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IRS Guidance on Abandonment
of Creative Properties

In 2004, the IRS is-
sued a revenue ruling
and a revenue proce-
dure which provide
guidance regarding the
treatment of costs in-

curred in acquiring “creative property”—
such as screenplays, scripts, treatments,
or story outlines; motion picture produc-
tion rights to books, plays or other liter-
ary works; and similar property for
purposes of potential development, pro-
duction and exploitation. The guidance
attempts to clarify when a loss for aban-
donment or worthlessness may be
claimed for tax purposes with respect to
creative property, and when costs in-
curred in acquiring creative property may
be recovered if the project is ultimately
not scheduled for production.

Revenue Ruling 2004-58 does not
change existing law regarding the situa-
tions in which a taxpayer may deduct the
costs of creative property as a loss for
worthlessness or abandonment under
Section 165(a). In general, the Ruling
provides that, unless there is a “closed
and completed transaction fixed by an
identifiable event,” the taxpayer cannot
claim a loss deduction for abandonment
or worthlessness.

Revenue Procedure 2004-36 provides a
safe harbor that permits taxpayers to am-
ortize creative property costs ratably over
a 15-year period for properties that are
written off for financial accounting pur-

By David Schwartz (DavidSchwartz@Reish.com)

A D V I S O R    R E P O R T

ENTERTAINMENT TAX

poses. As a general rule, taxpayers are
required to capitalize creative property
costs, and that unless, e.g., a film, is pro-
duced from the creative property, are not
permitted to recover those costs through
deductions for depreciation or amortiza-
tion. As a measure of relief to taxpayers
who comply with the Revenue Proce-
dure, the IRS will allow a taxpayer to use
a 15 year safe harbor amortization
method.

Revenue Ruling 2004-58
The IRS examined three different situa-
tions under which rights to a script,
screenplay, and novel were purchased,
but not set for production, and the fac-
tual circumstances that caused each situ-
ation to result or to not result in a
deductible loss. The IRS cited a number
of cases for the proposition that, in the
context of an abandonment loss, some
identifiable act is required that evidences
a taxpayer’s intent to permanently dis-
card or discontinue use of the property
abandoned, and that such act “must be
observable to outsiders and constitute
some step which irrevocably cuts ties to
the asset.” However, the IRS did not shed
any new light on what constitutes an
“identifiable event” that evidences the
taxpayer’s intent to permanently discard
or discontinue use of the property.

The IRS did note that the taxpayer need
not relinquish legal title to property in all
cases to establish abandonment, as long

Our business and tax attorneys frequently
assist entertainment industry advisors and
their clients on complex transactional and
tax planning matters. This special edition
of our newsletter focuses on some of the
unique issues faced by sports and enter-
tainment clients.

Abandonment of copyrights remains a com-
plicated matter. David Schwartz's article
sheds light on the new IRS rules and the
lack of sufficient guidance on how to aban-
don creative properties. Planning to achieve
the deduction for the asset loss may end up
being more creative than the asset itself.

Rich Luftman's article highlights a portion
of the 2004 Jobs Creation Act that provides
incentives for low budget film and televi-
sion producers. Under the new law, pro-
ducers can now amortize production costs
up front. There is a short window in which
to take advantage of this powerful deduc-
tion, since the new law sunsets in three to
four years.

Kalyani Chirra addresses recent tax law
changes that limit the initial deduction for
charitable patent and copyright contribu-
tions. However, donors can now benefit
from post-contribution deductions over the
next 12 years for patents and copyrights
that are exploited by the charity.

Lastly, James Chapman’s article discusses
how the new federal tax rules will substan-
tially restrict the amount that a business
can deduct for the use, acquisition or char-
ter of private aircraft for employees.

