controversies between taxpayers, and the IRS, and it deprives the
Federal Government of substantial tax revenues that are properly
due and owing.

No amount of after the fact enforcement and litigation can pos-
sibly remedy this situation. Legislation is essential if we are to
eliminate this source of waste, inefficiency, and controversy.

I also want to emphasize my belief that the stakes go far beyond
the issue at hand. The legislation you are considering is the prod-
uct of more than 18 months of cooperation between the Congress,
the administration, and the private sector.

In many respects, it is the centerpiece of our simplification ef-
forts, It is not perfect, but there is no such thing as the perfect law.

On balance, it is fair and reasonable, it achieves its stated objec-
tives, and is consistent with fundamental principles of sound tax
policy. It is a dramatic improvement over the current state of af-
fairs.

I believe it is the litmus test of our commitment and ability to
achieve broad-based simplification of the substantive tax laws.

If legislation along the lines you are considering with such modi-
fications you think are appropriate cannot be enacted, I see little
hope for our ability to simplify elsewhere.

Finally, I want to reiterate two principles that have shaped the
legislation you are considering. First, to avoid lengthening the re-



covery period and reduce to a minimum the complexity of allocat-
ing purchase price among intangible assets, we must strictly limit
the classes of intangibles that are excluded from 14- year amortiza-
tion. Second, the legislation must be essentially revenue-neutral.

The remainder of my testimony provides the administration's
views on the primary changes to H.R. 3035, as reflected in H.R.
4210.

First, the modified or clarified treatment of computer software,
mortgage servicing contracts, movies, and government-granted
rights and licenses. And, second, provisions authorizing taxpayers
to elect retroactive application of the statute.

In brief, we believe that the former changes are appropriate.
They are minor modifications, largely clarifying in nature, and con-
sistent with the intent and the structure of the original legislation.
In contrast, certain aspects of elective retroactivity raise significant
revenue and policy concerns.

Mr. Chairman, the remainder of my written statement discusses
in some detail each of these changes. I would be happy to read
through that statement, or conclude my opening remarks and turn
to questions. I understand you are under some time pressure this
morning, so I will proceed either way.

[The prepared statement of Assistant Secretary Goldberg appears
in the appendix.]

The CHAIRMAN. Well, let us stop at that point, Mr. Secretary,
and I will pursue some questions. Let me get a further clarification
of what you have stated here.

Where you say, "First, to avoid lengthening the recovery period
and reduce to a minimum the complexity o allocating purchase
price among intangible assets, we must strictly limit the classes of
intangibles that are excluded from 14-year amortization. Second,
the legislation must be essentially revenue-neutral."

That, in effect, is what I said in my opening statement.
Assistant Secretary GOLDBERG. Yes, sir.
The CHAIRMAN. And I share that very strongly with you. But let

me get further clarification of your addendum here. When you say,
"In brief, we believe that the former changes are appropriate-they
are minor modifications"-are you talking about changes on com-
puter software, mortgage servicing contracts, movies, and govern-
ment-granted rights, those things were modified in the legislation?

Assistant Secretary GOLDBERG. Yes. They were different. They
were changes between H.R. 3035 and H.R. 4210.

The CHAIRMAN. Right.
Assistant Secretary GOIDBERG. I think in each instance, for ex-

ample, software is consistent now with the treatment of other intel-
lectual property, such as patents and copyrights.

The CHAIRMAN. Yes. Mortgage servicing--one of my subsidiary
companies when I was in the private sector did mortgage servicing.
And the ten year life of those is something I know to be a fact. So,
you support that kind of thing.

Assistant Secretary GoLDBERG. Yes, sir. And what H.R. 4210
does is clarify that the debt portion of those arrangements should
be treated as debt and written off over whatever the life of what
those debt obligations are, whether it is 5 years, or 25 years.



And we think that those instruments are in the nature of debt,
should be treated in that fashion, and that, in many respects, it
simply clarifies what was intended all along.

The CHAIRMAN. Well, let me ask you. Was that piece of legisla-
tion revenue-neutral, as it was modified?

Assistant Secretary GOLDBERG. The legislation in 4210, in our
view today, is that it was not revenue-neutral. The reason for that45

The CHAIRMAN. I am sure you are pleased, then, to tell us how
to pay for it.

Assistant Secretary GOLDBERG, We would suggest modifications
to that statute that would make it revenue-neutral.

The CHAIRMAN. Such as?
Assistant Secretary GOLDBERG. Eliminating the elective retro-

activity feature.
The CHAIRMAN, Would that make it revenue neutral?
Assistant Secretary GOI,)DI3,RG. Yes, sir. It would.
The CHAIRMAN. I have a number here given to me by the Joint

Tax Committee. They say that the retroactivity portion will lose
$3.2 billion over that 5-year window. Are you in concurrence with
that estimate?

Assistant Secretary GOLDBERG. We have not completed our re-
view, but we believe that the revenue loss is quite substantial and
does measure in the billions of dollars. Yes, sir.

The CHAIRMAN. Can you give me anything more definitive than
billions of dollars?

Assistant Secretary GOLDBERG. We are trying to refine that. The
difficulty here is that you are not dealing with a lot of transactions,
you are dealing with a relatively limited number of very large
transactions.

The Internal Revenue Service is reviewing those and trying to
test what would be the implications of elective retroactivity. We
have not completed that process yet, but it is clear that it would
be quite expensive.

Because the retroactivity is elective, it occurs to us a taxpayer is
only going to elect that result if it benefits them.

The CHAIRMAN. Of course.
Assistant Secretary GOLDBERG. And it is sort of difficult to envi-

sion how that regime can truly be revenue neutral.
The CHAIRMAN. Yes. Now, we have got some technicalities here

we are trying to resolve. Let me ask you, Mr. Shashy.
Mr. SHASHY. Yes, sir.
The CHAIRMAN. On these questions of retroactivity, what sort of

approach would you take in these pending cases to which the legis-
lation would not apply in the absence of a retroactive election?

Mr. SHASHY. It has been our experience that when legislation
passes that is not legally applicable to pending cases, it nonetheless
has a practical effect on the behavior of the parties.

What we would propose to do, what we have advocated from the
start with respect to this legislation is simply to be able to resolve
those cases in the normal course.

We are confident, frankly, that they will by and large settle, and
that fewer of them will be litigated than would be litigated if this
legislation did not pass. That was our experience.

0. M
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Anecdotally, when ACRS was enacted in 1981, also when some
of the anti-straddle legislation was enacted in 1981, and we believe
it would be the case here.

In order to ensure that, we would be willing to attempt to engi-
neer and implement a coordinated settlement program of some
sort-we do not have the details of that in mind-but if the legisla-
tion were to pass prospectively, we would be willing to do that in
an attempt to resolve pending cases short of litigation.

The CHAIRMAN. Secretary Goldberg, would you comment on what
you think the revenue effect would be outside of the budget period,
outside of 5 years?

Assistant Secretary GOLDBERG. What we attempted to do, work-
Ing with Congress and the Joint Committee in developing the orig
na legislation, 3035, was to assure that--to pick a period, namely,
14 years, it would be revenue neutral over the long term.

We have certain budget conventions that we use, but when you
are making a change of this sort, you do not want to solve your
problems in a 7-year window and then leave yourself with a mess
in the out years.

So, in setting the 14-year period, we believe that that would be
essentially revenue neutral over the long term.

The difficulty with the elective retroactivity feature is the way
that it is structured it builds a problem outside the budget window
so that whatever the number is during the pay-go or budget agree-
ment scoring period, the number would be much larger over the
full 17-year period cycle.

So, that is one of the reasons that we were troubled with retro-
activity, and it was one of the factors we tried to keep in mind in
the base legislation,

The CHAIRMAN. Well, let me get to another one. The General Ac-
counting Office chose a different approach to this, as I understand.
They chose, on the intangibles, to establish various classes with dif-
ferent recovery periods, thus perhaps not having as much of a dis-
parity in the winners and losers.

What do you think of that kind of an approach, assigning dif-
ferent recovery periods to different classes, as is sometimes done,
I guess, on the tangibles?

Assistant Secretary GOLDBERG. In our judgment, that would be
an exceedingly difficult step to take because the nature of intangi-
bles is that, unlike tangible assets, they are hard to define to begin
with.

Secondly, they are very difficult to value. And if you were to cre-
ate separate classes of intangible assets, you would find yourself,
we believe, in continued controversies over how those definitions
applied and how the subject assets were valued. And we think that,
on balance, a single life is the preferred regime. We think it is the
most administrab e.

While we are jrone to refer to winners and losers, it is at least
my judgment that the winners are unlikely to win as much as they
think they might, and the losers are unlikely to lose as much as
they are afraid.

And I think that the nature of goodwill or intangibles is they do
center around a 14-year period. And I think that is acceptable.



The CHAIRMAN. But you would not have as much disparity,
would you, between the extremes on the winners and the extremes
on the losers.

Assistant Secretary GOLDBERG. I think what you are trying to
balance is, can you minimize those disparities-

The CHAIRMAN. That is right.
Assistant Secretary GOLDBERG [continuing]. In which you are

trading off minimizing those disparities against the continuing un-
certainty and controversy that has been created.

The CHAIRMAN. But you think the multiplicity of determinations
in getting to the various ones in between leads to more problems?

Assistant Secreta GOLDBERG. Yes. Yes. Yes, I do.
The CHAIRMAN, Well, let us get to high technology assets, such

as silicon chip designs and aircraft engine designs, and covenants
not to compete. How do you feel about exceptions for them?

Assistant Secretary GOLDBERG. Well, with respect to the high-
tech intangibles, first, I think it is important that we sort of step
back and look at the regime.

You have a pre-existing regime for patents and copyrights so that
to the extent the intangibles are embodied in that proprietary for-
mat, you are under a set of rules that you have been under for a
long period of time,

And they are carved out for that reason, in the case of freestand-
ing rights. With respect to other types of high-tech intangibles, to
the extent they are licensed with periodic license payments, those
periodic license payments are deducted as incurred.

If you are talking about the so-called high-tech intangibles in the
context of the acquisition of a business, it is at least my judgment
that, as the Internal Revenue Service turns its attention to those
transactions, high technology companies are likely to find them-
selves, in many circumstances, benefitted rather than harmed by
the 14-year life, because most of the value in high-technology com-
panies can be associated with work force, can be associated with
the unidentifiable goodwill going to the fact that these folks know
what they are doing and they have the experience.

And I think by the time the service completes its examination ef-
forts in those areas, a number of these companies might find that
they would prefer the 14-year result.

Now, with respect to covenants not to compete, our understand-
ing of the existing statute is that if it is a freestanding covenant
not to compete, I simply contract with an individual not to compete
with me in my location, that is in the nature of provision of serv-
ices and is governed separately.

If you were talking about covenants not to compete in the context
of an acquisition of a business, it is the Service s experience, it is
our experience, that is one of the most common areas of con-
troversy. Values more properly attributable to goodwill and
unamortizeable assets are shifted to covenants and that is exactly
the kind of arrangement that should be treated through a compos-
ite 14-year life. And I believe that is a far better treatment.

The CHAIRMAN. Well, now, the Supreme Court is saying they are
ready to review the Newark Morning Ledger case. And, as I recall,
that held that customer lists were not subject to amortization be-
cause they are so entwined with goodwill, in effect.
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Now, that could affect substantially, I suppose, the revenue that
the government receives, depending on how the Court decides. Do
you think there would be reason to wait until the Court makes its
decision?

Assistant Secretary GOLDBERG. No, Mr. Chairman. I do not. And
I do not for two reasons. First, as I said in my statement, I person-
ally am convinced that no amount of legislation, no court decisions,
whether it is the Supreme.Court or lower courts during the proc-
ess, can ever hope to provide the kind of clarity and certainty that
taxpayers need on an ongoing basis.

If the Supreme Court were to adopt the government's position
that, as a matter of law, customer lists are intertwined with good-
will and cannot be amortized, I think you will still find that there
are an unlimited number of controversies in this area.

What used to be ascribed to value of customer lists might be as-
cribed to covenants not to compete; might be ascribed to work force
in place; might be ascribed to other so-called intangibles.

So, I have no confidence that whatever the decision is, it will pro-
vide the requisite degree of certainty.

Secondly, I believe that this law is critically important to provid-
ing the kind of simplification we are all committed to And sincethe proper way to resolve the matter is through the legislative
process, I would hope we could get about our business and get it,
done, and that we should not be unduly influenced by whatever the
revenue implications are of that decision.

The CHAIRMAN. Let me take you back to the retroactivity provi-
sion for a minute. One of the things that concerns me a bit is that
the provision was not in effect at a time that the deal is made, was
not taken into consideration, and all of a sudden, it is there. Is
that, in effect, a windfall for some of these companies?

Assistant Secretary GOLDBERG. It is a windfall. I mean, in a situ-
ation, particularly prior to repeal of General Utilities, a purchaser
who elected purchase accounting for tax purposes and carried good-
will on its books does receive a windfall.

The ability to write off that goodwill becomes enormously bene-
ficial. So, in that sense, it is a windfall. It is also troublesome be-
cause the entire benefit of that treatment goes to the purchasers
and none of that benefit goes to the sellers.

So, in a leveraged buy-out transaction, for example, where public
shareholders sold their shares not knowing this was on the books,
the entire benefit of that tax treatment would go the purchasers.
None of that benefit of retroactivity would go the public selling
shareholders.

So, yes. It is a windfall, and it is a windfall solely to the pur-
chaser and none of it to the sellers.

Mr. SHASHY. If I might add, Mr. Chairman, there are other as-
pects of unfairness to the elective retroactivity. For example, the
open-year election would largely be a matter of fortuity. Most tax-
payers who have significant open years are large corporate tax-
payers.

And among them there is great disparity to the extent to which
prior years are open. It depends on the currency of our audit proc-
ess. And, so, that is another potential aspect of disparate or unfair
treatment.



And, also, given that refunds that would result from an open-
year election would not bear interest, you could end up in a situa-
tion where compliant taxpayers who essentially minimize amortiza-
tion in earlier years and pay greater tax would be in the position
of having made interest-free loans to the government while more
aggressive taxpayers would have had the use of the money over
time. So, for those reasons additionally, we think it is a bad idea.

Assistant Secretary GOLDBERG. Mr. Chairman, I want to be clear
that we share Congress' concern that the image of the government
and taxpayers litigating for years to come over issues that have no
ongoing significance is very troublesome. And we would hope that
the system could find a way to resolve those controversies promptly
and expeditiously.

I think the Chief Counsel's suggestion that uniform settlement
guidelines would assure uniformity and could be structured in a
way to encourage prompt settlement, is the best way to go to avoid
that morass. And, with continued Congressional oversight, it is
likely that many of those cases could be put behind all of us in the
relatively near future.

The CHAIRMAN. Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, I am reminded of an old say-

ing: the question is very much too deep, much too wide, and much
too hollow, and learned men on either side use arguments I cannot
follow. [Laughter.]

") Thank you, Mr. Chairman.
The CHAIRMAN. Well, we have finally probed your depths on one

subject. [Laughter.]
Gentlemen, thank you very much.
Assistant Secretary GOLDBERG. Thank you.
The CHAIRMAN. Our next panel will consist of Mr. Peter Faber,who is chairman, Tax Section, American Bar Association; Mr. Leon-

ard Podolin, who is the chairman, Tax Executive Committee, Amer-
ican Institute of CPA's- Mr. Willie Baker, international vice presi-
dent and director, Public Affairs Department, United Food and
Commercial Workers International Union; Mr. Floyd Williams,
chief tax counsel, for the Tax Foundation; Duane Suess, who is vice
president of Taxes, International Multifoods Corp., on behalf of the
Coalition for Open-Year Election; Mr. Kenneth Kies, counsel for
Amortization of Intangibles Task Force, Washington, DC. Anyone's
name I have mispronounced is now free to correct it.

Mr. SuEss. Suess rather than Suess.
Mr. PODOLIN. Podolin.
The CHAIRMAN. Podolin. Thank you very much. Mr. Faber, chair-

man of the tax section of the American Bar Association, we are
pleased to have you. Would you proceed?

STATEMENT OF PETER L. FABER, CHAIRMAN, TAX SECTION,
AMERICAN BAR ASSOCIATION, WASHINGTON, DC, ACCOM.
PANIED BY DAVID GLICKMAN, CHAIRMAN OF THE TASK
FORCE ON INTANGIBLES, AMERICAN BAR ASSOCIATION
Mr. FABER. Mr. Chairman, my name is Peter Faber, chair of the

American Bar tax section. I am accompanied by David Glickman,
the chair of our Task Force on Intangibles.



I first testified before this committee urging simplification of the
tax laws in 1976, and it was a dismal failure. We have clearly gone
backwards since then.

I now appear before you to support what, in my view, is a major
simplification effort. We recognize that in any effort to simplify the
tax laws, there has to be a trade-off. Whenever you simplify, you
lose something in terms of equity and fairness. There has to be a
balancing process.

But we conclude that this is an area where, in that balancing
process, simplification wins hands down. The intangible provisions
of H.R. 4210 represent an idea whose time came 20 years ago, but
no one knew it. And we support its approach enthusiastically,

I cannot tell you how many times I have sat in conference rooms
in the following scenario: we have a client who is buying a busi-
ness; they are paying, let us say, $150 million for it,

You know that the tangible assets are worth $90 million, and you
also know that there are intangible assets all over the place. There
are service contracts, favorable leases, an experienced work force,
a customer list, and there is goodwill.

They all have value, but you do not know how much. And there
is a tremendous temptation to tilt the allocation of your purchase
price in favor of those intangibles that will do you the most good-
those that are amortizable.

This kind of game-playing has no place in a rational tax system.
And, Mr. Chairman, this is exactly the way it happens. I know; I
have been in that conference room many times. The bill would
eliminate it.

Now, one might say that the bill will add language to the Inter-
nal Revenue Code, and how can that be a simplification? But, in
fact, it would result in substantial transactional simplification, It
would eliminate a lot of complex tax planning; it would eliminate
a lot of fights between my clients and Hap Shashy's people at the
IRS.

I give a lot of speeches on the taxation of mergers and acquisi-
tions; I am giving one on Monday. I have a 104-page outline on the
subject. If this bill were passed, I could lop off 18 pages from that
outline, and that has got to be an improvement in the world.

Now, the Supreme Court has, as you noted, granted certiorari in
the Newark Morning Ledger case. That may well clarify some of
the issues that we are concerned with, but it will not clarify all of
them. In our view, meaningful simplification will not be achieved
unless there is legislation.

Now, let me turn to some of the policy issues. We strongly sup-
port a single amortization period. We recognize that this will mean
that some assets will be amortized over a shorter period or a longer
period than their economic useful life. But the need for simplicity
outweighs any disadvantage of the resulting distortion.

We would urge, however, that the bill be confined to purchases
of an ongoing business. The bill generally applies, with some excep-
tions, to purchases of all intangibles, even if not acquired as part
of an ongoing business. We think thr-t is unduly broad.

There is some distortion, as I pointed out, whenever you have a
single amortization period. The need for simplification arises pri-
marily in the purchase of an ongoing business where you have allo-



cation questions. The complexity results from the need to allocate
and the IRS's problems in enforcing reasonable allocations.

If you simply buy a single intangible, there is no allocation prob-
lem and, in our view, there is no reason why you should impose
an amortizable period that is different from the actual, useful life.

Now, again, we recognize that there is a possibility of distortion
in many of these areas. But we think it would be workable to con-
fine the scope of the bill to purchases of businesses, as, indeed, it
is with respect to many assets, and that that would be a fair bal-
ancing of the need for simplification in some areas versus the de-
sire for equity.

Now, let me turn, in closing, to the retroactivity issue, Mr. Chair-
man. This is a very difficult one, and we are very troubled by it.
The section generally opposes retroactive tax legislation. Obviously,
we are also in favor of eliminating costly litigation.

The approach of H.R. 4210 to retroactivity is a novel one, offering
taxpayers an election to apply the provisions retroactively at the
cost of a 17-year amortization period.

We are very troubled by the retroactivity provisions, Mr. Chair-
man. It can lead to unfairness in cases where companies have open
years. They are benefited by it and they can make the election.
Companies that have closed their prior years cannot make the elec-
tion.

We believe that, in many cases, the beneficiaries of this election
would be your very large corporations that are audited continu-
ously and may have 10-12 years that are open, whereas small con-
panies are more likely to have very few open years.

We are also troubled by the revenue effect of allowing large com-
panies a retroactive election. We do not take a position for or
against the retroactivity provision, but we are very concerned about
it and we urge that the committee tread very cautiously in this
area. Thank you.

[The prepared statement of Mr. Faber appears in the appendix.]
The CHAIRMAN. Pretty gutsy. [Laughter.]
All right. The problem is, we have to make a decision. Mr.

Podolin, if you would proceed.

STATEMENT OF LEONARD PODOLIN, CHAIRMAN, TAX EXECU.
TIVE COMMITTEE, AMERICAN INSTITUTE OF CERTIFIED
PUBLIC ACCOUNTANTS, WASHINGTON, DC, ACCOMPANIED
BY LORIN LUCHS, CHAIRMAN OF SPECIAL TASK FORCE ON
AMORTIZATION OF INTANGIBLES, WASHINGTON, DC
Mr. PoDouN. Thank you, Mr. Chairman, for this invitation to

testify today on behalf of the American Institute of Certified Public
Accountants and our over 300,000 members.

I am Leonard Podolin, chairman of the Tax Executive Committee
of the AICPA. And with me, on my left, is Lorin Luchs, chairman
of our special task force that we formed several years ago to study
the issues of amortization of intangible assets.

The AICPA supports legislation to allow amortization of intangi-
ble assets mainly on the basis that it will simplify the tax law and
reduce controversies.



We support this legislation, recognizing that it will reduce the
need for appraisal and valuation services that are often performed
by CPA's.

It is our position that most, if not all, intangibles can indeed be
valued, and that their useful lives are reasonably determinable.

However, the constant and ongoing disputes about these values
and lives are unproductive, and we believe that standardizing rules
will eliminate or reduce these disputes.

The recent grant of certiorari by the U.S. Supreme Court in the
Newark Morning Ledger case involving subscription lists and the
very recent taxpayer victory in the Jefferson Pilot case that in-
volved FCC broadcast licenses, are just two recent examples of
these types of disputes.

Legislation of this type can reduce controversies, while still
maintaining equity among various industries by providing different
amortization lives for all, or categories of, intangibles in specific in-
dustry groups, similar, let us say, to the depreciation rules for tan-
gible assets.

Differentiating a software company from, let us say, a heavy
equipment manufacturer, or an airline company, or a bank, or a
broadcasting company, does not seem to us to be likely to create
controversies.

However, if an across-the-board single life of, let us say, the 14
years that is proposed is what it takes to simplify the law, we sup-
port it.

We do, however, believe that a good deal of the benefit of the pro-
posal is lost if it is still necessary to calculate gains or losses when
some, but not all, of the intangibles acquired in a business pur-
chase are disposed of.

Therefore, we urge a change in the legislation to provide that
gains as well as losses be deferred.

On elective retroactivity, we support it as a vehicle to resolve
pending or potential disputes. However, as we have stated on a
number of other occasions, we believe it is bad tax policy not to pay
interest on refunds, and we urge you to reconsider this particular
aspect of the legislation.

Nevertheless, if you do not change this provision on interest on
refunds, we would continue to support the bill on the basis that it
is necessary to achieve the level of reduction in disputes that will
occur by permitting elective retroactivity.

In summary, the AICPA supports the enactment of the proposed
amortization of intangibles legislation. We believe this legislation,
properly drafted, will alleviate most of the need to separately
evaluate identifiable intangible assets acquired as part of a con-
tinuing business, and it will thereby facilitate business acquisitions
and reduce costly disputes between taxpayers and the IRS.

We urge that the legislation be properly drafted to meet these in-
tended purposes of simplification. Thank you.

[The prepared statement of Mr. Podolin appears in the appen-
dix.]

The CHAIRMAN. Mr. Baker, if you would proceed.



STATEMENT OF WILLIE L. BAKER, JR., INTERNATIONAL VICE
PRESIDENT AND DIRECTOR, PUBLIC AFFAIRS DEPART.
MENT, THE UNITED FOOD AND COMMERCIAL WORKERS
INTERNATIONAL UNION, WASHINGTON, DC, ACCOMPANIED
BY LESLIE NULTY, ECONOMIST, THE UNITED FOOD AND
COMMERCIAL WORKERS INTERNATIONAL UNION
Mr. BAKER. Good morning, Mr. Chairman. My name is Willie

Baker. I am international vice president with United Food and
Commercial Workers Union and director of our public affairs de-
partment, On my right is Leslie Nulty, our economist for our de-
partment.

I want to certainly give our appreciation for you having these
hearings today. A more complete text of my statement will be pre-
pared and given to you,

We believe that the tax issue at hand, the amortization of intan-
gible assets, is intimately related to corporate takeovers, acquisi-
tions, and divesture behavior.

Over the past decade, this activity has caused enormous pain
and suffering for hundreds of thousands of UFCW members.

H.R. 3035, a modified version of which was included in the Sen-
ate/House tax bill vetoed by the President earlier this year, allows
the amortization of goodwill and going concern value, along with
virtually any and all intangible assets a com an can claim.

This, we believe, would introduce a tax subsidy to takeovers that
did not exist in the 1980's. We in the UFCW are particularly sen-
sitive to this because roughly 75 percent of our 1.2 million workers
that we represent in this country work in three sectors that were
hotbeds of takeover/leveraged buy-out mania of the 1980's: super-
markets, department stores, and food processing.

As a result of that activity and its continuing aftermath, the sin-
gle largest employer of UFCW members is an investment banking
firm, Kholberg, Kravis, & Roberts. We presently represent over
130,000 members at various acquisitions of that firm.

Through other leveraged buyouts and through defensive restruc-
turing by firms being attacked by corporate raiders, tens of thou-
sands of our members lost their jobs outright.

When Grand Union was taken private and LBO, its Colonial/Big
Star division in the Carolinas was sold; 3,000 UFSCW represented
workers lost their jobs.

When Lucky Stores restructured itself to escape a hostile take-
over by Asher Edelman, the company first sold its Gemco division;
5,000 UFCW members lost their jobs there. Another 2,000 took
substantial cuts when Lucky's spun-off its Eagle Food Stores divi-
sion.

The various parts of the former Armour Co. and Beatrice Foods
have been through so many ownership changes over the past 10
years, with accompanying buying and selling of plants, it is almost
impossible for us to keep track of the number of jobs that have
been lost.

While some of the LBO deals of the 1980's are back on the road
to financial and operating health, others are mired in bankruptcy
and near bankruptcy and their employees constantly face demands
for additional cuts in pay and benefits.



In looking at this morning's paper, I notice that the chief of
Macy's has decided to retire because of the debt load that he has
put on his company.

Let me just read you one little sentence from that. "In the indus-
try where he was widely considered to be one of the last Prince
Merchants, many said the move was sad, but inevitable, after he
loaded down his chain with billions of dollars in takeover debt."

Knowledgeable Wall Street observers also believe that the indus-
try in which our members work, retail food, will be the center of
the next round of takeovers and divesture activity that will be
fueled by this legislation. To us, that spells even more pain and
suffering.

As it is currently written, H.R 3035 is an abandonment of the
principles of equity and progressivity of the Tax Reform Act of
1986. It did so much to restore our tax system.

It rewards those who have done most to weaken the U.S. econ-
omy, it sends the wrong message to corporate America regarding
what kind of economic behaviors are most desirable.

This bill will transfer income from U.S. Treasury to tax avoiders
that have substantial interest in seeing this legislation passed. It
is argued that something needs to be done to end the litigation,
and this may be so.

But where did the litigation come from? To us, it looks as though
the same people who put together those questionable deals also ex-
ploited and widened every loophole they could find and/or create in
the existing body of tax law.

They have created a mountain of litigation in an attempt to force
rulings in their favor, if not by the IRS, then by the courts. And
if not by the courts, then by Congress.

It is said that this legislation is revenue neutral. A $200 million
loss is estimated over 5 years. Where we come from, $200 million
is not considered revenue neutral, and I am sure that most Amer-
ican taxpayers would not consider that to be revenue neutral.

The legislation that Congress writes must limit the Internal Rev-
enue Service's ability to make discretionary rulings in this area.

Its language must put an end to the clever reallocation of good-
will and ongoing concern value over a limitless range of investment
assets. If this is accomplished, tax consideration will play less of a
role in takeover and acquisition decisions.

Mr. Chairman, the tax law reflects the values of our Nation. We
give tax incentives for people who buy homes because of mortgage
deductions, and other things like that. This legislation does none
of that.

I would like to thank you for your attention. Myself and my as-
sistant, Leslie Nulty, who is the Economist for our department,
would be glad to answer any questions at the end of the process.
Thank you.

The CHAIRMAN. Thank you.
[The prepared statement of Mr. Baker appears in the appendix.)
Th. ,1,HAIRMAN. Mr. Floyd Williams, the chief tax counsel for the

Tax Ftidation. Mr. Williams, we are happy to have you.



4I STATEMENT OF FLOYD Ik WILUIAMS, CHIEF TAX COUNSEL,
TAX FOUNDATION, WASHINGTON, DC

Mr. WILLIAMS. Mr. Chairman, members of the committee, my
name is Floyd Williams. I am chief tax counsel for the Tax Founda-
tion. We are a non-profit, non-partisan research and education or-
ganization that has been monitoring tax and fiscal policy since
1937.

We have about 600 members consisting of large and small cor-
porations, charitable foundations, and individuals. Our business
membership encompasses practically every industry category.

It is an honor for me to be here today to present testimony on
the issue of simplifying the tax treatment of intangible assets ac-
quired in connection with the purchase of a business.

This is a complex issue, and it has generated numerous con-
troversies between taxpayers and the IRS. I do not appear here
today on behalf of any particular industry group; rather, I am here
to promote what we believe is sound Federal tax policy.

The current law tax treatment of purchased intangible assets, as
you have heard already, if left unchanged, will continue to be a
source of significant controversy between taxpayers and the IRS.

These controversies generally concern three types of questions.
One, whether an intangible asset, in fact, exists; if so, the portion
of the purchase price of a business that is allocable to intangible
assets; and, finally, the proper methods and periods for recovering
the costs of these assets.

The facts and circumstances nature of these controversies contin-
ues to lead to costly disputes between taxpayers and the Internal
Revenue Service. These often result in different treatment of like-
situated taxpayers.

The disparity between the tax treatment of goodwill, which can-
not be amortized, and other intangible assets that are amortizable,
provides incentives for taxpayers to establish values and lives for
purchased intangible assets other than goodwill.

This leads to further disputes between taxpayers and the IRS
that could be eliminated if goodwill could be amortized wider the
law.

Enactment of legislation like that contained in H.R. 4210 to
allow an amortization deduction for the cost of intangible property,
including goodwill and going concern value that is acquired in the
purchase of a business, would have a salutary effect, we believe,
upon the tax law.

In short, many of the controversies in present law could be elimi-
nated through the application of a single method and period for re-
covering the cost of most acquired intangible assets, and, further,
by treating acquired goodwill and going concern value as amortiz-
able, rather than non-amortizable, assets.

This would be a significant step toward meeting the goal of prop-
er and consistent administration of or Nation's tax laws and
would eliminate the continuing uncertainty and uneven treatment
of taxpayers that exist in this area of the law.

Quite significantly, enactment of legislation like that contained
in H.R. 4210 would eliminate most of the costs that are currently
being borne by taxpayers and the government to resolve controver-



sies over the proper tax treatment of purchased intangible assets.
These costs could then be devoted to more productive endeavors.

Moreover, those taxpayers who currently cannot afford the costs
of pursuing a controversy through the IRS administrative process,
or challenging the IRS in the courts, would be treated much more
fairly.

Finally, I would like to point out, by simplifying the tax treat-
ment of intangible assets acquired in business purchases, that Con-
gress would be recognizing one of the major principles of the tax
foundation, which is that the tax law shouldbe as simple as pos-
sible.

Present law in this area serves as a graphic example of how com-
plexity can make accurate tax compliance needlessly expensive and
punitive. This is an area of the law where meaningful simplifica-
tion is within reach.

Although, as with any tax legislation, there would be winners
and losers, in this case, most taxpayers would welcome the cer-
tainty and the reduction in IRS audit and legal costs that would
flow for major simplification.

This concludes my statement. I would be pleased to answer any
questions after the panel has concluded. Thank you.

The CHAIRMAN, Thank you.
[The prepared statement of Mr. Williams appears in the appen-

dix.]
The CHAIRMAN. Mr. Duane Suess, vice president, Taxes, Inter-

national Multifoods Corp., on behalf of the Coalition for Open-Year
Election.

Mr. Suess.

STATEMENT OF DUANE A. SUESS, VICE PRESIDENT, TAXES,
INTERNATIONAL MULTIFOODS CORP., MINNEAPOLIS, MN,
ON BEHALF OF THE COALITION FOR OPEN-YEAR ELECTION
Mr. SumSS. Good morning. My name is Duane Suess. I manage

the tax department for the International Multifoods Corp.,
headquartered in Minneapolis, MN, with operations throughout the
United States.

Multifoods is primarily engaged in the manufacture and distribu-
tion of food products for restaurants, schools, delis, and the like. I
am appearing today on behalf of a group of companies who are
strongly in favor of the intangibles legislation, particularly the
open-year election.

The group that I am representing is a broad-based group of com-
panies, covering all sectors of the economy from all regions of the
country. Large companies and small companies are represented in
our group.

There are two attributes that we all share. First of all, we are
all strongly in support of the intangibles legislation, as it was in-
cluded in H.R. 4210, which is the bill that was passed by Congress
last month, but vetoed by the President.

Secondly, we are all strongly in favor of the open-year election
that was provided in that bill, and that provided for a 17-year life
for previously acquired intangibles.



There are three reasons for our strong support. First of all, we
believe current law is unclear, and, therefore, inequitable. Tax-payers with similar facts are treated differently.

Second, the government and taxpayer resources are being wasted
in a controversy with no clear answer. And, finally, the intangibles
legislation, we believe, is simple, fair, and economically efficient.

Now, I would like to share with you Multifoods' situation and
why we are involved in this process. First of all, over the past 8
years, Multifoods has acquired some 30 companies. About two-
thirds of our acquisitions involved the acquisition of intangible as-
sets which would be covered by this legislation.

All of our acquisitions were friendly. We were involved in no hos-
tile takeovers, no leveraged buyouts. We made all of these acquisi-
tions with the intent of growing and making these companies pros-
per.

We took what we believe to be conservative positions on our tax
returns. And, yet, upon examination, the IRS has contested 100
percent of every intangible asset.

And, for us, the intangible assets for which we claimed benefits
were in three primary areas: computer software, non-compete cov-
enants, and customer lists. We are confident of the position we
claimed on our tax returns, and we intend to vigorously defend
that position.

Making the election under H.R. 4210, for us, would result in an
immediate cost in excess of $10 million, and over the 17-year life
provided in that bill, it would result in a cost in excess of7$2 mil-
ion.

In spite of this extensive cost, it is highly likely that we would
make this election if we were given the opportunity to do so.

And we would make the election for three reasons. It would give,
for us, an immediate certainty in this area and close the con-
troversy that we currently have with the IRS.

Secondly, we would benefit from a substantial savings in litiga-
tion costs. We would save attorneys' fees, accountants' fees, and ap-
praisal fees.

And, finally, it would allow us to redirect our management time
and resources to operating our company, which is really what we
are in business to do.

This legislation is good tax policy. However, to provide imme-
diate and meaningful simplification, the legislation must apply to
previously acquired intangibles.

Currently, there are numerous controversies in the open years
and it will take years to work through the system in the absence
of an open-year election with costly, inconsistent, and inequitable
results.

Likewise, we are convinced that allowing the IRS to use the leg-
islation as a guideline for resolving prior cases will still result in
costly, inequitable, and inconsistent results.

Taxpayers would not be on a level playing field. There would be
no significant savings in either taxpayer or IRS resources for years
to come, and cases would continue to clog the courts with no
precedential value.

Based upon the estimates by the staff, the 17-year life that was
provided in H.R. 4210 was designed to be revenue neutral. There-



fore, if that is true, without an open-year election, government and
taxpayer resources would continue to be wasted with no net reve-
nue impact for the government.

In summary, we are here today because we believe this legisla-
tion is good for the government and good for our companies.

And we see the benefit in three parts: certainty, a reduction in
litigation costs, and, finally, it would allow us to redirect manage-
ment time and resources to expanding operations, developing new
products, and, most importantly, creating new jobs.

Thank you for this opportunity to address this important issue.
The CHAIRMAN. Thank you.
[The prepared statement of Mr. Suess appears in the appendix.]
The CHAIRMAN, Mr. Kenneth Kies, who is counsel for the Amorti-

zation of Intangibles Task Force.
Mr. Kies.

STATEMENT OF KENNETH J. KIES, COUNSEL, AMORTIZATION
OF INTANGIBLES TASK FORCE, WASHINGTON, DC

Mr. KIES. Thank you, Mr. Chairman. I am a partner with the
law firm of Baker & Hostetler. I am here in my capacity as counsel
to the Amortization of Intangibles Task Force.

The Task Force consists of industry, trade associations, and cor-
porations representing almost 500,000 insurance agents throughout
the United States.

Its members include: the Independent Insurance Agents of Amer-
ica; the National Association of Insurance Brokers; the National
Association of Casualty and Surety Agents; and the National Asso-
ciation of Professional Insurance Agents.

The Task Force supports enactment of S. 1245, the Amortization
of Intangibles Clarification Act of 1991, originally introduced by
Senators Daschle and Symms, and currently co-sponsored by 19
Senators, including 5 members of this committee.

S. 1245 would clan'f existing law for all open tax years in a
manner consistent with many judicial decisions in this area, the
reasonable expectations of most taxpayers who acquired these as-
sets, and the decision of this committee in 1987 to reject legislation
which would have eliminated amortization of customer-based in-
tangibles. Similar legislation is pending in the House, with 188 co-
sponsors.

The task force, alternatively, also supports enactment of Section
4501 of H.R. 4210, Chairman Rostenkowski's legislativeproposal to
simplify the tax treatment of intangible assets. It would achieve a
significnt simplification for many of the reasons discussed by
other witnesses.

It is important, however, to emphasize that our industry would
be a loser under this bill. Notwithstanding, the industry supports
it, because it would bring simplification, eliminate the cost of valu-
ation experts, eliminate the cost of tax lawyers, and make it pos-
sible for people to spend more time running their businesses and
less time fighting with the Internal Revenue Service.

Most of our taxpayers currently amortize their assets over a 5 to
7-year period. Fourteen years would be a substantial change for
them, even with goodwill.



The Task Force also supports the clarification of prior law. We
believe that taxpayers, if they can demonstrate that they actually
valued the asset correctly and determined the correct useful life,
should be entitled to amortize these assets.

We believe this expectation, at the time these assets were ac-
quired, was reasonable, and we believe that the IRS's coordinated
issue paper which has been issued retroactively jeopardizes the
ability of taxpayers to amortize these assets, even though they
have been able to demonstrate the fair market value and useful
life.

We believe that the expectation which taxpayers had, that they
would be able to amortize these assets if they could demonstrate
fair market value and useful life, was reasonable for a number of
reasons.

First, the historic tax policy explanation for prohibiting amortiza-
tion of goodwill is that it has an indeterminate useful life. If a tax-
payer can demonstrate useful life, it would seem that that is incon-
sistent with the historic tax policy reason for prohibiting amortiza-
tion of goodwill.

In most cases, insurance agencies can demonstrate the useful life
of insurance expirations--e.g., customer lists--that they have ac-
quired.

Second, permitting amortization of intangible assets with fair
market value and useful lives is consistent with the basic net in-
come method of calculating taxable income, If you prohibit tax-

ayers from amortizing a wasting intangible asset, you are, in ef-
ect taxing them on their gross income.

Tbird, many judicially-decided controversies involving taxpayers
were resolved by permitting amortization of customer-based intan-
gibles over their useful lives. Taxpayers reasonably anticipated if
they could demonstrate useful life and fair market value they
would be entitled to that recovery.

Finally, representatives of the IRS, the Treasury Deoartment,
and the Justice Department all concede, at a minimum, that the
state of the law in this area is thoroughly confused.

For example, the Solicitor General, in filing the brief in the New-
ark Morning Ledger case, even though they supported the Third
Circuit decision, did not oppose the petition for writ of cert by the
taxpayer by concluding that this was an issue of substantial ad-
ministrative importance that has given rise to inconsistent reason-
ing and inconsistent decisions among the circuits. In other words,
the Solicitor General was saying no one knows what the current
state of the law is,

We think it is abundantly clear that there is a crying need to
provide a legislative solution to the substantial number of con-
troversies that are currently pending between the IRS and tax-
payers, in light of the state of confusion as to existing law.

It is difficult for us to understand how anyone can characterize
such a clarification of law, such as that that has been proposed by
Senators Daschle, Symms, and other members of this committee,
as retroactive legislation, when it is merely an attempt to try to
give to taxpayers what they reasonably anticipated they were enti-
tled to at the time they acquired these assets.
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Senator Daschle's legislation, if applied to prior controversies,
would provide that taxpayers are entitled to recover the cost of in-
tangibles if they can demonstrate useful life and fair market value,
and we think tha that is a reasonable approach to solving the-ex-
isting glut of cases. Thank you, Mr. Chairman.

The CHAIRMAN, Thank you very much.
[The prepared statement of Mr. Kies appears in the appendix.]
The CHAIRMAN. Mr. Suess, within your coalition, the corporations

you represent, what would be the size of the largest of the refunds
that one of these corporations would receive as a result of a retro-
active election?

Mr. SuEss. Mr. Chairman, I am not aware of the specific cir-
cumstances of any other company other than my own. So, I can
really only address that, in our case, it would be a cost. I imagine
there would be some winners, and there would be some who would
have a cost incurred, but I am not sure of the specifics.

The CHAIRMAN. Well, if one of the reasons that you have for en-
dorsing a retroactivity 3tlection is to end the greatest amount of
controversy, then why would you not make it mandatory?

Mr. SuEss. I believe that mandatory legislation is a very fright-
ening thought, if it is mandatory and retroactive. I would think
that mandatory retroactive legislation in the tax area would be un-
constitutional, and if not unconstitutional, I believe that it would
set a very, very baa precedent for this country.

The CHAIRMAN. Well, I have seen some retroactive legislation
around here. [Laughter.]

And we have not been before the Supreme Court on any of them
that I can recall.

Mr. Podolin, unlike the ABA, you endorse the retroactive elec-
tion. You would even go further and allow interest on those refunds
so they would achieve a result better than the position that they
originally took on their tax return. How can you defend that kind
of a windfall?

Mr. PODOLIN. Defend it largely on the basis of reducing con-
troversies and achieving simplification; getting a lot of cases out of
the administrative appeals and judicial process that would other-
wise go on for any number of months, or for years.

I do not know necessarily that it is a windfall. There are possi-
bilities that taxpayers would come out worse with the elected retro-
activity than they would if they simply process their cases through
the system and won.

The CHAIRMAN. Well, let me ask about your organization. I was
noticing on Senator Pryor's legislation that you strongly, strongly
endorsed the provision that Treasury regulations ought to be pro-
spective. How do you square your position now with tat?

Mr. PODOLIN. I do not recall our specific testimony on that. We
believe that, in general, regulations should be prospective in order
to provide certainty ana that they should be retroactive only when
that has a specific policy purpose.

I do not think at is inconsistent with our present testimony,
Mr. Chairman, on the basis that this is elective retroactivity to
clean up matters that are otherwise in dispute.

It is not intended that it be mandatorily retroactive, which we
would oppose, because that would create all kinds of filing require-
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wise would not be affected by this.

The CHAIRMAN. Mr. Faber, let me get your reaction to some of
the requests for exceptions. How about on covenants not to compete
and customer lists?

Mr. FABER. Well, I would say, in general, we oppose exceptions.
It seems to me that in business acquisitions drawing a line be-
tween a covenant not to compete and a payment for goodwill is
very difficult.

In my experience as a lawyer who works in corporate acquisi-
tions, a lot of the allocation issues arise in connection with that dis-
tinction. So, we would not favor carving out covenants not to com-
pete.

On customer lists, again, they are very hard to value and to sep-
arate from goodwill. It seems to me that to carve out an exception
for customer lists would also recreate the same kind of complexity
that we now have in the current system and we would oppose it.

The CHAIRMAN. Mr. Kies, as I understand it, your coalition sup-
ports both S. 1245--Senator Daschle's and Senator Symms' bill
that provides for the amortization of customer-based and similar
intangibles over their useful lives--and the 14-year intangibles am-
ortization legislation, assuming that existing cases are addressed.
Which of the two approaches do you favor on a going forward basis,
and why?

Mr. KIES. Mr. Chairman, on a going forward basis, our group fa-
vors the 14-year rule, notwithstanding the fact that, for most of our
members, that would provide them with a less generous result
than they currently claim on their returns,

One of the points you made in your opening statement is, you
hear from all of the losers, but not the winners. Our group is a
group of the losers, but we support the 14-year rule because. Un-
like most tax elections or tax changes, there is a third party in this
equation.

That is the lawyers, accountants, and valuation experts that
would be put out of the picture. In effect, the 14.year rule provides
the opportunity for the FISC and taxpayers to share that benefit.

As a result, our members, even though they currently recover on
insurance expiration lists over a 5 to 7-year period, would take 14
years, which would give them a less generous result, even includ-
ngthe amortization of goodwill.

But it would give them certainty and it would give them the as-
surance that they would not have to hire tax professionals to de-
fend themselves against the Internal Revenue Service. And, for
that reason, we would prefer the 14 years going forward.

We like Senator Daschle's approach to solve the controversies of
the past, because the current position of the Internal Revenue
Service is, even if a taxpayer can demonstrate fair market value
and useful life of an asset, that they cannot amortize it if it is ac-
quired in connection with a transaction in which goodwill is also
acquired.We think that is not consistent with the decision this committee
made in 1987 to reject legislation that would have eliminated am-
ortization of customer-based intangibles, and we do not think it is



22

consistent with what taxpayers reasonably anticipated was the
treatment of these assets when they acquired them.

The CHAIRMAN. Well, that is a strong statement. Senator Dan-
forth.

Senator DANFORTH. I want to address the retroactivity question.
I guess, starting with you, Mr. Suess, and then maybe down the
line.

As I understand it, if this legislation is not applied retroactively
the problem is that a lot of these controversies would be unresolved
and there would be tremendous legal and accounting expenses
bogged down in court, and so on. That is the basic rationale for
seeking retroactive application.

Mr. SuEss. That is correct.
Senator DANFORTH, And the concern on the other side, at least

the principal concern, is that if there is retroactive application,
then there could be a windfall. Companies would be fihng for re-
funds and they would end up getting a windfall as a result of the
retroactivity. Does that state the conundrum?

Mr. SuEss. I believe it does. And I guess what I would like to
respond to with respect to the potential windfall, it seems to me
there are three parties in this case.

There are those parties, like ourselves, who would end up with
a significant cost if they made this election. But, for companies like
ours, the benefit is the certainty it creates and the savings in the
litigation costs.

Obviously, there are some companies who would get a refund.
And if the government takes the money that we pay in and turn
right around and give it to another taxpayer, so be it.

I am happy because we benefit from the savings in litigation
costs and the reduction in controversy. It seems to me that if the
legislation is revenue neutral, the government benefits as well.

Because not only does the government not have a revenue im-
pact, but the government will, in that case, save all of its adminis-
trative costs in fighting the taxpayers, and that has to be fairly sig-
nificant.

And, so, if it takes a windfall for a particular taxpayer to simplify
this legislation, to simply this highly controversial area, I would
say we have got three winners an5 we really do not have a loser
in this case.

Senator DANFORTH. Well, let me just ask you about a possible
way out of this, a way to resolve it, dealing with the administrative
problem. Supposing that we provided that taxpayers could not
claim a refund if they elect retroactivity.

You have got the administrative benefit, you have got all the sav-
ings that you are talking about that your company would like to
get. But you are just saying there is not going to be any refund.

Mr. SuEss. It is difficult for me to answer that for the entire
group. I can answer that for my company, but my company is going
to incur a cost. And, so, certainly for us, it is really not an issue.
That is something that would have to be taken back to the group
and allow the group to respond.

Senator DANFORTH. Well, obviously, if you had said to a tax-
payer, hey, you get a windfall, the taxpayer would say, well, that
is wonderful; we really want a windfall.
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Mr. Sums. Certainly.
Senator DANFORTH. On the other hand, there are those that

think that that is really not what we want to do, that it is bad pol-
icy and that retroactivity should not be allowed for that reason.

So, it would seem to me, the way out of this situation is to say,
well, you can have the benefit of retroactivity in order to clean up
the law suits, to clean up the controversies, to go on with your
other business. But we are not going to provide you with retro-
activity for the purpose of getting a refund.

Mr. SuFss. I understand.
Senator DANFORTH. Does that sound like a reasonable com-

promise to you?
Mr. Suss. To me, it does. Whether it does to our group, I cannot

really respond.
Senator DANFORTH. All right. Mr. Kies?
Mr. KiEs. Senator Danforth, I can respond for our group. I think

our group would gladly accept that for this reason: for the typical
insurance agency that is acquired, the insurance expiration lists
might be worth maybe $100,000. As a result, the tax involved is
probably $34,000 at the 34-percent rate.

If that taxpayer has to pay tax professionals to defend his amor-
tization of that asset, he is going to quickly burn up the $34,000
of benefit before he justs gets warmed up. They would gladly accept
certainty. We think Senator Daschle's approach-which is really
not retroactive-says, if you can show useful life and fair market
value, you get to recover the asset. The current position of the IRS
is that you get no amortization at all.

Thus, an approach like you have suggested would be very accept-
able because it would put to rest the controversies. And that is
really our objective.

Senator DANFORTH. Mr. Podolin.
Mr. PODOLIN. Senator, I am not sure I entirely understand your

question. But if it is that if electing retroactivity would result in
a refund, and you would not get the refund, but if electing retro-
activity would clear up the controversy but result in your paying
additional tax, I think the companies who would have this so-called
windfall would have to measure the costs of litigation, and account-
ing, and so on, against the foregoing of the refund.

Senator DANFORTH. They would be no worse off than they are
now.

Mr. PODOLIN. Unless they predict that they are going to win in
the present dispute. If it would result in the elimination or mini-
mization of controversies it is possible that we would support that.
But we would have to study it and discuss it.

Senator DANFORTH. Anybody else like to comment briefly?
Mr. FABER. Yes, I will. It is an interesting idea, Senator. I think

this is an area where we have tradeoffs and where we have a need
to eliminate controversies, but we also want to be fair.

If the proposal could be made applicable to all taxpayers who
bought property after a certain date, whether or not their old tax-
able years are open on a going forward basis, then it could have
a lot to recommend it.
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to make sure you looked at the revenue situation and made sure
that it did not result in undesirable revenue losses,

Senator DANFORTH. Well, I mean clearly, the revenue losses
would not be the same as they would if you provide for refunds.

Mr. FABER. Absolutely. Absolutely. But, obviously, there could be
a revenue loss on a going forward basis. I just do not know. As we
said in our formal statement, we are not revenue estimators, but
we are very concerned about the impact of anything like this on
revenue.

And I am just saying it is an interesting idea. If it can be made
fair to all taxpayers, we would not oppose it, provided there was
not an unacceptable revenue loss.

Senator DANFORTH. Thank you.
The CHAIRMAN. Thank you. Let me provide you some information

that apparently some of the witnesses have not been aware of as
they have been asked questions.

There are new estimates by the Joint Tax Committee that show
that the retroactive election provision results in a very substantial
loss to Treasury in revenue; that the loss during the 1992 to 1997
period would be $3.2 billion; that without the retroactive election
you would actually have a gain of $400 million during that period.

I am sure the statements that a couple of you made was without
an awareness of the new estimates, so you might keep that in
mind.

I would also like to ask all the panelists if they have any objec-
tions to written questions being written to them-if they would
reply to us, because of the restraints on time.

Mr. PODOLIN. We would be happy to.
The CHAIRMAN. Are there any objections?
Mr, PODOIN. Of course. We would be glad to do that.
The CHAIRMAN. That is fine.
Senator Daschle.
Senator DAscImF. Thank you, Mr. Chairman. I apologize for not

being here at the beginning. I appreciate very much your willing.
ness to hold the hearing and your leadership in this area again this
mormng.

As several of our witnesses have alluded to, S. 1245 which essen-
tially codifies the current case law on this issue.

My intention, if the bill had been enacted, was to clarify for the
IRS that intangible assets may be amortized over their determina-
ble useful lives, provided, of course, that the taxpayer can dem-
onstrate that the asset has a discernible value separate from good-
will and a reasonably determinable life.

The high level of interest in this issue became clear to me after
the bill was introduced. I heard from an array of industries which
offered their insights and related their experiences with the tax
treatment of acquired intangibles.

But, then, my good friend and colleague, Chairman Rostenkow-
ski, offered a much more bold initiative to dramatically simplify the
law in this area, and I really have not heard from anyone since.
[Laughter.]

I commend the Chairman for his initiative, not only in offering
his proposal, but also for his persistent efforts to work with various



industries that are affected and resolve the concerns that they
have.

As an example, I point to the Iangage included in the conference
report on the recently vetoed Tax Fairness and Economic Growth
Package that made clear that interests in films, sound recordings,
videotapes, books, and similar property were not to fall within the
scope of this bill.

If this committee decides to go forward on a separate track with
the intangibles issue, I hope the same language will be included.
Otherwise, our intellectual property industries could be signifi-
cantly disrupted.

I understand that a great deal of work has gone into the perfec-
tion of the Rostenkowski proposal, and that effort should not be
wasted.

Obviously, the two areas of greatest concern have to do with the
issue that Senator Danforth and our Chairman raised, and that is
retroactivity, as well as the 14-year amortization.

I was interested in the statements made by Mr. Goldberg. I was
not here to hear his statement, but, in reading his testimony, I
noted that he raised a couple of issues we have been talking about
this morning. I think it is important that we try to flesh these out
to the extent we can.

One that I think is worth discussing in the context of retro-
activity is his concern that this really will not resolve the pending
controversies. He says, because it is elective, taxpayers who believe
they have marginal cases will elect retroactive application.

But taxpayers who believe they have strong arguments for amor-
tizing intangibles over a period shorter than 17 years will continue
to litigate. So, he asked the question: How does that resolve the
issue? Mr. Kies, could you address that?

Mr. KiFm. Yes, Senator. I think one of the aspects that Assistant
Secretary Goldberg's testimony did not really address well was the
fact that there are many taxpayers, like our taxpayers, who would
take the 14-year rule going forward which is less generous than
they claim on their current returns. They will take that to get cer-
tainty and eliminate the professional fees associating with valuing
assets and then dealing with controversies with the IRS. I think to
some extent the same thing is true of some people that would elect
the 17-year rule.

Our preference for the past cases is not for the 17-year rule, but
it is rather to take your legislation and apply it to the past. But
the 17-year rule, we think, would be elected by many taxpayers,
perhaps even including some of our own members, who would get
a substantially less generous result than that which they have
claimed on their original tax returns, but would get certainty and
avoid the costs of having to contest the tax treatment in the courts
or with the Internal Revenue Service.

And, as I said, if you are an insurance agency and you acquire
an asset that has a $100,000 value with $34,000 of tax benefit, you
can lose all of that very quickly by just having to fight with the
IRS because of the cost of professional lawyers, accountants, et
cetera. So, I think that is an element that perhaps Assistant Sec-
*etary Goldberg has not completely taken into account.
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Senator DASOHLE, Would anybody take issue with Mr. Kies on
that point? Is there common agreement that that is a fairly accu-
rate interpretation?

Mr. SuESS. Yes. I guess I would like to comment that I concur
completely with what he said. I believe that Mr. Goldberg has un-
derestimated the number of taxpayers who would elect this and yet
incur a substantial cost.

The benefits of certainty are substantial to taxpayers. And the
ability to get certainty and close out contentious issues that will
take years to work through the system is well worth it.

And I have personally spoken with many taxpayers who are in
similar positions to our company who would be willing to incur
costs in order to get the certainty.

Senator DASCHLE. Let me ask real quickly a second question for
anybody who may wish to answer it. Mr. Goldberg raises an inter-
esting dilemma. He does so by offering an example, which is to con-
sider a leveraged buy-out transaction dating back many years
which was priced on the basis that goodwill could not be amortized.

All the benefits of a retroactive election to amortize goodwill over
17 years would accrue to purchasers, no benefits would accrue to
the selling public shareholders. Number one, do you agree with
that, and, secondly, how would you deal with that? Yes, Mr. Kies.

Mr. KF s. I think it depends on whether you do something like
Senator Danforth suggested, which is to try and take some of the
windfall element out. That is one potential approach where you
could deal with some of that problem.

Senator DASCHLE. So, you agree that the problem exists, and you
agree that we can find a way legislatively, perhaps as Senator Dan-
forth has suggested, of equalizing the impact of this somewhat?

Mr. KIMS. Senator Daschle I think that theoretically the problem
exists. I do not think anybody up here has-I do not have a trans-
action I can tell you about where the windfall actually exists, but
certainly it is easy to look out and see some transactions where it
might exist.

you were to use the approach of Senator Danforth, you might
be able to reduce the 17-year period to 14 years and we would
probably encourage more people to take the election and settle
more cases because you would not have the windfall element that
Senator Bentsen referred to in the most recent Joint Committee es-
timate.

Senator DAsCHLE. All right. Thank you very much for your an-
swers.

Mr. PODOLIN. Senator, I just wanted to add to that, I do not
know that I would necessarily characterize that issue as a problem.
I think the analysis is correct: there would be benefits to pur-
chasers in those situations.

But when a company is acquired, whatever happens from that
date onward is to the benefit or detriment of the purchaser. If it
is bad, for example, an unknown liability suddenly materializes,
that is normally who would pay it. And if there is a windfall, if you
want to characterize it that way, that is normally who would get
it. I do not see this situation as any different.

Mr. FABER. You could also have an increase in tax rates which
would increase the benefit of any amortization deductions that are



27

there. But I do not think that is really pertinent to the kind of pol-
icy decisions that we have to deal with here.

Senator DASCHLE, Well, my time is up. Again, I would thank you
all. Thank you, Mr. Chairman.

The CHAIRMAN. Did you say increase the tax rate? [Laughter.]
Mr. FABER. It would increase the tax benefit from the amortiza-

tion. It changes the economics of that acquisition.
The CHARMAN, We have just been through that one. Senator

Packwood.
Senator PACKWOOD. Mr. Suess, how long has the Coalition for

Open-Year Elections been in existence?
Mr. SuEsS. It has been a matter of months now. I believe 5, 6

months.
Senator PACKWOOD. How many members?
Mr. SuF s. We have roughly 20-30 members.
Senator PACKWOOD. Could you give me a list of who those mem-

bers are?
Mr. SuEss. I do not have a current list, but I would be happy

to provide you with a response in writing.
Senator PACKWOOD. When you say "current list," are members

coming on all the time?
Mr. SuEss, Yes.
Senator PACKWOOD. All right.
Mr. SuEss. It is an ever-changing list.
Senator PACKWOOD. If you could give me a list as current as you

can make it, I would appreciate it.
[The list follows:]

COALITION FOR OPEN-YEAR8 ELETIcON, MAY 5, 1992

AIM Management Group, Inc. Levi Strauss & Co.
Baker Hughes Incorporated Mayne Nickless Holding Co.
Black & Decker Corporation Philip Morris Management Corporation
Citicorp/Citibank The Prudential Insurance Co. of America
Coastal Healthcare Group, Inc. The Standard Corporation
First Brands Corporation Tandy Corporation
Gillette Company Unilever United States, Inc.
Hershey Food Corporation Union Pacific Corporation
Honeywell, Inc. U.S. Bancorp
International Multifoods Corporation The Vons Companies
J. M. Huber Corporation

Senator PACKWOOD. The Chairman alluded to the problem that
the Joint Committee has raised about the cost on retroactivity.

But, in answering one of the questions, you indicated that you
are not sure that you can give the number of transactions or the
size of the transactions. So, you would have no way of knowing
whether the Joint Committee's estimate was right or wrong.

Mr. SuEss. That is correct.
Senator PACKWOOD. Would anybody else on the panel have any

idea of knowing whether their estimate is right or wrong, or are
you all in the same position that Mr. Suess is in? Ken, let us just
start with you and go across.

Mr. KIEs. Well, the only thing I can be sure of, Senator Pack-
wood, is that the estimate is probably wrong because it is almost
impossible to get it right. That is why they call them estimates, I
guess. [Laughter.]
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But the Joint Committee is probably in the best position with the
data they have to analyze what the impact of some of these legisla-
tive proposals would be.

Likewise, they are probably in the best position to analyze
whether Senator Danforth's approach would eliminate that revenue
cost, and I would hope that is something they would take a look
at.

Mr. PODOLIN. I do not know if the estimate is right or wrong.
However I have been surprised by, but now have become used to,
the fact that many taxpayers that we have talked to would favor
the elimination of the dispute, even if it cost them some taxes.

Mr. FAI3FER. Again, I cannot comment on the accuracy of the esti-
mates. But, my sense, again, anecdotally, from talking to compa-
nies, is that there are big dollars involved.

Mr. WILLIAMS. Yes. I would tend to agree. Except I would make
the point that anecdotally, too, I have heard from some of our cor-
porate members that they would take the open-year election, even
though they may come out better pursuing litigation through to its
fruition. But, other than that, I cannot comment on the specific fig-
ure.

Ms. NULTY. As I recall, the GAO study came up with a figure in
the neighborhood of $23 billion of intangible assets that were being
challenged under this provision of the tax law. I am not sure if my
recollection is correct, or not.

Senator PACKWOOD. That, I do not know. All I know is the Joint
Tax Committee's estimate.

Ms. NULTY. I know. I am saying that we have not done any cal-
culations with respect to retroactivity because we are concerned
about prospectivity. But, leaving that aside for a moment, I think
the problem is that you have enormous asset values at stake here.

And whether it be retrospective or prospective, I am somewhat
concerned that the larger question of the magnitude of the goodwill
component and the size of the goodwill component, if you were to
have a rather narrow definition and much more conservative ap-
proach to which types of intangible assets could be amortizable-

Senator PACKWOOD. Well, let me ask either you or Mr. Baker
this question.

Ms. NULTY. Yes.
Senator PACKWOOD. Would you object to this legislation if good-

will was not deductible?
Ms. NULTY. Well, the problem is how much scope you allow for

the rest of intangible assets. Because that is where the litigation
comes from, is trying to reduce, as much as possible, that compo-
nent that is "pure goodwill" by creating all kinds of invented asset
classes.

Many of them, to us, seem quite questionable and imaginative.
You simply have a bunch of clever lawyers, and perhaps account-
ants and valuers coming up with-

Senator PACKWOOD. With things that they would say is not good-
will, but you would say is goodwill.

Ms. NULTY. Exactly. Exactly. Exactly. Because there is not an at-
tempt to separate the value of an asset from being part of a going
concern. And that is really the issue we are trying to address and
that we feel legislation needs to address.
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Senator PACKWOOD, But, if there is this inability to very easily
separate goodwill from other assets that you would think are good-
will and somebody else would think is not, what is your solution,
then, as to how to draft this legislation?

Ms. NULTY. Well, we think that there clearly has to be legisla-
tion. And we feel that there is pressure on Congress to act and
Congress needs to act. We think that Congress has successfully set
up-I do not remember if it was three or four asset classes for tan-
gible assets--that there are some intangibles that are bought and
sold independent of acquisition activity.

And there are known markets for those asset classes; there are
known useful lives, there are known prices that are market-deter-
mined, separate and a part from acquisition of going concerns. And
Congress should establish or could establish a narrow, clearly-de-
fined, explicit group of such asset classes.

Senator PACKWOOD. But do you have any suggestion as to what
those are?

Ms. Nuuy. We would need a lot more time than the time we
have had to prepare for these hearings to offer some suggestions
in that regard. Mean, I do not think that anyone can come up
with a simple answer.

Senator PACKWOOD. Thank you. Thank you, Mr. Chairman.
The CIRmAN. Thank you. Gentlemen, we have five more wit-

nesses in the next panel. If you feel like you cannot defer further
questions, why, these are available. Otherwise, we will go on to the
next panel. Thank you very much.

Our next panel consists of Mr. Stephen Ashley, who is chairman
and chief executive officer of Sibley Mortgage Co., and vice presi-
dent of the Mortgage Bankers Association of America; Mr. Curtis
Uhre, who is the president of the Home Finance Coalition; Dr. Rob-
ert Cooper, president and chief executive officer of Atlantic Aero-
space Corp., on behalf of the American Electronics Association; Mr.
William Benac, who is the Treasurer of EDS, on behalf of the Infor-
mation Technology Association of America; and Mr. John Buckley,
president of the Buckley Co., on behalf of the Committee on Tax-
ation of Intangible Assets.

Gentlemen, we are pleased to have you. Mr. Ashley, representing
the Mortgage Bankers Association of America. If you would pro-
ceed.

STATEMENT OF STEPHEN B. ASHLEY, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, SIBLEY MORTGAGE CO., ROCHESTER,
NY, AND VICE PRESIDENT, MORTGAGE BANKERS ASSOCIA.
TION OF AMERICA, WASHINGTON, DC
Mr. ASHLEY. Good morning, Mr. Chairman and members of the

committee. I am Steve Ashley, CEO of Sibley Mortgage Corp., lo-
cated in Rochester, NY, and vice president of the Mortgage Bank-
er's Association of America.

The MBA is the largest trade association that represents origina-
tors and servicers of home mortgages. MBA has a keen interest in
any legislation that affects the ability of homebuyers to purchase
a home.

The intangibles title in H.R. 4210 would detrimentally impact
the home lending industry. While MBA applauds the intangibles

58-397 0 - 92 - 2
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title as a significant step towards clarifying and providing uniform-
ity to a very controversial area of the law, we strongly believe the
simplification aspect of the title is being championed to such an ex-
tent that many long-term risks to the economy and to consumers
are being overshadowed or overlooked.

Mortgage servicing is a strip of the mortgage loan's interest rate
and is compensation for various administrative services performed.
The servicing fee is based on the life and outstanding principal bal-
ance of the mortgage loan.

The vast majority of mortgage servicers amortized servicing
rights for book and tax purposes over a 7 to 10-year period by
using an accelerated amortization method.

The methods used to amortize mortgage servicing rights are de-
signed to attract the diminishing economic value of the assets.
These assets decline in value because of mortgage prepayments, de-
faults, and the normal attrition of lending.

The proposed legislation, if implemented, would be the equiva-
lent of establishing a depreciation schedule for a building structure
or a piece of machinery considerably longer than its true economic
life.

The Congress should not begn a policy of establishing longer tax
lives for established intangibles which already have accepted tax
lives that correlate to the underlying assets.

Mortgage servicing is different from other intangibles. It is mar-
ketable, severable, and quantifiable. These characteristics are usu-
ally found only in tangible assets and make PMSR different from
credit card receivables and other intangibles.

PMSR is a key component of the established secondary mortgage
market. As such, the change proposed will alter the pricing of the
underlying mortgage product. Currently, PMSR has a predictable
life, a measurable life, and is freely traded.

The Federal Reserve, the Office of the Comptroller of the Cur-
rency, the OTS, and the FDIC have all deemed PMSR to be the
only intangible that is eligible for inclusion in Tier One capital for
risk based and leverage capital purposes.

In addition, PMSR already has an IRS tax court acceptable
measurable life. The intangibles title would undo existing tax law
by creating an arbitrary life for the asset.

Let me now discuss the market impacts of the proposed change.
This change to the amortization of the PMSR would devalue the
market value of servicing, reduce the ability to trade the asset, in-
crease borrowing costs for the homebuyer, and increase the cost of
the S&L bail-out.

Requiring a 14-year amortization period for PMSR will increase
the tax burden on PMSR's. Because investors in mortgage servicing
would be required to write off the value of their acquired mortgage
servicing over an artificially long time period, they will incur a tax
burden by owning mortgage servicing.

That is, owners of servicing would be forced to amortize servicing
after the underlying asset no longer exists. Consequently, the price
that investors would be willing to pay for the asset would be re-
duced commensurate with the increase in tax burden of owning the
asset.
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The decline in number of investors and the price of the asset
would be solely due to the 14-year amortization provision. The
mortgage lending industry is equally concerned that the proposed
change in amortization would significantly reduce the value of the
moage servicing as an asset.

That devaluing would have a significant impact on the RTC.
Servicing has been one of the assets that the RTC has been able
to dispose of with relative ease. MBA estimates that the value of
all servicing rights would be reduced by 6 percent if the change in
amortization is enacted.

The RTC has $40 billion in servicing remaining to sell. This serv-
icing is valued at between $400-$600 million. If this change is en-
acted, the value of the RTC servicing will be reduced by as much
as $36 million. The reduction would occur solely because of the
change in amortization.

Mortgage servicing is freely traded at a rate of about $200-$300
billion per year. The IRS has deemed PMSR's to be activel traded.
There is a market with servicing brokers, buyers, and sellers. The
broker, as the seller's agent, distributes the data to potential buy-
ers- offers are made.

This competitive theory would be significantly curtailed if
PMSR's were required to be amortized over 14 years. Less competi-
tion for PMSR would result in greater concentration of servicing in
the hands of a few. Consumers would have higher costs, and pos-
sibly fewer borrowing choices.

Let me just conclude, Mr. Chairman, by saying that MBA strong-
ly opposes extending the amortizable life of mortgage servicing. In-
cluding PMSR's, into the tangibles title would add unnecessary
costs to consumers as they attempt to buy a home, fundamentally
alter the existing competitive market, and add to the cost of the
thrift and the clean up. Thank you very much.

Mr. CHAIRMAN. Otherwise you think it is all right, huh? [Laugh-
ter.]

[The prepared statement of Mr. Ashley appears in the appendix.]
The CHAIRMAN. Mr. Uhre. Pronounce your name for me, please.
Mr. Umum. Mr. Uhre. Curt Uhre, Mr. Chairman.
The CHAIRMAN. We are delighted to have you.

STATEMENT OF CURTIS B. UJRE, PRESIDENT, HOME FINANCE
COALITION, INC., WASHINGTON, DC

Mr. UHRE. Thank you for the invitation to appear before the com-
mittee here this morning. I am president of the Home Finance Coa-
lition. The Home Finance Coalition is a trade association of mort-
gage servicers whose members service about $80 billion of home
mortgages for approximately 1.6 million homeowners across the
country.

The Home Finance Coalition is opposed to the inclusion of mort-
gage servicing rights in the intangible simplification section of the
Tax Fairness and Economic Growth Act of 1992.

The coalition believes one should not take assets with known
useful lives and artificially lengthen those lives to 14 years. In the
case of mortgage servicing rights, this means increasing the aver-
age life of approximately 7 to 10 years to 14 years.
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The home finance industry has changed dramatically over the
past years. It is now generally divided into three segments: the
loan originator, the mortgage servicer, and the mortgage investor.

Every time a mortgage loan is ongnated and sold to Fannie
Mae, Freddie Mac or GNMA, or any other private investor, a mort-
gage servicing right is created. A mortgage servicing right is noth-
ing more than the right to receive a small portion-usually 25-50
basis points-of the interest income of a mortgage.

In return, the mortgage servicer collects the monthly mortgage
payments, pays the investor, and ensures that taxes and insurance
are timely paid. The remainder of the loan is sold to the mortgage
investor.

Usually the mortgage originator in addition to selling the loan
to the secondary agencies, uill also sell the mortgage servicing
right to an institution who specializes in servicing mortgages.

These mortgage servicing rights are sold through all of the major
Wall Street securities firms, and other small companies who spe-
cialize in this marketplace. Last year, the rights to service approxi-
mately $200 billion worth of mortgages were sold. It is a very ac-
tive and liquid market.

At the time that the mortgage loan is originated, the loan origi-
nator knows that he will be able to sell the mortgage servicing
right for between 1 to 2 percentage points of the underlying mort-
gage.The mortgage originator effectively credits this amount to the

home borrower at the time the loan is originated, thus requiring
the home borrower to pay less points or closing costs at the time
the loan is originated.

Many industry experts believe that the proposed intangibles leg-
islation would decrease the value of mortgage servicing rights by
approximately 30 percent.

Attachment A to the coalition's testimony provides simplified
documentation of what this would mean to the value of mortgage
servicing rights,

By requiring a 14-year amortization instead of a normal 7-year
amortization, the value of the mortgage servicing right for a
$100 000 mortgage is decreased by $500. This decrease in value
will be passed on to the home borrower, who will have to pay an
additional $500 at closing.

The net result of this legislation, then will be to decrease the
value of morage servicing rights, and, thus, increase the borrow-
in& costs for thehome borrower.

he rationale given for the intangible tax simplification legisla-
tion is that it wileliminate legal battles and problems in allocat-
in asset value.

Neither of these problems currently exist for mortgage servicing
rights. These assets are bought and sold independently on a stand-
alone basis. They are traded on their own.

Second, these assets are amortized over the actual life of the
loan, and there are no outstanding problems with the IRS regard-
ing the current method of amortization.

This legislation would not eliminate any problems for the IRS,
but, indeed, as we have shown, would increase the borrowing costs
for the homebuyer.
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The Home Finance Coalition is aware that the Joint Committee
on Taxation has estimated that including mortgage servicing rights
within the proposed 14-year amortization schedule will increase tax
revenue by $1 billion over a 5-year period of time,

We believe this number to be high. But, in any event, we believe
it will be substantially reduced, if not totally eliminated, for two
reasons.

First, any increased tax payment by mortgage servicers will be
offset by a like amount of decreased tax payment by homeowners.
It is true that the legislation will increase tax revenue for intangi-
bles, and, thus, the mortgage servicers will pay more in taxes.

However, the increased dollars received from the mortgage
servicers would be lost as the homebuyers increase their tax deduc-
tion due to the increased points they will have to pay for home fi-
nance.

In other words, whatever is gained from the mortgage servicers
from the intangible legislation will be lost in the deduction for
points which a home buyer is allowed to take on his tax return.

Lastly, we would like to point out that the legislation, as cur-
rently drafted, would immediately reduce the value of mortgage
servicing rights held by a mortgage servicer and would not be pro-
spective in nature.

Well it is true that as long as the servicer holds the servicing,he could use the old amortization period. If he were to sell the serv-
icing to the new buyer, the new buyer would have to use the new
period.

In conclusion, Mr. Chairman, the Hlome Finance Committee be-
lieves that the inclusion of mortgage servicing rights will increase
borrowing costs. The present system is working well. And we would
ask that mortgage servicing rights be exempted from any 14-year
amortization period. Thank you very much.

The CHmIRm. Do you think the gain in revenue there equates
to what would happen with the extra points and so on wi ththe
homebuyer?

Mr. UHRE. Yes, Mr. Chairman, we do. Because the economics of
home origination is such that the originator gives a credit to the
homebuyer and the numbers have to remain the same. So, what-
ever you receive from the servicer, I think that the homebuyer is
going to have a like increase in deductions.

[The prepared statement of Mr. Uhre appears in the appendix.]
The CHAtRMAN, Dr. Cooper, if you would proceed. Dr. Cooper is

speaking on behalf of the American Electronics Association.

STATEMENT OF ROBERT S. COOPER, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, ATLANTIC AEROSPACE CORP., GREEN.
BELT, MD, ON BEHALF OF THE INFORMATION TECHNOLOGY
ASSOCIATION OF AMERICA, ARLINGTON, VA
Dr. COOPER. Thank you. I am Bob Cooper, and I am here to dis-

cuss the bill for the American Electronics Association, the Nation's
largest electronics association, with over 2,700 members.

In addition to leading U.S. computer, semiconductor and soft-
ware companies, AEA also represents the industry's emerging com-
panies. Over 80 percent of our membership consists of small entre-
preneurs with fewer than 200 employees.
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Now, I am not a lawyer and I am not a CPA; I am an engineer.
And I am here to try and interpret for you what the impact of this
bill may be on the high technology industry that I represent.

We appreciate the House and Senate excluding software from the
proposed intangible depreciation provisions. However, we are here
today because this software exclusion does not encompass other
crucial U.S. high technology that merits similar consideration.

In the last 20 years, we have seen a move in our industry from
material-intensive production to knowledge-based production. The
driving force in this move is high technology. The key to being com-
petitive in the 21st century is going to be high technology.

How do you define high technology? Well, in net, in plain terms,
high technology is the intellectual property forming the real, under-
lying value and competitive advantage in all of our products. It is
our most valued intangible asset.

In our industry, it does not last 14 years. Examples of some of
the fast-moving advanced technologies involved are: super-con-
ductivity, opto-electronics, advanced video displays, space tech-
nology, software, biotechnology, and semiconductor manufacturing
technology, just to name a few.

