Part lll. Administrative, Procedural, and Miscellaneous

Guidance Regarding
Qualified Intellectual Property
Contributions

Notice 2005-41
PURPOSE

This notice provides guidance regard-
ing § 882 of the American Jobs Creation
Act of 2004, Pub. L. No. 108-357.
118 Stat. 1418 (2004}, which adds
$8 170¢e)( 1) BM)iiiy and 170{m) (o the In-
ternad Revenue Code and amends § 6050L.
Section 170{c)( 1 ¥B){ii1) provides that the
amount of a donor’s initial charitable con-
treibution deduction allowed under § 170
for contributions of qualificd intellectual
property is limited to the lesser of the farr
market value of, or the donor’s adjusted
basis in, the qualified intellectoal property.
Section 170{m) allows the denor to deduct,
as a charitable contributien, certain addi-
tional amounts hased on a percentage of
the qualilied donee income reccived by
or accrued to the donce with respect to
the qualilied intellectual property.  To
gualify for the additional deduclions. the
donor must notify the doncc at the time
of the contributton of the donor’s wten-
tion 1o tuke the additional deductions As
amended, § 6050L{b) requires a donece
to make a retuen in the form and manner
prescribed by the Sceretary wilh respect
to each qualificd intellectual property con-
tribution.  Sections 170{e} 1 XB)(iii} and
L70(m), and the amendments to § 60501,
are ellecuve for contntbutions made after
June 3, 2004

BACKGROUND

Sccuon 1700a) allows a deduction for
a charitable contribution.  Generally, if
a donor makes a charitable contribution
of property, the amount of the deduction
is the fair market valoe of the property
at the tme of the contribution, reduced
as provided i § 170(c) and § 117044
of the Income Tax Regulations. For cer-
tain types ol property, § 170(e)(I1}B)
reduces the amount of the deduction by
the arount of gain that would have been
long-term: capital gain if the donor had
sold the property at s fair market value,
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determined as of the time of the contri-
bution.  Under § 170¢e)({ By, this
reduction applies in determing a donor’s
tnitial deduction for a charitable contri-
bution of “any patent, copyright (other
than a copyright described tn section
1221¢a}3) or 123Hb)(1)(CY). rademark,
tracde name. trade secret. know-how, soft-
ware {(other than software described in
section 197(e)3) A, or similar prop-
erty. or applications or registrafions of
such property.”

Subjecet to the terms and limuitations of
§ 170, § 170{m) allows a denor of quali-
fied intcllectual property to deduct, m the
ycar of contribution or in subsequent tax-
able years, additional amounts based on a
percentage (specified in § 1700mY7)) of
the qualified donec income received by or
accrued to the donee with respect to the
gualified inwellectual property.  For this
purposc, “‘qualified intcllectual property”
is property described in § T70(e)( (B){(in)
other than property contributed to or for
the use of private Toundauons as defined
in § 509ar (with certain exceplions as
described in § 170{(b)}(1XE)). “Qualified
donee income™ is any nel income properly
allocable to the qualtfied intellectual prop-
erty {us opposed to the activity in which
the intellectual property is wsed) that is re-
ceived by or accrued (o the donee organ-
ization during the year. Qualilied donce
income does not include any income re-
ccived by or accrued to the donee organt-
zation after the earlier of the tenth anntver-
sury of the date of the contribution or the
cxpiration of the legal life of the quali-
ficd intellectual property. See § 170(m){5}
and (6).  Additonal deductions are al-
lowed, however. only to the extent that the
aggregate of the speeified percentages of
qualified donee income exceeds the ini-
tial deduction claimed by the donor. See
& 170(m){2).

To gualify for the additional deduc-
ttons, the donor must inform the donee
at the time of the contribution that the
donor intends 1o treat the contribution as
a quahfied mtellectal property contribu-
tion {the noufication requirement)
§ 170{m}H).

Section 60501.(b), as amended by the
Act, requires i donee (which may not be
a private foundation described in section

See
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170(e) 1B 1y that receives notification
from the denor to make a retorn with re-
spect o a qualified intellectual property
contribution for each taxable year of the
donee showing the amount of any quahtied
donce income. Section 6050L{c) requires
the donee to provide a copy of the return
to the donor. See also § 1.60501-2T of
the Procedure and Administration Reguola-
tions {(May 23, 2005); Prop. Treas. Reg.
§ 1.6050L-2 (May 23, 20035). The amount
of net income laken into account by the
donor may not exceed the amount of qual-
ified donee income reported by the denee
under § 60501

GUIDANCE ON THE NOTIFICATHON
REQUIREMENT

General rule

A donor will satisfy the notification re-
quircment under § 170(m)(8) if the donor
delivers or mails to the donee, at the time of
the contribution, a written statement con-
taining the following information:

1. The name, address, and taxpayer iden-
tification number of the donor;

2. A description of the gualified intel-
lectua) preperty in sufficient detail
to wdentify the gualified intellectual
property reeeived by the donee;

3. The date of the contribution to the
donee; and

4. A statement that the denor intends to
treat the contribution as a qualified
intellectual property contribution for
purposes of §§ 170(m) and 6050L.

Transitional rule for contriburions made
after June 3, 2004, and on or before June
20, 2005

Section 170{m) was enacled on Octo-
ber 22, 2004, and is effective for contribu-
tions made after Tune 3, 2004, Donors may
have made contributions of qualified in-
wellectual property atter June 3. 2004, and
may not have mformed the donee at the
time of the contribution that they intended
to treat the contribution as a qualified in-
tellectual property contribution

A donor who contrthuted qualified in-
tellectual property after June 3, 2004, and
on or before June 20, 2005, without no-
tifving the donee that it intended to treat
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the contribution as a qualified intellectual
properly contribution will be regarded as
satisfying the notification requirement if,
on or before July 20, 2005, the donor de-
livery or mails to the donee a written stale-
ment containing the information described
above.