If you have a question about an article,
please contact the author or one of us.
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2004 Tax Law Provides Incentives
to Television and Film Producers

By Richard Luftman (RichardLuftman@Reish.com)

When Congress
passed the American
Jobs Creation Act of
2004, it amended In-
ternal Revenue Code
Section 181 to allow

taxpayers to deduct the full cost of cer-
tain qualified television or film produc-
tions in the year expended. Under prior
law, the taxpayer was allowed to depre-
ciate the cost of the production using the
income forecast method (over a period
of years corresponding to when the in-
come was expected to be received). Un-

der the revised law, a taxpayer is allowed
an immediate deduction in the first year
for all of the expenses associated with
the qualified production.

What types of productions
qualify for this deduction?
The taxpayer must be careful to deter-
mine whether the production qualifies
for this deduction. The following are the
criteria:

1) the production must be a motion pic-
ture film or video tape,

2) if the production is a television series,
only the first 44 episodes are taken
into account,

3) at least 75 percent of the total com-
pensation of the production must be
paid for services performed in the
United States by actors, directors,
producers, and other relevant pro-
duction personnel (participations and
residuals are excluded from this cal-
culation),

4) the production must have expenses
that do not exceed $15 million, or $20
million “for certain productions the
expenses of which are significantly
incurred in a low-income community,
or a distressed county or isolated
area of distress as designated by the
Delta Regional Authority,”

Charitable Contributions of
Patents and Copyrights

By Kalyani Chirra (KalyaniChirra@Reish.com)

In response to donors
who contributed
copyrights and pat-
ents to charities and
deducted amounts far
above what the intel-

lectual property was really worth, the
Jobs Creation Act revised the rules with
respect to such donations, effective for
gifts made after June 3, 2004.

Gifts of Copyrights: Under prior
law, contributions of copyrights created
through personal efforts were deductible
only to the extent of the lower of (a) fair
market value or (b) basis. Copyrights
treated as capital gain property, such as
those acquired by purchase or inherit-
ance, were the exception and were de-
ductible at the full fair market value.
Under the new law, the deduction is now
limited to the lower of (a) fair market
value or (b) basis.

Gifts of Patents: Under prior law,
because a patent was considered a capi-
tal asset, contributions of patents were
deductible at full fair market value. The
2004 Act adds patents to the class of
contributions for which deductions are
limited to the lower of (a) fair market
value or (b) basis.

However, until the end of the legal life of
the patent or copyright or after the 12th
anniversary of the date the contribution
was made, the donor may deduct on a
sliding scale, as a charitable contribution,
amounts of income received by the char-
ity from the use of the patent or copy-
right (in excess of the amount claimed
as a deduction), starting with 100 per-
cent in the first and second years, to 10
percent in the twelfth year.

Example: A donor contributes a copy-
right to a university. The lower of basis

or value of the copyright is $50,000 at
the time of contribution. In the first year,
the copyright earns $80,000 in royalties.
Because the donor has deducted
$50,000, the deduction is limited to
$30,000. In the second year, the copy-
right earns $70,000 in royalties and the
donor deducts the full amount.

Despite the reduction in the initial chari-
table deduction for copyrights and pat-
ents, the post-contribution deductions
might still encourage donations of pat-
ents and copyrights. Under prior law,
patent/copyright owners who expected
large future royalties may have delayed
their patent gifts until a later year. Now,
the donor patent/copyright owner will
still benefit even after the year of contri-
bution of the patent/copyright.

In order to take advantage of the post-
contribution benefit, donors should con-
firm prior to contribution that the donee
has the resources to exploit the copyright
or patent, otherwise, it could end up
costing the donor valuable charitable in-
come tax deductions. v

continued on page 5
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New Rules Limit Employer Deductions
for Personal Use of Aircraft

By James Chapman (JamesChapman@Reish.com)

The federal tax rules
applicable to personal
use of a business air-
craft changed on Oc-
tober 22, 2004, with
the enactment of the

American Jobs Creation Act of 2004, or
“AJCA.”  As a result of this change, em-
ployers have three choices: (1) treat the
full cost of the personal use of the air-
craft as wages to the executive using the
aircraft; (2) forego an income tax deduc-
tion to the extent the cost of the personal
use of the aircraft is not treated as wages
to the executive, or (3) limit personal use
of the employer’s aircraft.