We support efforts to bring increased certainty and simplicity to
the Tax Code. This largely benefits very large corporations, but
that is not where the action is now and not where it will be in the
21st century. It is with that 80 percent of smaller companies that
are involved in high technology.

However, this legislation gives a significant advantage to foreign
competition in acquiring critical infant U.S. technology. By extend-
ing current depreciation schedules to 14 years, H.R. 4210 raises
after-tax cost of technology acquisitions by 12-20 percent.

Tax law, for most foreign competitors, allows writeoffs of newly
acquired technologies in 6 years, or less, and sometimes imme-
diately. H.R. 4210, in effect, puts U.S. companies at a severe dis-
advantage in bidding to retain U.S. innovation.

Since we now have parity in international competition under
U.S. tax law, we ask the committee to amend H.R. 4210, Section
4501 to, first of all, exempt the purchase or license of high tech-
nology intellectual property from the 14-year depreciation schedule.
And, secondly, to provide a rule that would apply to the acquisition
of small high technology companies.

Just to give you a feeling for some of the potential adverse im-
pacts of this proposed measure, I would like to cite some examples,
from recent experience, of Trimble Navigation, which is a company
that I am also on the board of. Trimble is an example of one com-
pany which is an aggressive USGPS industry.

That is the Global Position System that was developed by the
Defense Department and placed in operation recently which has
significant commercial application. The world market opportunity
that was created in this $12 billion taxpayer investment is substan-
tial,

U.S. industry has an early lead in exploiting commercial applica-
tions of this system, but the final outcome depends on a level
worldwide playing field.
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To ensure itspart of the lead, Trimble must supplement in-house
R&D and extendits GPS technology with acquired licensed applica-tion-specific technology. And it has been doing that vigorously.

The following examples illustrate the potential negative impact
of the legislation's proposed 14-year depreciation schedule on both
Trimble and its customers.,

In 1989, Trimble acquired GPS tracking system engineering
know-how from Tau Corporation. Trimble then developed GPS-
based vessel trackin andmonitoring system. The product adds an-
other level of safety in preventing disastrous oil spills, such as the
Exxon Valdez spill in Alaska

U.S. commercial shipping is already investing in these systems
to improve safety and to increase fleet operating efficiency. Because
of already tight profit margins, the impact of H.R. 4210 would like-
ly be the slowing of the investment in these systems because of in-
creased cost.

This GPS tracking know-how is also critical to the public and the
Federal Aviation Administration in improving airport safety. GPS
tracking technology will help prevent airplane and vehicle colli-
sions on airport runways, similar to the recent Los Angeles Airport
disaster.

H.R. 4210 not only would impede Trimble's ability to product in-
novative products for these new safety aplications, but it woulddelay the potential availability to benefit the public, as well.

In summary, we ask that you continue current practice by ex-
eluding advance technology from the proposed intangible deprecia-tion provisions of H.R. 4210. We believe electronics is the crown
jewel of our high technology industry and it should not have the

urden that is placed on it by these provisions.
The CHAIRMAN. Thank you.
[The prepared statement of Dr. Cooper appears in the appendix.)
The CHAIRMAN. Mr. Benac, on behalf o the Infnrmation Tech-

nology Association of America.

STATEMENT OF WILLIAM P. BENAC, TREASURER, ELEC.
TRONIC DATA SYSTEMS, DALLAS, TX, ON BEHALF OF THE IN.
FORMATION TECHNOLOGY ASSOCIATION OF AMERICA, AR-
LINGTON, VA
Mr. BJENAC. Thank you very much, Mr. Chairman. I am William

P. Benac, treasurer of Electronic Data Systems, headquartered in
Dallas, TX.

EDS is one of the Nation's largest providers of software-based in-
formation technology services to the Federal Government and cus-
tomers in a broad range of industries, including health care, finan-
cial services, insurance, manufacturing, communications, and en-
ergyVDS employs 70,000 people in more than 30 countries around

the world, and had 1991 revenues of more than $7 billion.
I am here today on behalf of the Information Technology Associa-

tion of America. ITAA is the trade association of this Nation's com-
puter software services industry, whose more than 36,000 compa-
nies provide government and corporate America with business ap-
plication and system software for mainframe, mid-range, and per-
sonal computers; custom and contract software programming serv-



ices; information systems integration services; and information
processing services.

In 1990, the last year for which figures are available, U.S. Infor-
mation Technology companies generated over $100 billion in reve-
nues, an increase of 12 percent over the previous year, and em-
ployed more than 1 million people.

According to statistics in the 1991 "U.S. Industrial Outlook," our
industry is the most rapidly growing industry in the Nation. The
United States leads the world in information technology.

And even during this period of economic downturn, the United
States information technology industry is contributing positively to
the Nation's economy and balance of trade.

Computer software is the subject of my presentation, and it is
critical to the information technology industry and to American in-
dustry in general,

As you know Mr. Chairman, ITAA applauds the goal of mean-
ingful tax simplification. At the same time, however, the success of
the U.S. information technology industry depends on well-estab-
lished tax rules that recognize the busines' and technological reali-
ties of computer software.

We are concerned that the impending intangibles legislation,
even as amended by H.R. 4210, is not in harmony with the tech-
nical and business realities of the software industry.

This legislation will impede the ability of theU.S. information
technology companies to compete in the world market by effectively
raising the cost of computer software obtained through business ac-
quisitions by between 10-16 percent.

The intangibles provisions of H.R. 4210 would impose a standard
14-year amortization period for virtually all intangibles acquired in
connection with business acquisitions.

The proposed legislation Includes a very limited exception pri-
marily for off-the-sbelf software. However, this exemption does not
apply to business acquisitions when the acquiror obtains ownership
rights in software, as distinguished from the mere right to use a
COwould like to emphasize a few points that I believe are critical

to the proper tax treatment of software. For more than 20 years,
the IRS has allowed software to be amortized over 5 years or less.
A 14-year amortization period for software bears no relationship to
its actual useful life.

For example the popular software program, 1-2-3, from Lotus
Development dorp., was introduced 9 years ago in 1983. Since
then, there have been five major releases of that program, each re-
placing the previous version, the latest being in August of 1991.

Likewise, the complex mainframe software used to power sophis-
ticated banking and airline reservation systems is upgraded and
enhanced frequently because of advances in both software and
hardware technology.

At EDS, the computers in our large information processing cen-
ters are typically upgraded as often as every 18 months, meaning
the software must be changed at the same time.

Moreover, virtually all of the major U.S. trading partners allow
software acquisition costs to be written off over 5 years or less.
Canada, France, Germany, with its 3-year writeoff, Japan with 5



years, and the United Kingdom, to name a few, allow the amortiza-
tion of software acquisition costs over 5 years, or less. A 14-year
period for software in the United States would give - comparative
cost advantage to our international competitors.

Computer software differs significantly from customer-based in-
tangibles, such as goodwill, which are addressed by the proposed
legislation. Software is readily identifiable. It is capable of reason-
able valuation. And the tax treatment for software has not been
the source for the legislation which is currently before this commit-
tee.

In summary, I would like to conclude with the fact that we be-
lieve that the current tax legislation which has served this country
well, will provide what we need, a level playing field, to support
this industry which is projected to account for 14 percent of the
gross national product of the world by the year 2000. We need a
level playing field so the United States can maintain its inter-
national lead in this critical area.

The CHAIRMAN. Thank you.
[The prepared statement of Mr. Benac appears in the appendix.]
The CHAIRMAN. Mr. Buckley, on behalf of the Committee on Tax-

ation of Intangible Assets.
Mr. Buckley.

STATEMENT OF JOHN G. BUCKLEY, PRESIDENT, THtE BUCK.
LEY CO., BOSTON, MA, ON BEHALF OF THE COMMIrIEE ON
TAXATION OF INTANGIBLE ASSETS
Mr. BUCKLFY. Thank you, Mr. Chairman. I am Chairman of an

ad hoc group of independent home heating oil retailers, more than
2,000 of them, from the States of Oregon, New Jersey New York,
donnecticut, Rhode Island, Massachusetts, Vermont, New Hamp-
shire, and Maine.

These are mostly family-owned companies, and our ad hoc group
was set up, quite frankly, because these companies and the individ-
ual businessmen and women are worded, concerned, and fright-
ened that H.R. 4210 will seriously diminish the value of their busi-
nesses.

Our problem, Mr. Chairman, is that the value-the asset value-
of a retail home heating oil business is made up primarily of intan-
gibles, and I mean 80-90 percent of the total value. The total tan-
gible assets consist of a couple of trucks, a service van or two, and
that makes up the balance.

The principal value upon sale of a firm is a customer list and a
non-compete contract to protect the value of that list.

The owner and spouse typically are hometown people, spend
their lives keeping other people warm in the winter time, servicing
customers 24 hours a day, and they are usually very active in civic
affairs, church affairs, hospitals, and civic organizations.

The customer list, built up over a lifetime, is the principal asset
of the firm. A contract with the owner not to compete, obviously,
is key. Because without such a contract, an owner could retire for
6 months and then call back his old customers and most of them
would come right back to him. So, a non-compete contract is impor-
tant and generally runs for 5 years and is amortized over that pe-
riod.



The lifetime of a customer list, once sold, tends to run from 6 to
8 years. Perhaps the average is around 7 years. The reason for that
short period is because the industry is very competitive. There is
competition among oil dealers, and there is competition between oil
dealers and gas and electric utilities.

Because of the very high percentage of intangibles in the total
asset value and the very low percentage of goodwill, H.R. 4210
causes a significant decline in the value of a heating dealer's life's
work.

I am sure it was not intended, but when you wake up 1 day and
find out that your life's earnings are down by 10, 12, or 15 percent
overnight, not by a change in policy, but because of a simplification
measure, that is not fair.

Make no mistake, we support this committee's effort to end con-
troversy and simplify this area of tax law, although, in our indus-
try there has been little controversy over the last 20 years. All
cases have been decided the same way, and they all have run in
our favor.

But, we believe the Nation needs simplification and the certainty
that comes with simplification. Moreover, I think the combination
of H.R. 3035 introduced by Chairman Rostenkowski last year and
our own feeling that he is very, very strongly supportive of that ef-
fort, creates some uncertainty because it is so dramatically dif-
ferent for our industry, from current law.

And, the Supreme Court's decision to grant cert on the Newark
Morning Ledger case really creates more uncertainty for the next
year until that case is decided. So, right now, no one knows how
to value their business. Thus, we need legislation to end that prob-
lem.

The negative impact of H.R. 4210 on the small businessmen I
represent here today can really be alleviated with a very simple
change that allows covenants not to compete to be amortized over
their actual contract term, just as they are under current law.

This modification would permit purchasers of small businesses to
amortize the value of the covenant not to compete over the actual
contract term, which is usually 5 years, rather than 14 years.

To prevent any possible abuse of the type that concerned Sec-
retary Goldberg this morning, we think the language could be
drawn rather tightly to limit the overall scope of the provision to
small businesses, the provision could restrict the amount allocable
to the covenant to no more than 40 percent of the value of the in-
tangible assets transferred with an absolute maximum of $2 mil-
lion.

In addition, the rule could be further limited to transactions with
total asset values of under $10 million, or some other appropriate
number.

This change would preserve the asset value of the heating oil
dealer and similarly situated small business at or near current lev-
els. It would have very little effect on revenue.

In our own industry, we believe that the proposed modification
would be approximately revenue neutral in comparison to current
practices and would cost, perhaps, $1.5 million to $2.6 million an-
nually in comparison to H. .4210.
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This amounts, really, to the annual diminution in value that
would be suffered by heating oil dealers who sell out if H.R. 4210
is enacted unchanged.

Please remember, however, that while the number of sales of
companies each year is very small, the reason the whole industry

I'! is concerned is that it im acts all of them.
Because when banks discover that the asset value of a company

has declined, they, of course, are not willing to lend as much
money. And this is an industry that needs a lot of money in the
winter.

In short, Mr. Chairman, a major problem in fairness for many
thousands of small, family-owned businesses can be corrected by a
diminimus change in Treasury revenues and with no loss from cur-
rent law.

We know that we are a pretty small business and pretty small
eon the scope that this committee is used to working with, tens and

hundreds of billions of dollars, and we are talking about $2 million
~'to $3 million a year.

We certainly appreciate that you have taken the time to hear our
Speaand are sincerely hopeful that (A) a new simplification law can
be enacted, and, (B) that the simple modification that we have sug-
gested can and will be adopted. Thank you very much, Mr. Chair-
man.

The CHAIRMAN. Well, that is an interesting proposal.
[The prepared statement of Mr. Buckley appears in the appen-

dix.]
The CHAIRMAN. Dr. Cooper, this question of definition of hightechnology gives me some concern. I note that in your written testi-

mony, you define high technology as any formula, process design,
pattern, know-how, format, trade secret or similar items, including
software, firmware, hardware primarily attributable to research

7 and development.
Now, at the risk of offending the sensibilities of a very sophisti-

cated and very experienced engineer, let me ask you. Could this
definition not include a number of intangibles not generally

o thought of as high technology?.How about a formula for perfume?
Dr. COOPER. We think there is a very simple way to connect the

definition of high technology appropriately to the part of the indus-
try which is generating the future for us. And that, typically, is
done by limiting the definitions to association with real expendi-
ture of R&D funds.

Now, we are talking about companies here that typically are
small, perhaps venture-financed. They may spend the substantial
part of their useful life developing a technology, like several years,
and then get to a point where that technology is purchased by a
larger company or by another company and integrated into a par-
ticular product.

The definition of the technology and its relationship to the cap-
ital that was employed to create it is very easy to account for. And
the value of it is very easy to account for because it is the venture
capital that is put into it.

If we put an additional expense on that whole process of acquir-
ing that technology, that means it is less likely that this country
is going to be able to take technologies that come from our innova-
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tive and creative capabilities in this country and put them into
products. Others will be successful at doing that because they can

uy them at 20 percent less expense.
The CHImRMAN. Well, let me ask you another point, then, on this.

You make the point that foreign acquirers would gain an advan-
tage over U.S. acquirers in bidding for U.S. technology.

Now, if that technology is left here in the United States, it is
subject to our laws. And I do not see that anything is lost there.
It seems to me that the only loss is where that technology is then
moved and taken to another country, not left here. Is that common?

Dr. COOPER. It is very common.
The CHAIRMAN. That it is not left here, not utilized here? Oh,

come on.
Dr. COOPER. It is very common that that is the case in the elec-

tronics industry. A typical example is, perhaps, a design of a
microprocessor. That microprocessor design, which may have a very
specific application developed by a small company, could easily be
acquired by a company in Europe or in Asia and taken abroad and
integrated-

The CHAIRMAN. But not utilized here?
Dr. COOPER. And integrated into a product which would be sold

in this country and elsewhere around the world competitively.
Now, if a U.S. company were to create that same technology,

then it would be at a disadvantage because it would have had to
have spent, say, 20 percent more to acquire such a technology from
a small company than an overseas competitor.

Consequently, it would have to charge more for its particular
product in relationship to one that was coming from overseas. So,
that is the competitive disadvantage.

The CHAIRMAN. Let us get to your point, Mr. Ashley, insofar as
the PMSR's. They are readily marketable, are they not?

Mr. ASHLEY. That is correct, Mr. Chairman.
The CHAIRMAN. Yes. Well, I think you make an interesting dif-

ferentiation there. Would you describe at more length the second-
ary market in this area and how it operates for the mortgage serv-
icing functions?

Mr. ASHLEY. Mortgage servicing rights are, as I explained in my
testimony, a strip of the mortgage interest that is paid to the mort-
gage servicer for administrative services related to the collection
and accounting for that loan over the life of its loan. So, the value
of that individual servicing is based on the length of the loan, the
life of the loan, and the principal balance of the loan.

Those servicing rights have been readily traded for at least the
last 10 years. There is a mega-market for it, approaching $300 bil-
lion a year.

The process of that market is that an mortgage originator devel-
ops the loan, closes the loan, and would then package those loans
with others of similar nature.

And, at some point, the servicing rights of those loans could be
sold to another enterprise that was in the servicing business and
was interested in buying the servicing rights on that particular
package of loans.



The loans themselves are still owned by the purchasers in the
secondary market, whether it would be through mortgage-backed
securities Fannie Mae, Freddie Mac, GNMA securities.

It is only the servicing rights that are being transferred-the in-
ta nbles, not the actual mortgage loan itself.

he CHAMAN. Thank you.
Senator Grassley.
Senator GRASSLEY. Mr. Chairman, I do not have any questions

of this panel, although I do have sympathy for the problems ex-
pressed by this. panel.

My purpose in coming to this meeting was--and I was too late
to get here to ask questions of the administration witnesses. I
would hope that the record would be left open so that I could sub-
mit some questions to the administration for answers in writing.

[The questions appear in the appendix.]
The CHAIRMAN. Senator, the record is left open, and that was

stated to the witnesses.
Senator GRASSLEY. All right. Thank you very much.
The CHAIRMAN. Senator Pryor, do you have any questions?
Senator PRYOR. The issue of retroactivity has come up and I

think there has been some discussion according to staff today about
possibly the retroactive provision or provisions in Chairman Ros-
tenkowski's bill.

Now, has this been thoroughly discussed today? Is there any con-
fusion that we are leaving around about it, or did you wise men
and the Chairman resolve the retroactive issue?

The CHAIRMAN. Well, we sure did not resolve it, but we did dis-
cuss it at length, Senator.

Mr. BUCKLEY. I would like to make one comment on that area,
because I was certainly impressed with the General Counsel of the
IRS and Secretary Goldberg's comments that the IRS would look
at the period that was still open in the past if you passed a new
simplification law, which they strongly urged that you do.

And the IRS would then accept the new law as a guideline and
avoid unnecessarily litigation on open years that were consistent
with that guideline. To me, that seemedlike a very common sense
approach.

The $3.2 billion figure that Senator Bentsen mentioned is stag-
gering in its own right. As a former Chief Executive of an almost
2 bil lion company, I can tell you that I am very suspect of any

company that says they are going to choose an option that is going
to cost them a lot of tax dollars, unless they have a tax case that
looks like it is unwinnable.

Certainly, if I were looking at that kind of a situation, particu-
larly in conference, let us say, some of the great staff people you
have here can put in some language to give further guide lines to
the IRS. For heaven's sakes, let us discontinue unnecessary con-
troversy, use the new law as a guideline for settling past years,
and go on with the prospective bill.

I just cannot see how any retroactivity provision that gives some-
one an election can be revenue neutral. It is a contradiction in
terms.

The CHAIRMAN. Mr. Buckley, I had a hunch when you testified
that your experience was not limited to running two trucks.
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Mr. BUCKLEY. Thank you. No. I have had a wide career and actu-
ally retired from 35 years in the oil business. And, now, I have a
small company that a number of heating oil dealers and other inde-
pendent distributors ask me to consult with them on various gov-
ernment problems.

The CHAIRMAN. Well, this has been very interesting. Gentlemen,
it has been most helpful to us. Thank you very much for your testi-
mony. We will be submitting written questions to some of you.

[Whereupon, the hearing was concluded at 11:45 a.m.]
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ADDITIONAL MATERIAL SUBMrITED

PREPARED STATEMENT OF STEVE ASHLEY

Mr. Chairman and Members of the Committee, I am Steve Ashley, CEO of Sibley
Mortgage Corporation, located in Rochester, New York, and Vice President of the
Mortgage Bankers Association of America. The Mortgage Bankers Association of
America (MBA) 1 is the largest trade association for originators and servicers of
home mortgages. I am accompanied by Michael Ferrell, Senior Staff Vice President
and Legislative Counsel and Larry Parks, Associate Legislative Counsel and Direc.
tor of Legislation of the MBA. MBA is deeply concernecdby the effects of H.R. 4210
on the mortgage lending industry and the homebuying public.

H.R. 4210 would establish an across-the-board 14-year amortization period, by
straight-line accounting, for all intangible assets, including mortgage servicing
rights. Mortgage servicing rights are assets the value of which is established by the
right to future servicing fee income. It is, in effect, a strip of a mortgage loan's inter-
est rate used to compensate the lender for servicing the loan. The vast majority of
mortgage services amortize servicing rights for book and tax purposes over a seven
to ten year period by using an accelerated amortization method. These assets de-
cline in value because of mortgage prepayments, defaults, and the normal pay-down
of mortgages. Long years of experience have shown that mortgages on average can
be expected to be paid off in a 7-10 year period,

The mortgage servicing industry has developed sophisticated models to evaluate
the value of a particular portfolio. The value of mortgage servicing is determined
by, among other things, the actual servicing fee on the loans; costs to service the
loan; the investors' required yields; state laws relating to foreclosure periods; and
the size of related escrow accounts. The proposed legislation, if implemented, would
be the equivalent of establishing a depreciation schedule for a building or piece of
machinery considerably longer than its true economic life. The Congress should not
begina policy of establishing longer tax lives for established intangible assets that
already have accepted tax lives that correlate to the true lives of the underlying as-
sets.

CHARACTERSTIC8 OF MORTGAGE SERVICING

Mortgage serving is different from other so called int bte assets. It is market-
able, severable, predictable and its value is quantifiable. These characteristics are
usually found only in tangible assets. These characteristics make purchased mort-
gage serving rights (PMSR) different from credit card receivables and any other
intangibles contaed in the August 1991 GAO Report on the Tax Treatment of In-
tangible Assets.

PMSR is a key component of the established secondary mortgage market. It has
a predictable life; a measurable life; and is freely traded. The Federal Reserve the
Oice of the Comptroller of the Currency, the Office of Thrift Supervision, and the

1The Mortgage Bankers Association of America is a nationwide organization devoted exclu-
sively to the field of residential and commercial real estate finance. MBA's membership corn-
prise more than 2 200 mortgage originators and servicers, as well as investors, and a wide vari.
sty of mortgage industry-related firms. Mortgage banking firms, which make up the largest por-
tion of the total membership, engage directly in originating, selling, and servicing real estate
investment portfolios. Members of MBA include:

Motgage Banking Companies; Commercial Banks; Mutual Savings Banks; Savings and Loan
Associations; Mortgage Insurance Companies; Life Insurance Companies; Mortgage Brokers;
Title Companies; StateHousing Agencies: Investment Bankers; Real Estate Investment Trusts

(43)
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Federal Deposit Insurance Corporation have all deemed PMSR to be the only intan.
gible that ii eligible for inclusion in Tier I capital for risk-based and leverage capital
purposes. Indeed, the intangibles designation is in many respect$ inappropriate to
purchased mortgage servicing rights.

14-YEAR AMORTIZATION AND THE MORTGAGE LENDING INDUSTRY

Consequences on Industry
Requiring a 14-year tax amortization period for PMSR will reduce the value of

virtually all mortgage servicing portfolios. The price that investors would be willing
to pay for the asset would be reduced commensurate with the reduction in the tax
treatment associated with owning the asset. The net effect would be that holders
of mortgage servicing, will have to mark down dramatically the value of their exist-

asset and should they chose to sell it will realize substantially lower proceeds.
The inevitable result will be higher cost to future homebuyers as lenders make-up
for the loss in value of the mortgage servicing asset in their existing portfolio.2
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there is congruity between book and t accounting If the amortization of PMSR

is changed to a fourteen-year straight-line period, and because most lenders amor-
tize PMSR over a 7-10 year period there Will be little congruity between book and
tax accounting in this area in the fAture. Moreover, if tax amortization periods are
elongated, it is likely that companies will lengthen the period over which PMSR is
amortized for book purposes creating less reliability in reported financial earnings.

MARKETABILITJY

There is an established market for mortgage servicing composed of servicing bro-
kers, buyers and sellers. Mortage servicing is freely traded at a rate of about $200-
*300 billion per year. The ItRS has deemed PMSR to be actively traded.3 Most sell-
ers of mortgage servicing use brokers who are both independent companies and in-

9 MBA has evaluated the four most commonly used amortization methods for PMSR under
current law, They are the double or 200% declining balance over 10 years; the euni of the yearsdigit 6 over. 10 yearI; the FASB income method over 10 years (liberallnterp station); the FASB
income method over the full 30-year life of the mortgage strictt iterpretation). Thee methods
were compared with the 14.year amortization method.
in Section 1.167-3 of the IRS regulations, intangible assets may be amortized ae ons as the

aiets have a limited useful life the length of which can be determined with reasonable accu-
rac During the 160's and 1970'e, the turtandrhe federal appellate court. found PMSR

ban intangible aset with a measurable useful lire. The previceng ts remain intact today.



vestment bankers. These brokers act as clearinghouses for servicing. The brokers
contact hundreds of potential sellers. The brokers determine the market value of the
portfolio. The market value is based largely upon the supply and demand for servic-
ing, the quality of the portfolio, and the location of the mortgages. The brokers, as
the sellers' agent, distribute the data base to potential buyers. Offers are made. The
broker analyzes the offers and provides the offerings with recommendations to the
seller. The seller then decides upon the offers.

This competitive fury would be significantly curtailed if PMSR were required to
be amortized over 14 years. The asset wouldcease to be as marketable and thus
fewer firms would want to purchase. This devaluing of mortgage servicing would
occur despite the markets' current desire to purchase mortgage servicing rights. The
boom in mortgage securitization in the 1980's advanced methodologies and tech-
niques for valuing mortgage servicing. These advances made mortgage servicing a
desirable commodity for many companies. Given the ever increasing advancements
in technology and the trend toward increased securitization of mortgage servicing,
in its currently taxed status, the marketability of servicing should continue to
thrive. The 14-year amortization would sifaifcantly alter this assumption. The con-
sequence of the change would be the elimination of hundreds of firms who presently
compete for servicing. Less competition would result in greater concentration of
servicing in the hands of a few. Fewer purchasers of servicing would mean lower
prices for servicing and higher prices of mortgages to consumers.
Decline in Value

The 6% decrease in the value of servicing portfolio will have a significant impactonregulated lendin institutions. Thisdine in the value of PM would cause
a decline in the equity of all firms with PMSR on their balance sheets. For the typi.
cal mortgage banking firm, PMSR represents about 13% of assets and equit rep.
resents about 12% of assets. The decline in value of mortgage servicing will directly
correlate with the decline in equity. Therefore, the 6% decline in PMSR will result
in a 6-112% decline in the equity of most companies. Ironically most of the banking
reforms have encouraged an increase in equity for lender institutions. Institutions
who have purchased mortgage servicing in an attempt to meet regulatory capital
guidelines will be unfairly punished by the proposed change in the tax law.
Impact of Change on Consumers

Changing the amortization of PMSR will increase the cost of housing for all home.
buyers including low, moderate, and middle income consumers. The effective mort-
gage interest rates will increase about 60 basis points. On first blush, this increase
appears small, but it has significant consequences especially for the typical first-
time homebuyer. On a $70,060 mortgage, a typical mortgage for a moderate income
borrower,_the resulting increase in principal and interest payments would be $75
per year. To meet this additional cost, the borrower will need an additional $500
in yearly income to qualify for the mortgage. That is if the current amortization

V remains, a family earning $23,000 could qualify for a $70,000 mortgage. That same
family would need $23,600 in income to qualify for the same house, if the 14-year
amortization were implemented. This is an unnecessary additional entry barrier for
the potential homeowners.
Impact on the Federal Government

Among failed institutions, the RTC has found that the servicing component of the
portfolios have been some of the most marketable commodities. Since 1989, the RTC
has been able to dispose of $153 billion in mortgage servicing. The RTC estimates
that it has $40 billion in mortgage servicing to sell. The servicing has a value of
between $400 million and $600 million. If the intangibles title is enacted, the value

i of the servicing would be reduced by $36 billion. Thus, the government would lose
$36 billion in income from mortgage servicing that could help reduce the cost of the
S&L bailout.
Impact on the Economy

Currently, banking and thrift regulators allow PMSR to be included in core cap.
vital and Tier I capital because purchased mortgage servicing rights are among the
best assets an institution can hold. PMSRs have a predictable stream of income and
are useful portfolio management tools. Given the trend towards increased
securitization of mortgages for shigle and multifamily housing, banking and thrift
regulators have concluded that the marketability of servicing will thrive. These as-
sumptions by the regulators will be erroneous if the tax treatment of mortgage serv-
icing is altered. The reduced marketability of the asset will cause its value to de-
crease. If PMSR is decreased in value, banks and thrifts will be forced to find new
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sources to meet core capital and Tier I capital requirements. Banks and thrifts will
lend less and the credit crunch will worsen.

SUMMARY

MBA strongly opposes extending the amortizable life of mortgage servicing. In-
cluding PMSR into the intangibles title would add unnecessary costs to consumers
as they attempt to buy a home; fundamentally alter an existing competitive market;
add to the cost of the thrift cleanup; and increase the tax burden on the mortgage
lending industry. In balancing the need for tax simplicity with the additional costs
and less efficiency in mortgage lending we believe everyone would be betterserved-including the Federal governmeni--f mortgage seivicing rights should be
excluded from the intangibles title.

Mr. Chairman, MBA appreciates the opportunity to testify on this most important
issue to the homebuying public and the real estate finance industry. We would be
glad to respond to any questions or comments the Committee may have.

PREPARED STATEMENT OF WILLIE L. BAKFR, JR.

Chahman Bentsen and Members of the Committee, the United Food and Com-
mercial Workers International Union represents roughly 1.2 million U.S. workers,
three-quarters of whom work in the retail and food industries. These industries
were hotbeds of takeover and merger activity during the 1980s. Even though activ.
ity has cooled down to some extent, in many instances, our members continue to
suffer the effects of that era.

We are deeply concerned about and opposed to the current proposal to permit the
amortization of intangible assets for tax purposes embodied in H.R. 3035, and in.
eluded with modification in H.R. 4210, the Senate-House tax bill recently vetoed by
the President.

By including goodwill and going concern value along with virtually any and all
intangible assets a company can claim as expenses, we believe such legislation
would introduce a tax subsidy for future takeover activity, that did not exist in the
1980s, There is a serious possibility that ill-considered action by Government, could
set the stage for a new round of the same takeover activity that has -done so much
damage to our members, to their employers, and to the communities in which they
live. Other knowledgeable observers share our belief that the industries in which
our members work, will be the focal point of increased numbers of mergers and ac-
quisitions, underwritten by the legislation being discussed today. To us, that spells
even more pain and suffering.

Whether or not tax legislation is acted on in this session of Congress, we believe
the pressure to do something will continue into 1993. Even the most optunistic fore.
casters believe that when and if recession changes to recovery, that recovery will
be slow and long drawn out. Demands will be made on Congress to use tax policy
as an economic stimulant, since that seems to be the only politically acceptable tool,
outside the Federal Reserve Board. When and if such tax legislation is being consid-
ered, this proposal in one form or another, will uindoubtedly be introduced into the
package. The mountain of litigation and conflicting court ru ings on the issue of am-
ortization of Intangibles will not disappear unless and until Congress legislates In
this area. We therefore believe that thli legislation will indeed have to be dealt with
in the near future. But there are undoubtedly better ways to accomplish the nec.
essary goals than what is being offered.

As it is written, H.R. 3036 is totally unacceptable to us. Such tax policy creates
economic incentives for destructive and wasteful behavior at a time when our soci.
ety cries out for productive investment in new products and services and when
working people are desperately overdue, not for further assaults on their wages
benefits and working conditions, but for meaningful improvement. In addition, it
Congress actually passes such legislation, it will send a message to business and
to the legal profession, that one way to get Congress to act in their favor is to create
such a barrage of complaint and challenge, that regardless of the merits, Congress
will be forced to act just to "make the problem go away." This introduces yet an-
other incentive to wasteful activity.How is H.t. 3036 related to takeovers? Assistant Treasury Secretary Gideon suc-
cinctly summarized the issue in his October 2, 1991 testimony before the House
Ways and Means Committee: ... disputes persist concerning whether an intangible
asset acquired in the purchase of an ongoing business is wit Class Ill and amor.
tizable, or constitutes goodwill or going concern value and, therefore, is within Clhss
IV and nonamortizable." Many observers claim that the language of the Tax Reform
Act of 1986, by requiring the use of the residual method or calculating goodwill,
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affirmatively encouraged companies to allocate as much purchased value as possible
to assets other than goodwill. Whether or not one accepts that interpretation of the
Act's language, it is indisputably the case that the number of challenges to IRS rul-
ings in this area escalated in the latter part of the 1980s.

In the "normal course of business" the amortization of intangible assets might be
viewed simply as a technical issue. but these IRS challenges and the ensuin litiga-
tion, which have both prompted and justified H.R. 3036 are intimately related to
the escalation of takeover activity during the period and the worsening quality of
the deals. An appropriate legislative response must 1b; fully cognizant of this rela-
tionship.

It is.not a coincidence that Conaress is being forced to address this issue now.
According to the General Accounting Office, "Treasury regulations covering the
treatment of goodwill have not changed significantly since 1927." Yet the total
value of intangible assets reported to the MRS corporations grew from $45 billion
to $262, billion in 1987. According to the GAO, the increase generally reflected the
growth in merger and acquisition activity during the period. As the reported values
increased, increases in total amortization deductions for tax purposes were also re-
ported.,"2

But it wasn't simply ordinary merger and acquisition activity. In the 1980s' take-
over deals, firms were acquired for enormous multiples, thereby inflate " the
amounts that had to be spread over Class III assets. In the early 1980sacquisitions
were made at 4 or 6 times EBITDA (earnings before interest, taxes, depreciation
and amortization). At the peek, some deals were being done at 9 or more times
earnings. A recent study by Steven N. Kaplan and Jeremy C. Stein,8 found signifi-
cant deterioration in the quality of buyout deals during the course of the 1980s.
Transactions done in the second half of the decade were substantially riskier, with
poorer financial performance, than those of the early 1980s. Among other detailed
findings, they note that "the ratio of buyout prices to company cash flows increase
significantly over time . . . and leverage ratios increase over tine." (p.3) While the
authors to some extent play down the role of price, by pointing out that stock mar.
ket prices relative to cash flow showed the same increasing trend, they overlook a
fundamental difference in buyout price versus stock price. Individual shares of a
firm are traded daily, without any significant impact on the operating performance
or financial condition of the firm. In a buyout or takeover, all the shares are sold
at one time, and a substantial premium over the market price is a typical char-
acteristic of these transactions. There is inevitably an impact on the subsequent per.
formance of the firm.

In order to prevent or forestall the financial collapse of inherently untenable deals
concluded in the 1980s, clever tax lawyers in effect, have sought to shore up shaky
enterprises at the expense of the U.S. Treasury, and other taxpayers. They have in.
ventedan enormous range of new kinds of intangible assets, which IRS regulations
permit them to try to prove are justifiably amortizable. This has even been recog-
ized by the business press: the Financial Tme, of London observed that during

the 1980s, as the premiums paid in acquisitions increased so did the incentives for
creativity by tax advisers. Acquirers did not accept fatalistically that the large pre-
diums they paid had to be additional goodwill, Instead the assets of targets were

closely scrutinized to ensure that no possible depreciable or amortizable asset was
overlooked." 4 Any legislative remedy, must shut down this game. . i o

If, as under the proposed legislation, firms know that all goodwill is amotizable,
they can pay even higher prices for acquired films than they would have
without this tax provision. This is a tax incentive for creating weaker companies.

The evidence is clear and unambiguous. According to John E. Heinbock , a securi.
ties analyst at Goldman Sachs & Co., "the amount paid for the deal originally has
become a central factor . . . in assessirq the potential success of the whole venture.
(In the high cost deals) the vast majority of cash flow (must) be directed into debt
service, with very little left over even for maintenance spending."8 William Lang
(BrookIngs Institution) and David Ravenscraft (University of North Carolina) found
a marked difference in the results of the higher-priced deals done in the second half
of the 19809 as compared to the more modest deals of the earlier years: "Ll3Os done

'Issues and policy proposal rearding tax treatment of intangible assets, General Accounting
Office, Report to the Joint Conuiuttee on Taxation, August, 1991, p. 16. Hereafter GAO.

GAO, p.10
SSteven N.. Kaplan and Jeremy C. Stein, 'The Evolution of Buyout Pricing and Financial

Structure in the 1980s," draft provided by authors, February. 1992.
4Leo Herzel and William A. Schmalz, *Tax bill in US Congress Seems to Promote Takeovers,"

inancal 7Tines, January 30, 1992, p. 38.
ODavid Merrefield, "LBO Success Hinges on the Purchase Price," Supermarket News, March

16, 1992.
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in the last part of the decade shouldn't have been. The improvement in operating
efficiency (shown by some of the early deals) vanished." e Stephen Roach, senior
economist at Morgan Stanley, believes that the takeovers of the 1980s 'did nothing
to rejuvenate the nation's competitive position through capital formation." 7 One ob-
server who studied 41 of Fortune's "Deals of the Year" for the years between 1986
and 1990 and found half to be in poor or failing health, including bankruptcy con-
cluded that "The greatest deal killer of the Eighties was the one that has always
been the leading cause of corporate death and investor los&--overpaying."e

At the moment, takeover activity is relatively quiet. But pressure-is building with.
in the deal-making community. "If the deductibility of goodwill they are discussing
goes through, it will spark some business" according to David Wittig, co-head of
mergers and acquisitions at Salomon Brothers.9 A director of the McKinsey & Co.
management consulting firm estimates that *a fifth of Standard & Poor's industrial
companies are potential takeover targets right now because of their lackluster rates
of return" 10

As in the 1980s, our members' livelihoods will once again be put on the line be-
cause food and retail companies have particular characteristics that lend themselves
to takeover, merger and divestiture activity. In early December of last year, Bob
Chapman, a vice.president of arbitrage at County NatWest Securities, commented
on the likely results of passage of H.R. 3036: It would be a huge boon. I would say
you would see a billion-dollar deal announced in weeks if it goes through... The
takeover values of food companies would go up 20 percent overnight," I1 According
to Investment Dealere'Digest, "many analysts are saying that food companies will
be leading candidates for acquisitions should H.R. 3035 pass. They claim that such
companies with outstanding brand names and franchises will benefit greatly be-
cause so much goodwill will-be generated if they are sold." 1' As an example, at this
very moment, the principal beneficiaries of the trust that holds the stock of the
George A. Hormel Company, employer of 3000 UFCW members, are pressuring the
trust to sell the stock to the pub lc-a stre preamble to takeover. These millionaires
by inheritance, would get an additional unearned premium for their shares, thanks
to the tax system, if this legislation wore in effect when and if the company were
sold.

Even the strongest deals of the 1980s required the sale of assets of the acquired
or restructured company to provide a quick infusion of cash to pay off the highest
cost, shortest term debt (frequently bridge loans from banks). Between 1986 and
1988, as a result of Kohlberg, Kravis & Roberts' lever ed buyout of Safeway, 7000
workers represented by our union lost their jobs outright when the Dallas division
was sold off, 4-5000 were disemployed when the Salt Lake City division was shut
down, nearly 1000 people lost their jobs when individual stores in Washington, DC,
Baltimore and Maryland's Eastern Shore were sold off, and another 20,000 took
very substantial cuts in wages and benefits when the Little Rock, AR, Kansas City,
MO, Oklahoma and Houston, TX divisions were sold in further leveraged buyout
deals. With the single exception of Oklahoma, all those Safeway "spin-offs" are in
serious financial trouble today, with some in bankru tcy reorganization,

When Kohlberg, Kravis & Roberts did a leverage buyout of Stop & Shop Compa-
nies, 6000 UFCW members who worked at Stop & Shop Bradlees discount stores
lost their jobs when the stores were closed and sold off piecemeal. When Grand
Union was taken private in an 1130, its Colonial/Big Star division in the Carolinas
was sold off: 3000 workers represented by our union, lost their jobs. When Lucky
Stores restructured itself to escape a hostile takeover by Asher Edelman, the com
p any first sold its Gemco division; 6000 members lost their jobs when Lucky's

Semco stores were sold. Another 2000 took substantial cuts when Lucky spunoff Its
Eagle Food Stores division. The various parts of the former Armour Company and
Beatrice Food. have been through so many ownership changes over the past ten
years with accompanying buying and selling of plants, it is almost impossible for
us to keep track of the ultimate job lose.

It is no exaggeration to say that the prospect and consequence of asset sales by
food and retail companies continues to be an everyday concern at our union. The

*Quoted in Edmund Falktertmayer, "The Deal Decade: Verdict on the '80s," Fortune, August
2(3 1991. Hereafter Fortune.

"Fortune
O regory Smith in Fortune.
Anthony Baldo, 'Tax simplification bill may not be a boon to M&A," Investment Dealers' Di.

gest, December 23, 1991.
10 Fortune
11 Quoted in Floyd Norris, *A Likely Tax Bill Provision That Would Aid Takeovers," New York

7Ymes, December 4, 1991.
12 IDD, December 23, 1991.
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members of the United Food and Commercial Workers International Union do not
want a replay of the 1980s. It is especially troubling to think that this could happen
as a result, not so much of Wall Street mania, but as a result of deliberate govern-
ment action. But that is what H.R. 3036 offers us.

What about the arguments in favor of amortizing goodwill and other intangible
assets without known "useful lives?"

It is argued that something needs to be done to end the litigation in this area
and to resolve pending disputes that the courts are unable to handle on a consistent
basis--and this may be so But where did the litigation come from? To us, It looks
as though the same corporate lawyers who put together these questionable deals,
also exploited and widened every loophole they could find and/or create in the exist-
ing body of tax law. They have created a mountain of litigation in an attempt to
force a ruling in their favor, if not by the IRS, then by the courts. And if not by
the courts, then by Congress. And now Congress is considering making real this
self-ful, lling prophecy.

But f tax s'mplification were the principal goal, there would be another equally
satisfactory solution to the problem of amortization of intangibles: don't allow any
of it. This solution would increase revenue, reduce audit and litigation expenditures
and handsomely serve the goal of tax simplification. But clearly, it is also a non.
starter.

Another consideration is the equity consequences of the proposal. Virtually all the
discussion of this issue has confined itself to equity between different classes of as-
sets. There has been scant discussion of the impact of this proposal on the one hand,
on the income and tax status of working Americans who will be hurt by the larger
economic and incentive effects of the bill, and on the other hand, on the corporate
taxpayers and investors who will be the beneficiaries.

As illustrated in Figure 1, during the 1980s, the wage and salary earnings of ordi.
nary citizens stagnated. So did corporate retained earnings and the tax revenue gon.
rated by corporate profits. Interest income skyrockete, largely as a result of the
leveraging of American business through the takeover, merger and acquisition activ-
ity we have discussed.

Growth of Interest and Dividend Income
Overshadows All Other Types of Income In 1980s
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This country cannot grow and prosper if it continues to curb the incomes of the
vast mass of the population while inflating the incomes of those whoprofit from fi.
nancial manipulation. And what will we have done to the principles or the 1986 Tax
Reform Act, if we actually use the tax system to exacerbate this income transfer?

Another justification for this bill has been its alleged revenue-neutrality. We are
told that while some will win and some will lose, the uniform 14.year amortization
period mathematically produces revenue neutrality. But to us, offsetting
irrationalities do not make sensible policy. Rewarding inventive litigators who put
their brainpower to work creating alleged intangible assets such as "morgues,' or
"assembled workforce" (who ever bought an on-going business without an assembled
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workforce?) sends the wrong message about the purpose and goals of our tax sys-
tem.18

Another line of argument that has been put forward is that because financial ac-
counting rules require the amortization of goodwill, recognizing it as a "wasting"
asset, tax rules should do so as well. 1 ' This iCne of argument effectively makes gov-
ernment tax policy subservient to accounting rules developed for entirely other pur-
poses by the Financial Accounting Standards Board. Public policy decisions in a
democratic society must answer to a higher and far more complex set of consider.
ations than a private sector board with a narrowly defined professional purpose,
such as the FASB. Public policy recognizes that not all forms of investment or earn.
ings should be treated the same way-just look at the differing ways the tax code
has handled real estate investment. Goodwill is even more problematic. Not only
does it have no measurable useful life, but in the context of a takeover, its value
can increase enormously in just a few short weeks, for reasons having nothing to
do with the operations of the firm. It is a puro artifact of the market.

We can see that there are some classes of assets that are now considered to be
"intangibles" that are in fact somewhat close to tangible assets in that they are
often bought and sold even with no acquisitions and divestitures being involved.
That is, independent markets exist for some of these goods and their market prices
and "useful lives" are ascertainable. It should be possible to identify a certain very
limited number of assets that have these characteristics, that can unambiguously
p ass the test used for classifying "tangible" assets. These could be permitted speci-
fled amortization lives by law, in the same way that different classes of tangibles
assets are now assigned fixed amortization lives. Everything else would unambig-
uously be ineligible for amortization. The legislation that Congress writes must
clearly limit the Internal Revenue Service's ability tomake discretion rin in

this area. Congress must enact strong and explicit language to curtail the clever
reallocation of goodwill or going concern value over an endless range of invented as-
sets. In so doing, it would give the IRS and corporate taxpayers clear rules and it
would close the door on tax lawyer ingenuity. Tax considerations would pfay less
of a role in takeover and acquisition decisions, and the incentive effect would be re-
moved.

As you consider this proposal, we ask that you tighten and clarify the rules and
write them in such a way that the members of the UFCW and the millions more
non-union workers who are even more vulnerable to harm, are spared future pain
and suffering of newly tax-subsidized acquisition and divestiture activity. We believe
this requires a definitive, clear and conservative approach to the issue.

PREPARED STATEMENT OF WILLIAM P. BENAC

INTRODUCTION

Good morning. I am William P. Benac, Treasurer of Electronic Data Systems,
headquartered in Dallas, Texas. EDS provides software-based information tech.
nology services to customers in a broad range of industries, including health care,
financial services insurance, manufacturing, communications and energy. EDS em-
ploys more than 0,000 people in more than 30 countries around the world and had
1991 revenues of more than $7 Billion.

I am here today on behalf of the Information Technology Association of America.
ITAA is the trade association of this nation's computer sofware and services indus-
try, whose more than 36,000 companies provide government and corporate America
with business application and systems software for mainframe, midrange, and per-
sonal computers; custom and contract software programming services; information
systems integration services; and information processing services. In 1990, the last
year for which figures are available, U.S. information technology services companies
generated over $100 Billion in revenue, an increase of 12% over the previous year
and employed over a million people nationwide. The United States leads the world
in information technology and even during this period of economic downturn, the

"In testimony before the House Ways and Means Committee in October, 1991, Internal Reve-
nue Service Commission Fred T. Goldberg, Jr. presented a list of 176 'Taxpayer Claimed Intan.
rible Asset." His testimony and this list is an eloquent illustration of the waste of resourcesthat has been directed at the goal of transferring income that would otherwise go to the Treas.
ury beck to the firms who got caught up in ill-advised acquisition and divestiture deals.

"Allowing tax deductions tor the cost of all wasting intangible assets consumed by a bus.
ness would improve the measurement of income and treat all forms of investment more equi.
tably,." Jennie Stathis, Director of Tax Policy and Administration Issues, GAO, House Ways and
Means Committee Hearing, October 2, 1991.
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U.S, information technology industry is contributing positively to the nation's econ-
om and balance of trade. Computer software, the subject of my presentation, is
crt cal to the information technology industry and to American industry generally.While steam powered the America of the late 19th Centur, computer software, the
dietizod intelience which controls banking, manufacturing, and office operations,
is the engine which drives business at the close of the 20th Century.

ITAA applauds the poal of tax simplification, abating the controversies between
taxpayers and government over the proper tax accounting treatment of intangible
assets. At the same time, however, the success of the U.S. information technology
industry depends on those well-established rules that have taken into account the
business and technological realities of computer software. The information tech.
nology Industry has prospered in this climate. We are concerned that the pending
intangibles legislation, even as amended in H.R. 4210, does not comport with the
technical and business realities of the software industry. This legislation will im-
M pedethe ability of U.S. information technology companies to compete in world mar-
kabecause it will effectively raise the cost of acquiring computer software by 10

percent. Moreover, the disparity between U.S. and foreign tax principles will
make it less expensive for foreign interests to acquire U.S. software technology than
for their U.S. counterparts. The pending intangibles tax legislation thus achieves its
otherwise laudable goals at the expense of one of America's premier industries.

Accordingly, ITAA urges:
* that the present tax accounting rules for developing and acquirinq computer
software be retained and that computer software not be swept up in the pro-
posed 14-year amortization rule, or

i if computer software is to be covered by intangibles tax legislation, then in
addition to that computer software already addressed in H.R. 4210, other soft.
ware should also be excluded from the proposed 14-year amortization rule
where it is part of a trade or business acquisition and the primary object of the
trade or business acquisition is the software technology as such.

COMPUTER SOFTWARE DIFFERS SIGNIFICANTLY FROM TIE OTHER INTANGIBLES UNDER
CONSIDERATION

The principal House bill in this regard, H.R. 3036, was introduced to abate the
'c controversies arising under current law with respect to the acquisition of intangible

assets. 1 Of particular concern, and contention, was the tax accounting treatment of
business goodwill, going concern value, covenants not to compete, and workforce in
place in the context of trade or business acquisitions. In contrast to these customer-
based intangibles, however, computer software is capable of reasonable valuation
and has a relatively short commercial life, no matter how acquired.

Computer software is traded in the marketplace every day. Where software is ac-
quired under a license agreement, its cost for the end-user is apparent. Even in the
business acquisition context, the cost of computer software is reasonably ascertain-
able. Methodologies have been developed for valuing software using a Cost basis.2

Even more significant, the lifecycle of computer software is far shorter than 14
years. The popular spreadsheet program "1-2-3," from Lotus Development Corpora-
tion, was introduced in 1983. Since then, there have been five new versions of that
program, the latest being released in August 1991. Likewise, Microsoft Corporation's
word processing program, "Word," was introduced in 1983 and has since seen four
new versions and three major upgrades, Even the complex mainframe software usedto power sophisticated banking or airline reservation systems is upgraded and en-
hanced frequently because of advances in both software and hardware technology.
At EDS, for example, the computers at our large information processing centers are

, Under current law, a taxpayer may amortize the cost of intangible property used in a trade
or business or held for the production of income, so long as the property has a reasonably deter.
minable, limited useful life. According to the explanation accompan.ying H.R. 3035, IRS/taxpayer
controversies have centered on: (1) whether an amortizable intangible asset exists, (2) whether,
in a trade or business acquisition, the value of the intangible asset is reasonably determinable,
and (3) the appropriate cost recovery method and period.2 The Constructive Cost Model or COCOMO is one of several methods generally recognized
by appraisers and industry as providing a consistent and reliable measurement of software
value from a cost approach. Generally speaking, COCOMO is used to determine the replacement
cost of software by estimating the man.months needed to recreate the software and involves an

i examination of the pram code and projected date of obsolescence. In discussions with the
Joint Taxation Committee staff, ITAA has attempted to avoid altogether the question of soft.
ware valuation by proposing that in the business acquisition context, 76% of all acquired intan.
gible assets be regarded as computer software if at least 76% of the revenue of the acquired
business is software-related.
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typically upgraded as often as ever 18 months, meaning that the software must
also be changed and upgraded. Software technology throughout all of American
business is evolving rapidly in response to changes in law and regulation, customer
demands, and technology. The proposed 14-year amortization penod will mean that
businesses acquiring computer software will still be writing off the acquisition costs
long after they have stopped using the software due to technological oboolescence.
Tax accounting in most cases will be anything but simplified.

11.1. 4210 OFFEIM ONLY PARTAI REIAEF

Recognizing at least some of the difficulties inherent in H.R. 3035, the House took
a modified statice in M1R. 4210. That legislation proposed to exclude from the 14-
year amortization rule software that is acquired outside the context of a business
acquisition. However, computer software aco~uired within the context of a trade or
business acquisition wold be excluded only if it were: (1) readily available for pur-
chase by the general public, (2) subject to a nonexclusive license, and (3) had not
been substantially modified. In other words, "business acquisition" software would
be governed by the 14-year rule where the purchaser acquires ownership rights in
the software as distinguished from the mere right to use copies. Thus, if a software
or software services company chose to acquire software technology by purchasing
another software or software services company, the cost of the purchased software
would have to be written off over 14 years.

Although H.R. 4210 is a step in the right direction it fails to recognize that cor-
porate acquisition is another primary vehicle by which software technology can
change hands.

Cororate acquisition, rather than internal development, is often the most cost-
effective and timely means of acquiring software technology. This "business acquisi.
tion" software is no less subject to the pressures of technological obsolescence than
that transferred pursuant to nonexclusive license through retail channels. The net
effect, then, of H.R. 4210 would be to provide different write-off periods for the same
type of technology depending solely upon the method of technology transfer.

TIHE UNITED STATES ' MAJOR TRADING PARTNERS EXTEND FAVORABLE TAX ACCOUNTING
TIFIAMENT TO COMPUTER SOFTWARE

The United States is the recognized world leader in software technology; however
that status is not secure several nations having set their sights on achieving world
superiority in this area. thesee nations recognizing the strategic and competitive im-
portance of software, have established tax policies specircally designed to enhance
their growing domestic software industries. Canada, Prance, Germany, Japan, and
the United Kingdom, to name a few, allow the amortization of software acquisition
costa over five years or less. Japan, for whom international leadership in informa-
tion technology is a national objective allows a write-off over five years. Canada
permits the immediate write-off of applications software and a 30% per year write-
off of systems software costs.

A major effect, albeit unintended, of the proposed intangibles tax legislation, even
after amendment by H.R. 4210, is that foreign purchasers who seek to acquire soft-
ware technology through corporate acquisition will have a comparative cost advan-
tage over their U.S. L'nunterparts because foreign taxpayers will be able to write off
their software acquisition costs over five years or less. This raises the specter that
cutting-edge U.S. software technology, often developed by small, undercapitalized
firms, will be more cheaply acquiredby foreign interests and then licensed back for
use in the U.S.

EXISTING TAX ACCOUNTING PRINCIPLES HAVE SERVED TIE INDUSTRY WELL

Since 1969 the Internal Revenue Service has required that the cost of software
purchased separately from computer hardware be amortized ratably over five years
or such shorter period as the taxpayer can establish as appropriate.' After more
than 20 years of experience, there is no question that, from the industry's perspec-
tive, these rules have worked well and make sense from a technological and busi-
ness viewpoint.

Moreover, the origin of the major IRS/taxpayer controversies that the intangibles
legislation was designed to address has not been computer software. The report of
the General Accounting Office, issued in August, 1991, indicates that only 6% of

8 The House also proposed in H.R. 4210 that the cost of software excluded from the 14.year
rule be amortized over 3 years.4 Revenue Procedure 69-21 is the principle rule governing the tax accounting treatment of
computer software.
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cases then in litigation were technology-related. There is no indication how many
of these, if any, arise from computer software transactions.

ITAA's first preference, then, is the retention of existing tax accounting rules
under Revenue Procedure 69-21. The principles of 69-21 make as much technical
and business sense today as they did 29 years ago.

In response to H.R. 3035 and H.R. 4210, ITAA has urged that the costs of soft-
ware technology acquired through business acquisition be treated the same as the
costs of publicly available software acquired through nonexclusive license. If, how-
ever, full exemption from the 14-year iule is not accorded to all software acquired
in a trade or business acquisition, then ITAA urges that at a minimum an exemp-
tion should apply where the principal object of a trade or business acquisition is the
software technology as such. In these cases, generally little goodwill or other cus.
tomer-based intangibles are at stake. Without an exclusion for this "business acqui-

; sition" software, acquirors will face the prospect of higher acquisition costs than
their foreign counterparts as well as the necessity of writing off software costs long
after the acquired technology has become obsolete. ITAA has submitted statutory
language in this regard to this Committee and to the Ways and Means Committee
and remains anxious to work with you and your staff to find an equitable solution
to the problems raised by H.R. 4210.

CONCLUSION

ITAA and I thank you for the opportunity to testify before you today,. Computer
software is nothing less than a strategic national asset-a major area in which the
United States leads the world. But that leadership is under challenge by other na-
tions that have set their sights on achieving superiority in information technology
and who, to achieve these ends, afford computer software development and acquisi.
tion tax treatment that is identical to or more favorable than the treatment that
we in the United States have used successfully for more than 20 years. Computer
software is also a rapidly advancing technology in which the innovations of today
are quickly superseded. uite simply, computer software does not lend itself to the
14-year tax accounting treatment under consideration by this Committee. We urge
you to retain the present tax accounting treatment for software, as defined in Reve-
nue Procedure 69-21, providing a basis for both sound tax policy and sound trade
policy, If existing tax accounting rules are modified, we urge you not to undermine
those business transactions in which software is the principAl object of the trans-
action.
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INTRODUCTION
The Senate Committee on Finance has scheduled a public hear-

ing on April 28, 1992, to consider the Federal income tax treatment
of the cost of acquiring goodwill and certain other intangible
assets. This pamphlet, 1 prepared by the staff of the Joint Commit-
tee on Taxation, provides a description of the present-law tax rules,
a description of two legislative proposals that would modify the
present-law tax rules, and a discussion of issues relating to the
present-law tax rules and the two legislative proposals.

Part I of the pamphlet contains a summary of present law and
the two legislative proposals. Part II provides a more detailed de-
scription of the present-law tax rules and background relating to
the treatment of the cost of acquiring intangible assets. Part III
provides a more detailed description of the two legislative propos-
als: (1) section 4501 of H.R. 4210, as passed by Congress on March
20, 1992, and vetoed by the President; and (2) S. 1245, as introduced
by Senators Daschle and Symms on June 6, 1991. Part IV provides
a discussion of issues relating to the present-law tax rules and the
two legislative proposals.

'This pamphlet may be cited as follows: Joint Committee on Taxation, Present Law and Pro.
posals Relating to the Federal Income Tax Treatment of the Cost of Acquiring Goodwill and Cer.
tain Other Intangibles JCS-9-92), April 27, 1992.
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I. SUMMARY
Present law

In determining taxable income for Federal income tax purposes,
taxpayers are allowed depreciation deductions for the exhaustion,
wear and tear, and obsolescence of property that is used in a trade
or business or that is held for the production of income. Under
Treasury Department regulations, no depreciation deductions are
allowed with respect to intangible property unless the intangible
property has a limited useful life that may be determined with rea-
sonable accuracy. In addition, under the same Treasury Depart-
ment regulations, no depreciation deductions are allowed with re-
spect to goodwill or going concern value.

Numerous court decisions and Internal Revenue Service pro-
nouncements have addressed whether depreciation deductions are
allowed with respect to intangible property. In general, a taxpayer
must establish that the intangible property is distinguishable from
goodwill or going concern value and that the intangible property
has a limited useful life that is determinable with reasonable accu-
racy. Because this is essentially a factual determination, different
results have often been reached in different cases with respect to
the same or similar types of intangible property.

H.A. 4210
Section 4501 of H.R. 4210 2 would allow an amortization deduc-

tion with respect to the capitalized costs of goodwill, going concern
value, and certain other intangible property that is acquired by a
taxpayer and that is held by the taxpayer in connection with the
conduct of a trade or business or an activity engaged in for the pro-
duction of income. The amount of the deduction would be deter-
mined by amortizing the adjusted basis of the intangible ratably
over a 14-year period.

Section 4501 of H.R. 4210 generally would apply to specifically
defined intangible property whether acquired as part of the acqui-
sition of a trade or business or as a single pre-existing asset. The
bill would not change the Federal income tax treatment of self-cre-
ated intangible property, such as goodwill that is created through
advertising or other similar expenditures.

The provision generally would apply to property acquired after
the date of enactment. A taxpayer, however, would be allowed to
elect to apply a version of the provision to either (1) all property

2 H.R. 4210, the "Tax Fairness and Economic Growth Act of 1992," was passed by Congress on
March 20, 1992, and was vetoed by the President. See H. Rept. No. 102-461 (Conference Report),
March 20, 1992, pp. 190-200 and 545-566. Section 4501 of H.R. 4210 was derived from H.R. 3035.
For a description of H.R. 3035 and related House bills, see Joint Committee on Taxation, e.
scription of Proposals Relating to the Federal Income Tax Treatment of Certain Intangible Prop.
erty (H.R. JOB, H.R. 1456, and H.R. 56) (JCS-14-91), September 30, 1991.
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acquired after July 25, 1991, or (2) all property acquired in certain
taxable years for which the statute of limitations for the assess-
ment of tax has not expired.

S. 1245
S. 1245, as introduced by Senators Daschle and Symms on June

6, 1991, would amend section 167 of the Internal Revenue Code to
provide that if a taxpayer demonstrates through any reasonable
method that (1) customer base, market share, or any other similar
intangible item has an ascertainable value that is separate and dis-
tinct from other assets (including goodwill and going concern value)
acquired as part of the same transaction, and (2) the intangible
item has a limited useful life which can be reasonably estimated,
then the basis of the intangible shall be amortized over such useful
life.

In addition; S. 1245 would grant the Treasury Department the
authority to promulgate regulations establishing safe harbor useful
lives for specific classes of customer base, market share, or other
similar intangible items which are generally consistent with the
actual useful lives for the items within such classes. In addition,
the Treasury Department would be authorized to promulgate regu-
lations concerning the manner in which such intangible items may
be valued separately and distinctly from other assets (including
goodwill and going concern value).

S. 1245 would apply to all open taxable years (i.e., all taxable
years for which the statute of limitations has not expired).
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II. BACKGROUND AND PRESENT LAW
In general

Under section 167 of the Internal Revenue Code, taxpayers are
allowed depreciation deductions for the exhaustion, wear and tear,
and obsolescence of property that is used in a trade or business or
that is held for the production of income. Under Treasury Depart-
ment regulations, no depreciation deductions are allowed with re-
spect to intangible property unless the intangible property has a
limited useful life that may be determined with reasonable accura-
cy.3 In addition, under the same Treasury Department regulations,
no depreciation deductions are allowed with respect to goodwill.

Thus, in order for depreciation or amortization 4 deductions to be
allowed for Federal income tax purposes with respect to intangible
property, a taxpayer generally must establish that the property is
distinguishable from goodwill and that the property has a limited
useful life that is determinable with reasonable accuracy. Numer-
ous court decisions and Internal Revenue Service (IRS) pronounce-
ments have addressed whether these requirements have been satis-
fied with respect to different types of intangible property. The de-
termination whether depreciation deductions are allowed with re-
spect to intangible property is dependent on all the facts and cir-
cumstances. In certain situations, however, the IRS and some
courts have suggested that certain results should be considered a
matter of law. Often, different results have been reached in differ-
ent cases with respect to the same or similar types of intangible
property.

Issues regarding the amortization of intangible assets frequently
arise in the context of the acquisition of a business enterprise. If
the price paid to acquire a trade or business exceeds the value of
the tangible assets of the trade or business, the purchaser general-
ly must allocate such excess either to (1) goodwill or going concern
value, which are not depreciable or amortizable for Federal income

3 Treas. Reg. sec. 1.167a)-3 provides that:
If an intangible asset is known from experience or other factors to be of use in the business

or in the production of income for only a limited period, the length of which cal be estimated
with reasonable accuracy, such an intangible asset may be the subject of a depreciation
allowance. Examples are patents and copyrights. An intangible asset, the useful life of which
is not limited, is not subject to the allowance for depreciation. No allowance will be permitted
merely because, in the unsupported opinion of the taxpayer, the intangible asset has a limited
useful life. No deduction for depreciation is allowable with respect to goodwill.

'The deductions allowed for the exhaustion, wear and tear, and obsolescence of intangible
property that is used in a trade or business or that is held for the production of income areoften referred to as amortization deductions.



tax purposes, or (2) other intangible assets, which may be deprecia-
ble or amortizable for Federal income tax purposes.5

The following discussion illustrates some of the issues and incon-
sistencies that arise under present law.

Treatment of certain customer-based intangibles
Taxpayers that have acquired a trade or business have often allo-

cated a portion of the purchase price to customer lists, subscription
lists, client records, and other similar intangible assets that repre-
sent the customer base of the trade or business. A recurring issue
for Federal income tax purposes has been whether a value and life
for such intangible assets can be identified that is separate and dis-
tinct from goodwill, which generally has been defined as "the ex-
pectancy that old customers will resort to the old place" 6 or "the
expectancy of continued patronage, for whatever reason." 7

In a number of cases decided prior to 1973, the courts generally
held that customer lists and other similar customer-based intangi-
bles are "related to" or "in the nature of" goodwill and, conse-
quently, no depreciation or amortization deductions are allowed
with respect to such assets. In many of these cases, the IRS success-
fully argued that such customer-based intangibles are "mass
assets," the value of which may fluctuate as particular customers
are lost and others replace them. These mass assets were consid-
ered to provide an inexhaustible benefit and have an indefinite
useful life.

For example, in Golden State Towel and Linen Service, Ltd. v.
United States,8 the Court of Claims denied a depreciation or loss
deduction with respect to a customer list that was acquired in con-
nection with the purchase of the assets of a linen business. The
court held that a terminable-at-will customer list is an indivisible
asset that is indistinguishable from goodwill. The court found that
while the list is subject to temporary attrition as well as expansion
due to the departure of old customers and the addition of new cus-
tomers, no deduction is allowed for Federal income tax purposes for
the normal turnover of customers. 9

In 1973, however, the Fifth Circuit Court of Appeals in Houston
Chronicle Publishing Company v. United States 10 held that the"mass asset" theory does not preclude depreciation or amortization
deductions with respect to customer-based intangibles. In Houston

b See section 1060 of the Code and the regulations thereunder which provide rules for the allo-
cation of the purchase price among assets in the case of certain acquisitions occurring after May
6; 1986.

6 Commissioner v. Killian, 314 F.2d 852, 855 (5th Cir. 1963).
1 Boe v. Commissioner, 307 F.2d 339, 343 (9th Cir. 1962). See, also, Newark Morning Ledger Co.

v. United States, 945 F.2d 555 (3rd Cir. 1991), cert. granted, April 6, 1992.
8 373 F.2d 938 (Ct. Cl. 1967).
9 See, also, Danville Press, Inc. v. Commissioner, 1 B.T.A. 1171 (1925) (no depreciation deduc.

tions allowed with respect to newspaper subscribers); Boe v. Commissioner, 35T.C. 720 (1961),
aff'd 307 F.2d 339 (9th Cir. 1962) (no depreciation or loss deductions allowed with respect to med.
ical service contracts); Westinghouse Broadcasting Co..v. Commissioner, 36 T.C. 912 (1961) (no
depreciation deductions allowed with respect to spot advertising contracts); Scalish v. Commis-
sioner, 21 T.C.M. 260 (1962) (no depreciation deductions allowed with respect to cigarette vending
machine location leases); Thorns v. Commissioner, 50 T.C. 247 (1968) (no depreciation deductions
allowed with respect to insurance expirations); and Marsh & McLennan, Inc. v. Commissioner,
51 T.C. 56 (1968), affd 420 F.2d 667 (3rd Cir. 1970) (same). But, see, Seaboard Finance Co. v.
Commissioner, 367 F.2d 646 (9th Cir. 1966) (depreciation deductions allowed with respect to fa-
vorable loan contracts).

10 481 F.2d 1240 (5th Cir. 1973), cert. denied, 414 U.S. 1129 (1974).



Chronicle, the taxpayer acquired lists of newspaper subscribers in
connection with the acquisition of the tangible assets of a newspa-
per publishing company. The newspaper of the acquired publishing
company was not published after the acquisition. The court held
that depreciation deductions are allowed with respect to an intan-
gible asset if the taxpayer establishes that (1) the intangible asset
has an ascertainable value that is separate and distinct from good-
will and (2) the intangible asset has a limited useful life, the dura-
tion of which can be ascertained with reasonable accuracy. A jury
verdict finding that the taxpayer had satisfied these requirements
was thus permitted to stand.

Following the decision in Houston Chronicle, the IRS issued Rev.
Rul. 74-456.11 The ruling stated that, in general, customer lists and
certain similar items represent the customer structure of a busi-
ness and are in the nature of goodwill. However, the ruling also
stated that, if, in an unusual case, an intangible asset or a portion
thereof does not possess the characteristics of goodwill, is suscepti-
ble of valuation, and is of use to the taxpayer in its trade or busi-
ness for only a limited period of time, a depreciation deduction is
allowable. The ruling cited the Houston Chronicle case and other
cases.

Notwithstanding the abandonment of an absolute mass-asset
theory by the IRS as evidenced by the issuance of Rev. Rul. 74-456,
litigation concerning the treatment of customer-based intangibles
has continued as a matter of facts and circumstances, with some
courts holding for taxpayers by allowing depreciation or amortiza-
tion deductions with respect to certain types of customer-based in-
tangibles and other courts holding for the IRS by denying deprecia-
tion or amortization deductions with respect to the same types of
customer-based intangibles.

For example, in Donrey, Inc. v. United States,12 the Eighth Cir-
cuit Court of Appeals held that a subscription list that was ac-
quired in connection with the purchase of the assets of a newspa-
per publishing company was amortizable if the taxpayer estab-
lished a value for the subscription list that was separate and dis-
tinct from goodwill and the taxpayer established a useful life for
the subscription list." A jury verdict finding that these facts had
been established was allowed to stand.1 4

However, in Newark Morning Ledger Co. v. United States,'5 the
Third Circuit Court of Appeals, reversing a district court decision,
held that subscription lists acquired in connection with the acquisi-
tion of the assets of a newspaper publishing company were not de-
preciable. The circuit court concluded that the district court had
applied an improper definition of goodwill and that the decision of
the district court in concluding that the taxpayer had proven a

'' 1974-2 C.B. 65.
"809 F.2d 534 (8th Cir. 1987).
' See, also, Panichi v. United States, 834 F.2d 300 (2nd Cir. 1987) (depreciation deductions

allowed with respect to list of trash collection customers).
4 It is interesting to note that, unlike the Houston Chronicle case, the newspaper of the ac-

quired publishing company continued to be published by the acquirer.
"t,945 F.2d 555 (3rd Cir. 1991) cert. granted, April 6, 1992.
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value separate and apart from goodwill was clearly erroneous.1 6

The circuit court stated that "we believe that the Service is correct
in asserting that, for tax purposes, there are some intangible assets
which, notwithstanding that they have wasting lives that can be es-
timated with reasonable accuracy and ascertainable values, are
nonetheless goodwill and nondepreciable." 17 It further stated that
"customer lists are generally not depreciable when acquired in con-juiction with the sale of the underlying business as a going con-
cern." 18

As another example of conflicting court decisions involving ap-
parently similar assets, several courts have considered the Federal
income tax treatment of the costs of acquiring insurance expira-
tions, which are the records maintained by insurance agents with
respect to insurance customers and which generally include such
information as the type of insurance, the amount of insurance, and
the expiration date of the insurance.1 9 In Richard S. Miller &
Sons, Inc. v. United States,20 the taxpayer was allowed deprecia-
tion deductions with respect to the portion of the purchase price of
an insurance agency that was allocable to insurance expirations. 21

On the other hand, in Decker v. Commissioner,22 the Seventh Cir-
cuit Court of Appeals affirmed a Tax Court decision that denied de-
preciation deductions with respect to insurance expirations that
were acquired in connection with the purchase of an insurance
agency. The Tax Court held that the insurance expirations were in-
extricably linked to goodwill principally due to the fact that the
purchaser continued the operation of the acquired insurance
agency with little change. 23

Similar inconsistent results have occurred with respect to the
treatment of "core deposits," which generally include the checking
account, savings account and other similar deposits of a bank that
may be withdrawn at will by depositors. In AmSouth Bancorpora-
tion v. United States,2 4 a district court held that although the de-
posits themselves were identifiable, any value created by the expec-
tation that they would continue was not a value separate and dis-
tinct from goodwill and, consequently, no depreciation or amortiza-
tion deductions were allowed. On the other hand, in Citizens &
Southern Corp. v. Commissioner,25 Colorado National Bankshares,

1" The circuit court observed that the taxpayer's value was determined by reference to the
expected income from future patronage of the customers on the list, rather than by reference to
the estimated cost of replacing the customer list. Although the court did not hold that the latter
valuation method would necessarily have been sustained, it observed that the method used cre.
ated a value not distinguishable from goodwill.

1 945 F,2d 555, 567 (3rd Cir. 1991).
i1 d.
19 Insurance expirations are valuable to an insurance agency because they enable the agency

to contact each policyholder at or near the expiration of the insurance coverage with full knowl-
edge of the type, terms, and history of the existing coverage.

20537 F.2d 446 Ct. Cl. 1976).
21 See, also, Computing & Software, Inc. v. Commissioner, 64 T.C. 223 (1975) (acq,) (depreciation

deductions allowed with respect to credit information files), and Los Angeles Central Animal
Hospital, Inc. v. Commissioner, 68 TC. 269 (1977) (depreciation deductions allowed with respect
to medical records of a veterinary hospital).

22 864 F.2d 51 (7th Cir. 1988), affg 54 T,C.M. 338 (1987).
2354 T.C.M. 338 (1987) aff'd 864 F.2d 51 (7th Cir. 1988).
24 681 F. Supp. 698 (ND, Ala. 1988).
2 91 T.C. 463 (1988), aff'd 900 F.2d 266 (11th Cir. 1990).
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Inc. v. Commissioner,2 6 and IT&S of Iowa v. Commissioner,26' the
Tax Court allowed depreciation deductions with respect to core de-
posits because the taxpayer established that the core deposits had
an ascertainable value that was separate and distinct from good-

-will and the core deposits had a limited useful life that could be
determined with reasonable accuracy.

On January 30, 1990, the IRS issued an Industry Specialization
Program coordinated issue paper that discusses the depreciation of
customer-based intangibles. The paper concludes that if an ongoing
business is acquired with the expectation of continued patronage of
the seller's customers such that the purchaser merely steps into
the shoes of the seller and the business possesses characteristics of
goodwill, then any customer-based intangible acquired in connec-
tion with such purchase is inseparable from goodwill and, thus, is
not amortizable as a matter of law.
Treatment of certain workforce-ba8ed intangibles

Taxpayers that have acquired an ongoing trade or business have
also allocated a portion of the purchase price to assets such as
agency force, assembled workforce, or other similar workforce-
based intangibles. These intangible assets are generally said to rep-
resent the value of having a trained, experienced workforce in
place as of the date of acquisition (as opposed to having to hire and
train a workforce). Unlike customer-based intangibles, the Federalincome tax treatment of workforce-based intangibles has not yet re-
sulted in many court decisions. 27 According to a recent report
issued by the General Accounting Office (GAO),28 however, for the
1979 through 1987 taxable years, the IRS proposed income tax ad-

stments of $866 million with respect to workforce-based intangi-
les.

On January 30, 1990, the IRS issued an Industry Specialization
Program coordinated issue paper whikh stated that "any value as-
sociated with having a trained staff of employees in place repre-
sents the going concern value of an acquired business" and, conse-
quently, the portion of the purchase price of an acquired trade or
business that is allocable to the trained workforce is not amortiz-able. This position of the IRS was recently upheld by the Tax Court
in Ithaca Industries, Inc. v. Commissioner.29 In Ithaca Industries,
the taxpayer allocated $7.7 million of a total purchase price of $160
million to the assembled workforce of an underwear manufacturer.
The Tax Court held that the assembled workforce of the taxpayer's

21 60 T.C.M. 771 (1990).
97 T.C. 496 (1991).

27 Taxpayers generally have been allowed depreciation deductions with respect to employ-
ment contracts. See, e.g., Rev. Rul. 67-379, 1967.2 C.B. 127 (professional baseball player contracts
depreciable); Rev. Rul. 71-137, 1971.1 C.B. 104 (professional football player contracts depreciable);
and KFOX, Inc. v. United States, 510 F.2d 1365 (Ct. Cl. 1975) (radio disc jockey contracts depre-
ciable). But, see, National Service Industries, Inc. v. United States 379 F. Supp. 831 (N.D. Ga.

1973) (employee contracts not depreciable in absence of proof of value or useful lives); Forman,
Inc. v. United States, 89-1 U.S.T.C. Par. 9165 (D.Md. 1989) ("advantageous" union contract not
depreciable); and The Barnes Group, Inc. v. United States, 872 F.2d 528 (2nd Cir. 1989) (no alloca-
tion of purchase price allowed to employment contracts entered into in contemplation of, and
dependent upon, acquisition).2 Issues and Policy Proposals Regarding Tax Treatment of Intangible Assets, Report to the
Joint Committee on Taxation by the General Government Division of the General Accounting

Office (GAO/GGD-91 88), August 19, 1991 (hereinafter referred to as the GAO Report), p. 4.
29 97 T.C. 253 (1991).



trade or business was not a wasting asset separate and distinct
from going concern value and, consequently, the portion of the pur-
chase price allocable to the assembled workforce was not amortiz-
able for Federal income tax purposes,

Treatment of government rights of an indefinite duration
Taxpayers generally have not been allowed depreciation or amor-

tization deductions with respect to renewable rights that are grant-
ed by a governmental entity because a useful life for the rights
generally is not determinable with reasonable accuracy. For exam-
ple, in KWTX Broadcasting Co. v. Commissioner,3 ° the Tax Court
denied depreciation deductions with respect to a 3-year license
issued by the Federal Communications Commission (FCC) to oper-
ate a television broadcasting station. The court's holding was based
on the fact that the FCC had never refused to renew a license, and,
consequently, the license was considered to be of an indefinite du-
ration. 3 1

In addition, in Nachman v. Commissioner,32 the Fifth Circuit
Court of Appeals denied depreciation deductions with respect to the
premium paid for a retail liquor license that was valid for only 5
months after the date of acquisition. The court held that the useful
life of the liquor license was likely to continue indefinitely because
it was the established practice in issuing renewal licenses to favor
the holders of existing licenses over other applicants.3 Similarly,
in Toledo TV Cable Co. v. Commissioner,34 the taxpayer was not
allowed depreciation deductions with respect to cable television
franchises granted by a governmental entity because the taxpayer
failed to establish that the franchises had a determinable useful
life.