PAPERWORK REDUCTION ACT

The collection of information in this
notice has been reviewed and approved
by the Office of Management and Bud-
get (OMB) in accordance with the Paper-
work Reduction Act (44 U.S.C. 3507) un-
der control number 1545-1937,

An agency may not conduct or sponsor,
and 4 person is not required to respond
10, a collection of intormation unless the
collection of information displays a valid
OMB control number.

The collection of information in this no-
tice 15 in the GUIDANCE ON THE NO-
TIFICATION REQUIREMENT section of
this notice. The collection of information
is required from donors w satisfy the no-
tification requirement of § 170(m). The
collection of information s required from
donors to cbtain a benefit.  The likely
respondents are individuals, partnerships,
and corporations.

The estimated Iotal annual reporting
burden is 30 hours.

The estimated annual burden per re-
spondent varics from 0.5 hours to 1.3
hours, depending on individual circum-
stances, with an cstimated average of |
hour. The estimated number of respoen-
dents 15 30.

Books or records relating to a collection
of information must be retained as long
as their contents may become material in
the administration of any internal revenue
law. Generally, tax returns and return in-
formation are confidential, as required by
§ 6I03.

DRAFTING INFORMATION

The principal authors of this nolice arc
Charles V. Dumas and Susan I Kassclt
of the Office of Associale Chicf Counsel
{Income Tax & Accounting). For further
information regarding (his notice, contact
My Kassell at 202-622 5020 (not a toll-

tree cally.
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Modification of Application
of Rule Prohibiting Deferred
Compensation Under a
Cafeteria Plan

Notice 2005-42
PURPOSE

The purposc of this notice is to modify
the application of the rule prohibiting de-
terred compensation under a § 125 cafe-
teria plan. This notice permits a grace pe-
riod immediately following the end of each
plan year during which unused benefits or
contributions remaining at the end of the
plan year may be paid or reimbursed to
plan participants for qualilicd benefit ex-
penscs incurred during the grace period.

BACKGROUND

In general. no amount 1s included in the
gross income of a participant in a cafeteria
plan solely becuuse, under the plan, the
participant may choose among the benefits
of the plan. Secction 125{a). A cafctcria
plan is defined in § 125(d)1) as a writlen
plan maintained by an employer under
which all participants are employecs, and
the participants may choose among (wo
or more benefits consisting of cash and
qualified bencfits.  Section 125(H de-
fincs a “qualified bencfit™ as any benelit
which, with the application of § 125(a),
15 not includable in the gross income of
the employce by reason of an cxpress
provision of Chapter I of the Imernat Rev-
enue Code (other than §§ 106(b), 117,
127 or 132).  Qualificd benefits melude
employer-provided accident and health
plans excludable from gross income under
§§ 106 and 105(b). group-term hfe in-
surance excludable under § 79, dependent
citre assistance programs excludable under
§ 129 and adoplion assistance programs
excludable under & 137, Elections under a
cafeteria plan, once made. can be changed
or revoked only as provided in Treas. Reg.
§ 11254, A cafeteria plan must have
a plan year spectfied in the written plan
document. Prop. Treas. Reg. § 1.125-1,
Q&A-3.

Section 125(d¥2)AY stales that the
term Ccafetenta plan” does not include
any plan which provides for deferred
compensation.  The statwtory prohibition
on deferred compensation in a cafelena
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plan is addressed in Prop. Treas. Reg.
8¢ 1.125-1 and 1.125-2. Prop. Treas.
Reg. § 1.125-2, Q&A-S states that:

A cafeteria plan may not include any

plan that offers a benefit that defers the

receipt of compensation. Tn addition,

a cafcteria plan may not operate in a

manner that cnables employees to defer

compensation. For example, a plan that
perimits employees Lo calTy over un-
usexd elective contributions or plan ben-
efits {e.g.. accident or health plan cov-
erage} from one plan year to ancther
operates to defer compensation. This
is the case regardless of how the con-
tributions or benefits are used by the
cmployee in the subsequent plan year
(e.g., whether they are automatically or
clectively converted imo another tax-
able or nontaxable benefit in (he subsc-
quent plan year or used to provide addi-
tional benefits of the same type). Sim-
ilarly, a calcteria plan operates o per-
mt the deferral of compensation if the
plan permils participants to use contri-

butions for one plan year to purchase a

benefit that will be provided in a subse-

quecnt plan year ... .

See also Prop. Treas. Reg. § 1.125-1.
Q&A--T.

Thus. a caleteria plan does not include
any plan that defers (he receipt of com-
pensalion or operates in & manner that cn-
ables participants (¢ defor compensation
by, for example. permitting participants to
use contributions [or one plan year (o pur-
chase a benefit that will be provided in a
subsequent plan ycar. This rule is com-
monly referred to as the “use-it-or-lose-it”
rule, requiring that unused contributions or
benefits remuatming at the end of the plan
year be “forfeited.”

However. other arcas of tax law provide
that for a short, limited period. compensa-
tivn tor scrvices paid in the year following
the year in which the scrvices that are
being compensated were performed is not
treated as “deferred compensation.” For
example, Treas. Reg. § [404b)}-IT,
Q&A-2(a) provides that for purposes
of the deduction rules in § 404(a), (b)
and {dj, a plan, or method or arrange-
ment defers the receipt of compensation
or benehits to the extent it 18 onc under
which an employee receives compensa-
tion or henclits more than a brief period
of lime aficr the end of the employer’s
taxable yeur in which the services cre-
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