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TAXING TECHNOLOGY
IRS and Congress study company write-offs of patent donations to nonprofit groups

SUSAN R. MORRISSEY,C&EN WASHINGTON
As is the nature of innovation, companies create a wealth of patented technology. Some of these technologies lead to commercial uses. Others--which fall outside of a company's immediate needs--are put on a shelf for possible use later. With company patent portfolios continuing to grow, some of these mothballed technologies are finding their way off the shelf and back into development outside the company.

The saving grace for these patents that would otherwise continue to gather dust is donation. Driven by an opportunity to gain significant tax write-offs and to create public goodwill, companies--including many chemical companies--are transferring patent technologies that are outside their strategic goals to nonprofit organizations (C&EN, Sept. 9, 2002, page 20). But some officials within the Internal Revenue Service and some members of Congress worry that these donations are being used by companies solely as a tax avoidance scheme.

The write-offs for these patent donations, which equate to 10% of the donation's value, have a total value on the order of hundreds of millions of dollars per year, according to an IRS official. It is this large tax break that has made patent donations the focus of an IRS investigation and congressional legislation.

The concern within IRS, however, is with the dollar amount assigned to these donations, which is often inflated, the IRS official says. "We understand that the law is there that allows corporations to take a deduction. Obviously, we support that," but IRS has to make sure the reported value for the donation is accurate, he explains.

According to the official, examiners become aware that a company has made a patent donation from public announcements. When IRS finds a donation has been made, "we look at the patent and we try to determine the value." Specifically, he notes, the examiners investigate how the company arrived at the value of the patent.

The job of determining a patent's worth is not done by the company itself. Instead, the firm uses an independent accounting and valuation firm, such as St. Thomas, V.I.-based Inavisis International. Firms like this one provide a value for the donated portfolio based on what they see as the fair market value, and then the company can use this amount to calculate its tax deduction.

"We really are not working for the company as much as for IRS," says Sam Khoury, president of Inavisis. "When we do a valuation, we know that the IRS will be auditing it, so we need to come up with a number" that is accurate, he says.

One of the problems with these valuations, however, is that they can neglect to take into account some key factors, the IRS official says. Those factors include adjusting the value for any restrictions the donor may have placed on the technology, and the existence of prior or subsequent patents in the marketplace may impact the value the donor places on the donated patents, he says.

"The patent is only going to be good and commercially valid if in fact the title is unique," says David Pratt, managing director of Charlottesville, VA.-based M•CAM. An independent firm, M•CAM is contracted by IRS to analyze the donated property for potential impairments. For example, Pratt cites a case involving agricultural chemicals, where a company donated a collection of patents for production of a specific chemical. As it turns out, the donor company had already adapted and licensed its competitor's technology to produce the chemicals more efficiently and cost-effectively. The old method--the one which was donated--was rendered obsolete by its own inventors and therefore had no commercial viability, he explains.

TO AVOID SITUATIONS like the one above, a complete title search of donated patents is vital, Pratt says. Only after the title clears and is shown to be unimpaired can fair market value be determined, he explains.

In an effort to get everyone on the same page about how to handle patent donation deductions, IRS has released rulings that address this issue, the IRS official says. The agency, which is performing an investigation of such donations, is also looking into regulations to address these types of deductions, he notes.

But IRS is not alone in its interest in patent donations. M•CAM has also studied the situation and released its report to the IRS Office of Tax Shelter Analysis last January. That report identified problems with patent valuations, as well as ways IRS could identify and stop abusers.

Some members of Congress are also interested in this issue--evidenced by steps being taken in the Senate. In a provision in the Jumpstart Our Business Strength Act (S. 1637), the Senate Finance Committee aims to change the tax rules associated with patent donations.

The provision would no longer allow for deductions to be taken based on fair market value of the donation. Instead, companies would be allowed to deduct only the costs incurred in the development of the patented technology--companies can now take advantage of both of these deductions.

"This is good legislation because, currently, the law gives the taxpayer two bites at the apple," the IRS official points out. "The taxpayer gets to deduct all of the expenses in developing a patent and then gets to donate it and take another deduction for the fair market value," he says.

Pratt agrees. " 'No double dipping,' is all Congress is saying," he explains. "You can either expense it on the way to creating it or you can wait until the end and see if it has value. Then if you want to donate it, you can take the deduction. From a policy standpoint, that's a good idea," he says.