On the other hand, in Chronicle Publishing Co. v. Commission-
er,35 the taxpayer was allowed depreciation deductions with re-
spect to cable television franchises because the taxpayer was able
to establish useful lives for the franchises that were determinable
with reasonable accuracy. In Chronicle Publishing Co., the fran-
chises did not contain renewal options or other renewal provisions
and no practice or custom of granting renewals had been estab-
lished.

In contrast to cases where the amortization of government con-
tract rights has been disallowed under section 167 of the Code, the
Tax Court has recently allowed amortization of these rights under

30 :31 T.C. 952 (1959), aff'd per cturiam, 272 F.2d 400 (5th Cir. 1959).
3' See, also, Richmond Telecision Corp. v. United States, 354 F.2d 410 (4th Cir. 1965), vacated

and remanded on other grounds, 882 U.S. 68 (1965) (depreciation deductions not allowed with
respect to cost of training personnel for a new television station because FCC license had an
indefinite useful life; Rev. Iul. 56-520, 1956-2 CB. 170 (depreciation deductions not allowed with
respect to cost of FCC license to operate a television broadcasting station),; and Rev. Rul. 64-124,
1964-1 (Part 1) C.B. 105 (same). But, see, Jefferson-Pilot Corp. v. Commissioner, 98 T.C. No. 32
(April 13, 1992) (FCC radio broadcast license constitutes a franchise and, consequently, the por-
tion of the purchase price of an acquired radio station that is attributable to the VCC license is
amortizable under section 1253 of the Code).

32 191 F.2d 934 (5th Cir. 1951).
33 See, also, Shufflebarger v. Commissioner, 24 T.C. 980 (1955) (depreciation deductions not al-

lowed with respect to grazing privileges because the taxpayer was unable to establish a useful
life due to a preferential right to renew such privileges); and Uecker v. Commissioner, 81 T.C.
983 (1983), af'd per curiam, 766 F.2d 909 (5th Cir. 1985) (same).

14 55 T.C. 1107 (1971), aff'd per curiam, 483 F.2d 1398 (9th Cir. 1973).
35 67 T.C. 964 (1977), nonacq. 1980-1 C.B. 2.
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section 1253 of the Code. In Tele-Communications, Inc. v. Commis-
sioner,36 the taxpayer asserted in the course of the examination of
the taxpayer's income tax return that the rights to operate a cable
television system that were granted by a local governmental unit
should constitute a franchise for purposes of section 1253 and, thus,
should be eligible for the special cost recovery rules under section
1253. The Tax Court concluded that section 1253 applied to the
cable television rights, and, consequently, the taxpayer was allowed
amortization deductions with respect to the cost of acquiring the
cable television rights from the prior operator of the cable televi-
sion system, even though the rights may extend for an indefinite
period. Similarly, the Tax Court in Jefferson-Pilot Corp. v.Commissioner 36a held that an FCC radio broadcasting license was
amortizable under section 1253.

Treatment of franchises, trademarks, and trade names
Apart from the application of section 1253, various cases have

held that the cost of acquiring a franchise, trademark, or trade
name was not depreciable or amortizable because the taxpayer was
unable to establish that (1) the franchise, trademark, or trade
name was distinguishable from goodwill or (2) the franchise, trade-
mark, or trade name had a limited useful life that was determina-
ble with reasonable accuracy.

For example, in Clark Thread Co. v. Commissioner,37 the court
denied a deduction for the cost of securing a competitor's agree-
ment to discontinue the use of a trade name based on the court's
conclusion that trade names are like goodwill in their economic
characteristics and effect. The court stated that goodwill and trade
names may vary in value through the years but will be of ongoing
usefulness indefinitely. As a further example, in Dunn v. United
States,38 the Tenth Circuit Court of Appeals held that various pay-
ments made in connection with a "Dairy Queen" franchise were
not amortizable because the taxpayer failed to establish a useful
life for the franchise agreement.

In cases where a useful life has been established with reasonable
accuracy, depreciation deductions have been allowed with respect
to a franchise. For example, in Chronicle Publishing Co. v. Commis-
stoner, 39 depreciation deductions were allowed with respect to
cable television franchises because the taxpayer established useful
lives for the franchises. 40

Section 1253 provides special rules with respect to payments
made on account of certain transfers of a franchise, trademark, or
trade name. Under section 167, the acquirer of a franchise, trade-
mark or trade name generally may amortize the cost of acquiring
such an asset over the useful life ofthe asset if a useful life may be
established with reasonable accuracy. However, under section 1253,

.6 95 TC. 495 (1990), appeal filed with the Tenth Circuit Court of Appeals.
()8 T.C. No. :12 IA pril1 13, 1992).

3,7 100 F.2d 257 (3rd Cir. 1939).
',N 400 F.2d 679 (10th Cir. 1969).
19 67 T.C. 964 (1977), oac, 1980-1 C.1 . 2.
40 ('ompare, Toledo TV Cable ('o. v. (ommissiner, 55 'r.c. 1107 (1971), aff'd Ir curin, 483

F.2d 1398 (9th Cir. 1973) (depreciation deductions not allowed with respect to cable television
franchise because the taxpayer was unable to establish that franchises had determinable useful
lives.)
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taxpayers may elect under certain circumstances to amortize the
cost of acquiring a franchise, trademark, or trade name over 25
years (even if a useful life cannot be established). In addition, an
amortization period equal to the shorter of 10 years (rather than 25
years) or the term of the transfer agreement is provided for certain
small transactions (i.e., those transactions involving fixed-sum
amounts that do not exceed $100,000). 1

Although the 25-year and 10-year periods of section 1253 do not
explicitly apply to a franchise that is sold by one franchisee to an-
other in a transaction that would be eligible for capital gains trea*-
ment, 4 2 the IRS ruled in Rev. Rul. 88-24 43 that section 1253 ap-
plies in such a case if the franchisor retains a significant power,
right, or continuing interest with respect to the subject matter' of
the franchise. Accordingly, if a franchise under which the franchi-
sor retains such rights is sold by one franchisee to another, the por-
tion of the purchase price that is attributable to the franchise is
generally amortizable over the lesser of 25 years or the useful life,
if a shorter life can be established with reasonable accuracy.

In addition, under section 1253, an ordinary and necessary busi-
ness expense deduction is allowed for any amount that is contin-
gent on the productivity, use, or disposition of a franchise, trade-
mark, or trade name if the amount is paid as part of a series of
payments that (1) are payable at least annually throughout the
term of the transfer agreement, and (2) are substantially equal in
amount or are payable under a fixed formula.

Disputes have arisen regarding what assets may properly be con-
sidered "franchises" within the meaning of section 1253 and, thus,
be entitled to the favorable 25-year (or 10-year) amortization elec-
tion that applies in the absence of an ascertainable useful life. The
IRS has contended, for example, that governmental rights cannot
qualify as franchises for this purpose. The Tax Court has rejected
this argument in Tele-Communications, Inc. v. Commissioner44 and
Jefferson-Pilot Corp. v. Commissioner.4' Disputes also have arisen
as to whether particular arrangements between private parties
constitute a franchise for purposes of section 1253. For example,
the issue whether certain television network affiliation contracts
qualify for the cost recovery provisions of section 1253 has been
raised in several pending cases.

Finally, disputes have arisen regarding what portion, if any, of
the purchase price of an acquired trade or business is properly at-

41 Prior to the enactment of' the Omnibus Budget Reconciliation Act of 1989, a 10-year amorti-
zation period, rather than a 25-year period, generally applied to all transactions including those
with fixed-sum amounts in excess of $100,000.

4 '1'he election of a 25-year amortization period applies where the transfer of a franchise,
trademark, or trade name is "not ... treated as a sale or exchange of a capital asset" by reason
of section 1253(a), which denies such treatment to a transferor "if the transferor retains any
significant power, right, or continuing interest with respect to the subject matter of the fran.
chise, trademark, or trade name." (Secs. 1253(dx2)and (3). 1253a.)

43 1988-1 C.B. 306.
44 95 T.C. 495 (1990)(rights to operate a cable television system constitute a franchise for pur-

poses of section 1253), appeal filed with the Tenth Circuit Court of Appeals.
49 98 T.C. No. 32 (April 13, 1992) (FC(' radio broadcast license constitutes a franchise for pur-

poses of section 1253.
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tributable to the "franchise" as distinct from some other going con-
cern element of a franchised business. 46

Treatment of covenants not to compete
As part of the sale of a trade or business, the purchaser and

seller often enter into an agreement frequently stated to be for
some fixed time period pursuant to which the seller agrees not to
compete with the trade or business acquired by the purchaser. As
in the case of other intangible assets, depreciation deductions are
allowed with respect to a covenant not to compete only if the cov-
enant is distinguishable from goodwill and the covenant has a
useful life that is determinable with reasonable accuracy.

The issues of (1) whether a covenant not to compete is deprecia-
ble for Federal income tax purposes and (2) what portion of the
purchase price of an acquired trade or business is allocable to a
covenant not to compete have been the subject of numerous dis-
putes between taxpayers and the IRS. In many cases, the purchas-
er and the seller have not assigned any purchase price to the cov-
enant not to compete. The courts generally have not allowed depre-
ciation deductions with respect to a covenant not to compete if no
portion of the purchase price has been specifically assigned to the
covenant. 4 7 If, on the other hand, the amount paid for a ovenant
not to compete has been separately bargained for and has a basis
in economic reality, the courts have generally respected the pur-
chase price allocation, particularly where the parties have had ad-
verse tax interests with respect to the allocation.48

Prior to the enactment of the Tax Reform Act of 1986, the seller.
and the purchaser of a trade or business generally had significant
adverse interests with respect to the allocation of purchase price to
a covenant not to compete. First, the tax rate that applied to long-
term capital gains was significantly lower than the rate that ap-
plied to ordinary income. In addition, corporate-level capital gain
was generally tax-free under the rules relating to corporate liquida-
tions. The adversity arose under prior law because the amount re-
ceived by a seller under a covenant not to compete generally was
treated as ordinary income, while the remaining amount of the
purchase price was generally treated as capital gain. For the pur-
chaser, the amount paid for the covenant not to compete generally
was amortizable over the relatively short term of the covenant,

46 See, e.g., Tele.Communications, Inc. v. Commissioner, 95 T.C. 495 (1990) (Tax Court agreed
with one of taxpayer's two experts regarding the amount properly allocable to going concern
value or some other nonamortizable asset distinct from a franchise); and Nachman ). Commis.
sioner, 191 F.2d 934 (5th Cir. 1951).

41 See, e.g., Delsea Drive.In Theatres, Inc. v. Commissioner, 379 F.2d 316 (3rd Cir. 1967); and
General Insurance Agency, Inc. v. Commissioner, 401 F.2d 324 (4th Cir. 1968), See, also, Forward
Communications Corp. v.* United States, 608 F.2d 485 (Ct. Cl. 1979), in which it was stated as a
fact that a 5-year period for a covenant was chosen because the taxpayer felt that after that
period the seller would lose its effectiveness in the relevant market. The court concluded that
the covenant was not a separable wasting asset, but merely protective of the goodwill that the
taxpayer acquired in the purchase.4 See, e.g., Christensen Machine Co. v. Commissioner, 18 B.T.A. 256 (1929); Commissioner v.
Gazette Telegraph Co., 209 F.2d 926 (10th Cir. 1954); and United Elchem Industries, Inc. v. Com.
missioner, 42 T.C.M. 460 (1981). See, also, Ullman v. Commissioner, 264 F.2d 305 (2nd Cir. 1959);
and Commissioner v. Danielson, 378 F.2d 771 (3rd Cir. 1967), cert. denied, 389 U.S. 858. Section
1060(a) of the Code, as amended by the Omnibus Budget Reconciliation Act of 1990, forbids par-
ties who agree in writing as to the allocation of purchase price to challenge the allocation unless
certain standards of the Danielson case are satisfied. The IRS, however, may challenge the allo-
cation.
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while the remaining amount of the purchase price was allocated to
longer-lived depreciable assets or to nondepreciable assets.

Under present law, the purchaser of a trade or business contin-
ues to have an incentive to allocate purchase price to a covenant
not to compete. With the elimination of the preference for long-
term capital gains and the repeal of the tax-free treatment of cor-
porate-level capital gain, however, the seller of a trade or business
no longer has a significant adverse interest. Anecdotal evidence
from some taxpayers and practitioners suggests that the amount of
the purchase price of an acquired trade or business that is allocat-
ed to a covenant not to compete may have increased in some situa-
tions since the enactment of the Tax Reform Act of 1986.

Treatment of patents and copyrights
The Treasury Department regulations relating to the deprecia-

tion of intangible property provide that patents and copyrights are
types of intangible property with respect to which depreciation de-
ductions are allowed for Federal income tax purposes. 49 The legal
life of a patent issued by the United States Patent Office is 17
years, while the legal life of a copyright generally extends for the
life of the author plus 50 years. The cost of acquiring a patent or
copyright, however;- need not be amortized over the remaining legal
life of the patent or copyright as of the date of acquisition. Instead,
a taxpayer may establish that the useful life of the patent or copy-
right is shorter than the legal life, in which case the cost of the
patent or copyright would be recovered over such shorter period. If
the purchase price of a patent is payable on an annual basis as a
fixed percentage of the revenue derived from the use of the patent,
the amount of depreciation allowed for any taxable year with re-
spect to the patent generally equals the amount of the royalty paid
or incurred during such year. 50

Treatment of contracts with a stated life
A taxpayer that acquires-the assets of a trade or business will

often acquire rights under contracts that were entered into by the
seller of the trade or business with third parties.5 ' For example,
the buyer may step into the shoes of the seller with respect to a
supply contract that grants the buyer more favorable terms than
the buyer could obtain on its own with respect to the subject
matter of the contract. 52 The portion of the purchase price of an

4,Treas. Reg. sec. . 67(a1-3.
-( See, e.g., Associated Patentees, Inc. v. ('ommi.sioner, .1 T.C. 979 (194-1 1acq.,; Newton Insert

Co. v. Commissioner, 61 TC. 570 (197, . a/fd per curiam, 5 5F.2d 1259 th Cir. 1976); and Rev.
Rul. 67.136, 1967-1 C.B. 58.

" In addition, a taxpayer may incur costs in connection with entering into a contract. These
costs generally must be capitalized and amortized over the life of the contract. For example,
Treasury regulation section 1.162-11 and section 178 of the ('ode generally provide that costs
incurredto acquire a leasehold interest must be capitalized and amortized over the term of the
lease, in certain cases taking into account renewal options.

.2 Taxpayers also have assigned valued to, and claimed amortization deductions with respect
to, contracts for which the taxpayer provides goods or services to third parties. Some courts
have allowed amortization deductions with respect to these customer-based contracts, while
others have held such contracts to be analogous to goodwill. Compare Commissioner v. Seaboard
Finance CV., :367 F.2d 646 (9th Cir. 1966) (amortization deductions allowed with respect to con-
sumer term loans) with US. Industrial Alcohol Co.v .. commissioner , 137 F.2d 511 12nd Cir. 19)43)
(amortization deductions not allowed with respect to contracts to supply products to customers
because such contracts were akin to goodwill). For a discussion of customer-based intangibles,
see above.
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acquired trade or business that is assigned to a favorable contract
may be amortized for Federal income tax purposes if the buyer es-
tablishes that (1) the contract has a limited useful life, the duration
of which can be established with reasonable accuracy, and (2) the
contract has an ascertainable value that is separate and distinct
from goodwill. 53

Taxpayers have successfully demonstrated that contracts to ac-
quire supplies at a specific price are separate and distinct from
goodwill or going concern value even though the supplies that are
the subject of the contract were essential to the operation of the
taxpayers' trade or business. 54 However, taxpayers have had mixed
results in demonstrating that acquired contracts had limited useful
lives, particularly where the contracts are renewable. The probabil-
ity of future renewals generally is a question of fact. 55

For example, in Westinghouse Broadcasting Corp. v. Commission-
er,56 the Third Circuit Court of Appeals held that a television net-
work affiliation contract that had a term of two years, but was
automatically renewable an indefinite number of times, had an in-
definite life and was not subject to amortization. As a further ex-
ample, in Forward Communications Corp. v. United States,5 7 the
Court of Claims held that amounts allocated to advertising con-
tracts acquired in the purchase of a television station could not be
deducted over the stated period of the contracts because of difficul-
ties of identifying values and because of the likelihood that the con-
tracts might be renewed. Similarly, in ThriftiCheck Service Corpo-
ration v. Commissioner, the Second Circuit Court of Appea18 held
that amounts allocated to 200 customer contracts of an acquired
business were not amortizable. A reasonable determination of the
life of any benefits provided by the contracts could not be made,
given the combination of provisions for cancellation and automatic
renewal in the contracts and the history and prospect of continuing
relations with the customers beyond the initial term and first re-
newal period in the contracts.58

On the other hand, in Ithaca Industries, Inc. v. Commissioner,59

the Tax Court recently decided that the cost of acquiring contracts
that allowed the taxpayer to purchase raw materials at a price
below the current market price may be amortized for Federal
income tax purposes. The court found that the contracts were not
automatically renewable, and any contract renewal would likely be
distinguishable from the original existing contract. In addition, the
fact that the parties could modify certain terms of the contracts
during the period covered by the contracts did not cause the con-
tracts to be indefinite in length.

11 Southern Bancorporation, Inc. v. Commissioner, 847 F2d 131, 136-137 (4th Cir. 1988).
54 See, e.g., Triangle Publications, Inc. v. Commissioner, 54 T.C. 138 (1970); and Ithaca Indus-

tries, Inc. v. Commissioner, 97 T.C. 253 (1991).
"6 Toledo TV Cable Co. v. Commissioner, 55 T.C. 1107, 1117 (1971), aff'd per curiam, 483 F.2d

1398 (9th Cir. 1973).
56 309 F.2d 279 (3rd Cir. 1962), cert. denied, 372 U.S. 935.
" 608 F.2d 485 (Ct. CI. 1979).

56 278 F.2d 1, (2nd Cir. 1961), affg 33 T.C. 1038 (1960). Compare, Sraboard Finance Co. v. Com.
missioner, 367 F.2d 646 (9th Cir. 1966).

11 97 T.C. 253 (1991).



General issues regarding valuation of intangible a8sets
In addition to issues regarding the identification of separate in-

tangible assets, issues frequently arise regarding the valuation of
intangible assets. These issues may be closely related to, or even
determinative of, whether an asset has been identified that is sepa-
rate and distinct from goodwill. Alternatively, these issues may
arise in situations where the existence of a separate asset has been
acknowledged.

Present law contains very broad rules regarding the allocation of
purchase price among the assets of an acquired trade or business.
These rules do not provide a method other than a facts and circum-
stances test for allocating purchase price among different assets,
including the allocation of purchase price among different amortiz-
able or depreciable assets.

In general, under the present-law allocation rules, if a business is
acquired, purchase price must be allocated first to cash and certain
cash equivalents, second to marketable securities and certain other
similar items, third to all assets (tangible or intangible) not in an-
other category, and, fourth to nondepreciable goodwill or going con-
cern value. 60

Prior to the adoption of the present-law rules, goodwill and going
concern value were not explicitly required to be considered a "re-
sidual" category. Rather, some taxpayers would separately identify
an initial value for such assets along with values for all other
assets. In cases where taxpayers contended that they had paid a
"premium" price, (i.e., an amount greater than the value of all the
assets), some taxpayers interpreted the law to permit allocating
this residual amount proportionately among all assets, with the
result that the depreciable value of some assets would exceed their
identified fair market value.

Present law expressly requires any excess purchase price over
the identified fair market value of cash equivalents, marketable se-
curities, and depreciable assets to be allocated entirely to nondepre-
ciable goodwill or going concern value. However, present law does
not generally provide any statutory limits on the extent to which
purchase price may be allocated to amortizable assets rather than
to nonamortizable goodwill or going concern value.6 ' Present law
also does not provide a method for allocating purchase price among
amortizable assets. Thus, disputes often arise under present law
over whether the value of particular amortizable assets are "over-
stated" or "understated." Present law also does not provide rules
other than facts and circumstances for determining whether the
taxpayer has made a "premium" purchase (with resulting nona-
mortizable goodwill or going concern value) or a "bargain" pur-
chase (in which case some taxpayers may argue that they obtained
amortizable assets for less than fair market value and, under the

60 Section 1060 of the Code for asset acquisitions; and Temp. and Prop. Reg. sec. 1.338(b-2T
under section 338(bx5) for stock acquisitions treated as asset acquisitions under a taxpayer elec-
tion. The allocation rules differ in some respects depending upon whether the section 1060 or
section 338 rules apply.

61 Section 1056 o the Code creates a presumption that no more than 50 percent of the pur-
chase price of acquiring a professional sports franchise is allocable to amortizable player con.
tracts.



priority allocation rules, are thus entitled to allocate virtually
nothing to goodwill or going concern value).

Present law contains reporting rules that require the buyer and
seller of certain assets to report the values allocated to various
assets or categories of assets (sec. 1060(b) and regulations). Present
law does not contain an explicit penalty that applies if the buyer
and seller do not allocate the same amounts to the same assets.
However, if, in connection with an acquisition, the transferor and
transferee agree in writing as to the allocation of any consideration
or the fair market value of any assets, neither of the parties may
thereafter challenge the allocation unless the Secretary of the
Treasury determines the allocation is not appropriate (sec. 1060(a)).
Reporting is also required, as prescribed by Treasury Department
regulations, if, in connection with the transfer of certain interests
in an entity, there is also a covenant not to compete or other agree-
ment with the transferee (sec. 1060(e)).

Taxpayers have used different methods to value intangible
assets. Such methods include a replacement cost approach ("cost"),
a comparable transactions (or "market") approach (if there is a
comparable intangible that is sold between unrelated parties), and
an approach based on the allocation of a portion of estimated
future earnings to a particular intangible and discounting such
earnings to their present value ("future earnings"). With respect to
a single business acquisition, some intangibles may be valued by
one method and others by another. In addition, different acquirers
may use different methods to value similar types of intangibles.

Disputes may arise over any aspect of the allocation, including
whether a particular asset should properly be valued based on cost,
on market, or on future earnings. If a cost method is used, there
may be disputes regarding how that cost is determined and what
expenses should be taken into account in determining the cost. If a
market approach is used, there may be disputes regarding whether
there are in fact comparable arm's length transactions. If an earn-
ings method is used, there may be disputes regarding what portion
of future earnings should be allocated to one intangible rather
than to another, the time period over which the earnings should be
estimated, and what discount rate should be used to determine
present value.

In litigation, taxpayers and the IRS typically produce expert tes-
timony regarding the valuation of particular assets. Frequently,
the experts disagree about particular valuations. Moreover, the sev-
eral experts for one party may not be in complete agreement re-
garding valuations.

Comparison of present-law treatment of tangible property
The rules governing the depreciation or amortization of intangi-

ble property differ from the rules governing the depreciation of
tangible property, which have evolved over many years. Under the
present-law rules applicable to tangible property, specific lives are
assigned to specific types of depreciable property. The experience of
a particular business enterprise or a particular taxpayer with re-
spect to an asset generally is not relevant.

Originally, the tangible property depreciation rules were similar
to the present-law rules governing intangibles. Tangible property
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depreciation was determined based on the facts and circumstances
of each case. The rules later evolved to permit the use of guideline
lives without precluding taxpayers from showing a shorter life. In
the past decade, the use of specified lives became mandatory for
tangible assets,6 2 Issues may still arise regarding the allocation of
purchase price among tangible assets (for example, between a
building, which is depreciable, and land, which is not). However,
the adoption of specified lives and methods generally has eliminat-
ed disputes concerning the depreciation of tangible property, re-
gardless of whether such lives and methods corresponds to any tax-
payer's actual experience.
Treatment of self-created assets

Taxpayers are allowed a deduction for all the ordinary and nec-
essary expenses that are paid or incurred during a taxable year in
carrying on any trade or business (sec. 162(a)). However, taxpayers
generally may.not deduct currently the costs of acquiring, perma-
nently improving, or increasing the value of any property (sec.
263(a)). These costs generally must be capitalized. 63 In addition, the
direct and indirect costs of a taxpayer that are allocable to proper-
ty that is acquired by the taxpayer for resale or that are allocable
to certain real or tangible personal property produced by the tax-
payer must be included in inventory or capitalized (sec. 263A). 64

Costs that are paid or incurred to acquire an intangible asset
generally must be capitalized. However, some costs that are paid or
incurred to create, maintain, or enhance the value of certain intan-
gible assets may be deducted as ordinary and necessary business
expenses for the year that the costs are paid or incurred.6 5 For ex-
ample, advertising expenses generally may be deducted for the
year that the expenses are paid or incurred even though the adver-
tising often results in income in future taxable years.6 6 Likewise,
costs incurred to train employees generally may be deducted for
the year that the costs are paid or incurred even though the train-
ing results in a more knowledgeable or valuable workforce. 6 7 Thus,
although taxpayers generally must capitalize the costs of acquiring
intangible assets from another person (such as the costs of acquir-
ing a customer list or goodwill), taxpayers generally may currently
deduct the costs incurred to develop or maintain such intangible
assets.

12 For a more extensive discussion of the history of tangible asset depreciation, see the GAO
Report, n. 20', pp. 16-18. In the case of tangible property, the specified lives often were designed
to contain an incentive accelerated depreciation element.

6:1 See, e.g., American Seating Co. v. ('ommissioner, .4 B.T.A. 1588 (1926 (amounts paid for ex-
clusive licenses for use of designs and inventions must be capitalized); KWTX Brmdcasting Com.
jmnv Inc. v. Commissioner, 31 T.C. 952 (1959), affd ij'r curiam, 272 F.2d 406 (5th Cir. 1959) (costs
incurred to obtain a television construction permit and broadcasting licenses were capital ex-
penditures); and Manhattan Co. of Virginia. Inc. v. commissioner , ,o T.c. 78 (1968) (a customer
list purchased by a laundry was an intangible asset, the cost of which must be capitalized).

84 For this purpose, the term "tangible personal property" includes a film, sound recording,
videotape, book or similar property.

65 Section 174 of the Code also permits the immediate deduction of research and experimental
costs that contribute to the creation of intangibles such as technology and similar items. ltowev.
er, a taxpayer who purchases such intangibles from another taxpayer must capitalize the price
paid and amortize it over the useful life of the asset if one can be established.

66 See, e.g., Treas. Reg. sec. 1.162-20(a2).
a? See, e.g., Knoxville Iron Co. v. Commissioner, 18 T.C.M. 251 (1959) (training costs held to be

deductible when incurred); and Cleveland Electric Illuminating Co. v. Commissioner, 7 CL. Ct.
220 (1985) (certain training costs were deductible when incurred; other training costs required to
be capitalized because the costs related to the start-up of a new business).
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III. DESCRIPTION OF PROPOSALS

A. Section 4501 of H.R. 4210 68

Overview
Section 4501 of H.R. 4210 would allow an amortization deduction

with respect to the capitalized costs of certain intangible property
(defined as a "section 197 intangible") that is acquired by a taxpay-
er and that is held by the taxpayer in connection with the conduct
of a trade or business or an activity engaged in for the production
of income. The amount of the deduction would be determined by
amortizing the adjusted basis (for purposes of determining gain) of
the intangible ratably over a 14-year period that begins with the
month that the intangible is acquired. 69 No other depreciation or
amortization deduction would be allowed with respect to a section
197 intangible that is acquired by a taxpayer.

In general, the bill would apply to a section 197 intangible ac-
quired by a taxpayer regardless of whether it is acquired as part of
a trade or business. In addition, the bill generally would apply to a
section 197 intangible that is treated as acquired under section 338
of the Code. The bill generally would not apply to a section 197 in-
tangible that is created by the taxpayer if the intangible is not cre-
ated in connection with a transaction (or series of related transac-
tions) that involves the acquisition of a trade or business or a sub-
stantial portion thereof.

Except in the case of amounts paid or incurred under certain
covenants not to compete (or under certain other arrangements
that have substantially the same effect as covenants not to com-
pete) and certain amounts paid or incurred on account of the trans-
fer of a franchise, trademark, or trade name, the bill generally
would not apply to any amount that is otherwise currently deducti-
ble (i.e., not capitalized) under present law.

Definition of section 197 intangible

In general
The term "section 197 intangible" would be defined as any prop-

erty that is included in any one or more of the following categories:
(1) goodwill and going concern value; (2) certain specified types of
intangible property that generally relate to workforce, information
base, know-how, customers, suppliers, or other similar items; (3)
any license, permit, or other right granted by a governmental unit
or an agency or instrumentality thereof; (4) any covenant not to

68 HR, 4210, the "Tax Fairness and Economic Growth Act of 1992," was passed by Congress
on March 20, 1992, and was vetoed by the President.

69 In the case of a short taxable year, the amortization deduction would be based on the
number of months in such taxable year.
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compete (or other arrangement to the extent that the arrangement
has substantially the same effect as a covenant not to compete) en-
tered into in connection with the direct or indirect acquisition of
an interest in a trade or business (or a substantial portion thereof);
and (5) any franchise, trademark, or trade name.

Certain types of property, however, would be specifically ex-
cluded from the definition of the term "section 197 intangible."
The term "section 197 intangible" would not include: (1) any inter-
est in a corporation, partnership, trust, or estate; (2) any interest
under an existing futures contract, foreign currency contract, no-
tional principal contract, interest rate swap, or other similar finan-
cial contract; (3) any interest in land; (4) certain computer software;
(5) certain interests in films, sound recordings, video tapes, books,
or other similar property; (6) certain rights to receive tangible
property or services; (7) certain interests in patents or copyrights;
(8) any interest under an existing lease of tangible property; (9) any
interest under an existing indebtedness (except for the deposit base
and similar items of a financial institution); and (10) a franchise to
engage in any professional sport, and any item acquired in connec-
tion with such a franchise.

Goodwill and going concern value
For purposes of' the bill, goodwill would be defined as the value

of a trade or business that is attributable to the expectancy of con-
tinued customer patronage, whether due to the name of a trade or
business, the reputation of a trade or business, or any other factor.

In addition, for purposes of the bill, going concern value would be
defined as the additional element of value of a trade or business
that attaches to property by reason of its existence as an integral
part of a going concern. Going concern value would include the
value that is attributable to the ability of a trade or business to
continue to function and generate income without interruption not-
withstanding a change in ownership. Going concern value also
would include the value that is attributable to the use or availabil-
ity of an acquired trade o business (for example, the net earnings
that otherwise would not be received during any period were the
acquired trade or business not available or operational).

Workforce, information base, know-how, customer-based in-
tangibles, supplier-based intangibles and other similar
items

Workforce.-The term "section 197 intangible" would include
workforce in place (which is sometimes referred to as agency force
or assembled workforce), the composition of a workforce (for exam-
ple, the experience, education, or training of a workforce), the
terms and conditions of employment whether contractual or other-
wise, and any other value'placed on employees or any of their at-
tributes. Thus, for example, the portion (if any) of the purchase
price of an acquired trade or business that is attributable to the ex-
istence of a highly-skilled workforce would be amortized over the
14-year period specified in the bill. As a further example, the cost
of acquiring an existing employment contract (or contracts) or a re-
lationship with employees or consultants (including but not limited
to any "key employee" contract or relationship) as part of the ac-



quisition of a trade or business would be amortized over the 14-year
period specified in the bill.

Information base.-The term "section 197 intangible" would in-
clude business books and records, operating systems, and any other
information base including lists or other information with respect
to current or prospective customers (regardless of the method of re-
cording such information). Thus, for example, the portion (if any) of
the purchase price of an acquired trade or business that is attribut-
able to the intangible value of technical manuals, training manuals
or programs, data files, and accounting or inventory control sys-
tems would be amortized over the 14-year period specified in the
bill. As a further example, the cost of acquiring customer lists, sub-
scription lists, insurance expirations,70 patient or client files, or
lists of newspaper, magazine, radio or television advertisers would
be amortized over the 14-year period specified in the bill.

Know-how.-The term "section 197 intangible" would include
any patent, copyright, formula, process, design, pattern, know-how,
format, or other similar item. For this purpose, the term "section
197 intangible" would include package designs, computer software,
and any interest in a film, sound recording, video tape, book, or
other similar property, except as specifically provided otherwise in
the bill. 7 1

Customer-based intangibles.-The term "section 197 intangible"
would include any customer-based intangible, which would be de-
fined as the composition of market, market share, and any other
value resulting from the future provision of goods or services pur-
suant to relationships with customers (contractual or otherwise) in
the ordinary course of business. Thus, for example, the portion (if
any) of the purchase price of an acquired trade or business that is
attributable to the existence of customer base, circulation base, un-
developed market or market growth, insurance in force, mortgage
servicing contracts, investment management contracts, or other re-
lationships with customers that involve the future provision of
goods or services, would be amortized over the 14-year period speci-
fied in the bill. On the other hand, the portion (if any) of the pur-
chase price of an acquired trade or business that is attributable to
accounts receivable or other similar rights to income for those
goods or services that have been provided to customers prior to the
acquisition of a trade or business would not to be taken into ac-
count under the bill. 7 2

In addition, the bill specifically provides that the term "custom-
er-based intangible" would include the deposit base and any simi-
lar asset of a financial institution. Thus, for example, the portion
(if any) of the purchase price of an acquired financial institution
that is attributable to the checking accounts, savings accounts,

70 Insurance expirations are records that are maintained by insurance agents with respect to
insurance customers. These records generally include information relating to the type of insur-
ance, the amount of insurance, and the expiration date of the insurance.

I"ISee below for a description of the exceptions for certain patents, certain computer software,
and certain interests in films, sound recordings, video tapes, books, or other similar property.

12 As under present law, the portion of the purchase price of an acquired trade or business
that is attributable to accounts receivable would be allocated among such receivables and would
be taken into account as payment is received under each receivable or at the time that a receiv-
able becomes worthless.
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escrow accounts and other similar items of the financial institution
would be amortized over the 14-year period specified in the bill.

Supplier-based intangibles.-The term "section 197 intangible"
would include any supplier-based intangible, which would be de-
fined as the value resulting from the future acquisition of goods or
services pursuant to relationships (contractual or otherwise) in the
ordinary course of business with suppliers of goods or services to be

4 used or sold by the taxpayer. Thus, for example, the portion (if any)
of the purchase price of an acquired trade or business that is at-
tributable to the existence of a favorable relationship with persons
that provide distribution services (for example, favorable shelf or
display space at a retail outlet), the existence of a favorable credit
rating, or the existence of favorable supply contracts, would be am-
ortized over the 14-year period specified in the bill. 73

Other similar items.-The term "section 197 intangible" would
also include any other intangible property that is similar to work-
force, information base, know-how, customer-based intangibles, or
supplier-based intangibles.

Licenses, permits, and other rights granted by governmental
units

The term "section 197 intangible" would include any license,
permit, or other right granted by a governmental unit or any
agency or instrumentality thereof (even if the right is granted for
an indefinite period or the right is reasonably expected to be re-
newed for an indefinite period). 74 Thus, for example, the capital-
ized cost of acquiring from any person a liquor license, a taxi-cab
medallion (or license), an airport landing or takeoff right (which is
sometimes referred to as a slot), a regulated airline route, or a tele-
vision or radio broadcasting license would be amortized over the 14-
year period specified in the bill. For purposes of the bill, the issu-
ance or renewal of a license, permit, or other right granted by a
governmental unit or an agency or instrumentality thereof would
be considered an acquisition of such license, permit, or other right.

Covenants not to compete and other similar arrangements
The term "section 197 intangible" would include any covenant

not to compete (or other arrangement to the extent that the ar-
rangement has substantially the same effect as a covenant not to
compete; hereafter "other similar arrangement") entered into in
connection with the direct or indirect acquisition of an interest in a
trade or business (or a substantial portion thereof). For this pur-
pose, an interest in a trade or business would include not only the
assets of a trade or business, but also stock in a corporation that is
engaged in a trade or business or an interest in a partnership that
is engaged in a trade or business.

Any amount that is paid or incurred under a covenant not to
compete (or other similar arrangement) entered into in connection

1'- See below, however, for a description of the exception for certain rights to receive tangible
property or services from another person.14 A right granted by a governmental unit or an agency or instrumentality thereof that con-
stitutes an interest in land or an interest under a lease of tangible property would be excluded
from the definition of a section 197 intangible. See below for a description of the exceptions for
interests in land and for interests under leases of tangible property.



with the direct or indirect acquisition of an interest in a trade or
business (or a substantial portion thereof) would be chargeable to
capital account and would be amortized ratably over the 14-year
period specified in the bill. In addition, any amount that is paid or
incurred under a covenant not to compete (or other similar ar-
rangement) after the taxable year in which the covenant (or other
similar arrangement) was entered into would be amortized ratably
over the remaining months in the 14-year amortization period that
applies to the covenant (or other similar arrangement) as of the be-
ginning of the month that the amount is paid or incurred.

For purposes of this provision, an arrangement that requires the
former owner of an interest in a trade or business to continue to
perform services (or to provide property or the use of property) that
benefit the trade or business would be considered to have substan-
tially the same effect as a covenant not to compete to the extent
that the amount paid to the former owner under the arrangement
exceeds the amount that represents reasonable compensation for
the services actually rendered (or for the property or use of proper-
ty actually provided) by the former owner. As under present law, to
the extent that the amount paid or incurred under a covenant not
to compete (or other similar arrangement) represents additional
consideration for the acquisition of stock in a corporation, such
amount would not be taken into account under this provision but,
instead, would be included as part of the acquirer's basis in the
stock.

Franchises, trademarks, and trade names
The term "section 197 intangible" would include any franchise,

trademark, or trade name. For this purpose, the term "franchise"
would be defined as under present law to include any agreement
that provides one of the parties to the agreement the right to dis-
tribute, sell, or provide goods, services, or facilities, within a speci-
fied area (sec. 1253(b)(1)). In addition, as provided under present
law, the renewal of a franchise, trademark, or trade name would
be treated as an acquisition of such franchise, trademark, or trade
name.75

The bill would continue the present-law treatment of certain con-
tingent amounts that are paid or incurred on account of the trans-
fer of a franchise, trademark, or trade name. Under these rules, a
deduction would be allowed for amounts that are contingent on the
productivity, use, or disposition of a franchise, trademark, or trade
name only if (1) the contingent amounts are paid as part of a series
of payments that are payable at least annually throughout the
term of the transfer agreement, and (2) the payments are substan-
tially equal in amount or payable under a fixed formula (sec.
1253(d)(1)). Any other amount, whether fixed or contingent, that is
paid or incurred on account of the transfer of a franchise, trade-
mark, or trade name would be chargeable to capital account and

", Only the costs incurred in connection with the renewal, however, would be amortized over
the 14-year period that begins with the month that the franchise, trademark, or trade name is
renewed. Any costs incurred in connection with the issuance tor an earlier renewal) of a fran.
chise, trademark, or trade name would continue to be taken into account over the remaining
portion of the amortization period that began at the time of such issuance (or earlier renewal).
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would be amortized ratably over the 14-year period specified in the
bill.

Exceptions to the definition of a section 197 intangible
In general.-The bill would provide several exceptions to the defi-

nition of the term "section 197 intangible." Several of the excep-
tions contained in the bill would apply only if the intangible prop-
erty is not acquired in a transaction (or series of related transac-
tions) that involves the acquisition of assets which constitute a
trade or business or a substantial portion of a trade or business. It
is anticipated that the Treasury Department would exercise its reg-
ulatory authority to require any intangible property that would
otherwise be excluded from the definition of the term "section 197
intangible" to be taken into account under the bill under circum-
stances where the acquisition of the intangible property is, in and
of itself, the acquisition of an asset which constitutes a trade or
business or a substantial portion of a trade or business.

The determination of whether acquired assets constitute a sub-
stantial portion of a trade or business would be based on all of the
facts and circumstances, including the nature and the amount of
the assets acquired as well as the nature and the amount of the
assets retained by the transferor. It is not intended, however, that
the value of the assets acquired relative to the value of the assets
retained by the transferor would be determinative of' whether the
acquired assets constitute a substantial portion of a trade or busi-
ness.

For purposes of the bill, a group of assets would constitute a
trade or business if the use of such assets would constitute a trade
or business for purposes of section 1060 Of the Code (i.e., if the
assets are of such a character that goodwill or going concern value
could under any circumstances attach to the assets). In addition,
the acquisition of a franchise, trademark or trade name would con-
stitute the acquisition of a trade or business or a substantial por-
tion of a trade or business.

In determining whether a taxpayer has acquired an intangible
asset in a transaction (or series of related transactions) that in-
volves the acquisition of assets that constitute a trade or business
or a substantial portion of a trade or business, only those assets ac-
quired in a transaction (or a series of related transactions) by a tax-
payer (and persons related to the taxpayer) from the same person
(and any related person) would be taken into account. In addition,
any employee relatior hips that continue (or covenants not to com-
pete that are entered into) as part of the transfer of assets would
be taken into account in determining whether the transferred
assets constitute a trade or business or a substantial portion of a
trade or business.

Interests in a corporation, partnership, trust, or estate.-The term
"section 197 intangible" would not include any interest in a corpo-
ration, partnership, trust, or estate. Thus, for example, the bill
would not apply to the cost of acquiring stock, partnership inter-



ests, or interests in a trust or estate, whether or not such interests
are regularly traded on a' stablished market. 76

Interests under certain financial contracts.-The term "section
197 intangible" would not include any interest under an existing
futures contract, foreign currency contract, notional principal con-
tract, interest rate swap, or other similar financial contract, wheth-
er or not such interest is regularly traded on an established
market. Any interest under a mortgage servicing contract, credit
card servicing contract or other contract to service indebtedness
issued by another person, and any interest under an assumption re-
insurance contract 77 would not be excluded from the definition of
the term "section 197 intangible" by reason of the exception for in-
terests under certain financial contracts.

Interests in land.-The term "section 197 intangible" would not
include any interest in land. Thus, the cost of acquiring an interest
in land would be taken into account under present law rather than
under the bill. For this purpose, an interest in land would include
a fee interest, life estate, remainder, easement, mineral rights,
timber rights, grazing rights, riparian rights, air rights, zoning var-
iances, and any other similar rights with respect to land. An inter-
est in land would not include an airport landing or takeoff right, a
regulated airline route, or a franchise to provide cable television
services.

Certain computer software.-The term "section 197 intangible"
A would not include computer software (whether acquired as part of

a trade or business or otherwise) that (1) is readily available for
purchase by the general public; (2) is subject to a non-exclusive li-
cense; and (3) has not been substantially modified. In addition, the
term "section 197 intangible" would not include computer software
which is not acquired in a transaction (or a series of related trans-
actions) that involves the acquisition of assets which constitute a
trade or business or a substantial portion of a trade or business.

For purposes of the bill, the term "computer software" would be
defined as any program (i.e., any sequence of machine-readable

4 code) that is designed to cause a computer to perform a desired
function. The term "computer software" would include any inci-
dental and ancillary rights with respect to computer software that

A(1) are necessary to effect the legal acquisition of the title to, and
the ownership of, the computer software, and (2) are used only in
connection with the computer software. The term "computer soft-
ware" would not include any data base or other similar item re-
gardless of the form in which it is maintained or stored.

If a depreciation deduction is allowed with respect to any com-
puter software that is not a section 197 intangible, the amount of
the deduction would be determined by amortizing the adjusted
basis of the computer software ratably over a 36-month period that
begins with the month that the computer software is placed in
service. For this purpose, the cost of any computer software that is
taken into account as part of the cost of computer hardware or

76 A temporal interest in property, outright or in trust, could not be used to convert a section
197 intangible into property that is amortizable more rapidly than ratably over the 14-year
period specified in the bill.

71 See below for a description of the treatment of assumption reinsurance contracts.
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other tangible property under present law would continue to be
taken into account in such manner under the bill, In addition, the
cost of any computer software that is currently deductible (i.e., not
capitalized) under present law would continue to be taken into ac-
count in such manner under the bill.

Certain interests in films, sound recordings, video tapes, books, or
other similar property.-The term "section 197 intangible" would
not include any interest (including an interest as a licensee) in a
film, sound recording, video tape, book, or other similar property if
the interest is not acquired in a transaction (or a series of related
transactions) that involves the acquisition of assets which consti-
tute a trade or business or a substantial portion of a trade or busi-
ness.

Certain rights to receive tangible property or services.-The term"section 197 intangible" would not include any right to receive tan-
gible property or services under a contract (or any right to receive
tangible property or services granted by a governmental unit or an
agency or instrumentality thereof) if the right is not acquired in a
transaction (or a series of related transactions) that involves the ac-
quisition of assets which constitute a trade or business or a sub-
stantial portion of a trade or business.

If a depreciation deduction is allowed with respect to a right to
receive tangible property or services that is not a section 197 intan-
gible, the amount of the deduction would be determined in accord-
ance with regulations to be promulgated by the Treasury Depart-
ment. It is anticipated that the regulations may provide that in the
case of an amortizable right to receive tangible property or services
in substantially equal amounts over a fixed period that is not re-
newable, the cost of acquiring the right will be taken into account
ratably over such fixed period. It is also anticipated that the regu-
lations may provide that in the case of a right to receive a fixed
amount of tangible property or services over an unspecified period,
the cost of acquiring such right will be taken into account under a
method that allows a deduction based on the amount of tangible
property or services received during a taxable year compared to
the total amount of tangible property or services to be received.

For example, assume that a taxpayer acquires from another
person a favorable contract right of such person to receive a speci-
fied amount of raw materials each month for the next three years
(which is the remaining life of the contract) and that the right to
receive such raw materials is not acquired as part of the acquisi-
tion of assets that constitute a trade or business or a substantial
portion thereof (i.e., such contract right is not a section 197 intangi-
ble). It is anticipated that the taxpayer may be required to amor-
tize the cost of acquiring the contract right ratably over the three-
year remaining life of the contract. Alternatively, if the favorable
contract right is to receive a specified amount of raw materials
during an unspecified period, it is anticipated that the taxpayer
may be required to amortize the cost of acquiring the contract
right by multiplying such cost by a fraction, the numerator of
which is the amount of raw materials received under the contract
during any taxable year and the denominator of which is the total
amount of raw materials to be received under the contract.



It is also anticipated that the regulations may require a taxpayer
under appropriate circumstances to amortize the cost of acquiring
a renewable right to receive tangible property or services over a
period that includes all renewal options exercisable by the taxpay-
er at less than fair market value.

Certain interests in patents or copyrights.-The term "section 197
intangible" would not include any interest in a patent or copyright
which is not acquired in a transaction (or a series of related trans-
actions) that involves the acquisition of assets which constitute a
trade or business or a substantial portion of a trade or business.

If a depreciation deduction is allowed with respect to an interest
in a patent or copyright and the interest is not a section 197 intan-
gible, then the amount of the deduction would be determined in ac-
cordance with regulations to be promulgated by the Treasury De-
partment. It is anticipated that the regulations may provide that if
thepurchase price of a patent is payable on an annual basis as a
fixed percentage of the revenue derived from the use of the patent,
then the amount of the depreciation deduction allowed for any tax-
able year with respect to the patent would equal the amount of the

Ae, royalty paid or incurred during such year."'
,: Interests under leases of tangible property.-The term "section

197 intangible" would not include any interest as a lessor or lessee
under an existing lease of tangible property (whether real or per-
sonal). 79 The cost of acquiring an interest as a lessor under a lease
of tangible property where the interest as lessor is acquired in con-
nection with the acquisition of the tangible property would be
taken into account as part of the cost of the tangible property. For
example, if a taxpayer acquires a shopping center that is leased to
tenants operating retail stores, the portion (if any) of the purchase
price of the shopping center that is attributable to the favorable at-

" tributes of the leases would be taken into account as a part of the
basis of the shopping center and would be taken into account in de-
termining the depreciation deduction allowed with respect to the

2 shopping center.
2i The cost of acquiring an interest as a lessee under an existing

lease of tangible property would be taken into account under
present law (see section 178 of the Code and Treas. Reg. sec. 1.162-
11(a)) rather than under the provisions of the bill.'") In the case of

' i; any interest as a lessee under a lease of tangible property that is
acquired with any other intangible property (either in the same

. transaction or series of related transactions), however, the portion
ef the total purchase price that is allocable to the interest as a
lessee could not exceed the excess of (1) the present value of the
fair market value rent for the use of the tangible property for the

2 term of the lease,"' over (2) the present value of the rent reason-

Sev Assnciawld Patentees, inc.,. ' (' 979 119151.,; and Rev Iu . ;7. 1 6, 9l7. .I(,Al 58.
7' A sublease would be treated in tihe saeine manner as a lease of the underlying prop ,rty

Thus, tie term "section 197 intangible" Would not include any interest as a suble(Ssor or subles.
set, of tangible pto, prty.

"0 'rhe lease of a gate at an airport for the purpose of loading and unloading passengers and
cargo would be considered a lease of' tangible property for Ihis purpose. It is anticipated that
such treatment will serve is guidance to tile Internal lievenue Service and taxpayers in resolv.
ing past disputes.

8 1 In no event could the present value of the fair market value rent for the use of the tangible
property for the term of the lease exceed the fair nark.et value of the tangible property is of the

Continued
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ably expected to be paid for the use of the tangible property for the
term of the lease.

Interests under indebtedness.-The term "section 197 intangible"
would not include any interest (whether as a creditor or debtor)
under any indebtedness that was in existence on the date that theinterest was acquired. 8 2 Thus, for example, the value of assuming

an existing indebtedness with a below-market interest rate would
be taken into account under present law rather than under the
bill. In addition, the premium paid for acquiring the right to re-
ceive an above-market rate of interest under a debt instrument
may be taken into account under section 171 of the Code, which
generally allows the amount of the premium to be amortized on a
yield-to-maturity basis over the remaining term of the debt instru-
ment. This exception for interests under existing indebtedness
would not apply to the deposit base and other similar items of a
financial institution.

Professional sports franchises .- The term "section 197 intangi-
ble" would not include a franchise to engage in professional base-
ball, basketball, football, or other professional sport, and any item
acquired in connection with such a franchise. Consequently, the
cost of acquiring a professional sports franchise and related assets
(including any goodwill, going concern value, or other section 197
intangibles) would be allocated among the assets acquired as pro-
vided under present law (see, for example, section 1056 of the Code)
and would be taken into account under the provisions of present
law.

Exception for certain self-created intangibles
The bill generally would not apply to any section 197 intangible

that is created by the taxpayer if the section 197 intangible is not
created in connection with a transaction (or a series of related
transactions) that involves the acquisition of assets which consti-
tute a trade or business or a substantial portion thereof.

For purposes of this exception, a section 197 intangible that is
owned by a, taxpayer would be considered created by the taxpayer
if the intangible is produg for the taxpayer by another person
under a contract with the taxpayer that is entered into prior to the
production of the intangible. For example, a technological process
or other know-how that is developed specifically for a taxpayer
under an arrangement with another person pursuant to which the
taxpayer retains all rights to the process or know-how would be
considered created by the taxpayer.

The exception for "self-created" intangibles would not apply to
the entering into (or renewal of) a contract for the use of a section
197 intangible. Thus, for example, the exception would not apply to
the capitalized costs incurred by a licensee in connection with the
entering into (or renewal of) a contract for the use of know-how or

date of acquisition. The present value of such rent would be presumed to be less than the value
of the tangible property if the duration of the lease is less than the economic useful life of the
property,

"2 For purposes of this exception, the term "interest under any existing indebtedness" would
include mortgage servicing rights to the extent that the rights are stripped coupons under sec-
tion 1286 of t he Code. See Rev. Rul. 91-46, 1991-34 .R B. 5 (August 26, 1991).
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other section 197 intangible. These capitalized costs would be amor-
tized over the 14-year period specified in the bill.

In addition, the exception for "self-created" intangibles would
not apply to: (1) any license, permit, or other right that is granted
by a governmental unit or an agency or instrumentality thereof; (2)
any covenant not to compete (or other similar arrangement) en-
tered into in connection with the direct or indirect acquisition of
an interest in a trade or business (or a substantial portion thereof);
and (3) any franchise, trademark, or trade name. Thus, for exam-
ple, the capitalized costs incurred in connection with the develop-
ment or registration of a trademark or trade name would be amor-
tized over the 14-year period specified in the bill.
Special rules

Determination of adjusted basis
The adjusted basis of a section 197 intangible that is acquired

from another person generally would be determined under the
principles of present law that apply to tangible property that is ac-
quired from another person. Thus, for example, if a portion of the
cost of acquiring an amortizable section 197 intangible is contin-
gent, the adjusted basis of the section 197 intangible would be in-
creased as of the beginning of the month that the contingent

ti amount is paid or incurred. This additional amount would be amor-
tized ratably over the remaining months in the 14-year amortiza-
tion period that applies to the intangible as of the beginning of the
month that the contingent amount is paid or incurred.

Treatment of certain dispositions of amortizable section 197
intangibles

;' Special rules would apply if a taxpayer disposes of a section 197
, intangible that was acquired in a transaction or series of related
4 transactions and, after the disposition, 8 3 the taxpayer retains other

section 197 intangibles that were acquired in such transaction or
series of related transactions. 4 First, no loss would be recognized
by reason of such a disposition. Second, the adjusted bases of the

; retained section 197 intangibles that were acquired in connection
with such transaction or series of related transactions would be in-

J creased by the amount of any loss that is not recognized. The ad-
justed basis of any such retained section 197 intangible would be
increased by the product of (1) the amount of the loss that is not
recognized solely by reason of this provision, and (2) a fraction, the
numerator of which is the adjusted basis of the intangible as of the
date of the disposition and the denominator of which is the total

83 For this purpose, the abandonment of a section 197 intangible or any other event that ren-
ders a section 197 intangible worthless would be considered a disposition'of a section 197 intan.
gible.

"4These special rules would not apply to a section 197 intangible that is 'separately acquired
(i.e., a section 197 intangible that is acquired other than in a transaction or a series of related
transactions that involve the acquisition of other section 197 intangibles). Consequently, a loss
may be recogni?.d upon the disposition of a separately acquired section 197 intangible. In no
event, however, would the termination or worthlessness of a portion of a section 197 intangible
be considered the disposition of a separately acquired section 197 intangible. For example, the
termination of one or more customers from an acquired customer list or the worthlessness of
some information from an acquired data base would not be considered the disposition of a sepa-
rately acquired section 197 intangible.
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adjusted bases of all such retained section 197 intangibles as of the
date of the disposition.

For purposes of these rules, all persons treated as a single tax-
payer under section 41(M of the Code would be treated as a single
.taxpayer. Thus, for example, a loss would not be recognized by a
corporation upon the disposition of a section 197 intangible if after
the disposition a member of the same controlled group as the cor-
poration retains other section 197 intangibles that were acquired in
the same transaction (or a series of related transactions) as the sec-
tion 197 intangible that was disposed of, It is anticipated that the
Treasury Department will provide rules for taking into account the
atnount of any loss that is not recognized due to this rule (for ex-
ample, by allowing the corporation that disposed of the section 197
intangible to amortize the loss over the remaining portion of the
14-year amortization period).

Treatment of certain nonrecognition transactions
If any section 197 intangible is acquired in a transaction to

which section 332, 351, 361,721, 731, 1031, or 1033 of the Code ap-
plies (or any transaction between members of the same affiliated
group during any taxable year for which a consolidated return is
filed), 85 the transferee would be treated as the transferor for pur-
poses of applying this provision with respect to the amount of the
adjusted basis of the transferee that does not exceed the adjusted
basis of the transferor.

For example, assume that an individual owns an amortizable sec-
tion 197 intangible that has been amortized under section 197 for 4
full years and has a remaining unamortized basis of $300,000. In
addition, assume that the individual exchanges the asset and
$100,000 for a like-kind amortizable section 197 intangible in a
transaction to which section 1031 applies. Under the bill, $300,000
of the basis of the acquired amortizable section 197 intangible
would be amortized over the 10 years remaining in the original 14-
year amortization period for the transferred asset and the other
$100,000 of basis would be amortized over the 14-year period speci-
fied in the bill. 86

Treatment of certain partnership transactions
Generally, consistent with the rules described above for certain

nonrecognition transactions, a transaction in which a taxpayer ac-
quires an interest in an intangible held through a partnership
(either before or after the transaction) would be treated as an ac-
quisition to which the bill applies only if, and to the extent that,
the acquiring taxpayer obtains, as a result of the transaction, an
increased basis for such intangible.8 7

65 The termination of a partnership under section 708(bX 1XB) of the Code would be a transac-
tion to which this rule applies. In such a case, the bill would apply only to the extent that the
adjusted basis of the section 197 intangibles before the termination exceeds the adjusted basis of
the section 197 intangibles after the termination. (See the example below in the discussion of
"Treatment of certain partnership transactions.")

86 No inference is intended whether any asset treated as a section 197 intangible under the
bill is eligible for like kind exchange treatment.

87 This discussion is subject to the application of the anti-churning rules which are discussed
below.

m I
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For example, assume that A, B and C each contribute $700 for
equal shares in partnership P, which on January 1, 1993, acquires
as its sole asset an amortizable section 197 intangible for $2,100.
Assume that on January 1, 1997, (1) the sole asset of P is the intan-
gible acquired in 1993, (2) the intangible has an unamortized basis
of $1,500 and A, B, and C each have a basis of $500 in their part-
nership interests, and (3) D (who is not related to A, B, or C) ac-
quires A's interest in P for $800. Under the bill, if there is no sec-
tion 754 election in effect for 1997, there would be no change in the
basis or amortization of the intangible and D would merely step
into the shoes of A with respect to the intangible. D's share of the
basis in the intangible would be $500, which would be amortized
over the 10 years remaining in the amortization period for the in-
tangible.

On the other hand, if a section 754 election is in effect for 1997,
then D would be treated as having an $800 basis for its share of P's
intangible. Under section 197, D's share of income and loss would
be determined as if P owns two intangible assets. D would be treat-
ed as having a basis of $500 in one asset, which would continue to
be amortized over the 10 remaining years of the original 14-year
life. With respect to the other asset, D would be treated as having a
basis of $300 (the amount of step-up obtained by D under section
743 as a result of the section 754 election) which would be amor-
tized over a 14-year period starting with January of 1997. B and C
would each continue to share equally in a $1,000 basis in the intan-
gible and amortize that amount over the remaining 10-year life.

As an additional example, assume the same facts as described
above, except that D acquires both A's and B's interests in P for
$1,600. Under section 708, the transaction is treated as if P is liqui-
dated immediately after the transfer, with C and D each receiving
their pro rata share of P's assets which they then immediately con-
tribute to a new partnership. The distributions in liquidation are
governed by section 731. Under the bill, C's interest in the intangi-
ble would be treated as having a $500 basis, with a remaining am-
ortization period of 10 years. D would be treated as having an in-
terest in two assets: one with a basis of $1,000 and a remaining am-
ortization period of 10 years, and the other with a basis of $600 and
a new amortization period of 14 years.

The bill would also change the treatment of payments made in
liquidation of the interest of a deceased or retired partner in ex-
change for goodwill. Except in the case of payments made on the
retirement or death of a general partner of a partnership for which
capital is not a material income-producing factor, such payments
would not be treated as a distribution of partnership income.
Under the bill, however, if the partnership makes an election
under section 754, section 734 would generally provide the partner-
ship the benefit of a stepped-up basis for the retiring or deceased
partner's share of partnership goodwill and an amortization deduc-
tion for the increase in basis under section 197.

For example, using the facts from the preceding examples,
assume that on January 1, 1997, A retires from the partnership in
exchange for a payment from the partnership of $800, all of which
is in exchange for A's interest in the intangible asset owned by P.
Under the bill" if there is a section 754 election in effect for 1997, P
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would be treated as having two amortizable section 197 intangibles:
one with a basis of $1,500 and a remaining life of 10 years, and the
other with a basis of $300 and a new life of 14 years.

Treatment of certain reinsurance transactions
The bill would apply to any insurance contract that is acquired

from another person through an assumption reinsurance transac-
tion (but not through an indemnity reinsurance transaction).88 The
amount taken into account as the adjusted basis of such a section
197 intangible, however, would equal the excess of (1) the amount
paid or incurred by the acquirer/reinsurer under the assumption
reinsurance transaction,8 9 over (2) the amount of the specified
policy acquisition expenses (as determined under section 848 of the
Code) that is attributable to premiums received under the assump-
tion reinsurance transaction. The amount of the specified policy ac-
quisition expenses of an insurance company that is attributable to
premiums received under an assumption reinsurance transaction
would be amortized over the period specified in section 848 of the
Code.

Treatment of amortizable section 197 intangible as deprecia-
ble property

For purposes of chapter 1 of the Internal Revenue Code, an am-
ortizable section 197 intangible would be treated as property of a
character which is subject to the allowance for depreciation provid-
ed in section 167. Thus, for example, an amortizable section 197 in-
tangible would not be a capital asset for purposes of section 1221 of
the Code, but an amortizable section 197 intangible held for more
than one year generally would qualify as property used in a trade
or business for purposes of section 1231 of the Code. As further ex-
amples, an amortizable section 197 intangible would constitute sec-
tion 1245 property, and section 1239 of the Code would apply to any
gain recognized upon the sale or exchange of an amortizable sec-
tion 197 intangible, directly or indirectly, between related persons.

Treatment of certain amounts that are properly taken into ac-
count in determining the cost of property that is not a
section 197 intangible

The bill would not apply to any amount that is properly taken
into account under present law in determining the cost of property
that is not a section 197 intangible. Thus, for example, no portion
of the cost of acquiring real property that is held for the production
of rental income (for example, an office building, apartment build-
ing or shopping center) would be taken into account under the bill
(i.e., no goodwill, going concern value or any other section 197 in-
tangible would arise in connection with the acquisition of such real

88 An assumption reinsurance transaction is an arrangement whereby one insurance company
(the reinsurer) becomes solely liable to policyholders on contracts transferred by another insur.
ance company (the ceding company). In addition, for purposes of the bill, an assumption reinsur-
ance transaction would include any acquisition of an insurance contract that is treated as occur.
ring by reason of an election under section 338 of the Code,

he amount aid or incurred by the acquirer/reinsurer under an assumption reinsurance
transaction would be determined under the principles of present law. See Treas. Reg. sec. 1.817.
4(d 2).
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property). Instead, the entire cost of acquiring such real property
would be included in the basis of the real property and would be
recovered under the principles of present law applicable to such
property.

Modification of purchase price allocation and reporting rules
for certain asset acquisitions

Sections 338(b)(5) and 1060 of the Code authorize the Treasury
Department to promulgate regulations that provide for the alloca,
tion of purchase price among assets in the case of certain asset ac-
quisitions. Under regulations that have been promulgated pursuant
to this authority, the purchase price of an acquired trade or busi-
ness must be a located among the assets of the trade or business
using the "residual method."

Under the residual method specified in the Treasury regulations,
all assets of an acquired trade or business are divided into the fol-
lowing four classes: (1) Class I assets, which generally include cash
and cash equivalents; (2) Class II assets, which generally include
certificates of deposit, U.S. government securities, readily market-
able stock or securities, and foreign currency; (3) Class III assets,
which generally include all assets other than those included in
Class 1, 11, or IV (generally all furniture, fixtures, land, buildings,
equipment, other tangible property, accounts receivable, covenants
not to compete, and other amortizable intangible assets); and (4)
Class IV assets, which include intangible assets in the nature of
goodwill or going concern value. The purchase price of an acquired
trade or business (as first reduced by the amount of the assets in-
cluded in Class I) is allocated to the assets included in Class II and
Class III based on the value of the assets included in each class. To
the extent that the purchase price (as reduced by the amount of
the assets in Class I) exceeds the value of the assets included in
Class II and Class III, the excess is allocable to assets included in
Class IV.

It is expected that the present Treasury regulations which pro-
vide for the allocation of purchase price in the case of certain asset
acquisitions will be amended to reflect the fact that the bill allows
an amortization deduction with respect to intangible assets in the
nature of goodwill and going concern value. It is anticipated that
the residual method specified in the regulations will be modified to
treat all amortizable section 197 intangibles as Class IV assets and
that this modification will apply to any acquisition of property to
which the bill applies.

Section 1060 also authorizes the Treasury Department to require
the transferor and transferee in certain asset acquisitions to fur-
nish information to the Treasury Department concerning the
amount of any purchase price that is allocable to goodwill or going
concern value. The bill provides that the information furnished to
the Treasury Department with respect to certain asset acquisitions
is to specify the amount of purchase price that is allocable to amor-
tizable section 197 intangibles rather than the amount of purchase
,rice that is allocable to goodwill or going concern value. In addi-
.ion, it is anticipated that the Treasury Department will exercise
ts existing regulatory authority to require taxpayers to furnish
such additional information as may be necessary or appropriate to



carry out the provisions of the bill, including the amount of pur-
chase price that is allocable to intangible assets that are not amor-
tizable section 197 intangibles.

Regulatory authority
The Treasury Department would be authorized to prescribe such

regulations as may be appropriate to carry out the purposes of the
bill including such regulations as may be appropriate to prevent
avoidance of the purposes of the bill through related persons or
otherwise. It is anticipated that the Treasury-Department will ex-
ercise its regulatory authority where appropriate to clarify the
types of intangible property that constitute section 197 intangibles.

Effective Date

In general

Section 4501 of H.R. 4210 generally would apply to property ac-
quired after the date of enactment of the bill. As more fully de-
scribed below, however, a taxpayer would be allowed to elect to
apply the bill to either (1) all property acquired after July 25, 1991,
or (2) all property acquired in certain taxable years for which the
statute of limitations for the assessment of tax has not expired. In
addition, a taxpayer would be allowed to elect to apply present law
(rather than the provisions of the bill) to property that is acquired
after the date of enactment of the bill pursuant to a binding writ-
ten contract in effect on February 14, 1992. Finally, special "anti-
churning" rules would apply to prevent taxpayers from converting
existing goodwill, going concern value, or any other section 197 in-
tangible for which a depreciation or amortization deduction would
not have been allowable under present law into amortizable prop-
erty to which the bill would apply.

Election to apply bill to property acquired after July 25, 1991
A taxpayer would be allowed to elect to apply the bill to all prop-

erty acquired by the taxpayer after July 25, 1991. If a taxpayer
makes this election, the bill would also apply to all property ac-
quired after July 25, 1991, by any taxpayer that is under common
control with the electing taxpayer (within the meaning of subpara-
graphs (A) and (B) of section 41(0(1) of the Code) at any time during
the period that begins on November 22, 1991, and that ends on the
date that the election is made. 90

The election would be made at such time and in such manner as
may be specified by the Treasury Department,9" and the election

90 An amortization deduction would not be allowed under the bill, however, for goodwill,
going concern value, or any other section 197 intangible for which a depreciation or amortiza-
tion deduction would not be allowable but for the provisions of the bill if: (1) the section 197
intangible is acquired after July 25, 191.1; and (2) either (a) the taxpayer or a related person held
or used the intangible on July 25, 1991; (b) the taxpayer acquired the intangible from a person
that held such intangible on July 25, 1991, and, as part of the transaction, the user of the itan
gible does not change; or (c) the tax ayer grants the right to use the intangible to a person (or a
person related to such person) t hat hed or used the intangible on July 25, 1991. (See below for a
more detailed descri tion of these "anti-hurning" rules.)
9 It is anticipate that the Treasury Department will require the election to be made on the

timely filed Federal income tax return of the taxpayer for the taxable year that includes the
date of enactment of the bill.
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could be revoked only with the consent of the Treasury Depart-
ment.

Election to apply bill to property acquired during certain open tax-
able years

A taxpayer would be allowed to elect to apply the bill to all prop-
erty acquired by the taxpayer in any taxable year for which the
statute of limitations for the assessment of tax has not expired as
of July 25, 1991 (other than a taxable year tFiat occurs before a tax-
able year for which the statute of limitations for the assessment of
tax has expired as of July 25, 1991).92 If a taxpayer makes this
election, the bill would also apply to all property acquired during
any such open taxable year of any other taxpayer that is under
common control with the electing taxpayer (within the meaning of
subparagraphs (A) and (B) of section 41(f)(1) of the Code) at any
time during the period that begins on November 22, 1991, and that
ends on the date that the election is made.

In the case of any section 197 intangible that was acquired by an
electing taxpayer (or a person under common control with the
electing taxpayer) on or before the date of enactment of the bill,
the adjusted basis of the intangible would be amortized ratably
over a 17-year period that begins with the month that the intangi-
ble was acquired."," An electing taxpayer (as well a person under
common control with an electing taxpayer) would be required to
pay interest on any deficiency that arises as a result of the elec-
tion. The IRS, however, would not be required to pay interest on
any refund that is payable as a result of the election. In addition,
the statute of limitations on the assessment of tax and a claim for
refund of tax for any open taxable year to which the election ap-
plies would not expire any sooner than two years after the date of
the election.

The bill would also provide a special rule for property that is ac-
quired by certain electing taxpayers in certain taxable years for
which the statute of limitations has expired as of July 25, 1991. If'
(1) an "open taxable year" election applies to a taxpayer, (2) the
taxpayer and the IRS have agreed on the treatment of an acquired
intangible for a taxable year to which the "open taxable year" elec-
tion does not apply, and (3) as of February 14, 1992, there was a
dispute between the taxpayer and the IRS that arose because the
IRS took a position with respect to an open taxable year that was
contrary to that specified in the agreement with respect to the
treatment of the acquired intangible, then the taxpayer would be

1 The statute of limitations for a taxable year would be treated as expired for purposes of
this election if, as of July 25, 1991, the statute of limitations for such taxable year is extended
solely with respect to issues that do not involve the proper treatment for Federal income tax
purposes of acquired intangibles that are defined as section 197 intangibles under the bill.

. An amortization deduction would not be allowed under the bill, however, for goodwill,
going concern value, or any other section 197 intangible for which a depreciation or amortiia.
tion deduction would not be allowable but for the provisions of the bill if: (1) the section 197
intangible is acquired after July 25, 1991; and (2) either (a) the taxpayer or a related person held
or used the intangible on July 25. 1991; (b) the taxpayer acquired the intangible from a person
that held such intangible on July 2-5, 1991, and, as part of the transaction, the user of the intan.
gible did not change: or 1c0 the taxpayer granted the right to use the intangible to a person br a
person related to such person) that held or used the intangible on July 25, 1991. (See below for a
more detailed description of these 'anti-churning" rules.)
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allowed to amortize such intangible in accordance with the agree-
ment between the taxpayer and the IRS,

The "open taxable year" election would be made at such time
and in such manner as may be specified by the Treasury Depart-
ment,94 and the election could be revoked only with the consent of
the Treasury Department.
Elective binding contract exception

A taxpayer would also be allowed to elect to apply present law
(rather than the provisions of the bill) to property that is acquired
after the date of enactment of the bill if the property is acquired
pursuant to a binding written contract that was in- effect on Febru-
ary 14, 1992, and at all times thereafter until the property is ac-
quired. This election could not be made by any taxpayer that is
subject to either of the elections described above that would apply
the provisions of the bill to property acquired before the date of en-
actment of the bill.

The election would be made at such time and in such manner as
may be specified by the Treasury Department,95 and the election
could be revoked only with the consent of the Treasury Depart-
ment.
Anti-churning rules

Special rules are provided by the bill to prevent taxpayers from
converting existing goodwill, going concern value, or any other sec-
tion 197 intangible for which a depreciation or amortization deduc-
tion would not have been allowable under present law into amortiz-
able property to which the bill would apply.

Under these "anti-churning" rules, goodwill, going concern
value, or any other section 197 intangible for which a depreciation
or amortization deduction would not be allowable but for- the provi-
sions of the bill could not be amortized as an amortizable section
197 intangible if: (1) the section 197 intangible is acquired by a tax-
payer after the date of enactment of the bill; and (2) either (a) the
taxpayer or a related person held or used the intangible at any
time during the period that begins on July 25, 1991, and that ends
on the date of enactment of the bill; (b) the taxpayer acquired the
intangible from a person that held such intangible at any time
during the period that begins on July 25, 1991, and that ends on
the date of enactment of the bill and, as part of the transaction,
the user of the intangible does not change; or (c) the taxpayer
grants the right to use the intangible to a person (or a person relat-
ed to such person) that held or used the intangible at any time
during the period that begins on July 25, 1991, and that ends on
the date of enactment of the bill. The anti-churning rules, however,
would not apply to the acquisition of any intangible by a taxpayer
if the basis of the intangible in the hands of the taxpayer is deter-
mined under section 1014(a) (relating to property acquired from a
decedent).

94 It iv anticipated that Treasury Department will require the election to be made by the due
date of the return for the taxable year that includes the date of enactment of the bill.

95 It is anticipated that the Treasury Department will require the election to be made on the
timely iled Federal income tax return of the taxpayer for the taxable year that includes the
date of enactment of the bill.
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For purposes of the anti-churning rules, a person would be relat-
ed to another person if: (1) the person bears a relationship to that
person which would be specified in section 267(b)(1) or 707(b)(1) of
the Code if those sections were amended by substituting 20 percent
for 50 percent; or (2) the persons are engaged in trades or business-
es under common control (within the meaning of subparagraphs
(A) and (B) of section 41(f)(1) of the Code). A person would be treat-
ed as related to another person if such relationship exists immedi-
ately before or immediately after the acquisition of the intangible
involved,

In addition, in determining whether the anti-churning rules
apply with respect to any increase in the basis of partnership prop-
erty under section 732, 734, or 743 of the Code, the determinations
would be made at the partner level and each partner would be
treated as having owned or used the partner's proportionate share
of the partnership property. Thus, for example, the anti-churning
rules would not apply to any increase in the basis of partnership
property that occurs upon the acquisition of an interest in a part-
nership that has made a section 754 election if the person acquir-
ing the partnership interest is not related to the person selling the
partnership interest. 96

The bill also contains a general anti-abuse rule that would apply
to any section 197 intangible that is acquired by a taxpayer from
another person. Under this rule, a section 197 intangible could not
be amortized under the provisions of the bill if the taxpayer ac-
quired the intangible in a transaction one of the principal purposes
of which is to (1) avoid the requirement that the intangible be ac-
quired after the date of enactment of the bill or (2) avoid any of the
anti-churning rules described above that are applicable to goodwill,
going concern value, or any other section 197 intangible for which
a depreciation or amortization deduction would not be allowable
but for the provisions of the bill.

Finally, the special rules described above that apply in the case
of a transactions described in section 332, 351, 361, 721, 731, 1031,
or 1033 of the Code would also apply for purposes of the effective
date. Consequently, if the transferor of any section 197 property is
not allowed an amortization deduction with respect to such proper-
ty under this provision, then the transferee would not be allowed
an amortization deduction under this provision to the extent of the
adjusted basis of the transferee that does not exceed the adjusted
basis of the transferor. In addition, this provision would apply to
any subsequent transfers of any such property in a transaction de-
scribed in section 332, 351, 361, 721, 731, 1031, or 1033.

96 In addition to these rules, it is anticipated that rules similar to the anti-churning rules
under section 168 of the Code will apply in determining whether persons tire related See Prop.
Treas. Reg. 1.168.4 (February 16, 1984. For example, it is anticipated that a corporation, part.
nership, or trust that owned or used property at any time during the period that begins on July
25, 1991, and that ends on the date of enactment of the bill and that is no longer in existence
will be considered to be in existence for purposes of determining whether the taxpayer that ac.
quired the property is related to such corporation, partnership, or trust.

As a further example, it is anticipated that in the case of a transaction to which section 338 of
the Code applies, the corporation that is treated as selling its assets will not to be considered
related to the corporation that is treated as purchasing the assets if at least 80 percent of the
stock of the corporation that is treated as selling its assets is acquired by purchase after July 25,
1991.
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B. S. 1245

Explanation of the Bill

S. 1245, as introduced by Senators Daschle and Symms on June
6, 1991, would amend section 167 of the Code to provide that if a
taxpayer demonstrates through any reasonable method that (1) cus-
tomer base, market share, or any other similar intangible item has
an ascertainable value that is separate and distinct from other
assets (including goodwill and going concern value) acquired as
part of the same transaction, and (2) the intangible item has a lim-
ited useful life which can be reasonably estimated, then the basis
of the intangible sha'i be amortized over such useful life.