The AJCA limits an employer’s deduc-
tions attributable to the personal use (as
opposed to business use) by “specified
individuals” of an aircraft owned by the
employer. The deduction is limited to the
amount that is included in income as
wages by a “specified individual.”

These individuals generally include, for
both private and publicly-held compa-
nies: (a) the president, principal financial
officer, principal accounting officer, any
vice-president in charge of a principal
business unit, division, or function (such
as sales, administration, or finance), any
other officer who performs a policy-
making function, or any other person
who performs similar policy-making
functions; (b) directors; and (c) 10%-or-
greater owners.

The AJCA was specifically intended to
overturn the deduction previously al-
lowed by Sutherland Lumber-Southwest,
Inc. v. Commissioner . According to
Sutherland Lumber-Southwest, an em-
ployer could deduct all expenses attrib-
utable to the personal use of an aircraft
so long as the fair market value of the
employee’s personal use of the aircraft
was treated as wages to the employee.
Under generally allowed methodology,

New IRS Rules Impact on Tax Advice
On June 20, 2005, new IRS rules be-
came effective that will have a signifi-
cant impact on written tax advice
communicated from tax practitioners
to taxpayers.

The IRS revised these rules primarily in
response to taxpayers and their advi-
sors who were participating in, and
promoting, tax shelters. The new rules,
however, cover a much broader spec-
trum of written advice that includes
any written advice that addresses
federal tax issues, where the principal
or significant purpose of the transac-
tion is the avoidance of tax.

The IRS did not adopt the revised
rules to discourage legit imate tax
planning that is employed within the
spirit and purpose of the law. There-
fore, the legitimate tax planning em-
ployed by our f i rm and many other

the fair market value of a personal flight
is typically much smaller than the cost
of the flight to the employer. However,
even after the AJCA, the Sutherland Lum-
ber-Southwest rule continues to apply
with respect to the expenses associated
with the personal use of aircraft by em-
ployees and persons who are not “speci-
fied individuals.”

For example, assume that an employer
allows its president to use the employer’s
aircraft to fly the president and his or her
family to a vacation destination. Under
the applicable valuation rules, the value
of the flight is $1,000, but its cost to the
employer is $10,000. Assume that the
employer treats that $1,000 as wage
compensation to the president. Unless
the employer proves that the expenditure
is directly related to, or associated with,
the employer’s trade or business, the em-
ployer may deduct no more than $1,000
of the cost of the flight provided to the
president.

The IRS has provided guidance, in the
form of Notice 2005-45 (issued on May
27, 2005) which contains detailed rules
for allocating aircraft expenses between
personal and business use. v

f i rms may continue to be considered
and implemented. However, the impact
of the revised rules is to make any prac-
titioner who practices before the IRS—
attorneys, accountants, enrolled agents
and enrolled actuaries —adopt more
str ingent standards within their tax
practices, even if the tax practice deals
only in legitimate tax-saving planning.

The effect on you is that you will begin to
see disclaimers in written advice that
you receive from this firm and from other
tax practit ioners. The IRS rules require
such a disclaimer.

We wanted to make sure you were
aware of this change in the rules so that
such a disclaimer does not take you by
surprise or alarm you. We will continue to
render written tax advice. However,
based on the revised rules, we will not
be able to give you explicit protection

against potential penalt ies associ-
ated with a potential tax audit.

The best protection against penalties
is to have strong tax arguments under
the law. If you prefer to have a written
legal opinion on which you can rely in
connection with a potential tax audit,
we will be able to render such an opin-
ion; however, such an opinion will be
much more thorough than in the past,
will require more time to prepare, and
will necessitate additional fees.

If you have any questions about these
revised rules, please contact Michael
Luftman or the attorney at the f irm
with whom you normally communi-
cate.