Companies, however, warn that this legislation will effectively eliminate patent donations. Many companies were not willing to speak to C&EN on the record about how this legislation and other possible changes within IRS will affect them. However, they tell C&EN that they support any legislative changes that stop abuses occurring in the system, but they don't believe that a complete loss of the deduction is necessary.

"Patent donation is a win-win situation for us and the recipients," one corporation spokeswoman says. Donating the patented technology boosts the community by providing jobs and helps the public by creating new products, she explains. It would be unfortunate if the tax incentives were taken away, causing this exchange of patents to stop, she says.

The Intellectual Property Owners Association (IPO), a national trade association of nearly 100 U.S. companies, is also concerned about this issue. In May, IPO President John K. Williamson sent a letter to Sen. Charles E. Grassley (R-Iowa), chairman of the Finance Committee, to oppose the addition of a provision in an earlier piece of legislation to change the tax rules for patent donations. The provision, which did not make it into law, was similar to the one now being debated in the Senate.

In the letter, Williamson wrote that the change in tax laws would "effectively end the donation of unused patents by U.S. industry and, as a result, deprive the public of new products and services that can result from further investment in research, development, and commercialization of technologies covered by those patents." He also noted that "a tax deduction for the donor company based on fair market value of the patents makes such donations worthwhile for the company."

Patent donation is not without cost to the donating party, Williamson explained. According to Inavisis' Khoury, it can cost a company between $250,000 and $300,000 to donate a patent or group of patents. He notes that the bulk of the costs comes from internal resources needed to collect and prepare the necessary information about the technology in question. 

But the cost of the donations often goes beyond that, Khoury notes. Companies will typically give cash grants with the donation to cover things such as patent fees, new equipment, and setup costs, a company representative tells C&EN. A lot of time goes into this process, she says, because, "after all, we want to see the patent and the patent recipient succeed."

The choice of whom to donate the technology to also affects the chance of long-term success, experts say. Companies that C&EN spoke with note that they select the recipients of their donated technology from a shortlist of universities and nonprofit organizations with expertise and a proven track record in the specific technical area of the patents.

ONCE AN OFFER is extended, the would-be recipients then have to decide if the technology fits their institutional direction and capabilities. "Universities have a choice; they don't have to accept patents," says Brian J. Kelly, vice president of Cornell Research Foundation at Weill Medical College of Cornell University.

"Most universities are developing practices under which they evaluate patents that are offered for donation and see whether or not they represent a compelling business opportunity and whether there is someone internally at a university who is willing and able to develop the technology further," he explains.

Following this format, Weill Medical College accepted a patent donation from Procter & Gamble this summer. The technology involves the administration of nonsteroidal anti-inflammatory drugs to treat oral cancer. "This is a technology that otherwise would have languished," Kelly says. "Now we have an opportunity to address a population that would not have had this kind of treatment available to them," thus also benefiting Cornell by allowing it to meet its clinical mission of improving health care for the public.

Although this is early-stage technology and the school has just received the patent donation, which includes financial and technical support, Kelly is optimistic that this will be a good step for the medical school. "What we hope to do is repackage this technology with patents we already own and license it to another company, or we may even start our own company," he says.

Kelly advises universities and other groups that are considering whether to accept patent donations to do their homework. "They should speak to other schools that have accepted technology to find out what their experience in dealing with the donor companies has been like," he says.

Boston University has also received a patent donation from P&G. In this case, the technology was for the treatment and prevention of periodontal disease. "P&G provided some funding to jump-start the further development of the technology," says Ashley Stevens, director of the Office of Technology Transfer at Boston University. "We found it to be a very beneficial relationship," he says.

But patent donations do more than represent a potential financial opportunity; they illustrate a shift in the relationship between industry and universities, Stevens points out. "Traditionally, universities would do basic research with federal grants and maybe make some inventions that they could license out to companies," he says. Now, technology is beginning to flow in the opposite direction, with industry giving technology to universities for further development, he explains.

Although not every patent donation yields a commercial success, it is important to avoid letting these undeveloped technologies go to waste, involved parties agree. As Khoury points out, "These technologies are the capture of the brainpower of this country," and no one wants to see that lost.
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