In addition, S. 1245 would grant the Treasury Department the
authority to promulgate regulations establishing safe harbor useful
lives for specific classes of customer base, market share, or other
similar intangible items which are generally consistent with the
actual useful lives for the items within such classes. In addition,
the Treasury Department would be authorized to promulgate regu-
lations concerning the manner in which such intangible items may
be valued separately and distinctly from other assets (including
goodwill and going concern value).

Effective Date

S. 1245 would apply to all open taxable years (i.e., all taxable
years for which the statute of limitations has not expired).
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IV. ISSUES REGFARDING TIHE FEDERAL INCOME TAX
TREATMENT OF INTANGIBIhE ASSETS

A. Treatment of Intangible Assets in G eneral

TheoreticL.lly, any decline in the values of both tanrgible Cad irl-
tangible assets should be reflected in the measurement of taxable
income derived from a trade or business. More accurate measures
of the declines (and increases as well) in the values of assets would
lead to more accurate measures of taxable income. Generally, the
most accurate method of measuring taxable income would involve
marking the value of the tangible or intangible assets to market
each accounting period. However, such an approach would involve
difficulties in identifying accurate values, particularly for assets
that are not regularly traded. In addition, a mark-to-market system
would involve significant complexity and compliance burdens.

Instead, depreciation or amortization allowances are typically de-
termined based on an approximation of the expected decline in the
value of the assets used in a trade or business. Theoretically, the
most accurate of these schedules for both tangible and intangible
assets would be unique to each business, so that different taxpayers
would have different schedules for identical assets.97 However, the
use of a taxpayer-by-taxpayer facts and circumstances determina-
tion of depreciation for Federal income tax purposes has resulted
in numerous disputes between taxpayers and the Internal Revenue
Service. 98

In accounting for the decline in value of an asset, it is generally
necessary to identify three items: valuation (or cost), useful life,
and rate of decline in value. Some tangible assets trade in markets
on a stand-alone basis, allowing reasonably well-settled, unbiased
estimates of the market value for those tangible assets not ac-
quired on a stand-alone basis.9 9 In addition, tangible assets are
often relatively easy to classify into homogeneous groups, which
may be treated in a like manner. If there is an active secondary
market for tangible assets, it is possible to obserl e the decline in
the market prices of representative assets. This, in turn, permits
objective estimates to be made of the useful life and the schedule of
economic decline for these assets. Such schedules can be used as a
basis for providing depreciation schedules for similar assets for
Federal income tax purposes and to provide certainty to taxpayers

91 For example, a truck rented on a weekly basis to multiple users would likely experience a
different pattern of decline in economic value than a similar truck used solely by an owner-
operator in a wholesale business.

a See H. Rept. No. 1337, 83rd Cong., 2nd Sess. 22 (1954) for a discussion of ihe controversies
surrounding the interpretation of "reasonable allowance for depreciation."

Il Note that it is rather easy to value single assets acquired on a stand-alone basis by simply
looking at the price paid by a willing buyer to a willing seller. However, defining exactly what
constitutes a single asset (e.g., the bundle of property rights that makes up a single asset) and
defining what constitutes a stand-alone acquisition may be difficult in particLlar situations.
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as to the amount of depreciation deductions allowable for any asset
for any taxable period.10 0

In contrast, intangible assets have often been considered harder
to classify into homogeneous groups because the decline in value of
these assets depends to a large extent on the particular trade or
business in which the assets are used. Moreover, the valuation of
intangible assets is problematic because competitive markets for
these assets frequently do not exist. The lack of a market for either
new or used intangible assets generally means that it is not possi-
ble to observe the decline in market prices as a means to determine
the useful life or the schedule of decline in the economic value for
these assets.10 1 This difference from tangible assets could arguably
justify a different treatment for cost recovery purposes.1 0 2

B. Treatment of Goodwill and Going Concern Value
The two legislative proposals differ in the scope of the assets

they address. The principal difference involves the treatment of
goodwill and going concern value (hereinafter together referred to
as "goodwill"). As discussed in Part II above, goodwill is not amor-
tizable under present law. S. 1245 would retain the present-law
treatment of goodwill, but would provide that a customer-based in-
tangible asset is amortizable if the taxpayer demonstrates through
any reasonable method that (1) the asset has an ascertainable
value that is separate and distinct from other assets (including
goodwill) acquired as part of the same transaction and (2) the asset
has a limited useful life that can be reasonably estimated. Section
4501 of H.R. 4210, on the other hand, would allow taxpayers to am-
ortize the cost of acquired goodwill in the same manner and over
the same period as other acquired intangible assets.

One consideration to be taken into account in determining
whether goodwill should be amortized for Federal income tax pur-
poses is whether the amortization of goodwill would provide a more
accurate measure of economic income.

It may be argued that goodwill is not a wasting asset and, thus,
amortization deductions should not be allowed with respect to good-
will. Alternatively, it may be argued that as long as current deduc-
tions are allowed for the costs associated with maintaining the
value of goodwill, the amortization of the costs of acquired goodwill
is not required in order to provide an accurate measure of econom-
ic income. For example, assume that a taxpayer acquires all the
assets of a business, one of which is goodwill. Further, assume that
the taxpayer engages in advertising and incurs other expenditures
in the operation of its business that in part preserve the value of
this goodwill.

100 See, e.g., Rev. Proc. 87.56, 1987-2 C.B. 674, for the class lives and recovery periods for vari-
ous tangible assets and Rev. Proc. 87-57, 1987-2 C.B. 687, for the depreciation allowances provid-
ed for tangible assets of various recovery periods.

1o Further discussion of problems encountered in the valuation of intangible assets may be
found in "A Study of Intercompany Pricing," the 1988 Treasury White Paper.

102 Under present law, the costs of tangible and intangible assets are recovered differently.
The costs of tangible assets generally are recovered pursuant to the lives, methods, and conven-
tions prescribed by section 168. However, the costs of amortizable intangible assets generally are
recovered pursuant to methods and periods established as appropriate on the basis of the facts
and circumstances of the taxpayers holding such assets.
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Under present law, the amortization of the acquired goodwill is
not allowed while the advertising and other business expenses are
currently deductible. It may be argued that income is properly
measured under present law because although goodwill may be a
wasting asset, the currently deducted costs restore the value of the
goodwill. The basis for this argument is that theoretically expenses
attributable to replacing goodwill should be capitalized and amor-
tized over the life of the goodwill and that as long as this is not
required, denying amortization for goodwill is appropriate eN .n if
goodwill is a wasting asset.

On the other hand, it may be argued that goodwill is, in fact, a
wasting asset and, thus, should be treated as such for Federal
income tax purposes. For example, goodwill has been defined as
"the expectancy of continued patronage," 103 or "the expectancy
that the old customers will resort to the old place." 104 Clearly a
business that has loyal customers is more valuable than a business
that does not. However, this customer loyalty cannot reasonably be
expected to last forever as customers relocate or die, or have needs
or tastes that change over time. 10 5 Customer loyalty would also be
expected to decline faster if a business does not take steps to con-
tinue to satisfy existing or changing customer needs (e.g., by main-
taining or expanding its level of service). It may be argued that
goodwill is not amortizable under present law principally because
taxpayers cannot overcome their burden of showing over what
period goodwill wastes. Thus, specifying a recovery period for the
cost of goodwill is arguably appropriate in that it would provide a
measure of "rough justice."

It may further be argued that permitting the deduction of costs
that may contribute to the replacement of diminishing goodwill
does not justify denying a deduction for goodwill. Both creators and
purchasers of businesses with goodwill deduct ordinary and neces-
sary business expenses currently and there would be significant ad-
ministrative and other issues involved in attempting to identify
costs to be capitalized as contributing to the creation or replace-
ment of goodwill. Permitting a deduction for goodwill arguably
would more nearly equalize the treatment of the creator and the
purchaser of goodwill than does present law.

In addition, it may be argued that the amortization of goodwill is
necessary to obtain the greatest degree of simplification in the tax
treatment of intangible assets. Under present law, upon the acqui-
sition of the assets of a trade or business, a taxpayer has a tax in-
centive to allocate as little of the purchase price of the business as
possible to goodwill. This incentive has resulted in taxpayers un-
dertaking costly and time-consuming appraisals in order to identi-
fy, allocate purchase price to, amortize, and defend the amortiza-
tion of, intangible assets other than goodwill even if these other
assets have characteristics similar to goodwill. 106 Similar burdens

103 Boe v. Commissioner. 307 F.2d 339, 343 (9th Cir. 1962).
104 Commissioner v. Killian, 314 F.2d 852, 855 (5th Cir. 1962).
105 Those who believe th t goodwill is a wasting asset point out that U.S. financial accounting

rules require goodwill to he\ amortized. See Accounting Principles Board Opinion No. 17', requir-
ing amortization over no more than 40 years.

106 See, for example, the discussion in Newark Morning Ledger Co. v. United States, 945 F.2d
555 (3rd Cir. 1991), cert. granted April 6, 1992, which compares goodwill to customer lists'



are imposed on the Internal Revenue Service in connection with
the examination of income tax returns that claim amortization de-
ductions for the costs of acquired intangible assets.

By not changing the present-law treatment of goodwill, S. 1245
would retain the incentive to allocate as little of the purchase price
of an acquired trade or business as possible to goodwill. By allow-
ing amortization for goodwill and other assets over the same
period, section 4501 of H.R. 4210 would significantly lessen the in-
centive of taxpayers to identify assets distinct from goodwill in an
attempt to obtain more% favorable amortization. In some cases there
may still be some incentive for taxpayers to allocate value to those
identifiable assets that might be disposed of separately after an ac-
quisition, in order to minimize any gain on such a disposition. How-
ever, the identification of amortization periods for any such assets
would no longer be an issue. 10 7

C. Determination of the Amortization Period and Method for
Intangible Assets

Both legislative proposals address the issue of whether the cost of
intangible assets may be amortized, and, if so, over what period
and under what method. S. 1245 provides that customer-based or
other similar intangible assets would be amortized over the useful
life of the asset if a value separate from goodwill can be estab-
lished. In addition, under S. 1245, the Treasury Department would
be granted regulatory authority to promulgate safe-harbor recovery
periods consistent with industry practice and experience for the
types of intangible assets to which the bill applies. Section 4501 of
H.R. 4210 provides that all intangible assets to which the bill ap-
plies would be amortized over a 14-year period using a straight-line
method.

Assuming that amortization deductions are allowed for the cost
of some or all intangible assets, issues arise with respect to the
length of the period over which these deductions should be allowed
and the method to be used (i.e., should amortization be on a
straight-line method over the period or should it follow a more ac-
celerated pattern). Specifically, issues arise as to whether the re-
covery period and method for an intangible asset should be (1)
based on the taxpayer's particular facts and circumstances, (2) de-
termined pursuant to specific lives and methods provided by stat-
ute or regulations for various classes of similar types of intangible
assets, or (3) a single life and method applicable to all or most in-
tangible assets.
Facts and circumstances determination

The principal argument in favor of a facts and circumstances de-
termination is that this method may provide the most accurate
means of measuring income. It may be argued that the use of a
single recovery period and method for all intangibles is arbitrary
and, depending upon the length of the period and the method se-
lected, results in some assets being amortized too quickly while

107 Neither of the proposals would address issues regarding allocations between intangible
assets and tangible assets.



others are amortized too slowly. It may also be argued that recov-
ery periods developed pursuant to Treasury studies would likewise
be somewhat arbitrary in that they would tend to average the ex-
perience of many taxpayers, where such averaging may not be re-
flect the situation of a particular taxpayer. For example, a custom-
er list in an industry that undergoes frequent product innovations
may have a life that is significantly different than a customer list
that involves a standard product or service.

Specific separate recovery periods and methods for different assets
The adoption of specific recovery periods and methods for differ-

ent types of intangible assets would follow the approach of the
present-law system for tangible property. It may be argued that
such a system, while admittedly not exact, could be designed to
provide a reasonably appropriate matching of the cost of an asset
to the periods over which it is used. 1~ 8 On the other hand, the
identification of appropriate classes of intangible assets and appro-
priate amortization schedules could be extremely difficult, given
the diversity of intangible assets that taxpayers have identified, the
variety of valuation methods that have been used, and the frequent
lack of comparables in the case of many intangible assets. In addi-
tion, it may be argued that to the extent any specific schedules per-
mitted more rapid amortization for one class of assets than an-
other, there would still be an incentive for taxpayers to allocate
value to the asset with the more rapid amortization. Such alloca-
tions could be particularly difficult to police or challenge in the ab-
sence of readily identifiable market values for these assets.

Single recovery period and method
The use of a single recovery period and method for all or most

intangible assets may be criticized as arbitrary. Assets that have
been amortized over a longer period than the specified method
under present law arguably would receive unduly favorable treat-
ment, while assets that have been amortized over a shorter period
under present law arguably would receive unduly harsh treatment.

On the other hand, it may be argued that the present-law use of
taxpayer-specific facts and circumstances has resulted in conflict-
ing results in apparently similar cases, a situation which also could
be criticized as arbitrary. Furthermore, from a simplification stand-
point, it may be argued that only a single recovery period can sig-
nificantly reduce the number of amortization disputes between the
IRS and taxpayers. 10 9

108 See e.g., the GAO Report, n, 26, suggesting that it would be possible to design a system
with different recovery periods for different types of intangible assets.

209 Under section 4501 of H.R. 4210, taxpayers would be required to continue to identify and
value certain acquired intangible assets for purposes of determining the tax consequences on
subsequent disposition of the asset. Although no loss is recognized on disposition of one asset out
of a group of assets, it is necessary to determine whether gain is recognized. However, separate
valuation would not generally be necessary for assets that would not likely be the subject of a
separate disposition, such as goodwill or many of the other separate assets that taxpayers identi-
fy under present law.
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D. Retroactive Application of the Proposals

H.R 4210
Section 4501 of H.R. 4210 generally would apply to intangible

assets that are acquired after the date of enactment of the bill. A
taxpayer, however, would be allowed to elect to apply the provision
(using a 17-year amortization period rather than a 14-year amorti-
zation period) retroactively to all property acquired by the taxpay-
er in certain taxable years for which the statute of limitations for
the assessment of tax has not expired as of July 25, 1991. If a tax-
payer makes this election, the bill also would apply to all property
acquired during any such "open taxable year" of certain taxpayers
that are related to the electing taxpayer at any time between No-
vember 22, 1991, and the date of the election.

The principal argument advanced in support of the retroactive
election provided by H.R. 4210 is that the election would eliminate
many existing or future controversies between taxpayers and the
IRS concerning the proper Federal income tax treatment of the
cost of acquiring intangible assets. It is argued that the retroactive
election would 'free-up" the resources of taxpayers, the IRS, and
the courts, which could then be applied to more productive activi-
ties. In addition, it is argued by some that the retroactive election
would provide consistent results for all taxpayers that make the
election and, as such, would be fairer than present law.

On the other hand, it is argued by others that the retroactive
election is unnecessary because taxpayers and the IRS are likely to
settle existing controversies expeditiously due to the fact that,
upon enactment of the bill, no settlement will serve as a precedent
for the treatment of intangibles acquired in the future. Others
argue that if the purpose of the retroactive election is to settle con-
troversies, then the retroactive feature of the bill should be manda-
tory and not elective.

In addition, others observe that if the rationale for the retroac-
tive election is to eliminate controversies between taxpayers and
the IRS, then the retroactive election provided by H.R. 4210 is too
broad because it would allow an amortization deduction with re-
spect to goodwill and other similar intangible assets for which a
taxpayer did not claim an amortization deduction for Federal
income tax purposes. These individuals argue that if retroactive
relief is provided, the relief should be limited to acquired intangi-
ble assets that the taxpayer claimed as amortizable on the original
Federal income tax return for the taxable year that includes the
date of the acquisition of the intangible assets.

In many cases, a taxpayer making the retroactive election will be
entitled to a refund of taxes previously paid, especially where a sig-
nificant portion of the purchase price of an acquired trade or busi-
ness was allocated to goodwill and other intangible assets that are
not amortizable for Federal income tax purposes. It is argued that
if the purpose of the retroactive election is to settle controversies
between taxpayers and the IRS, an electing taxpayer should not re-
ceive more favorable treatment than the treatment originally
claimed on the Federal income tax return of the taxpayer. This ob-
jective can be achieved if the retroactive election is limited to ac-
quired intangible assets that a taxpayer claimed as amortizable on



the original Federal income tax return. Furthermore, if the purpose
of the retroactive election is to eliminate controversies between
taxpayers and the IRS, such a limitation is justified on the grounds
that there is no controversy with respect to the portion of the pur-
chase price of an acquired trade or business that a taxpayer has
treated as not amortizable for Federal income tax purposes. On the
other hand, such a limitation would favor taxpayers that were ag-
gressive in identifying intangibles that were claimed to be amortiz-
able for Federal income tax purposes and in allocating purchase
price to such intangibles.

With respect to the issue of fairness, it is believed by some that
the retroactive election could provide an unjustified windfall to
taxpayers that make the election. It is argued that many of the
taxpayers eligible to make the election acquired a trade or business
based on the assumption that the portion of the purchase price of
the acquired trade or business that is allocable to goodwill and
other intangible assets in the nature of goodwill would not be am-
ortizable for Federal income tax purposes. To the extent that the
purchase price of the assets was negotiated based on this assump-
tion, the retroactive election will result in an unjustified windfall
to these taxpayers.

Furthermore, with respect to the issue of fairness, the retroactive
election has been criticized because it only applies to intangible
assets acquired during a taxable year for which the statute of limi-
tations on the assessment of tax has not expired.I110 While limiting
the election to intangible assets acquired during taxable years for
which the statute of limitations has not expired is likely to exclude-
taxpayers that do not have an existing (or potential future) contro-
versy with the IRS concerning the proper Federal income tax treat-
ment of acquired intangible assets, it may be viewed as unfair by
those taxpayers that settled an IRS audit by agreeing not to amor-
tize certain intangible assets or by agreeing to an amortization
period that was, on average, greater than 17 years. In addition, the
retroactive election provided by H.R. 4210 is likely to be perceived
as unfair by those taxpayers with taxable years for which the stat-
ute of limitations on assessment has expired because the taxpayers
paid an asserted deficiency relating to the amortization of intangi-
ble assets and filed a claim for refund.

I10 Under a special rule, an electing taxpayer that has entered into an agreement for a tax-
able year with the IRS, concerning the Federal income tax treatment of an intangible asset that
was acquired during a taxable year for which the statute of limitations on the assessment of tax
has expired, would be allowed under certain circumstances to amortize such intangible asset in
accordance with the agreement in subsequent taxable years if the IRS was challenging that po-
sition for those later years. While this provision may provide some certainty for intangible asset
acquisitions occurring during a closed taxable year" where there is a dispute in a later taxableyear, the provision has been criticized for its uneven application. The provision only applies if
there is an "agreement" between the IRS and the taxpayer, yet IRS administrative practice in
entering into agreements or even raising issues on audit may vary from case to case, especially
if the treatment of acquired intangible assets has little or no tax effect for the closed taxable
year of the agreement and both the taxpayer and the IRS assumed that the treatment of intan-
gible assets could be raised in a subsequent taxable year for which such treatment could have a
significant tax effect. In addition, this special provision only applies to taxpayers that make the
general retroactive election provided by H.R. 4210. Such taxpayers must also have a separate
acquisition for which the year of acquistion is still open for assesment. Furthermore, this provi-
sion also involves selectivity. Although it is directed at disputes where there was a prior year"agreement" with respect to the treatment of intangible assets acquired during a closed taxable
year, it does not require the taxpayer to follow this agreement unless an election is made to do
so.
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Furthermore, the retroactive election provided by H.R. 4210 has
been criticized because the election is likely to result in a signifi-
cant loss of revenue to the Federal Government due to adverse se-
lection. It is believed that many taxpayers making the election
would be taxpayers that allocated a significant portion of the pur-
chase price of an acquired trade or business to intangibles that
would likely not be amortizable under present law or that would
likely be amortizable over a period that is longer than 17 years. In
addition, many of these taxpayers will become entitled to a refund
of taxes previously paid. On the other hand, it is believed that
many taxpayers that allocated a significant portion of the purchase
price of an acquired trade or business to intangibles that are argu-
ably amortizable under present law over a period that is shorter
than 17 years would not make the election to apply the bill on a
retroactive basis, even though others might do so to achieve cer-
tainty or curtail the dispute process.

Finally, it is argued that to the extent that a windfall is provided
to electing taxpayers, the retroactive election provided by H.R.
4210 may reinforce the view of some that the Federal tax system
favors large corporations and wealthy individuals.

S. 1245
S. 1245 would apply to taxable years beginning before, on, or

after June 6, 1991 (i.e., to all open taxable years). It is unclear
whether S. 1245 would effectively resolve pending'disputes. It still
would be necessary under S. 1245 to determine whether there is an
identifiable asset with a determinable life and a value separate
from goodwill.
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PREPARED STATEMENT OF SENATOR Joim BREAUX

Mr. Chairman, the issue of how to treat the amortization of intangible assets has
tied up the federal regulators and the courts for some time. It is time that congress
review the issues and determine whether there is a statutory solution that can re-
solve the issues.

The primary bill before us, H.R. 3505, introduced by Chairman Rostenkowski and
included in the vetoed "Tax Fairness and Economic Growth Act" (H.R. 4210), has
many good points but also has many issues that need careful review.

On the good side, it tries to resolve the issues in a simple manner by applying
a uniform I year amortization rule for all intangible assets. The bill was also re-
vised to attempt to ensure that the 14 rule is not over-inclusive. For example, I am
pleased that the intangibles provision that was made part of f.R. 4210, made clear
that interest in films, sound recordings, videotapes, books or similar property were
not to fall within the scope of the bill. If this committee decides to go forward on
a separate track with the intangibles bill, I think it makes good sense for us to
adopt that same modification. Otherwise, our intellectual property industries, a
prized American trade asset, would be radically and unnecessarily disrupted.

In addition a provision to allow retroactive applicability of this the provision of
this bill would treat those who are currently caught by the current regulatory uncer-
tainty in a fair manner. I hope that should the committee act on this bill, we can
look carefully at including a provision for retroactivity.

Finally, we need to balance the need to resolve the uncertainties in the intangible
asset amortization area with the need to guard against creating a new tax subsidy
for future takeover activity.

PREPARED STATEMENT OF JOHN BUCKLEY

I. SUMMARY

The Committee on Taxation of Intangible Assets is an ad hoc group of heating
oil marketers and associations formed for the limited propose of seeking fair treat-
ment in any legislation concerning taxation of acquiredintangible assets. The Com-
mittee includes the New Englan& Fuel Institute ("NEF"), the Empire State Petro-
leum Association ("ESPA"), the Fuel Merchants Association of New Jersey ("FMA"),
the Oregon Petroleum Marketers Association ("OPMA") and many independent pe-
troleum distributors. The heating oil industry is comprised primarily, of thousands
of small, mostly family owned local enterprises that are often the life's work of the
owning family..NEFI, ESPA, FMA, and OPMA alone represent more than 2,000
such small heating oil marketers that are not affiliated with any integrated oil com-

The petroleum marketing industry supports the effort to simplify the taxation of
acquired intangibles. Legislation on this complex subject would eliminate uncer-tainty and prevent countless further disputes. The uncertainty is even greater now
as a result of the impending Supreme Court decision in Newark Morning Ledger v.
United States. Thus, a statutory clarification this year is desirable. However, sim-
plification and clarity can be accomplished with less arbitrary and more economi-
cally based reform. We urge the Committee to balance simplification with economic
fairness for those small businesses that have asset bases largely composed of intan-
gibles with limited useful lives.

The intangibles provisions adopted by the House would significantly decrease the
value of these enterprises. The assets of retail heating oil companies, for example,
consist primarily of a few delivery trucks, service vans, a m office and a list of
current customers.

Most of the value of these assets to an acquiror or lender is in the customer lists
and a covenant from its former owner not to compete for these customers. These
two assets often represent 75 percent or more of the business. Under current law,
both of these assets are amortizable over a period much shorter than 14 years, with
customer lists generally declining over 6 to 9 years, and covenants over their fixed
term, usually 6 years. Thus, the economically arbitrary 14-year period in H.R. 4210
diminishes the value of these assets to a purchaser. Because retail heating oil busi-
nesses have few "hard" assets and very little goodwill, this change ill diminish
overall value by about 10 percent. The diminution is manifested not only in sales
price, but also in availability of asset based credit. This impact has no basis in tax
policy or economic fairness.

Only two IRS challenges relating to heating oil customer lists have reached the
courts and in both cases, Holden Fuel Oil Co. v. IRS, 479 F.2d 613 (6th Cir. 1973)
and Abco Fuel Oil v. Commissioner, 46 TCM (CCH) 343 (1990), the arnortizability
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of the retail fuel customer list has been recognized, and rapid decline rates have
been approved. 1

The negative impact to these small businesses can be alleviated with a simple
change that allows covenants not to compete to be amortized over their actual con-
tract term, as they are under current law. This modification would permit pur-
chasers of small businesses to amortize the value of the covenant not to compete
over its actual contract term, e.g., 6 years, rather than ovr 14 years. To proy .. ;
any possible abuse and to limit the overall scope of the provision to smell bumi-
nesses the provision could restrict the amount allocable to the covenant to 40 per-
cent ;f the value of the intangible assets transferred with an absolute maximum
of $2 million. In addition, the rule could be further limited to transactions with total
asset value under $10 million.

This change would preserve the assets of the heating oil dealer and similarly situ-
ated small businesses at or near current levels. It would have very little effect on
revenues. In our industry, we believe the proposed modification would be approxi-
mately revenue neutral in comparison to current practice (it would be modestly rev-
enue positive) and would cost approximately $1.6 to $2.2 million in comparison to
HR. 4210, which amount represents the annual diminution in value that would be
suffered by heating oil dealers if H.R. 4210 were enacted unchanged.

11.1BACKGROUND -

Since 1973 amortization has been permitted for acquired intangibles that are"separate and distinct from goodwill" and which have a "determinate useful life."
Because these standards are subjective and fact specific, they have lead to many
disputes between taxpayers and IRS, and significant litigation. In certain areas,
such as newspaper subscription lists and bank core deposits, because of differing
court decisions, similarly situated taxpayers have been treated differently. The
amortizability of an acquired newspaper subscription list will soon be decided defini-
tively in Newark Morning Ledger Co. v. United States, currently pending before the
Supreme Court.

While Newark Morning Ledger may clarify existing law in the newspaper indus-
try, in the heating oil sector, the amortizability of customer lists has until now uni-
formly been approved by the courts. See Holden Fuel Co., and Abco Fuel Oil, supra.
These cases establish the amortizability of the customer list, as well as its separate-
ness from goodwill. The IRS has uniformly allowed the amortization of these cus-
tomer lists over their useful lives.

Further, there is no controversy regarding the amortizability of the value of a cov-
enant not-to-compete. This asset may be amortized over the life of the covenant,
usually about 6 years. Thus, although the IRS may disagree with the outcome, there
is settled law in the heating oil industry with regard to amortization of intangibles.
This relative certainty (in tax law, nothing is certain) permits accurate valuation of
these assets, which is reflected in approximately 25-50 transactions per year. The
thousands of small business owners in this industry and their bankers have long
relied on this method for valuing these businesses.

Despite the relative certainty .of the law in the heating oil sector, we recognize
the need for a legislative resolution that clarifies this area. However, simplification
must not ignore a basic objective of tax policy, which is to tax "net income." Amorti-
zation and depreciation are economic concepts that reflect the need to replace wast-
ing assets; tax law has always recognized these concepts by permitting deductions
of the cost of an asset over its approximate useful life. H.R. 4210 ignores this eco-
nomic reality, thereby penalizing these businesses with shorter lived intangibles,
and particularly injuring small businesses which are composed largely of such as-
sets. Simplification need not be so arbitrary in its consequences; it need not radi-
cally force all intangible assets into an ill-fitting 14 year period.To some degree, the provisions passed by the House recognize the need to accom-
modate economic reality. In certain cases, the House has fashioned alternative rules
for amortization of specific assets over periods much less than 14 years, without sac-
rificing simplicity or clarity. For example, computer software; interests in films,
sound recordings, video tapes, and books; and interests related to professional sports
franchises have been recognized as requiring separate treatment.While special

I In Abco, the amortization period accepted was 6 years; in Holden, 75 percent of the value
was amortized over 3 years, and the remainder over 16 years, Because there is no significant
goodwill involved in the name or location of these businesses, these cases also approved alloca-
tions of 75 percent of the intangible value of the company to the customer list and 25 percent
to goodwill. Moreover, the IRS in recent years, has approved goodwill allocations of 5 percent
when the acquired company was folded into the acquiring company and 15 percent when the
nam of the acquired company was maintained by the acquiror.
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treatment may not be possible for customer-based intangibles with useful lives less
than 14 years, a clear separate rule is appropriate for fixed-term covenants not to
compete in small business transactions. Fairness can be included without any loss
of clarity or sacrificing the goals of H.R. 4210.

MI. "E GAO REPORT

The General Accounting Office ("GAO") has conducted an extensive study on the
tax treatment of intangible assets.2 The study was specifically requested by the
Joint Committee on Taxation. GAO's comprehensive review provides a useful data
base and a framework for legislative revision. GAO suggests a mechanism for Sim-
plification that balances simplicity with economic reality and reflects principles of
financial accounting. We urge the Committee to recognize the principles and tax pol-
icy objectives included in the GAO report as it considers changes to A.R. 4210.

Specifically, the GAO's premise is that any revision of the current tax rules should
address two basic polic questions: "First, will the revision improve the matching
of business expense an revenue to better reflect income for the period? Second, will
the change lessen the administrative burden on the taxpayer and IRST' (GAO Re-
port at 32.) H.R. 4210 disregards entirely the tax policy objective of matching busi-
ness expense with revenue. It focuses entirely on simplification. The selected cost
recovery period-14 years-bears no relation to useful life, particularly for a fixed-
term contract with an undisputed useful life.

Although there is inherent conflict between simplicity and individual fairness, it
is possible to achieve both objectives by following the principles suggested in the
GAO report:

[A] comprehensive approach that categorizes intangible assets, including
goodwill, and assigns a specific cost recovery period to assets is a preferable
method to adopt. If this policy were adopted, intangible asset amortization
deductions would be similar to the tan rble asset depreciation deductions
under current tax rules. This policy would be in accordance with the finan-
cial accounting standards that recognize the value of all purchased intangi-
ble assets, including goodwill, that are consumed over time.... (GAO Re-
port at 33).

The recognition of more than one cost recovery period is essential to avoid eco-
nomic arbitrariness and to recognize the enormous difference in useful lives for dif.
ferent intangibles, and the significant effects of simplification on individual tax-
payers.Whether a taxpayer will be a "winner" or "loser" depends primarily on the purely

random relationship between the change in value of that taxpayer's intangible as-
sets that are currently amortizable and its goodwill.8 This is not a sound basis for
simplifying the tax code, particularly when there has been no suggestion that good-
will declines in a period as rapidly as 14 years.
H.R. 4210 would provide a windfall to entities with substantial goodwill. As long

as revenue neutrality is a condition for reform, this windfall must be paid for by
taxpayers whose assets decline over periods less than 14 years and who are forced
to recover the cost of these assets over the arbitrary 14 year period. The bill is not
intended to have draconian effects; it should be adjusted to diminish these random
yet significant effects by following more closely the economic principles for sim-
plification articulated in the GAO Report.

IV. IMPACT OF HR. 4210 ON A TYPICAL HEATING OIL DEALER

Although each company's tax accountingis based on its particular facts and cir-
cumstances, the proposed lengthening of the amortization period for customer lists
and non-compete agreements is likely to reduce the equity of a typical small heating
oil owner by more than 10 percent.

The retail heating oil industry is comprised of many thousands of small, family-
owned companies who together supply well over 90 percent of the millions of resi-
dential homes and businesses heated with oil nationwide. The number of firms in
the industry, and the market for heating oil, has been declining for almost 20 years.
Over the last decade, approximately 25 to 50 retail companies per year have been
sold by their owners to another heating oil company. In most cases, the sale was

2 0AO/GD-91-88 (August 12, 1991) "Tax Policy: Issues and Policy Proposals Regarding Tax
Treatment of Intangible Assets."

8 For sone taxpayers, whose intangible assets decline over periods greater than 14 years, the
bill provides a "win-win" result, offering a windfall on currently amortizable intangibles and
goodwill without any economic basis.
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either because the owner wished to retire or because profitability declined. Profit-
ability in a particular problem for the smaller companies. Thus, many have been
sold or will be sold.

On average, these firms' sales were about 1 to 5 million gallons each, althoughh
some were in the 10 to 20 million gallon range, for a total of approximately 100 mil-
lion gallons "sold" per year. Thus, over the decade the industry has shrunk with the
sale of some 260 to 500 firms whose total business was perhaps I billion gallons
at the time of sale and whose gross sales value was $400 to $600 million.

Because a large majority of the value of every retail heating oil business lies in
its customer lists and a covenant from its owner not to compete for these customers,
both of which decline over periods much shorter than 14 years, the arbitrary 14-
year period would diminish the current value of a heating oil business. Typically,
intangibles account for about 76-80 percent of the value of a retail heating oil busi-
ness, including both the customer list, the covenant not to compete and a small
amount of goodwill.

In practical terms, the customer list is the only asset of a small dealer with sig-
nificant market value; the covenant not to compete protects the value of this asset
from a precipitous decline. Both assets have useful lives considerably shorter than
14 years; the covenant normally runs for no more than 5 years and the customer
list is generally amortized over 6 to 9 years. These decline periods have been accept-
ed by the IRS and the courts. See, e.g., Abco Fuel Oil v. Comm'er, 46 TCM 343
(1990).

The ability to amortize acquired goodwill over 14 years would only partially offset
the reduction in value of a heating oil company caused by the longer period. This
is because goodwill in an industry without significant name recognition or location
value accounts for a very small share of the total intangible package. Goodwill gen-
erally accounts for only 6 to 26 percent of total asset value. This is because there
is no location premium or brand name value; in many cases, the name of the ac.
quired company is not even preserved. When all of these factors are assessed, the
lengthening of the amortization eriod for the covenant not to compete and the cus-
tomer list to 14 years would reduce the equity of a typical heating oil business by
more than 10 percent.

This decline in value also has a serious corollary effect on a heating oil business'
ability to borrow, particularly to finance purchases of heating oil during the winter
season. Seasonal lines of credit are limited by a company's asset value, because
these assets are the security for the loan. Thus, when asset values decline, lines of
credit are reduced, particularly during periods, such as now, when all lenders are
cautious. Adequate seasonal lines of credit are essential for heating oil marketers
to purchase their supplies, which must be paid for long before the customer pays
for the oil. A reduction in lines of credit would threaten the ability of these market-
ers to finance their purchases, thereby jeopardizing their customers' well being, and
the future of their businesses.

This decline in asset value, particular for small family owned enterprises, is harsh
and unfair. It may also be unintentional because H.R. 4210 is not designed to
produce major changes in taxable income- it is crafted to simplify the Code without
generating major dislocations. Unless H.R. 4210 is modified, it will produce these
significant inequities to petroleum marketers that have no basis in tax policy.

V. SUGGESTED MODIFICATION OF H.R. 4210

H.R. 4210 should be modified to lessen its negative impact on the heating oil in-
dustry and others similarly situated by allowing small covenants not to compete to
be amortized over their actual contract term, rather than over 14 years. To prevent
any possible abusive allocations of value to the covenant, and to limit the overall
scope of the provision to small businesses, the provision would restrict the amount
allocable to the covenant to no more than 40 percent of the value of the intangible
assets transferred, with an absolute maximum of $2 million. In addition, the rule
would apply only to transactions with total asset value under $10 million. These re-
strictions on the application of this rule guarantee that it could be used only by
small businesses which have asset bases that are overwhelmingly intangibles. These
are the businesses that are injured most sharply by the procrustean rule 4 proposed
by H.R. 4210.

4Procrustes, a mythical Attican lodgekeeper, applied the "one-size fits all" concept literally.
He is best known for his peculiar means of ensuing a snug sleep for his guests. The generally
accepted myth is that Procrustes (literally, "stretcher") maintained only one iron-framed bed in
his lodge, which fit his own physique perfectly. He would invite travellers to spend the night
in his care. Once they fell asleep, Procrustes would either use a rack to stretch the bodies of
his shorter guests, or saw off the feet (and/or heads) of his taller guests, until they fit the bed
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This change would have very little effect on Treasury revenues and no loss of clar-
ity and simplicity. While many thousands of heating oil companies would suffer the
unfairness of H.R. 4210 to their asset values and credit lines, Treasury revenues
are directly affected only by those that sell out in a given year. That number is ex-
pected to continue in the annual range of approximately 26 to 60 companies, most
from 1 to 5 million gallons, and some in the 5 to 10 million gallon range. In total,
about 100 million gallons t per year are sold.

The price currently paid for a retail home heating oil customer list varies by mar-
ket and state but averages, currently, about $.40 per gallon of sales. Thus, the total
value of annual transactions in the industry is about $40 to $50 million of which
some 76 to 80 percent represents the intangible assets. The total value of all intan-
gible assets sold is approximately $32 to $40 million, of which under current law
perhaps 10 to 20 percent or $4 to $8 million is goodwill, another 25 to 40 percent
or $8 to $16 million is the covenant not to compete and the balance, or about $16
to $20 million represents the value of customer lsts.

If one assumes that typically the covenant not to compete runs for 6 years and
the customer list for 7 years, the annual intangible amortization from sell outs
being taken under current law totals about $4 to $5 million.

By way of comparison, if a modification is made to H.R. 4210 that affords more
economically realistic treatment, there would be no loss in revenues to the U.S.
Treasury compared to current law. For example, if the heating oil industry were al-
lowed to continue to amortize non-compete contracts in small transactions over their
useful life of 5 years, up to a maximum of 40 percent of the value of the intangibles
in the transaction, but in no event greater than $2 million, and customer lists and
goodwill could be amortized over 14.years, the total annual amortization using such
a formula would be approximately $3.9 to $4.9 million. Thus, such a change would
be approximately revenue neutral to the Treasury. 5

In contrast, if the 14 year amortization period now proposed in H.R. 4210 is made
applicable to the heating oil industry, the amount of intangibles deducted annually
would be about $2.3 million ($32 million divided by 14) to $2.8 million ($40 million
divided by 14). Thus, H.R. 4210 would generate about $1.6 to $2.1 million more rev-
enues from the heating oil industry than the modified proposal.

In short, a major problem in fairness for many thousands of small family-owned
companies could be resolved with a de minimus change in Treasury revenue and
no loss from current law. We believe that equity demands a simple modification
such as this.

PREPARED STATEMENT OF ROBERT S. COOPER

In the electronics industry that intellectual property is short-lived and must be
constantly renewed. How this intellectual property is treated by U. S. tax law can
have serious effects on our competitiveness and the way we conduct business. In
particular,, H.R. 4210, in extending the current depreciation schedule to fourteen
years on high technology. is economically unrealistic. Technology does not last four-
teen years.

We recognize that in many industries, a significant level of controversy exists be-
tween taxpayers and the I.R.S. over how to depreciate acquired intangible assets.
And we do support the many efforts to bring increased certainty ead simplicity to
the tax code. After all, because we compete in an extremely volatile industry, we
would appreciate a sense of stability in the tax code. Nevertheless, we have some
very serious concerns about the adverse impact this legislation would have on the
ability of American companies to commercialize technology. Specifically, we are ask.
ing that the Committee amend the bill so as to: (1) exempt the purchase or license
of high technology intellectual property from the fourteen.year depreciation schedule:
and (2) provide a special rule that would apply to the acquisition of a small high
technology conpano.

In the fast-paced electronics industry, the value of technology evaporates rapidly.
Under current law, we typically depreciate technology in five years or less. By impos.
ing a fourteen year depreciation schedule on technology, the Congress would increase

as well as he did. In either case, the guests would be dead by the time they comfortablyy" fit
in Procrustes' bed. Procrustes would then avail himself to all their gold.8 This is a "worst case" analysis, since it assumes that the maxmum 40 percent will be allo-
cated to the covenant in all cases. This will not occur, because some transactions will exceed
$5 million (and the cap of $2 n-tillion vill apply) and other transactions will allocate less than
40 percent to the covenant because of the seller's resistance to receiving this much of the sales
price as ordinary income rather than as capital gains with a lower tax rate. Thus, the actual
revenue impact will be more positive than this analysis suggests.
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the writeoff period by at least three times its current life. We estimate that such an
extension will raise the after-tax cost of new technology by 12-20%. Because most of
the technology acquisitions involve infant technology not yet brought to market few
electronics companies would benefit from the offsetting ability to amortize goodwill.
Hence, for all practical purposes, this legislation imposes a 12-20% "sales tax' on
new technology when acquired by American companies. A tax increase this big on
an investment in capital-knowledge capital-is sure to handicap American compa-
nies in their efforts to compete globally.

THE INTANGIBLES LEGISLATION HINDERS THE AMERICAN ELECTRONICS INDUSTRY FROM
COMMERCIALIZING TECHNOLOGY FASTER

In the electronics industry today, no priority is more important than reducing the
time needed to transform new technology into a commercial product. In some indus-
tries, as their product lines mature, the rate of innovation slows and the lives of
the products get extended. In our industry, just the opposite occurs. As we mature,
the rate of innovation only increases. Indeed, the rate of change in the electronics
industry continues to accelerate at a dizzying pace. Our product life-cycles are get-
ting smaller and smaller with each new generation of products. Moreover, because
American electronics companies seek to maintain worldwide leadership, we cannot
be content to keep up with the rate of change in our industry; we must work to
increase it. Consequently, we must reduce the time it takes to bring outstanding
new products to market.

Yet, even as the pressure to speed up the development process continues to mount,
technology has become more advanced and specialized. It has reached the point
where even the largest, multi-billion dollar electronics companies cannot develop ex-
pertise in all of the technologies used in their products. d even if the expertise
existed, no company can single-handedly afford the spiraling R&D costs and huge
capital investments that are required to commercialize the new technologies on the
shorter ) time-line:

Hence, AEA companies are becoming more specialized. We are focusing in-house
R&D spending on our core competencies--those areas of technology where we have
a strategic expertise. Then to access other key tecimologies, we coordinate with
other companies. We form multi-company alliances, enter joint-ventures, cross-li-
cense technology, and purchase intellectual property. In short, market conditions
have forced our industry to develop a sophisticated, informal network for transferring
and sharing technology among private companies. We have had to abandon the
"Lone Ranger" approach and share many key technologies with those we must
fiercely compete with later. As David Nagel, the Senior Vice-President for Advanced
Development at Apple Computer, Inc. has said in reference to Apple's highly visible
collaboration with 1.B.M., "We must have the courage to cooperate in the morning
and the ability.., to compete in the afternoon."
Many in Congress have been encouraging our industry to cooperate by sharing

technology. Yet, this legislation discourages many types of technology sharing by im.
posing a 12-20% tax on technology transactions such as licensing and outright pur-
chases. And since the cost of new technology is already high, this tax increase serves
as a penalty for transferring technology to those who will invent and improve Amer-
ican products.

THE LEGISLATION PENALIZES TECHNOLOGY RISK-TAKING

A company is taking a substantial risk by investing in the purchase of infant tech.
nology because it may turn out to be unusable in their products. If so, an expensive
asset can become immediately useless. As a point of fact, the failure rate of tech-
nology purchases is very high. When an acquisition goes sour, a company will nor-
mally sift through the technology for a few useful concepts and discard the rest.
Under current law, we can dispose of the asset--or the useless portion of the asset--
from our tax books immediately. But under the proposed rules in the intangibles
legislation, the company is required to write-off the entire investment over fourteen
years as long as any concept, however small, is salvageable. Hence, a company
would have to depreciate expensive technology over fourteen years even though 90%
or more of the asset's value might have evaporated in the first or second year! As
a result, this legislation increases the down-side risk of purchasing technology, there-
by discouraging risky investments and experimentation with new technologies.

THE INCIDENCE OF THE INCREASED TAX BURDEN WHICH ARISES FROM TIUS
LEGISLATION WILL FALL PRIMARILY ON AMERICAN COMPANIES

The extended depreciation schedule would apply only to technologies that are re-
tained in the United States. If the title of the technology is transferred abroad, then
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it will be subject to foreign amortization schedvies (normally five years or less).
Hence, an American company seeking to buy American technology will face a 12-20%
after-tax markup that a foreign company seeking the same technology is exempted
from. Put differently, American technology is priced higher for American companies
than for foreign companies.

Many foreign companies have done an outstanding job of shopping for promising
technology in the United States, commercializing it overseas, and exporting the re-
sulting products all over the world. We do not begrudge foreign companies these
successes. We believe in open technology markets, and are confident that we can
compete in them. But we do get concerned when American legislation would impose
a sales tax on technology that is only collected from U.S. companies. Such a policy
would encourage the exporting of American technology rather than the exporting of
American products.

ThIS LEGISLATION IS ESPECIALLY PAINFUL FOR SMALL, NON-VERTICALLY INTEGRATED
COMPANIES

Whine every company in our industry, from start-ups to major corporations is
having to become more focused and share technology with others, it is the smaller
companies that are most adversely affected by this legislation. Large companies are
more vertically integrated, and they have substantially larger R&D budgets. Hence,
they are less inclined to purchase technology from other companies. In contrast
small companies with only a few R&D engineers, a much smaller R&D budget, and
a very focused R&D agenda are more inclined to license and purchase technology
from other companies. Hence, the burden of the implicit technology sales tax will fall
on small companies.

When large companies do look for new technology, they have many more options
than smaller companies in sharing technology, most of which are unaffected by this
legislation. For example, it is principally the larger corporations who can afford to
join the maior technology alliances and consortia. The entrance costs are often pro-
hibitively high for a small, under-capitalized technology company. Moreover, it is
the larger companies who have enough R&D personnel to spin off a technology joint-
venture. Small companies rarely have researchers that they can spare for jointly
owned subsidiaries. In all of these options, large companies can avoid the adverse
consequences of the intangibles legislation.

In contrast, smaller companies collaborate and grow together by licensing tech-
nology, purchasing technology rights, and buying olher small companies. Yet, these
transactions are all very negatively affected by the legislation. Hence, while large
companies have many ways to share technology and avoid the longer depreciationlife for technology, smaller companies have fewer options to avoid the fourteen-year
life. By virtue of having fewer options to share technology, it is the smaller, non-verti-
cally integrated companies who suffer the most from the uniform depreciation sched-
ule.

THE LEGISLATION WOULD ALSO HURT THE ABILITY OF AMERICAN START-UP COMPANIES
TO ATTRACT VENTURE CAPITAL

One factor given serious consideration by a venture capitalist is whether or not
the start-up company seeking funding has a viable "exit strategy." If the company
is unsuccessful in sur giving independently, can the investment be salvaged by sell-
ing the company or its technology to an established company? Because of the after-
tax markup and the difficulty in disposing of useless technology, this legislation will
make the start-up a less attractive acquisition t buyers. In addition, the acquiring
company might negotiate down the ,purchase price by 12-20% in order to force the
incidence of the intangibles legislation upon the entrepreneur. So whether a failed
company cannot sell its technology, or whether it is forced to accent a lower selling
price as a result of the intangibles legislation, venture capitalists will get a lower ex-
pected return on their investment. Consequently, they will be less inclined to risk in.
vestments in various companies.

THE LEGISLATION WOULD RETARD AMERICAN EFFORTS TO DEVELOP NATIONAL CRITICAL
TECHNOLOGIES

In recent years, much attention has been devoted to assessing the status of Amer-
ican efforts in developing critical technologies. The Report of the National Critical
Technologies Panel convened by the Office of Science and Technology Policy, was
issued in 1989. The Department of Commerce issued a report, Emerging Tech.
nologies: A Survey of Technical and Economic Opportunities in 1990. Theprivate
sector Council on Competitiveness also issued the report, Gaining New Ground:
Technology Priorities for America's Future in 1990. The Department of Defense is-
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sued the Critical Technologies Plan in 1991. Most recently, the National Academy
of Sciences issued its report, The Government Role in Civilian Technology: Building
a New Alliance, in a Senate Commerce Committee hearing earlier this year. While
these and many other reports do not agree on a comprehensive list of critical tech-
nologies or how to proceed on technology development, they do all indicate that tech-
nology development should be considered critical in this country. Congress, for its
part, has introduced many legislative proposals in an effort to spur technology
growth in our country. One such program at the Department of Commerce, the Ad-
vanced Technology Program, is already operational.

Yet, the intangibles legislation before you today would hinder the development of
many critical technologies by making technology licensing and technology purchasing
sinificantly more expensive and risky. The legislation will impact the development
of technologies as diverse as semiconductor manufacturing equipment, advanced
video displays, laser technology, high-definition imaging, computer systems tech-
nology, optoelectronics, space, satellite, and electronic navigational technologies.
When one entrepreneur has advanced a critical technology as far as he can, public
policy should encourage him to pass the baton to another who can advance the tech-
nology further. It would be a serious mistake to inhibit the development of these and
other future technologies in the United States by making the costs and risks of trans-
ferring technology significantly higher.

The House of Representatives had the foresight to recognize that software tech-
nology must be treated differently from other intangible asset.3. We commend their
vision. But today, we are here to argue that a plethora of critical technologies--some
not yet even imagined--.also merit separate treatment from the fourteen year amorti-
zation schedule,

EXAMPLES OF ACQUISITIONS OF 111011 TECHNOLOGY INTANGIBLE ASSEL'S

Trimble Navigation Limited is an example of one company in the aggressive U.S.
GPS industry striving to maintain a competitive edge m rapidly expanding world
markets. This world market opportunity was created by a 10-$12 billion American
taxpayer investment. U.S. industry has an early lead, but the final outcome depends
on a level worldwide playing field. To secure this lead, Trimble must supplement
inhouse R&D, and extend its GPS technology with acquired or licensed application-
specific technology.

The following examples illustrate the negative impact of this proposed fourteen
year depreciation on both Trimble and its customers. Each example of a trade or
business resulted in a new product. Under the H.R. 4210, both the acquisition and
the resulting product would cost 12-20% more. This reduces Trimble's ability to bid
competitively for critical technologies, and retards the customer's ability to risk in-
creased investment in an emerging technology, like GPS.

In 1989, Trimble acq red GPS tracking system engineering know-how from TAU
Corporation. Trimble then developed a GPS-based vessel-tracking and monitoring
system. This product adds another level of safety in preventing disastrous oil spills,
such as the Exon-Valdes. U.S. commercial shipping is already investing in these sys-
tems to improve safety and to crease fleet operating efficiency. Because of already
tight profit margins, H.R. 4210 could result in slowing their investment in these
systems.

This GPS tracking know-how is also critical to the public and the Federal Avia-
tion Administration (FAA) in improving airport safety. GPS tracking technology will
help prevent airplane and vehicle collisions on airport runways similar to the recent
Los Angeles airort disaster. H.R. 4210, could not only impede Trimble's ability to
produce innovative products for these new safety applications, it could also slow the
American public's ability to use their own national resource technology.

Successfuly outbidding a foreign competitor, Trimble bought the intellectual prop-
erty of a company called Avion to enter the aviation collision avoidance business,
This emerging GPS market expands the U.S. civil aviation business,

The aviation use of GPS technology is potentially very valuable in public disasters
like the recent Oaklar.,.I/Berkeley fire. Aircraft dropping fire-retardant were ground-
ed at night for pilot safety. With GPS-based avionics, pilots could have dropped
chemical retardant in the dark and made more accurate daylight drops without en-
dangering ground-based fire-fighters. Unfortunately, a house burned every 11 sec-
onds until the fire was controlled. Using GPS aviation technology, could have helped
to contain this tragedy sooner.

CONCLUSION

The legislation to reform the amortization of tangible assets has admiral objec-
tives. But AEA is extremely concerned about its impact on our ability to develop
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American technology at an increasingly rapid pace. The legislation discoura es tech-
nology risk-taking-by making it difficult to abandon useless technology. The inci-
dence of the new tax burden from a longer amortization schedule would be borne
chiefly by American companies and would disproportionately hurt small, non-verti-
cally integrated companies. It would make start-up companies a relatively less at-
tractive venture capital investment, and it would hinder the nations's overall effort
to develop many national critical technologies. In short, this legislation has very neg-
ative technology policy ramifications.

For two hundred years our economy has been fueled by the manufacture and ex-
change of tangible commodities. But in the last quarter of this century, an informa-
tion revolution has changed the economic landscape. Adapting a now familiar
phrase, our nations faces a "new economic order." Strategic, national resources now
include more than just natural resources such as land, minerals, and fossil fuels;
they include intangible assets such as ideas and technology. We are moving increas.
ingly from material-based to knowledge-based production. By way of example, man-
agement visionary Peter Drucker estimates that between 1965 and 1985. Japan in-
creased industrial production two and a half times, and yet its consumption of raw
material and energy barely went up at all. How can this happen? Japan's manufac-
turing inputs are knowledge-intensive, not material-intensive. We are reaching the
point where the manufacture and sale of ideas is becoming at least as important as
the manufacture and sale of durable goods. In light of these new economic realities,
we must work now to cultivate these knowledge-based strategic resources so that
our country is resource-rich in the information age. Our nation cannot afford to slow
the construction of our national technology base by imposing a sales tax on new
ideas--critical factors of production--and increasing the risks associated with tech.
nology sharing.

The AEA's proposed changes to the intangibles legislation will be submitted in a
separate appendix to this testimony at a later date. We realize that our proposedamendments to the intangibles legislation make the legislation mildly less simple.
But we believe that a little less simplicity in exchange for the continued ability to
make capital investments in technology without increased costs and risks is a good
trade-off. We are confident that with a sound public policy environment that recog-
nizes the importance of new teclmology, our industry can continue to offer world
class jobs and export world class products.

Thank you, Mr. Chairman.
Attachments.

AMmcAN ELECTRONICS ASSOCIATION-1RECOMMENDED REVISIONS TO PROPOSED
SECTION 197

REVISION TO PROPOSED SECTION 197(e) TO EXCLUDE CERTAIN ImoH TECHNOLOGY INTAN-
GIBLE PROPERTY FROM H.R. 4210, SUBTITLE E., SEC. 4501. (SUBSTANTIVE CHANGES IN
ITALIC)

(e) EXCEPTIONS:

(7) CERTAIN HIGH TECHNOLOGY INTANGIBLE PROPERTY.-The term
"section 197 intangible" shall not include any-

(A) high technology intangible property acquired from a person that regu-
larly licenses, rents, or sells high technology based products in the ordinary
course of business to customers, provided that the acquired property is not,
except as provided in subparagraph (e)(8), licensed or purchased in a trans-
action directly or indirectly related to the acquisition of the assets constitut-
ing an entire trade or business.
Note: The exception for computer software contained in proposed section
197(eX3) of H.R. 4210 would be modified as appropriate to take into account
the computer software provisions of proposed section 197(e)(7).

(8) CERTAIN HIGH TECHNOLOGY TRADE OR BUSINESS ACQUISI.
TJONS-notwithstanding the provisions of subparagraph (e)(7)(A), the ternm "sec-
tion 197 intangible" shall not include high technology intangible property ac-
uired in connection with the acquisition of a high technology trade or

911siness-

(A) if the value of the high technology intangible property acquired as an
integral part of the acquired high technology trade or business represents a
substantial portion of the total value of the consideration paid to acquire the
intangible assets which are included in the acquisition of the high tech-
nology trade or business, and
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(B) the total value of the consideration paid to acquire the high technology
trade or business does not exceed $60,000,000, such value to be adjusted for
inflation under such rules as the Secretary may prescribe.

(Please refer to accompanying proposed Committee Report language.)

AMERICAN ELECTRONICS ASSOCIATION-RECOMMENDED REVISIONS TO PROPOSED
SEm17ON 197

COMMITTEE REPORT LANGUAGE TO ACCOMPANY REVISION TO PROPOSED SECTION 197(e)
TO EXCLUDE CERTAIN HIGH TECHNOLOGY INTANGIBLE PROPERTY FROM H.R. 4210,
SUBTITLE E., SEC. 4601

1. For purposes of proposed section 197(e)7XA):
(a) Rationale for exclusion of high technology intangible property-The Com-

mittee has excluded the license or purchase of high technology intangible prop-
erty from the scope of section 197, provided that it is unrelated, except for the
trade or business exception provided in proposed section 197(eX8), to the acqui-
sition of the assets comprising an entire trade or business, because it believes
that:

(i) if a vendor (including both a licensor and seller) regularly licenses or
sells high technology-based products to customers in the ordinary course of
its trade or business and the particular high technology intangible property
acquisition is not related to the purchase of an entire trade or business, the
acquisition from such a vendor does not raise significant valuation and
identification issues that, in part, have prompted the Committee to favor-
ably report H.R. 4210, and

(ii) since the current life cycle for high teclmology intangible property is
generally less than five years and rapidly declining, the acquisition of high
technology intanible property does not raise the significant amortization
period issues that also have caused the Committee to favorably report H.R.
4210.

(b) Definition of "high technology intangible property"--section 4601 of H.R.
4210 is legislation intended to clarify the tax treatment of intangible assets ac-
quired either through trade or business acquisitions or stand-alone transactions.
Generally the legislation incorporates the provisions of H.R. 3035, which was
introduceA by Ways and Means Committee Chairman Dan Rostenkowski (D-IL)
last year, and would require acquired intangible assets, including goodwill and
going concern value, to be amortized over 14 years.

Significantly, the Congress made revisions to the original bill. Most notably,
many types of acquisitions, including certain software, motion pictures, video
tapes, books and similar intangibles, were excluded from the types of acquisi-
tions subject to 14-year amortization.

Noticeably absent from this exclusion, however, were high technology intangible
assets. Such assets include technology developed in the areas of the physical
sciences, mathematics, engineering, and electronics. It includes technology related
to hardware, firmware (embedded code), software, know-how secret processes, and
other technical engineering, algorithmic or scientific principles, including but not
limited to patented, copyrighted, and unpatented technology as identified by Rev.
Procs. 69-19 and 69-21, and Rev. Rul. 64-66. Such proerty excludes goodwill and
going concern value, represents a discovery which is original unique and novel to
the developer, and is protected by the trade secret laws of the United States and
any state or instrumentality thereof. High technology intangible assets are formu-
lated by the process of research mid experimentation and are short lived, as is the
case with software and films.

Without change, this treatment of transfers of high technology intangibles
does not further the goal of tax simplification and would substantially increase
the after-tax cost of acquiring high technolo y intangibles.

It has been argued that high technology intangible assets are difficult to de-
fine and for this reason, they have not been excluded. Computer software
should continue to be defined by Rev. Proc. 69-21. One of the following four al-
ternative approaches could be used to define other high technology intangibles:

(i) know-how and intellectual property-the term "section 197 intangible"
would not include any formula, process, design, pattern, know-how, format
trade secret, or other similar item that is not acquired, except as provided
in proposed section 197(eX8), in a transaction (or series of related trans-
actions) that involves the acquisition of assets which constitute a trade or
business.
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(ii) know-how developed through research and experimentation--the term
"section 197 intangible" would not include any formula, process, design,
pattern, know-how, format, trade secret, or other similar item if:

(A) a substantial portion of the value of such formula, etc. is attrib-
utable to research or experimental expenditures paid or incurred with-
in the five year period immediately preceding the transaction, and

(B) it is not acqured, except as provided in proposed section
197(e)(8), in a transaction (or series of related transactions) that in-
volves the acquisition of assets which constitute a trade or business.

(iii) high technology know-how--the term "section 197 intangible" would
not include any "high technology intangible asset" that is not acquired, ex-
cet as provided in proposed section 197(eX8), in a transaction (or series of
related transactions) that involves the acquisition of assets which constitute
a trade or business.

The Treasury Department would be authorized to issue regulations that
provide guidance as to what types of intangible assets constitute "high tech-
nology intangible assets." Congress intends and expects that these regula-
tions will provide that the term "high technology intangible asset" shall in-
clude technology that relies on, the principles of the computer or the phys-
ical sciences, mathematics, engineering, or electronics that is formulated by
the process of research and experimentation, and computer software. Con-
gress intends that these regulations are to apply as of the effective date of
the new section 197.

(iv) electronics high technology know-how-the term "section 197 intangi-
ble" would not include any "high technology intangible asset that is not ac-
quired, except as provided in proposed section 197(eX8), in a transaction (or
series of related transactions) that involves the acquisition of assets which
constitute a trade or business.

The Treasury Department would be authorized to issue regulations that
provide guidance as to what types of intangible assets constitute "high tech-
nology intangible assets." Congress intends and expects that these regula-
tions will provide that the term "high technology intangible asset" would in-
clude, inter alia, technologies developed for incorporation into or use in ei-
ther the development of or manufactunnq of property within the following
2-digit Major Groups of Standard Industrial Classification code set forth in
Executive Office of the President, Office of Management and Budget,
Standard Industrial Classification Manual (1987): Major Groups 36, 36, 37,
and 38. Computer software would also be a "high technology intangible
asset." Congress intends that these regulations are to apply as of the effec-
tive date of the new section 197.

The Committee recognizes that as technology advances, the definitions of
technologygy derived from the physical sciences, mathematics, engineering,
and electronics" also will expand and will tend to become more specific. For
example, a contemporary enumeration of this technology would include in
addition to the technology existing when Rev. Proc. 69-19 and Rev. Kul.
64-66 were issued, circuit board designs, product designs of semi-conduc-
tors, space and satellite technology systems, biotechnology, advanced video
display technology, optoelectronics, superconductivity, applications specific
integrated circuits (ASIC) electronic navigation equipment, sound tech-
nology for computers higfi density television (HDTV), and X-ray lithog-
raphy, although Rdv. Proc. 69-19 and Rev. RU. 64-66 in their current form
are broad enough to encompass these items. Therefore, the Committee de-
sires to maintain the present law flexibility that will enable the definitions
of "technology derived from the ph sical sciences, mathematics, engineer-
ing, and electronics" to evolve as technology advances.

6) Definition of "computer software"--except as otherwise stated below,
the term "computer software" shall have the same meaning as it does in
Rev. Proc. 69-21, supra. Further, as in Rev. Proc. 69-21, "computer soft..
ware" shall include "computer programs," which programs may be ex-
pressed in either object or source code. The Committee recognizes that as
technology advances, the definitions of "computer software" and "computer
programs" also will expand and will tend to become more specific. For ex-
ample, a contemporary enumeration of "computer programs" would include,
in addition to the items specifically mentioned in Rev. Proc. 69-21, systems
integration software, network software, interactive programs and the digi-
talized text, graphics, sounds, and images that are capable of being in-
cluded as part of the systems or programs enumerated in the revenue pro-
cedure, although Rev. Proc. 69-21 in its current form is broad enough to
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encompass these items. Therefore, the Committee desires to maintain the
present law flexibility that will enable the definitions of 'computer soft-
ware" and "computer programs" to evolve as technology advances.

[Note: Sec. 2 of Rev. Proc. 69-21 states that "computer software" includes
all programs or routines used to cause a computer to perform a desired task
or set of tasks, and the documentation required to describe and maintain
those programs. The Rev. Proc. defines "computer programs" as including
operating systems, executive systems, monitors, compilers and translators,
assembly routines, utility programs and application programs. The above
discussion is intended to increase the specificity of the definitions contained
in Rev. Proc. 69-21 as follows:

"Computer software" encompasses all programs or routines,whether ex-
pressed in object or source code, used to cause a computer to perform a de-
sired task or set of tasks, the documentation required to describe and main-
tain those programs,and the algorithims, architecture, copyrights, patents,
trademarks, trade-secrets, and know-how related thereto. Computer pro-
grams of all classes for example, operating systems, executive systems, sys-
tems integration software, network software, monitors, compilers and trans-
lators, assembly routines utility programs, applications programs and
interactive programs and digitalized text, graphics, sounds and images that
can be included as part of such systems and programs are included. "Com-
puter software" does not include procedures which are external to computer
operations, such as instructions to transcription operators and external con-
trol procedures.]

(c) The Committee intends that the determination whether a person "regu-
larly licenses or sells high technology-based products to customers in the ordi-
nary course of business to be based on all the facts and circumstances. How-
ever, the Committee wishes to make clear that the vendor need not have pre-
viously licensed or sold products based on the high technology intangible prop-
erty in question as long as it regularly licenses or sells other high technology-
based products to customers in the ordinary course of its trade or business.
1hus, high technology intangible property that is newly created or newly modi-
fled, or is one-of-a-kind technology that has been custom designed for a particu-
lar user, will be excluded from section 197 if the licensor or seller regularly li-
censes or sells other types of high technology-based products to customers in the
ordinary course of its trade or business. Similarly, a new vendor, which has not
previously licensed or sold high technology-based products, nevertheless will
satisfy the "regular license or sale' test if it expects to actively engage in the
regular license or sale of high tecluology-based products to customers in the or-
dinary course of a trade or business.

It also is not necessary that the licensing or sale of high technology-based
products constitute the vendor's sole or principle business activity, provided
that licenses or sales to customers occur, or are expected to occur, in sufficient
volume and with sufficient frequency to indicate that the transactions are not
isolated or one-of-a-kind. For example, the licensing or sublicensing of a comput-
erized reservations system by an airline to travel agents within the airline's
service area would constitute the regular license of computer software. Like-
wise, the sale of computer software by a leasing company incident to the sale
of computer hardware following the expiration of a hardware lease and software
license would constitute the regular sale of computer software if the leasing
company is able to establish that such practice is a normal, repetitive part its
trade or business. On the other hand, the acquisition of a computer program
from a seller that does not regularly license or sell high technolog-based prod-
ucts to customers in the ordinary course of its trade or business ut merely is
seeking to dispose of software that is no longer useful in its business would be
excluded from section 197.

(d) In applying the exclusion contained in proposed section 197(e)(7XA), it is
irrelevant whether the vendor created the high technology intangible property
itself, licensed or purchased the high technolo y intangible property from an-
other person, or modified licensed or purchased high technology intangible prop-
erty for to sublicense or resale.

2. For purposes of proposed section 197(e)(8):
(a) Rationale for the exclusion of high technology intangible property acquired

in certain high technology trade or business acquisitions--The committee has
excluded the purchase of high technology intangible property acquired in the ac-
quisition of certain high technology trade or business because it believes that:
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(i) the value of small high technology trade or businesses consists pri-
marily of high technology intangible property, these trade or businesses do
not possess significant goodwill or going concern value, and the acquisition
of high technology intangible property by acquiring these trade or busi-
nesses does not raise significant valuation and identification issues that, in
part, have prompted the Committee to favorably report H.R. 4210. The
Committee intends to limit this exception to the acquired high technology
intangible property; section 197 intangibles acquired in connection with the
acquisition of a high technology trade or business would remain subject to
the amortization provisions of proposed section 197(a).

(b) Definition of "high technology trade or business"-the term "high tech-
nology trade or business" shall, for purposes of the exclusion, be defined to in-
clude any trade or business that, as its principle business activity, regularly li-
censes or sells high technology-based products to customers in the ordinary
course of its trade or business. The Committee intends that the determination
whether a person "regularly licenses or sells high technology-based products to
customers in the ordinary course of its trade or business" to be based on all the
facts and circumstances. However, the Committee wishes to make clear that a
new trade or business, which has not previously licensed or sold high tech-
nology-based products, nevertheless will satisfy the "regular license or sale" test
if it can establish that it expects to actively engage in the regular license or
sale of high technology-based products to customers in the ordinary course of
a its trade or business.

(c) For purposes of the requirement of proposed section 197(eX8) that the high
technology intangible property acquired represent a "substantial" portion of the
total value of the acquired high technology trade or business, the value of the
high technology intangible property acquired should be equal to at least 75%
of the total value of all of the intangible property acquired in the acquisition
of the high teclmology trade or business. The value of the high technology in-
tangible property acquired is to be determined based upon all the facts and cir-
cumstances and agreed upon by the parties to the transaction. Factors to be
considered include but are not limited to, the existence of an independent ap-
praisal report, the nature of the pre-acquisition research and development
spending of the acquired trade or business, and the pre-acquisition revenues
generated by the high technology-based products sold by the acquired trade or
business which incorporate the high technology property being valued. For pur-
poses of this valuation measurement, the Committee intends that the high tech-
nology intangible property be considered to include prior versions and all high
technology intangible property within the same high technology intangible prop-
erty category.

The high technology intangible property categories to be used for this purpose
are enumerated in the Committee's definition of high technology intangible
property.

(d) Clarification of the dollar limitation to the high technology trade or busi-
ness exclusion contained in proposed section 197(eX8)B)--The Committee in-
tends that the dollar value l imitation on the exclusion for certain high tech-
nology intangible property acquired in the acquisition of a high technology trade
or business function to limit the potential for significant valuation and identi-
fication issues that, in part, have prompted the Committee to favorably report
H.R. 4210. The Committee believes that the value of small high technology
trades or businesses consists primarily of high technology intangible property,
and that these trade or businesses do not possess significant goodwill or going
concern value. Therefore, the Committee expects that high technology trade or
businesses which satisfy the dollar-value limitation test of proposed section
197(e)(8XB), and can provide reasonable evidence that they satisfy the "substan-
tial" value test of proposed section 197(oe8)A), should, in the absence of sub-
stantial evidence to the contrary, qualify for the exclusion provided by proposed
section 197(eX8).

The Committee intends that the Secretary prescribe regulations to provide for
adjusting the dollar-value limitation provided by proposed section 97(eX8)(B) for
inflation. The Committee expects that the adjustment will be based upon a gen-
erally accepted measure of inflation for trade or businesses, such as the Pro-
ducer Price Index.
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PREPARED STATEMENT OF PETER L. FABER

Mr. Chairman and members of the Committee: My name is Peter L. Faber. I am
the Chair of the American Bar Association's Section of Taxation. With me is David
G. Glickman, Chair of the Section's Task Force on Intangibles. I am testifying today
on behalf of the American Bar Association at the request of Talbot S. D'Aleinberte,
President of the Association, to discuss simplifying the tax treatment of intangible
assets acquired in business purchases and the portions of H.R. 4210, the Tax Fair-
ness and Economic Growth Act of 1992, related thereto (the provisions of H.R. 4210
relating to the amortization of intangibles are hereinafter referred to as the "Bill").

GENERAL COMMENTS

We are pleased to have this opportunity to testify at these hearings on simplifying
the amortization of intangibles. We also appreciate the deliberate open hearing proc-
ess through which this issue is being considered. The Association believes that
through the open process of these public hearings, legislation may be carefully and
deliberately considered, thereby resulting in superior, legislation.

As we have testified in the past before this Committee, the Association unequivo-
cally supports simplification of the tax law. Simplification generally increases re-
spect for the tax system, enhances compliance and leads to a more consistent mid
predictable application of the tax law. By reducing uncertainty, simplification re-
duces the number of controversies between taxpayers and the Internal Revenue
Service (the "Service") and the costs for both taxpayers and the government associ-
ated with resolving such controversies. This increase in predictability and decrease
in controversy produces a more efficient tax system, but it may also require a trade-
off with respect to other laudable tax policy goals, such as accurate measurement
of net income- equity and fairness. Congress must strike a balance among these de-
sirable tax policy goals.

The amortization of intangibles is an area of the tax law that particularly requires
legislative change. Although simplicity in taxation may be difficult to define, it is
clear that the current state of law in regard to amortization of intangibles is uncer-
tain and complex under any definition. The amortizability of many intangible assets
is unclear and allocation questions are present in virtually all acquisitions of busi-
nesse , as virtually all existing trades or businesses possess intangible assets (such
as goodwill or going concern value). The depreciation rules for tangible assets have
been revised numerous times in the past eleven years, but the amortization of in.
tangible assets generally has not been addressed in recent legislation. 1

Treasury regulations have historically provided that goodwill is nonamortizable.
Other intangible assets, however can be amortized, if the taxpayer can demonstrate
that the asset has an ascertainable value separate from goodwill and a limited and
determinable useful life.In the context of the acquisition of the assets of a business,
taxpayers often clash with the Service over (1) whether a particular intangible asset
is distinguishable from goodwill; (2) whether the asset has a limited and determina-
ble useful life; and (3) the value of the asset. Because of the lack of statutory, regu-
latory or other guidance in this area, taxpayers and the Service each are often
forced to present detailed statistical and factual evidence and reports or testimony
in a "battle of the valuation experts."

The problem of distinguishing between nonamortizable goodwill and amortizable
intangibles can be illustrated by the acquisition of a business in which the seller
also enters into a covenant not to compete. It is a well-established principle of law
that the value paid to a seller of a business for a covenant not to compete with the
buyer is amortizable over the period of the covenant. While this sounds like a simple
concept, in practice the valuation of a covenant not to compete is particularly trou-
blesome. It is often hard to distinguish between and separately value goodwill and
a covenant not to compete. The Service can attempt to protect the fisc in this situa-
tion, but there are no real guidelines for the Service to use in determining the value
of the covenant not to compete and, as numerous cases show, the valuation of good-
will is always a difficult matter.

The magnitude of current taxpayer disputes with the Service over the amortiza-
tion of intangible assets is documented in a recent General Accounting Office report
("GAO Report").2 The GAO Report found that as of 1989 there were 2,166 open
cases in the Service's examinations, appeals, and litigation units involving the amor-

I In 1989, the amortization of principal sum payments for franchise acquisitions under Section
1263 was lengthened from 10 years to 25 years where the franchise has a value in excess of
$10,000.

2Tax Policy: Issues and Policy Proposals Regarding Tax Treatment of Intangible Assets (GAO/
GOD-91-88, released 8/12/91).
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timation of intangibles. The Service had proposed adjustments of over $8 billion in
thee" cases. In 70% of these cames, the Service challenged taxpayers primarily on
the classification of assets as intangible assets other than goodwill. In the other
30%, the Service challenged taxpayers' determinations of value and/or useful life.

The Supreme Court of the United States has recently granted a writ of certiorari
in a case involving the amortization of intangibles, Newark Morning Ledger Co. v.
United State, 946 F.2d 555 (3d Cir. 1991). In this case the government contends
that the taxpayer cannot amortize purchased customer lists for which it has estab-
lished both value and useful life because it has not established that the value of
the lists is separate and distinct from goodwill. Although the Court's decision in this
case may clariy~ some of the legal issues regarding the amortization of intangibles,
that decision is unlikely to reduce substantially existing and future factual con-
troversies between taxpayers and the Service regarding the amortization of intangi-
bias. We believe that mea simplification is not achievable without legislation.

The Association applauds Ohairman Bentsen, other Committee members and the
Committee staff for their desire and efforts to simplify the tax laws. It will never

be possible to eliminate all controversies between taxpayers and the Service over theamortization of intangibles, but the legislative approach embodied in the Bill would
represent a major step forward. Thus, the Association strongly supports the Bill.

in today's statement, I will address some of the broader policy issues implicated
by the Bill. A detailed technical analysis of the Bill will be submitted to the Com-
mittee and its staff in the near future.

SINGLE AMORTIZATION PERIOD

'! The Association strongly supports the Bill's use of one amortization period for all
intangible assets. The Association recognizes that a certain amount of distortion is
inevitable under a single recovery period system, but it believes that such distortion
is preferable to the potential classification disputes that would arise if different
classes of intangibles could be amortized over different periods.

At the same time, without holding up the legislation, we suggest that the Bill re-
quest the Treasury to study whether the useful lives of intangible assets vary sig-
nificantly across different industries or among different categories of intangible as-
sets. If significant variances do exist, consideration should be Oiven-to whether dif-
ferent amortization periods should be prescribed for different industries or different
intangible assets.

SCOPE

The Bill generally applies to all acquisitions of intangible assets irrespective of
whether they are acquired in connection with the acquisition of a business. There
are exceptions, hoeefreueae'nagble assets that are not acquired as
part of the acquisition of a trade or business. For example, the following types of
property, if acquired in the ordinary course of business, would not be "Section 197
intangibles" and thus would not be subject to 14-year amortization: covenants not
to compete; patents; copyrights; computer software; interests in films, sound record-
ings, video tapes, books, or similar property; and rights to receive tangible property
or services under a contract or granted by a governmental unit or agency or instru-
mentality thereof. In addition, there are other exceptions to the 14-year amortiza-
tion rule for certain other intangible assets, even if acquired as part of the acquisi-
tion of a trade or business (such as certain computer software which is readily avail-

4 able to the Feneral public and franchises to engage in professional sports). Thus,
the Association notes that the Bill does not reflect a consistent choice between cover-
ing (i) all acquisitions of intangible assets (the "all inclusive" approach), or (ii) only
those acquisitions of intangible assets that are a part of the acquisition of a trade
or business (the "narrow approach").