Be on the lookout for our disclaimer in
letters and emails!
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as there is an intent to abandon and an
affirmative act of abandonment. The IRS
also noted that, where the taxpayer re-
tains creative properties for potential fu-
ture exercise of ownership or other
contractual rights, or retains the ability
to enforce those rights by preventing
competitors from using the property, a
loss under Section 165(a) will not be al-
lowed solely because (i) the development
or production of the properly is not ac-
tively pursued; (ii) the property is not set
for production within a certain period of
time after acquiring it; or (iii) the costs
of developing or acquiring the property
are written off for financial accounting
purposes. The IRS also noted that un-
successful attempts to find a distributor
for a motion picture is not sufficient evi-
dence of worthlessness, where the pos-
sibility of commercially exploiting the
motion picture remains viable. In such a
case, while there might have been a dimi-
nution in the value of the picture, there
is no worthlessness.

Based on the foregoing, it would be ex-
tremely difficult to claim a loss under
Section 165(a) with respect to a copy-
right, as long as ownership of the copy-
right remains vested in the taxpayer.

Revenue Procedure 2004-3
In addition to the difficulty in claiming a
loss for abandonment or worthlessness
of creative property where exclusive or
limited legal ownership rights in the cre-
ative property remain vested by the tax-
payer, taxpayers are generally required to
capitalize creative property costs. Under
current law, unless a film is produced
from the creative property, taxpayers are
not permitted to recover those costs
through deductions for depreciation or
amortization.

The Revenue Procedure grants relief to
taxpayers who ultimately will not exploit

the creative property, and have written
off the property for financial accounting
purposes. The definition of “creative
property” is substantially similar for pur-
poses of the Revenue Ruling and the
Revenue Procedure. The Revenue Pro-
cedure generally provides that a taxpayer
who complies with the requirements of
the Revenue Procedure may amortize
creative property costs over 15 years be-
ginning on the first day of the second half
of the taxable year in which the taxpayer
properly writes off the costs under
“Statement of Position” (SOP) 00-2,
which was issued by the American In-
stitute of Certified Public Accountants in
June 2000.

Under the safe harbor method in Revenue
Procedure 2004-36, taxpayers must am-
ortize creative property costs properly
written off by the taxpayer under SOP
00-2 ratably over an amortization period
of 15 years, beginning on the first day
of the second half of the taxable year in
which the taxpayer properly writes off
the costs under SOP 00-2. For any cre-
ative property costs that are (a) associ-
ated with a particular creative property
that has not been set for production and
(b) paid or incurred by the taxpayer sub-
sequent to the initial write-off, those
costs must be amortized by the taxpayer
under the same schedule as provided
above, beginning on the first day of the
second half of the taxable year in which
the taxpayer pays or incurs those costs.
If creative property is set for production
subsequent to the initial write-off, and the
creative property costs are paid or in-
curred by the taxpayer after the property
is set for production, those costs must
be capitalized by the taxpayer from the
time the property is set for production,
and depreciated using an allowable de-
preciation method for produced films
(for example, the income forecast
method) at the time the property is placed
in service.

If the taxpayer disposes of the creative
property during the 15 year amortization
period, the taxpayer must nevertheless

continue to amortize the creative prop-
erty costs over the remainder of the 15
year period. For this purpose, a “dispo-
sition” includes the sale, exchange, aban-
donment or destruction of creative
property or rights relating thereto. A dis-
position also occurs upon the expiration
of a taxpayer’s rights to a particular cre-
ative property, similar to the second situ-
ation in Revenue Ruling 2004-58.

Under the Revenue Procedure, any
amounts received by the taxpayer in con-
nection with a disposition would gener-
ally be required to be recognized as
ordinary income, notwithstanding any
other provisions of the Internal Revenue
Code (except as a result of a sale of the
entire related business).

Conclusion
Taxpayers will need to determine if, in
the event they write off creative prop-
erty for accounting purposes, they intend
to ultimately abandon or destroy such
property for tax purposes. While a loss
for income tax purposes would otherwise
be allowed under Revenue Ruling 2004-
58 upon the expiration of a taxpayer’s
rights to the property, or otherwise upon
the abandonment or destruction of the
property, the Revenue Procedure limits
the taxpayer’s deduction.