The all-inclusive approach generally solves all three areas of controversy-separa.
tion of goodwill and going concern value from amortizable intangibles, limited life,
and allocation of value-and thus promotes more transactional neutrality. Similar
rules would apply to all taxpayers who acquire similar intangible assets, regardless
of whether the intangible acquisition was part of the purchase of a trade or busi-

SThe legislative history of the Bill does not explain, nor are we aware of any tax policy reason
why the acquisition of professional sports franchises and item acquired in corection tlerewith
should be treated differently than other intangible assets. Section 1066 provides limitations on
the allocation of a portion of the purchase price of a professional sports franchise to player con-
tract#. If Section 1056 continues to apply to professional sports franchises and section 197 is
inapplicable, all three areas of controversy---separation of goodwill and going concern value from
amortizable intangibles, limited life, and allocation of value--will continue to exist in the context
of acquisitions of professional sports franchises.
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ness. Thus, this approach would avoid the potential that would exist for bifurcating
acquisitions if the Bill applied only to intangible assets acquired as part of the pur-
chase of a trade or business.'

On the negative side, the all-inclusive approach may not accurately reflect net in-
come. Requiring 14-year amortization of demonstrably shorter-lived assets or de-
monstrably longer-lived assets may significantly distort net income for various tax.
payers' mid may not reflect accurately the true economic depreciation of the ac-
qxured assets.

The narrow approach also has its advantages and disadvantages. It targets the
main area for which simplification is needed-acquisitions of trades or businesses.
Thus, it will limit the three main areas of controversy involving intangibles-sepa-
ration of goodwill and going concern value from amortizable intangibles, limited life,
and allocation of value among assets. Yet the narrow approach does not create the
distortions that would result when discrete assets with relatively easy-to-determine
limited lives are acquired. Narrowing the Bill to avoid such distortions need not vio-
late the Bill's simplification goal; the principal controversies that the Bill seeks to
minimize, distinguishing between goodwill/going concern value and amortizable in-
tangibles, arise only in the context of the purchase of a trade or business. In fact,
the stated purpose of this hearing is to consider the tax treatment of intangibles
acquired in business purchases.

However, the narrow approach can result in disparate treatment of taxpayers de-
pending upon whether or not they acquire a particular type of intangible asset as
a pait of the acquisition of a trade or business. In addition, one of the simplicity
advantages of the all-inclusive approach, avoiding the determination of when a
trade or business is acquired and, therefore when the Bill applies, is lost under the
narrow approach. We appreciate the difficulty of this issue. We note, however, that
the concept of acquisitions of trades or businesses being treated differently from dis-
crete asset purchases is already present in the law in Section 1060, dealing with
the allocation of value among assets and the required reporting of same, is present

in numerous other statutory provisions, and is also reflected in a number of places
in the Bill. Concerns regarding abuses of the narrow approach might be ameliorated
by directing the Treasury to exercise its authority to promulgate regulations regard-
i ng the issue.

To sum up, while the all-inclusive approach may be the most simple and result
in the most transactional neutrality, the narrow approach accomplishes simplicity
where it is most needed and may result in less distortion in the measurement of
net income. It is therefore recommended that the provisions regarding the amortiza-
tion of intangibles be applied only to intangibles acquired as part of the acquisition
of a trade or business.

AMSET-BY-ASSET APPROACH

The Bill's rules on dispositions require an asset-by-asset tax accounting approach.
In general, the Bill disallows the recognition of losses (the unrecognized loss is
added to the basis of the remaining intangible assets) but requires the recognition
of gain upon the disposition of an intangible. To calculate gain and loss on an asset-
by-asset basis, taxpayers will have to keep track of the basis of each of their intangi-
ble assets. Any portion of the purchase price in any acquisition attributable to in-
tangible assets will have to be allocated among those assets. Because some intangi-
ble assets are more likely to be sold than other intangible assets, taxpayers will
have an incentive to attempt to manipulate the purchase price allocation. The Bill's
asset-by-asset approach effectively reintroduces the very classification, valuation,
and duration issues that the Bill seeks to eliminate,

The Association recommends that the Bill adopt a unitary asset approach applica-
ble to each separate acquisition." Under this approach, all intangibles acquired in
a single transaction would be treated as one asset with one unitary basis. There

4For example, if the narrow approach were adopted and there existed sufficient economic ad-
vantage (considering transaction costs and the like), in connection with the acquisition of the
assets of a trade or business a taxpayer could exclude selected flingible intanolble assets and
then separately purchase them from a third party to avoid 14-year amortization. Likewise, a
taxpayer could attempt to separate a purchase of intagibles from a purchase of the rest of the
assets of a trade or business from the same seller. We believe, however, that the first situation
should not be considered a serious problem and that the second situation can be dealt with by
rules aggregating the seen*ngly separate purchases.

It should be noted that the distortions may balance out where assets are acquired in the
context of an acquisition of a trade or business, since the lengthening of shorter.lived assets may
be offset by the shortening of longer-lived assets.

SOther alternatives may be to treat all acquisitions of intangibles in each year as a unitary
asset, or to treat all acquisitions of intangibles regardless of the year as a unitary asset,
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would be no need to keep track of the basis of any particular intangible asset ac-
quired in that acquisition, drastically reducing the classification, valuation, and du-
ration disputes that exist under current law. Additional purchases that enhance the
original intangible would increase the unitary basis. Dispositions could be handled
in one of three ways.7

First, no gain or less could be recognized on the disposition of an intangible. In-
stead, the unitary basis would be reduced (but not below zero) by the amount of
the proceeds. To the extent that the proceeds exceed the aggregate basis, the tax-
payer would recognize the excess as income. This basis recovery method favors tax-payers.

Second, the taxpayer could include the full amount of the proceeds in its income.

The taxpayer would continue amortizing the unitary basis over the 14-year period
specified in the Bill. This method favors the fisc.

Third, the taxpayer could include in income that portion of the proceeds equal to
the amortization it had previously deducted. The balance of the proceeds would re-
duce unitary basis. The taxpayer would recognize income to the extent the balance
of the proceeds exceeded the unitary basis. This method is a blend of the first two
methods.

REVENUE IMPACT

We note that your Committee is constrained to report out only revenue neutral
legislation. It is the Association's position that, to the extent that necessary modi-
fications to the legislation to balance desirable tax policy goals result in revenue
losses, such revenue losses should be made up by such additional modifications of
the legislation as do the least harm to achieving the optimal balance of those goals.
Likewise, the Association believes that simplification legislation in this area should
not be used as a revenue raiser to spend on other revenue losing provisions.

RETROACTIVITY

Retroactivity and effective dates for tax legislation are complex issues. The Asso-
ciation's general stance is that retroactive laws are appropriate only in limited cir-
cumstances. H.R. 4210 contains a novel approach to retroactivity, providing retro-
active application of the new rules (with a longer amortization period) at the tax-
payer's election under certain circumstances. Although we are favorably inclined to
the idea of eliminating costly litigation for both the government and the taxpayer
over issues essentially resolved in the Bill, we have reservations about the particu-
lar approach adopted.

Is it wise to create a precedent for permitting either the government or the tax.
payer to have the option to choose which set tax laws will be applied to transactions
years after they have occurred? How can we make sure that taxpayers whose cases
have already been resolved are fairly treated by comparison with those whose cases
are still in controversy And what should be done about taxpayers whose cases were
never in controversy, or those who made irrevocable decisions to proceed on the
basis of the old law as they understood it? These are all difficult questions made
more difficult by the revenue implications of the elective retroactive application of
the Bill.

The Association can, however, endorse as a simplification measure the concept of
directing the Service to expedite the settlement of pending cases in a manner that
takes into account the principles of the Bill. Balancing the competing administra-
tive, policy, and revenue objectives is a difficult, but necessary, task for the Con-
gress in this complicated area.

Finally, when legislation of this significance is pending before Congress for one
or more years prior to adoption, substantial questions of reliance and fairness exist
with regard to transactions negotiated after introduction but before enactment of
the legislation. When the Bill is finally enacted, we would encourage consideration
of fair transition relief for such transactions.

EFFECT ON COMPETITrVENESS

There has been some discussion that most of the major trading partners of the
United States, with the exception of France and the United Kingdom, permit some
form of amortization of goodwill for tax purposes and, therefore, derive a competitive
advantage. The Association notes that, with respect to this issue, there are many
differences between each country's tax laws, including rates, and any comparison to

7 The Association would be happy to prepare a more detailed mnemorandum explaining these
methods.
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other countries' tax systems in regard to the amortization of goodwill must take into
account all of these differences. Moreover, we note that foreign corporations doing
business in the United States are generally treated the same as domestic corpora.
tions doing business in the United States in regard to the amortization of goodwill.

In summa, the Association congratulates the Chairman of the Committee, the
other Committee members and the Committee staff for their support for tax sim.
plification legislation. We also appreciate the deliberate open hearing process
through which this simplification legislation is being considered. We look forward
to working with the Committee and its staff in refining this legislation, which we
strongly believe deserves to be enacted.

I would be happy to respond to your questions. As I stated earlier, the Association
is in the process of preparing more detailed technical comments on these Bills and
will forward them to Committee add its staff as soon as they are completed.

PREPARED STATEMENT OF FRED T. GOLDBERG, JR.

Mr. Chairman and Members of the Committee: I am pleased today to present the
views of the Administration on proposals to amend the tax laws to provide certainty
concerning the tax treatment of purchased intangible assets. I am accompanied by
Hap Shashy, the Chief Counsel of the Internal Revenue Service.

Last October, Hap and I, together with my predecessor, Ken Gideon, provided Ad-
ministration testimony in support of H.R. 3035, a measure introduced by Chairman
Rostenkowski to simplify the tax treatment of intangibles. A modified version of
H.R. 3035 was included in H.R, 4210, as adopted by the Congress. My statement
today will focus on the differences between those two bills. A more extended discus-
sion of the Administration's views on the importance and parameters of intangibles
legislation is contained in our prior testimonies, copies of which are being provided
for the record.

Before turning to the specific differences between H.R. 3035 and H.R. 4210, 1
would like to offer a number of general observations.

Having seen the tax system from a number of perspectives-as a practitioner, as
Chief Counsel and Commissioner of the Internal Revenue Service, and now as As-
sistant Secretary for Tax Policy-I regard the legislation concerning intangibles as
the most important simplification measure under consideration by the Congress.
The current regime for taxing purchased intangibles:

* results in substantial uncertainty and the unequal treatment of similarly sit-
uated taxpayers;
* imposes needless transaction and administrative costs on taxpayers and the
Government;
* leads to frequent and expensive controversies between taxpayers and the In-
ternal Revenue Service; and
e deprives the Federal Government of substantial tax revenues that are prop-
erly due and owing.

No amount of after-the-fact enforcement and litigation can remedy the situation-
legislation is essential if we are to eliminate this source of waste, inefficiency, and
controversy.

I also want to emphasize my belief that the stakes go far beyond the issue at
hand. The legislation you are considerig is the product of more than 18 months
of cooperation among the Congress, the Administration, and the private sector. Inmany respects, it is the centerpiece of our simplification efforts. It is not perfect-
but there is no such thing as the perfect law. It is fair and reasonable; it achieves
its stated objectives and is consistent with fundamental principles of sound tax pol-
icy; and it is a dramatic improvement over the current state of affairs. I believe it
is the litmus test of our commitment and ability to achieve broad-based simplifica-
tion of substantive tax laws. If legislation along the lines you are considering cannot
be enacted I see little hope for our ability to simplify elsewhere.

Finally, i want to reiterate two principles that have shaped H.R. 3036 and H.R.
4210. First, to avoid lengthening the recovery period and reduce to a minimum the
complexity of allocating purchase price among intangible assets, we must strictly
limit the classes of intangibles that are excluded from 14-year amortization. Second,
the legislation must be essentially revenue neutral.

The remainder of my testimony provides the Administration's views on the pri-
mary changes to H.R. 3035, as reflected in H.R. 4210: (1) the modified or clarified
treatment of computer software, mortgage servicing contracts, movies, and govern.
ment-granted rights and licenses; and (2) provisions authorizing taxpayers to elect
retroactive application of the statute. In brief, we believe that the former changes
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are appropriate-they are minor modifications, largely clarifing in nature and con-
sstent with the intent and structure of the original legislation. In contrast, certain
aspects of elective retroactivity raise significant revenue and policy concerns.

ADMINISTRATION'S POSITION

Software. H.R. 3036 provided a 14-year amortization period for computer software
regardless of whether it was purchased on a stand-alone basis or in connection with
the acquisition of a trade or business. In our testimony before the Conumittee on
Ways and Means, we expressed the view that the proposed legislation should not
cover all software and supported a clarification to exclude purchases of nonexclusive
licenses to use commercially available software. We also recommended that Con-
gress adopt an explicit amortization period for such licenses, perhaps patterned
after the Internal Revenue Service's administrative safe harbor, Rev. Proc. 69-21,
1969-2 C.B. 303, which generally provides an amortization period of up to 6 years
for software that is purchased separately and treats the cost of software included
in the purchase price of a computer as part of the depreciable basis of the computer.

Under H.R. 4210, computer software is not subject to the 14-year amortization pe-
riod if it is offered on a nonexclusive basis to the general public and has not been
substantially modified for the user. Excluded software is generally treated in the
same manner as under current law, except that if it is subject to depreciation under
section 167, it is to be amortized over a 36-month period. This exclusion for
nonexclusive licenses to use commercially available software is consistent with the
suggestions in our prior testimony mid we support this change.

In addition, H.R. 4210 provides an exclusion (and 36-month amortization) for com-
puter software that is not acquired in a transaction (or series of related trans-
actions) involving the acquisition of assets constituting a trade or business or sub-
stantial portion thereof. As we understand the intent of this provision, it will gen-
erally apply when software is acquired unaccompanied by material ancillary busi-
ness assets, such as a workforce, equipment and trademarks. We believe such an
exclusion is consistent with H.R. 4210's treatment of patents, copyrights and similar
intellectual property. Therefore, we also support this change.

Mortgage servicing contracts. H.R. 3035 and H.R. 4210 both provide that cus-
tomer-based intangibles are subject to 14-year amortization. H.R. 4210 clarified that
the 14-year amortization rules do not apply to the acquisition of interests under ex-
isting indebtedness. Its legislative history explains that this exception includes
rights under a mortgage servicing contract to the extent the rights are treated as
stripped coupons (i.e., debt) under applicable law. We believe that this change is
consistent with the initial legislation, and we support it. In this connection, it may
be appropriate to clarify whether the free-standing purchase of a mortgage servicing
contract should be entirely excepted from 14-year amortization.

Films, sound recordings, videotapes and books. Under H.R. 3035, there was some
concern that free-standing purchases of interests in films, sound recordings, video-
tapes, books and similar property would have been subject to 14-year amortization.
H.R. 4210 makes clear that such interests are excluded unless they are acquired in
a transaction (or series of related transactions) that involves the acquisition of as-
sets that constitute a trade or business or a substantial portion of a trade-or busi-
ness. We do not oppose this provision.

We also note that if this exclusion is adopted Congress may wish to consider cou-
pling it with a provision modifying the income forecast method of depreciating films.
Hanging the income forecast method so that it clearly reflects the income of film
purchasers is appropriate on its own merits. It would contribute to the bill's overall
revenue neutrality.

Government contracts. H.R. 3035 excluded from 14-year amortization all licenses,
permits, and other rights granted by a governmentAl unit or agency thereof. In our
testimony last October, we supported this exclusion of government-granted rights of
an indefinite duration on the ground that such rights are effectively perpetual in
nature. H.R. 4210 would provide 14-year amortization for government-granted li-
censes, permits and other rights. Since our prior testimony, we have been persuaded
that as a result of technological advances and other circumstances, the economic
value of certain perpetual government-granted rights may have a finite, if indeter-
minable, economic life. In addition, as noted above, we believe the classes of intangi-
bles excluded from 14-year amortization should be strictly limited. Therefore, we no
longer oppose 14-year amortization for government-granted rights.

Retroactivity. H.R. 4210 differs significantly from H.R. 3035 in its effective date
provisions. H.R. 3035 was entirely prospective; it applied only to property acquired
after the date of enactment. H.R. 4210, on the other hand, includes two different
forms of retroactivity. First, a taxpayer may elect to apply the bill to all property
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acquired after the date on which H.R. 3036 was introduced (July 25, 1991). We do
not oppose this provision because it has permitted transactions to go forward in the
face of pending legislation, and because all parties to affected transactions have
been on notice anf have been able to negotiate accordingly. Our lack of opposition
is conditioned on covering the associated revenue cost and enactment of the underly-
ing legislation this year (ideally, before taxpayers are required to file returns that
would be affected by the election). Congress may also wish to consider changing the
date from July 25, 1991 to October 2, 1991, because the latter was the date when
Congress formally stated its intention to provide some form of elective application.

Alternatively, a taxpayer may elect to apply the bill to all property acquired in
taxable years that were open on July 26, 1991, unless a year subsequent to the open
year was closed on that date. If a taxpayer elects to apply the bill retroactively to
all open years, intangibles the taxpayer acquired on or before the date of enactment
are amortized ratably over 17 (rather than 14) years, and the Internal Revenue
Service is not required to pay interest on any overpayment that results from the
election. In addition, the Internal Revenue Service is not allowed to change the tax-
payer's method of amortizing certain intangibles that were acquired in closed years.

We oppose this latter form of retroactive application on revenue and policy
grounds. Recent information suggests that, as a result of this provision, H.R. 4210
would lose significant revenue.

From a policy sta ndpoint, the Administration has consistently opposed elective
retroactive application of the statute. We recognize that there are numerous con-
troversies between taxpayers and the Internal Revenue Service concerning the am-
ortization of intangibles, and that there will be more to come for years prior to 1992.
These disputes are costly to the private sector and the Government. We share Con-
gressional concern over the prospect of continued litigation gridlock, particularly
over issues of no ongoing significance. We would readily embrace a legislative solu-
tion that would resolve iiI open cases fairly, equitably, immediately, and at no addi-
tional cost to taxpayers and the Government.

Unfortunately, no legislation can achieve these objectives. While it is not a perfect
solution, we believe that the best course of action is to encourage taxpayers and the
Service to act promptly and reasonably in resolving existing disputes, and provide
continued congressional oversight until the stables have been cleaned.

We are particularly troubled by the current version of elective retroactivity:

(1) The provision would not achieve its stated purpose of resolving pending con-
troversies. Because it is elective, taxpayers who believe they have marginal cases
(or would enjoy a clear windfall) will elect retroactive application, but taxpayers who
believe they have strong arguments for amortizing intangibles over periods shorter
than 17 years will continue to litigate.

(2) The provision would confer substantial windfall benefits on certain taxpayers
who engaged in purchase transactions involving significant amounts of goodwill-
they will be far better off than they would have been under even the most pro-tax-
payer application of existing law. For example, consider a leveraged buy-out trans-
action dating back many years, which was priced on the basis that goodwill could
not be amortized. All of the benefits of a retroactive election to amortize goodwill
over 17 years would accrue to the purchasers; no benefits would accrue to the selling
public shareholders.

If Congress feels compelled to legislate some form of retroactive application, we
urge you to consider questions such as the following:

* In order to achieve the stated purpose of resolving all pending controversies,
would it be possible or appropriate to provide for some type of mandatory retro-
active application in all purchase transactions (perhaps subject to a dollar
threshold)?

# In order to prevent windfall benefits, would it be possible or appropriate to limit
taxpayers to the value of write-offs reflected in their return positions, or to some
discounted percentage of that amount to reflect litigation hazards, or to exclude
amounts imtially classified by the taxpayer as goodwill (recognizing that this
approach would reward aggressive behavior)?

* Should taxpayers who failed to elect purchase treatment be permitted to do so
in light of the retroactive law change?

* Given that taxpayers will only elect retroactively when they perceive it to be
to their benefit, would it ever be possible to achieve a recovery period that is
truly revenue neutral?

This concludes my testimony, Mr. Chairman. We will be pleased to answer any
questions which you or other members of the Committee may have, and look for-
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ward to working with you to achieve this all important step down the road-of tax
simplification.
Attachment.

RIbPONSE OF MR. GOLDBERG TO QUESTIONS SuBMIr'M BY SENATOR GRASSLEY

Question No. 1. What impact will proposals requiring the amortization of intangi-
bles over a 14 year period have on mortgage lenders that purchase servicing rights
that in many instances, currently have much less than a 14 year amortization pe-
riod? Will the housing market be adversely affected at all?

1Fesponse. As your question suggests, 14-year (or 16-year) amortization of pur-
chased mortgage servicing rights is generally less favorable than the treatment of
those rights under current law. Moreover, we recognize that this less favorable
treatment may constitute a particular hardship for taxpayers whose principal busi-
ness is mortgage servicing. fn my testimony on this issue, I said that we supported
an exception from the generally applicable amortization period for rights under a
mortgage servicing contract to the extent the rights are treated as stripped coupons
under applicable law. I also noted that it might be appropriate to clarify whether
the free-standing purchase of a mortgage servicing contract should be entirely ex-
cepted from the generally applicable amortization period. H.R. 11, as approved by
the Finance Committee, provides such an exception.

As to the effect of intangibles legislation on the housing market we have no rea-
son to expect any adverse impact. Although particular intangible assets will be
treated less favorably than under current law, other intangible assets will benefit
from the change. Moreover, a uniform amortization period will provide greater cer-
tainty and eliminate a major source of waste, inefciency, and-controversy. Thus,
the effect of the legislation on a broad sector of the economy, such as the housing
market, should be generally beneficial.

Question No. 2. If the problem regarding current disputes is addressed, shouldn't
we allow taxpayers to amortize intangibles even if the period of assessment has ex-
pied but the taxpayer has paid the alleged deficiency and filed a claim for refund
within the allowable amortization period? In other words, shouldn't the definition
of ".pen year" be expanded to include these situations where a refund is claimed?

Resonse. ,The Admiistration has consistently opposed the elective retroactive ap-
plication of intangibles legislation to open years. If, however, Congress feels com..
pelled to legislate some form of retroactive application, we do not believe there are

(olicy grounds, other than revenue considerations, for a distinction between intangi-
le issues that are open because the generally applicable period for assessment has

not expired and those that are open solely because a claim for reftud has been filed
with respect to the intangible. We note that H.R. 11, as approved by the Finance
Committee, treats a year as open if, as of June 16, 1992, the taxpayer had a pending
claim for refund involving intangible issues.

Question No. 3. If the current dispute problem is not addressed, to what extent
should we consider the reasonable expectations of the parties that relied on amortiz-
ing intangibles in calculating the purchase price of an intangible asset?

Response. The Administration believes that taxpayers generally should be able to
rely on the tax law as it exists at the time of a transaction in determining the tax
consequences of the transaction, and it has supported prospective-only effective
dates in this and other instances for that reason.

PREPARED STATEMENT OF ORRIN G. HATCH

Thank you Mr. Chairman. I would like to commend you for holding this hearing
on the timely subject of the amortization of intangible assets.

We have seen the need for simplification and clarification of the tax code concern-
ing the tax treatment of intangible as sets grow significantly in the last several
years with the total value of reported intangible assets jumping nearly sixfold be-
tween 1980 and 1987 from $45 billion to $262 billion.

The amortization of these intangible assets has become an area of conflict and fre-
quent litigation between the IRS and the taxpayer. According to a General Account-
ing Office report released in August 1991, IRS auditors challenged $23.6 billion in
intangible deductions in 1989.

At the heart of this conflict is the definition of goodwill. In 70 percent of these
cases, the IRS claims that the intangible asset is actually part of goodwill and there-
fore could not be written off. A clarification of existing law is needed to encourage
settlement of existing controversies on a basis that is fair to both taxpayers and the



122

IRS. Failure to clarify the law would mean that the proper treatment of intangible
as sets acquired by taxpayers would remain in doubt, pending costly litigation.

In the long run, a legislative solution is likely the beat answer in bringing some
order to the tax treatment of these assets. The bills we are discussing today all have
the same goals of clarification and simplification. Yet, they take several different ap-
proaches in reaching this goal, ranging from clarifying that amortization of the asset
is allowed if a value and reasonable life can be determined for that asset, to setting
a 14 year amortization period for all intangible assets, including goodwill.

Several controversies and concerns regarding the amortization of intangible assets
are not addressed by the legislation before us today, however. For instance, some
of this legislation would apply retroactively to purchases ah eady made. Is this good
tax Policy?

Then, there is the question of how to treat high technology assets such as soft-
ware and electronics. These high-tech items obviously do not have a useful life of
anywhere near 14 years, and have been given a useful life by the IRS of five years
or less. Increasing the amortization period would increase the cost of software prod-
ucts to consumers and the cost of acquiring new technologies. This would drive up
development costs and recovery periods, making U.S. com panies less competitive
with their international rivals According to former Treasury Undersecretary Nornan
Ture, a 14 year amortization period would raise the cost of using software to U.S.
firms by 16.6 percent to 23.1 percent depending upon a firm's tax circumstances.
While we all know that there are going to be winners and losers in any compromise
that is reached, we must examine the effects on all industries and ensure that one
industry is not disproportionately affected by any legislation passed by this Commit-
tee.

The treatment of disposition gain or loss for the assets must also be addressed.
We must be careful that we are not just pushing the audit issue back until the in-
tangibles are sold or become worthless. This wl not help simplify the tax code or
clarify Congressional intent.

Intellectual property is another area of extreme concern. We saw this in the tax
legislation recently vetoed by the President. The intangibles provision that became
part of that bill made clear that interests in films sound recordings, videotapes,
books, software, and similar property were not to fall within the general rule of the
bill. I think it makes good sense for us to adopt that same approach in any legisla-
tion passed by this Committee. Otherwise, our intellectual property industries, a
prized American trade asset, may be unnecessarily disrupted.

Any simplification proposal is going to involve trade-offs and the amortization of
intangibles is no different. There will be both winners and losers in all of the legis-
lation we are discussing today. What we must do is study those tradeoffs and decide
which approach will best simplify the tax code and give the taxpayers some cer-
tainty about the tax treatment of intangibles while maintaining the competitive
ability of American companies in the global economy. This hearing today is the first
step in that process and I look forward to heating the testimony of the witnesses
today and their insights into the issue before us.

Thank you Mr. Chairman.

PREPARED STATEMENT OF KENNETH J. KIEs

I. INTRODUCTION

The Amortization of Intangibles Task Force (the "Task Force") consists of industry
trade associations and corporations representing almost 600,000 insurance agents
throughout the United States. Its members include the Independent Insurance
Agents of America, the National Association of Insurance Brokers, the National As-
sociation of Professional Insurance Agents, and the National Association of Casualty
and Surety Agents. It is committed to the proper Federal tax treatment of intangi-
ble assets, in particular as relates to customer-bosed intangibles, including customer
lists and insurance expirations.

The Task Force supports enactment of S. 1246 the "Amortization of Intangibles
Clarification Act of 1991," originally introduced by Senators Daschle and Symms
and currently cosponsored by 19 Sen.'tors, including 6 members of the Senate Fi-
nance Committee. S. 1245 would clarify existing law for all open tax years in a man-
ner that is consistent with (1) man of the judicial decisions that deal with the am-
ortization of customer-based intangibles, (2) the reasonable expectations of most tax-
payers who acquired these assets, and (3) the decision of the Senate Finance Com-
mittee in 1987 to reject legislation which would have eliminated amortization of cus-
tomer-based intangibles. The Task Force also supports enactment of similar legisla-
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tion currently pending in the U.S. House of Representatives, H.R. 1456, currently
sponsored by 18 House members.
The Task Force also supports enactment of Section 4501 of H.R. 4210, the "Tax

Fairness and Economic Growth Act of 1992." The genesis of this legislation is H.R.
3035, Chairman Rostenkowski's legislative pro pga]to simplify the tax treatment of
intangible assets. This legislation would generally provide for the 14-year amortiza-
tlon of intangibles and goodwill. It would achieve a significant Dimplificaton of the
tax law for many transactions by both eliminating the need to allocate purchase
price between goodwill and amortieable intangibles and eliminating controversies
aver the proper recovery period for such assets.

The Task Force's support for the 14-year rule of Section 4501 of H.A. 4210 is con-
tingent upon inclusion with that proposal of legislation which will clariify existing
law for intangible assets acquired prior to July 25, 1991, in a manner which is con-
,sistent with the reasonable expectation of taxpayers who previously acquired these
assets. That expectation, that these assets would be amortizable if the taxpayer
could demonstrate fair market value and useful life, has been retroactively jeopard-
ized by the position which the Internal Revenue Service ("I.R.S.") has taken in its
Coordinated Issue Paper on this topic. The Task Force believes that this result could
be accomplished by applying the concepts of S. 1245 to assets acquired prior to July
26, 1991. The Task Force also believes that the approach taken to addressing the
problems with respect to previously acquired assets by the 17-year rule of Section
4601 is acceptable, however, the 17-year period should be conformed to the general
14-year rule of the legislation.

We strongly believe that a clarification of existing law is needed to encourage set-
tlement of existing controversies on a basis that it fair to both taxpayers and the
I.R.S. The clarification of existing law offered by S. 1245 regarding the treatment
of intangible assets would not offend traditional notions of fairness that usually
weigh against enacting tax legislation which applies to prior transactions because
it would be consistent with the expectations of taxpayers when those assets were
acquired that those assets would be amortizable if taxpayers could reasonably dem-
onstrate their fair market value and useful life. Those expectations were reasonable
for the following reasons:

The historic tax policy explanation for prohibiting the amortization of goodwill
is that it has an indeterminate useful life. In light of this historic basis, it was
clearly reasonable for taxpayers to believe intangible assets with identifiable
ulseful lives and fair market values could be amortized.1

* Permitting the amortization of intangible assets with fair market values and
useful lives is consistent with the fundamental net income basis for computing
tax liability under the Federal income tax system. Not permitting amortization
of an intangible asset that generates a stream of income effectively results in
a gross income tax system.

* The expectation of taxpayers which existed prior to 1987 was reinforced by the
decision of the Senate Finance Committee, and ultimately the Congress, in 1987
to reject a proposal by the staff of the Joint Committee on Taxation to prohibit
the amortization of intangible assets. The Joint Committee staff projected that
this proposal would increase revenues by $320 million for the 1988-90 period.
Interestingly, the Joint Committee staff described current law in a way which
was clearly consistent with the belief ot taxpayers that assets that had deter-
minable lives and fair market values were amortizable:

Taxpayers may take depreciation or amortization deductions for the ex.
haustion, wear, tear and obsolescence of property (sec. 167(a)). No such de-
ductions are allowed, however, with respect to property that is not a wast-
ing asset or property whose usefud life cannot be estimated with reasonable
accuracy. Deductions are generally allowed for the costs attributed to such
intangible assets as patents or other statutory or contract rights that exist
for specific, non-extendible period of time. However, because goodwill does
not have a determinable useful life, no depreciation deduction is allowed
with respect to that intangible asset. Accordingly, the portion of the pur-
chase price of a business that is allocated to goodwill may not be amortized
or depreciated. Goodwill has been defined as the expectancy of continued

'Moreover, the historic judicial basis for prohibiting the amortization of goodwill is factually
peculiar at best, involving a United States Supreme Court case involving the amortization of
goodwill associated with a brewery following enactment of prohibition. Clark v. Haberle Crystal
Springs Brewing Company, 280 U.S. 38A (1930). It appears this was a clearly result driven deci.
sion which was reached with little attention to sound tax policy.
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patronage, for whatever reason, or as "the probability that old customers
will resort to the old place."

* Prior to the issuance of the Coordinated Issue Paper, the general I.R.S. practice
and procedure was to settle controversies with taxpayers involving intangible
assets by negotiating over the fair market value and useful life, not to disallow
amortization entirely.

* Many judicially-decided controversies involving ta.Lpayers were resolved by per.
mittin the amortization of customer based intangibles over their usefullies
and fair market values.

P Representatives of the I.R.S., Treasury Department and the Justice Department
all concede, at a minimum, that the state of the law in this area is confused.
For example, the Solicitor General, in not opposing the petition for writ of cer-
tiorari of the taxpayer in the Newark Morning Ledger case which the U.S. Su-
preme Court recently agreed to hear, stated as follows:

We agree with petitioner, haiwever, that this case involves a recurring
issue of substantial administrative importance that has given rise to incon-
sistent reasoning and inconsistent decisions among the circuits. We there-
fore do not oppose the granting of certiorari in this case.

II. TE I.R.S. COORDINATED ISSUE PAPER

The Task Force was originally formed in 1987 in response to legislation consid-
--red by the Congress as part of the Omnibus Budget Reconciliation Act of 1.987
which would have provided, as a matter of law, that customer-based intangibles andsimilar items were nonamortizable. The Task Force at the time, along with many
other affected taxpayers, vigorously argued that adoption of such legislation, would
distort economic income by preventing the recovery of the cost of what clearly are
wasting assets. The Senate Finance Committee rejected this proposal, and ulti-
mately the Conference on the 1987 legislation rejected the House proposal which
would have provided for this result. Conference Report of the Omnibus Budget Rec.
onciliation Act of 1987 to Accompany H.R. 3546, Report 100-495 (1987) at 936-38.

The Task Force again became active last year in response to the issuance by the
I.R.S. in 1990 of a Coordinated Issue Paper regarding the amortization of customer-
based intangible assets. The Coordinated Issue Paper takes the position, as a matter
of law, that intangible assets that are customer-based and are acquired in an acqui-
sition where goodwill or going concern value is also acquired, are per se
nonamortizable. The Task Force believes the Coordinated Issue Paper is an incor-
rect statement of current law, represents bad tax policy, represents a retroactive
change of position by the I.R.S. in this area and represents an attempt to accom-
plish admidstratively what the Congress rejected as a legislative proposal in the
1987 budget reconciliation legislation. Under current law, intangible assets are am-
ortizable, provided that such assets have an ascertainable value separate and dis-
tinct from goodwill and going concern value, and such assets have a reasonably de-
terminable useful life. It believes enactment of S. 1245 would put to rest the con-
troversy cawued by the Coordinated Issue Paper. Therefore, the focus of our state-
ment will be on the need to clarify existing law with respect to customer-based in-
tangible assets.'

11. CURRENT LAW

The current state of the law regarding the amortization of intangible assets gen-
erally is bamd upon Treasury Regulations and case law. Although the Treasury
Regulations do not specifically address custonter-based intangibles, they do s.t forth
rules with respect to intangibles in general. Treasury Regulation §1.167 (a)-3 pro-
vides that:

If an intangible asset is known from experience or other factors to be of
use in the business or in the production of income for only a limited period,
the length of which can be estimated with reasonable accuracy, such an in-
tangible asset may be the subject of a depreciation allowance.... No deduc-
tion for depreciation is allowable with respect to good will.8

'Description of Possible Options to Increase Revenues Prepared for the Conumittee on Ways
and Means, Stal of the Joint Conmmttee on Taxation (1987) at 146.

STreas. Re?. §1.167(a).3 corresponds in part to §167(a) of the Code. Section 167(a), however,
does not specifically prohibit the amortization of goodwill.
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Simply stated, therefore, as long as an intangible asset has a limited useful life that
can be estimated with reasonable accuracy, a depreciation deduction rill be allowed,
but no deduction Is permitted for goodwill.

Tie above regulation has provided the basis for a significant body of case law re-
garding unortization of customer-based intangibles. For some time, the major case
on this issue has been Houston Chronicle Ptbiszhing Co. v. U.S., 481 F.2( 1240 (6th
Cir. 1973). That case involved an acquisition of the assets of a daily newspaper by
tie Houston Chronicle Publishing Co. (the "Chronicle"). The acqtured assets in.
eluded all of the target corporation's subscription lists, the coat of which lhe Chron-
icle amortized for tax purposes over a period of five years. The I.R.S. disatllowed the
amortization deductions, arguing that customer-based intangibles are insep arable
from goodwill and, therefore, are nonamortizable as a matter of law. The I.R.S. ar
guen bTr a "tiass asset rule." that customer lists are presumed to be a part o f good-
wi, and thus nondepreciable.
The Fifth Circuit held ini favor of the taxpayer. First, it, rejected the LR..'st "mass

asset" theory in favor of a fact s-rdd-circuinstances test. In so doing, the court tat.d:

We reject .... the establishment of a per se rule and a monolithic "mass
asset" theory that wodd amalgamate all subscription lists with goodwill.

Our view--that amortizability for tax purposes must turn on factual
bses-is more in accord with t le realities of modern business technology
in a day when lists are bartered and sold as discrete vendible easets. Ex-
treme exactitude in ascertaining the duration of an asset is a paradigml, that
the law does not demand. All that the law and regulations require is rea-
sonable accuracy in forecasting the asset's useful life. Id. at 1253, 1254.

The Fifth Circuit in Houston Chronicle also formulated the following two-pronged
test that must be satisfied by taxpayers in order to amortize an ntangible asset:

intangible capital assets . ..may be depreciated for tax purposes if tax-
payer sustains his burden of proving that [they] (1) have an ascertainable
value separate and distinct from goodwill and (2) have a limited usefid life,
the duration of which can be ascertained with reasonable accuracy. Id. at
1251.

The test has been applied by many courts throughout the U.S. since 1973.
Not only is the two-pronged Houston Chronicle test followed by courts throughout

the country, it also was the stated published position of the I.R.S. prior to the issu-
ance of the Coordinated Issue Paper. In the year following Houston Chronicle, the
I.R.S. issued Rev. Rul. 74-456, 1974-2 C.B. 65, in which it acted on a request to
reconsider its positions previously set forth in Rev. Rul. 66-175, 1966-2 C.B. 41,
and Rev. Rul. 65-180, 1965-2 C.B. 279. Those two prior rulings concluded that the
value of existing insurance policies and insurance expirations were deemed to con-
stitute goodwill, the cost of which was nonamortizable. Relying on Houston Chron.
icle, Rev, Rul. 74-456 stated:

Rev. Rut. 65-175 and Rev. Rul. 65-180 are modified to remove any implica-
tion that customer and subscription lists, location contracts, insurance expi-
rations, etc. are, as a matter of law, indistinguishable from goodwill pos-
sessing no determinable useful life. The depreciability of assets of this na-
ture is a factual question, the determination of which rests on whether the
taxpayer establishes that the assets (1) have an ascertainable value sepa-
rate and distinct from goodwill, and (2) have a limited useful life, the dura-
tion of which can be ascertained with reasonable accuracy. Id. at 66.

That the above statement precisely follows the holding of Houston Chronicle made
it clear that the I.R.S. agreed, at least publicly, with the legal standard set forth
in that case.

In the more recent case of Newark Morning Ledger Co. v. U.S., No. 90-637 (3rd
Cir. 1991), reversing 734 F.Supp. 176 (D.N.J. 1990), a similar issue was decided in
favor of the I.R.S. The Third Circuit there held that the taxpayer had not met its
burden of establishing that newspaper subscription lists were separate and distinct
from goodwill. We believe that case was incorrectly decided for a variety of reasons
including, but not limited to, the fact that the lower court clearly found as a factual
matter that the taxpayer had demonstrated the value of the customer lists separate
and distinct from goodwill. Moreover, there was no evidence in those findings to
support the apparent conclusion of the Third Circuit that there was reversible

58-397 0 - 92 - 5
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error. 4 Finally, as indicated later in this testimony, this result is clearly inconsistent
with sound tax policy. The United States Supreme Court has recently agreed to re-
view the decision of the Third Circuit in Newark Morning Ledger case but a decision
is not expected until February of 1993.

The case of Panichi v. U.S., 834 F.2d 300 (2d Cir. 1967) involved a similar type
Of intangible a customer list. There the taxpayer had purchased a small portion
of a trash collection company's list of customer routes as well as some other equip-
ment. Other purchasers obtained the remaining route list..The I.R.S. ar ued that

the lists were as a matter of law, inseparable from goodwill. However the Court
of Appeals affrmed the District Court's finding that the customer list 4had a dl.
crete value, apart from goodwll ... ." Id. at 301.

In other contexts as well, taxpayers have been able to identify an intangible asset
value separate and distinct from goodwill. See, Computer & Software. Inc. v. Cont.
misioner, 64 T.C. 223 (1975) (involved the amortization of credit information file
in the context of an acquisition of three credit reporting companies); Citizen &
Southern Corp. v. Commissioner, 91 T.C. 463 (1988) (amortization of core deposit
bases, acquired by the taxpayer in the purchase of several banks); Richard Miller
& Sons. Inc. v. U.S., 547 F.2d 446 (Ct. Cl. 1976) (amortization of insurance expira-
tion lists acquired as part of insurance agency business); Manhattan Co. of Virginia.
Inc. v. Commissioner, 50 T.C. 78 (1968), (amortization of list of home pick-up and
delivery laundry customers permitted); and Donrey. Inc. v. U.S., 809 F.2d 634 (8th
Cir. 1987).

IV. AMORTIZING CUSTOMER-BASED INTANGIBLE ASSETS 18 CONSISTENT WITH TIlE BASIC
TAX POLICY OBJECTIVE OF MATCHING INCOME AND EXPENSE

As an economic matter, the purchaser of an ongoing business with stable, existing
customer relationships expects to earn a quantiliable income stream from those ex-
isting customer relationships, and can usually project with reasonable certainty the
average expected remaining useful life of those specific, identifiable customer rela-
tionships. The purchase price for the business invariably takes into account these
customer relationships and the projected income stream, just as the purchase price
takes into account the value of tangible personal property. The purpose of deprecia-
tion and amortization deductions is to facilitate the proper reporting of taxable in-
come on a net income basis, by permitting taxpayers to offset the costs of capital
expenditures for wasting assets against the income generated by those assets. As
a matter of sound tax policy, a taxpayer should be entitled to amortize its acquisi-
tion cost for customer-based intangible assets, regardless of whether those assets
are acquired as part of an ongoing business, provided the taxpayer can factually
demonstrate that the assets have a limited useful life, the duration of which can
be estimated with reasonably accuracy, and an ascertainable value separate and dis-
tinct from goodwill.

V. THE TASK FORCE SUPPORTS ENACTMENT OF S. 1245

S. 1.246, the "Amortization of Intangibles Clarification Act of 1991," originally in-
troduced by Senators Daschle and Symms and currently cosponsored 6y 19 members
of the U.S. Senate, would clarify that customer-based intangibles are amortizable
under current law. The legislation is specifically intended to clarify current law in
a manner consistent with numerous judicial decisions dealing with amortization of
customer-based intangibles. S. 1246 would amend the Code to provide statutorily
that the value of customer-based, market share and similar intangible assets are
amortizable over their useful life if the taxpayer can demonstrate through any rea-
sonable method that: (1) the intangible asset has an ascertainable value separate
and distinct from other assets, and (2) the intangible asset has a limited useful life,
the length of which can be reasonable estimated.

S. 1245 would apply to all open tax years. We note that the Department of the
Treasury has decided not to support S. 1246, in part because it traditionally opposes
"retroactive" legislation. However, although S. 1245 would apply to all open tax
years, its provisions would not adversely affect taxpayers who consummated trans-
actions in reliance on the tax law then in effect. As a clarification of existing law,
made necessary because of the extreme position taken by the I.R.S. in the Coordi-
nated Issue Paper, S. 1246 would bring certainty to the law and reduce costly con-
troversies. Moreover, we would note that testimony provided at the hearing of the
Ways and Means Committee on this issue on October 2, 1991, clearly indicates that
there is an abundance of confusion as to the exact current status of the law, particu-

4The members of the Task Force filed an amicus brief in the U.S. Supreme Court in support
of the petition for writ of certiorari by the taxpayer.
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larly in liht of the I.R.S. position. Normal concerns with respect to retroactivity
turn on the fact that changing an existing rule is inappropriate. Such a position is
not defensible when the objective Is to bring clarity to a situation ripe with con-
troversy and confusion. This point fi discussed in more detail in section VII of this
testimony.

VI. THE TASK FORCE SUPPORTS THE ENACTMENT OF H.R. 3035

Section 4501 of H.R. 4210 would add new section 197 to the Code which would
specifically allow the amortization of goodwill and most customer-based intangible
assets. A uniform 14-year amortization period would apply to all eligible intangible
assets. Thus, there would be no incentives, fo- either taxpayers or the 1.R.S., to
misclassify acquired assets.

This legislation should include provisions to encourage settlement of existing dis-
putes between taxpayers and the I.R.S. Making principles of S. 1245 applicable to
assets acquired prior to July 25, 1991, would accomplish this result. Consideration
should also be given to other possible revenue neutral elections available to tax-
payers intended to encourage settlement. For example, an election permitting tax-
payers to amend open returns for a 1-year window period following date of enact-
ment to elect the longer of a 10-year recovery period or the period of recovery
claimed on the original filed return may satisfy this objective. As indicated earlier,
the 17-year rule of Section 4501 of H.R. 4210 would also be an appropriate approach
to this problem.

VII. LEGISLATIVE SOLUTION WITH RESPECT TO PREVIOUSLY ACQUIRED ASSETS IS
NEEDED

As indicated earlier, some concerns have been raised with respect to the appro-
priateness of including with any intangibles legislation enacted, provisions which
apply to assets acquired prior to the effective date of the legislation. This issue has
on occasion been referred to as the "retroactivity" issue. We believe that this charac-
terization of the issue, and the concerns that -have been raised with respect to it,
are misplaced. Moreover, we strongly believe in light of the I.R.S.'s position in this
matter, and the substantial number of controversies pending in this area, that it
is highly appropriate and desirable for the Congress to include provisions with re-
spect to assets acquired prior to date of enactment which will ensure that taxpayers
receive tax treatment with respect to these assets which is consistent with the rea-
sonable expectations which they had when these assets were acquired. Several
points support this conclusion.

First, the retroactivity that exists in the current situation is a consequence of the
I.R.S.'s intangible assets Coordinated Issue Paper which was issued sometime in
1990. The Coordinated Issue Paper substantially changed the pattern and practice
of the I.R.S. in this area in a manner that retroactively affected assets of taxpayers
acquired in previous transactions. Moreover, the position of the I.R.S. is wholly in-
consistent with the reasonable expectations which taxpayers had when they ac-
quired these assets, i.e., that these assets would be amortizable if taxpayers could
demonstrate their fair market values and useftd lives.

Second, the normal concerns with respect to retroactivity from a tax policy per-
spective do not apply in this case. There is no windfall that taxpayers will experi-
ence to the extent that provisions applicable to previously acquired assets simply
provide them with the expectation that they had at the time of the acquisition, i.e.,
that the assets would be amortizable over their useful life if the taxpayer could dem-
onstrate the fair market value.

Third, the controversy over the 17-year provision contained in Section 4501 of
H.R. 4210, the "Tax Fairness and Economic Growth Act of 1992," is a consequence
of the fact that that provision would permit amortization of goodwill. However, the
17-year recovery period that would be permitted for goodwill and other intangibles
is substantially longer than the average period claimed with respect to the non-
goodwill intangible assets alone. In fact, many taxpayers who would chose the 17-
year provision would experience a net tax penalty even though they would be per-
mitted to amortize goodwill. This phenomenon, inconsistent with the normal ed-
verse selection analysis that would suggest that taxpayers would only elect the 17-
year provision if it provided them with a better result than they have claimed on
their returns, occurs because taxpayers are willing to pay a premium to attain cer-
tainty and to avoid the cost of funding a controversy with the I.R.S. These costs fre-
quently are substantial, involving lawyers, accountants, and valuation experts.

Finally, it is abundantly clear that there is a crying need to provide a legislative
solution to the substantial number of controversies that are currently pending be-
tween the I.R.S. and taxpayers in light of the state of confusion as to existing law
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which exists. It is difficult to understand how anyone could argue that a clarification
of the law in a manner intended to resolve expeditiously controversies between tax-
payers and the government on a reasonable basis should be considered retroactive
in a climate where even the government's own representatives admit that the cur-
rent state of the law is thoroughly confusing. For these reasons a clarification of
the law with respect to previously acquired assets should be included with any legis-
lation enacted in this area to encourage the fair and expeditious settlement of these
controversies.

We thank the Committee for its attention and the opportunity to testify today.

PREPARED STATEMENT OP LEONARD PODOLIN

INTRODUCTION

Thank you, Mr. Chairman, for the invitation to testify today on behalf of the
American Institute of Certified Public Accountants ("AICPA") and its over 300,000
members. I am Leonard Podolin, Chairman of the Tax Executive Committee of the
AICPA. Joining me today is Lerin Luchs, Chairman of the special task force formed
by the AICPA Tax Division several years ago to study the issue of amortization of
intangible assets.

The allowance of intangible asset amortization is a major concern to American
businesses, especially service-oriented businesses whose revenues are often depend-
ent on the use of intangible assets (such as know-how, contractual relationships,
and customer lists) to the same extent manufacturing businesses are dependent on
the use of tangible assets such as machinery. This area is also a major concern to
businesses that must compete with non-U.S. based companies whose tax laws allow
goodwill and other intangibles to be amortized. Legislation eliminating the conflict
that has developed between the Internal Revenue Service ("IRS") and businesses
over amortization of intangible assets is greatly needed and will help simplify thetax system. As you know, the AIOPA has been a strong proponent that our tax laws
be simplified.

LEGISLATIVE ALTERNATIVES

In March 1990, we described to the GAO three possible legislative alternatives re-
garding intangible assets:

1. The tax law can be amended to eliminate any amortization deduction for intan-
gible assets;

2. The tax law can be amended to prescribe the types of intangible assets that
can be amortized and the number of years over which qualifying intangible assets
can be amortized; or

3. The tax law can be retained as is so that the present rules regarding amortiza-
tion of intangible assets contained in the Code, regulations and case law remain.

We could not recommend the first legislative alternative because we believe the
same policy reasons for allowing a depreciation deduction for tangible assets justify
an amortization deduction for intangible assets. Like tangible assets, intangible as-
sets are wasting assets that businesses must replace. Accordingly, we do not favor
any legislation, or court decision (see discussion of Newark Morning Ledger Co. v.
U.S. below), which would deny an amortization deduction for customer base or simi-
lar intangibles.

We believed there was considerable merit to the second alternative. However, we
were concerned that designating the number of years over which qualifying intangi-
ble assets including goodwill are to be amortizemay not satisfactorily take into ac-
count differences between types of businesses and industries. Furthermore, a mate-
rial difference in the number of years allowed for amortizing goodwill versus other
intangibles would not end the controversy and litigation over whether a claimed
separate intangible was instead part of goodwill.

Accordingly, we recommended to the GAO that legislative changes to existing law
regarding amortization of intangible assets not be made until the revenue effect of
existing law could be determined in light of the changed acquisition environment
caused by the repeal of the General Utilities doctrine. Our recommendation was
based upon the belief that repeal of the General Utilities doctrine would decrease
asset purchases and increase stock purchases not accompanied by a section 338
basis step.up election.
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SUBSEQUENT DEVELOPMENT

Since March, 1990 controversies between the IRS and taxpayers regarding the
treatment of intanoibles acquired as part of a trade or business have continued-and,
in fact, appear to have increased. Settlements have become more difficult to reach.
These controversies have led to more taxpayer uncertainty regarding the proper tax
treatment of acuired intangibles. Moreover, the September, 1991 Third Cicuit U.S.
Court of Appeal decision in Newark Morning Le4er Co. v. U.S., currently on ap-
peal to the Supreme Court, has increased taxpayer uncertainty in this issue. In that
case, the IRS and the Third Circuit conceded that the subscription list acquired had
an ascertainable value and a limited useful life (therefore was a wasting asset); but
the Third Circuit still found that the subscription list constituted nonamortizable
goodwill. (If the Supreme Court affirms the Third Circuit in Newark Morning Ledg.
er Co., we strongly believe legislation will be needed to correct this inequitable re-
sult).

As a result of these developments, we supported HR. 3036 introduced in the
House of Representatives on July 25, 1991, provided three changes to the legislation
were made. One change, that a section 197 intangible" subject to 14-year amortiza-
tion only include intangible assets purchased as part of a trade or business, was
adopted in large part in the revised legislation of H.R. 4210. Another change that
a section 197 intangible include renewable government rights (consistent with the
holding in the recent Tax Court case, Jefferson-Pilot Co.), also was adopted in the
revised legislation. Accordingly, we continue to support the amortization of intangi.
bles legislation included as part of the simplification provisions in H.R. 4210 passed
by the Congress on March 20, 1992, subject to one final revision discussed below
relating to the treatment of dispositions of section 197 intangibles. Our decision to
support legislation which provides a uniform amortization period for most types of
intangible assets was made after carefully considering and balancing the following
positive and negative effects we anticipate from enactment of such legislation.
Anticipated Positive Effects of the Legislation

* Reduce conflicts and litigation regarding intangible assets, provide more cer.
tainty, and simplify the tax laws in this area.

# Increase the certainty of the after-tax results of operations as reported in finan-
cial statements.

* Enhance competition with businesses of other countries because many other
countries allow a deduction for goodwill for tax purposes.

Anticipated Negative Effect
The simplification resulting from a uniform 14-year amortization period will

produce taxable income that does not take into account useful life and therefore
Noes not match revenue and expenses. The 14-year amortization period is an
arbitrary number that was selected based on revenue effects. Fourteen years
does not relate to the useful lives of various types of intangible assets nor does
it take into account differences among industry groups. Accordingly, some dis-
location of tax burdens and possible inequities wilI result among taxpayers
within the same and different industries.

We recognize that changing the proposed legislation to provide specific amortiza-
tion periods for different intangible assets will not necessarily achieve the certainty
and simplification aims. For example, a different amortization period for goodwill
and customer lists will not necessarily end controversies over the identity and valu-
ation of these two types of intangible assets. However we urge the Committee to
consider providing a-ifferent amortization period for all or categories of intangible
assets of businesses in specific industry groups, consistent with the depreciation
rules for tangible assets.

DISPOSITIONS OF SECTION 197 INTANGIBLES

As stated above, our support for the revised legislation included in H.R. 4210 is
conditioned upon one final modification we believe is necessary for the legislation
to achieve its intended purpose. We strongly believe a modification is necessary gov-
erning the tax treatment of gains and losses generated by dispositions of section 197
intangibles (proposed IRC sec. 197(fl1D). To illustrate our concern with this provi-
sion, consider the following example:

Assume after enactment of the proposed legislativii, X Corporation pur-
chases the business and assets of Cororation a manufacturer of medi-
cine, drugs and over-the-counter health supplies. Cs many separate product
lines include patents, trademarks and trade names with respect to the
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products it manufactures, In years after the purchase, X determines that
several of the acquired product lines are not meeting profitability expecta-
tions and discontinues their manufacture and sale. Several other product
lines are likewise dropped in favor of expanding X's own brand name mar-
ket share.

While X initially welcomed the certainty of 14-year amortization for all the section
197 intangibles it acquired, it will now find that the certainty and simplification it
anticipated does not exist. Because some acquired intangible assets are now dis-
posed of it will be necessary for X to value each of the intangibles it purchased from
Y in order to determine whether it has a gain (taxable) or a loss (nondeductible)
on the sale or abandonment of some of the section 197 intangibles.

In short, any business that acquires intangible assets in a purchase of a trade or
business will be well advised to undertake a contemporaneous valuation and alloca-
tion to each of the intangibles at the time of the acquisition, if there is any possibil-
ity one or more of those intangible assets may be disposed of. Further the hoped-
for certainty which would avoid ongoing controversy with the IRS will not occur,
and we should anticipate continued litigation as to the correct amount of taxable
gain or nondeductible loss to be reported.

To correct this unintended result, we recommend that the proposed legislation
provide for the deferral of both gains and losses upon the disposition of a section197 intangible when other section 197 intangibles acquired in the same or a related
transaction are retained. In this manner, all section 197 intangibles can be ac-
counted for as a single basket. To accomplish this objective, consistent with the pur-
pose of the proposed legislation, the bill should provide that the total cost allocated
to all section 197 intangibles acquired in a transaction or series of related trans-
actions be reduced by the proceeds from a sale of a section 197 intangible. Gains
would be deferred until that total cost is recovered, and losses would be deferred
until the last section 197 intangible is sold, becomes worthless, or is abandoned.

ELECTIVE RETROACTIVE TREATMENT

As we testified before the House Ways and Means Committee we are strongly in
favor of legislation that includes elective retroactive treatment ior open years. Tax-
payers who previously purchased a trade or business should be given the oppor-
tunity to eliminate existing or potential disputes with the IRS regarding intangible
assets, thus furtherin, the goal of simplification.

The revised legislation included in H.R. 4210 includes an election to apply 17-year
amortization to intangible assets acquired during open tax years, but relieves the
IRS from payiin interest with respect to overpayments resulting from that election.
While denying interest on tax refunds may be seen as necessary for obtaining the
required revenue effect, we believe it is the wrong policy solution to the problem.The purpose of interest is to compensate a party for the use by a second party
of the first party's money. This fundamental principle is clearly set forth in Rev.
Proc. 60-17:

The underlying objective is to determine in a given situation whose
money it is and for how long the other party had the use of it.

With limited exceptions, this rule has guided the legislature, the courts, and the
IRS. Generally, the rule has worked well. In situations in which the rule produced
inappropriate results, the courts (including the Supreme Court) have looked to this
principle rather than the literal language of the statute. See, for example, Manning
v. Seel Tool and Box Co., 338 U.S. 561 (1950). Departures from this rule have
caused si niflcant controversy and administrative problems. Consider, for example,
tax ayers reaction to the proposed expansion of the 45-day interest free processing
period in section 3103 of the House bill.

Athough we believe eliminating the payment of interest on tax refunds to meet
revenue goals is bad tax policy, we will continue to support the legislation even if
that provision remains unchanged because of our overriding belief that disputes will
be significantly reduced by permitting elective retroactive treatment.

CONCLUSION

The AICPA supports enactment of the proposed amortization of intangibles legis-
lation. We believe the legislation, if properly drafted, will alleviate much of the need
to separately evaluate the identifiable intangible assets acquired as part of a con-
tinuing business, thereby facilitating business acquisitions and reducing costly dis-
putes between taxpayers and the IRS. We urge that the legislation be properly
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drafted to meet its intended purpose of tax simplification and that it not include
further erosion of the concept of interest.

PREPARED STATEMENT OF DuN SUESS

Good morning. My name is Duane Suess. I am Vice President, Taxes, of Inter-
national Multifoods, a company engaged in the manufacture and distribution of food
products for the food service-industry, and I appear today on behalf of an informal
coalition of taxpayers who strongly support the intangible asset provision in H.R.
4210.

The group is broad-based and includes companies covering all sectors of the econ-
omy. It includes both large and small companies, from a wide variety of industries
and from all regions of the country. Various members of the coalition manufacture,
distribute, and sell foodstuffs and consumer products, and provide financial, insur-
ance medical, telecommunications, and transportation services. The one interest we
all siiare is our strong support of the intangibles provision included in H.R. 4210-
the tax bill passed by the Congress in March and vetoed by the President.

This bill would have allowed, in general, a 14-year amortization period for all
newly acquired intangible assets and a 17-year amortization period for previously
acquired intangible assets. A vital ingredient of the bill, and the key reason for its
success in simplifying the tax system, is its treatment of goodwill, which would be
treated like any other intanible asset.

I would like to make two basic points today. The first is that the bill would indeed
accomplish its objective of simplifying and bringing more fairness to tax administra-
tion. The second is that this objective will be accomplished within a reasonable time
frame only by including previously acquired intangible assets in the legislation.
Both of these objectives can be accomplished without costing the government any
revenue.

THE INTANGIBLES PROVISION IN H.R. 4210 WILL ACCOMPLISH ITS OBJECTIVES

The group strongly supports the intangibles provision as included in H.R. 4210.
We believe the legislation is a significant step in achieving simplification and fair-
ness, and we commend Congress for this innovative approach to this difficult issue.

The treatment of intangible assets under current law is unclear and, as a result
inequitable. Different taxpayers with similar facts are not treated consistently an
both the government andtaxpayers are spending substantial resources to achieve
these unsatisfactory results. This is a serious problem that needs to be solved now.

As many members of this committee will remember, at one time we had a depre-
ciation system for tangible assets that was based on facts and circumstances. The
Congress, in its wisdom correctly decided that this system was overly complex, un-
fair, and admninistrativefy inefficient. Today's system of fixed lives for the deprecia-
tion of tangible assets, like the proposed treatment of intangible assets, resolves
those problems.

A single life for all intangible assets is "rough justice." Some taxpayers will have
assets with somewhat longer lives, others will have assets with shorter lives, and
others will be able to amortize goodwill that previously was nondeductible. In ex-
change for a single life for all intangible assets taxpayers and the government will
have much desired certainty and efficiency. Valuation, allocation, and useful life
questions will be virtually eliminated. Taxpayer and government resources will no
longer be spent unproductively in an attempt to answer questions that have no clear
answers.

In brief, the bill promotes fairness and economic efficiency, while at the same time
greatly simplifying the tax system.

MEANINGFUL SIMPLIFICATION CAN BE ACHIEVED ONLY BY INCLUDING PREVIOUSLY
ACQUIRED INTANGIBLES

H.R. 4210 would allow taxpayers to elect to amortize previously acquired intangi-
bles over 17 years. This life was chosen to be revenue-neutral over the five-year
budget window, according to staff revenue estimates.

The longer amortization period compensates for any "adverse selection" by tax-
payers against the government. The purpose of the election is to end the greatest
possible number of controversies. It would not be practical to address every conceiv-
able fact pattern that could arise. Nevertheless, the open-years election does, in the
aggregate, fairly balance the interests of the government and taxpayers.
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Only statutory election will provide the needed certainty, consistency, and fair-
ness. Unless treatment of prior open years is provided through legislation, resolu-
tion of these issues will continue to be costly, inconsistent, and inequitable.

Past controversies cannot be resolved solely through guidance in the committee
reports, or by encouraging the Internal Revenue Service to settle cases using the
pnncipies of the intangibles legislation. Only a statutory open-years provision en-
conpassing all of the principles of the legislation, including the amortization of
goodwill will address the crux of the controversy. The General Accounting Office
study of intangibles found that 70 percent of the controversies between taxpayers
and the IRS did not turn on the valuation or useful life of an intmgible asset, but
whether the asset was separate and distinct from goodwill,

The decision that the Supreme Court will be making late this year or next in the
Newark Morning Ledger case will not solve the problem. That case is about only
one kind of intangible asset--customer lists. It will not resolve the controversies
about other types of intangibles, or for taxpayers with different facts and cir-
cumstances. An open-years election on the other hand, will take care of all types
of intangibles. Regardless of how tie Court decides Net:,ark Morning Ledger, the
open-years election is the only alternative that will solve this problem.

We believe this election is critical to accomplishing the legislation's objectives
within the next several years. Amortization issues typically are raised only on audit,
several years after tax returns are filed. Currently contested cases arise from trans-
actions that occurred throughout the 1980s wid even from the 1970s. Without the
election, these cases will not be resolved for years, and not before significant re-
sources have been spent by both the government and taxpayers. With the election,
tax dollars and deficiency interest will be collected earlier. (f the election is not in-
chided in the final legislation, cases will continue to clog the courts and their ulti-
mate disposition will have no precedential value.

As this committee kaows, retroactive provisions generally are controversial. Tax-
payers complain about retroactive tax increases, and the government is concerned
about the prospect of providing windfall benefits to taxpayers. The open-years elec-
tion has also generated that type of controversy. Two issues have been raised: Some
are concerned that the provision applies only to taxpayers with open tax years and

Stherefore inequitrle; and some criticize the leislation because they believe tax-
paera will acrive an unwarranted "windfall benefit." beasthyelveax
W hle there may be some inequities in not offering relief to taxpayers with closed

years, administrative difficulties mn.? such an approach impractical. Any legisla-
tion merely directing the IRS to settle current cases would be equally inequitable,
We believe that limiting the elect on to open years is the only practical and appro-
priate solution,

The perception of "windfall" gains resulting from the amortization of goodwill is
a complex issue that exists with both prospective and retroactive application. The
only difference is who gets the benefit. Current owners of intangible assets that may
be sold in the future could See the market value of those assets rise as a result of
this legislation; when those assets are sold, prospective buyers may pay more be-
cause the uncertainty associated with amortization will be removed and previously
unamortizable goodwill will be deductible (i.e., the sellers benefit). Owners of pre-
viously acquired assets may benefit because this same uncertainty on their acquisi-
tions would be resolved (i.e., the buyers benefit).

We do not believe it is possible to accuratelymeasure the amount of any "wind-
fall" in either prospective or past acquisitions. The issue at the heart of the intangi-
bles controversy-what intangible assets are distinguishable from goodwill-would
first have to be resolved. Without applying a consistent set of assumptions to alltax payers, an comparison would have little mean ig.

For example, a conservative taxpayer might allocate $90 of a $100 premium to
goodwill and $10 to customer lists. An aggressive taxpayer in a similar situation
might allocate $90 to the customer lists and $10 to goodwill. With an open-years
election, both these taxpayers would be treated equally, amortizing the $100 pre-
mium over 17 years. From goodwill becoming deductible, the conservative taxpayer
appears to have a windfall tax saving of $30.60 (34 percent of $90), and the aggres-
sive taxpayer only $3.40 (34 percent of $10). The aggressive taxpayer a pears to
have a smaller tax benefit than the conservative taxpayer. Considering allthe con.
troversy over what constitutes current law, which is the correct amount.

We are here today because we believe this legislation will help our companies.
However, the benefit is not the simplistic view, represented by some, of millions of
dollars in tax savings. The benefits for all affected taxpayers--large and small,
throughout the country--are reduction in litigation costs and in management time
spent on nonproductive issues. The tax benefits are less clear because it is difficult
to agree on the point from which to measure. Some companies will pay more taxes
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relative to the position taken on their tax returns as soon as the legislation is effec-
tive. That is, the 17-year life is much longer than asset lives actually claimed on
their returns. We are willing to accept this life in exchange for certainty. Some corn-
panies will receive a tax benefit from being able to amortize goodwill. However, this

enefit is the necessary part of the exchange for aimplicity, and it is no different
from the benefit that will be derived by buyers and sellers of intangible assets in
the future.

In conclusion, we strongly support the amortization of intangible assets na in-
cluded in H.R, 4210 and believe it ti be one of the most important contributions
to the simplification of tax administration in years. It will release IRS resources for
use on more, productive issues; it will free up management time and other restorces
for expanding operations, developing new products and creating new jobs.

PREPARED STATEMENT OF CUi.RT. l..Ii

Good morning. My name is Curtis (,hr,, and I ain President of the Hlome Minance
Coalition. The Home Finance Coalition is a trade association of mortgage servicers
whose members service approximately $80 billion of home mortgages For approxi-
mately 1.6 million homeowners across the country.

The Home Finance Coalition is opposed to the inclusion of mortgage servicing
rights in the Intangible Simplification section of the Tax Fairness and Economic
Growth Act of 1992. The Coalition believes one should not. take assets with known
useful lives and artificially lengthen those lives to 14 years. In the case of mortgag-
ing servicing rights, this means increasing the average life from approximately 7
years to 14 years.

The home finance industry has chlged dramatically over the past years. It is
now generally divided into three segments; the loan orignator, the mortgage
servicer and the mortgage investor. Every time a mortgage loan is originated and
sold to Fannie Mae, Freddie Mac, GNMA or any other private investor a mortgage
servicing right is created. A mortgage servicing right is simply the right to receive
a small portion, usually 25 to 60 basis points, of the interest income of the mort-
gage. In return, the mortgage servicer collects the monthly mortgage payments,
pays the investor and insures that the taxes and insurance are timely paid. The
remainder of the loan is sold to the mortgage investor. In short, the loan is divided
into two pieces, the first being the mortgaging servicing right and the remainder
of the loan which is sold to the investor, normally one of the secondary agencies.

Usually, the mortgage originator in addition to selling the loan to the secondary
agencies, will also sell the mortgage servicing right to an institution which special-
izes in servicing mortgages. These mortgage servicing rights are sold through all of
the major Wall Street securities finns and other boutique companies who specialize
in this market place. Last year, the rights to service approximately $200 billion dol-
lars of mortgages were sold. This is a very active and liquid market.

At the time the mortgage loan is originated, the loan originator knows that he
will be able to sell the mortgage servicing right for between 1 to 2 percentage points
of the underlying mortgage, The mortgage originator effectively credits this amount
to the home borrower at the time the loan is originated, thus, requiring the home
borrower to pay less points or closing costs at the time the loan is originated.

Many industry experts believe that the proposed intangibles legislation would de-
crease the value of mortgage servicing rights by approximately 30%. Attachment A
to the Coalition's testimony provides simplified documentation of what this would
mean to the value of the mortgage servicing rights. By requiring a 14 year ainortiza-
tion instead of a normal 7 year amortization, the value of the mortgage servicing
right for a $100,000 mortgage is decreased by 30%, or $500. This decrease in value
will be passed on to the home borrower who will have to pay an, additional $500
for this $100,000 mortgage.

The net result of this legislation then would be to decrease the value of mortgage
servicing rights, and thus, increase the borrowing costs for the home borrower. As
previously stated, the legislation would increase the borrowing costs for a home bor-
rower by approximately $500 per $100,000 of mortgage. This is a new hidden tax
on home buyers to pay for the new tax deductions granted to corporate good will.
The Coalition believes that if Congress wishes to provide such a tax break for cor-
porations that they should not do so on the backs of homeowners, but instead
spread it across the entire tax base.

The rationale given for the intangible tax simplification legislation is that it will
eliminate legal battles and problems in allocating asset value for the purchase of
a business entity. Neither of these problems currently exist for mortgage servicing
rights. First of all, these assets are bought and sold independently. The assets are
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traded on their own. Secondarily, these assets are amortized over the actual life of
the loan, and there are no outstanding problems with the IRS regarding the current
method of amortization. This legislation would not eliminate any problems for the
IRS, but indeed as we have shown, would increase the borrowing costs for home-buyers.The Hom Finance Coalition is aware that the Joint Committee on Taxation has

estimated that including mortgage servicing rights within the proposed 14 year am-
ortization schedule will increase tax revenue by a billion dollars over a five year pe-
riod. We believe this number to be high, but in any event, we believe that it will
be substantially reduced if not totally eliminated for two reasons.

First, any increased tax payment by mortgage services will be offset by a like
amount of decreased tax payment by homeowners. It is true that the legislation
would increase tax revenue for intangibles, since the mortgage servicer would pay
more in taxes. However, increased dollars received from the mortgage servicers
would be lost as the homebuyers increase their tax deductions due to the increased
points that they will have to pay for home finance. In other words, whatever is
gained from the mortgage services' from the intangible legislation will be lost in
the deduct ions for points which a homebuyer is allowed to take on his tax return.

For example, let's assume the billion dollar number usod by the Joint Commitee.
While overall tax revenue would increase by $1 billion from mortgage services,
homeowners would be allowed increased deductions of $1 billion. No new net reve.
nue would be generated. There may be some gain by the differential in the corporate
tax rate versus the individual tax rate. However, individuals often are allowed to
deduct mortag points in full in the yeox of origination, as opposed to amortizing
them over e ffl of the loan. Thus, we believe that the net effect will be a wash
and there will be no new revenue for Treasury.

Should there be any additional revenue this revenue will also be decreased
should the mortgage servicer choose not to hold the servicing for the 7 or 8 years,
but instead sell it during that period of time. When the servicing is resold, the seller
is allowed to make up whatever amortization deduction loos he has had. Therefore,
projected revenue would be diminished upon resale of the mortgage servicing.

Lastly, we would like to point out that the legislation as currently drafted would
immediately reduce the value of mortgage servicing rights held by mortgage
servicers and would not be prospective in nature. While it is true that as long as
a servicer holds the servicing he currently owns, he could use the old amortization
period, if he were to sell that servicing to a new buyer, the new buyer would have
to use the new 14 year amortization. The net effect is that the market value will
immediately decrease for mortgage servicing rights. Since banks and thrifts by stat-
ute must use a market value calculation of servicing rights for regulatory capital
purposes, the immediate effect would be to reduce by approximately a billion dollars
the regulatory capital of banks and thrifts. At the very least, any future legislation
should allow servicing originated prior to the date of the legislation to be amortized
under the old rules even if it is sold.

In conclusion, the Home Finance Coalition believes that the inclusion of mortgage
servicing rights in the Intangibles legislation will increase borrowing costs for home-
buyers by approximately $600 per $100,000 of mortgage. In addition, as we have
outlined, little, if any, new net tax revenue will be generated. This asset is traded
on a stand alone basis and there are no outstanding issues with the Internal Reve-
nue Service, nor are there any roblems in allocating the value of this asset. The
current system is working well. Therefore, the Coalition would respectfully request
that mortgage servicing rights be granted the same exemption given to other finan-
cial instruments such as a futures contract, a foreign currency contract, a notational
principle contract, an interest rate swap, or other similar financial contracts. It
would be good economic' and public policy.

ATTACHMENT A.-PURCHASED MORTGAGE SERVICING RIGHTS

This chart assumes a PMSR is purchased for $1,680.00. It compares a straight
line 7 year amortization with the proposed 14 year amortization and calculates the
loss resulting from the 14 year amortization.

Year i Year 2 Year 3 Year 4 Year 5 Year 6 Year 7

CurtenV7 Year Amortizatio ..................... $240 $240 $240 $240 $240 $240 $240
Proposed/14 Year AmorUzatm ......................... $120 $120 $120 $120 $120 $120 $120
DIiffernce................. 12 121 $10 $10 $10,$2 $2

120-$ 1-2 0-- - 120 $l -- IOlhreom e ............................................................ I $120 -$120 1 $120



135

YN1I YNu2 YN 3 Yeur4 YON 5 Yoer6 YearI

Tax Il ............................................................. 40% 40% 40% 40% 40% 40% 40%

AftrtTax Dftm .nc ........................................ $48 $48 $48 $48 $48 $48 $481- , -. .. . . . . . .. . ... .

ReeV" of #20 X 7 X 15% D •out ,Ra a$50.00
PMSR Cumrn Vebe $1,080.00
tw 14 Yr. Nnoi&n $0.00
PMR 14 Yr. Vd $1,100.00
PM$R Yak,. LmI orw rt*-2,
thw Tax on Homeownr $00.00

PREPARED STATEMENT OF FLOYD WILLIAMS

I. INTRODUCTION

Mr. Chairman and Members of the Committee my name is Floyd Williams and
I am Chief Tax Counsel of the Tax Foundation. t is indeed an honor for me to be
here today to present testimony on the issue of simplifying the tax treatment of in-
tangible assets acquired in business purchases. The proper Federal income tax
treatment of intangible assets is a complex issue, which has generated a multitude
of taxpayer controversies, and which deserves your full attention.

The Tax Foundation is a nonprofit, nonpartisan research and public education or-
ganization that has been monitoring tax and fiscal policy at all levels of government
since 1937. We have approximately 600 members, consisting of large and small cor-
porations, charitable foundations, and individuals. Our business membership covers
practically every industry category. Because our membership often has many dispar-
ate interests on any given tax issue, I am not here today to represent any particular
industry group nor am I here to speak for "Corporate America" in general. Rather,
I would hope to strike a blow for good tax policy and tax simplification.

Over its more than 60.years of existence, the Tax Foundation has committed itself
to principles that guide its research and public information agenda and that we be-
lieve should be the touchstones for all tax legislation. Among these principles, are
the following:

* A good tax system requires that taxpayers be informed. They must know what
is being taxed and how tax legislation is enacted.

* The tax system should be as simple as possible. Complexity makes accurate tax
compliance needlessly expensive and punitive.

# Tax law should not be continually rewritten. Frequent change lessens citizen
understanding of the Tax Code and complicates long-range financial planning.

* Changes in tax law should not be retroactive. Taxpayers must have confidence
in the law as it exists when entering into a transaction.

* The tax law should not try to micromanage the economy with subsidies and
penalties. The tax system should aim for neutrality in economic decision mak-
ing, favoring neither consumption nor savings and investment.

* The U.S. tax system must be competitive with those of other industrialized na-
tions. It should not impede the free flow of goods, services, and capital.

We believe that the efforts made thus far by the Congress to simplify, and bring
more rationality to the tax treatment of intangible assets are clearly a step in the
right direction for Federal tax policy. The balance of my statement briefly summa-
rizes some of the key points of present law on this issue, discusses the scope of the
problems in this area as determined by the General Accounting Office, summarizes
the provisions of H.R. 4210 relating to the amortization of intangible assets, nd
sets forth our general conclusions.

It. PRESENT LAW TREATMENT OF INTANGIBLE ASSETS

Present law generally allows taxpayers to claim depreciation deductions for the
exhaustion, wear and tear, and obsolescence of property that is used in a trade or
business or that is held for the production of income (Internal Revenue Code section
167). However, under regulations issued by the Treasury Department (Treas. Reg.
sec. 1.167(a)-3), depreciation deductions are not allowed with respect to intangible
property unless such property has a limited useful life that may be determined with
reasonable accuracy. The same regulations provide that no depreciation deductions
are allowed with respect to goodwill or going concern value.

Accordingly, for depreciation or amortization deductions to be allowed with re-
spect to intangible property, a taxpayer generally has to establish that the property
can be distinguished from goodwl and that the property has a limited useful life
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that can be determined with reasonable accuracy. This determination, which is basi-
cally dependent upon all the facts and circumstances of each particular case, has
been addressed by numerous court decisions and Internal Revenue Service pro-
nouncements.

Because of the facts and circumstances nature of the issue, it is not unusual that
different results have been reached in different cases with respect to the same or
similar types of intangible property. An illustration of this problem is evident in
compare the decision in Donrey, Inc. v. United States, 809 F.2d 534 (8th Cir.
1987), with the holding in Newarh Morning Ledger Co. v. United States, No. 90-
5637 (3rd Cir. 1991), rev'g 734 F. Supp. 176 (D.N.J. 1990), cert. granted April 6
1992. In Donrey, the Eighth Circuit Court of Appeals held that a subscription list
that was acquired in connection with the purchase of assets of a newspaper publish-
ing company was amortizable if the taxpayer established a value for the subscrip-
tion list that was separate and distinct from goodwill and the taxpayer established
a useful life for the subscription list. In contrast, in the Newark Morning Ledger
case, the Third Circuit Court of Appeals, which reversed the district court, held that
subscription lists acquired in connection with the acquisition of the assets of a news-
paper publishing company were not depreciable.

The U.S. Supreme Court recently granted certiorari in the Newark Morning Ledg-
er case, in order to decide the issue of whether the purchaser of a newspaper busi-
ness may treat the future revenues that it anticipates receiving from the continuing
patronage of existing customers as an "intangible asset" that is depreciable under
Code sec. 167. In the United States' brief on the petition for a writ of certiorari in
the Newark Morning Ledger case, it was noted that "this case involves a recurring
issue of substantial administrative importance that has given rise to inconsistent
reasoning and inconsistent decisions among the circuits."

One of the major Internal Revenue Service pronouncements on the issue of cus.
tomer-based intangibles is Rev. Rul. 74-466, 1974-2 C.B. 65, which reconsidered the
IRS position in two prior rulings and removed the implication that customer and
subscription lists location contracts insurance expirations, etc., are, as a matter of
law, indistinguishable from goodwill possessing no determinable useful life, That
ruling noted, further, that the depreciabiity of these types of assets is a factual
question, the determination of which rests on whether the taxpayer establishes that
the assets (1) have an ascertainable value separate and distinct from goodwill, and
(2) have a limited useful life, the duration of which can be ascertained with reason-
able accuracy. This ruling basically followed the holding in Houston Chronicle Pub-
lishing Co. v. United States, 481 F. 2d 1240 (5th Cir. 1973).

More recently, on January 30, 1990, the IRS issued an Industry Specialization
Program coordinated issue paper addressing the depreciation of customer-based in-
tangibles. That issue paper concluded that where an ongoing business is acquired
with the expectation of continued patronage of the seller's customers such that the
purchaser merely steps in the shoes of the seller, the two-prong factual test an-
nounced in Houston Chronicle and followed in Rev. Rul. 74-456 cannot be met. Ac-
cordingly, it is the current position of the IRS that if the customer-based intangible
represents the customer structures of the acquired business, and that business pos-
sesses characteristics of goodwill, then the intangible is inseparable from goodwill,
and thus, nonamortizable as a matter of law.

TRe issue of the proper tax treatment of workforce-based intangibles has not yet
been the subject of litigation to as great an extent as has customer-based intangi-
bles. An IRS Industry Specialization Program coordinated issue paper, also released
on January 30, 1990, stated the Service position that any value associated with hav-
ing a trained staff of employees in place represents the going concern value of an
acquired business. Thus, according to the IRS, the portion of the purchase price of
an acquired trade or business that is allocable to the trained work force cannot be
amortized. This IRS position was followed by the Tax Court in Ithaca Industries.
Inc., v. Commissioner, 97 T.C. No.16 (August 12, 1991), which held that the assem-
bled workforce of the taxpayer's trade or business was not a wasting asset separate
and distinct from going concern value.

In general, depreciation or amortization deductions have not been allowed with
respect to renewable rights that are granted by a governmental entity since a useful
life for such rights is not determinable with reasonable accuracy.

Likewise, many cases have held that the costs of acquiring a franchise, trade-
mark or trade name was not depreciable or amortizable because the taxpayer could
establish neither that the franchise, trademark, or trade name was distinguishable
from goodwill nor that such property had a limited useful life that was determinable
with reasonable accuracy. However, Code section 1253 provides special rules regard-
ing payments made on account of the transfer of a franchise, trademark, or trade
name. In general, the acquirer of such property may amortize the cost of its acquisi-
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tion over its useful life if a useful life can be established with reasonable accuracy.
Moreover, even if a useful life cannot be established, a taxpayer may elect, under
certain circumstances, to amortize the cost of acquirinq a franchise, trademark, or
trade name over a period of 26 years. A 10-year period is provided for certain small
transactions.

In general, covenants not to compete are depreciable or amortizable only if they
are distingushable from goodwill and have useful lives that are determinable with
reasonable accuracy. The IRS and taxpayers often dispute the issues of whether a
covenant not to compete is depreciable, and what poron of the purchase price of
an acquired trade or business is allocable to a covenant not to compete.

Pursuant to Treasury Department regidations, patents and copyrights are types
of intangible property with respect to which depreciation deductions are allowed
(Treas. Reg. sec. 1167(a)-S.

Certain contract rights that are acquired in connection with the acquisition of a
trade or business may be amortized if the buyer can establish both that the contract
has a limited useful life, the duration of which can be established with reasonable
accuracy, and the contract has an ascertainable value that is separate and distinct
from goodwill.

Present-law allocation rules generally require that upon the acquisition of a busi-
ness, the purchase price must be allocated first to cash and certain cash equivalents,
second to marketable securities and certain other similar items, third to all assets,
whether tangible or intangible, not in another category, and, fourth to
nondepreciable goodwill or going concern value (Code section 1060). Any excess.pur-
chase price over the identified fair market value of depreciable assets must be allo-
cated entirely to nondepreciable goodwill or going concern value. In general, how.
ever, present law does not provide statutory limits on the extent to which the pur-
chase price may be allocated to amortizable assets rather than to nonamortizable
Foodwill or going concern value. Nor does present law specify a method for allocat-
ing purchase price among amortizable assets.

III. SCOPE OF THE PROBLEM AND NEED FOR RESOLUTION

The United States General Accounting Office last year issued an excellent report,
titled "Issues and Policy Proposals Regarding Tax Treatment of Intangible Assets
(GAO/GGD-91-88), which gives some idea of the scope of the problems with regard
to the present-law treatment of intangible assets.

The GAO independently evaluated responses to a 1989 internal IRS survey re-
garding amortization of intangible assets. That survey asked IRS offices nationwide
to provide information as of mid-1989 on all unresolved, or open, audit cases in their
examination, appeals, or litigation units. These cases generally included tax returns
for tax years 1979 through 1987. This data reflects only a portion of the purchased
intangible asset Universe since it does not include unaudited tax returns, closed
cases, or post-1987 issues.

Based upon the data it examined, the GAO estimated that from 1979 to 1987, tax-
payers in nine major industry groups claimed deductions for 176 types of purchased
intangible assets, identified as distinct from goodwill, and valued at $123.6 billion.
The GAO found that in 70 percent of the survey issues in which taxpayers claimed
that intangible assets had determinable useful lives, the IRS claimed that the intan-
gible assets were equivalent to goodwill. In the remaining 30 percent. of the issues
the IRS challenged the taxpayers' determination of value or useful life. The total
adjustments proposed by IRS for these cases was over $8 billion.

GAO found that, by far, the largest category of intangibles in its survey was cus-
tomer/market-based intangible assets. These included assets related to the customer
structure or market factors of a business, such as core deposits, underdeveloped
markets, and customer and subscription lists. Taxpayers in seven of the nine major
industry groups allocated approximately $10.5 billion to customer/market based in-
tangibles, nearly three times the amount that was allocated to the next largest cat-
egory of intangibles (i.e., contract-based intangible assets).

The GAO concluded that disagreements between the IRS and taxpayers over
which intangible assets may be amortized will continue unless changes are made
in the current rules.

IV. PROVISIONS OF H.R. 4210 RELATING TO AMORTIZATION OF GOODWILL AND OTHER
INTANGIBLES

H.R. 4210, the "Tax Fairness and Economic Growth Act of 1992," as reported by
the conference committee (Report 102-461, 102D Congress, 2d Session), and passed
by the House and Senate, but vetoed by the President, would have allowed an amor-
tization deduction for the capitalized costs of certain intangible property that is ac-
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quired by a taxpayer and held by the taxpayer in connection with the conduct of
a trade or business or an activity engaged in for the production of income. The
amount of this amortization deduction would have been determined by amortizing
the adjusted basis of the intangible asset ratably over a 14-year period beginning
with the month in which the asset was acqmired. The amortization deduction gen-
erally would not have applied to an intangible asset that was created by the tax-
payer unless such asset was created in connection with a transaction involving the
acquisition of a trade or business (or a substantial portion thereof).

In general, intangible assets that would have qualified for the amortization deduc-
tion would have been those included in one or more of the following categories:

(1) goodwill and going concern value;
(2) intangible property relating to workforce, information base, know-how, cus-

tomers, suppliers, or other similar items;
(3) licenses, permits, or other rights granted by a governmental unit (or an agency

or instrumentality thereof);
(4) covenants not to compete (or arrangements having substantially the same ef-

fect) entered into in connection with the direct or indirect acquisition of an interest
in a trade or business (or substantial portion thereof); and

(5) franchises, trademarks, or trade names.
In contrast, certain types of property would have been specifically excluded from

qualification for the amortization deduction provided by H.R. 4210. Those were:

(1) interests in a corporation, partnership, trust, or estate;
(2) interests under an existing futures contract, foreign currency contract, notional

principal contract, interest rate swap, or other similar financial arrangement;
(3) interests in land;
(4) certain computer software (computer software that (a) is readily available for

purchase by the general public; (b) is subject to a non-exclusive license; and (c) has
not been substantially modified would have been amortizable over a 36-month pe-
riod.);

(5) certain interests in films, sound recordings, video tapes, books, or other similar
property;

(6) certain rights to receive tangible property or services;
(7) certain interests in patents or copyrights;
(8) interests under existing leases of tangible property;
(9) interests under existing indebtedness (except for the deposit base and similar

items of financial institutions); and
(10) franchises to engage in professional sports (along with any items acquired in

connection with such franchises).

The provisions of H.R. 4210 relating to the amortization of intangible assets gen-
erally would have applied to property acquired after the date of enactment of the
bill. However, taxpayers could have elected to apply the provisions either to (1) all
property acquired after July 26, 1991, or (2) all property acquired in certain taxable
years for which the statute of limitations had not expired. Furthermore, a taxpayer
could have elected to apply present law to property acquired after the date of enact-
ment pursuant to a binding written contract in effect on February 14, 1992. Finally,
special rules would have applied to prevent taxpayers from converting existing good-
will, going concern value, or other intangible assets for which depreciation or amor-
tization deductions would not have been allowable under present law into amortiz-
able property to which the bill applied (so-called "anti-churning" rules).

In genera, a taxpayer who elected to apply the provisions of H.R. 4210 to open
years for intangible assets acquired prior to July 25, 1991, would have been per-
mitted to amortize such assets over a 17-year period (rather than under the bill's
general 14-year period).

V. CONCLUSIONS

Enactment of legislation similar to that contained in H.R. 4210, which would
allow an amortization deduction for the cost of intangible property, including good-
will and going concern value, that is acquired in tbo purchase of a business would
have a salutary effect upon the tax law.

The current law tax treatment of purchased intangible assets has been, and left
unchanged, will continue to be, the source of considerable controversy between tax-
payers and the Internal Revenue Service. Among other things, these controversies
revolve around such issues as whether an amortizable intangible asset exists, the
portion of the purchase price of a business that is allocable to amortizable intangible
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assets and the proper methods and periods for recovering costs of amortizable in-tangble assets.
e number of these disputes between taxpayers and the I&9 increased sinifi-

cantly during the 1980s with that decade's increase in business acquisition activity.
The acts and circumstances nature of the controversy continues to lead to costly
disputes between taxpayers and the IRS and often results in inconsistent treatment
for similarly situated taxpayers. Most likely, a continuation of current law will
mean more of the same with the courts being the final arbiters in those cases where
taxpayers can afford to pursue the matter through the judicial system.

The disparity between the treatment of goodwill, which is not amortizable, and
other intangible assets that are amortizable provides incentives for taxpayers to es-
tablish values and lives for purchased intangible assets other than goodwill, thus
leading to disputes with the IRS. Allowing amortization deductions for purchased
good and going concern value would eliminate that incentive.

A major tenet of U.S. tax policy is that income should be matched, to the extent
possible, with expenses incurred in order to reach a reasonable determination of net
income. The denial of amortization deductions results in an inaccurate determina-
tion of taxable income because expenses are not properly matched to the income
generated. Allowing cost recovery for these assets provides a more accurate meas-
urement of income. Moreover the development of guidelines for the amortization of
purchased intangibles would help to eliminate conflicts over whether or not an asset
can be amortized and, if so, over what useful life, and would provide consistent
treatment for all taxpayers.

In short, many of the controversies of present law could be eliminated' through
the specification of a single method and period for recovering the cost of most ac-
quired intangible assets and by treating acquired goodwill and going concern value
as amortizable intangible assets. This would be a significant step toward meeting
the goal of proper and consistent administration of our nation's revenue laws, and
would eliminate the continuing uncertainty and uneven treatment of taxpayers that
exist in this area of the law.

Quite significantly, enactment of legislation along the lines of that contained in
H.R. 4210 would eliminate most of the costs that currently are being borne by tax-
payers and the government to resolve controversies over the proper tax treatment
of purchased intangible assets. These costs could then be devoted to more productive
endeavors. Moreover, those taxpayers who currently cannot afford the costs of pur-
suing a controversy through the IRS administrative process or challenging the IRS
in the courts would be treated much more fairly.

Finally, I would like to point out that by simplifying the tax treatment of intangi-
ble assets acquired in business purchases, the Congress would be recognizing one
of the major principles of the Tax Foundation, which is that the tax system should
be as simple as possible. Present law in this area serves as a graphic example of
how complexity can make accurate tax compliance needlessly expensive and puni-
tive. Moreover, this is an area of the law where meaningful simplification is within
reach. Although, as with any tax legislation there would be winners and losers in
this case most taxpayers would welcome the certainty and the reduction in IRS
audit and legal expenses that would flow from major simplification in this area of
the tax law.
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STATEMENT OF THEl AIR TRANSPORT ASSOCIATION OF AMERICA

The Air Transport Association (ATA), is the Washington, D.C.-based trade asso-
cintion representing the nation's scheduled airlines. Its member airlines comprise
approximately 97 percent of the nation's commercial air travl. The ATA, on behalf
of its members, appreciates this opportunity to express the airline industry views
on the issue of the tax treatment of purchased intangible assets, particularly as they
relate to simplification of the treatment of intangibles as found in Section 4601 of
H.R. 4210 and its accompanying legislative history.The airline industry likemany other industries, favors the Internal Revenue

Code changes proposed in H.R. 4210 on the subject of amortizing the acquisition
costs of intangible assets because they promote simplification, certainty, predict.
ability, and ease of administration and audit. The proper tax treatment of the amor-
tization of intangibles is an area of th% Code where taxpayers and the Service are
frequently in disagreement and spend much time, effort, and money to resolve high-
ly technical disputes. These controversies arise in the airline ind'istry as well, since
a large quantity of the assets purchased by airlines are intangible assets, such as
international route certificates and s!ots and airport gates. The uncertainty about
the proper tax treatment of these purchased intangibles often results in expensive
litigation.

Section 4501 of H.R. 4210 and its legislative history proposed to simpLifcy the tax
treatment of intangibles and would have provided the desired certainty to the air-
lines while el.rminating controversy, costly appraisals, and litigation. New section
197, and its legislative history, for example, would have provided an amortization
life of 14 years for the acquisition costs of airlhie routes and slots.

Tis new provision of the Code and its accompanying legislative history would
also have confirmed that the acquisition ccsts of airport gates were to be amortized
over their remaining lease terms, as under current law. This confirmation of current
law was expressl1y designed aad intended to provide guidance to the IRS and tax-
payers for resolving existing disputes. Establishing a simple rule for the amortiza-
tion of the acquisition costs of these purchased intangible assets would furnish the
certainty and predictability in the proper tax treatment for these unique assets that
is currently missing.

Permitting the amortization of these purchased assets is also consistent with the
concept of matching expenses with the income resulting from the assets, which is
the tax policy basis for all depreciation and amortization expenses. The sale of slots
and routes results in income to the seller which is taxable gaii to the extent the
sales price exceeds the basis of the asset. If the selling airline was originally granted
this slot or route authority by the government the basis of the asset may be vir-
tually zero, and thus the entire sale price would result in a taxable gain to the sell-
er-but without the ability to amortize the acquisition costs, there would be no
matching expense item for the buyer.

The reason for the granting of these rights initially by the government was to con-
trol the provision of services in the public's best interest. The transfer of routes, for
example, to a financially stronger airline is subject to Department of Transportation
and Department of Justice approval, the result of which provides improved service
to the public. Section 2510 of H.R. 4210 would have further served the public inter-
est by providing for simplicity and eliminating unnecessary litigation.

For all the above reasons, we believe that the Section 4501 of H.R. 4210, and its
important clarifying legislative history, provides a fair and balanced approach to the
amortization of the acquisition costs of purchased intangibles, and promotes admin-
istrative ease and simplification. The airline industry fully supports these provi-
sions.

(140)
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STATEMENT OF THE Anm.icm, BANKERs AssociATON

The American Bankers Association (ABA) is the national trade and professional
organization for America's commercial banks. The members range in size from thesmallest to the largest banks, with 85 percent of our members having assets of less
than $100 million. Assets of our members comprise over 90 percent of the total as-
sets of the commercial banking industry.

The banking industry is deeply interested in the tax treatment of purchased in.
tangible assets because significant forces of change and consolidation within the
banking industry make acquisitions of financial assets including intangible assets,
much more likely. Increased competition from non-bank providers of financial serv-
ices has created pressures to take advantage of economies of scale to cut expenses
and raise capital, and in some cases merge. Changes in state laws over the last ten
years permit interstate acquisitions within regions, resulting in purchases that were
previously prohibited. Legislation to permit full interstate baning and branching,
as was passed by both Houses of Congress in 1991 but not enacted into law, would
accelerate the pace of change and consolidation. The FDIC and RTC are selling off
whole institutions as well as assets of failing or failed institutions. All of these ac-
tivities result in the purchase and sale of intangible assets.

Of course, many bank combinations will be stock acquisitions, .uch as the recent
merger of Bank of America and Security Pacific; and therefore, will not involve writ-
ing tip the tax basis of the assets. In taxable asset acquisitions, assumptions of
failed institutions and even stock mergers, there could be ripple effect cash trans-
actio: 3 such as the sales of duplicate b-mnches, which result in further transfers of.
amortizable intangible assets.

Th.2 ABA strongly supports the enactment of simplification legislation such as
Section 4501 of H.R. 4210, passed by Congress in March, which provides for ailliti-
zation of purchased intangible assets, including goodwill and goilg concern value,
over a statutory recovery period of 14 years. We regard the inclusion of goodwill/
going concern value ar a crucial element of the bill and would oppose any attempt
to remove it from the legislation. We support the 14 year period as a basis for uid-
form treatment, and would oppose lengthening that period in order to offset the cost
of changes to other provisions in the legislation. Mr. Chairman, the broad and deep
suppoi't in our industry for the bill reflects the view that it is a major step towards
simplification -)f the tax law, and will re.iolve an enormous source of controversies
in IRS audits of banks. By providing tax certainty for purchasers of intangible as-
sets, this legislation will provide for consistent treatment of similarly situated tax-
payers, and contribute m element of certainty in the economic analysis necessary
to evaluate proposed acquisitions.

Mr. Chairman, we nuist stress that. our position on this bill was achieved after
serious consideration of the trade-offs involved. Tlere are significant pluses and
mintses for the ba-'king industry in the bill. Banks have been able to establish,
under current tax law, more favorable recovery periods based on the real economic
lives of the intangible assets acquired. Bank taxpayers have sustained recovery peri-
ods as short as seven to ten years. Moreover, intangible assets have been eligible
for accelerated methods of depreciation, consistently upheld by the courts, in con-
trast to the straight line depreciation required by the provision.

The approach of the IRS, however, in these cases makes amortization of intangi-
ble assets fraught with uncertainties that hinder normal business decisions, mid
greatly complicate settlement of audits. 'le IRS litigating position, as reflected in
the recent decision in the Newark Morning Ledger 1 case, is that customer based in-
tangibles acquired as part of an on-going businee.9 can never be separated from
goodwill. This extreme approach ignores recent case law, defies economic reality,
and fails to accurately match income and expenses. 2 Therefore, this decision high-
lights the need for this legislation with its 14 year straight-line amortization of all
intangible assets, including goodwill. This is not a better tax answer thm current
law but it is a better overall business result.

While banks acquire many types of intangible assets in the regular course of busi-
ness, the example of deposit base intangibles best illustrates the need for enactment
of the legislation.

'Newark Morning Ledger Co. v. U.S., ceri. granted (U.S. No. 91-1135 4/6/92). ABA will ile
an amwus curiae brief in support of the taxpayer in the U.S. Supreme Court. The Third Circuit's
position mischaracterized the case law on depreciation of intangible assets by adopting a per
se legal standard rather than the well-accepted factual test.

2See General Accounting Office report Issues and Policy Proposals Regarding Tax Treatment
of Intangible Assets August 1991, GAO/GUD-91-88, at page 6.
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DEPOSIT BASE INTANGIBLES

Deposit base intangible refers to the asset that arises from the ability to use the
low cost funds that exist in core deposit accounts at the date of acquisition of a
bank. The price paid is based on the present value of the future cost savings (addi-
tional earnings) these acquired low cost funds will produce over the costs of more
expensive sources of funds. The term core deposits generally refers to a mix of de-
posits that has a significant number of non-interest bearing or low interest bearing
accounts. These include checking accounts, regular savings accounts and other say-
ils accounts or vehicles that may have restrictions on the timing of withdrawals.
Core deposits are a relatively low cost source of funds, reasonably stable over time
and relatively insensitive to interest rate changes. These accounts do not remain
with a bbtk indefinitely but eventually close because depositors' circumstances
change over time. The balances in the acquired accounts decline following a pattern
that can be determined with reasonable accuracy.

The IRS routinely disallows all deductions claimed for deposit base intangible am-
ortization as indistinguishable from goodwill as a matter of law. This position ig-
nores current law under IRC Section 167 which is spelled out in Rev. Rul. 74-456.
This ruling provides that:

allowance for amortization of purchased intangible assets turns on a two.
prong factual inquiry: (1) whether the intangible has an ascertainable value
separate and distinct from an goodwill or going concern value obtained in
the acquisition and (2) whether it has a limited useful life which can be
determined with reasonable accuracy.

Amortization of any intangible asset involves a rigorous factual determination.
The rigois of the test are illustrated by the fact that some taxpayers have been un-
able to satisfy to the courts that they have met the burden of proof at the trial level.
More recently, however, as the courts have better defined the standards necessary
a, number of banks have successfully met the burden of proof. In Citizens an d
Southern Corporation and Subsidiaries v. Commissioner, 91 T.C. 463(1988), af-
firmed in an unpublished opinion by the 11th Circuit, 900 F.2d. 266(1990), the Tax
Court found that core deposits were amortizable even though they had been ac-
quired in the purchase of a going concern. The court found that the core deposits
had a separate value as a low cost source of funds. In a recent Tax Court memoran-
dum decision, Colorado National Bankshares Inc. v. Commissioner, 60 T.C.M. (CCH)
771(1990), the court concluded that the "core deposit intangible at issue here has
an ascertainable cost basis separate and distinct from the goodwill and going con-
cern value of the acquired banks."

The IRS continues to litigate the legal question of whether deposit base intangi-
bles can be separate and distinct from goodwill rather than deal with the facts and
circumstances at audit. As a result, taxpayers must.go to considerable expense hir-
ing consultants to value the intangibles and to provide the statistical and financial
analysis necessary to meet the burden of proof after Citizens & Southern and Colo.
rado National. The prospect that the IRS examination agents will deny deductions
for intangible assets, and the uncertainty regarding the results at either the appeals
or litigation level, effectively require bank taxpayers to set aside reserves in their
financial statements for the contingency that some additional taxes and interest will
be paid in the future. A change in the law to provide for amortization of all intangi-
ble assets will eliminate the IRS legal semantics and uncertainties of litigation,
thereby allowing taxpayers to price acquisitions on the basis of the real economics
of the deal.

Having indicated our support for the bill, we would like to comment on two spe-
cific aspects of the bill, the details of which are very important to affected taxpayers.

MORTGAGE SERVICING RIGHTS

Mortgage servicing rights refers to the asset that arises from the right to service
a portfolio of loans owned by others. The right entitles the servicer to a future
stream of income which is based on a percentage of the outstanding principal of the
mortgages being serviced.

Purchases of mortgage servicing are an important part of the mortgage banking
business. The amortization of purchased servicing rights has not been a source of
controversy between the IRS and bank taxpayers. Mortgage servicing rights have
long been depreciated over shorter lives than provided in this legislation, and by ac-
celerated methods of depreciation which better reflect their real economic life. If
mortgage servicing rights are treated as Section 197 intangible assets, the market-
place will adjust to the new rules by reducing the prices paid to originators of the
mortgages when the servicing is the only asset being sold.
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We urge the Congress to exclude mortgage servicing from the legislation for the
same reasons that the House and Senate excluded computer software which is read-
ily available for sale and for films, sound recordings, video tapes, books and other
similar property not acquired in a substantial portion of a trade or business. These
exclusions are justified because there has not been any controversies about their
useful life and requiring them to use a 14 year straight line depreciation scheme
will only reduce the value of these assets in the hands of the taxpayer that created
them. Similarly, there is no tax policy rationale for imposing the simplification pro-
visions of the legislation on the sale of mortgage servicing rights.

The well developed secondary market for mortgages and mortgage servicing has
been encouraged by the government, in particular through the operations of Federal
National Mortgage Association and Federal Home Loan Mortgage Corporation, in
order to stimulate home financing. Financial institutions are encouraged to origi-
nate mortgage loans and to sell them into the secondary market so that they can
be prepared agmn to offer new mortgage loans. This mechanism of home financing
would be burdened to the extent that originators of home mortgages would receive
lower proceeds from having to sell their mortgages and mortgage servicing rights
to purchasers which would have to use the longer 14-year amortization schedule.
While it would be difficult to quantify the impact that this change in the tax law
would have on the cost of mortgage financing, any impact would clearly be to the
detriment of the home buyer. Since simplification is not needed in this area, we
urge the Congress to follow the principle 'if it ain't broke, don't fix it." We believe
Congress should exclude mortgage servicing from the provisions of the intangible
simplification legislation just as computer software and films and recordings were
excluded in the conference version of the bill.

RETROACTIVITY/EFFECTIE DATE

In general, the legislation would be effective prospectively, applying to intangible
assets acquired after the date of enactment. The taxpayer may elect to apply this
provision to all acquisitions after July 26, 1991 and indeed many taxpayers have
relied on the legislative language using this date. Moreover, there is another provi-
sion which provides elective retroactivity (with a 17 year write off) to all open years
as a way to resolve unnecessary controversies which now burden both taxpayers and
the IRS.

We do not believe it is possible to efficiently resolve the enormous number of cases
pending in various stages of audit and pre-litigation by means of legislative history
in connection with this legislation. Common sense would suggest that if the legisla-
tion is enacted, the IRS would recognize that there is no precedential value to con-
tinuing to litigate questions such as whether core deposits are indistinguishable
from goodwill. Nonetheless, based on our experience, we believe that the IRS would
continue to argue that a substantial portion of the purchase price in acquisitions
prior to enactment should be allocable to nondepreciable goodwill, rather than allo-
cating that cost to the amortizable intangible asset such as core deposits. The only
way to break the Gordian knot which now binds taxpayers faced with existing cases
involving amortization of intangible assets is to permit the amortization of goodwill.
This will prevent the IRS from continuing to play games on the allocation of pur-
chase pie

The IeShas created an enormous tax administration backlog by holding up nor-
mal audit settlements on customer-based intangible asset cases. The affected tax-
payers deserve the option of fair and speedy resolution offered by the election to
retroactively apply this language to all open years. This option, however, should not
be forced on those taxpayers which acquired intangible assets priced under existing
law, where the taxpayer is prepared to substantiate its tax Aling position and liti-
gate, if necessary.

Based on the circumstances in the banking industry, elective retroactivity is not
necessarily a revenue loser for the Treasury. The taxpayer must elect to have the
seventeen year amortization apply to all acquisitions of intangible assets in all open
years, and cannot cherrypick the acquisitions with beneficial results. This mirrors
the blanket coverage of prospective application of the bill. We believe that many cor-
porate taxpayers would findit attractive to elect retroactive application of the bill,
even if it means giving up a shorter amortization schedule andp saying tax now to
the IRS based on reduced amortization deductions. The cost of the cash outlay for
this tax could be offset, in the eyes of corporate management, by the financial state-
ment benefit from releasing the tax contingency reserve for the uncertainties of tax
audit and litigation. This could be a win-win situation-the IRS gets tax revenue
now and corporate balance sheets reflect a healthier condition. We are not surprised
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at this possible result. It merely parallels how we believe the bill will work in future
tax years.

Frankly, Mr. Chairman, the effective date issue on which all of our members are
in agreement is that the bill should be enacted as quickly as possible.

CONCLUSION

The ABA supports this simplification legislation even though it will provide a
longer amortization period for many intangble assets acquired by banks. The cost
to the bank taxpayer of the longer amortization period is more than offset by provid-
ing certainty of the result and-by reducing the costs of litigation for the bank (and
the IRS). Given the prospect of increasing intangible asset acquisitions by banks in
coming years, the ABA supports the bill because future bank asset acquisition bids
will bi more precise, based on true economic values.

Thank you for your consideration of our views.

STATEMENT OF THE AMERICAN TEXTILE MANUFACTURERS INSTITTrE

Pursuant to your committee's request for public comments, the American Textile
Manufacturers Institute (ATM) would like to submit for the record our views on
the tax treatment of intangible assets. ATMI is the national trade association for
the domestic textile industry. Our member companies operate in more than 30
states and account for approximately 76 percent of all textile fibers consumed by
mills in the U.S.

First of all, ATMI agrees with the objective behind proposals such as H.R. 3035,
which was originally introduced by House Ways and Means Committee Chairman
Rostenkowski. Indeed, we support tax simplification and feel it is desirable for in-
tangible property to be amortized under reasonable rules which are both fair and
sunple.

However, Section 4601 of H.R. 4210 (the tax bill recently vetoed by the President)
proposes one amortization schedule of 14 years for most types of intangible property
with the exception of certain software and other intangible property. ATMsBoard
of Directors recently discussed this matter and approved a resolution opposing the
provisions contained in H.R. 4210 unless they were modified to permir the write-
off of intangible assets which have a definite fixed life other than the proposed 14
years. Our Board, in recognition of the pay-as-you-go requirements of the 1990
budget agreement, recommends that the revenue effect of such a change be offset
by lengthening the write-off period to more than 14 years for all remaining intangi-
ble assets subject to amortization under the proposed legislation. If this were not
possible, a modification providing individual class lives for various types of intangi-
ble assets would be acceptable.

We offer these recommendations to you for the Committee's use during consider-
ation of this important issue.

STATEMENT OF BELLSOUTH

BellSouth is pleased to submit this writtetr statement for the record of the April
28, 1992 Senate Finance Committee hearing on simplifying the tax treatment of in-
tangible assets acquired in business purchases.Through its subsidiaries, BellSouth provides local exchange telecommunications
services in nine Southeastern states and a variety of other services related to tele-
communications across the United States and overseas. The tax treatment of intan-

ble assets is a significant issue to BellSouth because of the importance of intangi-
ble assets in its provision of telecommunications services. Bellsouth believes that
simplification is essential to eliminate current problems in resolving IRS disputes
regarding the treatment of intangible assets and to enable management to make in-
formed business decisions.

BellSouth is a member of the United States Telephone Association ("USTA") and
participated in the drafting of USTA's written statement for this hearing which
urges the promptpassage this year of simplifying legislation in the form of section
4601 of the "Tax Fairness and Economic Growth Act of 1992" (H.R. 4210) as vetoed
by the President this year. BellSouth fully supports this position.

BellSouth urges the Senate Finance Committee and Congress to address the sim-
plification of intangibles and not wait for the Supreme Court to hear and decide
Newark Morning Ledger Co. v. U.S., 945 F2d 666 (3rd Cir. 1991), cert granted 60
USLW 3687 (April 6, 1992). That case involves only one type of intangible asset,
subscription lists, and the Supreme Court is unlikely to provide meaningful sim-
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plifying guidance on the tax treatment of acquired intangibles generally. It also ap-
pears to us that the outcome of intangibles amortization cases has depended as
much on the sophistication of the taxpayer's proof, which in turn is largely depend-
ent upon the taxpayer's appetite for legal and appraisal fees, as the legal principles
involved.

BellSouth support the simplification approach taken in section 4501 of H.R. 4210
whereby all general "section 197" intangible assets, including goodwill, are amortiz-
able over a uniform 14 year period. BellSouth believes that ths approach will elini-
nate current controversies regarding identification of intangible assets separate
from goodwill, the valuation of intangible assets, and the life and rate of amortiza-
tion of intanMible assets. BellSouth further believes this simplification effort only
will be effective if government granted licenses and franchises are included in the
definition of "section 197" assets, as was provided in section 4501 of H.R. 4210.

BellSouth also believes that separately purchased software, which currently is
subject to expensing or amortization over a useful life not to exceed 5 years under
Revenue Procedure 69-21, should remain subject to tax treatment which reflects its
economic life. This is necessary for national competitiveness, and there is no sim-
plification reason to lump software with general "section 197" intangible assets to
be treated in the same manner as goodwill. BellSouth believes that three year amor-
tization for all software other than specialized software acquired as part of a busi-
ness acquisition as provided in section 4501 of H.R. 4210 is a reasonable com-
promise.

BellSouth has several comment. with regard to the effective date of intangibles
simplification legislation. First, although BellSouth supports the concept of elective
retroactive application of the simplification rules as generally provided in section
4601(g) of .R. 4210 because of the potential to resolve controversies arising
through the audit of past years, it urges the Senate Finance Committee and Con-
gress not to allow debate over retroactivity to derail enactment of the substantive
provisions of section 4601 of H.R. 4210. BellSouth believes that such a bill applied
on a prospective basis is better than no bill.

Second, BellSouth urges that the change in the amortization of software be made
effective on the first day of a taxayer's fiscal year following enactment either as
a general rule or at the election of the taxpayer. Unlike "section 197" intangible as-
sets acquired as part of the purchase of a trade or business, software in many cases
is acquired in large numbers of separate purchases as part of routine operations.
It accordingly would be administratively difficult and expensive to apply A mid-pe-
riod effective date to software amortization. For this same reason, and because the
tax treatment of software has been well established since Revenue Procedure 69-
21, BellSouth urges that software be excluded from any retroactivity rule that might
apply to "section 197" intangible assets.

Finally, as additional specific comments on the retroactivity rules in section
4501(g) of H.R. 4210, BellSouth elievos that the section 4501(g)X2) election applica-
ble to intangible assets acquired after July 25, 1991 and before enactment should
be retained and applied to "section 197" intangible assets in order to conform to the
sense of the House of Representatives resolution H. Res. 292, November 26, 1991.
BellSouth also believes that the section 4501(gX3) retroactivity rules could be made
more equitable and usable by taxpayers by allowing taxpayers to net tax overpay-
ments against tax underpayments arising from the retroactive application of section
4501 and by not requiring taxpayers to apply the new rules back to a year for which
a controversy may not exist. At a minimum, taxpayers should only be required to
apply a retroactive election to years which are still open on the date of enactment.

In conclusion, BellSouth joins USTA in supporting the prompt passage of a bill
this year simplifying the tax treatment of intangibles in the form of section 4501
of H.R. 4210.

STATEMENT OP BRIAN M. FREEMAN ENTERPRISES, INC.

I would like to add my limited comments for consideration in the record concern-
ing H.R. 3035, which would increase the allowability of amortization of intangibles.

y points are not profound, but merely an attempt to cut through the confusion pro-
duced by the advocacy present. They have been requested by one of my union cli-
ents; but, as you will see, my views are independent.

The amortization of intangibles is a very complex issue, for which there is no
clearly correct answer. The existing system and the IRS administrative approach to
date have worked and produced a reasonable balance until recently. In fact, some
of the criticism results from the IRS' introduction of flexibility in the administration
of its initial historical approach; it would not have resulted if the IRS had main-
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tained a firm and unambiguous position against the encroachment of the definition
of intangibles and their valuation and amortization.

Depending upon one's perspective and Congress' intent, the criticisms are both
and either correct and/or incorrect. Some change in the treatment may be necessary
to end the controversy and the resources wasted in the ongoing dispute concerning
amortization. However, it is not clear that the solution should be to increase the
amortization; it is at last as arguable that the change should be to preclude all am-
ortization.

In this context, the following approach appears to create a reasonable balance. It
best limits the negative effects of change while dealing with the valid criticisms of
the status quo.

1. For transactions which have occurred: The issue of equity and dispute avoid-
ance can be addressed by allowing amortization for transactions which have oc-
curred. This would also contribute to the viability and soundness of enterprises with
existing capital structures in place, even though it also may create some windfalls.

2. Prospectively: There should be no amortization of intangibles. A clear and un-
ambiguous prohibition rule would eliminate the issue of equity, ongoing disputes
and litigation. The issue of increased amortization should be addressed, if at all,
only in the context of comprehensive treatment of the other tax elements relevant
to the same and comparable types of corporate and other transactions (i.e., other
tax issues on sales, acquisitions, and mergers) and as a part of broad based tax sim-
plification.

In our view there should be a relatively free market for corporate mergers and
acquisitions. However, prohibiting amortization would be an acceptable result to
avoid both the tax revenue costs and the problems of new transactions subsidized
by the Government. The capital and financial markets are not valuing companies
and their debt capacity assuming the greater, amortization; they are being dis-
counted for the uncertainty and litigation present. What is being sought by in.
creased amortization is largely an ex post facto opportunity for financial engineer-
ing. To the extent increased amortization were allowed, it would create windfall in
facilitating higher prices for future transactions. Increased amortization would in-
crease the number and pricing of transactions.

Admittedly, prohibition would reduce both transactional activity and prices. How-
ever, the 1(80 s demonstrate that excess activity is not necessarily positive; they
suggest strong arguments that additional incentives should not be provided. In any
event, it would be appropriate for congress to restrict the tax subsidy and, particu-
larly, where a change in the status quo is sought.

3. When and if addressed any increase in amortization should be targeted nar-
rowly on the perceived problem and should not be excessively broad. For example,
the benefit of the increase could be made unavailable to subsidize transactions
which are excessively leveraged; i.e., where the tax benefits primarily allow an in-
crease in price paid and do not inure to the benefit of ongoing, operations. It could
be targeted by adopting a limitation which prevented deductibility and triggers re-
capture whenever the ratio of debt to invested equity (ignoring the tax savings from
deductibility) exceeded a specific level. Likewise, it could be made available only if
reinvested in the business at levels above historical levels and/or industry average,
and recaptured on a withdrawal. Similar rules could be developed to prevent per-
ceived potential abuses and to achieve other goals.

STATEMENT OF THE COALITION FOR FAIR TREATMENT OF INTANGIBLES

GENERAL BACKGROUND

On July 25, 1991, Dan Rostenkowski Chairman of the House Committee on Wars
and Means, introduced H.R. 3035 a bill that Senator Daschle aptly described as 'a
bold proposal" to completely overhaul and simplify the tax treatment of intangible
assets. Chairman Rostenkowski's statement accompanying the bill cited the need to
reduce taxpayer-government controversies in this area and explained that the bill
would be considered in the context of the Committee's tax simplification effort. The
bill generally required the cost of most acquired intangible assets, including goodwill
and going concern value, to be amortized ratably over a 14-year period.

H.R. 3035 as introduced would resolve many difficult and complex issues sur-
rounding the proper tax treatment of intangibles. It contained the seeds of a much
improved situation, for taxpayers and the government alike, both in terms of achiev-
ing a regime that improves the certainty of tax result and in terms of treating these
very important assets in a manner which is more supportive of international com-
petitiveness.
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H.R. 4210, as adopted by the Conference Committee, resolved most of the con-
cerns taxpayers raised regarding the original bill. The intangible simplifleation pre-
visions adopted by the Conference Committee on H.R. 4210 as currently structured,
have our fM support and we urge their speedy adoption. T!he bill includes elections
for retroactive application of the new rules to all open taxable years, and thus sub-
stantially reduces existing disputes by providing taxpayers an opportunity to "clear
the decks" of the existing disputes. We recognize that the mechanism-m H.iR. 4210
to address existing controversies has been re-estimated by the Joint Committee on
Taxation and determined to lose significant revenues. We support the Committee's
efforts to pursue alternatives 6o clear up existing controversies in a revenue neutral
mannetlr.

What follows is a discussion of relevant provisions, in the order the bill is drafted,
with remaining recommendations highlighted.

Joint Ventures and Associations-Proposed Section 197(cX2) and (dX1XCXiii)
Background. It is a common practice for businesses to join together to d

research, set industry standards, and perform a wide variety of other mutuay
beneficial services. The parents to such ventures (i.e. research consortia, joint
ventures, and associations) are generally expensed. The intangible described as
"know-how . . . or other similar item" in proposed Section 197(dXIXC)iii) is
broadly defined in H.R. 3035 and H.R. 4210, raising many concerns about its
potential scope and application to this business situation.

Issue. Without a clear indication of the intended treatment, new controversies
can arise as to whether these business arrangements are payments for "know-
how" that must be amortized over 14 years as opposed to currently deductible
business expenses.

Solution. The Conference Report for H.R. 4210, on page 656, resolves much
of this concern in the explanation of what self-created intangibles are excluded
from the scope of the new rules. It provides that "a Section 197 intangible that
is owned by a taxpayer is to be considered created by the taxpayer if the intan-
gible is produced 1or the taxpayer by another person under a contract with the
taxpayer that is entered into prior to the production of the intangible." This ex-
clusion might be interpreted as too narrow to apply to the case where a tax-
payer's ownership interest is an indirect ownership through a taxpayer's inter-
est in a joint venture.

In order to resolve any remaining ambiguity, It should be clarified
further by providing in the Committee report that such intangibles are
elf-createdfif the taxpayer's ownership is through an ownership inter-

est in a joint venture that contracts for production of the intangible.

Computer oftware-Proposed Section 197(dXl)(CXiii)
Background. The current amortization rules for purchased software are well

settled and contained in Revenue Procedure (Rev. Proc.) 69-21, published by
the IRS in 1969. Purchased software is amortized over 5 years or such shorter
period as appropriate. There is an exception for software purchased with hard-
ware, where the invoice does not separately state the price of the software. Such
software is depreciated with the hardware over 6 years on an accelerated basis.

Under Rev. Proc. 69-21, costs attributable to the development of software by
the taxpayer are consistently treated like current expenses and deducted under
rules similar to those under Code Section 174. These rules presumably would
not be changed by H.R. 3036, although it is not entirely clear that the term
"self-created has the same meaning as the software treated as developed by the
taxpayer in Rev. Proc. 69-21.

While H.R. 3035 as originally introduced did not explicitly address software,
page 10 of the Chairman's explanation stated that" . ..a license of pre-existing
software" is included within the scope of the term "know-how" in proposed Sec-
tion 197(dX1)CXiii). Software was also referenced as "know-how and similar
items" on page 4 of the Chairman's explanation. Since the usual manner of ob-
taining software is a purchase of the license or right to use, there was a serious
concern that purchases of software would have to be amortized over 14 years
under the original bill.

Issues. Fourteen years would bear no semblance to actual useful life for this
productive asset. In fact, industry experience indicates that software has a very
short life-- years or less. Such a lengthy amortization period in comparison to
current practice exacts a penalty on those U.S. companies extensively using
software in their operations. It also places them at a competitive disadvantage
relative to international software purchasers. For example, Japan, France, Ger-
many, and the United Kingdom allow recovery of the cost of software over perS-
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ods from 3 to 5 years. An amortization period of 14 years would prove costly
to U.S. companies, discourage software investment, and ultimately impair our
international competitiveness.

Further, as a productive asset, software more closely resembles tangible as-
sets deployed in business operations than other intangibles such as goodwill
and goulig concern value. Like productive tangible assets, its value is typically
ascertained from separate invoices, and it has a measurable useful life. Since
software, is clearly distinguishable from other intangibles with less definitive
lives and values, the policy objectives of reducing the need for appraisals id
providing a uniform predictable set. of rules do not seem applicable to software.

Solution. H.R. 4210 provides a simplifying and very acceptable approach to
this issue for most software users. Section 197(e)k3) excludes from the new 197
rules "computer software which is readily available for purchase by the general
public, is subject to a nonexcusive license, and has not been substantially modi-
fied" as well as other software that is not acquired in the acquisition of a trade
or business. Thle bill would add a new Section 167(f) to provide that software
excluded from Section 197 and depreciable under Section 167 is deductible
straight line over 36 months.

Covenants not to Compete.-Proposed Section 197(d)(1)(F)
Background. The current rules for the amortization of non-conmpete agree-

ments are well established by existing court doctrine. When a buyer and seller
agree to an amount that will be paid for the non-compete agreement and that
amount is supported by the relevant facts and economics of the situation the
amount may be amortized over the stated term of the agreement. From a busi-
ness perspective a non-compete agreement is an extremely important part of
most merger and acquisition transactions. Many sellers are in a position to dev-
astate the business they are selling through future competition. As a result,
most buyers are unwilling to enter into transactions without a non-compete
agreement with the seller. We recognize covenants not to compete are an area
of frequent valuation dispute that the bill should properly address.

Inasmuch as the period of a non-compete agreement is set by contract, the
period of the covenant has not been an issue subject to controversy. However,
the allocation of value between the non-compete agreement and other assets
(and in the case of a stock acquisition, the allocation between the non-compete
agreement and the stock) is a frequent source of controversy.

H.R. 3036 as introduced, andH.R. 4210 as adopted by the Conference Com-
mittee, would provide for 14 year amortization of covenants acquired as part of
a business acquisition. Fourteen years is considerably longer than the period
most agree would be legally enforceable. In the case of an asset acquisition, the
trade off for lengthening the amortization to 14 years is the new ability to am-
ortize goodwill and thus the elimination of controversies over what constitutes
goodwill (and what is allocable to the covenant). That trade off is not relevant
to a stock acquisition. The bill's treatment of covenants in stock acquisitions is
very harsh.

Issues. The bill does not eliminate controversy as to the allocation of purchase
price between stock and the non-compete agreement. In the case of stock acqui-sitions, fourteen years is too far a departure from the appropriate amortization
period-the life of the contract.

Solutions. To improve the fairness of the treatment of covenants while
reducing controversies in stock acqtdsitions, a safe harbor allocation of
value to the non-compete agreement could be established. The safe har-
bor could be based on the lesser of the amount agreed to by the buyer and seller
or an arbitrary percentage limit such as 20%. In any event, in the case of a
stock acquisition, the amortization period should be left as the period agreed to
by the buyer and seller. That has not been a source of controversy.

Interests as Lessee-Proposed Section 197(dX3)(1B) of H.R. 3035
Background. Amounts paid to lease property are deductible currently. Under

current law the cost of acquiring a lease, such as the payment to a lessee to
acquire the lessee's interest, is generally amortizable over the term of the lease.

Proposed Section 197(dX3)(B) of H.R. 3036 provided that amounts paid to ac-
quire an interest as a lessee could be treated as a Section 197 intangible, under
the definition of "supplier-based intangible." Interests as a lessee of tangible
property were amortizable over the remaining term, if the lease is not renew-
able and the lease is not acquired as part of the acquisition of a trade or busi-
ness. If renewable or acquired as part of the acquisition of a trade or business,
interests as a lessee were amortizable over the 14 year period.
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Issue. It is a common practice to negotiate renewal clauses at fair market
value, particularly for retail businesses, where businesses that prove to be a
success want some protection that they will be entitled to the same rent gen-
erally charged by the landlord, and that the landlord at renewal time cann')t
use his ownership interest in the property as a basis for negotiating an equity
interest in the tenant's business.

Also, a one year lease that is renewable for only a single one year term would
have been amortized over 14 years.

Solution. Section 197(eX)(XA) of H.R. 4210 resolved these concerns by gen-
erally excluding interests under leases of tangible property from Section 197
treatment.

Contract Rights-Proposed Section 197(d)4)(B) in H.R. 3035.
Background. Under current law, taxpayers generally amortize the cost of ac-

quiring contract rights over the term of the contract.
Proposed Section 197(dH4YB) of H.R. 3036 provided an exclusion from Section

197 for certain contract rights "to the extent. provided in regulations." The im-
plication was that all contract rights would be included except those specified
in future r-gulations. Further, action by the IRS would have been necessary to
implement the exception. The explanation indicated that the contract right.s
that would be excluded when the regulations are issued are those of a fixed du-
ration, not renewable, and not acquired as part of the acquisition of a trade or
business.

Issues. Taxpayers would have to wait for the IRS to issue regulations in order
to exclude from the new rules a wide variety of contract rights that are ;lot in
controversy and should nct be affected by the proposal. Also, contacts that are
renewable undar terms subject to change by another party are not inefinito
contracts.

Solutions. H.R. 4210 resolved these concerns by eliminating the general inclu..
sion of contract rights.

Government LAcenses-Proposed Section 197(d) )(1))
Background. The cost of acquiring a governmental license from a third party

has been treated by taxpayers and the Tax Court, Tele-Conniuticationiq Inc. v.
Comnm:ssioner, 96 T.C. 36 (1990), as a franchise which is amortizable under Sec.
tion 1253 (previously 10 years, now 25 years). Rev. Ru. 88-24 in conjunction
with prior private letter rulings applies Section 1263 when franchise rights are
acquired from a third party (rather than directly from the franchisor).

H.R. 3035, as introduced, would have excluded all government licenses from
the de-finition of a franchise. Further, H.R. 3035 would have provided three sep-
arate treatments for the acquisition costs of government licenses and permits,
and renewable or indefinite tern licenses would not be amortizable at all.

Given the policy objective of eliminating controversy surrounding intangibles,
the exclusion of renewable government licenses would have only served to pro-
mote controversy and prevent the achievement of the worthwhile goal of the leg-
islation. Under the rules in H.R. 3035, the !nternal Revenue Service would like-
ly continue to dispute taxpayers' purchase price allocations between non-amor-
tizable government licenses and amortizable goodwill. As long as there are both
amortizable and non-amortizable intangible assets, controversy and litigation
would continue to exist in this area.

Additionally, if goodwill and other licenses are deemed to be amortizable,
what is the rationale for excluding renewable governmental licenses? All of
these are intangible assets ihat can decline in value. Their economic value is
dependent on demand for the particular service or product being licensed, and
demand is a function of sociological and technological trends. For example, the
overnment could license additional competitors or the current technology could
ecome obsolete. Therefore, despite the renewal feature of a governmental li-

cense, its economic value will change over time.
Treasury stated at the Ways and Means' hearing on H.R. 3035 that the policy

for the rule that renewable government licenses would not be amortizable is
that some kinds of licenses are more akin to an interest in land, which is not
amortizable.

Issues. The term "reasonably expected to be renewed" in H.R. 3035 was tn-
necesseuily vague, since under past practices many government licenses are re-
newed, but not necessarily under the same terms. If the government can change
the terms of the license, then the renewal may result in a different license with
a very different intmgible value. Also, some types of government licenses are
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too new to even have a history upon which a taxpayer can base expectations
regarding renewal.

Solution. H.R. 4210 resolves these concerns. It generally provides Section 197
treatment to any license, permit or other right granted by government and ex-
cludes from Section 197 treatment a definitive category of government li-
censes--tand alone purchases of government licenses which entitle the licensee
to receive tangible property or services.

Subsequent Dispositions-Proposed Section 197(f)(1)
Background. Under current law, the amount paid for a business is allocated

first to assets such as cash, cash equivalents and marketable securities. The re-
maining cost is allocated to the tangible assets and identifiable intangible assets
in proportion to (but not in excess of) their fair market values. The residual,
if any, is then allocated to goodwill and going concern value. Any identifiable
intangible asset which has a limited economic life that can be estimated with
reasonable accuracy is amortized over its useful life. When an intangible asset
is sold, gain or loss i calculated and recognized based on the remaining
unamortized basis in the particular asset sold.

After a large group of assets or a business is purchased, it is relatively com-
mon for later dispositions of various assets to occur. In a large transaction, an
entire line of business may be sold.

Proposed Section 197(f)(1) provides that in the case of a disposition of intangi.
ble assets that were acquired with other intangibles, losses ere not recognized,
Since the bill would make no changes to Code Section 1001, gains would still
be recognized. Although the taxpayer must pay tax on the gains, the losses
would be reflected in an adjustment to the unamortized basis in the remaining
intangible assets. The purpose of the rule is to prevent taxpayers from "cherry
picking" the short term assets for sale as a way of defeating the simplification
associated with averaging all assets at 14 years.

Proposed Section 197(0(1) also applies to all entities treated as a single tax-
payer under Section 41(f). This section aggregates expenditures of all taxpayers
'under common control" for purposes of the R&E credit. In the context of this
legislation, it could require the tracking of transactions by business crganiza-
tions that are not even reported on a consolidated tax return.

Issues. This is a rule that raises some fairness concerns for taxpayers. It is
not equitable that taxpayers must include gains in current taxable income while
deferring losses for as many as 14 years. Also, the rule would require com-
prehensive and expensive appraisals of many Section 197 assets, because the
unadjusted basis of each must be determined in order to be able to compute
gain or loss on future dispositions. This valuation requirement is clearly incon-
sistent with the overriding purpose of the proposed legislation to simplify this
area of the tax law.

Solutions. Adopt a rule deferring gains as well as losses. This would
eliminate needless valuations. Taxpayers could then maintain a single basis ac-
count for each acquisition of a trade or business,, rather than a separate basis
account for each asset. Alternatively, the rule in proposed Section 197(0(1)
could be eliminated. This would provide taxpayer equity, although it is not as
preferable from a simplification perspective as a rule to defer gains on subse-
quent dispositions.

Use of Section 41(f) to identify related or controlled taxpayers should
be reconsidered. It seems overly inclusive and unenforceable.

Basis Determinations-In Acquisition of Trades or Businesses
Background. Under current law and regulations, in the acquisition of a trade

or business, the basis of identifiable intangible assets is based upon their ap-
praised fair market values in relation to other acquired assets. The basis of
goodwill and going concern value are determined under the residual method.
That is, the allocation of purchase price is first tc Class I assets such as cash
and cash equivalents; then among Class II assets such as marketable securi-
ties, in proportion to (but not in excess of) their fair market values; and then
among Class II assets in proportion to but not exceeding their fair market val-
ues. Any remaining balance is assigned to Class IV, goodwill and going concern
value, under the "residual method." If no excess exists, no tax basis is assigned
to ClAss IV. Effectively, allocations stop at whatever point the aggregate pur-
chase price is used up.

The four classes of assets are as follows:

Class I assets: Cash and cash equivalents such as bank accounts.
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Class II assets: Liquid assets such as certificates of deposit, marketable
securities etc.

Class ill assets: All other tangible assets and identifiable intangible as-
sets, whether or not depreciable or amortizable. This class includes build-
ings, land, trade names, covenants not to compete, inventory, accounts re-
ceivable, as well as certain customer base intangibles.

Class IV assets: Goodwill and going concern.

Issues. Under H.R. 3035 it was not clear how the basis of Section 197 assets
would be determined under Code Section 1060 or Code Section 338. Because the
amortization period for intangibles is significantly longer than most tangible as-
sets, controversies could still arise between the IRS and taxpayers concerning
allocations of purchase price.

Also, in the case of a bargain purchase of a business, as under current law,
the accounts receivable and inventory which have relatively certain values
would receive the same prorate basis reduction from fair market value as less
certain and longer term assets.

Solution. H. R. 4210 resolves this concern. It amends Section 1060 to put all
197 assets in Class IV. Tangible assets and amortizable intangibles that are not
Section 197 assets (such as patents) would maintain their current treatment in
Class Ill.

However, improvement to current law would be to modify Class II to
include other short term assets such as accounts receivables and inven-
tory whose values, like marketable securities, are readily determinable
based upon independent third party transactions in the marketplace.

Retroactivity/Resolving Existing Controversies-Effective date.
Background. The Internal Revenue Service's practice of disallowing the amor-

tization of a wide variety of intangibles on the basis that they are indistinguish-
able from goodwill has r,0sulted in a large backlog of taxpayer controversies in
audit, appeals, and litigation. This situation results in the waste of a lot of oth-
erwise productive resources, both by the Internal Revenue Service and by tax-
payers.

H.R. 4210 includes several taxpayer elections. One election would permit tax-
payers to apply the new rules to intangibles acquired between July 25 1991
(the date of introduction of the original proposal) and the date of enactment.
This election was intended to prevent taxpayers from delaying plans to acquire
intangibles during the period of legislative uncertainty. Alternatively, taxpayers
can elect to apply the new rules retroactively to past open tax years, but with
a 17-year amortization period rather than 14 years. The 17-year election is de-
signed to permit taxpayers to "clear the decks" of intangible controversies.

issues. The 17-year election has been estimated by the Joint Committee on
Taxation as losing significant revenues. In addition to the revenue shortfall,
there are technical issues with the election. First, once the election is made,
H.R. 4210 section 4501(gX3)(D) provides that the election applies to the tax-
payer and any other taxpayer "under common control" with the taxpayer under
IRC section 41(fX1XA) and (B). Since the taxpayers to which the election applies
may not necessarily file consolidated returns, or may not even be under the con-
trol of a U.S. parent, this raises, a host of concerns about potential reporting
burdens, which corporation could make the election, and how taxpayers could
comply or the IRS could enforce such a rule. Second, the Committee Report
should discuss which type of arments with the IRS will be treated as closing
particular tax years. Closing agreements and form 870 AD agreements reached
between the IRS and taxpayers pay resolve the intangible asset dispute along
with any other audit issues, but the statute of limitations may not have expired
for the year.

Alternative Solution. We support the Committee's efforts to resolve past
disputes in a revenue neutral manner that does not adversely affect
companies that are uninvolved in these controversies. Moreover, the
election back to July 25, 1991 seems necessary for basic fairness to tax-
payers who had transactions in progress during this period.

In this context, we believe it is desirable for the Committee to go
even farther to provide certainty for resolving existing controversies
and put an end to the inordinate expenditure of resources by taxpayers
and the government on this issue. We would prefer a statutory resolu-
tion of existing controversies along the lines of S. 1245 introduced by
Senators Daschle and Symms.
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COUDERT BROTHMES,
New York, NY, May 11, 1992.

Mr. WAYNE HosIe^,
Committee on Finance,
U.S. Senate,
Washington, D.C. 20510
Mr. ED Mum u, Minority Chief of Staff,
Committee of Finance,
U.S. Senate,
Washington, DC.

Dear Mr. Hosier/Dear Mr. Mihaski: The purpose of this letter is to strongly urge
the United States Senate to enact H.R. 4210, or similar legislation, to clarify the
tax treatment of amortizable intangibles for both future and past transactions. Spe-
cifically, this letter will propose certain modifications to the provisions of H.R. 4210
which would make the 17-year retroactive election provided in such legislation reve-
nue neutral.

SUMMARY

It is acknowledged by the Treasury Department, professional groups, and affected
taxpayers that the availability of the 17-year retroactive election contained in H.R.
4210 would avoid costly and unproductive controversies between taxpayers and the
Internal Revenue Service (the 'IRS") which, following the enactment of H.R. 4210,
will have no precedential value. However, the concern has been raised as to whether
the 17-year retroactive election will lose revenue, although the revenue estimate
originally made with respect to H.R. 4210 at the time it was passed by Congress,
showed this legislation would result in a revenue increase.

To ensure that the 17-year retroactive legislation does not result in any signfi-
cant revenue loss, we propose that H.R. 4210 be modified in two respects. First, tax-
payers should be required, to make the 17-year retroactive election no later than
December 31, 1992. As explained below, such a deadline is the key to avoiding a
loss of tax revenue, because it will force almost all affected taxpayers to make the
election in order to avoid the risk of future adverse judicial decisions concerning the
amortization of intangibles. Second, the 17-year retroactive election should be lim-
ited to transactions consummated after May 6, 1986, the effective date of Section
1060 of the U.S. Internal Revenue Code of 1986, as amended, (the "Code"). Limiting
the retroactive election to post-Section 1060 transactions will preclude taxpayers,
who employed the highly aggressive purchase price allocation techniques which
were available prior to the enactment of Section 1060 from obtaining an unfair tax
benefit through the making of a 17-year retroactive election. It would also limit the
election to tax years in which the IRS and taxpayers have yet to incur a substantial
amount of contest costs as evidenced by the report issued by the United States Gen-
eral Accounting Office (the "GAO") entitled "Issues and Policy Proposals Regarding
Tax Treatment of Intangible Assets" (GAO/GGD-91-88). The GAO conducted an in-
ternal IRS survey in mid-1989 of all unresolved, or open audit cases in their exam-
ination, appeals, or litigation units. These cases generaly included tax returns for
tax years 1979 through 1987. Moreover, extending the 17-year retroactive election
to post-Section 1060 transactions is consistent wit% the clear objective of Congress
to clarify the approprate allocation of purchase price consideration for transactions
consummated after May 6, 1986.

The rationale for these proposed legislative modifications is discussed in further
detail below.

DISCUSSION

Benefit of Retroactivity. In recent years, many of our clients have been engaged
in protracted and extremely costly negotiations with the IRS concerning the appro-
priate tax treatment of intangible assets purchased as part of various acquisitions
undertaken to expand such clients' business operations. A substantial number of
such transactions have yet to be audited for prior taxable years, and our clients face
the prospect of costly IRS controversy proceedings regarding the issue of the appro-
priate level of intangible asset amortization deductions.

The enactment of H.R. 4210 would eliminate uncertainty with respect to future
acquisitions and would avoid the protracted and expensive disputes with the IRS
which have absorbed significant amounts of our clients' time in the past and have
required an enormous expenditure of resources of time of client personnel and fees
paid to attorneys, accountants and appraisers. H.R. 4210 is revenue-neutral as ap-
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plied to future transactions and is supported in concept by the Treasury Depart-
ment, various bar associations, professional organizations and numerous industry
groups.

The prncipal question raised with respect to H.R. 4210 is the concern that the
17-year retroactive election presently provided in the legIlation will have a signifi-
cant negative revenue effect. All parties recognize that, if the provisions of H.R.
4210 constitute good tax policy for future transactions, then, by definition, such leg-
islation should prove useful in resolving potential disputes between taxpayers and
the IRS with respect to pre-1992 transactions. Assistant Secretary Goldberg, in his
April 28, 1992 testimony-before the Senate Finance Committee stated that:

"we recognize that there are numerous controversies between taxpayers
and the Internal Revenue Service concerning the amortization of intangi-
bles, and that there will be more to come for years prior to 1992. These dis-
putes are costly to the private sector and the Government. We share Con-
gressional concern over the prospect of continued litigation gridlock, par-
ticularly over issues of no ongoing significance. We would readily embrace
a legislative solution that would resolve all open cases fairly, equitably. im-
mediately, and at no additional cost to. taxpayers and the Government."
(Emphasis added).

Loss of Revenue-Adverse Selection. Assistant Secretary Goldberg expressed con-
cern regarding the 17-year retroactive election contained in H.R. 4210 because, as
a result of the inclusive provision of H.R. 4210, recent analysis suggested that the
legislation would lose significant revenue. In determining whether the 17-year retro-
active election contained in H.R. 4210 will lose significant revenue, the first point
that should be noted is that the 17-year amortization period provided in the event
of such an election is longer than the 14-year amortization period set forth for fu-
ture transactions in the legislation. The 14-year amortization period generally is be-
lieved to be revenue-neutral. Thus, a 17-year retroactive election actually would ap-
pear to raise revenue for the Government if the Government could be reasonably
assured that substantially all affected taxpayers would make the retroactive election
provided for in the legislation.

It has been asserted by critics of retroactivity that the revenue loss which may
arise as a result of the 17-year retroactive election principally will result from "ad-
verse selection." Under this concept of "adverse selection, 'those taxpayers who
would benefit from the 17-year election would make the election while those tax-
payers who have strong arguments for the amortization of intangible assets over
shorter lives than 17 years, would not make the election. Moreover, it is asserted
that certain taxpayers will receive significant refunds as a result of making the 17-
year retroactive election.

Election Deadline. We believe that certain modifications can be made with respect
to the retroactive election provisions of H.R. 4210 to ensure that the legislation re-
mains revenue neutral. First, and most important, it is critical that taxpayers be
provided with a December 31, 1992 deadline to make the 17-year retroactive elec-
tion. Such a time deadline, in effect, would compel almost all taxpayers to make the
17-year retroactive election without actually adopting the mandatory requirement of
a 17-year amortization life for intangible assets purchased in past transactions.
There are few taxpayers who would not make a 17-year election and instead choose'
to face the uncertainties of future judicial authority and IRS actions concerning the
amortizability of various categories of intangible assets. In the face of a December
31, 1992 election deadline, few taxpayers would take the risk of future adverse legal
authority and would make the election even if it resulted in paying more taxes in
order to avoid substantial controversy costs and the risk of adverse future court de-
cisions. We believe that almost all affected taxpayers will make the 17-year retro-
active election which, at least, should prove revenue neutral.

In addition, the retroactive election provisions of H.R. 4210 should be further re-
vised to provide that all taxes and accrued interest for all taxable years for which
such election was made would be payable within 2-1/2 months of the making of such
election. We anticipate that such a payment deadline would actually generate an
immediate revenue increase.

Cut-Off Date of May 6, 1986. Second, to further eliminate any negative revenue
effect arising for the 17-year retroactive election Congress may wish to consider
limiting such election to acquisitions consummated alter the effective date (i.e., May
6, 1986) of Section 1060 of the Code. Congress adopted Section 1060 in an attempt
to resolve conflicts between taxpayers and the IRS regarding the allocation of pur-
chase price of acquired assets. Allowing taxpayers to make a retroactive election
with respect to post-May 6, 1986 acquisitions should make the remaining conflicts
in the allocation of purchase price (i.e., allocation to intangible assets) consistent

'I
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with the pupses of Section 1060. In transactions consummated frior to the effec-
tive dat of ection 1060 of the Code, taxpayers often took relatively aggressiveposi-
tions with respect to the allocation of purchase price among different assets. If tax-
payers are precluded from making a 17-year retroactive election with respect to in-

ble assets acquired in pre-Section 1060 transactions, the IRS will have the op.
poo ty to challenge these more aggressive transactions which should be more vul-
nerable to IRS attack than post-1986 transactions. Thus, any negative revenue ef-
fect of the 17-year retroactive election could be partly avoided by limiting the avail-
ability of such election to intangibles acquired after the effective date of Section
1060.

In conclusion, if the 17-year retroactive election provided in H.R. 4210 is modified
to provide that (1) the election must be made by December 31, 1992, and (2) the
election can only be made with respect to intangibles purchased in connection with
the acquisition of a trade or business consummated after May 6, 1986, the 17-year
retroactive election should be largely revenue-neutral and a substantial portion of
the present backlog of tax controversies concerning the amortization of intangibles
should be eliminated.

If you have any questions concerning the foregoing, please do not hesitate to call
the undersigned at (212) 880-4470.

Very truly yours, EDMUND S. COHEN.

STATEMENT oF TuE DFS GRouP L.P.

DFS* Group L.P. appreciates the opporturAity to submit these comments for inclu-
sion in the record of the hearing held by the Senate Finance Committee on propos-
als to amend the tax laws to provide changes with regard to the taxation of intangi-
bles. While DFS Group L.P. applauds in concept the effort being undertaken by the
tax writing committees to provide additional certainty in this area, we believe that
it is inappropriate to arbitrarily lengthen the useful life of intangible assets in those
cases where there is a well established useful life, no controversy with the IRS ex-
ists, and the concession is not renewable without the payment of fair market value
consideration to the governmental unit.

In particular, government concessions should continue to be allowed to be amor-
tized over the period to which the payments for such concessions relate. Although
government concessions are intangible assets, their useful life is easily determinable
by reference to the period for which they are granted. Amortization over a different
arbitrary period will result in a significant mismatch of revenues and expenses and
may create an allocation issue where none currently exists.

The uncertainty and controversy between the IRS and taxpayers the legislative
proposals are intended to address anses from the treatment of customer-based in.
tangibles and goodwill. The present law necessity of allocating acquisition price
among such intangibles and the determination of their useful life imposes signi-
cant compliance costs on taxpayers and, due to the controversial nature of such de-
terminations, leads to frecquent, expensive, and tine consumng controversies be-
tween taxpayers and the PS. Thus, it ma be approprate to require customer-
based intangibles to be amortized over a singl a ihary useful life.

On the other hand, the value of a government concession has no material cus-
tomer-based component. The value of such a concession is the right to sell certain
items at a certain place for a certain period of time. Payment is made to the govern-
mental entity granting the concession for that certain period of time. Both the
amount of the payment and the period to which it relates are easily determined
with reference to the terms of the concession itself.

It is inappropriate to arbitrarily change the tax treatment of intangible assets
which are not customer-based and are not the subject of controversy between tax-
payers and the IRS.

The Conference Committee to H.R. 4210 recognized this principle in connection
with the treatment of software, leases, and certain other intangible assets which it
excepted from the arbitrary life otherwise provided in that legislation. However, the
Conference Committee did not address the treatment of government concessions
and the language of that bill appears to require government concessions be treated
as section 197 intangibles, to be amortized over 14 years.

We urge the Senate Finance Committee to address this problem in the case of
government concessions by providing that section 197 intangibles do not include any
contractual right granted by a governmental unit, or an agency or an instrumental-
ity thereof, if (1) such right has a fixed duration and (2) is not renewable without
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the payment of fair market value consideration to the governmental unit for the pe-
riod to which the renewal applies.

IMMRTON OF TYPICAL OOVMEr*ENT CONCEMSION TO SELL "DUlrY FREE"

MStVically operates as the exclusive "duty free" or 'in bond" seller at an air-
pert, uider a concession granted by the airport authority puvmsAt tea competitive
bid&ing process. DFS usually is required to make payments for each year of the con-
cession to the airport authority.

The concession exists for a fixed period of time, typically five years. At the conclu-
sion of the fixed period, the irport authority generally conducts a new competitive
biddirm r e to determine who will be assigned the concesion for the next fixed
potiod. Tb iiness holding the concession for the prior period receives no special
consideration in this new bidding process. In certain situations, the governmental
authority having the power to grant the concession may choose to negotiate an ex-
tension of the current concession. However, it is not required to do so and will only
extend the concession if it is satisfied that the additional payments to be required
for the period of the extension represent fair market value consideration for that
period.

A typical duty free concession consists of several rights, including the exclusive
right to sell "duty free" or "in bond" merchandise within an airport or airport terni-
nal, the exclusive right to deliver "duty free" or 'in bond" merchandise to inter-
national passengers eparting from the airport or terminal, and the exclusive right
to use certain physical space for a specific purpose. Of these rights, the rights to
sell "duty free" are by far the most valuable. The payments other vendors make for
the use of similar space, but without the exclusive right to sell "duty free," are a
small fraction of the payments made for the duty free concession.

IMPACT OF LANGUAGE IN H.R. 4210

In general
The language in H.R. 4210 appears to treat a duty free concession as a section197 intangible and, at least as to the portion of concession payments attributable

to the right to sell "duty free," appears to require payments for the fixed period of
the concession to be amortized over 14 years rather than the period to which the
payments relate.

Mismatch of revenues and expenses
To the extent possible, expenses should be recognized in the same period as the

revenues to which they relate. The revenues attributable to a duty free concession
for a fixed period are recognized over that fixed period..The expenses attributable
to the concession should be recognized over the same period, and not over some dif-
ferent, arbitrary period.

Duty free appear not to be excluded from section 197 as either leases or franchises
The language in H.R. 4210 does provide an exception from section 197 for an in-

terest in real property (such as a lease), or the acquisition of an existing lease. The
greater portion of payments made for a duty free concession are not for an interest
in real property. A duty free concessionaire pays substantially more than other con-
cessionaires pay for the use of airport space without the right to sell duty free. This
excess is properly viewed as in exchange for the right to sell duty free, rather than
for the lease of physical space.

The language in H.R. 4210 also provides that certain contingent payments for
franchise rights are also excluded from section 197. This exclusion appears to be in-
sufficient to cover a duty free concession for two reasons.

First, the langage in the House passed version of H.R. 4210 suggests that a
grant of a right by a governmental body is not necessarily a franchise. Otherwise
there would be no reason to refer separately to rights granted by a governmental
body.

Second, the typical duty free concession requires substantial fixed minimum pay-
ments over the term of the concession which would not be treated as a contingent
payment under the bill.

Language in H.R. 4210 creates a new allocation issue
The treatment of duty free concessions under the present language will create a

new allocation issue of the type the intangibles provision is designed to prevent. Be-
cause a duty free concession consists of both the right to occupy physical space (not
a section 197 intangible) and the right to sell duty free (apparently a section 197
intangible), taxpayers acquiring concessions would apparently be required to allo-
cate amounts paid pursuant to the concession between the two. This allocation is
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not a material issue under present law since both rights are considered to have the
same useful life. The language of H.R. 4210 makes the allocation a material issue
and creates the anomalous result of requiring the portion of the concession payment
attributable to the lease to be amortized over the period to which it relates and the
portion attributable to the right to sell duty free to be amortized over 14 years.

PROPOSAL TO CORRECT LANGUAGE IN H.R. 4210

Tei problems created by the language in .R. 4210 should be addressed by r
viding that section 197 intangibles do not include any contractual right granted by
a governmental unit or an agency or an instrumentality thereof if such right has
a fixed duration and is not renewable without the payment of fail market value con-
sideration to the governmental xunit for the period to which the renewal applies.

It is noteworthy that this corrective language generally follows the approach
taken in the original version of the intangibles proposal contained in 1.1. 3035.
That bill would have excluded dl governmentally graltd lights from section 197
treatment. At the request of broadcasters and others, the original language was
modified to bring governmentally granted rights that do not have a well established
useful life, such as communications licenses, under section 197 and allow their am-
ortization over 14 years. In addressing concerns wifh these other kinds of govern-
mentally granted rights, the inappropriate treatment of government concessions
was, we believe, inadvertently created.

The proposed corrective language differs from the language in H.R. 3036 as intro-
duced in three respects. First, the proposed corrective language requires that the
right granted by the governmental entity not be renewable without the payment of
fair market vaiue consideration for the period to which the renewal applies. This
is intended to limit the rule to those rights whose original acquisition cost is related
to the current term of the concession. If fair market value for any renewal term
must be paid that payment is the amount attributable to the renewal.

Second, ujnike the language of H.R. 3036, the proposed corrective language is not
limited by the phrase "to the extent provided in regulations." Application of the rule
should not depend upon when and in what manner the Secretary of the Treasury
discharges his obligation to write regulations. Taxpayers should be able to rely on
the provision beginning with the enactment of the provision, and not have to wait
for regulations to be proposed and finalized to determine whether or not it applies.

Third, the proposed corrective language would apply to rights acquired in a trans-
action involving the acquisition of assets constituting all or a substantial portion of
a trade or business, as well as grants of new rights or the acquisition of such rights
in a "stand-alone" purchase. This is consistent with the treatment of other intangi-
ble assets, such as leases, that are also excluded from section 197. Rights granted
by a governmental entity which are not renewable without the payment to the gov-
ernmental unit of fair market value consideration should not be treated differently
depending upon how they are acquired. The issues concerning the proper matching
of income and expenses are the same in all cases.

Again, we appreciate the opportunity to submit these comments on this important
issue, and would be pleased to answer any questions which the members of the
Committee may have about our testimony.

STATEMENT OF ECOIAB INC.

I am writing in my capacity as Vice President-Tax and Public Affairs of Ecolab
Inc. in regard to the April 28, 1992 Senate Finance Committee hearing on simplify-
ing the tax treatment of intangible assets.

Ecolab is the leading developer and marketer of premium cleaning, sanitizing and
maintenance products and services for the hospitality, institutional and industrial
markets. Our customers include hotels and restaurants, foodservice and healthcare
facilities, dairy plants, and food and beverage processors around the world, Founded
in 1924, Ecolab is headquartered in St. Paul, Minnesota and currently employs more
than 7,000 people in 26 countries.

We commend you for exploring possible solutions to the continuing controversy be-
tween taxpayers and the Internal Revenue Service regarding the tax treatment of
intangible assets.