As a result, if the taxpayer anticipates that
it will not exploit the creative property
and the taxpayer’s contractual rights in
the property will expire, or otherwise the
taxpayer will abandon (if abandonment
is even possible) or destroy such prop-
erty, then, depending on the date those
rights expire, it could be more beneficial
for the taxpayer to wait until the rights
expire. This will allow the taxpayer to
claim a loss for the entire cost of the
property at that time. Otherwise, the tax-
payer could be required to continue to
amortize those costs over a much longer
period of time.v

Creative Properties
continued from page 1
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5) the basis of any qualified production
may not also be otherwise depreci-
ated or amortized, and

6) the production must have com-
menced after October 22, 2004 and
prior to December 31, 2008.

How does a taxpayer elect to
take the deduction?
An election to take the deduction must
be made by the due date (including ex-
tensions) for the tax year in which the
qualified production activities are first in-
curred. However, once made, an election
can only be revoked with the consent of
the Secretary of the Treasury.

Caution!
The IRS rule that treats controlled
groups as a single taxpayer also applies
to this deduction. For example, if two
corporations or partnerships have quali-

fied production expenses, and those cor-
porations would be considered a con-
trolled group under the relevant rules,
then the expenses of both entities must
be taken into account when considering
the maximum expense of the qualified
production.

With respect to deceased taxpayers, the
rules applicable to apportionment be-
tween the income beneficiary and fidu-
ciary of an estate apply with respect to
this deduction.

If the production is subject to the rules
covering productions with sexually ex-
plicit conduct, then it does not qualify for
this deduction.

As you can see, Congress has provided
a large incentive to taxpayers who pro-
duce relatively inexpensive film and tele-
vision productions. Assuming the pro-
duction qualifies, the tax benefit should
be considerable, since the revised law
provides an immediate deduction rather
than spreading the tax relief over many
years.

2004 Tax Law
continued from page 2

Around the Firm
Fred Reish was quoted in the June issue of HR Magazine in the article "Take a Closer Look" about hidden weaknesses in
401(k) plans. Nick White was quoted in the July issue of California CPA in the article "Pension Attention." David Schwartz
gave a presentation to the Wells Fargo Private Client Services Group in Los Angeles on June 20th on "Current Issues in
Transfer Tax Laws." Jon Karp spoke in July at the California CPA Education Foundation's Pass-Through Entities Confer-
ence on "Post Mortem Planning: What To Do When Your Client Dies Owning Interests in Pass Through Entities?"

On August 4th, Mark Terman presented "Technology and Privacy in Today's Workplace: Protecting Confidentiality and
Trade Secrets" for a Professionals in Human Resources Association (PIHRA) seminar in Los Angeles. Jon Karp taught an
all day course in Monterey on August 8th for the California CPA Education Foundation on the subject of "Succession
Planning for the CPA Firm."  Jeff Lewis spoke on “Private Annuities” to the Merrill Lynch Estate Planning Services Group
in Los Angeles on  August 25th.

Several of our attorneys are involved in upcoming conferences for the California CPA Education Foundation. Nick White
will be a speaker on "Compliance and Regulatory Issues" at the  Retirement Plan Conference in Los Angeles on Septem-
ber 21st and in San Francisco on September 22nd. Brad Cohen and Michael Foster will co-present “Tax Update - Talent”
at the Entertainment Industry Conference in Century City on September 29th. Jon Karp will speak on “Structuring the
Deal” at the Succession Planning for the CPA Firm Conference in Burbank on September 29th and in San Francisco on
September 30th.

This deduction may be short lived, since
the law is due to sunset as of December
31, 2008. Additionally, the IRS has des-
ignated this deduction as a priority for
which it intends to issue further clarifi-
cation and/or guidance during 2005 and
2006. Commentators also expect Con-
gress to amend the law to make techni-
cal corrections to the statute, which
could have a dramatic impact on the way
the deduction operates and its potential
benefits.

With all of these uncertainties, you should
stay tuned and remember that we will be
on the verge of having a new President,
and possibly a very different Congress,
by the time this law is due to sunset. v