The current state of the law with respect to the tax treatment of intangible assets
leads to both costly disagreements between taxpayers and the IRS and to inconsist-
ent treatment for similarly situated taxpayers.

A statutory framework for the tax treatment of intangible assets would lead to
certainty in the tax law and consistent treatment among taxpayers. By way of
precedent, the legislative approach to fixed asset depreciation deductions serves as
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an example of a workable and fair solution to otherwise uncertain tax treatment.
The statutory history with respect to adoption of the Accelerated Cost Recovery Sys-
tem in 1981 rings true today in the area of intangibles.

"The committee heard copious testimony that the present rules are too
complex. These rules require determinations on matters, such as useful life
and salvage value, which are inherently uncertain and, thus, too frequently
result in unproductive disagreements between taxpayers and the Internal
Revenue Service. Current regulations provide munerous elections and ex-
ceptions which taxpayers--especially, small businesse&--find difficult to
muster and expensive to apply. The committee believes that a new capital
cost recovery system should be structured which de-emphasizes the concept
of useful life, minimizes the number of elections and exceptions, and so is
easier to comply with and to administer." [Senate Report No. 97-144, ist
Session, page 471

We support efforts to bring certainty and fairness to this unsettled area of tax
law through a statutory framework, as was implemented in 1981 for the deprecia-
tion of fixed assets.

If you have any questions regarding the foregoing, please contact me at (612) 293-.
2642. Thank you for your consideration of these comments.

STATEMENT OF' TIE EDISON ELECTIC INSTITUTE

The Edison Electric Institute (EEl) appreciates this opportunity to provide written
comments for the April 28, 1992 hearing before the Senate Committee on Finance
with respect to the tax treatment of goodwill and certain other intangibles. We ap-
preciate the interest--of this Committee in holding a hearing on this important
topic. EEI is the association of electric companies. Its members serve ninety-eight
percent of all customers served by the investor-owned segment of the industry. They
generate approximately seventy-eight percent of all the electric energy in the coun-
try and provide service to more than seventy-five percent of all ultimate customers
in the Nation.

SOUND TAX POLICY

EEl strongly supports the concept of simplifying the tax treatment of intangible
assets. While Congress has devoted enormous amounts of time and resources to es-
tablishing depreciation methods and periods for tangible assets, it has devoted rel-
atively iTtle attention to the amortization rules for intangible assets. This has left
the issue of determining amortization rules of intangibles to the courts. The courts
have created a body of case law that is both complex and uncertain and this causes
ongoing problems for both taxpayers and the Internal Revenue Service (IRS). EEl
believes that the Internal Revenue Code of 1986 should be amended to provide for
the amortization of intangible assets in order"to eliminate uncertainty and con-
troversy. These points were made by EEl in a written statement for the record sub-
mitted to the Committee on Ways and Means with respect to H.R. 3035, a bill intro-
duced by Chairman Rosienkowski of the Committee on Ways and Means. Although
H.R. 4210, the Tax Fairness and Economic Growth Act of 1992, was vetoed by the
President the bill contained the "substance of H.R. 3035. Importantly, Congress rec-
ognized that tax law simplification of intangible assets is necessary. To that end,
we are pleased that this Committee has now held hearings on this important sub-
ject.

The concept of matching income and expense in the same period(s) is a fundamen-
tal principle of income taxation. Presently many intangible assets generate gross
income; however, no deduction related to the cost of these intangible assets is per-
mitted to offset that income. The recognition of intangible assets as amortizable is
an advance in tax policy because it recognizes the matching concept. That is, the
taxpayer should recognize the cost of intangible assets over the period of time that
those assets produce income. Current law permits the amortization of an intangible
asset only in those cases when the intangible asset has a limited life or a special
statutory provision applies. If an intangible asset is created in the acquisition of a
business, a taxpayer often cannot match the cost of that asset against the periods
annual income in which the income is generated by the business. Consequently, the
taxable income will be overstated in those periods. Conversely, when the business
is sold, the profit will be understated because the entire cost is deductible at that
time.

A tax system that purports to tax net income should fairly measure net income.
Otherwise, the tax system is not neutral and affects the economic decisions of tax-
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ayers. The failure of the tax code to include a clear, general system of amortization
or certain intangible assets is an onerous burden for both the government and the
taxpayers. Assistant Treasury Secretary for Tax Policy, Kenneth W. Gideon, stated
in a letter regarding H.R. 3035, that 'S3 making goodwill amortizable, the U.S. tax
laws would move closer to generally accepted accounting principles and the tax ac-
counting principles utilized by other industrialized nations." Just like a machine or
a buildl, an inta ble asset produces income and reprerents a cost of doing busi-
ness. Failure to permit that cost to be matched against related income is poor tax
policy.

Te recovery period for intangible assets necessarily will be somewhat arbitrary.
However, the depreciable lives of most physical assets today has little connection
to their economic useful lives. Our economy and tax system are too complex to per-
mit determination of useful lives on individual facts and circumstances. he imor-
tant point is to allow businesses to recover the capital costs of income-producing as-
sets over a reasonable period. H.R. 3035 generally corrects the problem through the
institution of a single fourteen year amortization period for intangible assets.

In our view, H.R. 4210 corrected a deficiency in H.R. 3036. H.R. 4210 allows four-
teen year amortization of any qualifying license, permit or other governmentally
granted right, even if the license, permit or right is extended indefinitely or is ex-
pected to be renewed for an indefinite period. However, H.R. 4210 also provided a
special rule wherein a taxpayer which acquired a group of intangibles in a single
transaction (or a series of related transactions) could not take a deduction on any
intangible in the group until the last asset is disposed of or became worthless.

EMISSION ALLOWANCES CLARIFICATION NEEDED

The Clean Air Act Amendments of 1990 instituted a market based emissions con-
trol program by establishing a new system whereby the Environmental Protection
Agency (EPA) is to issue allowances for the emission of sulfur dioxide (SO2), based
upon emissions during a base period. This program is designed to reduce emissions
in two phases be'nnngin 1995 and in 2000. The program will utilize a market
based program wNch wil allow emission control programs to be based on economic
decisions. An emission allowance is the right to emit one ton of 802 during one year.The EPA has issued proposed regulations on the emissions program.
H.R. 4210, as written, could be interpreted to adversely affect utilities by requir-

ing the amortization of emission allowances over a fourteen year period. Such allow.
ances, granted by the EPA are not subject to gradual exhaustion as most amortiz-
able assets, but rather the allowances generally will be used in the year in which
they are acquired. A second area of concern regarding emission allowances is the
possibility of delay in recovering the cost of any allowances acquired in a transaction
or series of transactions until the last allowance in the group is disposed of or be.
comes worthless.
EEI does not believe that Congress had emission allowances in mind when it con-

sidered the intangibles legislation. The licenses and other governmental 'rights de-
scribed in the Conference Committee's Explanatory Statement of the intangibles
provision of H.R. 4210 (e.g., liquor license, airline slots, a broadcasting license) con-
stitute rights to conduct the taxpayer's business over a substantial period of time.
An emission allowance, on the other hand, permits the utility to emit one ton of 802
in one year with no residual v.lue after its utilization. Also, the purpose of intangi-
bles legislation is to clarify controversial aspects of the tax treatment of intangibles.
As mentioned below, EEl believes that the tax treatment of emission allowances
under current law is clear.

EEl realizes that a large number of emission allowances will be acquired by utili-
ties from the EPA at no cost; and, therefore will have no basis for amortization in
the hands of the recipient. See Revenue Ruling 92-16, 1992-12 I.R.B 5. However,
allowances may be bought and sold and transferred in other transactions in which
a basis in them is acquired by the transferee. EEI believes that current law is clear
that the basis in emission allowances is not depreciable or amortizable but is to be
recovered by the holder "when the allowance is used, sold or becomes worthless. EEl
urges this Committee to continue existing law in this area by clarifying that emis-
sion allowances are not subject to the amortization provisions of any intangible leg-
islation.

Income and expense would be mismatched if a utility purchased an allowance for
use in the year of purchase, or soon thereafter, and was required to deduct the cost
of the allowance over a fourteen year period. It would also be a mismatch of income
and expense to require a utility to delay its recovery of the cost of an allowance ac-
quired along with thousands of other allowances until the last allowance of the
group is used, sold or otherwise unused.
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In EEl's view, as expressed to the IRS, " ... a taxpayer should be able to deduct
the basis of an allowance under [Internal Revenue] Code section 162(a) in the tax-
able year in which the allowance is used." An emission allowance, unlike most gov-
ernmental licenses is limited both as to time and scope so that an allowance is to-
tally consumed within, one year.

The following description included in the legislative history as part of the Ways
and Means Technical Explanation of H.R. 4287 (Tax Simplification) and as part of
the Conference Committee's explanation of the House Bill in its Explanatory State-
ment of H.R. 4210 should be modified to clarify that an emission allowance is not
a "section 197 intangible" asset amortizable under the Act. Our suggested modifica.
tion is noted below:

"Certain rights to receive tangible property or services. The term 'section
197 intangible' would not include any right to receive tangible property or
services under a contract (or any right to receive tangible property or serv-
ices granted by a governmental unit or an agency or instrumentality there-
of) if the right is not acquired in a transaction (or a series of related trans-
actions) that involves the acquisition of assets which constitute a trade or
business or a substantial portion of a trade or business."

NOTE: (Additionally, the cost of acquiring an emission allowance to emit
one ton of sulfur dioxide provided by the Clean Air Act Amendments of
1990 would be deducted during the taxable year in which it is used.]

OTHER GOVERNMENTAL LICENSES

Another type of governmental license where tax treatment needs clarification is
a license to operate an electric generating plant. For example, the Nuclear Regu-
latory Commission licenses nuclear generating plants and the Federal Energy Regu-
latory Commission licenses hydroelectric generating plants. In each instance, the li-
cense is plant specific for a specified period of time. Current tax treatment has been
to capitalize original licenses as part of the tangible plant cost and depreciate such
costs over the depreciable life of the plant. Clarification should be provided that util-
ities may continue to capitalize such costs and depreciate them as part of the tan-
gible asset, or alternatively, treat such costs as a Section 197 asset by capitalizing
and amortizing them over the applicable period.

SUMMARY

In summary, if the Committee proposes legislation similar to the intangibles pro-
vision of H.R. 4210, EEl urges it to clarify that an emission allowance under the
Clean Air Act Amendments of 1990 is not covered by such legislation. We also rec-
ommend that such legislation specify that licenses to operate utility plants issued
by agencies of the federal government may continue to be depreciated as part of the
cost of the tangible asset or, alternatively such licenses may be amortized over the
applicable period for a Section 197 asset. AEI appreciates the opportunity to present
its views on this important issue.

STATEMENT OF THE ELECTRONIC INDUSTRIES ASSOCIATION

The Electronic Industries Association (EIA) is pleased to submit its views for the
record of the April 28, 1992 hearing held by the Finance Committee on the tax
treatment of intangible assets.

EIA is the oldest and largest trade association for the U.S. electronics industry,
and is comprised of more than 1,000 member companies involved in the design
manufacture, distribution and sale of electronic parts, components, equipment and
systems for use in consumer, commercial, industrial, military and space use. Over-
all, the industry was responsible for more than $271 billion in factory sales of elec-
tronics in 1991, of which approximately $30 billion were exports.

For purposes of the discussion below, we will focus our remarks on the impact
of H.R. 4210 and S. 1245 upon the software and high technology industry.

GENERAL COMMENTS

Section 4501 of H.R. 4210 provides for an amortization deduction over a 14-year
period for the capitalized costs of certain intangible property (including goodwill)
that is acquired and held by a taxpayer in connection with the conduct ofa trade
or business (a "section 197 intangible"). This rule would apply to the intangible
Property whether the property was acquired as part of the acquisition of a trade or
busmes or as a single preexisting asset.
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Computer software that is not acquired in a transaction involving the acquisition
of assets which constitute a trade or business or a substantial portion of a trade
or business, or computer software that (1) is readily available for purchase by the
general public, (2) is subject to a non-exclusive license, and (3) has not been sub-
stantially modified is not treated as a section 197 intangible subject to the 14-year
amortization period. Computer software that is currently deductible (not capitalized)
continues to be currently deductible under the bill, but if a depreciation deduction
is permitted for software that is not a section 197 intangible (e.g., software that is
taken into account as part of the cost of computer hardware or other tangible prop-
erty), the amount of the deduction is determined by amortizing the adjusted basis
of the software ratably over a 36-month period that begins with the month the soft-
ware is placed in service.

S. 1245 provides that if a taxpayer demonstrates through any reasonable method
that (1) a customer base, market share or similar intangible item has an ascertain-
able value separate and distinct from other assets (including goodwill and going con-
cern value) acquired as part of the same transaction and (2) the intangible item has
a limited useftl life which can reasonably be estimated, then the basis of the intan-
gible shall be amortized over such useful life.

These bills purport to simplify the Code and, in effect, lessen or eliminate the on-
going controversy over the amortization of acquired intangibles. EIA supports this
objective and recognizes that some "rough justice" is an inevitable byproduct of sim-
plification and that such efforts unavoidably distort the amount of one industry's in-
come and expenses in favor of another's. Our members particularly objected to H.R.
3036, which was the predecessor to H.R. 4210, because the amortization period for
the computer mid high technology companies' products was disproportionately
lengthened in order to 14 years in order to provide certainty for other industries
and practices, such as the amortization of goodwill. For example, we believed that
H.R. 3035, as introduced, would have signficantly affected the competitive position
of our members who either sell software or who use software in their computer sys-
tems, given that the useful life of software is generally recognized as 5 years or less.

SPECIAL RULE FOR SOFTWARE

While we welcome the fact that, in response to comments from us and others, cer-
tain types of software are excluded from the current version of H.R. 4210, we believe
that it-is important to state for the record the reasons why this exclusion is nec-
essary, and to recommend an expansion of this exclusion and certain additional
changes to H.R. 4210.

Many of the other intangibles covered by H.R. 4210, such as workforce and good-
will, cannot be valued separately from the business to which they are related. By
contrast, software more closely resembles a tangible asset in that it can be identified
readily and its economic life can be measured with reasonable accuracy. Moreover,
the GAO report on the tax treatment of intangibles issued in August of 1991 indi-
cates that disputes between taxpayers and the Service over the value of technology
represents a minor component of taxpayer valuation disputes.

Also, it has generally-been recognized by both the Service and taxpayers that soft-
ware has a short useful life (5 years or less). As noted above, the existence of an
estimated useful life is in contrast to other intangible assets whose useful life is
much harder to define. By anyone's measure, a 14-year old amortization period for
software is much longer than the life of the product.

An artificially long useful life for software creates a disincentive to modernize op-
erations. Legislation that would require software to be amortized even after the soft-
ware is replaced with new, state.of-the-art software would create a strong disincen-
tive to develop new software as quickly as possible since the tax system would im-
pose an additional cost of the software previously developed. This disincentive may
delay the modernization of operations that has helped to maintain the competitive
advantage of the U.S. high technology industry.

Finally, EIA supports the position that internally developed software applications
should qualify for the bill's exception for self-developed intangibles. This should be
the case even if such applications are developed in connection with third parties
that assist or are joint venturers in developing the particular software.

SUGGESTED ADDITIONAL MODIFICATIONS TO H.R. 4210

1. Congress should consider expanding the software exception to certain other
high technology intellectual property. The discussion above explains why a special
rule for software is required. These arguments also justify treating other certain
high technology intangibles like software for purposes of the bill. Certain intellec.
tual property, such as advanced formulae, processes or design patterns, is very simi-
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Jar to software in that its expected life is much shorter than 14 years, and the abil-
ity to make changes quickly in these areas is crucial to a company's success.

Increa _ly, the m.or growth in U.S. electronics is expected to come from prod-
ucts whichve a higil intellectual property content. If H.R. 4210 is passed In its
present form, without recogntion of the shorter lifespan of these processes, then the
cost of new products developed using cutting-edge intellectual property technologies
will rise-thus, reducing the competitive position of high technology U.S. companies
in the global marketplace.

2. Congress should consider exempting software or other high technology that is
purchased through the acquisition of all of the company's assets. Under HR. 4210,
software that is acquired in a transaction that involves the acquisition of substan-
tially all of a company's trade or business would be subject to a 14-year amortization
period. We think such a limitation is unwarranted here. In many cases the com-
pany is acquired primarily to acquire the software that has been developed. We
strongly suggest that H.R. 4210 be amended to take that factor into account.

3. Congress should consider eliminating the requirement that software subject to
the bill be depreciated over 3 years. In many cases, the 3-year period is too long;
much software that is not immediately expensed is depreciated over a shorter pe-
riod.

SUMMARY

A 14-year amortization period for software and other high technology intangibles,
which is much longer than that prescribed in other countries, would affect the com-
petitiveness of U.S. firms that sell or that use U.S. software or other high tech-
nology. Moreover, the longer amortization period would provide a severe disincen-
tive for U.S. companies to use more advanced intellectual property technology when
business reasons dictate. Providing disincentives for such development, which is
clearly one area where the United States has traditionally been competitive with
other global economies, as a trade-off for providing a faster write-off period for other
intangibles or for "simplification" undermines the Committee's goal of enhancing
overall U.S. global competitiveness.

EIA appreciates the opportunity to share the views of its members with the Com-
mittee and I invite your staff to contact me at (202) 467-4925 with any further
questions.

STATEMENT OF HOUSTON INDUSTRIES INC.

Houston Industries Incororated ("HIV) submits the following comments for the
April 28, 1992 hearing on H.R. 3036, as amended and incorporated into H.R. 4210
and related issues. These comments specifically address the provisions of H.R. 303d
and H.R. 4210. The principles enumerated herein may be applied, however, to all
proposed legislation regarding the tax treatment of intangible assets.

HII is a diversified holding company. HII files a consolidated U.S. Corporation In-
come Tax Return with its various subsidiaries including Houston Lighting and
Power Company ("HI&P") KBLCOM Incorporated (UKBI OM"); and Utldity Fuels,
Inc. ("UFr'). HL&P is a regulated public utility, engaged in the generation, trans-
mission distribution and sale of electric energy, serving an area of the Texas Gulf
Coast Wegion of approximately 5,000 square miles. KBLCOM is one of the twenty
largest cable television system operators in the country serving approximately
1,000,000 customers in nine states. UFI provides coal and ignite supply services to
I&P.
Recent Congressional attempts to simplify and clarify the tax treatment of intan-

gble assets culminated in the passage of H.R. 4210, the Tax Fairness and Economicgrowth Bill of 1992. This bill was vetoed by the President on March 20, 1992.
Congress's efforts to simplify and clarify the tax treatment of intanible assets are
most commendable. HII and, we believe, the vast majority of parties involved in this
area of taxation continue to support these efforts.

The portions of H.R. 4210 dealingwith intangible assets were a marked improve-
ment of its predecessor legislation, H.R. 3035. HR. 3036 excluded certain renewable
government licenses from its amortization provisions. The Cable Communications
Act of 1984 generally requires a company to possess a government license in order
to provide cable television service. The House Ways and Means Committee con-
ducted hearings on H.R. 3036. A number of taxpayers, including H11, expressed con-
cern at the proposed inequitable treatment of governmental licensees and the bill's
failure to simplify and clarify the tax treatment of intangible assets.

H.R. 4210 amended H.R. 3035 to include renewable government licenses in the
intangible assets subject to the amortization provisions. This amendment, with re-
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ardtoinnible assets, instilled a greater degree of equality and certainty in the
egislation and is to be applauded.

The Government Accounting Office ("GAO") Report on Tax Treatment of Intangi-
ble Assets identifies two basic policy issues as paramount in considering any revi-
sions to the current tax rules for amortizing intangible assets, Those two issues are
improving the matching of business expenses with revenue to better reflect income
and lessening administrative burden on the taxpayer mid the Internal Revenue
Service ("IRS").By allowing the amortization of goodwill and other intangibles, including renew-
able government licensees H.R. 4210 satisfies the first policy issue raised by the
GAO. Virtually all tangible and intangible aseets used in the production of business
income decline in value over time. These askts are used, or waste away, in the pro-
duction of income. Measuring the exact decline in the value of an intangible asset
in a period is generally not possible in a cost effective manner. Recognizing this lim-
itation, tax law, as well as financial accounting, has adopted a ricple of system-
atic and rational allocation of the cost of an asset to the periods from which the tax-
payer benefits. H.R. 4210, by applying this principle to all intangible assets, will un.
questionably enhance the matchingof revenues and expenses.

The second policy issue raised by the GAO, lessening the administrative burdenon the taxpayer and the IRS, is likewise advanced by .R. 4210. The statutory re-
covery period and method are clear under H.R. 4210. Current tax law governing in-
tangible assets requires businesses and the IRS to make decisions based on specula-
tive results of tax litigation and differing decisions of the various courts. The cur-
rent judicial status of the Newark Morning Ledger Co. and Tele-Communications,
Inc. cases emphasizes the uncertainties to which both the IRS and taxpayers are
subject. H.R., 3035, as originally drafted, excluded certain government licenses from
the legislation's amortization provisions, ensuring ongoing litigation and con-
troversy.

In summary, the inclusion of renewable government licenses in the intangible
asset amortization provisions will help ensure an improved matching of business ex-
penses with the related revenue. It also avoids the detrimental and economically
wasteful litigation and controversy currently experienced. In addition, such inclu-
sion strongly promotes the overall goals of tax policy; equity, certainty and economic
efficiency.

Houston Industries Incorporated urges continued emphasis on intangible asset tax
treatment simplification, but only in a manner equitable to holders of government
licenses. To ignore the economic realities in the taxation of this substantial group
of taxpayers would severely jeopardize the results sought from such sound legisla-
tion.

STATEMENT OF TE INDEPENDENT INSURANCE AoENTs OF AMERICA

Mr. Chairman and members of the committee, my name is Eric Gustafson. I am
Chairman of the Blake Insurance Agency in Portsmouth, New Hampshire, and I am
President-Elect of the Independent Insurance Agents of America (IIAA). I am
pleased to 'submit this testimony today on beh lf of the Independent Insurance
Agents of America, which represents over 220,000 independent agents. The IIAA ap-
preciates the opportunity to submit testimony today on the tax treatment of intangi.
be assets.

My insurance agency, which has 26 associates, is a typical independent agency.
While there are very large agencies and brokerage firms, most independent insur-
ance agencies are small businesses that employ fewer than 10 individuals. Many
are, quite literally, Mom and Pop enterprises ru. by one family.

Independent agencies are service-based businesses. Their stock in trade is their
customers. That is why insurance agents have traditionally guarded the ownership
of insurance expirations so closely. This point can't be overemphasized. Most cus-
tomer lists are owned by the company that creates a product. For example, a news-
paper, which sells newspapers, owns its customer list and a bank, which takes de-
posits, owns its depositor list. But independent insurance agencie8--and not the
companies that underwrite insurance-own the customer list. That principle is what
gives independent insurance agents their value and preserves their independence.

In essence, the value of an agency is determined by the number and type of its
client relationships, which together constitute its expiration list. The expiration lists
provide the information needed to retain customers for renewals and market new
products to old customers. For this reason, the amortization of intangibles is an
issue of critical importance to independent agents.
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That is why we are particularly appreciative of the efforts of Senators Tom
Daschle and Steve Symms, the original sponsors of S. 1246. That bill, which has
attracted 19 co-sponsors,,would instruct the IRS to conform to the established prin-
ciples of law which permit the amortization of intangible assets.

Ways and Means Committee Chairman Dan Rostenkowski has taken a different
app roach. B recognizing the value of intangible assets, by abolishing the need to
distinguish between intangibles and goodwill, and by applying a consistent method
and rate of depreciation, the legislation brings certainty to an issue that has long
been the subject of disputes, time-consuming investigations, and costly litigation. In
our view, this legislation represents a solution beneficial to both the Internal Reve-
nue Service and insurance agents.

We do note however, the need to find a resolution for transactions that are not
covered by H.h. 3035, as originally introduced.

Insurance agents are now battling with IRS agents over the treatment of past tax
years. Any legislation that puts this issue to rest should eliminate, as well, litigation
and uncertainty surrounding the continuing effects of past transactions. Some con-
cerns have been raised with respect to the appropriateness of including with any
intangibles legislation enacted, provisions which apply to assets acquired prior to
the effective date of the legislation. This issue has in some cases been referred to
as the "retroactivity" issue. We believe that this characterization of the issue and
the concerns that have been raised with respect to it, are misplaced. Moreover, we
strongly believe that in light of the Internal Revenue Service's position in this mat-
ter, and the substantial matter of controversies pending in this area, that it is high-
ly appropriate and desirable for the Congress to provide some remedial provisions
with respect to assets acquired prior to date of enactment. The following points sup-
port this conclusion.

First, the retroactivity that exists in the current situation is a consequence of the
Internal Revenue Service's Coordinated Issue Paper which was issued sometime in
February of 1990. Under that Coordinated Issue Paper the Internal Revenue Serv-
ice has taken a position that customer-based intangibles acquired are per se non-
amortisable as a matter of law. The Coordinated Issue Paper substantially changed
the pattern and practice of the Internal Revenue Service in this area in a manner
that retroactively affected assets of taxpayers acquired in previous transactions.
Moreover, the position of the Internal Revenue Service is wholly inconsistent with
the reasonable expectations which taxpayers had when they acquired these assets.

Second, the normal concerns with respect to retroactivity from a tax policy per-
spective do not apply in this case. There is no windfall that taxpayers will experi-
ence to the extent that provisions applicable to previously acqured assets simply
provide them with the expectation that they had at the time of the acquisition, i.e.,
that the assets would be amortizable over their useful life if the taxpayer could dem-
onstrate the fair market value.

Third, the controversy over the 17-year provision contained in the recently passed
tax bill, H.R. 4210, the 'Tax Fairness and Economic Growth Act of 1992" is a con-
sequence of the fact that the provision would permit amortization of goodwill. How-
ever, the recovery period that would be permitted for goodwill and other intangibles
of 17 years is substantially longer than the average period claimed with respect to
the intangible assets alone. In fact, many taxpayers who would choose the 17-year
provision would experience a net tax penalty even though they would be permitted
to mortise goodwill. This phenomenon, inconsistent with the normal adverse selec-
tion analysis that would suggest that taxpayers would only elect the 17-year provi-
sion if it provided them with a better result than they have claimed on their return,
occurs because taxpayers are willing to pay a premium to attain certainty and to
avoid the cost of addressing a controversy with the Internal Revenue Service. These
costs can sometimes be substantial involving lawyers, accountants, and valuation
experts. Finally, it is abundantly clear that there is a crying need to provide a legis-
lative solution to a substantial number of controversies that are currently pending
between the Internal Revenue Service and taxpayers. The brief submitted by the So-
licitor General in the Newark Morning Case, currently pending in the Supreme
Court, clearly makes this point. While the Solicitor General supported the Third
Circuit, he nevertheless supported the petition for writ of certiorari by the taxpayer
by observing, in effect, that there is massive confusion as to the current state of the
law.

"We agree with petitioner, however, that this case involves a recurring
issue of substantial administrative importance given rise to inconsistent
reasoning and inconsistent decisions among the Circuits. We therefore do
not oppose the granting of certiorari in this cat3e."
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It is difficult to understand how anyone could argue that a clarification of the law
in a manner, intended to resolve expeditiously controversies between taxpayers and
the Federal government on a reasonable basis should be considered retroactive in
a climate where even the governments represented admit that the current state of
the law is thoroughly confusinj. For these reasons, some clarification of the law
with respect to previously acquired assets should be included with any legislation
enacted in this area to encourage the fair and expeditious settlement of controver-
sies.

For independent agents, resolution of the intangibles issue is particularly timely
because the insurance industry is in a state of flux. During the four-year period of
1986 through 1989, one in four agencies was involved in an agency merger. The
large number of mergers is due in part to the changing face of the insurance mar-
ketplace, and more recently to the recession. Agencies have been compelled to
merge for a more efficient and profitable operation.

In the buing and selling of insurance agencies, the expiration list is generally
the largest item of value. The expiration list gives the owner the detailed informa-
tion to retain and expand sales to an existing customer. It represents a stream of
expected income for the owner. We are seeing standard and accepted operating pro-
cedures for the amortization of intangibles under siege by the IRS and subject to
inconsistent court rulings. This uncertainty negatively effects the value of all inde-
pendent insurance agencies.

The effect of the IRS's Coordinated Issue Paper on independent agencies has
meant unexpected and unnecessary losses for agents who, because of market condi-
tions or their ownpersonal needs, must sell their business. It adversely affects the
borrowing power of an agency, particularly if the value of the agency fluctuates with
every IRS pronouncement and every court ruling.

Clearly the IRS is wrong in its contention that most intangible assets are indis-
tinguishable from goodwill and going concern value. Expirations are bought and sold
because they offer clear-cut, immediate opportunities for development of new busi-
ness in addition to the renewal or continuation of existing policies. The purchase
price of an agency reflects directly the size and quality of its .expiration list. This
is particularly clear for independent agencies which have few other assets to sell.
. t is also clear that expirations have a determinable useful life. The information

purchased in an expiration list declines in value as policy holders on the list cease
to be customers and no longer generate commission income for the taxpayer. Even-
tually once all of the policy holders cease to be customers, the information pur-
chased by the other agency will be of merely historic value.

Industry appraisers regularly follow established accomting guidelines to deter-
mine with reasonable accuracy an expiration's useful life. This is based on such fac-
tors as the kinds of policies included in the list and the renewal history of those
policies. Most purchasing agencies spend considerable time and resources to cal-
culate an expiration list's useful life upon purchase. In my experience, most agencies
calculate a useful life of five to seven years.

The Coordinated Issue Paper exacerbates what is already a discriminatory tax
policy against buyers and sellers of intangibles assets. Under present law, advertis-
ing and other expenses associated with the creation of a customer base are deduct-
ible as ordinary and necessary business expenses. A purchased customer base is
treated differently, though, and must be mortised over several years. Current IRS
policy which completely denies amortization of customer based intangibles adds fur-
ther discrimination and depresses the purchase price.

Failure to permit amortization also results in overtaxing the purchaser of the list
on income generated by the asset during its useful life. A fundamental principle of
the federal tax law is that income from the taxpayer's business activities is taxed
on a net, and not a gross, basis. Any proposal that denies on a per se basis amorti-
zation of the cost of insurance expiration lists violates this fundamental principle
of federal tax law.

Chairman Rostenkowski's legislation would restore much of the value of expira-
tions by guaranteeing their amortization over a fixed period. The IIAA supports
both the Daschle/Symms bill and H.R. 3035, which are different, but reasonable ap-
proaches that we believe should be acceptable to all parties. Should the Committee
decide that a standardized recovery period is the preferable route to follow, we hope
that it would cover both present and future tax treatment of intangibles.

Although we believe the 14-year amortization period does not accurately reflect
the actual useful life of expirations, we understand and appreciate the need for the
legislation to be revenue neutral. Should this Committee decide to adopt a. 14 year
(or another uniform) recovery period, we urge the Committee not to permit any ex-
ceptions to the legislation for two reasons. First, once industry-specific calculations
are made, fairness would require that the useful life for all other industries, includ-
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ing insurance also be re-calculated to better approximate our real experience. Sec-
ond, because the 14-year period is designed to be revenue-neutral, we fear that any
exceptions might lead some to argue that the 14-year period should be increased for
the rest of us. That, we would vehemently oppose. y

We encourage the passage of intangibles leslation and stand ready to provide
the committee with any information which may assist its efforts.

STATEMENT OF THE MASSACHUSEUTS COMPUTER SOFTWARE COUNCIL, INC.

The Massachusetts Computer Software Council, Inc. (the Software Council) appre-
ciates the opportunity to provide comments for the record with respect to the Senate
Finance Committee's consideration of legislation intended to simplify and clarify the
tax treatment of acquired intangible assets. The Software Council has been actively
involved in the debate over this legislation since House Ways and Means Committee
Chairman Dan Rostenkowski (D-IL) introduced his original intangibles bill (H.R.
3035), and looks forward to continuing to work with the Committee and its staff in
the future to provide information as to the impact potential legislative changes re-
lating to intangibles would have on the software industry.

There are more than 1,400 software companies in the Commonwealth, employing
46,000 people and generating more than $2 billion in revenue. Software is one of
the fastest growing industries in Massachusetts, with a projected rate of growth of
24 percent in 1992. While the Software Council's membership includes large house-
hold names, the majority of our members are small, entrepreneurial software com-
panies that play a vital role in developing new software technologies and in creating
new, high-slfled jobs essential to the recovery of the Massachusetts economy. Of
the 1,400 software companies in Massachusetts:

-74 percent have 26 or fewer employees
-77 percent have revenues of $5 million or less
-76 percent were established after 1980
-89 percent are privately held
-77 percent are self financed, and
-48 percent have distribution outside the United States.

Your committee, as well as Chairman Rostenkowski, must be commended for ad-
dressing an area of the tax law that needs clarification and certainty. In addition,
the Software Council recognizes that changes that have been made to H.R. 3035 as
part of its inclusion in H.R. 4210, the economic growth legislation vetoed by Presi-
dent Bush, go a long way towards responding to the concerns of the software indus-
try. Still, the Software Council believes the scope of the legislation as it currently
stands remains too broad, and urges the committee to exclude all computer software
acquisitions from the provisions of the intangibles legislation, thus allowing the in-
dustry to retain sound current-law tax principles that have worked well for more
than 20 years.

As introduced, H.R. 3035 would have required a 14-year amortization period for
purchases of commercially available software products, discrete purchases of soft-
ware teclhology, and acquisitions of software technology as part of the purchase of
a trade or business. When compared to the current-law amortization period of five
years or less as provided under Rev. Proc. 69-21, the 14-year amortization period
would have increased the after-tax cost of acquired software by approximately 12-
20 percent.

Since the introduction of H.R. 3035 in July 1991, the Software Council
worked with the Massachusetts House and Senate delegations, as well as
the House and Senate tax committee members id staff, requesting that the
current-law tax treatment of software be retained.

In the final version of H.R. 4210, the House and Senate responded to many of
the Software Council's concerns. H.R. 4210 excluded acquisitions of commercially
available software products, regardless of whether acquired on a stand-alone basis
or as part of a trade or business acquisition, and also excluded certain acquisitions
of software technology from the general 14-year-amortization rule of the bill

Still, the Software, Council believes that, in general, acquisitions of com-
puter software should not be affected by this legislation.

Specificaily, the Software Council believes that many software technology acquisi-
tions are structured a trade or business acquisitions for valid, non-tax purposes and
that these acquisitions should also be excepted from the 14-year amortization provi-
sions of the intangibles legislation.

Acquisitions of software products and software technology are critical to the con-
tinued success of the U.S. software industry. Small entrepreneurial software compa-
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nies create many new and exciting technologies which they are often unable to suc-
cessfully bring to market. Because software products are becoming more .complex
and multi-functional, many of the larger, more established software companies must
look outside their own development organizations to acquire the specialized software
technologies they need to add to their core products to satisfy customer demand for
new features and greater performance.

For example, software companies that developed successful spreadsheet and word
processing programs did not necessarily have the in-house development expertise to
write the graphical user interface (GUI) code required for these products to function
effectively in the popular Windows operating environment. One of the Software
Council's members Lotus Development Corporation, acquired its GUI technology by
acquiring Samna Corporation, a small software company struggling to penetrate the
word processing market. Lotus acquired the GUI teclmology it needed and Samna's
word processing products gained market access through Lotus' distribution chan-
nels. Both the small entrepreneur and the large software company benefit from
these technology acquisition transactions.

Because acquisitions of software technology are often a preferable alter-
native to developing technology Inhouse, the Software Council believes
that the definition of a trade or business acquisition utilized in the legisla-
tion is important.

Compared to H.R. 3035 as introduced, H.R. 4210 contained a number of signifi-
cant modifications regarding the definition of a trade or business that are helpful
in distinguishing -i h technology acquisitions. The reference in H.R. 4210 to the
code section 1060 trade or business definition is helpful because it clarifies the scope
of this exclusion by indicating that an asset or group of assets to which goodwill
would not attach should be excluded from the trade or business acquisition rules.
The separate acquisition of computer software is not the type of acquisition to which
goodwill would generally attach.

The clarification in H.R. 4210 that the value of assets acquired by a transferee
relative to the value of the assets retained by a transferor will not be determinative
of whether the transferee has acquired a trade or business is also helpful. An acqui-
sition of a portion of a group of assets not constituting a trade or business should
not be treated as a trade or business acquisition, even if a high proportion of assets
is acquired.

The Software Council is concerned, however, about suggestions that the existence
of a continuation of employment relationships as part of a transfer of assets will
assist in determining whether that transfer of assets constitutes the acquisition of
a trade or business or a substantial portion thereof. When acquiring software tech-
nology, it is often imperative that the transferee continue to have access to the skills
of the individual or individuals most knowledgeable about the technology. This is
not indicative of the existence of an type of goodwill or going concern value, but
is instead a necessary element in efficiently confronting the myriad technical prob-
lems that may be anticipated when assimilating the new technology.

The Software Council believes that computer software may be excluded
from the intangibles simplification legislation without undermining the
primary policy objectives of the legislation-to eliminate valuation and al-
location controversies between taxpayers id the Internal Revenue Service.

Computer software does not create the significant intangible identification, valu-
ation, and amortization issues which the legislation is designed to resolve. Rev.
Proc. 69-21 has provided a workable definition of computer software which has been
used by the industry and the Internal Revenue Service for 23 years. Just as the cur-
rent version of the legislation recognizes that computer software products are com-
mercially available and can be easily valued, discrete software technology acquisi-
tions can be valued by reference to the contract.

In addition, software technology acquisitions which are structured as trade or
business acquisitions generally do not create significant identification and valuation
issues because they most commonly involve the acquisition of small, young software
companies with only a few employees. The recent GAO study on intangible amorti-
zation controversies,issues and Policy Proposals Regarding Tax Treatment of Intan-
gible Assets, reported that- technology-based intangibles, of which computer software
is only a subset, accounted for less than 10% of the dollar value oftaxpayer-IRS
disputes that were surveyed. Clearly, the approach provided by Rev. Proc. 69-21
has functioned effectively to minimize controversy regarding the tax amortization of
acquired software technology as part of a trade or business acquisition. Small, start-
up software companies have little or no goodwill or going concern value; some of
these companies have not yet brought any products to market.

The computer software acquired in these transactions is readily identifiable. Soft-
ware products are tools used to perform work. Software code is specific in form and
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function. Because the value of software companies is primarily technology driven
and is rarely supported by any significant goodwill and going concern value, allow-
ing a compensating tax deduction for goodwill and going concern value is of little
or no value to the software industry.

The changes that were made to the original version of H.R. 3035 recognize that
the economic life of software is much less than 14 years i we believe this approach
should be extended to all software, regardless of how it is acquired by a taxpayer.
The bill provides for a three-year amortization period for computer software ex-
cluded from the bill's general 14-year amortization period. As noted above, Rev.
Proc. 69-21 currently provides that computer software may be amortized over a pe-
riod of 60 months or less. During the 1980s, computer software was generally re-
vised and upgraded every 2-3 years. Currently, rapid changes in computer hard-
ware, operating system software, and customer demand for increased features and
performance have reduced the upgrade cycle to 12-18 months.

In conclusion, the Software Council would like to note that it represents an indus-
try that is one of the few in which the United States is considered globally pre-
eminent. Massachusetts companies have led the way in contributing to the continu-
ing leadership and competitive position of the industry. We believe the intangibles
stplification legislation currently under consideration by the Senate Finance Com-
mittee should not unnecessarily burden the software industry. Therefore the Mas-
sachusetts Computer Software Council, Inc. urges the Committee to exclude all com-
puter software acquisitions from the provisions of the intangibles simplification leg-
islation and allow the industry to retain the current law principkh of Rev. Proc. 69-
21.

MAYER, BROWN & PArr,
Washington, DC, May 12, 1992.

Hon. LLOYD BENTSEN, Chairman,
Committee on Finance,
U.S. Senate,
205 Dirksen Office Building,
Washington, DC 20510
Re: Simplifying Tax Treatment of Acquired Intangible Assets

Dear Mr. Chairman: This is submitted for the record of the Committee's April 28,
1992, hearing.

SUMMARY OF POSITION

In summary, many of our clients, including Black & Decker Corporation and
Brunswick Corporation, strongly support the intangibles legislation recently adopted
by Congress in section 4501 of H.R. 4210. The simplification and clarification of the
tax treatment of acquired intangible assets are necessary reforms.

Under current law, there is disagreement over when and if various intangible as-
sets can be amortized. Also, because intangibles are often amorphous, even when
there is agreement that an intangible may be amortized determining the value and
life of the asset tyjpically produces controversy. These disputes needlessly consume
vast public and private resources and clog the administrative and judicial systems.

The recent legislation would have quickly and fairly put an end to most of this
controversy because it would have applied to future acquisitions and, most impor-
tant, on an elective basis, to acquisitions made in open taxable years. This open
years election is an integral part of any reform which is to be broadly and timely
effective.

BACKGROUND

A broad spectrum of businesses (large and small), the Administration, and tax
professionals agree that the tax treatment of acquired intangible assets *can and
must be simplified by legislated reform. Existing law is complicated, uncertain, and
unevenly applied. Whatever the Supreme Court decides, these deficiencies will not
be readily cured by its decision in Newark Morning Ledger.

Taxpayers and the government spend vast sums on and devote countless hours
to these disputes. According to the GAO, the number of disputes over intmgibles
in 1989 exceeded 2,000. Assistant Secretary Fred Goldberf's prepared testimony
suggests that each of these disputes consumes an average of 6,000 staff hours and
at least $160,000 of out-of-pocket expenses. That is some 12 million staff hours and
$320 million in the aggregate, and these numbers do not attempt to quantify the
additional burdens on taxpayers or the courts.
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BENEFITS OF THE OPEN YEARS ELECTION

H.R. 4210 sought to end quickly and fairly-to the government and taxpayers-
these disputes and their attendant burdens and expenses. These laudable objectives,
however, will not be fully or readily achieved by new legishltion unless the election
'or resolving controversies arising in open years is retained. Absent the election,
these controversies will continue to clog the courts and waste public and private re-
so8rc''C. Th ,eir ultimate resolution will have little, if any, precedential value and the
sini_1ficnt benefits of reform will be denied for years. Opposition to the election is
PjarticUhwly ironic because purely prospective simplification mid reform will leave
unresolved the very disputes that drew Congress's attention to this issue.

CRITICISMS OF THE ELECTION ARE UNFOUNDED

Although Congress just adopted the open years election, its critics now orgue that:
(i) the election is unnecessary because prospective.only legislation will guide the
quick settlement of disputes arising friom acquisitions prior to enactment; (ii) it
bestows a "windfall"'on past purchasers of intangible assets; (iii) it fairly treats
taxpayers with closed taxable years; (iv) it favors the larger taxpayers; (v) it cannot
be revenue neutral; a',d (vi) assuming retroactive application is efflicacious, it should
be made mandatory rather than elective. Each of these criticisms is seriously
flawed.

Without specific legislation, a prospective provision cannot, and will not, serve as
a model for resolving prior disputes. The questions at the heart of disputes concern-
ing prior acquisitions are what is non-amortizable goodwill and what are the lives
and values of other, amortizable intangibles. These issues are not addressed in the
proposed legislation and, thus, it could not guide their resolution. (Similarly, these
issues are not fully before the Supreme Court in Newar, Morning Ledge.)l Ia ddi-
tion, the 14-year composite life is sensible and acceptable only in the context of*a
compromise in which goodwill is amortizable. Thus, purely prospective reform will
not resolve "preenactment" cases.

It is also argued that, because a prospective law will limit the precedential value
of ongoing cases, the incentive for the Service and taxpayers to litigate these dis-
putes will diminish and controversies arising from open years will be resolved more
readily. This is unrealistic once adversarial positions are taken. It also betrays a
misunderstanding of the basic nature of these disputes and understates their impor-
tance to the parties notwithstanding a significant change in law. For example, al-
though the investment tax credit was repealed six years ago, dozens of cases involv-
inVg TC issues continue to be decided by the courts each year.

rears that the election will bestow unexpected or "windfall" benefits are mis-
placed. Were the purpose of the legislation to influence the behavior of those who
buy intangibles, the expectations of affected taxpayers would be a legitimate con-
cern. However, the open years election is a simplification initiative which seeks only
to eliminate disputes: to do this fully and timely, the legislation must apply to cases
arising in open years as well as the future. Moreover, any pro-taxpayer change in
the Code, even a purely prospective one, can be said to create a "windfall." In this
case, for instance, the law will bestow a currently unavailable benefit on the future
buyers and sellers of intangible assets, who will divide that benefit between them.
Electing past purchasers will not split their benefit, but the aggregate "windfall" is
identical in both cases.

That past purchasers would not share such benefits was part of their bargains
struck with the sellers. The purchaser always assumes the benefits and risks of fa-
vorable and unfavorable changes in the law (e.g., the repeal of the General Utilities
doctrine or an increase in tax rates). Moreover, if anyone benefited from the LBOs
and acquisitions that gave rise to many of the disputes over intangibles, it was the
sellers who received large premiums. Undoubtedly, few would return those pre-
miums now in order to share the benefits of the election.

The election will not treat untairly taxpayers with closed taxable years. These tax-
payers presumably obtained whatever results were acceptable to them under the
then circumstances, including most importantly, the strengths and weaknesses of
their positions. In particular, given the realities of "hot interest" and penalties, tax-
payers with closed years are most likely to be those with the weakest and clearest
cases.

In any event, making the election available for closed years does not advance (but
is contra to) the purposes of the legislation. Because these cases are already closed,
their inclusion in an election provision would not achieve any savings in litigation
costs or relieve administrative or court dockets. On the contrary, it will generate
new and substantial revenue costs (and administrative burdens relating to opening
closed years) without providing any corresponding public benefit.
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The open years election will not unfairly favor larger taxpayers. The assertion that
larger taxpayers will be favored is apparently based on the premise that the Service
now audits large corporations every year and that, since audits tend to keep taxable
years open, larger corporations generally have more open years. This concern is mis-
placed. First, taxpayers from all industries favor this election. Second, it is not clear
there is a meaningful disparity in size among the taxpayers that have purchased
substantial intangible assets. As a consequence the audit histories of affected tax-
payers may not in fact vary Significantly. Third, to the extent there are differences,
they result almost exclusively from the fact it is Service policy to audit virtually
every taxable year of large corporations. To characterize that policy as on balance,
bestowing a favor on large entities is folly. Finally, taxpayers with the strongest
cases are the most likely to have open taxable years.

An election can be revenue neutral. Taxpayers will make elections when they be-
lieve, on balance, that the elections will cost less than their anticipated tax liabil-
ities (with interest) plus their significant dispute-resolution costs. Because these
costs are high, and the ultimate resolution of disputes is certain at best, substan-
tial numbers of tax payers will elect to pay a larger tax than they think they would
pay if they pursued continued litigation or other administrative resolutions. Tax-
payers will pay a premium for certainty and to enable themselves to allocate re-
sources from continuing disputes to other, more productive activities. Moreover tax-
payers will pay these amounts to the government sooner than if they pursued litiga-
tion. Thus, both the government and taxpayers benefit.

Revenue estimators are capable of quantifying such anticipated taxpayer behav-
ior. Thus, there is no inherent reason why the election cannot be revenue neutral
(or even raise revenue).

Mandatory application, though potentially troublesome, might be acceptable if
carefully tailored. It is true that a mandatory provision would eliminate the maxi-
mum number of disputes. However, such after-the-fact revisions of the Code can un-
fairly surprise taxpayers and generally undermine the stability of legitimate private
sector expectations. If mandatory application were pursued, the Committee would
have to take particular care to avoid (i) undue harm to the most vulnerable tax-
payers who relied on prior law and (ii) unnecessary administrative problems for the
Service and taxpayers. This might be done, for example, by excluding relatively
small acquisitions (e.g., those involving less than $1 million in any taxable year) and
transactions in which more than haLf of the value of the acquired intangibles was
attributable to relatively short-lived assets (e.g., lives of less than seven years).
These taxpayers should, however, probably be iven an option to make the election
notwithstanding the exceptions designed for their protection.

We would welcome the opportunity to answer any question you or your staff may
have.

Respectfully,
JmRY L. OPPENmMEER.

STATEMENT OF THE MOTION PICaT;ytE ASSOCIATION OF AMERICA, INC.

Te Motion Picture Association of America, Inc. ("MPAA") 1 respectfully offers
these comments on recent efforts to simplify the tax treatment of acquired intangi-
ble assets. The member companies of the MPAA are leaders in the fields of motion
picture production and distNution, television programming and home video enter-
tainment. America's motion picture and television production community is a pre-
eminent exporter of American-made products. Its creations are the most innovative
in the world, unrivaled in the international marketplace, and coveted by consumers
around the globe. As a result, the industry contributes substantial surpluses to the
U.S. balance of trade, and is a substantial taxpayer to the U.S. Treasury.

The MPAA commends the effort to bring simplicity and certainty to a complex
and controversial area of federal tax law-the tax treatment of purchasingthe in-
tangible assets of a trade or business. The Rostenkowski intangibles bill (H. R. 3035)
was designed to simplify the tax treatment of acquired intangibles by providing,
generally, that the cost of acquiring most intangible assets are to be amortized rat-
ably over a 14-year period. As introduced, the bill would have covered (among other

IThe MPAA is a trade association representing the major producers and distributors of theat-
rical motion pictures, TV programs, and home video material. Its members are: Buena Vista Pic-
tures Distribution, Inc., Columbia Pictures Entertainment, Inc., Orion Pictures Corporation,
MGM-Pathe Corporation, Paramount Pictures Corporation, Twentieth Century Fox Film Cor-
poration, Universal City Studios, Inc., and Warner Bros., Inc.

58-397 0 - 92 - 7
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portion of the cost of acquiring films, videotapes and mound recordings
a tute to the 9i le value thereof.

The MPAA was concerned about the bill's impact on films that are purchased, or
films for which the distribution rights are purchased . Under the bill as introduced,
purchased films and purchased film distribution rights would have been treated as
intatiable property--and would not have been .b t to depreciation under the in-
Seme forecast method, the depreciation method normally used for films. On the
other hand, films that the taxpayer produces for itself would continue to be depre-
ciated under the income forecast method.

The MPAA believes that such a distinction in the depreciation of films makes no
sens. The MPAA worked with members ef the Ways and Means and Finance Com-
mittees to address this problem. As a result, the intangibles provisions adopted by
the House and Senate in H.R. 4210 stated that interests in films, sound recordings
or videotapes are specifically excluded from the definition of a "section 197 intangi-
ble" if such interests were not acquired as part of the purchase of a trade or busi-
ness. The MPAA believes that H.R.4210, as finally enacted by the House and Sen-
ate, provides reasonable treatment for motion picture and television films and inter-
ests therein.

I. THE FILM INDUSTRY AND CURRENT TAX LAW RULES

Motion picture and television films are produced and distributed in many dif-
ferent ways. Some films are produced and distributed entirely in-house. In some
cases, a studio will acquire the distribution rights to a completed film. In other
cases, a studio may acquire the distribution rights to a film to be produced in the
future. Some producers transfer limited exhibition rights (e.g., video cassette rights,
cable television rights, or foreign theatrical distribution rights) to other distributors.

17here are numerous variations of these different production/distribution aqree-
ments. The form that these agreements take is not determined by tax consider-
ations, but rather is determined by industry practices that vary from studio to stu-
dio.

Over time, tax law rules have evolved that properly measure the taxable income
derived from these myriad types of production and distribution agreements. Under
these rules, the motion picture and television film production industry, and the film
distribution industry, use the income forecast method to calculate the depreciation
of production or acquisition costs of films and film distribution rights. The income
forecast method is also used for financial accounting purposes.

Under the income forecast method, the depreciation of films and film rights is
based on the annual flow of income from the fdm or film rights. The portion of the
capitalized costs of producing or acquiring such property that is deducted each year
as depreciation is based on a fraction equal to the income earned by the taxpayer
for that year from the film or film rights divided by the total amount of income that
it is estimated the taxpayer will earn from the film or films rights.

The Internal Revenue Service and the courts recognize that the income forecast
method is the most appropriate method of depreciating films and film rights because
of the uneven flow of income from such assets and because the useful life of such
assets is best measured by the flow of income rather than an estimated useful life
based upon the passage of time. As the Internal Revenue Service has recognized,
the traditional methods of depreciation are inadequate, and result in a distortion
of income, when applied to assets such as films and film rights. It is for the same
reasons that use of the income forecast method is required for financial accounting
purposes under FASB rule 53. Thus, in Revenue Ruling 60-358, 1.960-2 C.B. 60,
the Internal Revenue Service approved the use of the income forecast method as the
best method to be used by producers of television films. In Revenue Ruling 64-273,
1964-2 C.B. 62, the Internal Revenue Service approved the use of the income fore-
cast method as the best method to be used by producers of motion picture films.

The income forecast method is based on the same principle as the units-of-produc-
tion method, which measures the depreciation of machinery and equipment accord-
ing to the uneven rate at which the property is used. The same principle is the basis
for the allowance of cost depletion deductions. Thus, the income forecast method is
not an "accelerated" methodof depreciation or a "special" tax benefit for the motion
picture industry. Rather, the income forecast method is a depreciation method com-
parable to other depreciation methods used to calculate depreciation for tangible
property. What distinguishes the income forecast method is that no other method
accurately measures the economic depreciation of motion picture and television
films.

The income forecast method is used to calculate depreciation not only for the cost
of producing or purchasing films, but also for the costs of acquiring exhibition
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rights, distribution rights, and contract rights to income from a film, because the
recovery of such capital costs is tied directly to the uneven flow of income from the
film or the film rights. The useful life of such property and property rights is best
measured by the flow of income rather than the passage of time. Thus, in Revenue
Ruling 77-125, 1977-1 C.B. 130, the Internal Revenue Service approved the use of
the income forecast method as the best method for depreciating the cost of a con-
tract right to income from a film received by a producer as compensation for produc-
ing the film. In Revenue Ruling 74-358, 197 4-2 C.B. 43 the Internal Revenue Serv-
ice approved the use of the income forecast method for depreciating a television sta-
tion's costs of acquiring limited rights to exhibit films.

Under present law, the income forecast method of depreciation permits each party
involved in the production or distribution of a film to depreciate his capital invest-
ment in a way that matches depreciation expense with the uneven flow of income
from his interest in the film. Thus, the present Federal income tax treatment of mo-
tion picture and television films provides simplicity, certainty, and fairness.

II. THE PURPOSE OF H.R. 3035 AND H.R. 4210

H.R. 3035 and the intangibles provisions in H.R. 4210. were designed to eliminate
the uncertainty and complexity surrounding the tax treatment of purchased intangi-
ble assets. This complexity and controversy has its origin in the difficult problem
of distinguishing between the purchase of depreciable assets and the purchase of
nondepreciable goodwill and going concern value, when an entire trade or business
is purchased.

Intangible assets with an indefinite useful life such as goodwill and going concern
value may not be depreciated or amortized. Other intangible assets that are sepa-
rately identifiable'and that have a limited economic life may, like tangible business
assets, be amortized or depreciated. Disputes arise in connection with the acquisi-
tion of a trade or business when taxpayers take the position that they have pur-
chased certain separate intangible assets that the Internal Revenue Service alleges
are similar to, or are components of, goodwill or going concern value (e.g., customer
lists, assembled workforce core deposits, and the like). Taxpayers have claimed that
such assets are amortizable assets that are separate and distinct from goodwill and
going concern value._The Internal Revenue Service has challenged taxpayers' attempts to amortize
these types of intangible assets on several grounds. The Internal Revenue Service
has argued that these assets were simply components of nondepreciable goodwill or
going concern value, particularly where the value of the assets was based on the
expectation of continued customer patronage. The Internal Revenue Service has also
argued that these assets were nonde~reciable because they are "regenerated" or
maintained through the normal operation of the taxpayer's business, giving the as-
sets an indeterminate useful life, In addition, the Internal Revenue Service has ar-
gued that the costs of maintaining or regenerating these assets (e.g., the costs of
advertising, entertaining customers, promotions, and employee training) would be
currently deducted by the taxpayers as ordinary and necessary business expenses
thereby giving rise to double deductions--one deduction for amortizing the asset and
a second deduction for the costs of maintaining or regenerating the asset.

These many disputes between taxpayers and the Internal Revenue Service con-
cernng the proper treatment of intangible assets have spawned considerable litiga-
tion. Resolving these controversies is often a very costly and time consuming en-
deavor for both the taxpayer mid the Internal Revenue Service, as well as the
courts. Moreover, this litigation has produced inconsistent results, with both tax-
payers and the Internal Revenue Service winning important victories. Although the
courts in many early cases upheld the Internal Revenue Service's position in these
disputes, court cases and rulings began in the 1960s to treat these controversies as
essentially factual disputes. The uneven results of this litigation have come about
not only because of the different factual circumstances of eac case, but also because
courts disagree as to the nature of the intangible assets that taxpayers have sought
to depreciate. By providing a single rule for the amortization of almost all acquired
intangibles in the nature of goodwill and going concern value, H.R. 3035 and the
intangibles provisions of H.R. 4210 commendably sought to end the controversy once
and for all.

III. APPLICATION OF THE INTANGIBLES PROVISIONS OF H.R. 4210 TO FILMS AND FILM
RIGHTS

As finally enacted by the House and Senate H.R. 4210 specified a single 14-year
amortization period for recovering the cost oF' most acquired intangible assets, in-
cluding goodwill and going concern value. Generally, this rule applied to the acquisi-
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tion of an intangible asset whether the asset was acquired as part of a trade or busi-
ness or was acquired separately as a single, pre-existing asset

The 14-year amortization rule applied to all acquired intingible assets other than
those specifically excluded. As finally enacted by the House and Senate, H.R. 4210
specifically excluded interests in films, videotapes, sound .recordings and similar
roperty if such interests were not acquired as part of the purchase of a trade or
usiess or the purchase of a substantial portion thereof. Unfortunately, there was

no exclusion for such interests when they were acquired as a part of a trade or busi-
ness. Also excluded were, for example, patents and copyrights not acquired in a
trade or business purchase, sports franchises, and commercial computer software.

IV. THE TREATMENT OF FILMS AND FILM RIGHTS UNDER H.R. 4210

The provision in H.R. 4210 that excludes interests in films, videotapes, sound re-
cordings, and similar property from the 14-year amortization rule, if such interests
were not acquired as part of the purchase of a trade or business, is fully consistent
with, in fact is required by, the goals of tax simplification and tax fairness.

The goal of simplifying the tax treatment of purchased intangibles is to eliminate
legal and factual disputes relating to the existence of intangible assets, the life of
such assets, and the portion of the purchase price for a trade or business that is
allocable to such assets. These disputes between taxpayers and the Internal Reve-
nue Service relate to intangible assets such as customer lists, subscription lists, core
deposits, and customer base, which are difficult to distinguish from nondepreciable
goodwill and/or going concern value.

Films and film rights are acquired by taxpayers in the usual course of their trades
or businesses. A film distributor acquires film distribution rights in a film. A film
producer acquires the film right to a book or screenplay. These are normal, everyday
transactions that do not involve the acquisition of the goodwill or going concern
value of a trade or business. There is no dispute that the proper method of depre-
ciating such films and film rights is the income forecast method of depreciation,
which has long been acknowledged by the Internal Revenue Service as the method
that best measures the depreciation of such property. Thus, these purchases of films
and film rights share none of the characteristics of the intangible asset purchases
that have been a source of controversy between taxpayers and the Internal Revenue
Service.

In addition, requiring 14-year amortization for films and film rights purchased in
normal commercial transactions would create an arbitrary and pointless distinction
between films that are created by the taxpayer and films or film rights that are pur-
chased by the taxpayer. Under current law, the costs of both creating and purchas-
ing films are treated exactly the same, i.e., such costs are required to be capitalized
and recovered through depreciation. Creating a distinction between "created" films
and "purchased" films would make no sense, would create new controversies be-
tween taxpayers and the Internal Revenue Service, and would disrupt normal busi-
ness practices in the motion picture and television film industry. Such a distinction
would produce different tax treatments for different forms of normal commercial
transactions, resulting in the elevation of form over substance. A distinction be-
tween acquired and created intangibles makes sense only as applied to goodwill,
going concern value, and similar assets (e.g., customer lists, core deposits, subscrip-
tion lists, insurance expirations and the like) because current law already provides
different treatment for the costs of creating such assets, which are currently deduct-
ible. and the costs of purchasing such assets, which must be capitalized.

Finally, it should be noted that the proper tax treatment of the costs of purchas-
ing motion picture films has been discussed in a recent report of the Congressional
Research Service. (Jane G. Gravelle and Jack Taylor, "Taxing Intangibles: An Eco-
nomic Analysis," October 25, 1991.) That report concludes that a uniform amortiza-
tion period for the costs of purchasing intangible assets such as goodwill, going con-
cern value, customer lists, and core deposits is consistent with the goals of adminis-
trative simplicity and tax fairness. The premise for this conclusion is that the costs
of creating such assets will continue to be eligible for expensing. On the other hand,
the report states that for assets such as motion picture films, for which the costsof production must be capitalized, the proper measurement of income from such as-
sets requires that the purchase costs be depreciated over the useful life of each indi-
vidual asset. Thus, according to the Congressional Research Service report, the eco-
nomic and tax policy rationales for providing a single amortization period for pur-
chased intangible assets do not apply to motion picture mid television films.
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V. CONCLUSION

The provisions of H.R. 4210 relating to intangibles, as finally enacted by the
House and Senate, would be an advancement in promoting tax simplification and
providing certainty in the tax law. In preserving the existing tax treatment for in-
terests in films that are not acquired as part of the purchase of a trade or business,
the provisions H.R. 4210 avoid the creation of new complexities and controversies
and avoid the disruption of the normal business practices of the motion picture and
television film dustyr. The MPAA strongly recommends that the tax treatment of
films and film rights that are contained in H.R. 4210 be preserved in any legislation
that simplifies the tax treatment of purchased intangible property.

STATEMENT OF THE NATIONAL ASSOCIATION OF CASUALTY AND SURETY AGENTS

Mr. Chairman, as a member of the Amortization of Intangibles Task Force,
NACSA fully supports the earlier testimony of Ken Kies on behalf of this coalition
of insurance producers. We are pleased to express our enthusiastic backing of the
provisions within H.R. 4021 which-once and for all-would end the controversy
over the appropriate treatment of insurance expirations and other intangible assets.
This approach of adopting a rule permitting the amortization of both goodwill and
intangible assets over 14 years is simple, fair, and good public policy.

The conference tax report, of course, includes an approach toward ngibles tax.
ation that is very similar to Rep. Dan Rostenkowski's intangibles bill, HR. 3035.
Although it was subsequently vetoed by the President for other, unrelated reasons,
the bill provided for a 14-year recovery period on all intangibles-including goodwill,
and an elective 17-year recovery period for transactions involving intangibles in
open tax years. Given the IRS's recent hard-line approach in denying all insurance
expiration list amortization, we strongly back this approach.Inmy testimony, I would like to emphasize just one of the virtues of this lan-
guage: it eliminates the unnecessary burden placed on both the IRS and upon insur-
ance agencies by the lack of certainty in the meaning and administration of current
law.

The lack of certainty is both legal and factual. First as the decision in the Newark
Morning Ledger case demonstrates, courts disagree on the basic legal rules to be
applied. Taxpayers are continually battling to establish a simple legal rule: that the
mere presence of goodwill does not bar a taxpayer from establishing the independ-
ent value and existence of an intangible asset. Although many courts have agreed
with us, the IRS continues to disagree. That means more and more costly litigation.

Second, the establishment of a limited useful life for insurance expirations lists
necessarily involves a time-consuming and extremely detailed review of facts. The
need to make a specific factual showing thus consumes both IRS and taxpayer re-
sources.

We believe that the language included in H.R. 4021 offers a better path.
Ambiguity and uncertainty are the enemies of fair tax administration. Legal un-

certainty means that both the government and taxpayers spend many years and a
lot of money re-arguing the same issues over and over again. It's very difficult to
run a business if the tax laws governing a basic transaction change in unpredictable
end unanticipated ways. Indeed, lack of legal certainty may mean that similarly-
situated taxpayers will not be treated the same. That's not fair.

If this legislation were enacted, the legal standard would be settled. The present
dispute over the separation of goodwill from intangible assets would end.

Factual uncertainty is burdensome as well. Before an agency sale is con-
summated, our association's members spend weeks auditing each policy on the expi-
rations list. An IRS agent mayspend weeks reviewing that work. Then, if the IRS
disagrees, we are required to hire lawyers and possibly outside experts to convince
that agency, or even the courts, that we are right. Of course, as the controversy
moves through the administrative and legal process, the IRS has to devote its own
resources to the same battle.

It's a waste of time. Experience with the depreciation of tangible assets dem-
onstrates the better way: a mandatory schedule establishing a mandatory useful
life.

The intangibles provisions of this bill propose a 14-year amortization period for
intangible assets. Franldy, our experience suggests that the average useful life of
such a list is closer to five or seven years for commercial insurance policies. But we
support this legislation because we believe so strongly that IRS and taxpayer re-
sources can both be put to better uses once an understandable rule is enacted. This
approach offers the incentive of eliminating the "middlemen," that is, the lawyers,
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accountants and valuation experts who add significant costs to the current confusing
system.

We also hope that this Committee will clarify the existing law, as it will be ap-
plied to transactions that precede the effective date of this legislative package. We
have worked hard to apply the same principle embedded in this legslation: that in-
tangible assets are amortizable. Both the IRS and insurance agencies would be best
served by eliminating the need to continue to debate whether we are right.

Throughout the process of this legislation and the emergng IRS crac down on in-
surance producers amortization of renewal lists, no one has argued that such lists
aren't the core asset of an insurance agency. No one has testified before a committee
of either Chamber of Congress that insurance agencies shouldn't be afforded an op-
portunity to depreciate the proper wasting lifespan of those lists. IndeedMr. Chair-
man, our insurance agent community remembers with appreciation the role you
played in 1987 in preserving this crucial business practice. Everyone, it seems
agrees today that the current system is confusing, outdated and in need of overhaul
and simplification.

In that light, we could not agree with you more that intangibles reform must not
be a vehicle for abuse. We are alarmed at reports that some big companies involved
in takeovers in the 1980s could retroactively, and unfairly, benefit from provisions
embodied in H.R. 4021. We believe these concerns can be addressed, however. Sen-
ator Danforth, for example, has suggested that taxpayers electing the 17-year period
be prohibited from claiming refunds. We would support that proposal in an effort
to eliminate controversies. We hope that the Committee would find a way to address
these concerns satisfactorily. In short, don't throw the baby out with the bathwater.

We strongly urge you to include the intangibles provisions in any future tax legis-
lation that is considered by the Senate. We believe that this solution offers the best
way out of the legal haze that now surrounds the treatment of intangible assets.
We hope that it will be speedily enacted into law.

Thank you again for this opportunity to express our views.

STATEMENT OF THE NATIONAL ASSOCIATION OF ENROLLED AGENTS

INTRODUCTION

Good morning (afternoon). My name is Sandy Rosenthal. I am an Enrolled
Agent-an Income Tax Professional. As an independent practitioner I am here
today representing the 7,500 Enrolled Agent members of the National Association
of Enrolled Agents. Enrolled Agents are taxpayers' representatives and are the only
professionals who are trained and tested specifically in taxes. Our membership com-
prises tax practitioners who deal with many of our nation's small businesses. It is
the concerns of these small businesses that I will address today. Our typical busi-
ness client has less than four employees and gross income of a few hundred thou-
sand dollars to less than a million dollars. By most standards these would be consid-
ered very small businesses, yet this segment of our nation's taxpaying community
comprises a very significant part of our economy. As a group, small business has
been ignored on the impact of the issues which are addressed by this legislation.

Summary of Recommendations
H.R. 3035 has the potential to be a landmark in both simplification and fairness

for one of the most contested and controversial parts of the Internal Revenue Code.
As both taxpayers and tax professionals, we commend you for your initiative in ad-
dressing this issue.

Our recommendations deal with the issues of Small Business, Intangible Assets
with Identifiable Useful Lives, Writeoff of Worthless Assets, and Retroactivity.
Small business has been overlooked on this legislation. Goodwill has been inappro-
priately blended with other intangible assets that have clearly identifiable or deter-
minable lives. Addressing retroactivity could bring an end to so much unnecessary
litigation over this issue.

Impact of Amortization of Intangible Assets on Small Business
Many small businesses are bought and sold. The typical purchaser of a small busi-

ness is not a sophisticated businessman. More often than not, an individual has a
dream of becoming self-employed but is either not capable of building a business or
does not have the time or inclination. That person will buy a business with the as-
sumption that someone else has already acquired all the necessary equipment and
other assets, and has made available all of the resources that wi ll low the pur-
chaser of the business to takeover a "turnkey" operation,
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A small business has a "Going Concern Value" that is invariably related to the
competency and personality of individuals who made the business successful. After
these individuals have departed from the business, the value of the business will
rapidly deteriorate unless the new owner solicits new customers and maintains the
confidence of the previous customers. After just a few years, the business' customers
won't even remember the previous owners and will patronize the business entirely
due to the competency, reputation, or advertising of the new owners.

SEC. 197(a) GENERAL RULE

Useful Life of Goodwill for a Small Business
The useful life of goodwill to a small business is short-lived and is not as long

as 14 years. Goodwill of a small business is an issue that needs to be dealt with
separately from goodwill in general. It is recommended that goodwill for a small
business be a graduated amount based upon the cost of the goodwill. The following
useful lives for goodwill are recommended based upon the cost of goodwill:

Cost of (ioodwtI UL.su Lie

$50,000 or 8. ........................................................................................................................ 5 years
$50,001 b $100,000 ................................................................................................................ 7 years
O ver $100,000 ......................................................................................................................... 14 years

SEC. 197(d) SECTION 197 INTANGIBLES

Intangible Assets with Identifiable Lives
When an intangible asset has m identifiable or determinable life, this life should

continue to be used for amortization or depreciation purposes. It would be unfair
if intangible assets with identifiable lives are combined with goodwill to establish
a single life for all intangible assets. Amortization of a covenant not to compete
which is for a three-year period should be over a three-year period not a 14-year
period as the legislation prescribes.

If the prerequisite that H.R. 3036 be revenue neutral for a specific period is an
absolute necessity, then assets described in Sections 197(dX1)C) through
197(dXl)(F) that are acquired after this period should be allowed to be amortized
over their identifiable or determinable lives, when such a life exists.

SEC. 197(e) SPECIAL RULES

Worthless Assets
Section 197(eXl)(A) prescribes that no loss shall be recognized should one Section

197 asset become worthless so long as an,7 other Section 197 asset acquired in the
same acquisition is retained. If an asset is worthless, it should be written off. It's
subterfuge to inflate the value of another asset as Section 197(e)(1XB) requires
should a Section 197 asset become worthless. Section 197(eXl) should be deleted.

If the prerequisite that H.R. 3036 be revenue neutral for a specific period is an
absolute necessity, then the provisions of Section 197(eX1) should terminate at the
conclusion of this period.

H.R. 303--EFFECTIVE DATE

Retroactivity of Legislation
Considerable litigation has occurred which would be resolved for both ongoing and

pending cases upon enactment of this bill. To enable this litigation and related cases
to be resolved quickly and equitably, it is recommended that this legislation be
made retroactive to open tax years.

Alternative Method of Retroactivity
Should the revenue impact of retroactivity become such a substantial issue that

it might jeopardize the passage of H.R. 3035, a phase-in method is suggested as an
alternative. The phase-in is suggested to occur in the year of enactment to include
all goodwill which has been purchased during the three years prior to year of enact-
nient. With the alternative method of retroactivity, all amortization would com-
mence in the year of enactment with a different phase-in amortization period for
those goodwill purchases which occurred during the three years prior to enactment.
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The following table presents the method for establishing useful life with this con-
cept:

Ym of GooM ,Purchine Cost ooi Uem LIo

Year of Enactment or Later ...................................... over $100,000 14 years
1 Year before Enactment ......................................... over $100,000 13 years
2 Yea before Enactment ........................................ over $100,000 12 years
3 Years before Enactment ........................................ over $100,000 11 years
Year of Enactment or Later......................................-$50,001 to $100,000 7 years
1 Year before Enactment ......................................... $50,001 b $100,000 8 years
2 Years before Enactment ....................................... $50,001 b $100,000 5 years
3 Years before Enactment ............................... $50,001 to $100,000 4years
Year of Enactment or Later ...................................... $50,000 or less 5 years
1 Year before Enactment ......................................... $50,C00 or less 4 years
2 Years before Enactment ........................................ $50,(00 or less 3 years
3 Years before Enactment ........................................ $50,(00 or Iess 2 years

CONCLUDING COMMENTS

The National Association of Enrolled Agents thanks you for the opportunity to
comment on H.R. 3036. Au we stated earlier, H.R. 3036has the potential to be a
landmark in both simplification and fairness. Chairman Rostenkowski's efforts in
furthering the simplification of the Internal Revenue Code are appreciated by our
members both as taxpayers as well as tax professionals. We stand ready to assist
you with this endeavor and would be pleased to further discuss the issues which
we have raised. I would be happy to answer any questions that you may have.

STATEMENT OF THE NATIONAL ASSOCIATION OF INSURANCE BROKERS

INTRODUCTION

This statement is being submitted on behalf of the National Association of Insur-
ance Brokers ("NAIB") a trade association of commercial insurance brokers with re-
spect to the Senate Finance Committee hearing of April 28, 1992, concerning the
tax treatment of intangible assets. The NAIB weu founded in 1.934, its members,
which range in size from large international comp mies to regional and local firms
provide insurance and risk management services V clients in te United States and
around the world. NAIB members administer the majority of the coverage in the
$110 billion commercial property-casualty insurance market in the United States.

The NAII applauds the interest of the Senate Finance Committee and the Con-
gress with respect to possible legislation to simplify the tax law with respect to the
amortization of intangible assets (including goodwill). In parti-ultily the NAIB sup-
ports enactment of legislation like that contained in Section 4501 of H.R. 4021, the
"Tax Fairness and Economic Growth Act of 1992," which was recently passed by the
House and Senate. In addition, the NAIB applauds the efforts of Senators Daschle
and Symms for leading the way in addressing the problems with respect to the tax
treatment of intangibles through the introduction of S. 1245, the "Amortization of
Intangibles Clarification Act of 1991," legislation which is currently cosponsored by
19 Senators. In addition, the NAIB strongly believes that any bill addressing the
amortization of customer based intangible assets must clarify current law for assetsacquired prior to the effective date of any new legislation. Clarification of existing
law will not constitute retroactive legislation. To the contrary, clarification will put
an end to the new interpretation of the law currently being retroactively adminis-
tered by the Internal Revenue Service (the "Service"). The principal customer based
intangible asset utilized by members of the NAB is generally referred to as Insur-
ance Expirations. Insurance Expirations have many characteristics which are briefly
described in the attached Appendix. In summary, the Insurance Expiration asset is
(i) comprised of exclusive information detailing each client's insurance coverage, (ii)
used as the primary productive asset in the insurance brokerage business, (fii) gen-
erally protected from misuse by procedures and commercial agreements, (iv) re-
garded by the courts and the insurance industry as an asset capable of ownership,
(v) bought and sold in separate transactions and (vi) recognized as R separate asset
under generally accepted accounting principles. Insurance Expirations are the most
significant asset of an insurance broker and constitute the major portion of the cost
associated with the acquisition of an insurance broker.
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GENERAL OVERVIEW OF CURRENT LAW AND THE NEED FOR CLARIFICATION

a. General Principles of Tax Law Releuant to the Amortization of Custoner Based
Intangible Assets

To isolate the issues surrounding the NAIB's position that current law must be
clarified, a simplified discussion of the general principles involved is appropriate.
Simplicity is appropriate because (i) the tax principles applicable to the amortization
of customer based intangibles are simple and (ii) the written testimony separately
submitted by the Amortization of Intangibles Task Force provides the technical
basis underlying this discussion.

First, it is a generally accepted principle of tax law that expenses associated with
producing revenue should be allowed a a deduction to arrive at taxable income.
This matching principle is at the very foundation of our tax law and should be
viewed as a cornerstone of sound tax policy.

Second when an asset having a useful life greater than one taxable year is ac-
quired, this matching principle dictates that the cost of the asset must be depre-
ciated or amortized over the useful life of the asset. Depreciation or amortization
is required so that deductions associated with the cost of the asset are properly
aligned with the revenue generated by the asset. This principle applies to tangible
as well as intangible property.

Third to depreciate or amortize the cost of an asset a taxpayer must be able to
reasonably establish the value of the asset and the useful life of the asset.

Fourth goodwill historically has not been depreciable or amortizable because its
useful lie is indeterminable or indefinite. But for this fact, there is no reason in
tax logic or policy to disallow depreciation or amortization of goodwill.

Fifth, starting at least in 1974 and running until quite recently, taxpayers have
been able to amortize customer based intangible assets if they were able to reason-
ably establish the value and useful lives of the assets. Thus, the rules for customer
based intangibles have been the same as for depreciation of tangible assets.

In summary, as with the acquisition of tangible assets used in a taxpayer's trade
or business, the Service's published rulings and court decisions have permitted am-
ortization of customer based intangible assets provided a taxpayer demonstrated
that the asset has a separate value and a usef life. Those principles, the same
principles applied to machinery and equipment, have allowed for the proper match.,
ing of the cost of customer based intangibles against the revenue generated by such
assets. Since service businesses rely on customer based intangible assets to generate
revenue, amortization of the cost of such assets over their useful lives has permitted
proper reflection of a service business' taxable income.

As a result of these principles, taxpayers acluirfig ongoing businesses with mis-
tomer based intangibles have anticipated that if they could demonstrate a separate
value and useful life for such assets they would be able to write-off the cost of such
assets against the revenues generated by those assets. These anticipated tax savings
have been included in the pricing models used when such ongoing businesses are
acquired. A premium has been paid for such customer based intangible assets. Addi-
tionally, many taxpayers have engaged and paid significant fees to expert third-
party appramers to conduct valuation and useful life studies to support the separate
value and useful life of acquired customer based intangible assets.

b. The Service's Coordinated Issue Paper Results in a New and Retroactive Interpre-
tation of Tax Law Which Results in Questionable Tax Policy

In 1990 the Service complicated the rather simple principles of tax law relevant
to the amortization of customer based intangible assets. The Service's Coordinated
Issue Paper ("Issue Paper"), an informal document internally distributed to Revenue
Agents, directs Revenue Agents to disadlow amortization deductions for customer
based intangible assets acquired together with other assets of an ongoing business.
The Issue Paper holds that if customer based intangibles are acquired as part of
an ongoing business such assets are goodwill as a matter of law. Since goodwill is
presumed to have no determinable usefl life, the separate value of the customer
based intangible cannot be amortized.

It is respectfully submitted that this is a new and retroactive interpretation of the
law (indeed a return to the Service's position announced in 1965 that was rejected
by the Service in 1974). The Service's new interpretation categorically denies amor-
tization of customer based intangibles and renders meaningless the premium paid
by taxpayers when they acquiredthese assets and the expense and effort incurred
by taxpayers to value and determine the useful life of these assets.

The Issue Paper admits that customer based intangible assets may have separate
value and a useful life if they tire separately acquired. Curiously, however, if such
assets are acquired as part of the acquisition of an ongoing business, they are some-
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how transformed into the amorphous concept of goodwill. Clearly the Issue Paper
has eliminated at least upon audit, the separate value and useful life tests that tax-
payers have relied upon at least since 1974 to amortize acquired customer baSed in-
tangible assets.

Without clarifying current law by legislation, taxpayers are left with a retroactive
change in the law upon audit andthe costly task of proving during litigation that
a particular customer based intangible is not goodwill. In addition to the two prong
test of separate value and useful life, 4he government is now apparently arguing
that taxpayers must also prove the negative--customer based intangibles do not
constittA. goodwill. 1 Effectively the government is now arguing that taxpayers
must satisfy a three part test. 1Taxpayers we being required to demonstrate that
customer based intangibles (1) have separate value, (2) have a useful life and (3)
are not goodwill.2

The new int, pretation, whether administered by the Service during audit or dur-
ing litigation is bad tax policy. It penalizes service industries and distorts their tax-
able income by ignoring the simple principles of tax law. While manufacturing in-
dustries can continue to depreciate tangible property used in their businesses pro-
vided a separate value and useful life for such property can be demonstrated, serv-
ire businesses that utilize customer based intangible assets to generate revenue are,
under the new interpretation, denied amortization deductions even where the tax-

ayer has supported a separate value and useful life of the customer based intangi-
le asset.

ACTION SUGGESTED

The NAIB respectfully urges this Committee to enact as part of any tax sim-
plification legislation, legislation similar .to that contained in Section 4601 of H.R.
4210. The NAJB believes that enactment of such legislation would represent a his-
toric simplification of the existing tax law applicable to the tax treatment of intangi-
bles. Moreover, the NAIB strongly believes that legislation should be included with
any intangibles simplification legislation to clarify the treatment of intangibles for
assets acquired in prior transactions. The approach taken to this problem through
the 17-year rule provided in Section 4601 of H.R. 4210 is one acceptable approach
to this problem although the 17-year period should be reduced to 14 years to con-
form it to the general rule contained in that legislation. Alternatively, the NAI13
supports a clarification of the law applicable to previously acquired transactions
through applications of the principles contained in S. 1246.

The United States Supreme Court recently granted the taxpayer's request that the Court re-
view the Third Circuit's decision.

APPENDIX-INSURANCE EXPIRATIONS ARE THE PRIMARY PRODUCTIVE ASSET IN TIE
INSURANCE BROKERAGE BUSINESS AND THEY HAVE A LIMITED USEFUL LIFE

A. PRODUCTIVE NATURE OF INSURANCE EXPIRATION ASSETS

Commercial insurance brokers recommend, place and service insurance and risk
management programs on behalf of businesses, organizations governmental agen-
cies and individuals. Commercial insurance brokers are typically engaged to identify
and define risks (e.g., property, general and property liability, environmental, ma-
rine and transportation risks) and locate insurance markets to provide insurance
coverage.

The information that comprises the customer based intangible asset known as In-
surance Expirations is the quintessential asset of an insurance broker's business.
The exclusive information that comprises the Insurance Expiration asset allows in-
surance brokers to reliably and efficiently generate revenue. The Insurance Expira-
tion asset has been defined to consivl. of the following:

'It is submitted that in this instance the task to prove that a custoinr based intangible is
not goodwill becomes virtually impossible since the concept of goodwill is amorphous.

2this third test is illustrated by the recent Thirl Circuit decision, Newark Morning Ledger
Co. v. U.S. No. 90-45637 (3rd Cir. 1991), reversing, 7.,4 F. Supp. 176 (D.N.J. 1990). The Justice
Department's brief did not frame the issue as a matter of separate value and useful life. Rather,
the Justice Department framed the issue for the court as follows:

Whether a purchaser of a newspaper business may treat the subscription revenue anticipated
from the continuing patronage of existing subectibers as an asset that is separate from the good-
will of the business and is amortizable under Section 167 of the Internal Revenue Code.

Brief for the Appellant, at 1.
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[Information relating to a customer's name, address, and the nature of his
insurance coverage with the agency, i.e., name of the carrier(s), type and num-
ber of lines, expiration (renewal) dates, premium amounts and schedules, pay-
ment ledgers, reports, and a summary of policy terms."

Among other uses, Insurance Expirations are used by brokers to timely renew and
adjust a client's insurance coverage. 4 The information that comprises the Insurance
Expiration asset allows insurance brokers to timely evaluate (i) whether a client
should continue to insure or seWf-insure its risks, (ii) whether a client can reduce
its cost or increase the services its receives (such as claims handling) by obtaining
coverage from a different insurance carrier or (iii) whether a change in a client's
business (e.g., exposure to new risks) requires enhancements to existing insurance
coverage or new coverage altogether. In addition to enabling timely renewal and ad-
justment of coverage, Insurance Expiration information allows insurance brokers to
provide other quality risk management services including (i) comparing a client's
coverage with coverage provided to others with similar risks, (ii) recommending
other risk management and related services to clients and (iii) developing and mar-
keting "group" insurance programs for clients that share similar risks and require
similar insurance protection. Simply stated, the insurance broker that possesses the
information that comprises the insurance Expiration asset has a significant com-
petitive advantage and can generally outperform its competition with respect to that
client.

Due to the confidential nature of the Insurance Expiration asset, insurance bro-
kers will generally institute procedures within their firms to help assure that em-
ployees, former-employees, co-brokers, insurers and competitors are not able to ob-
tain and misuse the Insurance Expiration asset for their own commercial gain.
When such assets are misused by employees, former employees or co-brokers or are
unfairly obtained by competitors, the courts have recognized the commercial value
of Insurance Expirations and have enforced the terms of agreements protecting the
confidential nature of such assets or enforced common law contract and fiduciary
standards to protect the rightful owner of the asset." Disputes regarding the owner-
ship or use of Insurance ,xpirations are often settled without the necessity of litiga-
tion. Such settlements have required the return of the Insurance Expiration asset
to the broker claiming exclusive ownership, enjoining the wrongful taker from the
future use of the asset or compensating the rightful owner equal to the value of the
asset.

In addition to the courts, the insurance brokerage industry and insurance carriers
recognize an insurance broker's exclusive ownership rights to its Insurance Expira-
tions. In agency agreements between an insurance broker and an insurance carrier,
the insurance broker is recognized as the owner of the Insurance Expirations al-
though the insurance carrier can seize the Insurance Expiration pursuant to the
agency agreement if the insurance broker is delinquent in remitting premiums. In
other words, the agency agreement treats the Insurance Expiration asset as collat-
eral for the insurance broker's obligation to remit premiums to the carrier.

Similar to tangible assets, Insurance Expirations are6bought and sold among in-
surance brokers in separate transactions.6 (Goodwill, on the other hand, is incapable
of being separately bought and sold.7 ) A market for Insurance Expirations exists be-
cause, as indicated above, ownership of Insurance Expirations affords insurance bro-
kers a competitive advantage and because some brokers that specialize in providing
particular types of insurance often desire to acquire Insurance Expirations within
their specialty. Conversely, brokers that do not desire to specialize will often sell
acquired or developed Insurance Expirations that require specialized knowledge.

sRobins & Weill, Inc. v. U.S., 74-2 USTC 119789, at 86.593 (M.D.N.C. 1974).
"Richard S. Miller & Sons. Inc. v. U.S., 76-2 USTC 19481, at 84,622 (Ct.CI. 1976)
Atexander & Alexander Inc. v. Van Impe, 787 F.2d 163 (3rd Cir. 1986); Alexander & Alexvan-

der Benefite Services Inc. v. Benefits Brokers & Consultants. Inc., 756 F. Supp. 1408 D. Ore.
1991); Alexander & Alexander Inc. v. Drayton. 378 F. Supp. 824 (E.D. Pa. 1974); Alexander &
Alexander Inc. v. Danahy, 488 N.E. 2nd 22 (Mass. Ct. App. 1986). Alexander & Alexander Serv-
ices Inc. v. Frederick Reed. et al., No. 84 CH 9844 (Cook County, Ill. Cir. Ct. 1986). The Uniform
Trade Secrets Act has been enacted in over a dozen states. It generally codifies existing conmuon
law principles protecting an employers confidential information about its clients and customers.
The case Alexander & Alexander Benefits Services. Inc. v. Benefits brokers & Consultants. Inc.,
supra, hold@ that an insurance broker's confidential information about its clients' renewal dates,
losses and risk characteristics were trade secrets under the Oregon Uniform Trade Secrets Act,
and thus entitled to the protection afforded by that act.

"The U.S. Court of Claims in Richard S. Miller & Sons, 76-2 USTC at 84,525, acknowledged
the insurance expirations can be sold in discrete transactions.

'Dodge Brothers Inc. v. U.S., 118 F.2d 96 (4th Cir. 1941) citing Metropolitan National Bank
v. St. Louis Dispatch Co., 149 U.S. 436 (S.C. 1893).
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Since Insurance Expirations have recognized commercial value, they have been
used as collateral in commercial transactions,. Additionally, security interests have
been perfected under the Uniform Commercial Code when Insurance Expirations
have been sold and full payment has not been received at the time of sale.

The accoun profession recognizes that Insurance Expirations are a separate
asset that constitutes the major portion of the cost associated with the acquisition
of an insurance broker.6 The accounting profession has acknowledged that Insur-
ance Expirations are an "identifiable" asset that is distinguishable from goodwill.
General ly accepted accounting principles ('GAAP") and the tax law are similar in
that intangible assets must be identi fied, valued and amortized over their estimated
useful lives. GAAP requires an allocation of fair market value to intangible assets
to insure that expenses are not understated and are properly matched with reve-
nue.

9

Other governmental agencies have also recotpized the existence of the Insurance
Expiration asset and issued guidelines regarding the method to value such assets.
For example, the Federal- Home Loan Bank Board has issued specific valuation
guidelines regarding the method to properly value Insurance Expirations so as to
provide standards to produce satisfactory evidence to support the purchase price of
insurance agencies and brokers.1 0

B. INSURANCE EXPIRATIONS HAVE A LIMITED USEFUL LIFE

Common sense indicates that the information that comprises the Insurance Expi-
ration asset has a limited useful life since that information will become obsolete
over a period of time. Factors that influence the obsolescence of Insurance Expira-
tions include: (i) price competition on premiums and fees charged for coverage; (ii)
changes in the client's risk management personnel and philosophy; (iii) competitors'
efforts to convince a client that it can better serve that client's insurance brokerage
and risk management needs and (iv) changes in the risk management needs of a
client due to, among other reasons, mergers, liquidations, expansion, contraction or
discontinuance of lines of business, changes in governmental regulations and stand-
ards, litigation hazards and changes in insurance carriers' willingness and ability
to provide insurance coverage.

Insurance industry statistics indicate that an average Insurance Expiration has
a useful life of seven years. 1 ' However, actual useful lives will vary depending on
type of coverage, amount of commission, insurance broker practices and procedures
to protect the asset, competitors' efforts and local economic factors.

STATEMENT OF THE NATIONAL ASSOCIATION OF PROFESSIONAL INSURANCE AGENTS

Mr. Chairman and members of the Committee, I am Henry Batjer of San Angelo,
Texas. I am a partner of Trinble-Batjer Insurance Associates, an independent insur-
ance agency that has been in business since 1883. My statement is on behalf of the
National Association of Professional Insurance Agents. PIA represents 185,000 inde-
pendent agents and their employees across the country writing all lines of insur-
ance. I serve as a board member of PIA of Texas. I greatly appreciate this oppor-
tunity to present my experiences before the Finance Committee. Thank you, Mr.
Chairman, for your active interest in this issue of profound importance to the com-
munity of insurance agents and brokers.

I'm 71 years old, and while active in my agency, I've been methodically selling
my ownership interest over a number of years in anticipation of retirement. Due to
uncertainties in the interpretation of laws affecting intangible assets, my partners
recently took a giant tax hit. As a result of our experience, I'm convinced that enor-
mous confusion exists in the marketplace over appropriate allocation of intangible
asset deductions. This confusion is leading to increasingly inequitable and unjustifi-
able treatment of taxpayers. Though it is probably too late to help us, I strongly
support legislation designed to clarifv the lax Code on this issue with a goal of ap-
plying fair, predictable, across-the-board standards.

8Insurance Agents and Brokers Task Force of the Insurance Companies Committee, Account-
ing Standards Division. American Institute of Certified Public Accountants. Exposure Draft Pro.
posed Industry Accounting Guide. Insurance Agents and Brokers, par. 8.4, August 16, 1991.

9Accounting Principles Board Opinion 16, "Business Combinations" and Accounting Principles
Board Opinion 17, "Intangible Assets."

'°FHLBB #R-28 Memorandum Series, #R-28b (April 1976). The purpose of the FHLBB
guidelines is to provide support for a loan since lenders attempt to avoid makirg loans that ex-
ceed the value of the assets acquired by borrowers.

11 Vaaler Insurance Inc. v. U.S., 68-1 USI 19183, at 86,284 (D.N.D.)
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Allow me to give you some background. I started my own agency on August 1,
1949, earning 1,200 in my first year. In 1950 1 was recalled for service in Korea
for two years. In 1964, 1 merged my agency into the Russell Trimble Agency, with
three of us serving as partners of "Trimble- atJer Insurance Associates." We've suc-
cessfully grown over the years, and currently we have 43 employees. Like most of
today's independent insurance agencies, about 70 percent of our property/casualty
business is in commercial insurance, 30 percent in personal lines. We have a prop-
erty/casualy commission income of about $2 million annually, re resenting between
$15-16 million in prenum volume. Additionally, we sell group life and health prod-ucts resulting in about $600,000 in commission income.

San Angelo is a community of about 90,000 people with a diversified economy.
There aren't many agencies that are takeover targets, and we haven't grown over
the years through mergers or acquisitions. Our method of growth has been to hire
bright people and let them earn an opportunity to buy into ownership of the agency.
Typically after a period of a couple of years we offer aspiring partners the ability
to ay a fair market value for a percentage of the business.

e idea, of course, is to keep the business going with the same proprietary spirit
that existed when the firm was founded 108 years ago. In 1970, 1 owned 65 percent
of the agency. Today, I own less than 6 percent.

Ever since we set our "perpetuation!' plan in motion by selling shares of owner-
?ship 21 years ago, we have used a uniform standard for valuation based on the
weighted average of three years of con-ission income. If the business is growing,
more value is assigned through the formula. We never have taken goodwill into ac-
count in these transactions because the "buyers" of the agency have already created
the goodwill. In the rare instances when we have purchased small agencies in finan-

-11 cial cloistress, we have assigned a value to goodwill in the purchase price, somewhere
between 10 and 15 percent.

In our transfers of ownership internally, the value of our insurance expirations
has been depreciated by the purchasing partners under the Section 764 Option. 'his
amortization is based on the documented loss rate in our policy renewals. From
1985 to 1990, on an annual basis, we've experienced non-renewals in the range of
7.9 ercent to 12.6 percent on a total of 4,500 files.
V e were audited by the IllS last year for the tax years 1987-89. We were in-
formed that one area of concern was some bad-debt chargeoffs. Ultimately, the IRS
agreed completely with our position on that imue. We were also told by the IRS that
all depreciation deductions by the purchasing partners for expirations in those years
would be disallowed. The ownership interest, sold during the period from 1981-88
represented almost 50 percent of the value of the agency, with a sales price near
$550,000. The IRS appeals officer told us that it is difficult to prove the two-pronged
test of life of the policy expirations and their value. He insisted on assigning a good-

.wil value to the total. He said this was a controversial, national issue and that in-
terpretations of the law were under debate.

e were armed, of course, with documentation that clearly demonstrated the lim-
ited lifespan and reasonable value of our customer lists. I believe that this clearly
meets the two-pert test for intangible asset amortization under current law. Yet the

jn IRS's position-as expressed in the "Coordinated Issue Paper"-would reject current
law and disallow depreciation deductions for intangible assets wherever the IRS
deems goodwill to be present in a transaction. We were never informed of this issue
paper during our audit, but it's clear to me and my associates that it has fueled
the uncertainty. I'm almost sympathetic to the field agents--as sympathetic as one
can be to the IRS-who are stuck between current law on the one hmd, and the
"Coordinae Issue Paper" on the other.

As our case progressed, we grudgingly offered to allocate to goodwill 30 percent
of the purchase prince of ownership transfers at issue--even though we still believe
strongly that goodwill (in the legal sense) was not present.

We waved the white flag in mid-July of 1991. In the end, the IRS got 60 percent
of the face amount of those note assigned to goodwill. This amounted to an extra,
unexpected tax burden of about $60,000 to the purchasing partners, plus their legal
and accounting fees. We felt robbed-not by the IRS agents specifically, but by a
system that is enormously confusing and inconsistent.

I suppose that we could have appealed this all the way. My college degree was
in finance and accounting, so I had strong views about the propriety of our actions.
But for a small businessman fighting the IRS, it's uneconomical. We were paying
for a team of attorneys and accountants. P! s there' was a significant overhead cost
incurred from the distractions of digging up all the important data and verifications.
The partners who purchased ownership interest in our agency lost between 15 and
30 percent of the value of their investment, depending on their tax brackets. Obvi-
ously, had I known this outcome in advance, I would have adjusted the purchase



182

price significantly. In trying to fairly address the situation now, we face the un-
happy prospect of these partners having to pay taxes on any debt forgiveness if the
sales price Is reduced retroactively

Mr. Chairman, a 14-year amortization schedule for intangible assets strikes me
as too long from our documented experience. But the elimination of the hassle and
confusion makes your proposal much better than the current system. It seems to
me and my associates to be a reasonable compromise--particularly if you're willing
to do something to clarify the law with regard to transactions currently in the pipe-
line. (I recognize that my case is closed in any event.) Today, we've learned the hard
way that you can't count on the present system. It has been a crapshoot, no matter
how well you've documented your facts and tried to comply with the law.

PIA appreciates your efforts, along with that of Senators Daschle and Symms, and
Representatives Vander Jagt, Anthony and Kennelly to solve this problem and sim-
plify the system. For the sake of sound tax policy and fairness to taxpayers, we
strongly urge you to move forward with proposals to solve this dilemma. Again,
thank you for your leadership.

STATEMENT OF TE NATIONAL CABLE TELEVISION ASSOCIATION

The National Cable Television Association, which represents cable companies
serving more than 90 percent of all cable subscribers in the United States and more
than 60 cable programming networks engaged in creating and distributing a broad
range of programming, appreciates this opportunity to offer the cable industry's
views regarding the simplification of the tax treatment of intangible assets acquired
in business purchases.

The cable television industry strongly supports the goal of simplifying the tax
treatment of intangible assets in order to eliminate the controversy and costly dis-
putes which now occur between taxpayers and the Internal Revenue Service. More
specifically, the cable industry fully endorses Subtitle E (Treatment of Intangibles)
of the Senate and House of Representatives conference agreement on H.R.4210, the
Tax Fairness and Economic Growth Act of 1992 which sets a 14-year amortization
period for intangible assets, and clearly includes government licenses, including
cable television franchises, within the definition of such assets.

The tax issues related to the purchase of intangible assets have heretofore been
a source of great confusion because both taxpayers and the Internal Revenue Serv-
ice have been forced to rely on a large body of often ill-defined case law for tax guid-
ance. The result has been uncertainty about the tax treatment of intan bible assets
which has lead to time-consuming, costly appraisals and burdensome disputes be-
tween taxpayers and the I.R.S. The cable inustry believes that the best course for
alleviating these burdens is to simplify, through statute, the tax treatment of intan-
gible assets.

The cable television industry believes that the recent agreement of the Senate and
House conferees on an intangibles provision in H.R. 4210 resulted in workable lan-
guage for achieving the goals of simplifying the tax treatment of intangible assets.
Specifically, we support the conference's decision not to exclude governmental li-
censes and permits, including cable television franchises, from the definition of in-
tangible easets eligible for 14-year amortization. The exclusion of such assets has
no logical basis since other intangibles with indefinite lives, most notably goodwill,
could be amortized.

We believe that the inclusion of governmental licenses will serve to minimize con-
fusion, costly appraisals and tax disputes for two reasons. First, existing disputes
resulting from reliance on the current, ill-defined case law will be eliminated. Sec.
ond, the inclusion of government licenses in the definition of intangible assets will
eliminate the uncertain task of differentiating the value of government licenses from
the value of goodwill. This benefit of the conference bill is important because where
goodwill is subject to amortization, as it was under the conference agreement, the
value of goodwill would be virtually impossible to distinguish from the value of the
governmental license. To permit the amortization of such intangibles as goodwill
and to deny amortization of government licenses would not only perpetuate the con-
flicts inherent in the current system, but also create new grounds for further dis-
pute.
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STATEMENT OF THE NATIONAL GOVERNORS ASSOCIATION

Thank you Mr. Chairman and members of the Subcommittee for the opportunity to
discuss the states' experience with enterprise zones and opportunities for
federal-stat, cooperation.

The nation's Governors welcome federal involvement in this areas, but we
strongly urge you to ensure that federal activities build upon, not.conflict
with, existing state and local efforts. With all levels of governmenC working
together, we can produce even more effective enterprise zone efforts, but
Competition will only undermine these opportunities.

Les than ten years after Connecticut started the first enterprise zone in
1912, thirty-seven states end the District of Columbia have instituted some
version of the enterprise zone concept. These zones rely on a video ranie of
incentives to reinvigorate economically depressed areas, to create jobs, and
to stimulate private investment. States have tried a wide range of
incentives, including property, sales, and payroll tax t -e? al lov-interest
loans and venture capital funds; regulatory raltefl and infrastructure
support, to name just a few.

Rsgardleas of the particular combination of incentives employed within a zone
- and each zone has different needs -- the.majority of states have found the
enterprise zone program a very eftective weapon in the economic development
armory. According to one analysis, state development zones by 1988 had
created 184,000 new jobs, preserved another 170,000l end produced 18 billion
in new investment. For example, Alabmal's enterprise zone has generated
$8 billion in capital investment and 2,400 jobs since 1987.

Furthermore, enterprise zones pay for themselves; they ultimately produce more
tax revenue than they, forfeit in breaks and abatements. For example, in
testimony presented to this committee In 1989, one economist stated that Nov
Jersey's enterprise zone program generated approximately *1.90 for every *1.00
in tax incentives. michigan estimates that its tone has garnered $40 million
in private fumds while costing only $1 million per year.

Let ms give you soma specifics on how effectively enterprise zones can turn
around local cownmities.

When Paducah, Kentue.i, was designated an enterprise zone in 1916, the area's
tmuployment rate ve one and one-half time* the national average and the
vacancy rate in the central business district was close to 75 percent. State
officials devised a renge of investment incentives, including state tax
exemptions on construction materials, equipment purchasell, And loan interest
payments. There also was a city tax reduction on real property and
opportunities to receive free business licenses for the first five years of
operation.

In addition, a number of support programs were initiated to cmplement the tax
incentives. With well-maintained infrastructure, the enterprise tone
concentrated on improving the business environment, including building a
riverfront park to link the central business diatriot with hotels and a
convention center.

All of the activities produced impressive results, Accordins to a 195M
analysis conducted by the National Association of State Development Agencies,
the Paducah enterprise tone stopped the exodus of businesses from the central
district, deLreased vacancy rates by 33 percent, and encouraged existing firms
to expand their operations. One employer cited the enterprise sone tax
abatements as the critical factor in influencing its decision to stay in

Paducah and invest $42 million in upgradinS equipment.

In an urban settinS, Newark's enterprise zone also has proven quite
successful. Since 1984, the state has offered a sales tax exemption on
equipment, services and materials used on construction within the zone.
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Businesses located in the zone also get a 50 percent out in retail sales tax;
the othat half is deposited Into a trust rund for .direct gone igveitment,
Newark has used this fund to hire more police * officers, among other
activities. Finally, the city of Newark itself offers low-interest loans ad
Venture capital for start-ups and expansions.

Like Paducah, Newark's enterprise zone ,zihanced economic development in a
severely depressed economy. Six years after starting the program, the Newark
zone had attracted 403 new businesses, generated investments vorth *528
million and produced 2,74$ new full-time and 678 part-time jobs,

Lssons from State Kiuerienees

Nov that enterprise zonsa are nearly a decade old, states aA localities are
devising more sophisticated programs, with more refined and comprehensive
incentive packers. These zones no longer are aimed just at attracting new
business, but also at encouraging existing firms to expand.

Our experi-ance at the state level has demonstrated that the most successful
enterprise zone programs carefully match 'nc ntives with gclsi Generclly, the
closer the matcb, the better the results.

Effective enterprise zones also tend to be comprehensive and multifaeeted.
Since economically disadvantaged areas face a variety of vell.entreuched
stresses and difficulties, many factor# contribute to a winning enterprise
zone formula. Depending on the particular local circmstances, resources nut
be focused on such diverse needs as child care, construction, public safety,
street repair, or job training, in addition to investment tax incentives.

Although ve can point to many examples vhre enterprise sones have
succesefully renovated a local economy, there's no doubt that the program
could become even more effective with the addition of federal incentives.
StLll, it's critical that these federal efforts complaent -- not replace or
undermine -- state and local initiatives. As the iationa&. Governors'
Association policy states

Federal enterprise zone legislation should set broad geographic
targeting guidelines withif which states can certify locally
developed gone boundaries. A package of complementary federal,
state, and local incentives; investments; and services should be
negotiated in a cooperative agreement among all affected levels
of government.

We cannot afford to have too many conflicting federal and state K0ne
designations, for example. states carefully select the number and
distribution of enterprise zones. If ve designate too many, we risk producing
a broad but weak program; too few, and we could miss important opportunities
for private investment.

These decisions are tough to make. We must select areas that already possea
enough resources to make added investment worthwhile without sacrificing
communities needlessly. There are many areas in need and as governors we are
forded to set priorities, It federal enterprise tones ignore thee decisions,
state aid local activities will be seriously wakened.

Federal support also should enhance the program activities already in place

and recognize state and local needs for flexibility. No single approach can
work in all enterprise zone areas. In fact, successful programs often reflect
close cooperation between state and local officials in tailoring activitiM 'to
specific community needs#

In Paducah, 'Kent:cky, for instcmoe, state and local officials and private
investors concluded that a number of factors influenced investment. Although
tax breaks were the most powerful tool, new construction, business

development, and even marketing etforts were critical.



185

Similarly, the Nwevrk experience demonstrated that the stronger the
surrounding coommityp the better the chance of stimulating private
inveetment. When residents feel secure in their environment and the business
elJiate improve, investors are more inclined to add resources to the,
commity base, Iven the beat enterprise sons vill fail if major sources of
economic dietrss remain untreated.

Whether Now Jersey, Kentucky, or any of the 35 other enterprise zone states,
success often hus involved state and local officials vorkins closely together
to design the best program for each particular zone, State and local
authorities are bent positioned to manage enterprise sones# While federal
support can help leverage existing activities, we must have the flexibility to
serve local needs.

The National Governors' Association encouraged you to move forward with
enterprise zone legislation, The addition of federal incentives can make a
successful Fogram even better. Yet we urge you to ensure that federal
activities complement, not conflict vith, ongoing state programs. With
states, localities, and the federal go ernment all working together ye can
enhance economic development.

Thank you.

STATE ENTERPRISE ZONE PROGRAMS

IncNmmber of Ntueten

Property Tax Reduction/Abatement 16

Credit for Interest Paid on Loans 8

Investment Credits ii

Sales Tax Relief 21

Employer Income Tax Credit 24

Imployae Income flx Credit 4

Job Crqat n/Wage Cisdit 22

Credit for, Selective Hiring 19

Direct State Loans 14

Other Capital Financing Support 14

Infrastructure/Publie Service Improvements 12

Program Tarseting 17

Regulatory Relief 19

mnnVs: State enterprise Zone Roundup, National Association of State
Development Agencies, October 1988.
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IW0. ENTERRISE ZONES

'Ibirty-senm state have initiated program based on the 'enterprtse one' cnospi, a meaim
for enoourag private stor job creation and rovitallnt/on in blighted area of dlstrtmd dti and
in rural areas, and in addition for srngtheniag Job retention efforts In rural areu whose ecnomis
a depresod. A wide range of tax and reguatory provisious haw bee adopted in throe states as
incentives for development within the zone. As laboratories of the federal system, states are leading
the way in twtlg, evvluating, and redesigning the concept of enterprise zones.

Because of the widespread interest in the program, It is Important that stepS be aon to
Implement on a pilot buis a fadal enterprise zone prolm, both to strengthen and improve g
incentiveas already available In state programs and to dete r fi the effctivene of this concept.

The primary objective of enterprise zon should be to Increase the rame of business trmation;
encourage expansion of newer, small frs bmv curret effort at job retention; and expan
opportunities for di1advantaged worker in delgnated distressed areas. Fodoral enterprise zone

gsluation should set broad gogaphic targeting guelines within which states can oerft locally
developed zoe boundaries. A package of complementary federal, state, and local Incentives; invest.
ments; and scrvlWcM sbould be d .vc -pad for each desipated zone and should be nogotlad in a
cooperati agreement among al affected levels of government.

The success ota federal program will depend upon the ability to leverage the existing and future
state and local efforts directed it these same goals.

Adopted August 1989,

NGA POLICY POSITIONS, 1"1-9

STATEMENT OF THE NATIONAL SoFr DRINK AssOCIATION

Mr. Chairman and Members of the Committee, the National Soft Drink Associa-

tion welcomes the opportunity to submit this statement in support of Congressional
activity to establish a uniform rate for depreciation of intangible assets.

We would like to express our appreciation to the Chairman for his willingness to

hear the issue in Committee in the broader contact of tax simplification.
The National Soft Drink Association represents more than 700 sort drink bottlers

and parent franchise companies who support Congressional efforts to enact legisla-

tion which will end the uncertainty which currently exists with respect to the tax

treatment of intangible assets.
The sort drink industry endorses a single, uniform amortization schedule as one

that ends years of uncertainty concerning the depreciation of intangible assets, in-

cluding franchises. NSDA recognizes the importance of revenue neutrality in this in-
stance, and therefore would concur with legislation based on that principle with re-

spect to this issue.
Legislation pending in the other body sets the amortization schedule at 14 years

based on revenue neutrality. NSDA supports the goal of revenue neutrality and

u rges Congress to follow that principle when considering this issue.
The establishment of a single useful life for this class of assets is a move in the

right direction for sound business practices in general and the sort drink industry

in particular. We applaud the Chairman for his leadership in opening the issue up
for public comment.

STATEMENr OF PATRON, Boos & BLOW

INTRODUCTION

Provisions included Li H.R. 4210 earlier this year would have added a new section

197 to the Internal Revenue Code to allow the costs of certain specified intangible

assets (including goodwill and goinq concern value) acquired after the date of enact-

ment to be amortized by the acquiring party over a 14-year period. Proposed section

197 also contained a so-called "anti-churning" rule to prevent taxpayers from creat-
ing amortization deductions by (for example) transferring certain previously-owned,
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and thus nonamortizable, intangible assets to a related person which would then
claim the amortization deductions as a post-enactment purchaser. Specifically,
under the anti-churning rule, a "related" purchaser of intangible assets that were
created by the seller (i.e., self-created intangibles) will be denied otherwise allowable
amortization deductions if the intangibles were used by the seller between July 26,
1991 and the date of enactment. Parties are "related" if, for example, the seller has
at least a 20 percent interest in the purchaser.

The anti-churning rule (proposed section 197(0(9)) should be modified to exclude
self-created intangibles. Absent such a change, similarly situated taxpayers will be
treated differently and the application of proposed section 197(f)(9) will generate
greater complexity and tax compliance controversies than under currently existing
law. Such a rule will not promote tax avoidance because taxpayers have a zero basis
in self-created intangibles. A similar exclusion should apply to the transfer of pur-
chased intangibles to the extent the related transferee has a basis which exceeds
that of the transferor. See proposed section 197(f)(2).

TAX EQUITY

The legislative history of H.R. 4210 states that the antichurning rules are in-
tended to prevent taxpayers from converting existing intangibles, not amortizable

* under current law, into amortizable property to which proposed section 197 would
apply. Otherwise stated, the anti-churning rules are intended to prevent purely tax
driven transactions that benefit taxpayers at the expense of the U.S. Treasury.

With existing purchased intangibles (i.e., intangibles in which the seller has tax
basis for determining gain or loss), the opportunity for abusive churning of the type
at which the anti-churning rules are aimed clearly exists. If such "purchased intan-

sle" are sold the related seller would not recognize a taxable gain on the sale
S to the extent o? tax basis in the assets sold) and the related purchaser would claim

future amortization deductions based on the entire purchase price. The proposed
anti-churning rdes cure this potential for abuse with respect to previously pur-

eO chased intangibles existing on the date of enactment. However, with respect to self-
created intangibles, the proposed legislation goes further and prohibits amortization
Wy a purchaser where no incremental tax benefit is available to related taxpayers.

(. This is inappropriate as a matter of tax equity and (as explained below) is at odds
: with the underlying simplification objectives of the proposedlegislation.
' Amortization deductions are precluded under both existing law and the proposed

legislation for self-created intangibles. When such self-created intangibles are sold,
the taxpayer recognizes a current taxable gain. Because the related purchaser can-
not obtain an amortizable asset without the related seller recognizing taxable in-
come, aggregate tax benefits that are unavailable under current law would not be
available under the proposed legislation, as amended in the manner suggested here.
In fact, in most circumstances, it would benefit the U.S. Treasury to have taxable
sales (revenue inflow) of self-created intangibles followed by equal amortization de-
ductions (revenue outflow) over time.'

More importantly, the proposed treatment of self-created intangibles under the
anti-churning rules will create inequity. This is because the value of a related sell-
er's self-created intangibles is diminished in relation to similarly situated taxpayers.
While all sellers must recognize taxable income on the sale of their self-created in-
tangibles, the purchaser of self-created intangibles in a transaction subject to the
anti-churning rules cannot amortize the intangibles. In such a case, the purchaser
will pay less for the intangibles. Three examples illustrate the inequity of extending
the anti-churning rules to self-created intangibles.

Example (1). Assume that Company A operates business X (and has done so for
the five years preceding the date of enactment of the proposed legislation). Also, as-
sume that, one day following the date of enactment, Company B enters business X
and commits resources equal to those committed by Company A, with the result
that its business grows to the same size as Company A's within five years. In both
cases, no amortizable section 197 assets would exist (i.e., neither Company A nor
Company B could amortize their self-created intangibles) and both Company A and
Company B would have been historically taxed identically.

'If the seller had sufficient net operating losses ("NOL") to offset the gain on the sale. aggre.
gate cash flow differentials could benefit taxpayers at the expense of the U-S. Treasury This
conclusion would be valid, however, only if it is assumed that the related seller would not other-
wise use the NOL carryforward. The potential ability to absorb NOL carryforwards in limited
instances should not be decisive here. Taxpayers with sufficient NOL carryforwards *e gen-
erally permitted to sell any asset (tangible or intangible) without incurring a current tax while
the purchaser generally is entitled to subsequent expense deductions. Self-created intangibles
should not be given detrimental treatment in the proposed legislation.
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Both Company A and Company B would be taxed upon their sales of their self-

created intangibles. However, the purchaser from Company B would be entitled to
amortization deductions without restriction (because it did not commence business
X until after the date of enactment) while the purchaser from Company A would
be restricted. This restriction will result in a lower purchase price for the Company
A intangibles. Hence, Company A will be treated inequitably.

Examp le (2). Anti-churning rules currently exist for sales of tangible property
(ACRS-MACRS) and these rules generally place restrictions on a related pur-
chaser's recovery period. For example, if Company A purchases and fully depreciates'
(i.e., no remaining tax basis) equipment, it will recognize gain on the soe to the
extent of the proceeds received. Where the tangible asset anti-churning rules apply,
the purchaser will be subject to recovery period restrictions, but the recovery
"amount" will not be limited. On the other hand, if Company A possessed self-cre-
ated intangibles with no tax basis, Company A would recognize taxable gain, but
the purchaser's recovery "amount" would be limited under the proposed section 197
anti-churning rules. In both instances, all seller costs associated with the assets
would have been deducted and taxable income would be recognized in an amount
equal to the proceeds received. Yet, because of the application of section 197, the
purchase price of the intangible assets would be lower.

Example (3). Assume that three unrelated parties form a corporate joint venture
(via a transaction described in section 351 of the Code), with interests in the joint
venture capitalized as follows:

Cor tudon
OWW" Cash 60#ir"Ie

Party A ................................................................................................ . 60/ $1,200 $0
Pa rty B ................................................................................................... 2 1 (830 ) 1,05 0
P a rty C .................................................................................................. 19 (570) 950

To ta l .............................................................................................. 100 % $ 0 $2 ,00 0

Parties B and C receive cash plus interest in the venture in exchange for contribut-in intangibles.
frin the transaction Parties B and C would both recognize taxable income equal

to the amount of cash they received (i.e., $630 and $570 respectively). However, the
venture could not amortize any of the intangibles contributed by Party B, while it
would be permitted to amortize $670 of the intangible contributed by Party C (be.
cause proposed section 197(f)(2) limits joint venture amortization to the amount of
gain recognized by the contributing party). As a result, Party B will receive a lower
price for its intangibles.

SIMPLIFICATION

As noted proposed section 197(f(9) generally prohibits related party amortization
for intangibles that existed on the date of enactment. Where such assets are sold
after the date of enactment in cases to which the anti-churning rules apply, there
will be $Teat difficulty in determinhig if the intangible that was sold in fact existed
on the date of enactment.

Example. Assume that Company A operates business X and that it has done so
for the five years preceding the date of -enactment. Assume further that Company
A commits sufficient resources so that the size of business X quadruples during the
five years following enactment. Finally, assume that, immediately after the date of
enactment, Company B enters business X and commits resources equal to those
committed by Company A so that its business X grows to the same size as that
Company A by the end of the five year post-enactment period. Upon the sale of the
seW-created intangibles by Company A and Company B (the event necessary to cre-
ate an amortizable intangible) to related parties, all of the self-created intangibles
of Company B could be amortized. However, the result is not so clear for Company
A even if it made its sale on the same day and at the same price.

Since Company A operated business X prior to the date of enactment, controversy
will inevitably arise as to which intangible assets existed on that date. Taxpayers
would have to demonstrate which intangibles existing on the purchase date were
separate from goodwill and going concern value (as under current law), but they
would also be forced to support the value of individual goodwill and going concern
intangibles that existed as of the effective date of the legislation plus the remaining
value of those specific intangibles that remain on the sale date. This will be expen-
sive and costly aid the mere document retention requirements would impose a sig-
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nificant burden. Further disputes may arise as to which intangibles were sold: self-
created intangibles existing on the enactment date or intangibles created after that
date. Finally, disputes could also arise with respect to whether certain assets exist-
ing on the date of enactment that are subsequently sold (i.e., whether previously
purchased intangibles or self-created intangibles are being sold).

In summary, the anti-churning rules require a greater burden of proof than is re-
quired under current law, impose unrealistic recordkeeping requirements and also
significantly increase the potential for controversies between the Internal Revenue
Service and taxpayers.

CONCLUSION

For the reasons set forth above, the anti-churning rules of proposed section 197
should not apply to self-created intangibles. An exclusion for self-created intangibles
would not encourage the type of tax motivated transactions at which the anti-chum-
ing rules are aimed, but it would promote both tax equity and the broader sim-
plification objectives of the legislation. A similar exclusion should apply to the trans-
fer of purchased intangibles to the extent the related transferee has a basis which
exceeds that of the transferor. See proposed section 197(f)(2).

STATEMENT OF THE PETROLEUM MARKETERS ASSOCIATION OF AMERICA

BACKGROUND

Mr. Chairman and members of the Committee, thank you for providing an oppor-
tunity to present testimony on he issue of the appropriateness of amortizing intan-
gible assets and goodwill. The Petroleum Marketers Association of America (PMAA)
is a federation of 44 state and regional trade associations representing more than
11,000 independent petroleum marketers throughout the United States. These mar-
keters sell about half the gasoline, 76 percent of the home heating oil and 60 per-
cent of the diesel fuel consumed in this country. Eighty-nine percent of PMAAs
membership is classified as small business under size categories established by the
Small Business Administration.

PMAA appreciates the Chairman's efforts to develop appropriate solutions, and
we commend the committee for holding this hearing in an effort to obtain the views
of affected industries. We look forward to continuing to work with you mid the com-
mittee on this important matter. PMAA believes that legislation should be enacted
that clarifies what intangibles should be amortizable, andalso what the appropriate
schedule of amortization should be. However, we have concerns with the legislation
now advancing in Congress and which was included in the tax bill that was vetoed
by the President.

CUSTOMER LISTS ARE ESSENTIAL TO OUR INDUSTRY

Briefly, PMAA members have a variety of different methods of delivering petro-
leum products to their customers, and I will describe the two areas that I believe
will be most significantly affected by this legislation. First, PMAA members deliver
heating oil directly to homeowners mid commercial customers. Second, many mem-
bers deliver motor fuels to farmers, trucking companies, and construction crews who
need fuel delivered to them or to a particular site.

For marketers who are active in these two areas, the value of the business relates
directly to the customers served. A strong customer list and an extensive penetra-
tion of a particular geographic area makes for a valuable business. Without such
a list, the business is merely a bulk plant, a small office building, and a few trucks,
whose value is reduced with every new environmental regulation. The. customers are
the business.

Unfortunately, customers do not last forever. Homeowners move. Farmers sell
out. Trucng and construction companies go bust. Additionally, some customers
find the service or price of a competitor to be better and begin purchasing product
from that company. Additionally, the Clean Air Act Amendments will require many
customers to transfer their fleet to alternative fuels. As a result, they will not ordy
be lost to a particular marketer, but they will be lost to the entire petroleum mar-
keting industry.

A customer list is the most important asset, for many petroleum marketers, but
unfortunately, it does not normally last 14 years. Most heating oil dealers currently
amortize their customer list over a seven to ten year period. This time has been rec-
ognized by the courts, mid is in line with surveys indicating that, on average, home-
owners move every six years.
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COVENANTS NOT TO COMPETE ARE ALSO ESSENTIAL

A second area of concern to petroleum marketers are covenants not to compete,
Because many of the companies operated by PMAA members were developed
through the hard work of a single individual who penetrated a market and devel-
oped a loyal customer base, businesses who acquire that company often enter into
a contract preventing that individual from becoming a competitor. Under common
law, those covenants must have reasonable terms, which generally means five years.

In the heating oil industry, the value of this covenant not to compete will gen-
erally range between 20 percent mid 40 percent of the value of the transaction. A
depreciation schedule of fourteen years would put a large gap between the value of
the covenant and its depreciation schedule and could substantially harm the acquir-
ing company.

PMAA ANALYSIS OF THE PENDING LEGISLATION

While we have focused on actual depreciation schedules and industry practices,
PMAA would now like to be *n discussing the bills pendinf before the Congress. Be-
fore beginning, PMAA would like to make two points. First, we are representing
buyers and sellers, and every buyer is a potential seller. Thus, any tax bill that af-
fects the value of an asset to a buyer, affects the value of all businesses. Further
for many of the small businesses represented by PMAA, the owner-s retirement will
be financed with the sale of the business they have dedicated their lives to making.
Thus, PMAA believes that any legislation developed must not harm those retire-
ment plans.

Second, as small businesses, we do believe that it is appropriate for Congress to
enact legislation in this area. We believe that a more miform, predictable set of
rules for amortizing such assets is necessary, particularly in light of recent decisions
by the Circuit Courts, one of which is now before the Supreme Court. The uncer-
tainty regarding amortization of intangibles leads to higher than necessary legal
and accounting fees, which ai act of Congress can reduce. Additionally, the uncer-
tainty of the U.S. Supreme Court review of the Third Circuit decision in Newark
Morning Ledger Case and the dramatic impact a decision will have on business val-
ues will substantially impair the ability of marketers to sell their businesses. Banks
will be hesitant to loan funds if the dealer holds out for full value, which means
the Supreme Court grant of certiorari in the Newark Morning Ledger case may al-
ready be affecting the value of these businesses. A decision, whether favorab e or
unfavorable, will not be issued until 1993. Therefore, we believe it is critical that
the Congress act to amend the tax code to establish certainty at the earliest possible
time.

PMAA RECOMMENDATIONS

Our analysis of the bills presently before the Congress, as well as the General Ac-
counting Office report on this subject, leads us to suggest that H.R. 3035 be modi-
fied slightly to reduce its negative impacts on the petroleum marketing industry.

We would respectfully urge the Congress to allow covenants not to compete to be
depreciated over the term of the covenant. We believe that such an approach would
be workable. Amortizing over the term of the contract will bo readily susceptible to
auditing and evaluation by the Internal Revenue Service (IRS). Additionally, with-
out such a modification, we believe that covenants not to compete will be replaced
with consultancy arrangements or employment contracts, which would allow the
corporation to expense the costs. Such a change would require IRS policing to pre-
vent gamesmanship, and thus one goal of H.R. 3036, eliminating administrative
costs at the IRS, would be lost.

CONCLUSION

We look forward to working with this committee to enact legislation in this area
that is simple, good for the economy and fair to the businesses that will be affected.

On behaff of PMAA, I would like to thank the Chairman and members of the com-
mittee for receiving our testimony.

STATEMENT OF TE RALSTON PURINA Co.

Ralston Purina Company recommends that greater simplification and fairness be
obtained in the Rostenkowski bill, H.R. 3035, by adoption of mass asset accounting.
If this change is included, Ralston Purina Company supports H.R. 3036.
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Mass mset accounting should replace the unfair disposition gain/less provisions

pr6ntly in the bill, to work as follows:

* For each separate acquisition of a trade or business, the taxpayer would use a
single deeation siccomnt for all Intangibles acquired. Upon subsequent dis.
-ositioe" any ntanqbles in the account, the proceeds of each sale would be
eredited to the Arpm-atio1 reserve account thereby reducing the remaining As-
preciation available.

* Gain would not be recognized until the sum of accumulated depreciation and
sales proceeds credited to the depreciation reserve account exceeds the cost of
the acquired intangibles.

* Los would not be recognized until the last intangible asset in the separate ac-
count is disposed of or becomes worthless.

H.R. 8085 TIXLL REQUIRES APPRAISALS OF ASSETS

An expected benefit of H.R. 3036 is elimination of appraisals of acquired intant'-
bies in an acquired business. This benefit will not be obtained under the bill as wrt-
ten:

* The bill provides for separate determination of gain or loss upon later disposi-
tion of acquired intangibles. To compute such gain or loss, tax basis must be
determined. This requires allocating the purchase price to individual intangible
assets. Such allocation normally demands an appraisal, which contradicts the
concept of simplification.

* The appraisal problem becomes more difficult under H.R. 3035 as written than
under present law. Under present law, the very first year that amortization is
claimed on intangibles, there is an audit issue to be resolved with the IRS.
Under H.R. 3036, the issue would not arise until an individual intangible asset
is sold, abandoned or becomes worthless in some future year. In this situation,
the audit issue is pushed further into the future when the original acquisition
appraisal facts may be more difficult to document due to employee departures,
sale of company, etc. A prudent taxpayer will have to incur the cost of asset
appraisals at the acqubsition just as is now done to be able to compute and defer
future gain/loss computations.

UNFAIRNESS SHOULD BE CORRECTED

It is grossly unfair to require taxpayers to pay tax on gains and defer deductions
for losses on legitimate closed and completed traractions with third parties. If this
approach becomes accepted tax policy, one can only imagine the extremes to which
it can be carried in the quest for "revenue enhancements" to raise revenue for the
government.

RALSTONWS PROPOSAL

Mass asset accounting should be adopted to eliminate:

* The need for appraisal of Section 197 intangibles.
* The inequitable treatment under the bill of requiring deferral of losses until the

end of the fourteen year period and immediate taxation of gains on dispositions
of intangible assets.

We propose creating a separate intangible depreciation account (vintage account)
for each acquisition. All Section 197 intangibles would be included in that single ac-
count. The tangible assets and non-Section 197 intangibles would be subject to ap-
praisal and separate valuation, and that portion of the purchase price assigned to
them at their appraised values. The remainder of the purchase price would become
the single Section 197 intangible account depreciated over fourteen years. When as-
sets are disposed of from the vintage account, they would be accounted for by merely
crediting the proceeds of the sale or disposition to the depreciation reserve account,
thereby decreasing available depreciation over the remainder of the fourteen year
amortization period. No gain/loss would arise. The remaining available depreciation
would merely be decreased by the proceeds or increased by the loss.

Gain would be recognized only after the sum of the depreciation and sales/disposi-
tion -proceeds credited to the depreciation reserve account exceed the total cost of
the acquired intangibles.

Los would be recognized only after the last intangible asset in the vintage ac-
count had been disposed of or had become worthless.
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RETROACTIVE APPLICATION

As a matter of fairness and good tax policy, we oppose retroactive application
(prior to introduction date) of any tax law even though our Company would benefit
in this instance. However, we understanA that the present retroactive application
of H.R. 3036 has been structured to be revenue neutral by extending the amortiza-
tion period from fu urteen years to seventeen years if retroactivity is elected. The ex-
press goal is to facilitate the closing of open disputes pending with the IRS. We be-
ieve the change will accomplish this purpose and we do not object to the retroactive

provision as now structured.
We urge that mass asset accounting be adopted by the Committee if it considers

H.R. 3035 or other legislation to simplify the tax treatment of intangible assets ac-
quired in business purchases, to eliminate the grossly unfair immediate taxation of
gains aid defenal of losses. We appreciate the opportunity to submit this state-
ment.

STATEMENT OF THE SOFTWARE PuimusHEIs ASSOCIATION

The Software Publishers Association (SPA) with a membership of more than 900
companies, is the principal trade association of the personal computer software in-
dustry. Last year, U.S. personal computer software companies sold nearly $6 billion
worth of software products in the United States and Canada These same innovative
and highly competitive companies sell nearly 70% of all the software purchased in
the countries of the European community and the majority of the software sold
around the world.

The SPA wants to commend the committee for seeking to clarify and add certainty
to a contentious area of the tax law relating to the tax treatment of acquired intan-
.ble assets. However, we are troubled by the scope of the legislation. In particular,

it would significantly change the tax treatment of products and companies that are
not part of the controversy over goodwill and customer-based intangibles. In its tes-
timony at the October 2, 1991, hearing before the House Ways and Means Commit-
tee, the SPA set forth its concerns and wishes to restate them here for the record
We will address the bill's application to both discrete, off-the-shelf purchases (non-
exclusive licenses) and exclusive software licenses of personal computer software.
We will also focus on its potential impact on business acquisitions common to the
industry that primarily involve small businesses consisting mainly of software tech-
nology.

The changes incorporated into H.R. 3035 and ultimately into the legislation as it
currently stands meet most of the software industry's concerns relating to discrete
purchases, and we would like to see them maintained should this legislation be
passed.

OFF-THE-SHELF-PURCHASE8 AND EXCLUSIVE LICMSES

Off-the-shelf purchases of personal computer software products should not be
drawn into the debate over the tax treatment of intangible assets. No disputes arise
over allocating purchase price of software sales or over valuation of the software.

The purpose of the legislation, as stated by the Chairman Rostenkowski in intro-
ducing H.R. 3035, is to eliminate uncertainties as to identification and valuation of
intangible assets in the context of allocating purchase price to these assets as part
of a business acquisition. We agree with Chairman Rostenkowski's statement that
legislation is necessary to eliminate the controversy associated with the tax treat-
ment of intangible assets such as customer base by setting uniform, predictable
rules for amortizinF such assets.

However extension of such rules to discrete purchases of software products or to
exclusive lcensig arrangements does not meet the stated goals of the legislation.
Computer software products and technology are much more identifiable than such
intangibles as goodwill and going concern value. The law in this area has been set-
tled for more than 20 years, and thqre is no question that in a business setting,
the current law deduction for software' over five years or less is correct.

Under an IRS revenue procedure, Rev. Proc. 69-21, purchases of software prod-
ucts used in a trade or business may be amortized over five years, or over a shorter
useful life, if such a life can be supported, to the satisfaction of the IRS. The deter-
minable life and cost recovery method of amortizing software are thus well-estab-
lished Again, taxpayers have relied on Rev. Proc. 69-21 for over 20 years; such well-
established authority minimizes controversies in this area.
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In fact, SPA members are not aware of any cases to date in which the IRS sought
to argue that software did not have a determinable useful life. The lack of known
controversies in this area suggests that Rev. Proc. 69-21 is working.

The products produced by SPA members have very short lives. Due to the desires
of our customers for greater productivity and ease of use, as well as changes in
hardware and operating systems, the economic life of personal computer software
used in a trade or business is no greater than five years, and it is decreasing.

The rapid increase in business consumer expectations is now forcing manufactur-
ers of personal computer products to create new versions of those products every
12-24 months, and even this cycle is shrinking. Business customers demand that
our products be constantly improved Our customers demand that the products per-
form more tasks efficiently, and thereby help them improve their productivity. At
the same time, customers want the new functions to be easy to use.

For example, the first version of Lotus 1-2-3, a spreadsheet program for personal
computers, was released in 1983. Since then, it has gone through five major "up-
rades," with the latest being in August when Lotus 1-2-3 was released to be used

in conjunction with Microsoft Windows a graphically-oriented user interface that is

based on use of a "mouse" to point and click functions rather than combinations of
key strokes. As was the case with many of the previous product releases, this latest
release of Lotus 1-2-3 involved almost a complete rewrite of the software code, ena-
bling users to take advantage of the new user interface as well as the key stroke
functions they were used to in earlier version.

Similarly, Microsoft Word, a word processing program, was originally introduced
in October 1983. To date, there have been four new versions and three major up-
grades of this product. And Word is not unique either; most Microsoft products are
subject to a major release or upgrade every 12-24 months. MS-DOS, which is the

J." system software foremost of the microcomputers in the world, has had six new ver-
sions and three major upgrades since its release in 1985. Excel, Microsoft's
spreadsheet program, has had no less than two new versions and three major up-
grades sinc,? it was released in the mid-1980s.

These new versions and upgrades are new products. In a major release, virtually
all of the code must be rewritten and many additional lines of code are added A
tremendous effort is made to ensure that subsequent releases have the same "look
and feel" of previous releases so that the user may expect continuity in the product.

In addition, computer hardware constantly undergoing rapid evolution, presenting
customers with the possibility of faster processing speeds, greater memory capac-
ities, additional communication features, and higher quality audio and video capa
bilities. Each of these improvements presents possibi ities to the customers which

require new and improved software to achieve. The rapid evolution in hardware
technology therefore necessitates rapid creation of new software. Congress recog-
nized the rapid technological obsolescence of computer hardware in 1986 when se-
lecting an appropriate recovery period for computer hardware. It would be appro-
priate for Congress to consider these same factors when examining the treatment
of software, as well.

The impetus to improve software rising from changes in hardware is further
compounded by the evolution of computer operating systems and communication
software. For example, the advent of the Microsoft windows operating system with
an easier to use, more graphically-oriented user interface has created demand for
new products to work within that operating system.

Added to these complexities is the need to market our products internationally.
Software products marketed in the United States must, therefore, be recreated to
adapt to different languages, cultural norms, operating systems, and hardware pref-
erences.

Applying a 14-year amortization period to individual software purchases most
likely will change the existing distribution system for purchases and sales of per.
sonal computer software.

It is very likely that software manufacturers would have to consider reverting to
the practice of selling software and hardware as single, "bundled" units should H.R.
3036 be enacted in its present form in order to recover software costs over the much
more reasonable hardware recovery period of five years. While bundling of software
and hardware used to be common, consumer acceptance of the practice of buying
software products separate from hardware created substantial economic incentives
for independent software companies.

Simply put, amortizing the cost of acquiring software products over 14 years
would not solve the problems targeted by the legislation, would not further the gonl
of simplification, and would reduce the software industry's competitiveness in the
global marketplace.
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TRADE OR BUSINESS ACQUISITIONS

SPA is also concerned that H.R. 3036 will discourage business acquisitions 0com-
mon to our industry. These acquisitions generally involve businesses that consist
primarily of software technology and help ensure that industry products remain at
state-of-the-art levels, meet consumer demand, and encourage entrepreneurial inno-
vation.

It is common within the industry, for example, for a company with an otherwise
popular product to seek to acquire software technology that could add important fea-
turesto that product rather than spending the time and money "in-house" to de-
velop those features. Often, these acquisitions involve software companies seeking
to acquire software that has been created by small companies consisting of only one
or two developers. These types of acquisitions allow larger companies to rapidly
meet consumer needs for product enhancements while permitting software entre-
preneurs to sell their product and move on to their next roject. Obviously, the
types of companies that are being acquired have relatively little goodwill or going
concern value, and thus do not create significant valuation issues and remain out-
side the types of tax controversies targeted by the bill.

The increasein the after-tax acquisition cost of such endeavors that would be cre-
Ated under H.R. 303 naturally will lower the price entrepreneurs will be able to

receive for their products, and thus reduce their incentives for innovation. Equall
important, foreign companies with more favorable local tax amortization laws
be willing and able to pay a higher purchase price than a U.S. company that is sub-
ject to the 14 year rule.

It is important to point out that the number of RS/taxpayer controversies relat-
insto the aciysition of software is limited, as it demonstrated in the August 1991
aO0 report. According to the report, which investigated ongoing IRS cases, disputes

involving technology, of which software is a part, were very low in number com-
pared to other intangible assets. This is not surprising given the fact that Rev. Proc.
69-21 ensures that software can be identified and valued, and thus challenges by
the IRS relating to the amortization of costs associated with software ire virtually
nonexistent.

A number of our industry's concerns with the original version of the House bill,
H.R. 3035, have been addressed and were incorporated into H.R. 4210, which was
vetoed by the President this pat March. We would hope that those changes would
be maintained in onminew version of the bill.

The SPA would like to make additional comments to address some outetandin
technicalisues. Our technical comments are intended to address the tax on intan--
bles (specifically Section 197 computer software) that is contained in H.R. 4210.
particular, SPAhas and continues to recommend that subjecting software to Section'
197 is anti-competitive in the global environment in which we compete.

TECHNICAL COMMENTS

Section 197(cX3)(B) defines "computer software" as Tiany program designed to
cause a computer to perform a desired function: except that such term shall not in-
clude any data base or similar item." This definition should be expanded to incor-
porate ". . . and the documentation required to describe and maintain those pro.
grams" which is contained in Revenue Piocedure 69-21, Section 2.

Printed manuals which accompany the sale of computer software are key ele-
ments in allowing the end user to fully utilize the software. Rev. Proc. 69-21 ac-
knowledges this and includes such documentation into the definition of computer
software. These manuals are a portion of the total "user education" (UE) package
presented to the consumer.

Educating the end user toallow them to interact with the computer software as
easily as possible is the purpose of UE. This is accomplished by "on-line" and "off-
line" UE. On-line UE is directly written into the software. This includes tutorials
which help the end user "get started." Additionally there are "help" keys that ex-
plain to the user why or how a particular function may or may not be utilized. No
one would argue that this type of assistance should be'excluded from the definition
of computer software when it is written into the program itself.

Equally imortant is the off-line UE consisting of manuals and other printed ma-
terial shppe directly with the product. These materials are as integral to utilizing
computer software as the on-line UE. On-line UE often only addresses the most
common and basic questions. The printed materials generally address more tech-
nical issues.

A second and critical technical point concerns the inclusion of software acquired
as part of a trade or business acquisition. SPA believes that Rev. Proc. 69-2 1 has
provided the correct approach to the amortization of computer software when it is
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acquired as a portion of a trade or business acquisition. Most computer software has
a life of 60 months or less and Rev. Proc. 69-21 recognizes this fact. SPA believes
that current law should remain unchanged.

If Congress cannot see its way to apply the rules of Rev. Proc. 69-21, then we
suggest that the following changes should be made to the current proposed legisla-
tive language. Section 197(eX3)(B) exempts computer software from Section 197 as
long. as the assets acquired do not constitute a trade or business or a substantial
portion of a trade or business. While the term "trade or business" is used exten-
sively in the Code and Regulations there is no clear definition. Treasury Requlation
1.356-3(bX2Xii) and (iii) could be used in the committee reports to clarify this term,
rather than the more restrictive and less clear language of Section 1060. SPA rec-
ommends a position whereby a trade or business is simply defined as the collection
of income and payment of expenses for a period of at least one year with the intent
to make a profit

Also, there is no definition of what constitutes a "substantial portion" of a trade
or business. SPA understands that language was added to the conference report for
consideration of "borderline" eases. That language states: "It is not intended, how-
ever, that the value of the assets acquired relative to the value of the assets re-
tained by the transferor is determinative of whether the acquired assets constitute
a substantial portion of a trade of business." While this language is helpful, SPA
recommends a "small business" type exception for acquisitions in the $10-20 million
dollar range.

Finally, we commend the change made in the conference report language which
continues the viability of Treaoury Regulation 1.162-3 as it applies to computer soft-
ware.

CONCLUSION

As the committee is well aware, the software industry plays an important role in
the U.S. economy. In particular, the National Critical Technologies Panel stated
that "the traditional U.S. lead in software development and applications has been
a key factor in maintaining competitiveness in information technology and other
vital sectors. The SPA thanks the Committee for the opportunity to submit com-
ments and looks forward to working with the staff over the coming months to en-
sure that the final version of this legislation accommodates its original interest of
tax simplification without imposing undo and unintended business with the per-
sonal computer software industry.

STATEMENT OF THE TELEPHONE AND DATA SYSTEMS, INC.

Telephone and Data Systems, Inc. (TDS), is a group of corporations which in-
cludes local exchange telephone companies, cellular telephone companies and radio
paging companies. On behalf of itself and its subsidiaries, TDS submits the follow-
ing comments on the issue of simplifying the tax treatment of purchased intangible
assets.

TDS requests the Committee to enact the intangible assets provisions found in the
Tax Fairness and Economic Growth Act of 1992 (1.R. 4210). The provisions of sec-
tion 4601 of H.R. 4210 fairly and efficiently resolved a controversy plaguing tax-
payers and the Internal Revenue Service.

We believe that the principal virtue of that bill was its clear and simple treatment
of intangible assets.

The General Accounting Office (GAO) addressed intangible asset amortization in
a report issued in August 1991. The GAO endorsed the idea that an intemgibles
statute should have broad coverage. Its authors wrote:

"allowing amortization of all purchased intangible assets over specified cost
recovery periods also would provide taxpayers with an element of certainty
that would reduce their administrative burden. Taxpayers would know the
periods over which to amortize purchased intangible assets, and they would
no longer need detailed analyses to establish asset lives for tax purposes.
In such a system, the potential for disputes between IRS and taxpayers
would be lessened, thereby reducing IRS' administrative burden as well.
Another result would be more consistent treatment of similarly situated
taxpayers because the taxpayer's judgment would play a far less significant
role in determining amortization deductions than it oes under current tax
rules."
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If enacted H.R. 4210 would have helped the IRS and taxpayers avoid protracted,
expensive and needless litigation. We applaud the Senate's endorsement of the prin-
ciple that most tangible assets should be treated similarly.

The enactment of the intangible asset provisions found in H.R. 4210 would be a
significant step in the process of helping American businesses focus on its core prob-
lems and relieving it from unneces legal and accounting entanglements.

We understand that the United States Telephone Association (USTA) plans to
submit written comments on the tax treatment of intangibles. TDS's local exchange
telephone companies are members of USTA. We have read a draft of the USTA com-
ments and completely apree with the ideas they are presenting.

We thank the Committee for this opportunity to express our views on this very
important subject.

STATEMENT OF TH UNITD STATES TELEPHONE ASSOCIATION

USTA, the United States Telephone Association, is pleased to submit this written
statement for the record of the April 28, 1992 Senate Finance Committee Hearing
on simplifying the tax treatment of intangible assets acquired in business pur-
chases.

USTA is the primary trade association for the local telephone industry. We rep-
resent more than 1,100 telephone companies which provide service to over 99 per-
cent of U.S. phone users. Our member companies range in size from very large re-
gional and independent phone companies to very small rural family owned busi-
nesses.

USTA supports the goal of simplifying the tax treatment of intangibles. Amortiza-
tion of intangible assets is a coordinated issue for the utility industry under the In-
ternal Revenue Service Industry Specialization Proram and our members are find-
ing it exceedingly difficult to resolve audits and close back years because of this
issue. Our members are also finding it difficult to make current decisions involving
intangible assets and to assess contingencies regarding past decisions.

USTA believes that simplifying legislation in the form of section 4501 of the Tax
Fairness and Economic Growth Act of 1992 (H.R. 4210), vetoed by the President,
is needed now and should be made a part of any tax legislation passed this year.
Although the courts have provided guidance regarding the amortization of certain
intangibles, judicial guidance is costly and inadequat , serves the simplification ob-
jective. Additionally, we question whether such guidance will ever be sufficient to
cover the full range of intangible assets and whether guidance on legal principles
will be sufficient to resolve intangible disputes which app ear to focus on appraisals
and other fact development. (See, for example, Newark Morning Ledger Co. v. U.S.,
945 F2d 655 (3rd Cir. 1991), cert granted 60 USLW 3687 (April 6, 1992); Tele.
communications, Inc., 95 T.C. 495 (1990), on appeal/(10th Cir., May 20, 1991)).

USTA supports theprovisions regarding the treatment of intangibles in section
4501 of H.R. 4210. The amortization of all acquired intangible assets, including
goodwill, over a uniform 14 year period produces certainty and eliminates costly tax
controversies and moves U.S. tax law closer to the tax accounting principles of other
industrial nations with which we must compete. Although our members obviously
will be affected in different ways, we believe that section 4501 is an excellent overall
compromise on the tax treatment of acquired intangible assets and properly ad-
dresses concerns raised at the House Ways and Means Committee hearings on H.R.
3035, the predecessor to section 4501 of H.R. 4210.

At those hearings, USTA emphasized that software not acquired as part of the
acquisition of a trade or business should remain subject to expensing or amortiza-
tion over a useful life not to exceed 5 years under Revenue Procedure 69-21. We
believe this is important to the development of new technology, including tele-
communications teclmology, within the United States and to keep United States
software developers and purchasers competitive with foreign developers and pur-
chasers. Fourteen year amortization distorts economic reality when considering the
actual useful life of software used in the telecommunications industry. Furthermore,
extending the amortization period for software does not further simplification be-
cause the tax treatment of software is well established and software is more in the
nature of a productive tangible asset subject to valuation than general intangible
assets. For these reasons, we support the compromise in section 4601 of H.R. 4210
under which specialized software acquired as part of the acquisition of a trade or
business is subject to 14 year amortization and all other software is subject to three
year amortization.

USTA also emphasized at the hearings on H.R. 3035 that simplification cannot
be achieved unless government licenses and franchises (such as FCC licenses) are
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treated in the same manner as general 'section 197" intangibles under the bill. The
simplification objective otherwise would not be met because taxpayers would argue
for maximum allocation of purchase price to goodwill and the IRS would argue for
a maximum allocation to government licenses.

Furthermore, government licenses are similar to other intangibles in the fact that
f* they can lose value due to technological obsolescence or changes in market condi-

t tions. The Tax Court on two occasions has recognized that government licenses and
franchises are similar to private licenses and franchises in this manner. See Jeffer-
8son-Pilot Corp. v. Cornm'r, 98 T.C. No. 32 (1992); Telecommunications, Inc. v.
Cornnt'r, 95 T.C. 495 (1990), on appeal (10th Cir., May 20, 1991). For these reasons,
we support the position in section 4501 of H.R. 4210 which affords uniform treat-

• ment of government licenses and franchises with general intangible assets.
In conclusion, USTA supports the prompt passage of a bi simplifying the tax

treatment of intangibles in the form of section 4501 of H.R. 4210 provided it retains
its present treatment of computer software and government licenses. We believe
that section 4501 is a reasonable compromise to the many complex issues surround-
ing the tax treatment of acquired intangible assets md would like to see intangibles
simplification adopted in this form as soon as possible.

STATEMENT OF THE UNITED STATES TRADEMARK ASSOCIATION

The United States Trademark Association ("USTA") appreciates the opportunity
to express its views on amending the Internal Revenue Code ("IRC") to simplify and
make more consistent the tax treatment of intangible assets particularly as it bears
on trademarks. USTA testified on this important and timely matter before the
House Ways and Means Committee during its October, 1991 hearings on H.R. 3036,
legislation which was eventually incorporated into H.R. 4210 as adopted by Con-
gress. USTA hopes that the Senate Finance Committee will recognize the Associa-
tion as a resource on those taxation issues which bear on the integral role of trade-
marks to commerce both here and abroad.

i USTA is a 114 year-old not-for-profit association with a membership of approxi-
mately 2400 corporations, package design firms, law firms, and professional associa-
tions from across the United States and eighty countries committed to the preserva-

',: tion and promotion of trademarks. USTA's membership, which crossed all industry
lines and includes both manufacturers and retailers, is united in the goals of main-
taining effective commerce, promoting the interests of consumers, and encouraging

' free and effective competition. Because of its diverse membership and as a matter
J0 of policy, USTA does not take positions on matters of public policy unless the under-

lyinj prmples and ftmctions of trademarks or the trademark system are directlyiiinvolved.

Under current law, needless conflicts exist with regard to that portion of the pur-
i chase price allocable to amortizable intangibles and to the appropriate method and
2 period for recovering their costs. These conflicts unnecessarly waste the resources

of the U.S. economy. Consequently, the present tax treatment of those persons ac-
quiring or renewing trademarks and trade names in lump sum purchase price
transactions, re uires an overhaul in order to eliminate the increasing number of
controversies beween trademark owners and the Internal Revenue Service. How-
ever, just as important an aim, and even more consequential, is providing appro-
priate treatment for the expenses of self-created marks not currently deductible.

Thus, the Association supports language which would streamline and, where fea-
sible, make consistent the tax treatment accorded both acquired and self-created
trademarks as well as to provide objective standards comparable to those for tan-
gible assets.

THE IMPORTANCE OF THE AMORTIZATION OF TRADEMARK EXPENSES

The amortization of trademark expenses is a significant and necessary factor in
the free flow of commerce. Although trademarks are generally recognized as words
and/or symbols used to identify and distinguish goods and services, their extraor-
dinary impact on our nation's U.S. Trademark Association economic well-being is
too frequently unappreciated. Without trademarks and trade names, there could be
no effective means to educate consumers as to the choices available to them. Thus,
our remarkably efficient system for the ordering and distribution of goods and serv-
ices would be eradicated. Because current tax policy fails to fully recognize these
benefits to our economy, benefits which are responsible for producing consistent rev-
enue streams, it presses trademark owners into tax-basedbusiness decisions that
detract from this efficient system.
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Additionally isolation which would provide for greater simplification and con-
sistency wouWd aid U.S. businesses in the international marketplace. Many U.S.
based corporations find themselves disadvantaged when seeking to expand their
market share or acquire additional businesses and marks because competing na-
tions' tax statutes may be more favorable to businesses incorporated under their
laws. Additionally, these statutes offer clearer, more uniform procedures for acquisi-
tions both in their home countries and, more importantly, in the United States. Be-
cause of inconsistent and, at times, seemingly arbitrary tax treatment of trade-
marks, we understand that present IRS procedures and regulations may have had
a chilling effect on potential acquisitions by U.S. based businesses. Trademark own-
ers which operate both large and smaller enterprises would benefit enormously by
a more levelplaying field and the assurance that a desired acquisition will not run
afoul of our tax aws.

ENCOURAGEMENT OF NEW, SMALL AND ONGOING BUSINESSES

For an initiative to fully serve trademark owners it must look to the needs of new
(and thus typically small) and ongoing business concerns. The introduction, delib-
eration and consideration of an intangible tax simplification measure would present
a splendid opportunity to provide that all trademark-related expenses not otherwise
eligible as a current deduction may also be made eligible for the agreed amortization
period (including those previous expenses not already amortized under existing law
for the remaining balance of the legislation's amortization period). For purposes of
inclusion under IRC section 197, "trademark-related expense" should be defined as
those expenditures that are directly connected with the acquisition, protection, re-
newal (whether federal, state or foreign) and defense of the mark, chargeable to a
capital account, whether or not part of the consideration or purchase price paid for
the mark.

Currently, the IRC recognizes no amortization of trademark expenses incurred in
ongoing business activities except for pre-1986 Tax Act assets and IRc Section 1263trademark transfers. If it is determined that the transferor retains certain rights
in the mark, IRC Section 1253(d) enumerates the proper treatment to the transferee
in those cases where payment is made on either a contingent or noncontingent
basis. Depending on the size of the ayment, it is subject to either a ten or twenty-
five year amortization schedule [IRC 1253(dX2) or §1263(dX3)(BXi)]. (The deduct-
ibility of contingent payments is detailed in IRC §1253(d)(1)B)).

The amortization of trademark expenses in acquisitions and, even more impor-
tantly, in the daily activities of new and ongoing business concerns, coupled with
the brand loyalty created by trademarks will help ensure that businesses will con-
tinue to invest significant funds not U.S. Trademark Association only on maintain-
ing or improve a certain consistency of quality but also on effective consumer ori-
ented package design, and on relatedservices to maintain and enhance their prod-
ucts' reputations and consumer recognition.

On the other hand, failure to address this issue accommodates a policy which en-
courages the buying and selling of businesses as more important to the economy of
the United States than the development and long-term growth of dedicated and
well-managed industrial and commercial enterprises that historically have provided
more employment and stability to our local communities.

Further, neglecting to make trademark-related expenses eligible for amortization
treatment seriously lessens and may even remove the impetus to not only maintain
and protect U.S. based marks but also to register the mark by those trademark
owners most in need of protection, thereby undermining a primary purpose of the
federal trademark law. Thus, it is absolutely vital that the Committee recognize and
account for the long overdue need of treating trademark and trade name expenses
for new and ongoing business activities under the same rules of amortization as ex-
penses of acquired trademarks and trade names.

SUMMARY

USTA not only acknowledges but emphasizes the differences between trademarks
and other forms of intellectual property. Nevertheless, the Association also is aware
that those differences make it more difficult to both quantify the precise benefits
that trademarks and trade names convey to their owners and consumers and to cal-
culate their exact value for tax purposes. Nevertheless, these benefits are immense
and are becoming more so both to trademaark owners and their licensees as well as
our local and national economies.

As the only organization devoted exclusively to ensuring that trademarks continue
to serve tie trademark community and consumers, USTA is pleased to support the
efforts of this Committee in obtaining its passage and eventual enactment into law
of a bill consistent with these remarks.
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